28 T.C. 1121 (1957)

When related entities are not dealing at arm’s length, the IRS can reallocate income
and deductions to accurately reflect the true taxable income of each entity, even if
no tax evasion is intended.

Summary

V & M Homes, Inc. (V&M) constructed an apartment complex for Cherry Gardens
Apartments, Inc. (Cherry Gardens), both companies being equally owned and
controlled by the same individuals. The construction was subcontracted to Superior
Construction Company, a partnership also owned by the same individuals. V&M
claimed a loss on the project due to construction costs exceeding the contract price.
The IRS disallowed the loss, arguing the transactions weren’t at arm’s length and
reallocated the excess costs to the cost basis of the apartment complex. The Tax
Court agreed, holding that because the entities were controlled by the same
interests and the contracts were not the result of arm’s-length negotiations, the IRS
could reallocate the costs to clearly reflect income. This case highlights the
importance of independent dealings between related entities for tax purposes.

Facts

V & M Homes, Inc. and Cherry Gardens Apartments, Inc. were corporations owned
equally by H.F. Van Nieuwenhuyze (Vann) and W.W. Mink. Superior Construction
Company was an equal partnership of Mink and Vann. In 1951, V&M contracted
with Cherry Gardens to build a 50-unit apartment for $300,000, based on an
estimate made by Mink. V&M subcontracted the construction to Superior for the
same amount. Superior exhausted its funds before completion, and V&M provided
additional funds, completing the project for $60,360.56 over budget. V&M claimed a
loss for the excess costs. No performance bonds or completion insurance was
required. The same individuals controlled all three entities.

Procedural History

The IRS determined deficiencies in V&M’s income tax for fiscal years 1951 and
1952, disallowing the claimed loss and reallocating the excess construction costs to
the cost basis of Cherry Gardens. The Tax Court reviewed the IRS’s decision based
on the facts presented.

Issue(s)

Whether V&M Homes, Inc. sustained an allowable loss for the fiscal year ended
November 30, 19527

Holding

No, because the contracts between V&M, Cherry Gardens, and Superior were not
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arm’s-length transactions, therefore V&M was not entitled to deduct the excess cost
as a loss.

Court’s Reasoning

The court referenced Internal Revenue Code Section 45, which grants the
Commissioner broad powers to allocate income and deductions between
organizations controlled by the same interests if necessary to prevent tax evasion or
to clearly reflect income. The court found that the contracts between V&M, Cherry
Gardens, and Superior were not arm’s-length transactions due to common
ownership and control. The court emphasized the absence of competitive bidding,
performance bonds, and the fact that V&M did not anticipate any profit.
Additionally, the court noted that the failure to amend the contract to reflect the
increased costs indicated a lack of true economic loss and was a decision made
based on their shared ownership and control. The court determined that the excess
costs should be added to the cost basis of the apartments.

Practical Implications

This case underscores the importance of conducting business transactions between
related entities as if they were independent parties. Attorneys advising closely held
corporations and their owners must ensure that transactions are structured with
arm’s-length terms, including competitive bidding, and detailed contracts.
Otherwise, the IRS may reallocate income, deductions, or credits. This decision
highlights that the IRS can reallocate income to reflect the substance of a
transaction, even absent evidence of tax evasion, when related entities do not deal
at arm’s length. This case is still relevant today and informs the analysis of related-
party transactions in various business contexts, including transfer pricing and
consolidated tax returns. The allocation of cost is crucial for tax planning and
compliance, emphasizing the need for independent and well-documented
transactions between controlled entities.
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