30 T.C. 944 (1958)

The receipt of securities payable only out of income may be treated as a
continuation of a stockholder’s interest rather than a termination, and the basis of
inherited stock is determined by its fair market value at the time of death, especially
when no federal estate tax return is filed.

Summary

In Duerr v. Commissioner, the U.S. Tax Court addressed two issues: whether the
receipt of “debentures” by the taxpayer from a corporation was essentially a taxable
dividend, and the correct basis for the taxpayer’s inherited stock. The court held
that the debentures, being payable only out of income, did not constitute a complete
termination of the taxpayer’s interest and were essentially equivalent to a dividend.
Additionally, the court ruled that the basis of the inherited stock was the value
appraised for state inheritance tax purposes because no federal estate tax return
was filed. The decision emphasizes the importance of substance over form in tax law
and the significance of established regulations.

Facts

Mary Duerr, the petitioner, received debenture bonds from P. A. Vogel & Sons
Company (Vogel) in exchange for preferred stock and in lieu of accrued dividends.
These debentures were payable only out of the company’s income. The value of
Duerr’s Vogel stock was appraised for Kentucky inheritance tax purposes following
her husband’s death. No federal estate tax return was filed. The IRS treated a
portion of the debentures as a dividend and determined that the basis of the
inherited stock should be based on its appraised value for state inheritance tax.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Mary Duerr’s
income tax for 1952. Duerr contested this determination in the U.S. Tax Court.

Issue(s)

1. Whether the receipt of debenture bonds from the corporation was essentially
equivalent to a dividend, given that the bonds were issued in exchange for preferred
stock and accrued dividends.

2. Whether the Commissioner correctly determined the basis of the petitioner’s
inherited stock using the value established for Kentucky inheritance tax purposes.

Holding

1. Yes, because the debentures were payable out of income only and did not
represent a complete termination of the petitioner’s interest in the corporation, they
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were essentially equivalent to a dividend.

2. Yes, because in the absence of a Federal estate tax return, the value as appraised
for state inheritance tax purposes is deemed the fair market value at the date of
death.

Court’s Reasoning

Regarding the first issue, the court distinguished the case from those where the
taxpayer fully terminated their interest in the corporation. It found that the
debentures were more akin to preferred stock than debentures because they were
payable only out of income, indicating that the holders shared in the risks of the
enterprise. The court cited Jewel Tea Co. v. United States in support of this
interpretation. The court focused on the substance of the transaction, noting that
the exchange restored dividend and liquidation preferences similar to the original
preferred stock before a prior amendment. Since the petitioner did not fully
terminate her interest, the distribution was deemed a dividend. Regarding the basis
of the inherited stock, the court applied the IRS regulations, which state that when
no federal estate tax return is filed, the value for state inheritance tax purposes is
the fair market value at death. The court further noted that the taxpayer failed to
provide any evidence to challenge the IRS’s determination, and therefore the IRS
determination was valid.

Practical Implications

This case reinforces the principle that in tax law, substance prevails over form.
Attorneys advising clients on corporate transactions must carefully analyze the
economic reality of the deal. If a transaction, though structured as a sale or
exchange, functions like a dividend, it will be taxed accordingly. The case also
underscores the importance of filing a federal estate tax return. Failure to do so may
result in the IRS using state inheritance tax appraisals to determine fair market
value, potentially impacting capital gains or losses. Moreover, the case highlights
how distributions, even in the form of securities, that reduce corporate surplus can
be treated as taxable distributions, emphasizing the importance of proper
accounting and analysis of corporate financial statements. Later cases may cite
Duerr for its analysis of the economic substance of a transaction when determining
if it is essentially equivalent to a dividend.

Meta Description

This case explains the tax treatment of corporate distributions (dividends vs. capital
gains) and the determination of basis for inherited stock when no federal estate tax
return is filed.
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