24 T.C. 669 (1955)

The Tax Court addressed the issue of determining the worthlessness of stock and
whether losses on the sale of stock between related parties should be disallowed
under Section 24(b) of the Internal Revenue Code.

Summary

This case involves a series of tax disputes concerning the Flamingo Hotel Company
and the Gordon Macklin & Company partnership. The court had to decide if the
stock of Flamingo Hotel Company became worthless in 1949 and whether losses
claimed by the Lincoln family on the sale of Flamingo stock were properly
disallowed under section 24(b) of the Internal Revenue Code, which addresses
transactions between related parties. The court also addressed whether a
partnership realized a loss when it used securities to pay its debts after the death of
one of the partners. The court determined that the Flamingo Hotel Company stock
was not worthless during the relevant period, and disallowed the claimed capital
losses for the Lincolns because the sales were made between family members.
Furthermore, it determined that the partnership realized income, not a loss, for the
relevant tax period.

Facts

The case involves several consolidated tax cases relating to the Lincoln family and
the Estate of Gordon S. Macklin. The key facts involve the financial difficulties of
Flamingo Hotel Company. The Flamingo Hotel Company had significant operating
losses and eventually underwent a restructuring where preferred stock was
surrendered and common stock was sold. The Lincoln family, who were stockholders
in Flamingo, sold their common stock. The Flamingo Hotel Company had significant
debt obligations. There were also issues concerning the Gordon Macklin & Company
partnership which was in the business of trading securities. After the death of
partner Gordon Macklin, John Lincoln, the surviving partner, chose to purchase
Macklin’s partnership interest, which included shares of Flamingo Hotel Company
stock. The key transactions involved the worth of the stock and the characterization
of these transactions for tax purposes.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the income tax
liabilities of the various petitioners for the year 1949. These deficiencies related to
issues such as the worthlessness of stock and the proper tax treatment of
transactions between related parties. The petitioners challenged the Commissioner’s
determinations in the U.S. Tax Court.

Issue(s)

1. Whether the preferred and common stock of the Flamingo Hotel Company
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became worthless in 1949.

2. Whether long-term capital loss deductions claimed by the Lincoln petitioners from
their sales of common stock are not allowable because of section 24(b)(1)(A) of the
1939 Code.

3. Whether John C. Lincoln, the surviving partner in Gordon Macklin & Company,
purchased the interest of his deceased partner and if so, whether the partnership
realized a net loss or net gain during its last period of operations.

Holding

1. No, because the petitioners failed to prove that the common and preferred stock
of the Flamingo Hotel Company became worthless before the relevant dates.

2. Yes, section 24(b)(1)(A) does preclude the allowance of loss deductions by the
Lincoln petitioners for their sales of stock.

3. Yes, John C. Lincoln purchased the interest of his deceased partner, and because
of the method of accounting used the partnership realized a net gain, not a net loss,
in its final period of operations.

Court’s Reasoning

The court determined that the petitioners did not meet their burden to show that the
Flamingo Hotel Company stock became worthless. The court considered expert
testimony about the hotel’s value but found it insufficient to establish worthlessness,
emphasizing that the stock had potential value, especially considering the ongoing
operations. Regarding the sales of stock between family members, the court agreed
with the Commissioner, concluding that section 24(b) disallowed the claimed losses
because the sales occurred between related parties as defined in the Code,
specifically because the sales were indirect. The court also determined that John
Lincoln, as surviving partner, purchased the interest of the deceased partner in the
partnership assets. The court emphasized that the focus was on what happened, not
what could have happened. Because of the inventory valuation the partnership had a
net gain, not loss, when valued properly, in its final period of operations.

Practical Implications

This case highlights the importance of establishing a complete record of the
circumstances related to worthlessness claims and of being careful in related party
transactions. For tax purposes, the court emphasized that there must be identifiable
events showing the destruction of the value. Regarding the sales of stock, the ruling
emphasized that the substance of the transaction, not just the form, is crucial, and
the related party rules can significantly impact the recognition of losses.
Practitioners must pay special attention to the details of related-party transactions.
The ruling on the partnership issue highlights the importance of recognizing a gain
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when assets are used to satisfy a debt.
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