Chapman Enterprises, Inc. v. Commissioner, 52 T. C. 366 (1969)

Prepaid interest received by a corporation during its liquidation period must be
recognized as ordinary income in its final tax return, even if it is part of a larger
sales transaction.

Summary

Chapman Enterprises, Inc. , sold property and received $333,027. 50 as prepaid
interest on a note during its liquidation. The issue was whether this interest should
be taxed as ordinary income in Chapman'’s final tax return. The Tax Court held that
the prepaid interest was taxable income to Chapman, affirming that all events fixing
the right to receive the income had occurred when the interest was paid. The
decision clarified that prepaid interest, even when integrated into a sales
transaction, must be included in the corporation’s income for its final taxable period,
impacting how similar transactions are treated in corporate liquidations.

Facts

Chapman Enterprises, Inc. , adopted a plan of complete liquidation on July 14, 1965.
On May 13, 1966, Chapman sold the Eastgate Plaza Shopping Center for
$2,875,000, which included a $951,507. 24 purchase money note with $333,027. 50
in prepaid interest for five years. Chapman received this interest on May 20, 1966,
and distributed all its assets, including the note, on July 12, 1966. Chapman
reported this interest as income in its final tax return, but the Commissioner
determined a deficiency, asserting the interest should be taxed as ordinary income.

Procedural History

The Commissioner determined tax deficiencies against Chapman and its transferees,
Jack A. Mele and Erlene W. Mele, for the tax years involved. Chapman and the Meles
contested these deficiencies. The case was brought before the Tax Court, which was
tasked with deciding whether the prepaid interest should be recognized as ordinary
income to Chapman in its final tax return.

Issue(s)

1. Whether Chapman Enterprises, Inc. , must recognize as taxable income in its final
taxable period the $333,027. 50 received as prepaid interest on a note given in
partial payment of the sales price of its property.

2. Whether the shareholders of Chapman Enterprises, Inc. , must report as ordinary
income their share of the prepaid interest received by Chapman following the
adoption of the plan of complete liquidation.

Holding

1. Yes, because the prepaid interest was received by Chapman under a binding
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agreement and was at its unrestricted disposal, thus all events had occurred that
fixed Chapman’s right to the income.

2. No, because the shareholders should have included their share of the prepaid
interest as part of the assets distributed in computing their capital gain on their
Chapman stock.

Court’s Reasoning

The court reasoned that the prepaid interest, although part of the sales transaction,
was not considered part of the “amount realized” from the sale of the property
under Section 1001(b). Instead, it was treated as income from the extension of
credit. The court emphasized that Chapman, as an accrual basis taxpayer, must
include in its income amounts actually received without restriction on their use,
citing precedents like Franklin Life Insurance Co. v. United States and Jefferson
Standard Life Insurance Co. v. United States. The court rejected the argument that
only the interest earned in the 41 days before the distribution should be taxed,
stating that once received, the interest was fully earned and taxable. The court also
clarified that the shareholders should treat their share of the prepaid interest as
part of the distribution for capital gain purposes, not as ordinary income.

Practical Implications

This decision has significant implications for corporations and their shareholders
during liquidation. It establishes that prepaid interest received during the
liquidation period must be recognized as ordinary income in the corporation’s final
tax return, regardless of its integration into a sales transaction. This ruling affects
how corporations structure sales and liquidations, particularly when dealing with
interest-bearing notes. It also impacts shareholders by clarifying that their share of
such interest should be treated as part of the liquidation distribution for capital gain
purposes. Subsequent cases and tax planning must consider this ruling when
dealing with prepaid interest in similar contexts.
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