Adams v. Commissioner, 70 T. C. 373 (1978)

The case establishes that acts of self-dealing between a private foundation and a
disqualified person include indirect transactions and the use of foundation assets as
collateral for personal obligations.

Summary

Paul W. Adams, a trustee of the Stone Foundation, orchestrated the sale of two
properties from his wholly owned corporation, Automatic Accounting Co. , to York
Square Corp. , a subsidiary of the foundation. The properties were encumbered by
mortgages, which Adams and Automatic failed to immediately satisfy after the sale.
The Tax Court ruled that the sale of one property and the failure to remove the
encumbrances constituted acts of self-dealing under Section 4941 of the Internal
Revenue Code. The court applied the 5% initial excise tax on these acts but found
that Adams acted with reasonable cause regarding the sale, potentially qualifying
for transitional relief if corrected. Additionally, Adams was held liable as a
transferee for the corporation’s tax deficiencies.

Facts

In 1970, Paul W. Adams, a trustee of the Stone Foundation, arranged for his
corporation, Automatic Accounting Co. , to purchase a property (Property #1) and
transfer it along with another property (Property #2) to York Square Corp. , a
subsidiary of the foundation. Automatic received $700,000 from York for the
properties, which were encumbered by mortgages totaling $364,000. Adams
intended the properties to be donated to Yale University. Automatic was liquidated
in December 1970, with Adams assuming its liabilities. The mortgage on Property
#2 was paid off in 1971, while the mortgage on Property #1 was satisfied in 1974.
The IRS asserted that these transactions constituted self-dealing under Section 4941
of the Internal Revenue Code.

Procedural History

The IRS determined deficiencies and penalties against Adams and Automatic
Accounting Co. for self-dealing under Section 4941. The case was brought before
the United States Tax Court, which consolidated multiple docket numbers related to
the tax years 1970-1972. The IRS conceded some issues at trial, but the court
proceeded to rule on the remaining issues regarding self-dealing and transferee
liability.

Issue(s)

1. Whether the conveyance of the properties by Automatic Accounting Co. to York
Square Corp. constituted an act of self-dealing under Section 4941.

2. Whether the failure to satisfy the mortgage liabilities on the properties after their
conveyance constituted acts of self-dealing by Automatic and Adams.
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3. Whether the initial tax under Section 4941(a)(1) is applicable to these acts of self-
dealing.

4. Whether the penalty under Section 6684 applies to Automatic’s acts of self-
dealing and whether Adams is liable as a transferee for Automatic’s tax deficiencies.
5. Whether the application of Section 4941 violates Adams’s Fifth Amendment
rights.

Holding

1. Yes, because the sale of Property #2 by Automatic, a disqualified person, to York,
a subsidiary of the foundation, was an indirect act of self-dealing; however, the
conveyance of Property #1 was not, as Automatic held it as a nominee for York.

2. Yes, because Automatic received an implied loan from the foundation by failing to
satisfy the mortgage liabilities immediately after the sale, and Adams used the
properties as collateral for his personal obligations after Automatic’s liquidation.

3. Yes, the initial tax applies to the acts of self-dealing by Automatic and Adams,
except for the sale of Property #2, which may qualify for transitional relief if
corrected due to reasonable cause.

4. No, the penalty under Section 6684 does not apply as Automatic’s actions were
not willful and flagrant, but Adams is liable as a transferee for Automatic’s tax
deficiencies under Connecticut law.

5. No, the application of Section 4941 does not violate Adams’s Fifth Amendment
rights as it is a revenue-producing tax and not confiscatory.

Court’s Reasoning

The court applied the statutory definition of self-dealing under Section 4941, which
includes indirect transactions between a private foundation and disqualified
persons. The sale of Property #2 was considered self-dealing because Automatic, a
corporation owned by Adams, sold it to York, a subsidiary controlled by the
foundation. However, Property #1 was treated differently as Automatic held it as a
nominee for York, negating the self-dealing aspect. The court also found that the
failure to satisfy the mortgage liabilities immediately after the sale constituted an
implied loan from the foundation to Automatic and later to Adams, classifying these
as acts of self-dealing. The court considered the fair market value of the properties,
finding that Property #2 was worth at least $400,000, which justified the sale price
and supported the finding of reasonable cause for Automatic’s actions. The court
rejected Adams’s Fifth Amendment claim, emphasizing that Section 4941 is a
revenue-producing tax with a correction period to mitigate its effect.

Practical Implications

This case highlights the importance of ensuring that transactions involving private
foundations are structured to avoid self-dealing, even indirectly. Legal practitioners
must be vigilant about the timing and conditions of property transfers, particularly
when encumbrances are involved, to prevent the imposition of excise taxes under
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Section 4941. The decision underscores the need for disqualified persons to act with
ordinary business care and prudence in transactions with foundations. It also serves
as a reminder that the IRS can pursue transferee liability under state law,
emphasizing the need for careful planning in corporate liquidations. Subsequent
cases have referenced Adams v. Commissioner to clarify the definition of self-dealing
and the application of transitional rules, impacting how similar cases are analyzed
and resolved.
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