17 T.C. 1 (1951)

When property is acquired in a transaction not at arm’s length for a sum manifestly
in excess of its fair market value, the property’s basis is its fair market value at the
time of acquisition, not the stated purchase price.

Summary

Mountain Wholesale Grocery Co. acquired a warehouse and accounts receivable
from a failing company, “A,” controlled by the same individuals. The stated purchase
price, equivalent to book value, was significantly higher than the fair market value
of the assets. The Tax Court held that the transaction was not at arm’s length and
lacked economic substance. Therefore, the basis of the assets was their fair market
value at the time of acquisition, not the inflated purchase price. Additionally, the
court upheld a penalty for the petitioner’s failure to file a timely tax return, due to a
lack of evidence showing reasonable cause.

Facts

Company “A” was failing and decided to liquidate its assets. The owners of “A” then
formed Mountain Wholesale Grocery Co. (“Mountain Wholesale”). “A” transferred its
warehouse and old, potentially uncollectible, accounts receivable to Mountain
Wholesale at book value, which was significantly higher than the assets’ actual
worth. The transfer was funded by “A” borrowing money on notes personally
endorsed by the owners, who were also the owners of Mountain Wholesale. The
purpose was to allow Mountain Wholesale to deduct the bad debts and depreciation
from its income. “A” was then dissolved, and Mountain Wholesale stock was
distributed to “A”‘s shareholders.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Mountain
Wholesale’s income tax. Mountain Wholesale challenged the Commissioner’s
determination in the Tax Court, arguing that the basis of the acquired assets should
be the stated purchase price (book value). The Commissioner argued the transaction
was not at arm’s length and the basis should be the fair market value.

Issue(s)

1. Whether the basis of the warehouse and accounts receivable acquired by
Mountain Wholesale from “A” should be the stated purchase price (book value) or
the fair market value at the time of acquisition.

2. Whether the 5% penalty for failure to file a timely tax return should be imposed.

Holding

1. No, because the transaction was not at arm’s length and the stated purchase
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price was manifestly in excess of the assets’ fair market value.
2. Yes, because Mountain Wholesale failed to present any evidence showing that the
late filing was due to reasonable cause and not to willful neglect.

Court’s Reasoning

The court reasoned that the transaction lacked economic substance and was
designed to create unwarranted tax benefits. The court emphasized that cost is not
always the amount actually paid, especially when that amount exceeds the fair
market value. “Amounts in excess of market value may have been paid for other
purposes rather than the acquisition of the property.” The court noted that the fair
market value of the warehouse was far below the stated purchase price. As for the
accounts receivable, the court found the transfer to be a sham, as no reasonable
businessperson would purchase delinquent accounts at face value. The court
inferred that the intent was to secure a bad debt deduction. Regarding the penalty,
the petitioner failed to provide any evidence of reasonable cause for the late filing.

Practical Implications

This case reinforces the principle that tax authorities can disregard transactions
that lack economic substance and are primarily motivated by tax avoidance. It
serves as a warning to taxpayers engaging in related-party transactions where the
stated purchase price of assets significantly exceeds their fair market value. Courts
will scrutinize such transactions and may recharacterize them to reflect economic
reality. This impacts how businesses structure deals, especially when dealing with
affiliated entities. Later cases cite this ruling to support the position that the
substance of a transaction, not its form, governs its tax treatment. Furthermore, this
case illustrates the importance of substantiating reasonable cause when seeking to
avoid penalties for late filing of tax returns.
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