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Peterson v. Commissioner, 23 T.C. 367 (1954)

To qualify for installment sale treatment under Section 44(b) of the 1939 Internal
Revenue Code, a taxpayer must receive some form of initial payment during the
taxable year in which the sale occurs, even if that payment is not explicitly required
by the statute.

Summary

The case concerns a husband and wife, the Petersons, who sold stock in a water
company to two separate buyers: the City of Phoenix and the water company itself.
The Petersons sought to report the sale of  stock to the water company on the
installment method, but the IRS denied this, arguing that no initial payment was
made in the year of the sale, as they only received promissory notes. The Tax Court
agreed with the IRS, holding that under Section 44(b) of the Internal Revenue Code
of 1939 and its implementing regulations, some form of payment was required in the
year of sale for installment reporting. The Court found that a dividend declared by
the corporation before the sale did not constitute an initial payment, because the
parties did not intend for it to be part of the purchase price.

Facts

Gilbert and Hazel P. Peterson, the petitioners, owned stock in the Arizona Water
Company. The City of Phoenix sought to purchase private water companies, and the
city manager made a proposal to Gilbert and Clyde C. Matthews for the purchase of
the  Water  Company’s  stock.  The  city  was  able  to  purchase  37  shares  of  the
Petersons’ stock. The Water Company later offered to purchase 196 shares of stock
from Gilbert and Matthews, for which the Petersons received promissory notes.
Prior  to  the sale of  the stock to the Water Company,  the company declared a
dividend. The Petersons reported the dividend as income and sought to report the
sale of stock to the Water Company on the installment basis,  claiming that the
dividend was an initial payment.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the Petersons’
income tax, disallowing the installment method of reporting the stock sale to the
Water Company. The Petersons challenged this determination in the U.S. Tax Court.
The Tax Court sided with the Commissioner.

Issue(s)

1. Whether the petitioners may report the sale of stock to the Water Company on the
installment basis, given that they received no initial payment other than promissory
notes during the year of sale.

2. If an initial payment is required, whether a cash dividend declared by the Water
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Company shortly before the stock sale could be considered part of the purchase
price.

Holding

1. No, because some form of payment in the year of the sale is required to use the
installment method.

2. No, because the dividend was not intended by the parties to be part of the sale of
stock.

Court’s Reasoning

The court began by examining Section 44(b) of the 1939 Internal Revenue Code,
which allowed for  installment  reporting  of  gains  from casual  sales  of  personal
property, if “the initial payments do not exceed 30 per centum of the selling price.”
The IRS had issued a regulation, Section 29.44-2 of Regulations 111, which was
interpreted  to  require  a  downpayment.  The  court  upheld  the  IRS  regulation
interpreting the statute as requiring an initial payment in the year of the sale, even
though the statute did not explicitly say that this was a requirement. It reasoned
that the regulation was a reasonable interpretation of the statute, and that the
regulation was consistent with the intent of the law. The court cited a prior legal
memorandum that stated that the initial payments language implied that there had
been an initial payment, as it would otherwise be a contradiction in terms to say that
an initial payment could be zero, as zero is not “something”.

The court distinguished the facts from prior cases. The court found no evidence that
the parties intended for the dividend to be applied toward the purchase price. It
emphasized that the parties were free to structure the transaction as they wished.
The fact that the dividend and the stock sale happened in close proximity did not, by
itself, convert the dividend into an initial payment.

Practical Implications

This case reinforces the importance of  the timing and form of consideration in
installment sales. It means that, under the tax law in effect at the time, taxpayers
had to receive some kind of payment (cash or property) during the year of the sale
to take advantage of the installment method, even if the eventual sale price was to
be paid in installments. This principle is particularly relevant for taxpayers who are
trying to defer the tax liability on a sale. The decision also shows that courts will
generally  respect  the form of  the transaction.  It  would be important  to clearly
document the intent of the parties to establish whether payments or dividends were
made with the sale in mind, even if the payment occurred close in time to the sale
itself.

Installment sales are still a common aspect of business and tax planning. Although
the specific provision of the 1939 code is not in effect, the principles of this case are
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still instructive for the tax treatment of installment sales. The current law has been
amended to allow for installment reporting even if no payment is received in the
year of the sale. The intent of the parties, particularly regarding the nature of any
payments  around the  time of  the  sale,  remains  critical  to  determining the  tax
consequences.


