Benton v. Comm’r, 122 T. C. 353 (U. S. Tax Ct. 2004)

In Benton v. Comm’r, the U. S. Tax Court ruled that a debtor in a Chapter 11
bankruptcy can use net operating losses (NOLs) from the bankruptcy estate to offset
income in years starting from the bankruptcy’s commencement. This ruling clarifies
that NOLs can be carried forward from the estate to the debtor upon the estate’s
termination at plan confirmation, impacting how debtors can apply these losses to
their tax liabilities during and post-bankruptcy.

Parties

Oren L. Benton, the Petitioner, filed a voluntary Chapter 11 bankruptcy petition and
was the debtor-in-possession until the confirmation of his reorganization plan. The
Respondent was the Commissioner of Internal Revenue. The case involved Benton’s
appeal to the U. S. Tax Court against the IRS’s determination of deficiencies in his
federal income taxes for the short taxable year from February 23 to December 31,
1995, and for the taxable years 1996 and 1997.

Facts

Oren L. Benton filed for Chapter 11 bankruptcy on February 23, 1995. He had
interests in several entities, including three related to the Colorado Rockies baseball
franchise. His plan of reorganization, confirmed on August 18, 1997, and effective
August 31, 1997, transferred most of the estate’s assets to a liquidating trust for the
benefit of creditors. Benton was discharged from pre-confirmation debts on
September 1, 1997. During his bankruptcy, Benton claimed NOLs, both pre-
bankruptcy and those generated by the estate, attempting to apply them to his
income for 1995, 1996, and 1997. The IRS contested his right to carry forward these
NOLs to any years before the termination of his bankruptcy estate.

Procedural History

Benton filed his federal income tax returns for the years in question and later
amended them to claim NOLs. The IRS determined deficiencies and assessed
penalties for those years. Benton petitioned the U. S. Tax Court for review. The
Commissioner moved for partial summary judgment, which the court granted in
part, addressing the issues of when Benton succeeded to the bankruptcy estate’s tax
attributes and the applicability of NOLs to his income in the years at issue.

Issue(s)

1. Whether the termination of Benton’s bankruptcy estate, for purposes of 26 U. S.
C. § 1398(i), occurred upon the confirmation of the plan of reorganization and
discharge of the debtor?

2. Whether Benton may use NOLs with respect to his separate tax reporting for the
year of commencement of his Chapter 11 bankruptcy case and later years, to the
extent allowed under 26 U. S. C. § 172 and the regulations thereunder?
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Rule(s) of Law

The Internal Revenue Code, specifically 26 U. S. C. § 1398, governs the tax
attributes of a bankruptcy estate. Under § 1398(g), the estate succeeds to certain
tax attributes of the debtor, including NOL carryovers. Upon termination of the
estate, the debtor succeeds to these attributes under § 1398(i). 26 U. S. C. § 172
defines the computation and application of NOLs, allowing for carrybacks and
carryforwards, with certain limitations described in the regulations.

Holding

The court held that the termination of Benton’s bankruptcy estate occurred upon the
confirmation of the plan of reorganization and his discharge as a debtor.
Additionally, the court ruled that Benton may use NOLs succeeded to from the
estate to offset his nonbankruptcy income in the year of the bankruptcy’s
commencement and later years, subject to the limitations set forth in § 172 and its
regulations.

Reasoning

The court reasoned that the phrase “termination of an estate” in § 1398(i) should be
interpreted to mean the point at which the debtor’s plan of reorganization is
confirmed and the debtor is discharged. This interpretation aligns with the purpose
of Chapter 11, which is to rehabilitate the debtor. The court rejected the IRS’s
argument that termination occurs only upon the formal closing of the bankruptcy
proceeding, citing numerous bankruptcy cases that support the view that the estate
effectively terminates at confirmation. Regarding the use of NOLs, the court
analyzed § 1398 and § 172, concluding that there is no prohibition on carrying
forward NOLs to post-commencement years. The court emphasized that the debtor
and the estate are parallel taxpayers during the bankruptcy, and upon termination,
the debtor should be able to apply the estate’s unused NOLs to offset post-
commencement income. This approach ensures that the debtor can benefit from the
NOLs without the risk of them being lost if not used by the estate.

Disposition

The U. S. Tax Court granted partial summary judgment, holding that Benton may
use pre-bankruptcy and estate-generated NOLs to offset his income in the years of
the bankruptcy’s commencement and later years, in accordance with the limitations
of § 172 and its regulations.

Significance/Impact

This case clarifies the timing of when a debtor succeeds to the tax attributes of a
Chapter 11 bankruptcy estate and the debtor’s ability to use these attributes. The
decision impacts the tax planning and strategy of debtors in bankruptcy, allowing
them to apply NOLs to offset income from the year of bankruptcy commencement. It
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provides guidance on the interpretation of “termination” under § 1398(i) and the
application of NOLs under § 172, potentially influencing future bankruptcy and tax
law jurisprudence.
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