Kraut v. Commissioner, 62 T. C. 420 (1974)

A transaction structured as a sale of a business to a tax-exempt entity must be bona
fide to qualify for capital gains treatment; otherwise, proceeds are taxable as
ordinary income.

Summary

In Kraut v. Commissioner, the Tax Court held that the purported sale of Nassau
Plastic & Wire Corp. stock to the tax-exempt Cathedral of Tomorrow was not a bona
fide sale, thus denying capital gains treatment to the Krauts. The court found that
the transaction was essentially a fee for using Cathedral’s tax-exempt status rather
than a true sale. Nassau, with minimal assets and reliant on leased equipment, was
sold for a flexible price payable from future profits, which the court deemed
excessive and indicative of retained proprietary interest rather than a genuine
transfer of ownership. The court’s decision highlights the importance of a realistic
sales price and genuine transfer of economic benefit in such transactions.

Facts

The Kraut brothers formed Nassau Plastic & Wire Corp. to manufacture Christmas
wire, using a leased extruder from their other company, Trio. In 1966, they agreed
to sell Nassau’s stock to Cathedral of Tomorrow, a tax-exempt religious
organization, for a price ranging from $500,000 to $3. 5 million, payable primarily
from 75% of Nassau’s net income over 10 years. The Krauts retained control over
the business’s operations and had the right to terminate the lease of the extruder
after five years. Nassau’s assets were minimal, consisting mostly of receivables and
a secondhand car, and its product was experimental with unproven market
potential.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Krauts’ 1967
income tax, asserting that the payments received from Cathedral should be taxed as
ordinary income rather than capital gains. The Krauts petitioned the Tax Court,
which consolidated the cases for trial and ultimately ruled in favor of the
Commissioner, finding no bona fide sale had occurred.

Issue(s)

1. Whether the transaction between the Krauts and Cathedral of Tomorrow
constituted a bona fide sale of Nassau’s stock within the meaning of section 1222(3)
of the Internal Revenue Code?

2. If a bona fide sale occurred, whether the proceeds received by the Krauts in
excess of approximately $168,000 were capital gains?

Holding
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1. No, because the transaction lacked the essentials of a sale; it was structured to
allow the Krauts to retain a proprietary interest in Nassau’s future earnings rather
than transfer ownership to Cathedral.

2. Not applicable, as the court found no bona fide sale had occurred.

Court’s Reasoning

The court focused on the substance over the form of the transaction, applying the
principles from Commissioner v. Brown and Kolkey v. Commissioner. The court
noted that Nassau had minimal assets and its sale price was grossly excessive,
indicating the Krauts retained a substantial interest in future profits rather than
transferring ownership. The court also considered the lack of a genuine economic
benefit transfer to Cathedral, as the Krauts retained control and could potentially
reclaim the business through the extruder lease. The court concluded the
transaction was a sham designed to exploit Cathedral’s tax-exempt status, quoting
Justice Harlan’s analysis from Brown on the importance of the purchaser’s residual
interest. The court found the Krauts failed to prove the transaction’s bona fides,
leading to the denial of capital gains treatment.

Practical Implications

This decision underscores the necessity for transactions to reflect a genuine sale to
qualify for capital gains treatment, especially in dealings with tax-exempt entities.
Practitioners should ensure that sales prices are reasonable and reflect the asset’s
value, not speculative future earnings. The case also illustrates the importance of a
real change in economic benefit and risk allocation in sales agreements. Subsequent
cases have cited Kraut to distinguish between legitimate sales and those designed to
exploit tax exemptions. This ruling influenced the Tax Reform Act of 1969, which
eliminated the tax exemption for churches on unrelated business income, addressing
similar arrangements.
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