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Laure v. Commissioner, 73 T. C. 261 (1979)

Compensation  must  be  reasonable  and  for  services  actually  rendered  to  be
deductible;  a  merger must  have a  business purpose and continuity  of  business
enterprise to qualify as a reorganization.

Summary

Laure  v.  Commissioner  dealt  with  three  main  issues:  the  reasonableness  of
compensation paid by W-L Molding Co. to its president, George R. Laure, the tax
treatment of a purported merger between W-L Molding and Lakala Aviation, and
whether Laure received constructive dividends from W-L Molding’s assumption of
Lakala’s  debts.  The  court  found  Laure’s  compensation  to  be  reasonable  and
deductible, but ruled that the merger did not qualify as a reorganization under
Section 368(a)(1)(A) due to lack of business purpose and continuity of business
enterprise. Laure was deemed to have received a constructive dividend from the
repayment of a loan he made to Lakala.

Facts

George R. Laure founded and solely owned W-L Molding Co. , a successful plastics
molding company, and Lakala Aviation, Inc. , which provided air charter services. W-
L Molding paid Laure a base salary plus a percentage of net profits before taxes.
Lakala faced financial difficulties and merged with W-L Molding in 1972, with W-L
Molding as the surviving entity. However, all of Lakala’s assets were sold to third
parties immediately after the merger. W-L Molding claimed deductions for Laure’s
compensation and Lakala’s net operating losses, while the IRS disallowed part of the
compensation  and  the  loss  carryovers,  asserting  the  merger  was  not  a  valid
reorganization.

Procedural History

The IRS issued notices of deficiency to Laure and W-L Molding for the tax years
1971-1973, disallowing certain deductions. The Tax Court consolidated the cases
and heard arguments on the reasonableness of Laure’s compensation, the validity of
the merger, and the issue of constructive dividends. The court issued its opinion in
1979.

Issue(s)

1. Whether the amounts deducted by W-L Molding as compensation for George R.
Laure  were  for  services  rendered  and  reasonable  in  amount  under  Section
162(a)(1)?

2.  Whether  W-L  Molding  and  Lakala  Aviation  engaged  in  a  statutory  merger
qualifying under Section 368(a)(1)(A),  allowing W-L Molding to  deduct  Lakala’s
premerger net operating loss carryovers under Sections 381(a) and 172?
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3.  Whether George R.  Laure received constructive dividends in 1972 from W-L
Molding’s payment or cancellation of Lakala’s debts?

Holding

1. Yes, because the payments were for services actually rendered by Laure, and the
compensation  was  reasonable  given his  qualifications  and contributions  to  W-L
Molding’s success.

2. No, because the merger lacked a business purpose and continuity of business
enterprise, as Lakala’s business was liquidated and its assets were sold to outsiders.

3. Yes, because Laure received a direct benefit from W-L Molding’s repayment of
Lakala’s  indebtedness  to  him,  but  not  from  the  elimination  of  W-L  Molding’s
advances to Lakala.

Court’s Reasoning

The court applied the two-pronged test under Section 162(a)(1) for deductibility of
compensation: whether payments were for services actually rendered and whether
they were reasonable. The court found that Laure’s compensation was for services
rendered, as he was integral to W-L Molding’s success and the compensation was
set  by  the  board  of  directors.  The  court  determined  the  compensation  was
reasonable based on Laure’s qualifications, the company’s success, and comparisons
to similar executives in the industry. The court rejected the IRS’s arguments that the
compensation was disguised dividends, finding no evidence to support this claim.

For the merger issue, the court applied the requirements of Section 368(a)(1)(A),
which  include  continuity  of  interest,  continuity  of  business  enterprise,  and  a
business purpose. The court found that the merger lacked continuity of business
enterprise because Lakala’s business was terminated, and its assets were sold to
outsiders. The court also determined there was no business purpose for the merger,
as any purported reasons (e.  g.  ,  continued air  service,  cost  savings) were not
supported by the facts. The court concluded that W-L Molding was merely a conduit
for Lakala’s liquidation.

Regarding constructive dividends, the court applied the principle that unwarranted
transfers between commonly controlled corporations can be treated as constructive
distributions to the shareholder. The court found that Laure received a constructive
dividend from W-L Molding’s repayment of Lakala’s debt to him, as this directly
benefited  him.  However,  the  court  found  no  constructive  dividend  from  the
elimination of W-L Molding’s advances to Lakala, as there was no direct benefit to
Laure.

Practical Implications

This case emphasizes the importance of ensuring that executive compensation is for
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services actually rendered and reasonable in amount, based on industry standards
and the executive’s contributions to the company. It also highlights the need for a
genuine  business  purpose  and  continuity  of  business  enterprise  in  corporate
reorganizations to qualify for tax benefits. Practitioners should carefully document
the business rationale for mergers and ensure that the acquiring company continues
the transferor’s business or uses its assets. The case also demonstrates that the IRS
may treat certain transactions between related entities as constructive dividends,
especially when a shareholder receives a direct benefit. Attorneys should advise
clients  on  the  potential  tax  consequences  of  such  transactions  and  consider
alternative structures to achieve business objectives while minimizing tax risks.


