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33 T.C. 827 (1960)

To deduct operating and maintenance expenses exceeding rental income, a personal
holding company must demonstrate it received the highest rent obtainable and that
the property was held for a bona fide business purpose.

Summary

Dwinnell  & Company (Dwinnell),  a personal holding company, sought to deduct
expenses exceeding rental income from its farm operations. The IRS disallowed
these deductions, and the Tax Court addressed two main issues: whether Dwinnell
met the requirements of I.R.C. § 505(b) allowing for such deductions and whether
the company’s  failure to file  personal  holding company tax returns was due to
reasonable cause, thus avoiding penalties. The court found that Dwinnell satisfied
the conditions for the deductions by demonstrating that the rent received was the
highest obtainable, and that the property was held in the course of a bona fide
business. However, the court upheld penalties for failure to file personal holding
company returns,  as  the  company’s  ignorance of  its  personal  holding company
status, coupled with a failure to seek expert tax advice, did not constitute reasonable
cause.

Facts

Dwinnell, a Delaware corporation, was a personal holding company. The company
operated a farm, Pine Tree Farms, producing eggs and poultry. From 1941 to 1951,
the farm incurred substantial losses. Dwinnell rented a farm residence to its former
manager for $30 per month, and he also acted as watchman and protector of the
farm property.  Dwinnell  made  efforts  to  sell  the  property,  but  no  offers  were
received. The company did not file personal holding company tax returns for 1951
and 1952, and its officers were unaware of the personal holding company status
until 1955. The returns for the years 1951 and 1952 were prepared by the treasurer,
who  was  experienced  in  making  out  tax  returns,  but  not  a  tax  expert.  The
corporation’s rent income was also materially depressed due to the destruction of
the Majestic Hotel building, owned by petitioner and a source of rental income.

Procedural History

The IRS determined deficiencies in Dwinnell’s personal holding company surtax and
assessed penalties for failure to file personal holding company tax returns for 1951
and 1952. The case was brought before the United States Tax Court.

Issue(s)

1. Whether Dwinnell met the requirements of I.R.C. § 505(b) to deduct expenses and
depreciation in excess of rental income.

2. Whether Dwinnell’s failure to file personal holding company tax returns for 1951
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and 1952 was due to reasonable cause and not willful neglect.

Holding

1. Yes, because the rent received was the highest obtainable, and the property was
held in the course of a business carried on bona fide for profit.

2. No, because the company’s lack of awareness of its personal holding company
status was not due to reasonable cause.

Court’s Reasoning

The court first addressed the requirements for deducting expenses exceeding rental
income under I.R.C. § 505(b). The court held that Dwinnell satisfied the statute
because it was actively attempting to rent the property at market value, and the rent
received  was  the  highest  obtainable,  or,  if  none  was  received,  that  none  was
obtainable.  The court  found that the property was operated in the course of  a
business carried on bona fide for profit. The second issue concerned penalties for
failing to file personal holding company tax returns. The court found that the failure
to file was not due to reasonable cause. The Court stated, “In a system based upon
self  assessment,  the  duty  of  a  taxpayer  to  file  his  return (with  all  information
required) exists even though such a duty arises with respect to a “complicated”
statutory  provision.”  The  court  noted  that  while  the  officers  were  unaware  of
Dwinnell’s status as a personal holding company, they had not sought expert tax
advice, and their reliance on a misinterpretation of advice from a CPA, did not
constitute reasonable cause. The court pointed out that the company’s returns did
not disclose its personal holding company status.

Practical Implications

This case underscores the importance of seeking expert tax advice, especially for
corporations  with  complex  financial  structures.  The  court  emphasized  that
ignorance of the law is not a valid excuse for failing to comply with tax obligations.
Taxpayers, particularly those operating in areas with specific tax regulations, should
proactively  seek  competent  advice.  For  personal  holding  companies,  this  case
highlights  the  rigorous  requirements  for  deducting  operating  and  maintenance
expenses exceeding rental  income,  and the necessity  of  documenting efforts  to
obtain the highest possible rental income. Furthermore, this case underscores the
significance  of  carefully  completing  tax  forms  and  disclosing  all  relevant
information, since failure to do so can lead to penalties, even when a company is
unaware of its personal holding company status. Courts will look at whether the
taxpayer acted with ordinary business care and prudence.


