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Tilford v. Commissioner, 75 T. C. 134 (1980)

A shareholder’s transfer of stock to employees in exchange for services is treated as
a sale or exchange, not a capital contribution to the corporation.

Summary

Henry C. Tilford, Jr. , transferred shares of Watco, Inc. , stock to key employees at
nominal value to induce them to work for the corporation. The IRS treated these
transfers as capital contributions under section 83, disallowing Tilford’s claimed
capital loss deductions. The Tax Court, however, held that these transfers were sales
or exchanges under section 1002, allowing Tilford to claim capital loss deductions.
The court invalidated the IRS regulation that treated such transactions as capital
contributions,  finding  it  inconsistent  with  the  statute  and  prior  case  law.  The
decision reaffirmed the principle established in Downer v. Commissioner that non-
pro-rata stock surrenders to third parties for the corporation’s benefit  result  in
recognizable losses to the shareholder.

Facts

Henry C. Tilford, Jr. , was the majority shareholder and chairman of Watco, Inc. , a
sign manufacturing company. To induce key employees to work for Watco, Tilford
sold them shares of stock at $1 per share. The stock was subject to restrictions,
including a right  of  first  refusal  for  Tilford to  repurchase at  book value if  the
employee left or sold the stock within five years. The stock was placed in escrow to
enforce these restrictions. Tilford claimed capital loss deductions on his tax returns
for  these sales.  The IRS disallowed these deductions,  treating the transfers  as
capital contributions to Watco under section 83.

Procedural History

Tilford petitioned the Tax Court for a redetermination of the deficiencies asserted by
the IRS.  The court  heard arguments on whether the stock transfers  should be
treated as sales or  capital  contributions and whether the IRS regulation under
section 83 was valid. The Tax Court issued its opinion on October 20, 1980, ruling in
favor of Tilford on the capital  loss issue but upholding the IRS’s determination
regarding farm recapture income.

Issue(s)

1. Whether section 83 denies petitioner a loss on the sale of stock of a corporation,
in which he was the majority shareholder, made to employees of the corporation in
order to induce them to work for it.
2.  Whether  respondent  correctly  determined the  excess  deductions  account  for
purposes of section 1251.

Holding
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1. No, because the court found that the transfers constituted sales or exchanges
under section 1002, not capital contributions as treated by the IRS regulation under
section 83. The regulation was held invalid as inconsistent with the statute and prior
case law.
2.  Yes,  because  the  court  upheld  the  IRS’s  method  of  computing  the  excess
deductions  account  under  section  1251,  rejecting  Tilford’s  arguments  for  a
reduction based on his negative taxable income.

Court’s Reasoning

The Tax Court analyzed the case by comparing it to Downer v. Commissioner, where
a similar stock transfer was treated as a sale resulting in a capital loss. The court
found that section 83 primarily deals with income recognition and does not address
deductions for shareholders. The court invalidated the IRS regulation under section
83 that treated shareholder stock transfers to employees as capital contributions,
finding it contrary to section 1002 and inconsistent with long-standing case law
treating non-pro-rata stock surrenders as sales or exchanges. The court rejected the
IRS’s “double deduction” argument, viewing the shareholder’s loss as a separate
transaction from the corporation’s deduction for services. The court also noted that
upholding the regulation would result  in an unjustified deferral  of  gain or loss
recognition. On the second issue, the court upheld the IRS’s computation of the
excess deductions account under section 1251, finding no basis for the reduction
Tilford sought based on his negative taxable income.

Practical Implications

This  decision  clarifies  that  a  shareholder’s  transfer  of  stock  to  employees  in
exchange  for  services  should  be  treated  as  a  sale  or  exchange,  allowing  the
shareholder to claim a capital loss if the stock’s value has declined. Practitioners
should be aware that IRS regulations attempting to treat such transfers as capital
contributions  may  be  invalidated  if  they  conflict  with  statutory  provisions  and
established  case  law.  The  ruling  reaffirms  the  principle  that  a  shareholder’s
recognition of gain or loss on stock transfers should not be deferred merely because
the transfer benefits the corporation. For similar cases, attorneys should analyze
whether the transfer is a closed transaction and whether the stock’s value at the
time  of  transfer  supports  the  claimed  loss.  The  decision  also  highlights  the
complexities  of  computing  the  excess  deductions  account  under  section  1251,
particularly for subchapter S corporations,  and the limited circumstances under
which adjustments may be made.


