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III.
Jurisdictional Statement

The United States Tax Court obtained jurisdiction in Mourad v. Commissioner, Tax Ct. Docket No. 7873-01, pursuant to IRC § 7442.
 The Tax Court entered final judgment on July 3, 2003, that there was a deficiency in income tax due from Alphonse Mourad for taxable year 1997 in the amount of $189,745.00. A. 1.
 Alphonse Mourad timely filed his notice of appeal of the Tax Court’s final judgment on July 26, 2003. Apx. 451.  The First Circuit Court of Appeals has jurisdiction to hear this appeal pursuant to IRC § 7482. 

IV.
Issues Presented

1.
Whether the election by the shareholders of V & M Management, Inc. to be treated as an “S” corporation terminated under the express language of the Internal Revenue Code where the corporation ceased to operate as a small business corporation upon the filing of a petition for reorganization under Chapter 11 of the Bankruptcy Code and/or upon the appointment of a creditors’ trustee to manage the corporation where:

(A) the corporate creditors became beneficial owners of the equity of the corporation and thus where impermissible shareholders under IRC § 1361(b)(2); 
(B) the manner of operation of the corporation by the creditors’ trustee, including the creation of a creditors’ trust to receive payments from the sale of corporate assets, impermissibly created two shares of equity under IRC § 1361(b)(2); 
(C) the creditors’ trustee proposed and received confirmation of a plan of reorganization centered upon the transfer of the Low Income Housing Tax Credit – a pass through item due to the shareholders under “S” pass through rules – for the benefit of the creditors; and, 
(D) the appointment of a creditors’ trustee to operate an entity subject to a Chapter 11 corporate reorganization with is inconsistent the definition of a Subchapter S “small business corporation” as defined in the Internal Revenue Code?

2.
Whether an “S” corporation’s shareholders are entitled to the Low Income Housing Tax Credit where a creditors’ trustee, operating the corporation under the protections of Chapter 11 of the Bankruptcy Code, applies for and qualifies for the tax credit, transfers the
 property to a shell corporation as approved by the Bankruptcy Court under the plan of reorganization for the benefit of the creditors, and assigns the tax credit to the shell corporation also with the approval of the Bankruptcy Court?

3.
Whether the Tax Court’s failure to take into account and or rule on facts established by (1) the testimony of the taxpayer and (2) documentary evidence presented by the taxpayer constitutes error sufficient to require a new trial on the merits?

V.
Statement of the Case


On June 13, 2003, Appellant/Petitioner Alphonse Mourad filed a petition with the United States Tax Court challenging an alleged tax deficiency. Mr. Mourad filed an amended petition on July 17, 2003, challenging an alleged tax deficiency in the amount of $189,745.00. Apx. 17. The tax is related to the pass through to Mr. Mourad’s of gain (income) items related to the sale of land and buildings by V & M Management, Inc. (hereinafter “V & M”). Apx. 25-26. Mr. Mourad was the sole shareholder of V & M. Apx. 24.  The Commissioner alleges that V & M constituted an “S” corporation under Subchapter S of the Internal Revenue Code, IRC § 1361 et seq. Mr. Mourad argued that the
 corporation’s “S” election terminated pursuant to Subchapter S, including IRC § 1362(d)(2). The Commissioner prepared Mr. Mourad’s Tax return for 1997. Apx. 23.

The Tax Court held that the filing of a bankruptcy petition did not terminate V & M’s status as an “S” corporation. A. 7.  The Tax Court did note, however, that the issue presented a case of first impression. Id. The Tax Court addressed the issue relative to the impact of bankruptcy in general and not based on the specific facts of the case. See A. 2 and A. 7. In this regard, the Tax Court rejected Mr. Mourad’s testimony and exhibits regarding the conduct of the management of the corporation as not relevant. A. 2 n.1.

The Tax Court denied Mr. Mourad’s claim to the Low Income Housing Credit based upon Mr. Mourad’s alleged failure to comply with the requirements stated in the statute and regulations granting the tax credit. A. 10. However, the Tax Court made findings sufficient to establish that the trustee in control of V & M was, in fact, responsible for application for the tax credit.  See A.3.  
Further, in acknowledging the confirmation of the plan of reorganization, the Tax Court implicitly recognized that the trustee complied with the statute and regulations. Id.
  In fact, the trustee applied for and received the credit. See Id. The credit was transferred to a shell corporation created under the plan for the benefit of the creditors after application. 


The Tax Court also held that the Commissioner did not waive his claim to taxes during the bankruptcy proceeding.  This is not an issue on appeal. 
VI.
Statement of Facts

V & M Management, Inc. (hereinafter “V & M”) formed in 1984 and operated as a “C” corporation. The corporation’s main asset was low income housing in Roxbury (Boston), Massachusetts. A-4. The corporation subsequently elected “S” corporation status under Subchapter S of the Internal Revenue Code. A-4. The Appellant Alphonse Mourad, subsequent to initial formation, acquired 100% of the corporation’s stock. A-4. 
In 1994, V & M qualified for the Low Income Housing Tax Credit by operating low income housing for ten consecutive years. See IRC § 42. In 1996, V & M filed for bankruptcy under Chapter 11 of the Bankruptcy Code. A-4. Subsequent to the bankruptcy filing, Alphonse Mourad continued to operate the corporation. A-4. However, in April, 1996, 3 months after the bankruptcy filing, the Bankruptcy Court appointed a creditors’ trustee to run the
corporation.  A-4.  Subsequent to his appointment, the creditors’ trustee took steps to apply for a state certification necessary to qualify for the Low Income Housing Tax Credit.  Apx. 398 et seq. 

In early 1997, the creditors trustee applied for the certification and tax credit qualification. Id. A plan of confirmation was approved on September 24, 1997. A-4. The plan of confirmation expressly included application for the Tax Credit on behalf of the creditors.  Apx. 398 et seq. Under the plan, it was necessary for the creditors’ trustee to apply for the tax credit in his capacity as the manager of V & M. Id. Pursuant to IRC § 42, a ten year holding requirement must be met in order to qualify for the low income housing tax credit. However, under the code, a purchaser or successor will qualify for the tax credit that has previously been awarded. Id. As such, in light of a ten year holding requirement qualification for the credit application by the trustee was necessary in order to allow a subsequent purchaser of the corporation’s low income housing to receive the tax credit. Id. 
Under the plan, a shell corporation was formed to purchase the property and qualify for the credit. Apx. 398 et seq.  The proceeds from the disposition of the corporation’s assets were paid directly to a creditor’s
trust rather than the corporation. Id. In order to ensure the credit, the Bankruptcy Court expressly held that the trustee owned the property. Id. In addition, the court specifically found that Alphonse Mourad lacked standing to participate in the bankruptcy proceedings because his stock had no value. A. 17. Without any interest in the Tax Credit, the Bankruptcy Court appears to have reasoned, Alphonse Mourad was prohibited from objecting to the confirmation plan. Id. This Court expressly found that Mr. Mourad was not an equity security holder. Id. How then could gain from the sale of corporate assets pass through to Mr. Mourad?  
The property was transferred pursuant to the confirmation plan in December, 1997. A-4. The trustee received at least one additional payment in 1999. See Apx. 89. The IRS refused to provide information to Alphonse Mourad regarding the details relative to the payment of the Tax Credit. However, pursuant to the confirmation plan itself, the payments for the purchase of the real property were secured via the Tax Credit. Apx. 398 et seq.; Apx. 
On September 1, 1998, the creditors’ trustee filed an “S” corporation tax return, Form 11205, for tax years 1995-
1999. A-5. This return contained items directly related to the sale of the corporation’s low income housing. Id. Specifically, Form 11205 for 1997 recognized gain of $2,088,554. A-5. These are the tax items at the core of this matter. The creditors’ trustee continued to operate the corporation on behalf of the creditors until the corporation’s dissolution in 1998. In fact, with the exception of Mr. Mourad’s administrative claim relating to taxes, the bankruptcy case was closed in December, 1998.  
However, the trustee continued to take action on behalf of the corporation. For instance, on October 10, 2000 the trustee filed “S” corporation returns for V & M management for tax years 1998 and 1999. See Ex J-20 at Apx. 143 et seq.  Although the tax liability for 1999 is not at issue in this matter, an income item relating to the installment sale is also on the 1999 return. Id. The trustee, having dissolved the corporation in 1998, apparently was winding up the affairs of the corporation as of October 2000. Id.
VII
Summary of the Argument


Under the facts of this matter, a trustee in bankruptcy under Chapter 11 gained complete control over Alphonse Mourad’s “S” corporation by order of the Bankruptcy Court. The trustee then embarked on a strategy, with approval of the Bankruptcy Court, to enhance return to the creditor by qualifying for and then transferring the Low Income Housing Tax Credit to a shell corporation established for the benefit of the creditors. The trustee, stripping the shareholders of their right to the tax credit, then took steps to further enhance the creditors’ position by improperly attempting to preserve “S” corporation status in order to force the shareholders to bear the tax. 

Alphonse Mourad respectfully argues that due to the commencement of a case under Chapter 11 and the almost immediate control of the corporation by the creditors’ trustee, the corporation’s classification as a “small business corporation” within the meaning of IRC § 1361 et seq., terminated by operation of statute. IRC § 1362(d)(2)(indicating automatic termination when a “S” corporation “ceases to be a small business corporation.”  The corporation ceased to be a small business given the
operation of the corporation by the creditors’ trustee for the exclusive benefit of the creditors and the finding of the Bankruptcy Court that Alphonse Mourad was not an “equity security holder” prior to the sale of the assets in question. A.17.
Alternatively, Alphonse Mourad argues that if “S” corporation status was not terminated, then he is entitled to the tax credit under IRC § 42 where the trustee sought and received qualification for the tax credit, but did not provide sufficient information in the “S” corporation’s return to allow Alphonse Mourad to claim the credit.  Logically, if the corporation remained an “S” corporation, the trustee could not apply for and then transfer a pass through tax item belonging to the shareholders.

Alphonse Mourad also argues that the Tax Court improperly failed to rule on evidence presented by Mr. Mourad relative to trustee control and the Tax Credit.

VIII.
Argument
1.
The Election By the Shareholders Of V & M Management, Inc. To Be Treated As An “S” Corporation Terminated Under The Express Language Of The Internal Revenue Code Where The Corporation Ceased To Operate As A Small Business Corporation Upon The Filing Of A Petition For Reorganization Under Chapter 11 Of The Bankruptcy Code And/Or Upon The Appointment Of A Creditors’ Trustee To Manage The Corporation.
1.
Introduction

The main issue of this appeal presents a question of first impression not decided by any Federal Appellate Circuit. The question asks whether the impact of bankruptcy under Chapter 11 of the Bankruptcy Code operates to terminate, by operation of law under IRC § 1362(d)(2), the “S” election of the corporation’s shareholders. The Appellant Alphonse Mourad respectfully argues that, under the facts of his case, the “S” election terminated since the corporation no longer operated as a “small business corporation” as required by IRC §§ 1361(b) and 1362(d)(2). 
Integral to this claim is the fact that the corporation was operated exclusively by the creditors’ trustee for the benefit of the creditors in the tax year in question.  Mr. Mourad also argues that bankruptcy under Chapter 11 – particularly where a trustee is appointed – is of such character as to cause the termination of the “S” election per se.
Concepts related to tax equity, statutory construction and the overriding purpose of Subchapter “S” lie at the heart of this issue. In this case, in order to enhance the return for creditors, the trustee deliberately pursued a strategy designed to strip away from the shareholders pass through tax benefits (a credit) while simultaneously seeking to have the shareholders bear the tax burden. The policy result of this approach allows the recipients of the proceeds from the sale of an asset to escape taxation while burdening title holders of worthless stock with the tax.  In many cases where that stock is closely held, as here, the tax burden is passed to indigents.

In short, the Tax Court implicitly chooses a reading of Subchapter “S” to give preeminence to bankruptcy policy in seeking to enhance return to creditors over the explicit goal of Subchapter “S” to provide tax benefits and protections to shareholders of small business corporations. This can hardly be the case since to do so strips the shareholder of beneficial tax items when all tax items must pass through to those shareholders. IRC § 1366(a)(1)(A).  
Further, such a policy allows a bankruptcy trustee to divest shareholders of a property right in the tax credit while forcing them to make a post petition infusion of capital to pay taxes for the benefit of the creditor.
Alphonse Mourad respectfully argues that the corporate debtor, during the year it recognized the gain items at issue, was in fact a “C” corporation. Since a tax return for a “C” corporation was not filed, the statute of limitations remains open. As such, neither the statute nor sound policy bars the Internal Revenue Service from collection the tax.
2.
The Subchapter “S” Framework

“Subchapter S allows shareholders of qualified corporations to elect a ‘pass through’ taxation system under which income is subject to only one level of taxation.” Gitlitz v. Commissioner, 531 .S. 206, 209 (2001). Under this system all the corporations tax items pass “directly to the shareholders on a pro-rata basis and are reported on the shareholders’ individual tax returns.” Id. The Internal Revenue Code requires the shareholder to take into account his share of income, loss, deduction and credit. Id. citing to IRC § 1366(a)(1)(A). In its simplest terms, “[i]f a corporation earns a profit in a particular tax year the shareholders may elect to take same, pay the tax and keep the balance.” In re. Forman Enterprises Inc., 281 B.R. 600, 606 (2002 E.D. PA.) (In Forman the S corporation terminated in the year of Bankruptcy.).  Likewise, the shareholders may elect to not take the
profits as they accrue, “but, instead, decide to only take a sum sufficient to pay the tax due and leave the balance of the profits earned in the corporation as a capital infusion.” Id. Mr. Mourad was divested of this right.
In order for a corporation to qualify for the special tax benefits available under Subchapter S of the Internal Revenue Code it must achieve and maintain status as a small business corporation.  IRC §§ 1361(a)(1) and 1362(d)(2).  Failure to maintain status as a small business corporation automatically terminates the “S” election. IRC § 1362(d)(2). Likewise, a corporation which loses its qualification under Subchapter S, automatically is classified as a “C” corporation. IRC §§ 1361(a)(2).

A small business corporation is defined as a corporation which does not have (A) more than 75 shareholders; (B) a shareholder who is not a person (other than certain entities not at issue here); (C) a shareholder who is a non resident alien or (D) more than one class of stock. IRC § 1361(b)(1). 
To remain a small business corporation, the entity must continue to meet the basic definition and comply with a number of requirements set forth in Subchapter “S.” See e.g. Farmers Gin, Inc. v. Commissioner, T.C. Memo 1995-25
(1995) (indicating that a corporation lost its “S” status when it changed its accounting year).
Alphonse Mourad argues that the appointment of a creditors’ trustee under Chapter 11 of the Bankruptcy Code to operate the corporation for the benefit of the creditors terminated its status as an S corporation. Further, the application by the trustee for the Low Income Housing Credit on behalf of the creditors evidences the termination of the “S” election. Mr. Mourad also asserts that the stripping of the credit from the shareholders, as approved by the Bankruptcy Court, acts to terminate the “S” election because the shareholders are entitled to all tax items under IRC § 1366(a)(1)(A). Separating beneficial tax credits to enhance creditor return while reserving the tax burden for the disenfranchised shareholders underscores the mandate for termination.  

In this regard it is essential that the Court recognize that months prior to the recognition of the gain at issue, the Bankruptcy Court held that (1) Mr. Mourad’s stock was valueless and (2) Mr. Mourad did not have a sufficient interest in the corporation to provide standing sufficient to object to the sale of the corporation’s assets and the stripping of the tax credit. See A. 17.  The
ruling also appears to have insulated the trustee from suit for breach of his duties to shareholders. Id. 
The Tax Court’s simplistic statement that Mr. Mourad benefited from the pass through system by taking deductions in past years misses the point. A.9. Mr. Mourad also carried the tax burden on income. Id. Further, as discussed, the Bankruptcy Court permitted the stripping away of his right to a tax credit. Since the Bankruptcy Court had no authority to demand shareholder assets aside from the stock itself, this could only have been accomplished by allowing the creditors’ trustee beneficial control over the shares.
The Tax Court’s position misses the point since the Internal Revenue Code contemplates both shareholder revocation and mandatory termination.  IRC § 1362(d)(1) and (2).  The Tax Court, using an equity standard, fails to balance the fact that Mr. Mourad was entitled, prior to the sale of the property at issue, to revoke the “S” election. IRC § 1362(d)(1). Further, the Code provides the revocation option (or termination) at a cost: the corporation’s income is subject to the higher corporate rates and two levels of taxation. Thus, regardless of the tax benefit, the Tax Court committed error in ignoring the plain text of the statute.
To understand the operation of IRC § 1362(d)(2), it is important to recognize the fact that “S” corporations were created by Congress to extend tax benefits and protections to small businesses. As the Supreme Court indicated in Gitlitz, ambiguities are resolved in favor of preserving these benefits and protections. Compare Gitlitz at 215 and 220 n.6 and 10 with dissent (Breyer, J.) at 223 (arguing that ambiguities should be resolved in favor of tax collection).
According to the US Supreme Court in Bufferd v. Commissioner, 506 U.S. 523, 524-25 (1993), "Subchapter S of the Internal Revenue Code, 26 U.S.C. §§ 1361-1379, was enacted in 1958 to eliminate tax disadvantages that might dissuade small businesses from adopting the corporate form and to lessen the tax burden on such businesses. The statute accomplishes these goals by means of a pass-through system under which corporate income, losses, deductions, and credits are attributed to individual shareholders in a manner akin to the tax treatment of partnerships. See IRC §§ 1366-1368. 
Durando v. United States, indicates that Congress created S corporations to give small businesses the benefits of the corporate form, such as limited liability for shareholders, without the disadvantages of corporate
taxation. Durando v. United States, 70 F.3d 548  (9th Cir. 1995) citing S. Rep. No. 1983, 85th Cong., 2d Sess. 87 (1958), reprinted in 1958-3 C.B. 922, 1137-47 (new subchapter "permits businesses to select the form of business organization desired, without the necessity of taking into account major differences in tax consequence"); Boris I. Bittker & Lawrence Lokken, Federal Taxation of Income, Estates & Gifts § 95.6.1 (2d ed. 1989). In most respects, S corporations are treated like C corporations. IRC § 1371(a) ("Except as otherwise provided in this title, and except to the extent inconsistent with this subchapter, Subchapter C shall apply to an S corporation and its shareholders.").
It should also be noted that the statute anticipates inadvertent and undesirable terminations of the S election. IRC § 1362(f). The resolution is resolved in favor of protections afforded to shareholders. The election can be restored, but only with shareholder consent. Id. In many instances, particularly in bankruptcy, the shareholders can be expected to support the reinstatement of the election in light of anticipated losses. However, the choice is firmly rooted with the shareholders. The election to pay higher corporate rates and two levels of taxation may provide shareholders with a last line of defense against financial
catastrophe. The government too is protected since it can collect the tax, at higher rates, directly from the corporation in possession of the corporation’s assets.  
The Tax Court’s reliance on In Re. Stadler is also misplaced. See In Re. Stadler, 186 B.R. 762 (S.D. FL 1995).  Stadler is a Chapter 7 case involving liquidation. The creditors did not assume operation of the debtor. As such, this is not an instance where ineligible entities took a beneficial interest in the shares under IRC § 1361((b)(1)(B). Further, Stadler relates to a Florida corporation. State law impacts the issue of whether more than two shares of stock exist. See discussion infra. 

The Tax Court also commits error when it states that the filing of a petition in Chapter 11 does not allow for separate taxable entitles. A.8 citing IRC § 1399. Here, none was created. The “S” election merely terminated by operation of law. The corporation remained in fact.  Only the method of taxation changed.  Further, IRC § 1399 is not part of Subchapter S, but relates to Subchapter V.  Further, such a reading would set aside IRC § 1362(d)(1) in the context of bankruptcy. 
3. The Shareholders’ Election Under Subchapter S Automatically Terminated By Operation Of Statute Where The Corporate Creditors Became Beneficial Owners Of The Equity Of The Corporation And Thus Where Impermissible Shareholders Under IRC § 1361(B)(2).
The facts indicate that the creditors – not Mr. Mourad – were the beneficial owners of the stock of V & M. This is underscored by the appointment of the creditors’ trustee to run the corporation in 1996. It is further buttressed by the trustee’s application for the tax credit to enhance creditor return and the reservation of that credit for the shell corporation created by the trustee. Finally, the Bankruptcy Court itself held that Mr. Mourad did not possess an equity security interest prior to the transfer or sale of the corporation’s assets. The owner of the stock was the trustee. The beneficial owners of the stock were the corporate creditors. Corporate creditors are ineligible shareholders. IRC § 1361(b)(1)(b). Thus, the election terminates by operation of law. IRC§ 1362(d)(2).
Courts look to beneficial ownership, and not merely to legal title, in order to determine whether a taxpayer is a shareholder of a corporation for Federal income tax purposes: "taxation is not so much concerned with the refinements of title as it is with actual command over the property taxed - the actual benefit for which the tax is paid." Frank Lyon Co. v. United States, 435 U.S. 561, 572
(1978) (quoting Corliss v. Bowers, 281 U.S. 376, 378 (1930)); Pahl v. Commissioner, T.C. Memo 1996-176, affd. 150 F.3d 1124 (9th Cir. 1998).  Because courts cannot successfully conjecture as to the subjective intent of the parties when determining who had beneficial ownership, the courts must rely on the objective evidence of intent provided by the parties' overt acts. Pacific Coast Music Jobbers, Inc. v. Commissioner, 55 T.C. 866, 874 (1971), affd. 457 F.2d 1165 (5th Cir. 1972). 

A taxpayer can own an interest in a corporation without holding any physical evidence thereof. Richardson v. Shaw, 209 U.S. 365, 52 L. Ed. 835, 28 S. Ct. 512 (1908); Bonsall v. Commissioner, 317 F.2d 61, 63 (2d Cir. 1963), affg. T.C. Memo 1962-151. Thus, beneficial ownership and not mere legal title is determinative in ascertaining the true owners of the stock in question. Beirne v. Commissioner, 61 T.C. 268 (1973), Duarte v. Commissioner, supra. See also Wilson v. Commissioner, 560 F.2d 687, 690 (5th Cir. 1977), affg. a Memorandum Opinion of this Court; Hook v. Commissioner, 58 T.C. 267 (1972). In short, “[command] over property or enjoyment of its economic benefits marks the real owners for federal income tax purposes." Anderson v. Commissioner, 164 F.2d 870, 873 (7th
Cir. 1947), affg. 5 T.C. 443 (1945), cert. denied 334 U.S. 819 (1948).
To not recognize the termination of the S election under these facts turns the purpose of Subchapter S on its head and works to provide creditors in bankruptcy with benefits not available under the Bankruptcy Code. Further, the tax burden falls to shareholders without control of the corporation rather than to the entity that receives sale proceeds and benefits from the transaction. Collection of tax is ensured if termination occurs. Further, shareholders receive the benefit and protection of the small business corporation statutes. Two key policies of Subchapter S are preserved under this approach. Otherwise, creditors receive enhanced protection not generally available under the text and policies underscoring both tax and bankruptcy laws.
4.
The Shareholders’ Election Under Subchapter S Automatically Terminated By Operation Of Statute Where The Manner Of Operation Of The Creditors’ Trustee, Including The Creation Of A Creditors’ Trust To Receive Payments From The Sale Of Corporate Assets, Impermissibly Created Two Share Of Equity Under IRC § 1361(B)(2).
The same rubric to establish ineligible shareholders also applies to the argument that two classes of stock existed under these facts. However, the argument goes further because the appointment of a creditors’ trustee can act to
strip shareholder rights. In this case, it is not simply the loss of the tax credit, but state law rights specific to Massachusetts that provide rights and benefits to protect shareholder equity interests. Federal law does not pre-empt state law on this issue, but looks to state law for definitions of equity interests. This is appropriate since the corporation itself is a creature of state, not federal law.

Under IRC §1361(b)(1)(D), corporations do not qualify as small business corporations, and therefore cannot elect S status, if they have more than one class of stock. Moreover, under IRC §1362(d)(2), if a second class of stock is created, existing S status terminates. If the second class of stock is present on the date the election is filed or is effective, the S election is treated as invalid. Under the regulations, an S corporation has one class of stock if all outstanding shares confer identical rights to distribution proceeds. Reg. §1.1361-1(l)(1).

The regulations further state that differences in shareholder rights under the corporate charter, articles or bylaws, by operation of state law, or under binding agreements must be taken into account in making this determination.  Treas. Reg. §1.1361-1(l)(2)(i) (indicating
that the determination of whether an S corporation's stock confers identical rights to distribution and liquidation proceeds is based on the corporate charter, articles of incorporation, bylaws, applicable state law, and binding agreements relating to distribution and liquidation proceeds. Collectively, these are referred to under the regulations as "governing provisions."). 

Where the   identity in shareholder rights becomes fractured in these "governing provisions," a second class of stock is created. See Id.
 The legislative history echoes the purpose of this restriction. The Senate Report indicates that no class of stock may be preferred over another as to either dividends, distributions, or voting rights.   S. Rep. No. 1622, 83d Cong., 2d Sess. 453 (1954).

While an S corporation is not treated as having more than one class of stock solely because there are differences in voting rights between shares of common stock, Treas. Reg. §1.1361-1(l)(1), this case presents a different question. Here, creditors with different rights and preferences take
over and operate a corporation through their trustee. This is similar in practice to a bond debenture or preferred stock right which allows bond or preferred stock holders to assume management on the passing of coupon payments or preferred dividends. There is no question that such rights violate IRC §§ 1361(b) and 1362(d)(2). Treas. Reg. § 1.1361-1(1)(4)(iv) referring to § 1.1361-1(1)(4)(ii) and (iii). 

Further, in this case, the interest of the creditors’ trustee (and his beneficiaries) cannot meet the safe harbor for straight debt provided by the Treasury Regulations because the debt is effectively convertible as a result of the bankruptcy under the facts and where the creditors are not qualified debt holders. Under the safe-harbor rule provided in IRC § 1361(c)(5), debt instruments cannot be convertible, directly or indirectly, into stock or stock rights. Further, at the time of the petition, a creditor must be an individual (other than a nonresident alien), estate, or trust which would be eligible to hold stock in an S corporation.
  Thus, at the time of the petition in this matter, the creditors had to qualify as S corporation shareholders for their debt not to be reclassified as equity. There is no
dispute that an unqualified creditors trust operated the business. Further, the creditors themselves where unqualified corporate financial institutions pursuant to IRC § 1361(b). 
Under Massachusetts law, one of the most substantial rights accorded to shareholders relates to their ability to elect directors and thereby to control the management of the corporate business. See G.L. 156B, § 77 (Mass.).  In this important respect, as also with respect to shareholder approval of the usual merger or consolidation, dissolution, or sale of all or substantially all the corporate assets, shareholders received enhanced voting rights.  For instance, in Massachusetts, even if the Articles of Organization provide that two or more classes vote as one class nevertheless any class whose rights are adversely affected must also vote separately. Mass.G. L. c. 156B, § 71. 
This is not to take the position that actions in bankruptcy run counter to the state statutes. Rather, it merely emphasizes that second classes of equity may arise in the creditors in bankruptcy reorganizations. Recognition of this fact together with the termination provision of IRC § 1362(d)(2) acts to make federal and state law 
complimentary on this issue. The end result is not whether the government can collect the tax, but rather whether a C corporation arises to carry that tax burden. 

5.
The Shareholders’ Election Under Subchapter S Automatically Terminated By Operation Of Statute Where The Creditors’ Trustee Proposed And Received Confirmation Of A Plan Of Reorganization Centered Upon The Transfer Of The Low Income Housing Tax Credit – A Pass Through Item Due To The Shareholders Under “S” Pass Through Rules – For The Benefit Of The Creditors. 

The Tax Court took the position that the only facts which can cause the revocation or termination of an “S” election are set forth in IRC § 1362. This is simply not the case. See Farmers Gin, Inc. v. Commissioner, T.C. Memo 1995-25 (1995). Pursuant to the argument’s above, Mr. Mourad asserts that the failure to reserve all tax items for the shareholder under IRC § 1366(a)(1)(A) effectively terminates the corporation’s S election where permitted by a bankruptcy court. This addresses the impermissibility of forcing shareholders to bear the tax burden while stripping out tax benefits. Further, pursuant to the argument set forth herein, where the shareholders no longer holds an equity security interest, a small business corporation cannot reasonably exist. Finally, the nature of a Chapter 11 reorganization where the creditors’ trustee assume corporate control argues for a per se termination regardless of whether it is in the context of IRC § 1362.
B.
Shareholders Of An “S” Corporation’s Are Entitled To The Low Income Housing Tax Credit Where A Creditors’ Trustee, Operating The Corporation Under The Protections Of Chapter 11 Of The Bankruptcy Code, Applies For And Qualifies For The Tax Credit, Transfers The Property To A Shell Corporation As Approved By The Bankruptcy Court Under The Plan Of Reorganization For The Benefit Of The Creditors, And Assigns The Tax Credit To The Shell Corporation Also With The Approval Of The Bankruptcy Court.
In this case, there is ample indication that the trustee, as the manager of the corporation, applied for and benefited from the award of the credit.  It is illogical to assume that this asset could be taken from the shareholders if the S election remained in place.  See In re. Forman Enterprises Inc., 281 B.R. 600, 606 (2002 E.D. PA.) (indicating that tax items, such as an operating loss, constitute a property right of the shareholder). 

Although the Code, regulations, and judicial and administrative pronouncements provide lengthy and detailed procedures for claiming the low-income housing credit, there are also numerous procedures for correcting errors and omissions.  As such, Petitioner’s failure to comply with certain procedures should not preclude him from eligibility for the credit.  Certainly, the right to the credit arises as a matter of law, not at the discretion of the trustee.  Further, in this case, the IRS prepared Mr. Mourad’s return and was aware of his protest regarding the correctness of the S corporation return. Mr. Mourad asserts that if the S election is preserved, he is entitled to disclosure sufficient to allow him to make a proper return. Even if the credit was lost, recoupment would be appropriate.  
C. The Tax Court’s Failure To Take Into Account And Or Rule On Facts Established By (1) The Testimony Of The Taxpayer And (2) Documentary Evidence Presented By The Taxpayer Constitutes Error Sufficient To Require A New Trial On The Merits.
In its decision, the Tax Court completely avoided the issue and evidence of termination of S corporation status relative to the issues relating to the unique facts of the case, including (1) the creditors’ trustees operation of V & M and (2) the stripping of the tax credit from the shareholders. The Court stated that “even is we accept those exhibits, they would have no effect on our findings of fact or the outcome of the case.” A. 3.  Clearly, the manner and method of the operation of the business by the trustee under Chapter 11 puts the alleged termination factually at issue. Alphonse Mourad respectfully argues that to hold otherwise effectively holds that bankruptcy can never terminate the S election. To so hold flies in the face of the text of the statute, offend sound and important policies relating to small business corporations and defeats, in many instances, the collection of the tax.  On this issue alone, a new trial should be granted.
IX.
Conclusion and Relief


WHEREFORE, Appellant Alphonse Mourad request this Honorable Court take the following action:

1. Reverse the decision of the United States Tax Court upon a finding that V & M Management, Inc. was a C Corporation for tax year 1997 and remand to said Tax Court for further proceedings.

2. Order a new trial and allow the amendment of the Appellant’s return if this Honorable Court determines that V & M Management, Inc. was a C Corporation for tax year 1997. 

3. Remand to the Tax Court for a new trial.

Respectfully Submitted,

Attorney for Appellant

Lester E. Riordan III

81 Washington Street, Suite 8

Salem, MA 01970                                

Telephone: 978-744-9461

BBO #: 663725

� Reference to Title 26 of the United States Code are hereinafter cited to the Internal revenue Code as “IRC.”





� References to the Addendum are cited as “A” and references to the Record Appendix are cited as “Apx.”





� Mr. Mourad testifies at length regarding the issue of the tax credit and the reorganization plan at Apx. 307.


� The regulations adopt a rule similar to that prescribed in the pre-SSRA regulations. Treas. Reg. §1.1371-1(g) provided the following: If the outstanding shares of stock of the corporation are not identical with respect to the rights and interest which they convey in the control, profits, and assets of the corporation, then the corporation is considered to have more than one class of stock. 
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