Royal Little and Augusta W. E. Little, Petitioners, v. Commissioner of
Internal Revenue, Respondent, 31 T.C. 607 (1958)

The failure to exercise an option to purchase stock results in a short-term capital
loss under section 117(g) of the Internal Revenue Code, and a loss incurred in a
transaction with a closely held family corporation may not be deductible as an
ordinary loss.

Summary

The United States Tax Court addressed three issues regarding income tax liability.
First, whether the $50,000 cost of an unexercised stock option resulted in an
ordinary loss or a short-term capital loss. The court held it was a short-term capital
loss. Second, the court determined the amount of a casualty loss from storm damage
to a seaside residence. Third, the court examined whether the transfer of a note to a
closely held family corporation for stock of lesser value resulted in a deductible loss.
The court determined that this was not deductible. The decision clarified the tax
implications of option expirations, property losses, and transactions with related
entities.

Facts

Royal Little paid $50,000 for an option to purchase Textron stock but did not
exercise it. A storm caused damage to the Little’s seaside residence. Augusta Little
surrendered a $100,000 note of American Associates, Inc., a closely held corporation
in which the Little family had significant ownership, in exchange for $81,750 worth
of Textron stock. The Commissioner of Internal Revenue determined a deficiency in
the Little’s income tax for 1950, disallowing certain claimed deductions and
reclassifying the nature of certain losses.

Procedural History

The Commissioner determined a tax deficiency against the Petitioners. The
Petitioners contested the determination in the United States Tax Court. The Tax
Court reviewed the stipulated facts and evidence presented by the Petitioners and
the Commissioner, and rendered a decision under Rule 50.

Issue(s)

1. Whether the failure to exercise a stock option resulted in a short-term capital
loss or an ordinary loss.

2. What was the amount of the deductible loss caused by the storm damage to the
seaside residence?

3. Whether the exchange of a note for stock in a closely held corporation,
resulting in a loss, was deductible.

Holding
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1. No, the court held that the failure to exercise the stock option resulted in a
short-term capital loss.

2. Yes, the court held that the petitioners were entitled to a casualty loss
deduction of $12,500.

3. No, the court held that the exchange of the note for stock did not result in a
deductible loss.

Court’s Reasoning

The court applied Section 117(g) of the Internal Revenue Code, which states that
“gains or losses attributable to the failure to exercise privileges or options to buy or
sell property shall be considered as short-term capital gains or losses.” The court
rejected the petitioners’ argument that the option loss should be treated as ordinary
because the option was related to an employer-employee relationship, as there was
no exception for such situations in Section 117(g). Regarding the casualty loss, the
court accepted the real estate appraiser’s valuation testimony to determine the
property’s before-and-after storm values. In considering the loss claimed in
connection with the note transfer, the court scrutinized the transaction because it
involved a closely held family corporation. The court found no satisfactory
explanation for Augusta’s willingness to accept property worth $81,750 for a note
that had recently cost her $100,000, suggesting a possible contribution to the
corporation, and therefore, disallowed the loss deduction.

Practical Implications

This case reinforces the tax treatment of option losses under IRC § 1234, ensuring
that taxpayers who fail to exercise options recognize short-term capital losses. It
also highlights the importance of substantiating property valuations for casualty
losses with competent evidence. Further, the court’s scrutiny of transactions
between related parties serves as a reminder that the substance of the transaction,
rather than its form, will govern the tax consequences. Taxpayers should carefully
document and justify the economic rationale behind transactions with related
entities to support loss deductions and avoid potential challenges by the IRS. The
case underscores the need for professional valuation of assets for losses, particularly
when such losses involve family corporations or closely held entities.
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