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Diamond v. Commissioner, 44 T. C. 399 (1965)

Payments  to  others  must  be  ordinary  and  necessary  business  expenses  to  be
deductible under Section 162 of the Internal Revenue Code.

Summary

In  Diamond  v.  Commissioner,  the  Tax  Court  ruled  that  payments  made  by  a
mortgage broker to the controlling family of a savings and loan association were not
deductible as ordinary and necessary business expenses under Section 162. The
court found that the taxpayer, Sol Diamond, could not exclude these payments from
his gross income nor claim them as deductions due to lack of proof that they were
customary in the industry and the secretive nature of the transactions. Additionally,
the court determined that the value of a beneficial interest in a land trust received
by Diamond as compensation for services was taxable as ordinary income, rejecting
arguments that it was a non-taxable partnership interest.

Facts

Sol  Diamond,  a  mortgage  broker,  received  commissions  from  borrowers  for
arranging loans through Marshall Savings & Loan Association, controlled by the
Moravec family. Diamond paid a portion of these commissions to the Moravecs,
labeling them as “Consultants fees” and attempting to deduct them as business
expenses. The IRS disallowed these deductions, asserting that the payments were
not ordinary and necessary business expenses. Additionally, Diamond received a
60% beneficial interest in a land trust as compensation for services, which he sold
shortly after acquisition, prompting the IRS to treat the value of this interest as
ordinary income.

Procedural History

The IRS disallowed Diamond’s deductions and included the value of the land trust
interest as ordinary income. Diamond petitioned the Tax Court, initially arguing that
the payments to the Moravecs were deductible as business expenses.  Later,  he
amended his petition to alternatively claim that he was merely a conduit for the
Moravecs and should not have included the payments in his income initially. The Tax
Court reviewed these claims and ruled against Diamond on both issues.

Issue(s)

1. Whether the payments to the Moravecs were excludable from gross income under
the conduit theory?
2.  Whether  the  payments  to  the  Moravecs  were  deductible  as  ordinary  and
necessary business expenses under Section 162?
3.  Whether  the  value  of  the  beneficial  interest  in  the  land  trust  received  as
compensation for services was taxable as ordinary income?
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Holding

1. No, because the taxpayer failed to prove he was a mere conduit and did not
receive the commissions under a claim of right.
2. No, because the taxpayer failed to establish that the payments were ordinary and
necessary business expenses, lacking evidence of their customary nature and due to
the secretive manner of the transactions.
3. Yes, because the fair market value of property received for services must be
treated as ordinary income under Section 61.

Court’s Reasoning

The Tax Court  rejected Diamond’s  conduit  theory,  finding that  he received the
commissions under a claim of right and thus they were includable in his gross
income. The court also found the payments to the Moravecs were not deductible as
they were not shown to be ordinary and necessary business expenses. The secretive
and deceptive nature of the payments, coupled with the lack of evidence that such
payments were customary in the industry, led to the disallowance of the deductions.
Regarding the land trust interest, the court applied Section 61 and regulations to
conclude that the value of the interest received for services was ordinary income,
rejecting  Diamond’s  arguments  that  it  should  be  treated  as  a  non-taxable
partnership interest or that it had no value when received. The court emphasized
that the regulations did not support the application of Section 721 in this context.

Practical Implications

This  decision underscores  the importance of  clear  documentation and evidence
when  claiming  business  expense  deductions.  Taxpayers  must  demonstrate  that
payments  are  ordinary  and  necessary  within  their  industry,  and  secretive
transactions can raise red flags. For legal professionals, this case highlights the
need  to  thoroughly  evaluate  alternative  theories  presented  by  clients,  as
inconsistencies  can  undermine  their  credibility.  The  ruling  also  clarifies  that
property received as compensation for services, even if labeled as a partnership
interest, is subject to ordinary income treatment unless specifically exempted by
statute or regulation. This case has been cited in subsequent tax cases to reinforce
the principles of what constitutes deductible business expenses and the treatment of
compensation received in non-cash forms.


