Riss v. Commissioner, 57 T. C. 469 (1971)

The IRS must timely challenge transactions to allocate income or question their
bona fides; corporate losses on non-business assets are not deductible.

Summary

In Riss v. Commissioner, the Tax Court addressed two key issues. First, it ruled that
the IRS could not allocate income between related companies because it failed to
timely challenge the transaction’s bona fides. The court reversed its earlier decision
to allocate some of the gain from the sale of truck trailers to Transport
Manufacturing & Equipment Co. (T. M. E. ) due to the IRS’s late objection. Second,
the court held that T. M. E. could not deduct losses from selling assets used solely
for shareholders’ personal use, following the precedent set in International Trading
Co. This decision underscores the importance of timely IRS action and limits
corporate deductions for non-business losses.

Facts

T. M. E. and its sister corporation, Riss & Co. , Inc. , were controlled by the same
family. T. M. E. was formed to purchase equipment and lease it to Riss, effectively
acting as Riss’s conduit. In 1954, T. M. E. bought 814 truck trailers from Fruehauf,
leasing them to Riss. Due to dissatisfaction with the trailers, T. M. E. sold them back
to Fruehauf at a gain in 1957, which it credited to Riss per an agreement between
them. The IRS challenged this allocation but only raised its theories late in the
proceedings. Additionally, T. M. E. sold a personal residence used by a shareholder,
claiming a loss on its tax return, which the IRS also contested.

Procedural History

The Tax Court initially allocated the gain from the trailer sale between T. M. E. and
Riss but left the issue of the deductibility of the loss from the sale of the 63d Street
property undecided. Upon reconsideration, the court reversed its earlier decision on
the trailer sale gain allocation and addressed the deductibility of the loss from the
personal residence and automobiles.

Issue(s)

1. Whether the IRS can allocate the gain from the sale of the truck trailers between
T. M. E. and Riss under section 482 or the assignment-of-income doctrine when the
challenge to the transaction’s bona fides was raised too late.

2. Whether T. M. E. can deduct the loss realized on the sale of the 63d Street
property used solely as a personal residence by its shareholder.

Holding

1. No, because the IRS failed to timely inform the petitioner that the bona fides of
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the T. M. E. -Riss agreement were being questioned, thus precluding allocation of
the gain.

2. No, because the loss on the sale of the 63d Street property, used solely as a
personal residence, is not deductible under section 165(a), following the precedent
set in International Trading Co.

Court’s Reasoning

The court emphasized the importance of timely IRS action in challenging
transactions under section 482 or the assignment-of-income doctrine. It noted that
the IRS’s failure to raise its theories until after the trial prejudiced the petitioner,
who had no opportunity to address these issues. The court found that the T. M. E. -
Riss agreement was bona fide and based on sound business judgment, thus
reversing its earlier allocation of the gain. Regarding the deductibility of losses, the
court followed International Trading Co. , ruling that corporate losses on assets used
for shareholders’ personal use are not deductible under section 165(a). The court’s
decision reflects its commitment to fairness in tax proceedings and adherence to
established precedent.

Practical Implications

This decision highlights the necessity for the IRS to act promptly when challenging
transactions, as late objections can preclude adjustments. Tax practitioners should
ensure that all potential IRS challenges are addressed in pleadings and at trial. The
ruling also clarifies that corporations cannot deduct losses from the sale of assets
used solely for personal purposes, impacting corporate tax planning and the
structuring of asset ownership. Subsequent cases have followed this precedent,
reinforcing the principle that corporate losses must be connected to business
activities to be deductible. This case serves as a reminder for corporations to
carefully consider the tax implications of transactions with related parties and the
ownership of personal-use assets.
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