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Garrison v. Commissioner, 52 T. C. 281 (1969)

Excessive  compensation  payments  made  during  corporate  liquidation  may  be
treated as distributions in liquidation if they were paid due to the recipient’s status
as a shareholder.

Summary

In Garrison v. Commissioner, the Tax Court addressed whether a $15,000 portion of
a $40,000 bonus paid to Joseph Garrison,  the principal  stockholder of  Garrison
Produce Co. ,  during its liquidation should be treated as compensation or as a
liquidating distribution. The bonus was deemed excessive by the IRS, leading to a
dispute over its tax treatment. The court held that, given the timing and context of
the payment during the corporation’s liquidation, the $15,000 was a distribution in
liquidation, subject to capital gains treatment rather than ordinary income, due to
Garrison’s status as a controlling shareholder.

Facts

Joseph Garrison was the principal stockholder, officer, and employee of Garrison
Produce Co. , which decided to liquidate in October 1963. The company ceased
operations and sold its assets in November 1963. In January 1964, Garrison was
voted a $40,000 bonus for 1963, which was paid in March 1964. The IRS later
disallowed $15,000 of this bonus as excessive compensation. The liquidation was
completed in  July  1964,  with  Garrison receiving additional  distributions  for  his
shares.

Procedural History

The IRS determined a deficiency in Garrison’s 1964 income tax, treating the $15,000
as ordinary income. Garrison contested this, claiming the amount should be treated
as a liquidating distribution. The Tax Court reviewed the case to determine the
correct tax treatment of the $15,000.

Issue(s)

1. Whether the $15,000 disallowed as excessive compensation should be treated as a
distribution in liquidation under section 331(a)(1) of the Internal Revenue Code,
rather than as compensation.

Holding

1. Yes, because the payment was made to Joseph Garrison due to his status as a
controlling shareholder during the company’s liquidation process, it constituted a
distribution in complete liquidation under section 331(a)(1).

Court’s Reasoning
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The court’s decision was based on the factual context of the payment during the
company’s liquidation. It rejected the estoppel argument, noting different parties
were involved and no prior binding agreement existed. The court emphasized that
the label of compensation was not conclusive and focused on the actual nature of the
payment. The timing of the bonus, after the decision to liquidate and cessation of
business, suggested it was more a distribution to shareholders than compensation
for services. The court relied on regulations that allow reclassification of payments if
they bear a close relationship to stockholdings, even if not pro rata, especially in
closely held family corporations. The court also considered the “pattern of family
solidarity” common in such companies. The court concluded that the payment was
made because of  Garrison’s  shareholder status,  thus qualifying as a liquidating
distribution under section 331(a)(1).

Practical Implications

This decision underscores the importance of examining the substance over the form
of payments made during corporate liquidation. For legal practitioners, it highlights
the need to analyze the context and intent behind payments, especially in closely
held family corporations, to determine their correct tax treatment. The ruling allows
for  the  potential  reclassification  of  excessive  compensation  as  liquidating
distributions, which can significantly impact tax liabilities by allowing capital gains
treatment. This case also sets a precedent for similar situations, where payments
during liquidation might  be scrutinized for  their  true nature.  Later  cases  have
referenced  Garrison  to  distinguish  between  compensation  and  distributions  in
liquidation, affecting how attorneys structure and advise on corporate liquidations.


