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David Metzger Trust v. Commissioner, 76 T. C. 42 (1981)

Family  hostility  does  not  nullify  the  application  of  stock  attribution  rules  in
determining the tax treatment of corporate stock redemptions.

Summary

The David Metzger Trust and Metzger Dairies,  Inc.  (MDI) sought favorable tax
treatment  for  a  stock  redemption  driven  by  severe  family  discord  among  the
Metzger siblings. The Internal Revenue Service (IRS) challenged the redemption’s
tax treatment,  arguing that  the attribution rules under I.  R.  C.  §  318 must be
applied, making the redemption equivalent to a dividend. The Tax Court held that
family hostility does not override these attribution rules, and thus the redemption
was treated as a dividend under I. R. C. § 301. The court also clarified that the
statutory exception to attribution rules under I. R. C. § 302(c)(2) does not apply to
trust-beneficiary relationships, rejecting the trust’s attempt to waive these rules.
Additionally, the court ruled that MDI could not deduct accrued interest expenses
under I. R. C. § 267 due to the same attribution rules, despite the family discord.

Facts

David Metzger established MDI and a trust for his family, with his wife as the life
income  beneficiary  and  his  three  children,  Jacob,  Catherine,  and  Cecelia,  as
remaindermen.  After  David’s  death,  Jacob  managed  MDI,  leading  to  financial
success initially but later to conflict with his sisters over management and dividends.
This discord escalated, leading to the decision to split the family businesses. MDI
redeemed the stock owned by the trust and the sisters. The trust filed an agreement
to waive the trust-beneficiary attribution rules under I.  R.  C.  §  302(c)(2)(A)(iii),
which the IRS contested.

Procedural History

The IRS issued deficiency notices to the trust and MDI, leading to consolidated
cases in the Tax Court. The court reviewed the redemption’s tax treatment, the
applicability of  the attribution rules,  and the effectiveness of  the trust’s  waiver
agreement.

Issue(s)

1. Whether family hostility among shareholders nullifies the attribution rules of I. R.
C.  §  318,  allowing the redemption to  qualify  as  an exchange under  I.  R.  C.  §
302(b)(1) or (b)(3)?
2.  Whether  the  trust’s  waiver  agreement  under  I.  R.  C.  §  302(c)(2)(A)(iii)  was
effective to  waive the trust-beneficiary attribution rules  of  I.  R.  C.  §  318(a)(3),
allowing  the  trust  to  treat  the  redemption  as  a  complete  termination  of  a
shareholder’s interest under I. R. C. § 302(b)(3)?
3.  Whether  MDI  may  deduct  accrued  interest  expenses  under  I.  R.  C.  §  163,
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notwithstanding I. R. C. § 267, when paid over 2 1/2 months after the close of its
fiscal year, given the family hostility?

Holding

1. No, because family hostility does not override the attribution rules, and thus the
redemption was treated as a dividend under I. R. C. § 302(d) and § 301.
2. No, because the statutory exception to the attribution rules under I.  R. C. §
302(c)(2)  does not  apply to trust-beneficiary relationships,  rendering the trust’s
waiver agreement ineffective.
3. No, because family hostility does not nullify the attribution rules under I. R. C. §
267, and thus MDI could not deduct the accrued interest expenses.

Court’s Reasoning

The Tax Court reasoned that the attribution rules under I. R. C. § 318 are mandatory
and intended to prevent tax avoidance by providing clear guidelines.  The court
rejected the argument that  family  hostility  could negate these rules,  citing the
legislative history and the Supreme Court’s decision in United States v. Davis, which
emphasized  the  mechanical  application  of  the  attribution  rules.  The  court  also
distinguished the case from Haft Trust v. Commissioner, where family discord was
considered in a different context. Regarding the trust’s waiver agreement, the court
held that I. R. C. § 302(c)(2) only allows an exception for family attribution under I.
R. C. § 318(a)(1), not for trust-beneficiary attribution under I. R. C. § 318(a)(3). On
the interest deduction issue, the court applied the same logic, ruling that family
discord does not affect the application of I. R. C. § 267.

Practical Implications

This  decision  reinforces  the  strict  application  of  the  attribution  rules  in  stock
redemption cases, even in the presence of family discord. Practitioners should be
cautious in advising clients on corporate restructurings driven by family conflicts, as
the tax treatment may not be favorable if  the redemption does not result  in a
meaningful reduction in ownership after applying the attribution rules. The ruling
also clarifies that the statutory exception to the attribution rules does not extend to
trust-beneficiary relationships, limiting the use of waiver agreements in such cases.
For businesses, this means that attempts to deduct accrued interest expenses may
be challenged under I. R. C. § 267, regardless of familial relationships. Subsequent
cases  have  generally  followed  this  precedent,  emphasizing  the  importance  of
understanding and applying the attribution rules correctly.


