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In re Davidge & Co. , T. C. Memo. 2003-352 (2003)

In a groundbreaking ruling, the U. S. Tax Court held that a bankruptcy estate, not
the individual debtor, is entitled to report S corporation losses incurred in the year
the debtor filed for bankruptcy. The decision clarifies the allocation of tax attributes
under the Bankruptcy Tax Act,  impacting how losses are treated in bankruptcy
proceedings involving S corporations. This ruling establishes a significant precedent
for the intersection of bankruptcy and tax law, particularly concerning the timing
and ownership of S corporation shares at year-end.

Parties

Petitioner: An individual debtor residing in New York, New York, who owned all
shares of  two S corporations until  filing for  bankruptcy on December 3,  1990.
Respondent: The Commissioner of Internal Revenue.

Facts

The petitioner was a self-employed investment adviser who owned all  shares of
Davidge & Co. and Kuma Securities, both S corporations. On December 3, 1990, the
petitioner filed for Chapter 7 bankruptcy, which was later converted to Chapter 11.
At  the  time  of  filing,  the  shares  of  both  corporations  became property  of  the
bankruptcy estate. Davidge & Co. sustained an operating loss of $3,385,592 in 1990,
with  $3,125,875  allocated  to  the  petitioner  and  $259,717  to  the  estate.  Kuma
Securities sustained a loss of $155,593, with $143,898 allocated to the petitioner
and $11,955 to the estate. The petitioner reported these losses on his 1990 tax
return and carried them forward to subsequent years.

Procedural History

The Commissioner issued notices of deficiency for the tax years 1996 through 2000,
disallowing  the  petitioner’s  claimed  losses  and  carryforwards,  and  imposing
accuracy-related penalties. The petitioner contested these determinations in the U.
S. Tax Court, which consolidated the cases for trial, briefing, and opinion. The court
reviewed the case based on stipulated facts under Rule 122 of the Tax Court Rules
of Practice and Procedure.

Issue(s)

1. Whether the petitioner or his individual bankruptcy estate is entitled to report
operating  losses  sustained  during  1990  by  two  S  corporations  in  which  the
petitioner owned all of the shares as of the date of filing bankruptcy?
2.  Whether the petitioner is  entitled to report  carryforward losses to which he
succeeded  upon  termination  of  the  estate  after  his  debts  were  discharged  in
bankruptcy?
3. Whether the petitioner is liable for each year at issue for the accuracy-related
penalty under section 6662(a) for substantial understatement of income tax?
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Rule(s) of Law

Section 1398 of the Internal Revenue Code, added by the Bankruptcy Tax Act of
1980, governs the allocation of tax attributes between the bankruptcy estate and the
individual debtor. Section 1398(f)(1) states that the transfer of an asset from the
debtor to the estate upon filing for bankruptcy is not a taxable disposition, and the
estate is treated as the debtor would be treated with respect to that asset. Section
1398(e)(1) specifies that the estate is entitled to the debtor’s items of income or loss
from the bankruptcy commencement date. Section 108(b)(2) requires reduction of
certain tax attributes, including loss carryforwards, by the amount of discharged
debt excluded from gross income under section 108(a).

Holding

1. The court held that the bankruptcy estate, not the petitioner, is entitled to report
the 1990 operating losses of Davidge & Co. and Kuma Securities, as the estate
owned the shares on December 31, 1990, the corporations’ taxable year-end.
2. The court held that the petitioner is not entitled to report carryforward losses
after his bankruptcy discharge, as any remaining losses were reduced to zero under
section 108(b)(2) due to the discharge of the $4 million Citibank loan.
3. The court held that the petitioner is not liable for the accuracy-related penalty
under section 6662(a), as he acted with reasonable cause and in good faith.

Reasoning

The court reasoned that under section 1398(f)(1), the transfer of the petitioner’s
shares to the bankruptcy estate did not trigger tax consequences, and the estate
was treated as if it had owned the shares for the entire year. The court relied on the
principle that S corporation income or loss is determined as of the last day of the tax
year, and since the petitioner filed for bankruptcy before year-end, the losses flowed
through to the estate. The court distinguished the petitioner’s argument based on
section 1377, which allocates income or loss on a per share per day basis,  by
emphasizing the overriding effect of section 1398 in bankruptcy contexts. The court
also referenced its prior decision in Gulley v. Commissioner, which similarly held
that partnership losses flowed through to the bankruptcy estate.
Regarding  the  carryforward  losses,  the  court  applied  section  108(b)(2),  which
mandates  a  dollar-for-dollar  reduction  of  loss  carryforwards  by  the  amount  of
discharged  debt  excluded  from  income.  The  court  found  that  the  petitioner’s
discharged $4 million loan reduced any potential carryforward losses to zero.
On the accuracy-related penalty, the court considered the novelty of the legal issues
and  the  lack  of  clear  authority,  concluding  that  the  petitioner’s  position  was
reasonably debatable and taken in good faith. The court applied the reasonable
cause exception under section 6664(c)(1), citing the complexity and uncertainty of
the tax and bankruptcy law intersection as factors in the petitioner’s favor.

Disposition
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The court entered decisions for the respondent with respect to the disallowed losses
and  carryforwards,  and  for  the  petitioner  with  respect  to  the  accuracy-related
penalty under section 6662(a).

Significance/Impact

This decision establishes a significant precedent in the allocation of S corporation
losses in bankruptcy, clarifying that the estate, not the debtor, is entitled to losses
incurred in the year of bankruptcy filing. It reinforces the application of section
1398 over general S corporation allocation rules in bankruptcy scenarios, affecting
how practitioners advise clients on the tax implications of bankruptcy. The ruling
also underscores the impact of debt discharge on loss carryforwards under section
108(b)(2), potentially influencing future bankruptcy and tax planning strategies. The
court’s approach to the accuracy-related penalty highlights the importance of good
faith and reasonable cause in novel legal contexts, providing guidance for taxpayers
navigating complex tax issues.


