O’Brien v. Commissioner, 25 T.C. 376 (1955)

The distribution of corporate assets during liquidation is a closed transaction for
federal tax purposes if the assets have a readily ascertainable fair market value at
the time of distribution, and subsequent payments in excess of that value are
properly reported as ordinary income.

Summary

The case concerns the tax treatment of income received by shareholders of a
dissolved corporation. The Commissioner challenged the shareholders’
characterization of income derived from the distribution of a film asset and
subsequent payments. The Tax Court addressed several issues, including whether
the corporation’s liquidation should be disregarded for tax purposes, the proper
characterization of payments received in excess of the asset’s fair market value at
the time of distribution, and the characterization of certain payments received by
one of the shareholders. The court found in favor of the taxpayers on most issues,
holding that the liquidation was valid, the excess payments were properly classified
as ordinary income, and other challenged payments should be treated as capital
gains. The court emphasized that the fair market value of an asset at the time of
distribution is crucial to the tax treatment of future income derived from that asset.

Facts

Terneen was a corporation involved in film production. In 1944, it ceased doing
business and began the process of dissolution, assigning its assets to its
shareholders. The primary asset in question was the film “Secret Command,” which
was subject to a distribution agreement with Columbia Pictures. In 1947, the
shareholders received additional sums from Columbia related to the film, which
exceeded the fair market value of the film asset at the time of Terneen’s dissolution.
The Commissioner challenged the shareholders’ tax treatment of these sums.
Additionally, the Commissioner challenged the characterization of certain payments
received by O’Brien and Ryan.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the taxpayers’
federal income tax. The taxpayers subsequently petitioned the Tax Court for review
of the Commissioner’s determinations. The Tax Court reviewed the case, considering
various issues related to the tax treatment of the corporation’s dissolution and asset
distribution. The Tax Court ruled in favor of the taxpayers on the main issues.

Issue(s)

1. Whether Terneen’s liquidation in 1944 should be disregarded for federal tax
purposes.
2. Whether sums received by the shareholders from Columbia in 1947, which
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exceeded the fair market value of the assets distributed by Terneen, were
taxable as ordinary income or additional capital gains.

3. Whether sums paid to petitioner, Pat O’Brien, in 1945 by Columbia were
additional ordinary community income.

4. Whether profit realized by Phil L. Ryan from the sale of one-half of his 10%
interest in “Fighting Father Dunn” constituted ordinary income or capital gain.

Holding

1. No, because Terneen was a bona fide corporation until it ceased doing
business and liquidated.

2. No, because the sums were properly reported as ordinary income, as the
distribution of the asset was a closed transaction for tax purposes, and their
basis in the asset had been recovered.

3. No, because a reasonable salary for O’Brien was agreed upon.

4. No, because Ryan’s 10% interest in “Fighting Father Dunn” was a capital
asset.

Court’s Reasoning

The court first addressed whether Terneen’s liquidation should be disregarded. The
court found that Terneen was a bona fide corporation until its liquidation and that
the Commissioner’s arguments for disregarding the liquidation were without merit.
The court distinguished this case from cases involving anticipatory assignments,
emphasizing that Terneen was not in existence when the income in question arose,
the income came from property owned by individuals, and Terneen could not be
liable for the taxes. The court also held that the doctrine of Commissioner v. Court
Holding Co. was inapplicable because Terneen did not arrange the sale of its assets.

Regarding the excess payments, the court found that the distribution of the film
asset was a “closed transaction” for tax purposes because the asset had an
ascertainable fair market value at the time of dissolution. Consequently, subsequent
payments in excess of that value were correctly reported as ordinary income. The
court distinguished cases involving assets with no readily ascertainable fair market
value, such as royalty payments or brokerage commissions, where collections on
those obligations in years after the dissolution could be treated as capital gains. The
court found the respondent erred in determining that $40,000 of the sums paid to
petitioner, Pat O’Brien, by Columbia was additional ordinary community income.
Finally, the court determined that the profit realized by Phil L. Ryan from the sale of
his interest was a capital gain, as his interest in the motion picture was a capital
asset, and he was not in the business of buying and selling such interests.

Practical Implications
This case highlights the importance of determining whether the distribution of an

asset during a corporate liquidation is a closed transaction for federal tax purposes.
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If an asset has an ascertainable fair market value at the time of distribution,
subsequent payments are generally treated as ordinary income to the extent they
exceed that value. This case is useful for practitioners because it establishes the
importance of property valuation at the time of distribution as a key factor in
determining the tax treatment of subsequent income. The case also offers guidance
on when to distinguish between ordinary income and capital gains, and the
importance of considering the nature of the asset and the taxpayer’s activities.
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