Sholund v. Commissioner, 50 T. C. 503 (1968)

Taxpayers must report interest income and gain from an installment sale even if
payments are directed to a third party for commission payments.

Summary

In Sholund v. Commissioner, the Tax Court held that taxpayers must report interest
income and gain from the sale of property on an installment basis, even when they
directed payments to a real estate broker for commission. The taxpayers sold the
Evergreen Ballroom, agreeing to defer the broker’s commission until the buyer
made payments. The court rejected the taxpayers’ argument that they were mere
conduits for these payments, emphasizing their legal obligation to pay the
commission. Additionally, the court disallowed various business expense deductions
claimed by one taxpayer, finding insufficient evidence connecting these expenses to
his law practice.

Facts

In 1964, Ronald W. Sholund and Mary C. Erickson, partners in the Evergreen
Ballroom, engaged Tacoma Realty, Inc. to sell the property. They sold it to Richard
B. Campbell for $55,000, with $10,000 down and the balance payable in monthly
installments of $300 plus 6% interest. The sellers agreed to defer the $4,000
commission until Campbell made payments, instructing the bank to remit $300
monthly to the broker until the commission was paid. On their tax returns, the
taxpayers reported the sale but did not include interest income or gain from the
monthly payments. Ronald Sholund also claimed various business expense
deductions related to his law practice, including campaign costs, automobile
expenses, and golf club dues.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the taxpayers’
federal income taxes for 1964 and 1965. The taxpayers petitioned the U. S. Tax
Court, challenging the adjustments related to the Evergreen Ballroom sale and
Ronald’s business expense deductions. The court held hearings and issued its
decision on June 24, 1968.

Issue(s)

1. Whether the taxpayers must report interest income in 1964 and 1965 and gain
from the sale of the Evergreen Ballroom in 1965.

2. Whether Ronald Sholund’s claimed business expense deductions for 1964 and
1965 were properly disallowed by the Commissioner.

Holding
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1. Yes, because the taxpayers were legally obligated to pay the broker’s commission
and were not mere conduits for the payments made by the buyer.

2. No, because Ronald Sholund failed to meet his burden of proof in demonstrating
that the claimed expenses were ordinary and necessary for his law practice.

Court’s Reasoning

The court applied the principle that taxpayers must report income from an
installment sale, regardless of arrangements made for payment distribution. The
court rejected the taxpayers’ argument that they were mere conduits, citing their
legal obligation to pay the commission as established by the sales agreement and
commission agreement. The court emphasized that the deferred payment
arrangement was merely a convenient method of payment, not altering their
liability. For Ronald Sholund’s business expense deductions, the court applied
section 162(a) of the Internal Revenue Code, requiring expenses to be ordinary and
necessary for a trade or business. The court found that Ronald did not provide
sufficient evidence connecting his campaign costs, automobile expenses, and golf
club dues to his law practice, thus upholding the Commissioner’s disallowance.

Practical Implications

This decision clarifies that taxpayers must report income from installment sales even
if payments are directed to a third party for commission payments. Attorneys should
advise clients to report such income accurately to avoid deficiencies. The ruling also
underscores the importance of maintaining detailed records to substantiate business
expense deductions, particularly for expenses that may appear personal or social in
nature. This case has influenced subsequent tax cases involving the allocation of
income from sales and the substantiation of business expenses, reinforcing the need
for clear evidence of business purpose and benefit.
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