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Mendelson v. Comm’r, 52 T. C. 727 (1969)

A  transferee  may  not  be  held  liable  for  a  transferor’s  tax  deficiencies  if  the
transferred assets were received in satisfaction of a bona fide claim, even if the
transferor was insolvent.

Summary

Mendelson v. Comm’r addresses the issue of transferee liability under the Internal
Revenue  Code  of  1939,  where  the  petitioners,  Ruth  Mendelson  and  Gertrude
Rosenthal, were assessed for tax deficiencies owed by Louis D. Rosenthal. The court
held that Gertrude Rosenthal was not liable as a transferee for funds returned to her
husband or received in satisfaction of a bona fide claim. However, she was liable for
funds received without consideration and used to pay her husband’s debts without
proving those debts’ priority over the government’s claim. The decision was based
on Illinois law regarding fraudulent conveyances and the nature of bona fide claims.

Facts

Gertrude Rosenthal’s husband, Louis D. Rosenthal, died insolvent with significant
tax liabilities for 1947 and 1948. Gertrude had given her husband her earnings from
1950 to 1958, believing he would save them for their future use. In 1962, Louis sold
stock and transferred $10,000 to Gertrude, which she later returned to him. Louis
also transferred funds to a joint account, which Gertrude withdrew and claimed as
her own. Additionally, she received an automobile and a bonus check from Louis,
using part of the latter to pay his debts.

Procedural History

The Commissioner of Internal Revenue determined that both Ruth Mendelson and
Gertrude  Rosenthal  were  liable  as  transferees  for  Louis  D.  Rosenthal’s  tax
deficiencies. The Commissioner conceded Ruth’s non-liability at trial. The Tax Court
found Gertrude liable for certain transfers but not others, based on the nature of the
transfers and applicable Illinois law.

Issue(s)

1. Whether Gertrude Rosenthal is liable as a transferee for funds she returned to her
husband?
2. Whether Gertrude Rosenthal is liable as a transferee for funds and property she
received in satisfaction of a bona fide claim against her husband?
3. Whether Gertrude Rosenthal is liable as a transferee for funds she received from
her husband and used to pay his debts?

Holding

1. No, because she returned the funds to her husband before the Commissioner took
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action to collect.
2. No, because under Illinois law, she received these funds in satisfaction of a bona
fide claim without needing to show priority over the Commissioner’s claim.
3. Yes, because she failed to prove that the debts she paid had priority over the
Commissioner’s claim.

Court’s Reasoning

The court applied Illinois law on fraudulent conveyances, which does not void a
transfer made in satisfaction of a bona fide debt, even if the debtor is insolvent. The
court found that Gertrude’s claim against her husband was valid and subsisting, and
her withdrawal of funds from a joint account was in satisfaction of this claim. The
court also noted that a retransfer of funds to the transferor before the creditor takes
action purges the original transfer of fraud. For the funds used to pay Louis’s debts,
the court  followed its  precedent  that  such payments  do not  absolve transferee
liability unless the debts paid have priority over the government’s tax claim, which
Gertrude failed to prove.

Practical Implications

This decision clarifies that a transferee is not liable for a transferor’s tax deficiencies
when assets are received in satisfaction of a bona fide claim, regardless of the
transferor’s insolvency. It impacts how attorneys analyze transferee liability cases,
emphasizing the importance of  proving the bona fide nature of  claims and the
priority of debts paid. Practitioners should consider state fraudulent conveyance
laws when advising clients on potential transferee liability. The case also highlights
the need for clear evidence regarding the use of transferred funds and the nature of
any debts paid with them.


