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32 T.C. 411 (1959)

When a taxpayer transfers property to a controlled corporation, and the corporation
assumes liabilities exceeding the property’s basis, the excess liability is considered
money received, and the gain is recognized if the principal purpose of the liability
assumption was tax avoidance.

Summary

The  case  involves  W.  H.  Weaver,  who,  along  with  his  wife,  built  houses  and
transferred them to wholly-owned corporations. The corporations assumed Weaver’s
liabilities related to the construction loans.  The Tax Court held that,  under the
Internal Revenue Code, the assumption of liabilities was equivalent to receiving
money,  triggering a taxable gain.  The court  found that the primary purpose of
Weaver in structuring the transaction this way was to avoid federal income tax, thus
the gain, representing the difference between the loan amount and the cost of the
properties,  was  taxable  as  ordinary  income,  not  capital  gain.  The  case  also
addresses the tax treatment of redemptions of stock by other corporations owned by
the Weavers, concluding these were taxable as ordinary income under collapsible
corporation rules.

Facts

W. H. Weaver, along with his wife, built houses and transferred the properties to
four corporations that they wholly owned. The corporations assumed outstanding
liabilities from construction loans taken out by Weaver. The total amount of the
loans assumed by the corporations exceeded Weaver’s cost basis in the properties
by $157,798.04. Weaver and his wife also owned stock in two other corporations,
Bragg Investment Co. and Bragg Development Co. These corporations redeemed
their Class B stock in 1951 and 1953.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Weaver’s income
tax for 1951 and 1953. The Weavers contested these deficiencies in the United
States Tax Court, asserting that the transactions were tax-free exchanges under the
Internal Revenue Code. The Commissioner, in an amended answer, argued that the
assumption of liabilities should be treated as taxable income or alternatively as
short-term capital gains. The Tax Court sided with the Commissioner on both counts.

Issue(s)

1. Whether the redemptions of Class B stock by Bragg Development Company and
Bragg Investment  Company resulted  in  ordinary  income to  the  Weavers  under
Internal Revenue Code Section 117(m).

2. Whether Weaver realized income as a result of transferring properties to his
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wholly-owned corporations,  and  the  corporations  assuming his  liabilities,  under
Internal Revenue Code Section 22(a) or 112(k).

Holding

1. Yes, because the corporations were considered collapsible corporations under
section 117(m), the redemptions resulted in ordinary income.

2. Yes, because the assumption of liabilities in excess of the property’s basis was
considered money received, and Weaver’s primary purpose was tax avoidance, the
gain was recognized and taxable as ordinary income.

Court’s Reasoning

Regarding the stock redemptions,  the court followed its  prior decision in R.  A.
Bryan,  <span  normalizedcite="32  T.C.  104“>32  T.C.  104,  finding  the  Bragg
corporations  to  be  collapsible  corporations,  thus  classifying  the  redemption
proceeds as ordinary income. The court found the transfer of the properties to the
corporations subject to the assumption of Weaver’s liabilities was subject to the tax
avoidance rules of Section 112(k) because the amount of the liabilities assumed by
the corporations exceeded Weaver’s basis in the property. The court determined
that Weaver’s primary purpose in having the corporations assume his liabilities was
to avoid federal income tax, specifically on the excess of the loans over his basis in
the  properties.  “The  principal  purpose  of  the  petitioner  with  respect  to  the
assumption or the acquisition by the four corporations of the indebtedness was a
purpose to avoid Federal income tax on the exchanges.”

Practical Implications

This case underscores the importance of understanding the tax implications when
transferring property to a controlled corporation, particularly when the corporation
assumes existing liabilities.  Attorneys advising clients in similar  situations must
consider:

–  The  potential  application  of  Section  112(k),  which  treats  the  assumption  of
liabilities as consideration received. This could cause taxable gain if the principal
purpose of the liability assumption is to avoid tax.

– The burden of proof rests on the government to prove the tax avoidance purpose
under Section 112(k), if that is not already evident.

– The importance of documenting and demonstrating legitimate business purposes
for structuring the transfer. This can help rebut the presumption of tax avoidance.

– How this ruling would be applied in future cases involving similar real estate
developments or property transfers to controlled corporations. Later cases would
likely  analyze  the  taxpayer’s  intent  and  the  existence  of  a  legitimate  business
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purpose.


