Klein v. Commissioner, 70 T. C. 306 (1978)

In the complete liquidation of a subchapter S corporation, a shareholder/creditor’s
net operating loss deduction is determined before any reduction in basis due to
liquidating distributions.

Summary

In Klein v. Commissioner, the Tax Court addressed how to calculate a
shareholder/creditor’s net operating loss deduction in the context of a subchapter S
corporation’s complete liquidation. Sam Klein, a shareholder and creditor of
Midwest Fisheries, Inc. , sought to deduct his share of the corporation’s net
operating loss. The court ruled that Klein’s deduction should be calculated based on
his total investment before any reduction from liquidating distributions, allowing
him to claim the full loss. This decision emphasizes the timing of basis reduction in
subchapter S liquidations and aligns with the legislative intent to treat small
business corporations similarly to partnerships.

Facts

Sam Klein was a shareholder and creditor of Midwest Fisheries, Inc. , an electing
subchapter S corporation. In 1972, Midwest decided to liquidate completely, selling
assets to State Fish, Inc. and distributing remaining assets, including a promissory
note, to its shareholders/creditors. Midwest incurred a net operating loss of
$361,952. 80 during its final taxable year. Klein’s basis in Midwest’s stock was
$40,762. 78, and his basis in Midwest’s notes payable to him was $309,327. 72. The
dispute centered on whether Klein’s share of the net operating loss should be
calculated before or after reducing his basis due to the liquidating distribution.

Procedural History

The case was submitted fully stipulated to the U. S. Tax Court. The court’s focus was
on the sole remaining issue after concessions: the extent to which liquidating
distributions reduce a shareholder/creditor’s basis for computing the net operating
loss deduction under section 1374(c)(2).

Issue(s)

1. Whether a shareholder/creditor’s net operating loss deduction in a subchapter S
corporation’s complete liquidation should be calculated before or after the reduction
of basis due to liquidating distributions?

Holding

1. Yes, because the court determined that the net operating loss deduction should be
calculated based on the shareholder/creditor’s total investment before any reduction
from liquidating distributions, aligning with the legislative intent of subchapter S.
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Court’s Reasoning

The Tax Court rejected the Commissioner’s argument that state law should govern
the issue, focusing instead on federal tax law. The court noted that the simultaneous
nature of the distributions to Klein as a creditor and shareholder should not be
determinative, drawing on previous rulings like Adams v. Commissioner and Kamis
Engineering Co. v. Commissioner. The court emphasized that subchapter S aims to
treat small business corporations similarly to partnerships, allowing shareholders to
deduct corporate net operating losses up to their investment. The court found that
Klein’s total investment (stock and debt) exceeded his share of the loss, and thus, he
should be entitled to the full deduction. The decision also considered policy
implications, noting that denying the deduction would contradict the “at risk”
limitation’s purpose and could lead to unintended tax consequences.

Practical Implications

This ruling clarifies that in the liquidation of a subchapter S corporation,
shareholders/creditors should calculate their net operating loss deductions before
any basis reduction from liquidating distributions. This approach aligns with the
legislative intent to treat subchapter S corporations similarly to partnerships.
Practically, this means that tax professionals advising clients with interests in
subchapter S corporations should ensure that net operating loss deductions are
calculated based on the shareholder’s total investment before considering any
liquidating distributions. This case has influenced subsequent tax rulings and has
implications for how shareholders and creditors structure their investments and
plan for potential losses in subchapter S corporations.
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