Estate of Putnam v. Commissioner, 6 T.C. 702 (1946)

A plan of corporate liquidation is considered bona fide for tax purposes if the
stockholders genuinely intend to liquidate the corporation and the steps taken are
consistent with that intent, even if the formal liquidation occurs after the
corporation has been operating under restrictions.

Summary

The Tax Court addressed whether distributions received by the petitioner from joint
stock land banks were taxable as short-term or long-term capital gains. The
Commissioner argued that the banks were in liquidation since the enactment of the
Emergency Farm Mortgage Act of 1933, restricting their operations, and therefore,
the distributions did not qualify for long-term capital gain treatment under Section
115(c) of the Internal Revenue Code. The court held that the formal plans of
voluntary liquidation adopted by the stockholders in later years were bona fide, and
the distributions were amounts distributed in complete liquidation, thus taxable as
long-term capital gains.

Facts

Three joint stock land banks, chartered under the Federal Farm Loan Act, operated
under restrictions imposed by the Emergency Farm Mortgage Act of 1933, which
limited their ability to issue tax-exempt bonds and make new farm loans. Despite
these restrictions, the banks continued to operate. In 1938, 1940, and 1941, the
stockholders of the respective banks formally adopted plans of voluntary liquidation.
The banks then made distributions to stockholders, including the petitioner, in
complete cancellation or redemption of all of its stock within three years of adopting
the plan. The Commissioner argued that the banks were effectively in liquidation
since 1933.

Procedural History

The Commissioner determined that the gains realized from the distributions were
taxable as short-term capital gains. The Estate of Putnam petitioned the Tax Court,
arguing that the distributions should be treated as long-term capital gains because
they were received as part of a complete liquidation under Section 115(c) of the
Internal Revenue Code.

Issue(s)

1. Whether the plans of voluntary liquidation adopted by the stockholders in
1938, 1940, and 1941 were bona fide plans of liquidation within the meaning of
Section 115(c) of the Internal Revenue Code.

2. Whether expenditures in the prior litigation were deductible under Section
23(a)(2) of the Internal Revenue Code, as amended by Section 121 of the
Revenue Act of 1942.
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Holding

1. Yes, because the actions of the stockholders in formally adopting plans of
voluntary liquidation were consistent with the applicable federal statutes, and
the banks’ operations between 1933 and the adoption of the plans did not
demonstrate a lack of bona fides.

2. Yes, because the original transaction (the sale of the Fayette Co. stock) was
proximately related to the production or collection of income, any litigation
arising out of that transaction involving its tax consequences would also
proximately relate to the production or collection of income, and, therefore,
fees and expenses paid in connection with such litigation would be deductible
under section 121.

Court’s Reasoning

The court reasoned that the Emergency Farm Mortgage Act of 1933 did not
mandate immediate liquidation of joint stock land banks. The decision to liquidate
remained with the stockholders, as per Section 822, Title 12, U.S.C.A. The court
emphasized that the banks were privately owned corporations organized for profit.
The officers and directors of the banks exercised their honest judgment in managing
the banks’ affairs, aiming for an orderly liquidation at a future time. Their efforts to
operate profitably during a difficult period, while subject to restrictions, did not
negate the bona fide nature of the later formal liquidation plans. The court noted,
“Under that act they were restricted as to the kind of business they could transact
and were subject to regulation by the Farm Credit Administration, but they were
nevertheless ‘privately owned corporations organized for profit to the
stockholders.”” Since the plans explicitly provided for the transfer of assets to
stockholders within a three-year period, the distributions qualified as “amounts
distributed in complete liquidation” under Section 115(c). Regarding the deduction
for litigation expenses, the court distinguished the case from John W. Willmott, 2
T.C. 321. The court found that the expenses were related to the original sale of
stock, which was a profit-seeking activity, making the litigation expenses deductible
under Section 23(a)(2) as amended.

Practical Implications

This case clarifies that restrictions on a corporation’s operations do not
automatically equate to liquidation. A formal plan of liquidation adopted by
stockholders, even after a period of restricted operations, can still be considered
bona fide for tax purposes, allowing for long-term capital gains treatment of
distributions. The case also reinforces the principle that expenses incurred in
litigation related to income-producing transactions are deductible, emphasizing the
importance of tracing the origin and character of the claim. Later cases may cite this
decision to support the deductibility of litigation expenses where the underlying
transaction was entered into for profit. It provides a framework for analyzing
whether a liquidation plan is bona fide, focusing on the intent of the stockholders
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and the consistency of their actions with that intent.
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