13 T.C. 121 (1949)

Payments made by former shareholders to satisfy transferee liability for corporate
tax deficiencies after receiving distributions in complete liquidation are deductible
as ordinary losses, not capital losses, in the year the payments are made.

Summary

The Switlik case addresses the tax treatment of payments made by shareholders to
cover corporate tax deficiencies after the corporation had been liquidated and its
assets distributed. The shareholders had initially reported the liquidation
distributions as long-term capital gains. When they later paid the corporation’s tax
deficiencies as transferees, they sought to deduct these payments as ordinary losses.
The Tax Court held that these payments constituted ordinary losses in the year they
were paid, as the payments were not directly tied to a sale or exchange of a capital
asset in the year of payment, distinguishing the original capital gain event.

Facts

The petitioners were shareholders of Switlik Parachute & Equipment Co. The
corporation liquidated in 1941, distributing its assets to the shareholders, who
reported the distributions as long-term capital gains. In 1942, the Commissioner
determined tax deficiencies for the corporation for the years 1940 and 1941. In
1944, the shareholders, as transferees of the corporation’s assets, paid the settled
tax deficiencies. The adjustments leading to the deficiencies were primarily
reductions in rent and salary deductions, along with the capitalization of film
expenses.

Procedural History

The Commissioner initially allowed the loss deductions claimed by the shareholders
in 1944, but later determined deficiencies in their individual income taxes, treating
the payments as capital losses subject to limitations. The Tax Court reviewed the
Commissioner’s determination.

Issue(s)

1. Whether payments made by shareholders in satisfaction of their transferee
liability for corporate tax deficiencies, after the corporation’s liquidation and
distribution of assets reported as capital gains, are deductible as ordinary
losses or capital losses in the year of payment.

Holding

1. Yes, because the payments to satisfy transferee liability did not arise from a
sale or exchange of a capital asset in the year the payments were made. The
original sale or exchange (the corporate liquidation) occurred in an earlier tax
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year.
Court’s Reasoning

The Tax Court relied on the principle established in North American Oil
Consolidated v. Burnet, which states that income received under a claim of right and
without restriction must be reported, even if there’s a potential obligation to return
it. A deduction is allowed in a later year if the taxpayer is obliged to refund profits
received in a prior year. The court distinguished the situation from cases where the
subsequent payment directly stems from a sale or exchange of a capital asset in the
same year. Here, the sale or exchange (the liquidation) occurred in 1941, and the
payment of the tax deficiency occurred in 1944. The court reasoned that the later
payment did not constitute a sale or exchange; therefore, it resulted in an ordinary
loss. The court noted that the petitioners received the liquidating distribution “under
a claim of right and without restriction as to disposition.” Even though the
transferee liability arose out of distributions that resulted in capital gains, the actual
payment in a later year was not a capital transaction. Judge Disney dissented,
arguing that the payment was intimately related to the original capital transaction
and should be treated as a capital loss.

Practical Implications

This case clarifies the tax treatment of subsequent payments made to satisfy
transferee liability in the context of corporate liquidations. It establishes that such
payments are generally deductible as ordinary losses in the year they are paid,
rather than being treated as capital losses. This distinction is significant because
ordinary losses are typically deductible without the limitations imposed on capital
losses. Legal practitioners should analyze the timing and nature of the original
transaction to determine the character of the subsequent loss. This ruling affects
how tax advisors counsel clients in corporate liquidations, particularly concerning
potential future liabilities and their tax implications.
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