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Financially Distressed

S Corporations and their
Shareholders: Finding Glitz
in a Post-Gitlitz World

By Steven W. Swibel

After the Gitlitz case was decided by the U.S. Supreme Court in
2001, Congress enacted changes to the Code to address the use of

losses by S corporation shareholders, thus raising a myriad of tax

planning issues associated with income that a financially distressed

S corporation may realize as it struggles with its rehabilitation.

he tax consequences of cancellation of indebt-

I edness (COD) in insolvency and bankruptcy
situations are covered generally in Code Sec.

108. Specific rules sometimes provide clarification
of the consequences of COD to passthrough entities
and their owners. Even with respect to passthrough
entities, the rules differ in certain respects depending
on the status of the passthrough entity as a partnership
or an S corporation. The Gitlitz case' and subsequent
changes in the Code that responded to Gitlitz ad-
dressed the perceived inappropriate utilization of
losses by S corporation shareholders. However, Gitlitz
and subsequent legislation did little to address some
of the practical and difficult choices that an S corpora-
tion and its shareholders must confront in an effort to
restructure a financially troubled corporation. Such
distressed entities must consider a perplexing array
of tax planning options that can produce beneficial,
unwanted, uncertain and sometimes surprising tax
consequences and that have the potential to generate
unexpected conflicts between the corporation and
its shareholders or among shareholders. While post-
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Gitlitzloss utilization remains an important objective,
the principal focus of this article is the tax planning
issues associated with income that a financially dis-
tressed S corporation may realize as it struggles with
its rehabilitation.

Cancellation of
Indebtedness Income

There are two Code provisions that provide the
essential starting point for determining the effect
of COD income on a financially distressed S cor-
poration. The first basic rule is that no amount is
included in a debtor’s gross income by reason of a
discharge of indebtedness in a title 11 case, even if
the debtor is solvent after the discharge. Code Sec.
108(a)(1)(A). The second basic rule is that, in the
case of an insolvent taxpayer, COD income also
will be excluded from gross income to the extent
the COD income does not render the taxpayer sol-
vent. Code Sec. 108(a)(1)(B). Additional exceptions
to COD taxable income recognition may apply, but
the additional COD income exclusion provisions
generally are not as important in the S corporation
context. For example, Code Sec. 108 also excludes
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Financially Distressed S Corporations and their Shareholders

COD income from “qualified farm indebtedness.”?
or “qualified real property business indebtedness”
of a taxpayer other than a C corporation.? The finan-
cially troubled S corporation may also find that the
rules applicable to modification of purchase money
installment obligations may be helpful.* Moreover,
for the S corporation
using the cash method
of accounting, the rule
that excludes COD in-
come if payment of the
obligation would have
given rise to a deduction
by the corporation may
be important for avoid-
ing income recognition
when the debt of trade
creditors is extinguished
without payment.’ How-
ever, the two basic rules referred to above tend to
have broader application and generally serve as
the cornerstone for avoiding COD income in an
S corporation.

The COD rules for passthrough entities differ in
significant respects for partnerships and S corpo-
rations. In particular, the insolvency exception to
COD income applies at the partner level in the
case of a partnership. However, in the case of an
S corporation, most of the COD rules of Code Sec.
108 are applied at the corporate level.cThus, if the
S corporation is insolvent or the debt is discharged
in a title 11 case, COD income is excluded from
taxable income without regard to the financial
condition of the corporation’s shareholders. In
this respect, COD income is often more easily
addressed by S corporations than by partnerships,
because taxable income can be avoided without
testing the solvency of the shareholders. Because
COD income is more easily excluded from gross
income in the context of a title 11 case, an S
corporation seeking a financial rehabilitation and
that has enterprise value will often choose a title
11 proceeding rather than rely on an insolvency
exception to avoid COD income.

Although COD income may be excluded from
gross income under Code Sec. 108, the exclusion
comes at a price. That is, the amount of COD in-
come that is excluded under the title 11, insolvency
and certain other rules must be applied to reduce
certain of the debtor’s tax attributes in the order
and manner specified under Code Secs. 108(b) and

Gitlitz and subsequent legislation
did little to address some of the
practical and difficult choices
that an S corporation and its
shareholders must confront in an
effort to restructure a financially
troubled corporation.

1017. In response to Gitlitz, amounts excluded
from COD income do not increase basis of the
shareholder’s stock under Code Sec. 1366(a).” Fur-
ther, where COD income is excluded, Code Sec.
108(d)(7)(B) provides that any loss or deduction
that is disallowed for the tax year of the discharge
under Code Sec. 1366(d)
(1) is treated as a net
operating loss (NOL) for
such tax year.?

The title 11 COD exclu-
sionary rule specifically
requires that the debt
be discharged in a title
11 case. Not every title
11 case will result in a
continuing enterprise
emerging from bank-
ruptcy. In a liquidating
bankruptcy, it might be asserted that, as a technical
matter, debt is not discharged in some circum-
stances, so that the title 11 exclusion may not
be applicable. This is because unpaid debt is not
generally discharged in a liquidating bankruptcy.
Where there is no debt discharge, there should
be no COD income. This may be beneficial to the
extent that the lack of COD income recognition
will avoid attribute reduction. In some situations,
the S corporation may want to assert that debt
should be treated as actually or constructively
discharged. In such case, it is suggested that any
plan of reorganization specifically provide for
discharge and extinguishment of specified debt
in order to avoid doubt as to the applicability of
Code Sec. 108(a)(1)(A).°

COD does not always result in income recognition
or basis reduction. For example, if the S corporation
uses the cash method of accounting, the cancellation
of debt that would have given rise to a deduction if
the debt had been paid, does not constitute an item
of taxable income and is not an item of COD that
requires that the basis of corporate assets be adjusted.
Similarly, purchase money debt that is modified by
a solvent taxpayer does not create COD income,
but the modification will result in an adjustment to
the basis of assets that were financed through such
acquisition indebtedness.

The financial restructuring of a troubled S corpo-
ration frequently results in some COD income, but
because of the foregoing rules, COD income is often
the least of the S corporation’s concern.




Planning for Other Income
Recognized by a Financially
Troubled S Corporation

The tax impact of the COD rules on S corporations
and resulting consequences to the shareholders
that are summarized above are relatively well es-
tablished. Less attention is often given to the effect
of income that is recognized during the financial
restructuring of an S corporation. A corporation
with enterprise value that is trying to emerge as a
successful ongoing concern realizes income not
only from COD but also from continuing business
operations and the sale
or exchange of appreci-
ated assets not in the
ordinary course of busi-
ness. The Code Sec. 108
exceptions to recogniz-
ing taxable COD income
may shield some income
from taxation, but Code
Sec. 108 will not help
the S corporation or its shareholders avoid or defer
recognition of income from continuing business
operations or from gain from the sale or disposi-
tion of assets.

However, from the perspective of the S corpo-
ration and its shareholders, available cash flow
tends to be disbursed to creditors, and non-COD
income tends to create taxable income and a result-
ing tax liability without commensurate cash flow,
thus impeding the prospects of rehabilitating the
corporation. Tax planning for financially distressed
S corporations requires careful consideration of
COD income and other types of income that will
be realized and tax liabilities that arise during the
restructuring process.

The typical situation—to the extent a typical situ-
ation exists—is frequently complicated by the fact
that, if the S corporation is financially troubled,
one or more of the shareholders may be facing fi-
nancial difficulties that stem from the corporation’s
plight. Accordingly, the S corporation’s financial
difficulties may cause some shareholders to seek
bankruptcy court protection or other restructuring
of their financial obligations at the same time as
the S corporation engages in such activity. It is
in these situations where the corporation and its
shareholders are presented with a number of tax
planning options.
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Should or Can S Corporation
Status Be Terminated?

In the case of an S corporation that has commenced
a title 11 case, as in the case of a regular C corpo-
ration that seeks bankruptcy court protection, no
new corporate taxpayer is created. The status of the
corporation as an S corporation continues until some-
thing else occurs that alters that status. As an initial
proposition in any financial restructuring program,
the S corporation—and its shareholders—will have
to determine whether or not S corporation status can
or should be preserved.

If losses are incurred
during the restructuring
period, the shareholders
may want to preserve S
corporation status and
continue the pass-through
of losses. However, if the
S corporation is finan-
cially troubled, it is likely
that the losses have been
suspended in the hands of the shareholders because
they lack adequate basis for their stock or debt in the
corporation to absorb those losses. Any losses that
were not subject to basis limitations may have also
been subject to “at risk” and “passive activity” loss
limitations. On the other hand, if continuing losses
are in the picture, one might question whether or
not the business is capable of being financially reha-
bilitated absent an influx of new capital or a radical
change in the corporation. Although a restructured S
corporation will presumably become profitable, the
corporation may find that the restructuring can be
accomplished only by admitting new shareholders.
New shareholders may result in a decreased likeli-
hood that suspended losses can be utilized, and the
admission of too many new shareholders—or the
wrong type or shareholder—will terminate S corpora-
tion status. In such cases, the benefits and burdens of
retention versus termination of S corporation status
must be considered. Even the timing of admission
of new shareholders must be carefully considered,
particularly for a shareholder that will terminate S
corporation status (for example, a corporate creditor
accepting stock in exchange for corporate debt).

On the other hand, when taxable income will be
generated, the S corporation may want to preserve
S corporation status in order to avoid the corporate
level tax burden on such income. However, in the
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context of a financially troubled S corporation, all
or substantially all of the cash flow generated from
operations or the sale of assets are very likely to be
claimed by creditors of the corporation. While COD
income issues may be relatively easy to deal with,
taxable income recognized during the financial
rehabilitation process is not so easily addressed.
Unlike the distressed C corporation, which may have
loss carryovers that will shelter taxable income that
may be recognized during
the restructuring period,
the S corporation does
not carryover attributes
that will shelter income.
Prior losses were passed
through to the S corpora-
tion’s shareholders. If the
shareholders do not have
sufficient attributes to ab-
sorb the income of the S
corporation without adequate cash flow (something
that is unlikely to occur during many financial restruc-
turings), the shareholders may decide that it is their
best interest to terminate the S corporation election
in order to avoid a tax burden without commensurate
cash flow, particularly if the shareholders believe that
they have no prospects in retaining substantial equity
in a reorganized corporation.

From the corporation’s perspective, the corporation
will want to preserve S corporation status in order
to avoid a tax liability and preserve value of the
corporation, if it is believed that the enterprise has
more value as an S corporation than as a C corpora-
tion. At the entity level, the corporation is not too
concerned with COD income. Insolvency or title 11
avoids taxable income, although there may be some
reduction of tax attributes. The shareholders of the S
corporation have a different perspective. They may
be interested in saving their investment and reha-
bilitating the company, but not at an excessive cost.
Faced with the prospect of taxable income without
cash flow, the shareholders may want to trap taxable
income in the corporation by triggering termination
of S corporation status.

Voluntary elections to terminate S corporation
status are not effective unless made within first 2-1/2
months of a corporation’s tax year, otherwise the
election will not be effective until the start of the
corporation’s next tax year. Such termination elec-
tions require shareholder consent, which may be
difficult to obtain for a variety of reasons. The tim-

If the S corporation is financially
distressed, there is a reasonably
good chance that one or more the
shareholders of the S corporation
may be facing his or her own
financial problems.

ing of income recognition is not necessarily within
the control of shareholders or the corporation, and
prompt action may be needed for tax planning pur-
poses. Essentially, voluntary terminations are effective
only if made in accordance with Code provisions that
impose some rigorous conditions that may limit the
ability of the S corporation to terminate S corpora-
tion status promptly. Thus, the filing of a voluntary
election in these situations is impractical.

One mechanism that
can be used to trigger
immediate termination
of S corporation status
is to have a shareholder
sell some stock to a non-
qualifying shareholder.
Such action generally
does not require corpora-
tion involvement, unless,
perhaps, there is a share-
holder agreement in place blocking such a transfer
without corporate-level consent.

If the corporation has sought title 11 protection pur-
poses, will the bankruptcy court tolerate any action
that terminates S corporation status? If a significant
corporate income tax liability is created, this could
jeopardize the rehabilitation of the corporation by
creating a corporate-level tax liability that will de-
crease the cash available to pay creditors. The primary
concern of an independent court appointed trustee
may be to make certain that his or her fees will be
paid. A corporate tax liability may impact the ability
of the corporation to pay administrative expenses, in-
cluding trustee fees, in which case the trustee will not
want to share available cash with the U.S. Treasury. A
trustee can be expected to fight for the preservation
of S corporation status in some circumstances.

The situation raises the prospect that the theories
and holdings of Prudential Lines'® and its progeny may
be extended to prevent an S corporation’s sharehold-
ers from terminating the S corporation status of the
corporation. In Prudential Lines, the creditors of the
company filed an involuntary chapter 11 case. Prior
to the confirmation of the proposed reorganization
plan, the parent corporation of Prudential Lines Inc.
indicated that it intended to claim a worthless stock
deduction for its Prudential Lines stock, an action
that could completely eliminate Prudential Lines’
net operating losses. The creditors filed an action in
the bankruptcy court seeking to enjoin the parent
company from taking a worthless stock deduction for




any year prior to the year of the confirmation of the
reorganization plan, arguing that the net operating
loss carryover was a valuable corporate asset that was
an asset of the bankruptcy estate and that the par-
ent company should not take any action that would
impair the value of such asset. The bankruptcy court
enjoined the parent company from taking a worthless
stock deduction, and the Second Circuit affirmed the
bankruptcy court’s injunction.

Prudential Lines and related cases have been used
to restrict transfers of shares to preserve corporate
NOL carryovers. One might think that Prudential
Lines would have little
application to the S corpo-
ration status issue. NOLs
reside in a C corporation,
not an S corporation. To
the extent losses have
been passed through from
an S corporation to its
shareholders, the losses
are personal to the share-
holder to whom the losses were originally allocated
and cannot be used or transferred to others. Ad-
ditionally, the Code expressly confers the ability to
make and terminate S corporation elections on the
shareholders of the corporation. It would appear that
a corporation should not have a right to avoid paying
tax on its income. However, perhaps resolution of this
issue is not easy, and courts may have different resolu-
tions as to any attempt to terminate an S corporation
election in a work-out situation, depending on the
facts and circumstances present in each case.

For example, where a shareholder has used prior S
corporation losses to offset taxable income from other
sources, or where the shareholder has an unutilized
NOL carryover or suspended losses that will shelter S
corporation income and eliminate substantial adverse
cash flow consequences, a court may be inclined to
use its equitable powers to prevent the termination
of S corporation status.

When shareholders have suspended losses, such
situation may be particularly susceptible to forced
retention of S corporation status by a bankruptcy
court. A bankruptcy court may determine that the
sheltering of corporate income at the shareholder
level imposes no real burden on the shareholders,
but enhances the resources of the S corporation.

In a case where an S corporation that is projected
to generate losses for a period of time, a court might
determine that the only available new equity inves-
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the timing of the event is critical for
income allocation purposes.
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tors are those that would result in the termination of
S corporation status or that such new investors are
willing to invest only in a C corporation. The court
could allow a disqualifying shareholder to invest or
possibly take other action that would mandate the
termination of S corporation status. This is a more
logical extension of Prudential Lines than a manda-
tory retention of S corporation status in order to avoid
corporate-level tax liability.

As a general proposition, a corporation does not
have the right to avoid taxes. A Code provision that
prescribes that S corporation status can be elected and
revoked by shareholders
should not be construed to
create an equitable right
in other contexts to avoid
corporate-level tax. How-
ever, bankruptcy court
decisions can produce
some inconsistent and
bizarre interpretations of
federal tax law.

Of course, such potential issues may never arise
where the shareholders have enough confidence
regarding the rehabilitation of the S corporation that
the continued benefits of S corporation status may be
sufficient to preclude any serious consideration of ter-
mination of such status. However, where shareholders
have not utilized or retain loss carryover benefits, it
would seem inequitable to mandate retention of S
corporation status on shareholders who have not
received substantial economic benefits. There is little
equitable justification for a bankruptcy court to force
shareholders to absorb income tax liability in order to
increase the amount the corporation has available to
distribute to creditors. Absent special circumstances,
the general rule should be that direct passthrough
treatment of income and resulting tax liability should
properly be a shareholder option, not a shareholder
obligation. There is a dearth of reported cases that
have considered this and related issues.!!

If the S corporation election is terminated be-
cause of the transfer of shares to an ineligible S
corporation shareholder, the corporation’s tax
year consists of an S corporation short year that
ends on the day before the first day for which the
termination is effective and a C corporation short
year for the balance of the corporation’s tax year.'
Generally, each shareholder’s pro rata share of any
item for any tax year is determined by assigning an
equal portion of such item to each day of the tax
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year, and then dividing that portion pro rata among
the shares outstanding on such day.”* However, if
an appropriate election is made when a share-
holder terminates the shareholder’s interest in the
corporation, items are allocated as if the tax year
consisted of two tax years, the first of which ends
on the date of termination." The election requires
that all affected shareholders and the corporation
agree to the election. It is unlikely that any such
election will be made. Someone is apt to be penal-
ized by such an election, so the default rule can
be expected to prevail.

The default rule suggests that the timing of the
commencement of a case, controlling when COD
and other income items generated by sales or ex-
changes of appreciated assets, and admissions of new
shareholders or changes in related ownership of the
corporation associated with an influx of new capital
require careful advance planning.

Adding a Financially Troubled
Shareholder to the Mix

If the S corporation is financially distressed, there
is a reasonably good chance that one or more the
shareholders of the S corporation may be facing
his or her own financial problems. This often oc-
curs because the shareholder may have acted as a
guarantor of corporate debt or be liable for debt
incurred by the shareholder that the shareholder
invested or loaned to the corporation. The share-
holder may seek bankruptcy relief concurrently
with the corporation. However the situation arises,
when a financially troubled shareholder is also in
the picture, the issues get more complicated, the
tax planning gets more interesting, and resolution
of some issues becomes murky.

In connection with the commencement of individ-
ual and corporate proceedings, both the shareholder
and the bankruptcy estate are confronted with several
interesting issues. Although the timing of income
recognition and maneuvering to minimize adverse
consequences are often not in any taxpayer’s control,
existing law and regulations—and administrative
and judicial interpretation thereof—require advance
planning and constant monitoring of events in order
to minimize adverse tax consequences and avoid
unpleasant surprises.

As indicated above, the filing of a bankruptcy
case by an S corporation does not create a new
taxpayer; the S corporation continues its existence

and S corporation status is not affected by the mere
commencement of the case. However, when an S
corporation shareholder who is an individual com-
mences a case under chapter 7 or chapter 11 of
title 11, the Code provides certain specific rules for
the tax consequences associated with such cases.
Upon the commencement of such a proceeding,
the bankruptcy estate is a separate taxpayer.'s The
filing of the individual’s case does not terminate S
corporation status, and the bankruptcy estate is a
permissible S corporation shareholder.' The indi-
vidual taxpayer continues as a taxpayer separate
and apart from his or her bankruptcy estate.

The individual is given the option to terminate his
or her tax year upon the filing of the case.” That is,
the individual debtor may make an election that al-
lows the debtor to elect to treat the debtor’s tax year
that includes the commencement of the bankruptcy
proceeding as consisting of two tax years, the first
of which ends on the day before the title 11 case
commences, and the second of which begins on
the commencement date."® Such election may be
made only on or before the due date for filing the
return for the tax year for the new short year, and
once the election is made, it is irrevocable.?”

If such election is made, Code Sec. 1398(e)(1) pro-
vides that the gross income of the estate for each tax
year shall include the gross income of the debtor to
which the estate is entitled under title 11, but exclud-
ing any amount received or accrued by the debtor
before the commencement of the title 11 case. The
gross income of the debtor does not include any item
to the extent that such item is included in the gross
income of the debtor’s estate by reason of Code Sec.
1398(e)(1).%

Code Sec. 1398(f)(1) provides that a transfer
(other than by sale or exchange) of an asset from
the debtor to the estate is not be treated as a dis-
position for purposes of any provision of the Code
assigning tax consequences to a disposition, and
the estate treated as the debtor would be treated
with respect to such asset. Accordingly, the estate
succeeds to the debtor’s S corporation stock with-
out triggering a taxable disposition. Similarly, upon
termination of the individual debtor’s bankruptcy
estate, a transfer (other than by sale or exchange) of
an asset from the estate to the debtor is not treated
as a disposition for purposes of any provision of the
Code assigning tax consequences to a disposition,
and the debtor is treated as the estate would be
treated with respect to such asset.”!



Carryover of Tax Attributes

Code Sec. 1398(g) provides that the estate of the
individual debtor succeeds to and takes into account
certain specified tax attributes of the debtor, deter-
mined as of the first day of the debtor’s tax year in
which the case commences, namely, net operating
loss carryovers, capital loss carryovers, charitable
contribution carryovers, any amounts to which Code
Sec. 111 applies (relating to recovery of tax benefit
items), carryovers of any credit, and all other items
which, but for the commencement of the case,
would be required to be taken into account by the
debtor. In the case of any asset acquired (other than
by sale or exchange) by the estate from the debtor,
the basis, holding period, and character it had in
the hands of the debtor continue in the hands of
the debtor’s estate.

Code Sec. 1398(g)(8) also provides that other tax
attributes of the debtor carry over to the debtor’s
estate to the extent provided in Regulations. Regula-
tions have been adopted which specify that the estate
succeeds to the unused passive activity losses and
credits of the debtor (determined as of the first day of
the debtor’s tax year in which the case commences).”
Upon termination of the estate, the debtor succeeds
to the same specified tax attributes of the estate.”

Consistent with Code Sec. 1398, Regulations pro-
vide that if the estate transfers an interest in a passive
activity or former passive activity to the debtor (other
than by sale or exchange) before the termination of
the estate, the transfer is not treated as a disposition
for purposes of any provision of the Code assigning
tax consequences to a disposition.?* The transfers to
which this rule applies include transfers from the
estate to the debtor of property that is exempt under
Sec. 522 of title 11 and abandonment of estate prop-
erty to the debtor under Sec. 554(a) of such title. If
the estate transfers an interest in a passive activity or
former passive activity to the debtor (other than by
sale or exchange) before the termination of the estate,
the estate must allocate to the transferred interest, part
or all of the estate’s unused passive activity loss and
unused passive activity credit (determined as of the
first day of the estate’s tax year in which the transfer
occurs). Regulations also provide that upon termina-
tion of the estate, the debtor succeeds to and takes
into account, beginning with the debtor’s tax year in
which the termination occurs, the passive activity loss
and passive activity credit disallowed under Code
Sec. 469 for the estate’s last tax year.? Similar provi-
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sions apply to unused suspended losses under the “at
risk” loss limitation rules of Code Sec. 465.7

The coordination of the timing of income rec-
ognition, daily pro ration versus alternate income
allocation rules, termination or continuation of S cor-
poration status and elections to terminate a debtor’s
tax year become powerful tax planning tools for the
corporation and its shareholders.

The Questionable
Status of Suspended
S Corporation Losses

The aggregate amount of losses and deductions taken
into account by an S corporation shareholder for any
tax year may not exceed the sum of the basis of the
shareholder’s stock and the shareholder’s basis for any
debt of the corporation to the shareholder.® Under
Code Sec. 1366(d)(2), any loss or deduction that is
disallowed is treated as incurred by the corpora-
tion in the succeeding tax year with respect to that
shareholder. Notwithstanding that the loss is treated
as incurred by the corporation in a later year, such
loss is not reported on the corporation’s return. It is
an item tracked and reported only by the shareholder
entitled to claim such item.

If for the last tax year of a corporation for which it
was an S corporation, a loss or deduction was dis-
allowed because of such basis limitation rules, the
suspended loss or deduction is treated as incurred
by the shareholder on the last day of any “post-
termination transition period.”” The post-termination
transaction in the usual context begins on the day
after the last day of the corporation’s last tax year as
an S corporation and ends on the later of (1) the day
that is one year after such last day, or (2) the due date
for filing the return for such last year as an S corpora-
tion (including extensions).

However, the normal basis limitation rules continue
to apply. That is, the aggregate amount of losses and
deductions taken into account by a shareholder may
not exceed the adjusted basis of the shareholder’s
stock in the corporation (determined at the close of
the last day of the post-termination transition period
and without regard to suspended losses which are
being tested as to allowability).” The shareholder’s
basis in the stock of the corporation is reduced by
any such allowable loss.?!

The loss is personal to the shareholder to whom it
is disallowed and suspended, and cannot be trans-
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ferred in any manner. If a shareholder transfers all
his stock, the disallowed loss or deduction is per-
manently lost.

The suspended loss is not an item that is referred to
as a tax attribute that carries over to the bankruptcy
estate under Code Sec. 1398 or any regulation
promulgated under Code Sec. 1398. Suspended
losses are not like NOLs or similar carryover items,
but are more like a suspended passive activity loss
in character.

While it is clear that suspended losses are personal
to the shareholder who was allocated losses in the
year they arose and are not available to the share-
holder’s successor in interest, does this apply to the
shareholder’s bankruptcy estate? No good policy
reason exists for not permitting the bankruptcy estate
to claim such losses, but allowance would seem to
be inconsistent with the IRS approach applicable to
passive activity losses. That is, until Reg. §1.1398-1
specifically referred to passive activity loss carryovers
as an attribute to which the estate of an individual
succeeded, the IRS took the position that suspended
passive activity losses were not transferred to an
individual’s bankruptcy estate.?? This seems to be a
situation where regulations should specify that the
suspended loss arising from basis limitations should
be available to the bankruptcy estate. However, based
on prior guidance of the IRS, it would seem that such
suspended losses may not be available to the bank-
ruptcy estate until regulations are promulgated that
specifically permit the transfer of such losses.

On the other hand, a reasonable reading of Code
Sec. 1398(b), which provides that the individual’s
estate should be treated as the debtor with respect to
transferred assets, suggests than an item that is treated
as arising after the case has commenced should be
an item that can be claimed by the bankruptcy estate,
notwithstanding the IRS’s previous position on pas-
sive activity losses.

The lack of certainty as to the proper treatment of
suspended losses may put the individual shareholder
bankruptcy estate into a quandary. Will the S corpo-
ration income that is passed through be offset? Will
there be any net benefit to the estate? Will the estate
of the shareholder issue an order or take action to
demand that the S corporation election be terminated
or that some sale of stock be made to a nonqualifying
shareholder? Will the judge in the bankruptcy estate
of the corporation issue an order to the trustee/debtor
in possession of the shareholder estate to refrain from
taking action that would terminate S corporation

status in order to preserve assets to pay the trustee’s
fees and other administrative expenses? In some situa-
tions, a direct conflict of interest between bankruptcy
estates will arise. Which bankruptcy judge’s orders
will prevail? Should boxing gloves be placed on the
hands of competing judges? Resolutions by a round of
“eenie-meenie-minie-mo” by a comedian acting as a
referee might be a refreshing cause for enthusiasm.

Recent Case Adds
Another Tax Planning Tool

One might surmise that the general daily proration of
income or loss rules, or specialized election income
and loss allocation rules, might apply during the year
during which an individual S corporation shareholder
commences bankruptcy proceeding. L.G. Williams,*
holds otherwise.

Williams involved an individual who filed for
bankruptcy on December 3, 1990, at which time
he owned all the shares of two S corporations. The
individual reported his pro rata share of the S corpo-
ration’s 1990 loss attributable to the pre-bankruptcy
portion of 1990 on his individual return for 1990.
The IRS asserted that the individual was not entitled
to claim any losses sustained by the S corporation for
1990, and that all such losses had to be allocated to
the individual’s bankruptcy estate because the estate
owned 100 percent of the stock of the S corporations
on the last day of the S corporations’ tax year.

TheTax Court in Williams acknowledged that it was
addressing an issue of first impression and agreed
with the IRS’s position. The court concluded that
Code Sec. 1398 had to be considered before apply-
ing Code Sec. 1377. Code Sec. 1398(f)(1) provides
that a transfer of assets from the debtor to his bank-
ruptcy estate is not a disposition that should trigger
tax consequences, and the estate should be treated
as if it were the debtor with respect to such asset.
Thus, the court concluded that the bankruptcy estate
should be treated as if it owned the stock of the two
S corporations for the entire year.

The court acknowledged that Code Sec. 1398(e)
(1) specifically provides that the estate is entitled to
the individual debtor’s items of income and loss from
the bankruptcy commencement date, while items of
income or loss that the individual debtor received or
accrued before filing for bankruptcy remain with the
individual debtor. Nevertheless, the court concluded
that the individual did not receive or accrue any items
of loss from the S corporations for 1990 before the




individual filed for bankruptcy because the income or
loss of the corporations was not determined until the
last day of 1990. The court observed that it had taken
a similar position and applied the same rationale in a
partnership context,* even though the court observed
that there are distinctions between the tax treatment
of S corporations and partnerships in bankruptcy.

It is somewhat surprising that the IRS sought to
impose penalties on the individual for his tax return
position. Fortunately for the individual, the court
found that the individual acted reasonably and in
good faith and determined that the individual was
not liable for accuracy related penalties under Code
Sec. 6662(a).

Applying the court’s reasoning, it also would follow
that upon termination of the bankruptcy proceeding
in a case where the stock reverts to the individual
shareholder, the entire taxable income for the year
in which the case terminates is the income of the
shareholder. If the bankruptcy estate’s interests are
paramount, a carefully timed taxable sale of the
corporation’s assets and other income recognition
can maximize the estate’s cash flow and leave the
rehabilitated shareholder with a liability that arises
after the close of the bankruptcy case.

Conclusions

Although there are a number of tax planning tools
available to the corporation and its shareholders
through available elections and careful timing and
sequencing of events, the Williams case, and the
current state of the law and regulations require
that any financially distressed S corporation and its
shareholders must carefully consider the elections
and options available to them in order to chart a
carefully orchestrated plan to minimize the overall
adverse tax consequences that can flow from the
financial restructuring of the corporation’s and a
shareholder’s affairs.
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Unfortunately, actions that have an impact
on the S corporation and its shareholders are
sometimes outside of their control. For example,
creditor foreclosures on shareholder stock or credi-
tors receiving corporation stock in exchange for
corporation debt create additional problems. If
foreclosure creates an impermissible shareholder
and, thus, termination of S corporation status, the
timing of the foreclosure event becomes important
from a tax planning perspective. The question of
allocating income among shareholders becomes
more interesting.

Even where a new shareholder is a permissible
shareholder that will not terminate S corporation
status, the timing of the event is critical for in-
come allocation purposes. The default rule is that
income is allocated on a pro rata daily basis. If a
creditor forecloses on stock or there is a mid-year
termination of S corporation status, there is no
actual closing of the books. The daily proration
rules apply. As indicated above, although there
is @ mechanism where all shareholders can agree
to close the books to produce a more accurate
allocation of income among shareholders, these
are circumstances in which agreement is unlikely.
Someone will be facing an inequitable allocation,
and these are not the type of circumstances in
which an advance agreement to close the books
will be part of the “deal” relating to the transfer
of stock. Might this be another area in which a
bankruptcy court might invoke Prudential Lines
to compel shareholders and creditors to make tax
elections that will maximize the benefits to the
bankruptcy estate.

If the tax problems confronting the bankruptcy
estate of the corporation or individual shareholders
become onerous, the estate may choose to abandon
the S corporation stock well after the case com-
menced. The tax consequences of such action would
be worthy of a separate article.
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