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Gawler v. Commissioner, 60 T. C. 647 (1973)

A conditional right to receive stock can be considered a security for the purpose of
capital loss deductions under Section 165(g) of the Internal Revenue Code.

Summary

In Gawler v. Commissioner, the petitioners, part of an investment group, contributed
funds to a Costa Rican sugar mill with the condition that they would receive 55% of
the stock if the mill met certain production quotas. When the quotas were not met,
they claimed an ordinary loss deduction for their contributions. The Tax Court ruled
that their loss was a capital loss because their conditional right to receive stock was
considered a security under Section 165(g) of  the Internal  Revenue Code,  thus
limiting their deduction to the capital loss provisions.

Facts

The petitioners, members of an investment group, entered into an agreement with
the shareholders of a Costa Rican corporation operating a sugar mill. They agreed to
contribute funds and financial  advice to  help the mill  meet  specific  production
quotas  during  the  1964-65  season.  In  return,  they  were  promised  55% of  the
corporation’s  stock  if  the  quotas  were  achieved.  The  petitioners  contributed
$105,000, but the mill failed to meet the production targets, and they did not receive
the stock or any other compensation.

Procedural History

The petitioners filed their 1965 federal income tax returns, claiming ordinary loss
deductions  for  their  contributions.  The  Commissioner  of  Internal  Revenue
disallowed these deductions, treating the losses as capital losses. The petitioners
appealed to the United States Tax Court, which consolidated their cases and upheld
the Commissioner’s determination.

Issue(s)

1. Whether the petitioners’ losses from their contributions to the sugar mill are
deductible as ordinary losses under Section 165(c)(2) of the Internal Revenue Code?
2. Whether the petitioners’ losses are deductible only as capital losses because they
were attributable to a worthless security under Section 165(g) or due to a failure to
exercise an option under Section 1234?

Holding

1. No, because the petitioners’ losses were not incurred in a transaction entered into
for profit under Section 165(c)(2), but rather were losses from a worthless security.
2.  Yes,  because the petitioners’  conditional  right  to receive stock constituted a
security  under  Section  165(g),  and their  losses  were  thus  capital  losses  under
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Section 165(f).

Court’s Reasoning

The  Tax  Court  reasoned  that  the  petitioners’  right  to  receive  stock,  though
conditional upon meeting production quotas, was a security under Section 165(g).
The court emphasized that the statute does not require the right to be unconditional,
citing cases like James C. Hamrick and Carlberg v. United States, where conditional
rights were considered part  of  equity ownership.  The court  distinguished other
cases like Harris W. Seed, where the right to stock was contingent upon further
action by the taxpayer. The court concluded that the petitioners’ losses resulted
from a worthless security, warranting capital loss treatment. Judge Goffe concurred,
adding that the advances did not constitute transactions entered into for profit
under Section 165(c)(2).  Judges Drennen and Wiles dissented,  arguing that  the
petitioners never had a tangible right to receive stock, thus not falling under Section
165(g).

Practical Implications

This decision clarifies that conditional rights to receive stock can be treated as
securities for tax purposes, impacting how investors structure their agreements to
avoid unintended capital loss treatment. Legal practitioners should carefully draft
investment agreements to ensure clarity on whether contributions are for immediate
business  operations  or  contingent  on  future  outcomes.  Businesses  engaging  in
similar arrangements must consider the tax implications of conditional stock rights.
Subsequent  cases  like  Siple  have  applied  this  principle,  while  others  have
distinguished it based on the nature of the conditional rights involved. This case
underscores the importance of understanding the tax consequences of investment
structures in cross-border and conditional investment scenarios.


