Cox v. Commissioner, 73 T. C. 20 (1979)

Section 453 installment sale reporting is unavailable when a transaction is
recharacterized as a corporate redemption under Section 304.

Summary

In Cox v. Commissioner, the taxpayers attempted to report the gain from selling
their stock in New Roanoke Investment Corp. to Rudy Cox, Inc. (RCI) using the
installment method under Section 453. However, the IRS recharacterized the
transaction as a redemption under Section 304 due to the taxpayers’ control over
both corporations. The Tax Court held that the transaction did not qualify as a
“casual sale” for Section 453 purposes because it was treated as a distribution
under Section 301, thereby requiring the gain to be reported in full in the year of
the transaction rather than spread over time.

Facts

Rufus K. Cox, Jr. and Ethel M. Cox owned 100% of New Roanoke Investment Corp.
(New Roanoke) as tenants by the entirety. On January 2, 1974, they transferred their
New Roanoke stock to Rudy Cox, Inc. (RCI), a corporation solely owned by Rufus K.
Cox, Jr. , in exchange for five promissory notes totaling $100,000, payable over five
years. The Coxes reported the gain from this transfer on the installment method for
their 1974 tax return. The IRS determined that the Coxes realized a long-term
capital gain of $99,000 in 1974 and could not use the installment method because
the transaction was not a “casual sale” but rather a redemption under Section 304.

Procedural History

The case was submitted without trial pursuant to Tax Court Rule 122. The IRS
issued a notice of deficiency for the 1974 tax year, asserting that the gain should be
fully reported in that year. The Coxes petitioned the Tax Court to contest this
determination.

Issue(s)

1. Whether the Coxes’ transfer of New Roanoke stock to RCI qualified as a “casual
sale” under Section 453(b)(1)(B), allowing them to report the gain on the installment
method.

Holding

1. No, because the transaction was recharacterized as a redemption under Section
304 and thus treated as a distribution under Section 301, which precludes the use of
the installment method under Section 453.

Court’s Reasoning
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The court applied Section 304(a)(1), which treats the transfer of stock between
related corporations as a redemption rather than a sale. Since the Coxes controlled
both New Roanoke and RCI, the transfer was deemed a contribution to RCI’s capital
followed by a redemption. The court emphasized that Section 304’s purpose is to
prevent shareholders from “bailing out” corporate earnings at capital gains rates
through related-party sales. The court found that the transaction, although formally
structured as a sale, was in substance a redemption. As such, it did not meet the
“casual sale” requirement of Section 453(b)(1)(B). The court also noted that Section
1. 301-1(b) of the Income Tax Regulations requires all corporate distributions to be
reported in the year received, further supporting the denial of installment reporting.
The court rejected the Coxes’ argument that the gain should be treated as from a
“sale or exchange” under Section 301(c)(3)(A), stating that this provision does not
provide the necessary “sale” for Section 453 purposes.

Practical Implications

This decision clarifies that taxpayers cannot use the installment method under
Section 453 for transactions recharacterized as redemptions under Section 304.
Practitioners must carefully analyze transactions between related corporations to
determine if they will be treated as redemptions, which could impact the timing of
income recognition. This case reinforces the importance of the substance over form
doctrine in tax law, requiring attorneys to look beyond the structure of a transaction
to its economic reality. The ruling may affect estate planning and corporate
restructuring strategies, as it limits the ability to defer gain recognition through
installment sales in certain related-party transactions. Subsequent cases, such as
Estate of Leyman v. Commissioner, have cited Cox to support similar findings
regarding the application of Section 304 and the unavailability of Section 453.
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