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Honigman v. Commissioner, 55 T. C. 1067 (1971)

When a corporation sells property to a shareholder below fair market value, the
difference between the sale price and fair market value is treated as a taxable
dividend.

Summary

National Building Corp. sold the Pantlind Hotel to Edith Honigman, a shareholder,
for less than its fair market value. The court determined the hotel’s fair market
value was $830,000, not the $661,280 paid by Honigman, resulting in a taxable
dividend equal  to  the  difference.  The  transaction  was  not  considered a  partial
liquidation, so the dividend was taxable as ordinary income. National was allowed to
deduct the loss on the sale based on the difference between the hotel’s adjusted
basis  and  its  fair  market  value.  Additionally,  the  court  ruled  that  certain
expenditures by National for garage floor replacements were capital expenditures,
not deductible as repairs.

Facts

National Building Corp. owned and operated commercial real estate, including the
Pantlind Hotel in Grand Rapids, Michigan. The hotel was sold to Edith Honigman,
who owned 35% of National’s stock, for $661,280. 21 on May 27, 1963. The sale
price included assumption of a mortgage and taxes, plus $50,000 in cash. National
had unsuccessfully tried to sell the hotel at a higher price to outside parties before
selling  it  to  Honigman.  After  the  sale,  National  adopted  a  plan  of  complete
liquidation under section 337. The Commissioner determined the hotel’s fair market
value  was  $1,300,000,  asserting  a  taxable  dividend  to  Honigman equal  to  the
difference between the fair market value and the sale price.

Procedural History

The  Commissioner  issued  notices  of  deficiency  to  Jason  and  Edith  Honigman,
asserting  they  received  a  taxable  dividend  from the  below-market  sale  of  the
Pantlind Hotel. The Honigmans, along with other transferees of National’s assets,
contested the deficiencies in the U. S. Tax Court, where the cases were consolidated
for trial.

Issue(s)

1. Whether the transfer of the Pantlind Hotel to Edith Honigman was in part a
dividend distribution to the extent the fair market value exceeded the sale price?
2. If so, whether the dividend qualifies as a distribution in partial liquidation under
section 346?
3. Whether National was entitled to deduct a loss on the sale of the hotel?
4. Whether expenditures for garage floor replacements and engineering services
were deductible as ordinary and necessary business expenses?
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Holding

1. Yes, because the difference between the fair market value of $830,000 and the
sale price of $661,280. 21 represented a distribution of National’s earnings and
profits to Honigman.
2. No, because the transaction did not involve a stock redemption and was not
pursuant to a plan of partial liquidation.
3. Yes, because the sale was treated as partly a dividend and partly a sale, allowing
National to deduct the difference between the hotel’s adjusted basis of $1,468,168.
51 and its fair market value of $830,000.
4. No, because the expenditures for replacing entire floor bay areas and engineering
services were capital in nature, not deductible as repairs.

Court’s Reasoning

The  court  applied  the  capitalization-of-earnings  approach  to  value  the  hotel  at
$830,000, rejecting the Commissioner’s $1,300,000 valuation and the Honigmans’
lower estimates. The court held that the difference between the fair market value
and the sale price constituted a taxable dividend under section 316, as it was a
distribution of earnings and profits. The intent of the parties was deemed irrelevant,
and the transaction was not considered a partial liquidation under section 346 due
to the lack of a stock redemption. National was allowed to deduct a loss based on
the difference between the hotel’s adjusted basis and fair market value, as the
transaction was treated as partly a sale. Expenditures for replacing entire floor bay
areas were capital improvements, not repairs, and thus not currently deductible.
The court allocated $2,500 of the expenditures to patchwork repairs, allowing a
deduction for that amount.

Practical Implications

This decision emphasizes the tax consequences of below-market property transfers
to shareholders. Corporations must carefully consider the fair market value of assets
when selling to shareholders to avoid unintended dividend distributions. The ruling
clarifies that such transactions are treated as partly dividends and partly sales,
allowing corporations to deduct losses based on the difference between the asset’s
basis and fair market value. Practitioners should advise clients to document the fair
market value of transferred assets and consider the tax implications of below-market
sales. The case also highlights the importance of distinguishing between capital
expenditures and deductible repairs, particularly in real estate contexts.


