Cardinal Corp. v. Commissioner, 52 T. C. 119 (1969)

Money received by a corporation from invalid stock purchase contracts is not
taxable income if it is treated as received in exchange for stock under IRC Section
1032.

Summary

In Cardinal Corp. v. Commissioner, the Tax Court ruled that $402,524. 71 received
by Cardinal Corporation from its preferred shareholders was not taxable income.
The shareholders had sold common stock under contracts later deemed invalid
under Kentucky law due to their fiduciary roles as directors. The court applied IRC
Section 1032, holding that the funds were received in exchange for stock.
Additionally, the court allowed deductions for legal and actuarial fees related to
state investigations into these stock sales, affirming these as ordinary and necessary
business expenses under IRC Section 162(a).

Facts

Cardinal Corporation issued contracts in 1956 to its preferred shareholders,
allowing them to purchase common stock. These shareholders, most of whom were
directors, entered into an agreement with Buckley Enterprises to sell the stock to
the public, receiving $402,524. 71 in profits. In 1958, following a state investigation,
it was determined that these contracts were invalid under Kentucky law due to the
shareholders’ fiduciary duties. Consequently, the shareholders returned their profits
to Cardinal. The IRS sought to include this amount in Cardinal’s gross income for
1958.

Procedural History

The IRS issued a notice of deficiency to Cardinal Corporation for the tax years 1958
and January 1 to November 10, 1959, including the $402,524. 71 in gross income
and disallowing deductions for legal and actuarial fees. Cardinal petitioned the U. S.
Tax Court, which heard the case and ruled in favor of Cardinal on the tax treatment
of the $402,524. 71 and the deductibility of the fees.

Issue(s)

1. Whether the $402,524. 71 received by Cardinal Corporation in 1958 was
includable in its gross income.

2. Whether Cardinal Corporation could deduct legal fees of $17,264. 75 paid in
1958.

3. Whether Cardinal Corporation could deduct actuarial fees of $5,909. 73 paid in
1958.

Holding
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1. No, because the funds were received in exchange for stock under IRC Section
1032, as the contracts with the shareholders were invalid under Kentucky law,
making the funds essentially payments for stock issuance.

2. Yes, because the legal fees were for services rendered to Cardinal Corporation
and were ordinary and necessary business expenses under IRC Section 162(a).

3. Yes, because the actuarial fees were for services related to a state-mandated
examination and were an ordinary and necessary business expense under IRC
Section 162(a).

Court’s Reasoning

The court applied IRC Section 1032, which excludes from gross income amounts
received in exchange for a corporation’s stock. The key issue was whether the
$402,524. 71 was received in exchange for stock. The court found that the contracts
with the shareholders were invalid under Kentucky law due to the fiduciary duties of
the shareholders, most of whom were directors. This meant that Cardinal should be
treated as having received the funds directly in exchange for the stock issued. The
court cited Kentucky case law, including Zahn v. Transamerica Corp. , to support its
conclusion that fiduciaries cannot profit at the expense of the corporation. For the
legal and actuarial fees, the court found these to be ordinary and necessary
expenses under IRC Section 162(a), as they were directly related to Cardinal’s
business operations and state investigations.

Practical Implications

This decision clarifies that funds received under invalid contracts can be treated as
received in exchange for stock, thus not taxable under IRC Section 1032. It
underscores the importance of understanding state corporate governance laws,
particularly regarding fiduciary duties, in tax planning and corporate transactions.
Practitioners should be aware that legal and actuarial fees related to state
investigations may be deductible as ordinary and necessary business expenses. This
ruling could impact how corporations structure stock sales and manage their tax
liabilities, especially in cases where shareholder agreements are challenged.
Subsequent cases may reference this decision when addressing the tax treatment of
funds received under disputed contracts.
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