117 T.C. No. 15

UNI TED STATES TAX COURT

NEW YORK FOOTBALL G ANTS, INC., Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 8563-00. Fil ed Cctober 30, 2001.

Respondent (R) sent petitioner (P), an S
corporation, a notice of deficiency in which R
determ ned that P was subject to the built-in gains tax
under sec. 1374, |.R C., for paynents P received in
fiscal years 1996, 1997, and 1998. R issued no notice
of final S corporation adm nistrative adjustnment to P
for fiscal years 1996 or 1997

R contends that the notice of deficiency is
invalid as to fiscal years 1996 and 1997 and prohibited
by secs. 6225 and 6244, |.R C., for those years because
the built-in gains tax is a subchapter Sitem sec.

301. 6245- 1T, Tenporary Proced. & Adm n. Regs., 52 Fed.
Reg. 3003 (Jan. 30, 1987), that nmust be determined in a
unified audit and litigation procedure for an S

cor poration.

P contends that the built-in gains tax is not a
subchapter S itemand that sec. 301.6245-1T, Tenporary
Proced. & Adm n. Regs., is invalid.



-2 -

Hel d: Sec. 301.6245-1T, Tenporary Proced. & Adm n.
Regs., is valid.

Hel d, further, the built-in gains tax inposed
under sec. 1374, I.R C., is a subchapter S itemthat
must be determned in a unified audit and litigation
procedure for an S corporation.

M chael A. CGuariglia, for petitioner.

Julia A Cannarozzi, for respondent.

OPI NI ON

COLVIN, Judge: Respondent determ ned that petitioner is
liable for built-in gains tax of $574,000 for fiscal year 1996,1*
$914, 334 for fiscal year 1997, and $220, 156 for fiscal year 1998,
and for accuracy-rel ated penalties under section 6662(a) of
$114,800 for fiscal year 1996, $182,867 for fiscal year 1997, and
$44,031 for fiscal year 1998. Petitioner has been an S
corporation since 1993.

This matter is before the Court on respondent’s notion to
dism ss for lack of jurisdiction as to fiscal years 1996 and
1997.

Respondent contends that the notice of deficiency is invalid
as to fiscal years 1996 and 1997 and prohi bited by sections 6225
and 6244 for those years because the proposed built-in gains tax

for which respondent determ ned petitioner is |iable under

! Petitioner used a fiscal year ending Feb. 29, 1996, and
Feb. 28, 1997 and 1998.
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section 1374 for fiscal years 1996 and 1997 is a subchapter S
itemthat nust be determined in a unified audit and litigation
procedure for an S corporation. Petitioner contends that the
built-in gains tax is not a subchapter Sitem As discussed
bel ow, we agree with respondent.

Section references are to the Internal Revenue Code, unless
ot herw se i ndi cat ed.

Backgr ound

Petitioner is a corporation the principal place of business
of which was in East Rutherford, New Jersey. Petitioner was
incorporated in 1929 and owns and operates the New York G ants, a
prof essional football franchise in the National Football League
( NFL) .

In 1990, the NFL began exploring the possibility of
expansi on and began consi dering various franchi se applications.

Petitioner elected on March 1, 1993, to be treated as an S
corporation under section 1361(a)(1). Later in 1993, the NFL
awar ded new franchises to Charlotte and Jacksonville. The
expansi on agreenents required the new franchi ses to pay expansion
paynments (in six installments) to petitioner and the nenber teans
of the NFL.

Petitioner reported its share of the NFL expansi on paynents

as capital gains (not subject to the built-in gains tax inposed
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on S corporations by section 1374%) on its S corporation tax
returns (Forms 1120S, U.S. Incone Tax Returns for an S
Corporation) for fiscal years 1996, 1997, and 1998.

Respondent sent petitioner a notice of deficiency in which
respondent determ ned that petitioner was subject to the built-in
gai ns tax under section 1374 for the expansion paynents
petitioner received in fiscal years 1996, 1997, and 1998. As of
the tinme respondent filed the notion to dism ss, respondent had
i ssued no notice of final S corporation adm nistrative adjustnent
(FSAA) to petitioner for fiscal year 1996 or 1997.3

Di scussi on

A. Respondent’s Motion To Dism ss for Lack of Jurisdiction

Respondent contends that the notice of deficiency was
invalid and that we lack jurisdiction as to petitioner’s fiscal
years 1996 and 1997 because the proposed built-in capital gains
adjustnents to petitioner’s 1996 and 1997 returns were subchapter
Sitens that nust be determned in a unified audit and litigation

proceedi ng. The adjustnents to petitioner’s fiscal years 1996,

2 Sec. 1374 inposes a corporate |level tax on the recognized
built-in gains of an S corporation that has converted fromC
corporation to S corporation status. See di scussion pp.

6-7, bel ow.

8 The S corporation audit and litigation procedures (secs.
6241 t hrough 6245) were repealed, effective for tax years
begi nning after Dec. 31, 1996, by the Snmall| Business Job
Protection Act of 1996, Pub. L. 104-188, sec. 1307(c)(1), 110
Stat. 1781. Thus, petitioner’s fiscal year 1998 is not affected
by those procedures.
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1997, and 1998 arise fromrespondent’s determ nation that
petitioner is liable for the section 1374 built-in gains tax for
franchi se paynents it received in those years.

Petitioner contends that the built-in gains tax is not a
subchapter S item and that section 301.6245-1T, Tenporary Proced.
& Adm n. Regs., 52 Fed. Reg. 3003 (Jan. 30, 1987), which defines
a subchapter Sitemto include the section 1374 built-in gains
tax, is invalid. As discussed next, we agree with respondent.

B. Subchapter S Unified Audit and Litiqgation Procedures

The S corporation audit and litigation procedures, sections
6241-6245, were enacted to provide a nethod for unified treatnent
of subchapter S itens anong the sharehol ders. Subchapter S
Revi sion Act of 1982, Pub. L. 97-354, sec. 4(a), 96 Stat. 1691;
see S. Rept. 97-640, at 25 (1982), 1982-2 C.B. 718, 729; see also

Katz v. Conmm ssioner, 116 T.C. 5, 12 n.7 (2001); Hang v.

Conmm ssioner, 95 T.C. 74, 77-78 (1990).

A subchapter Sitemis any itemof an S corporation to the
extent regulations provide that the itemis nore appropriately
determ ned at the corporate |evel than at the sharehol der |evel.

Sec. 6245; Dial US. A, Inc. v. Commi ssioner, 95 T.C. 1, 4

(1990). The correct tax treatnment of subchapter Sitens is
determined in a unified proceeding at the corporate |evel rather
than in separate actions agai nst each sharehol der. Secs. 6241

and 6242; Univ. Heights at Hamlton Corp. v. Conm ssi oner, 97
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T.C. 278, 280-281 (1991); Maxwell v. Conmm ssioner, 87 T.C 783

(1986); Allen Famly Food, Inc. v. Conmm ssioner, T.C Meno. 2000-

327; see S. Rept. 97-640, at 25 (1982), 1982-2 C.B. 718, 729.

No FSAA was issued to petitioner or to its sharehol ders.
Thus, if the built-in gains tax is a subchapter Sitem as
respondent contends, the notice of deficiency is invalid to the
extent it relates to that itemfor petitioner’s fiscal years 1996
and 1997.

C. The Built-In Gai ns Tax

Section 1374 inposes a corporate level tax on an S
corporation’s built-in gain recognized during the 10-year period
beginning with the first taxable year for which the corporation
was an S corporation. Sec. 1374(a), (d)(3), (7). Built-in gain
is measured by the appreciation in value of any asset over its
adj usted basis as of the tinme a corporation converts fromCto S
status. H Conf. Rept. 99-841 (Vol. I1), at 11-203 (1986), 1986-
3 CB (Vol. 4) 1, 203; see also sec. 1374(d)(3)(B); Colo. Gas

Conpression, Inc. v. Comm ssioner, 116 T.C. 1, 2-3 (2001); Coggin

Auto. Corp. v. Conm ssioner, 115 T.C 349, 363 (2000). An S

corporation is liable for the built-in gains tax on the

di sposition of any asset except to the extent that it establishes
that it did not own the asset on the day it converted fromCto S
status, or the fair market value of the asset was less than its

adj usted basis on the first day of the first taxable year for
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which it was an S corporation. Sec. 1374(d)(3).

D. Petitioner’s Contentions

Section 6245 provides that “the term ‘subchapter S iten
means any itemof an S corporation to the extent regul ations
prescri bed by the Secretary provide that * * * such itemis nore
appropriately determned at the corporate level than at the
sharehol der | evel.” Section 301.6245-1T(a)(1)(vi)(G, Tenporary
Proced. & Admin. Regs., 52 Fed. Reg. 3003 (Jan. 30, 1987),*

defines subchapter Sitens to include taxes that are inposed at

4 Sec. 301.6245-1T, Tenporary Proced. & Adm n. Regs., 52
Fed. Reg. 3003 (Jan. 30, 1987), defines subchapter Sitens, in
part, as foll ows:

Sec. 301.6245-1T subchapter Sitens. (a) In
general . For purposes of subtitle F of the Internal
Revenue Code of 1986, the following itens which are
required to be taken into account for the taxable year
of an S corporation under subtitle A of the Code are
nore appropriately determ ned at the corporate |evel
than at the sharehol der | evel and, therefore, are
subchapter S itens:

(1) The S corporation aggregate and each
sharehol der’ s share of, and any factor necessary to
determ ne, each of the follow ng:

* * * * * * *

(vi) O her ampunts determ nable at the corporate
level wth respect to corporate assets, investnents,
transactions, and operations necessary to enable the S
corporation or the shareholders to determ ne--

* * * * * * *

(G The taxes inposed at the corporate
| evel, such as the taxes inposed under secs.
56, 1374, or 1375; ***
[ Enphasi s added. ]
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the corporate level, specifically including the section 1374
built-in gains tax.

Petitioner contends that the regulation is invalid because
it subjects the corporate entity to unified audit and litigation
procedures. Petitioner contends in the alternative that the
section 1374 tax is not a subchapter S item of the corporation
but rather an S itemof the shareholders. To support this,
petitioner contends that the built-in gains tax is a subchapter S
itemonly to the extent it affects (i.e., reduces) the share of
net income passed through to each of the S corporation’s
shar ehol der s.

E. VWhet her Sec. 301.6245-1T, Tenporary Proced. & Adnmin. Regs.,
Is Invalid

Section 301.6245-1T, Tenporary Proced. & Adm n. Regs.,
supra, was promul gated pursuant to a specific grant of authority
in section 6245. As a legislative regulation, it is entitled to
greater deference than an interpretative regulation promul gated
under the Secretary’s general rul emaking power under section

7805(a), Peterson Marital Trust v. Conmm ssioner, 102 T.C. 790,

797-798 (1984), affd. 78 F.3d 795 (2d Cir. 1996), and is invalid
only if it is arbitrary, capricious, or manifestly contrary to

the statute, Chevron U S. A, Inc. v. Natural Res. Def. Council,

Inc., 467 U.S. 837, 844 (1984).

G ting Goodson-Todman Enters., Ltd. v. Conm ssioner, 784

F.2d 66, 73-74 (2d Cir. 1986), affg. 84 T.C. 255 (1985),
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petitioner contends that section 301.6245-1T, Tenporary Proced. &
Adm n. Regs., supra, is invalid because it is illogical and
inconsistent wwth the Internal Revenue Code. Petitioner contends
t hat Congress extended the Tax Equity & Fiscal Responsibility
Act of 1982 (TEFRA), Pub. L. 97-248, 96 Stat. 324, rules only to
t he shareholders of an S corporation and not to the S corporation
itself, and, thus, the regulation is contrary to the |anguage of
the Code. Petitioner’s claimmsses the mark.

The regulation is consistent wwth the statutory schene for
unified audit and litigation procedures. A subchapter Sitemis
any itemof a subchapter S corporation to the extent that
regul ations provide that the itemis nore appropriately
determ ned at the corporate |evel than at the sharehol der |evel.
Sec. 6245. The regulations provide that the taxes inposed at the
corporate |level, nanely, taxes inposed under sections 56, 1374,
and 1375, are subchapter S itens because they are nore
appropriately determned at the corporate level. The built-in
gains tax of section 1374 is nore appropriately determned at the
corporate | evel because it relates to assets held by the
corporation when it converted froma Cto an S corporation.

Section 301.6245-1T(a)(1)(i), Tenporary Proced. & Adm n.
Regs., 52 Fed. Reg. 3003 (Jan. 30, 1987), also includes in the
definition of subchapter Sitens the S corporation aggregate, and
each sharehol der’s share of, itens of |oss of the corporation.

The section 1374 tax is treated as a | oss sustained by the S
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corporation during the taxable year. Sec. 1366(f)(2).° Thus,
the loss arising fromthe section 1374 tax is a subchapter S item
under section 301.6245-1T(a)(1)(i), Tenporary Proced. & Adm n.
Regs., supra.

Petitioner’s contention that the regulation is illogical
fails to neet the Chevron standard under which we invalidate a
regulation if it is arbitrary, capricious, or contrary to the

statute. See also United States v. Mead Corp., 533 U.S. |

_, 121 S G, 2164, 2171 (2001) (“admnistrative inplenentation
of a particular statutory provision qualifies for Chevron

def erence when it appears that Congress del egated authority to

t he agency generally to make rules carrying the force of |aw, and
that the agency interpretation claimng deference was pronul gated
in the exercise of that authority”). W reject petitioner’s
contention that section 301.6245-1T(a)(1)(vi)(Q, Tenporary
Proced. & Adm n. Regs., supra, is arbitrary, capricious, or

mani festly contrary to section 6245.

F. Concl usi on

Under section 6245, as already noted, the unified audit and

5 Sec. 1366(f)(2) provides as follows:

(2) Treatnment of tax inposed on built-in gains.-—
|f any tax is inposed under section 1374 for any
t axabl e year on an S corporation, for purposes of
subsection (a), the anount so inposed shall be treated
as a |l oss sustained by the S corporation during such
taxabl e year. The character of such | oss shall be
determ ned by allocating the | oss proportionately anong
the recogni zed built-in gains giving rise to such tax.
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litigation procedures apply to tax itens of an S corporation that
are nore appropriately determned at the corporate level. Thus,
only the tax itens of the corporation constitute subchapter S
itens. S corporations are liable for certain corporate |eve
taxes, including the section 1374 built-in gains tax. Since this
tax is assessed against and paid directly by the S corporation,
t he sharehol ders of the corporation are not |iable for the tax.
Det erm nati ons whether the S corporation owned the appreci ated
asset on the first day of its first taxable year as an S
corporation, and as to the fair market value and adjusted basis
of the asset as of that tine, are appropriately nmade at the
corporate | evel and nmust be made before determ ni ng whet her the
built-in gains tax applies to the disposition of the asset. The
section 1374 built-in gains tax is a subchapter S item because it
is determ ned solely based on events at the corporate | evel (as
opposed to an affected item or nonsubchapter S itemthat requires
a factual determ nation at the sharehol der |evel).

We conclude that the section 1374 built-in gains tax is a
subchapter S itemand that we lack jurisdiction in this

proceedi ng to deci de whether the tax applies for petitioner’s
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fiscal years 1996 and 1997.° Accordingly, we will grant
respondent’s nmotion to dismss and to strike as to petitioner’s
fiscal years 1996 and 1997
In view of the foregoing,

An appropriate order wll

be issued.

6 Petitioner did not agree to extend the tine to assess tax
for fiscal year 1997; however, the tax matters person agreed on
behal f of the shareholders to extend the tinme to assess tax for
that year. Petitioner filed a notion to dismss for |ack of
jurisdiction as to fiscal year 1997, in which petitioner contends
that respondent is barred from assessing a deficiency for fiscal
year 1997 because respondent mailed the notice of deficiency nore
than 3 years after petitioner filed its fiscal year 1997 return
Petitioner’s notion follows frompetitioner’s contention that the
built-in gains tax is not a subchapter S item and, thus,
respondent is barred from assessing a deficiency for fiscal year
1997 because the 3-year period for assessnment of tax provided by
sec. 6501 has expired. Based on our holding that the built-in
gains tax is a subchapter Sitem the notice of deficiency for
fiscal years 1996 and 1997 is invalid. A notice of S corporation
adm ni strative adjustnent (FSAA) should have been issued for
t hose years.



