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Vaughn v. Commissioner, 81 T. C. 893 (1983)

Bona fide installment sales within families can be recognized for tax purposes, but
an escrow agreement can result in constructive receipt of proceeds affecting the
installment method.

Summary

Charles and Dorothy Vaughn sold their partnership interests and Charles sold his
corporation’s stock to Dorothy’s son, Steven, under installment contracts. The court
recognized these as bona fide sales, allowing the use of the installment method for
reporting gains from the partnership interests. However, an escrow agreement tied
to the stock sale led to the constructive receipt of the resale proceeds, potentially
disqualifying the use of the installment method for the stock sale if over 30% of the
sale price was constructively received in the year of sale.

Facts

Charles  Vaughn  owned  Perry-Vaughn,  Inc.  ,  which  held  a  large  portion  of  an
apartment  complex,  while  Charles  and  Dorothy  owned  the  remaining  interest
through a  partnership.  In  1972-1973,  they  sold  their  partnership  interests  and
Charles sold all the Perry-Vaughn stock to Steven, Dorothy’s son, under installment
contracts. The stock sale contract included an escrow agreement requiring Steven
to place any resale proceeds into an escrow account, but this was never established.
Steven immediately liquidated Perry-Vaughn and resold the apartment complex,
using the proceeds to make installment payments to Charles and Dorothy.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the Vaughns’
1973 federal income tax, which they contested in the U. S. Tax Court. The Tax Court
upheld the validity of the sales but ruled that the escrow agreement resulted in
Charles’s constructive receipt of the resale proceeds from the corporate assets.

Issue(s)

1.  Whether  the  sales  by  petitioners  to  Steven  were  bona  fide  transactions
recognizable for federal income tax purposes?
2.  Whether  petitioners  are  entitled  to  report  these  sales  using  the  installment
method under section 453 of the Internal Revenue Code?
3. Whether the escrow agreement resulted in Charles’s constructive receipt of the
proceeds from Steven’s sale of the corporate assets?

Holding

1. Yes, because the sales were negotiated independently, and the parties had valid
business and personal reasons for entering into the transactions.
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2. Yes, for the sales of the partnership interests, because the sales were bona fide
and the installment method was applicable; No, for the sale of the Perry-Vaughn
stock, because the escrow agreement resulted in constructive receipt of more than
30% of the selling price in the year of sale, disqualifying the installment method
under the then-existing 30% rule.
3.  Yes,  because  the  escrow  agreement  gave  Charles  control  over  the  resale
proceeds, resulting in constructive receipt in 1973.

Court’s Reasoning

The court applied the ‘substance over form’ doctrine to scrutinize intrafamily sales,
requiring both an independent purpose and no control over the resale proceeds by
the seller. The court found that the sales to Steven were bona fide because both
parties  had  independent  reasons  for  the  transactions,  and  Steven  acted  as  an
independent  economic  entity  in  reselling  the  assets.  However,  the  escrow
agreement attached to the Perry-Vaughn stock sale  gave Charles  the power to
demand the  resale  proceeds  be  placed in  escrow,  resulting in  his  constructive
receipt of those proceeds. The court distinguished this from cases like Rushing v.
Commissioner, where the seller had no control over the resale proceeds. The court
also rejected the argument of an oral agreement negating the escrow provisions due
to the parol evidence rule under Georgia law.

Practical Implications

This decision informs legal analysis of intrafamily installment sales by emphasizing
the importance of  the seller’s  lack of  control  over resale proceeds to maintain
installment  sale  treatment.  It  highlights  that  escrow  agreements  can  lead  to
constructive receipt, potentially disqualifying installment method use if they result
in the seller having access to more than 30% of the sale price in the year of sale.
Practitioners  should  carefully  structure  such  sales  to  avoid  unintended  tax
consequences.  The  ruling  has  influenced  later  cases  dealing  with  intrafamily
transactions  and  the  use  of  escrow  accounts,  reinforcing  the  need  for  clear
separation of control and benefit between seller and buyer.


