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22 T.C. 1341 (1954)

The Commissioner of Internal Revenue may allocate deductions between related
entities to accurately reflect each entity’s income when one entity is liquidated and
its assets are transferred to another entity under common control.

Summary

The Simon J. Murphy Company, an accrual-basis taxpayer, owned real estate and
deducted real estate taxes that accrued on January 1, 1950, in its return for the
period of January 1-11, 1950. On January 11, 1950, Murphy was liquidated, and its
assets were transferred to its sole shareholder, Social Research Foundation, Inc.
The Commissioner allocated the real estate tax deduction between Murphy and
Research based on the number of days each held the property. The Tax Court upheld
the Commissioner’s allocation, finding that deducting the entire year’s taxes in an
11-day period would distort Murphy’s income and not clearly reflect its earnings.
The  court  reasoned  that  Section  45  of  the  Internal  Revenue  Code  allows  the
Commissioner  to  allocate  deductions  between  commonly  controlled  entities  to
prevent income distortion, even in the absence of fraud.

Facts

Simon  J.  Murphy  Company  (Murphy),  an  accrual-basis  taxpayer,  owned  and
operated office buildings. Murphy’s sole shareholder, Social Research Foundation,
Inc.  (Research),  acquired all  of  Murphy’s  stock in  1949.  On January 11,  1950,
Murphy was liquidated, and its assets were transferred to Research. Real estate
taxes for 1950 accrued on January 1, 1950. Murphy sought to deduct the entire
amount of the real estate taxes on its tax return for the 11 days of operations prior
to liquidation. The Commissioner allocated the taxes between Murphy and Research
based on the number of days each entity owned the property during the tax year.

Procedural History

The  Commissioner  determined  a  tax  deficiency  for  Murphy.  The  Commissioner
determined that Research was liable as a transferee for any taxes due from Murphy.
The case was brought before the U.S. Tax Court. The parties stipulated to the facts,
and the Tax Court rendered a decision.

Issue(s)

1. Whether the Commissioner, under Section 45 of the Internal Revenue Code, had
the authority to allocate the deduction for real estate taxes between Murphy and
Research.

Holding

1. Yes, because the court found that allocating the deduction for real estate taxes
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was proper under Section 45 to clearly reflect the income of both Murphy and
Research.

Court’s Reasoning

The court relied on Section 45 of the Internal Revenue Code, which grants the
Commissioner  authority  to  allocate  deductions  between  commonly  controlled
entities if necessary to clearly reflect income. The court found that allowing Murphy
to deduct the entire year’s real estate taxes in an 11-day period would distort its
income, as it  would be inconsistent with the income and other deductions that
reflected only 11 days of operation. The court noted that the transfer of assets in
liquidation was not an arm’s-length transaction, further supporting the need for
allocation. The court highlighted that Section 45 applies even in the absence of
fraud or deliberate tax avoidance. The court cited similar cases where allocation was
found to be permissible under similar circumstances.

Practical Implications

This case provides guidance on the application of Section 45 of the Internal Revenue
Code. The case underscores the importance of clearly reflecting income, particularly
when related entities undergo transactions like liquidations. The Commissioner’s
power  to  allocate  deductions,  even  absent  fraud  or  tax  avoidance,  is  broad.
Attorneys should consider: 1) the substance of the transaction, 2) whether it is an
arm’s-length transaction, and 3) the impact on the income of related entities when
advising on transactions involving related parties. Businesses should be aware that
the IRS can reallocate deductions if doing so is necessary to reflect income clearly.
Subsequent cases have consistently applied the principles of this case, emphasizing
the Commissioner’s broad authority to allocate items of income, deductions, and
credits in cases of controlled parties to prevent distortion of income.


