Rath v. Commissioner, 104 T. C. 377 (1995)

Shareholders of an S corporation cannot claim an ordinary loss deduction under
section 1244(a) for losses incurred by the corporation on the sale of section 1244
stock.

Summary

In Rath v. Commissioner, the Tax Court ruled that shareholders of an S corporation
cannot claim an ordinary loss under section 1244(a) for losses incurred by the
corporation on the sale of section 1244 stock. The case involved Virgil D. Rath and
James R. Sanger, who, through their S corporation, purchased and sold stock that
qualified as section 1244 stock. The court held that the plain language of section
1244(a) limits ordinary loss treatment to individuals and partnerships directly
receiving the stock, and not to shareholders of an S corporation. The decision
underscores the principle that S corporations are treated as separate entities for tax
purposes, and shareholders must report losses based on the corporation’s
characterization, not their own.

Facts

In 1971, Virgil D. Rath and James R. Sanger formed Rath International, Inc.
(International), an S corporation. In March 1986, International acquired an option to
purchase stock in River City, Inc. , which it exercised on April 4, 1986, using funds
borrowed from Rath Manufacturing Co., Inc. , another company owned by Rath and
Sanger. International sold the River City stock at a significant loss on September 9,
1986. The stock qualified as section 1244 stock, but International did not report the
loss on its tax return. Rath and Sanger reported the loss on their personal tax
returns, claiming it as an ordinary loss under section 1244(a).

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income tax liabilities for 1986, disallowing the ordinary loss deduction claimed
under section 1244(a). The petitioners challenged this determination in the U. S. Tax
Court, which heard the case fully stipulated and issued its opinion in 1995.

Issue(s)

1. Whether shareholders of an S corporation can claim an ordinary loss deduction
under section 1244(a) for losses incurred by the corporation on the sale of section
1244 stock.

Holding

1. No, because the plain language of section 1244(a) limits ordinary loss treatment
to individuals and partnerships directly receiving the stock, and does not extend to
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shareholders of an S corporation.
Court’s Reasoning

The court emphasized that section 1244(a) explicitly limits ordinary loss treatment
to individuals and partnerships, not corporations. The court applied the well-
established rule of statutory construction that statutes should be interpreted
according to their plain meaning unless doing so leads to absurd or futile results.
The legislative history of section 1244 also supported this interpretation, explicitly
stating that corporations could not receive ordinary loss treatment under this
section. The court rejected the petitioners’ arguments that sections 1366(b) and
1363(b) allowed them to claim the ordinary loss, as these sections do not override
the clear language of section 1244(a). The court noted that the character of the loss
must be determined at the S corporation level, not at the shareholder level, and
cited Podell v. Commissioner to support the application of the conduit rule for S
corporations. The court also considered policy arguments but found that they did not
justify disregarding the separate entity status of the S corporation.

Practical Implications

This decision clarifies that shareholders of an S corporation cannot directly benefit
from section 1244(a) for losses on stock held by the corporation. Legal practitioners
advising clients with S corporations must ensure that any losses on section 1244
stock are reported as capital losses, not ordinary losses, at the shareholder level.
This ruling underscores the importance of respecting the separate entity status of S
corporations for tax purposes, impacting how losses are characterized and reported.
It also highlights the need for legislative change if relief under section 1244(a) is to
be extended to S corporation shareholders. Future cases involving S corporations
and section 1244 stock will need to follow this precedent, distinguishing between
losses at the corporate and shareholder levels.
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