<strong><em>Perrault v. Commissioner</em>,</strong> <strong><em>25 T.C.
439 (1955)</em></strong>

A transaction structured as a sale of assets to a corporation can be treated as a bona
fide sale, and the payments received can be considered proceeds from a sale rather
than disguised dividends, even with a high debt-to-equity ratio, if the corporation
also acquired substantial value beyond the transferred assets, and the sale price
reflects the fair market value of the assets.

<strong>Summary</strong>

The Perrault brothers, partners in a business, formed a corporation and transferred
partnership assets to it in exchange for cash and a promise of installment payments.
The IRS challenged this, arguing the payments were disguised dividends, and the
corporation’s deductions for interest were improper. The Tax Court sided with the
Perraults, finding the transaction a genuine sale. The court reasoned that the
corporation’s acquisition of valuable assets beyond those listed in the purchase
agreement, and the fair market value basis used for the assets, supported the sale
characterization. The court held that the payments were proceeds from a sale, the
interest was deductible, and depreciation should be calculated using the purchase
agreement values.

<strong>Facts</strong>

Lewis and Ainslie Perrault, brothers, operated a partnership that manufactured,
leased, and sold line-traveling coating and wrapping machines. They sought to
reorganize the business to address estate planning and tax concerns. They formed
Perrault Brothers, Inc. (the Corporation), with each brother initially subscribing and
paying $1,000 in cash for all the stock of the new corporation. The partnership then
transferred assets, including 56 line-traveling coating and wrapping machines, to
the Corporation in exchange for the assumption of liabilities and an agreement for
installment payments totaling $973,088.80, plus interest. The corporation also
received valuable licensing agreements, ongoing rental contracts, and other assets
from the partnership without any additional cost. The IRS challenged the
characterization of the installment payments as proceeds from a sale. The
Corporation claimed depreciation on the acquired assets using the values in the
purchase agreement, which were based on fair market value, and deducted interest
on the installment payments.

<strong>Procedural History</strong>

The Commissioner of Internal Revenue determined deficiencies in the individual
income taxes of Lewis and Ainslie Perrault and also in the corporation’s income tax.
The IRS asserted that the payments from the corporation to the Perraults were
taxable dividends and that the corporation could not take interest deductions or use
the purchase price of the assets for depreciation. The taxpayers petitioned the
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United States Tax Court to challenge the IRS’s determinations. The Tax Court
consolidated the cases and ruled in favor of the taxpayers.

<strong>Issue(s)</strong>

1. Whether the Corporation was adequately capitalized, even with a high debt-to-
equity ratio?

2. Whether the transfer of assets to the Corporation for consideration was a bona
fide sale or a disguised contribution to capital?

3. Whether payments by the Corporation on the purchase price of the assets
transferred represented payments of proceeds of a sale or dividend distributions?

4. Whether amounts accrued as interest on the deferred installments of the
purchase price were deductible by the Corporation?

5. Whether the basis of the depreciable assets transferred was the price fixed in the
purchase agreement?

<strong>Holding</strong>
1. Yes, the corporation was adequately capitalized.
2. Yes, the transfer of assets for consideration was a bona fide sale.

3. Yes, the payments by the Corporation on the purchase price represented
payments of proceeds of a sale.

4. Yes, amounts accrued as interest on the deferred installments were deductible.

5. Yes, the basis of the depreciable assets transferred was the price fixed in the
purchase agreement.

<strong>Court’s Reasoning</strong>

The court began by recognizing the IRS’s argument that the sale, in substance, was
a capital contribution because of the high debt-to-equity ratio (approximately 486 to
1). However, the court found that the corporation also received significant,
unquantified assets from the partnership, such as valuable licensing agreements,
goodwill, and contracts, having a “substantial value... of several hundred thousand
dollars.” The court found this additional influx of assets sufficient to support the
capitalization. Furthermore, the Court determined that the selling price of the
machines did not exceed the fair market value. The court observed that the
machines were valued based on their price for foreign sales, which was used by
competitors, and the actual value was also supported by the substantial rentals the
corporation received, and the sale represented a bona fide transaction. “So long as
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the Corporation was provided with adequate capital... we know of no reason why the
organizers of the Corporation could not sell other assets to the Corporation
providing the selling price was not out of line with realities.” (citing <em>Bullen v.
State of Wisconsin</em>, 240 U.S. 625).

<strong>Practical Implications</strong>

This case is a pivotal reminder that form is not always determinative in tax law.
Although a high debt-to-equity ratio is a red flag, courts will look at the economic
substance of the transaction. Practitioners must carefully analyze the entire context
of a transaction to determine whether the transaction is a genuine sale, a capital
contribution, or a hybrid of both. When advising clients, ensure that the total
consideration paid to the corporation for the transferred assets, considering tangible
and intangible assets, justifies the debt structure. It also demonstrates that a
valuation based on the market is essential, to avoid a challenge from the IRS, and
that such value may include the value of the underlying patents or other intangible
rights. Later cases have cited <em>Perrault</em> for its analysis of the thin
capitalization doctrine and its emphasis on economic substance.
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