C. Blake McDowell, Inc. v. Commissioner, 67 T. C. 1043 (1977)

The deduction for deficiency dividends paid by a personal holding company is
measured by the adjusted basis of the distributed property, not its fair market value.

Summary

C. Blake McDowell, Inc. , a personal holding company, sought to deduct deficiency
dividends paid in both cash and stock with a fair market value exceeding its adjusted
basis. The Tax Court upheld the validity of the regulation limiting the deduction to
the adjusted basis, following the First Circuit’s decision in Fulman v. United States.
However, the court was compelled to grant the taxpayer’s motion due to a
conflicting Sixth Circuit decision in H. Wetter Manufacturing Co. v. United States,
which would govern any appeal. This case underscores the importance of the Golsen
rule, requiring the Tax Court to follow the precedent of the circuit to which an
appeal would lie, despite its own views on the merits.

Facts

C. Blake McDowell, Inc. , an Ohio corporation, was determined to be liable for
personal holding company tax for the years 1972 and 1973. To mitigate this tax, the
company paid deficiency dividends to its shareholders, consisting of $3,881. 64 in
cash and stock from another corporation. The stock had an adjusted basis of $1,122
to McDowell but a fair market value of $102,900 at the time of distribution. The
company claimed a deduction based on the fair market value of the stock, which the
IRS challenged, asserting that the deduction should be limited to the adjusted basis
as per the applicable regulation.

Procedural History

The case was brought before the U. S. Tax Court on a motion for judgment on the
pleadings. The IRS admitted all facts alleged in the petition. The court, influenced by
the analysis of Special Trial Judge Lehman C. Aarons, had to consider conflicting
precedents from the First and Sixth Circuits on the validity of the regulation in
question. Ultimately, the court upheld the regulation’s validity but granted the
taxpayer’s motion due to the Sixth Circuit’s precedent, to which any appeal would
be directed.

Issue(s)

1. Whether the regulation limiting the deduction for deficiency dividends to the
adjusted basis of the distributed property is valid.

2. Whether the Tax Court should apply the Sixth Circuit’s precedent in H. Wetter
Manufacturing Co. v. United States, despite its own view on the validity of the
regulation.

Holding
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1. Yes, because the regulation is consistent with the legislative history and the
purpose of the personal holding company tax, and it has been upheld by the First
Circuit.

2. Yes, because under the Golsen rule, the Tax Court must follow the precedent of
the Sixth Circuit, which has ruled against the regulation’s validity, despite the
court’s own view on the merits.

Court’s Reasoning

The Tax Court analyzed the statutory framework of the personal holding company
tax and the relevant regulations. It noted that neither the statute nor its legislative
history explicitly provided a valuation procedure for dividends in kind. The court
found that the regulation’s requirement to use the adjusted basis for the deduction
was consistent with prior law and the purpose of taxing income rather than
unrealized appreciation. The court cited the First Circuit’s decision in Fulman v.
United States as supportive of the regulation’s validity. However, due to the Golsen
rule, which mandates following the precedent of the circuit to which an appeal
would lie, the court had to grant the taxpayer’s motion based on the Sixth Circuit’s
contrary decision in H. Wetter Manufacturing Co. v. United States. The court
expressed its disagreement with this result but acknowledged its obligation to
adhere to the Golsen rule. Concurring opinions emphasized the importance of the
Golsen rule and expressed differing views on the merits of the regulation’s validity.

Practical Implications

This decision highlights the impact of the Golsen rule on Tax Court decisions,
requiring adherence to circuit court precedents despite the court’s own views on the
law. Practitioners must be aware of the controlling circuit court’s precedent when
litigating in the Tax Court, as it may dictate the outcome regardless of the Tax
Court’s analysis. For personal holding companies, the case reinforces the need to
consider the adjusted basis of distributed property for deficiency dividend
deductions, particularly in circuits that have not yet addressed the issue. The ruling
also underscores the potential for inconsistent tax treatment across different
circuits, affecting how companies structure their distributions and plan for tax
liabilities. Subsequent cases applying or distinguishing this ruling would need to
consider the specific circuit’s stance on the regulation’s validity.
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