Caracci v. Comm’r, 118 T. C. 379 (2002)

In Caracci v. Comm'r, the U. S. Tax Court ruled that the transfer of assets from tax-
exempt home health care entities to for-profit entities owned by the Caracci family
constituted excess benefit transactions under Section 4958 of the Internal Revenue
Code. The court upheld excise taxes on the excess benefits but did not revoke the
tax-exempt status of the original entities, recognizing the availability of intermediate
sanctions. This decision clarifies the application of Section 4958, which imposes
excise taxes on transactions where tax-exempt organizations provide economic
benefits to insiders at below fair market value, offering a nuanced approach to
enforcing tax-exempt compliance without necessarily revoking exemptions.

Parties

Michael T. Caracci, Cindy W. Caracci, Vincent E. Caracci, Denise A. Caracci,
Christina C. Caracci, David C. McQuillen, Joyce P. Caracci, Victor Caracci, Sta-Home
Health Agency of Carthage, Inc. , Sta-Home Health Agency of Greenwood, Inc. , and
Sta-Home Health Agency of Jackson, Inc. (petitioners) v. Commissioner of Internal
Revenue (respondent).

Facts

The Caracci family wholly owned three home health care organizations (Sta-Home
Home Health Agency, Inc. , Sta-Home Home Health Agency, Inc. , of Forest,
Mississippi, and Sta-Home Home Health Agency, Inc. , of Grenada, Mississippi)
exempt from Federal income taxes under Section 501(c)(3). In 1995, they formed
three S corporations (Sta-Home Health Agency of Carthage, Inc. , Sta-Home Health
Agency of Greenwood, Inc. , and Sta-Home Health Agency of Jackson, Inc. ) and
transferred all assets of the tax-exempt entities to these S corporations in exchange
for the assumption of liabilities. The Commissioner determined that the fair market
value of the transferred assets exceeded the consideration received, constituting
excess benefit transactions under Section 4958. The Commissioner also determined
that certain Caracci family members were liable for income taxes on the stock
received in the S corporations and revoked the tax-exempt status of the original
entities.

Procedural History

The petitioners sought review of the Commissioner’s determinations in the U. S. Tax
Court. The court consolidated the cases and considered the following issues: the
value of the transferred assets, the application of excise taxes under Section 4958,
the revocation of tax-exempt status under Section 501(c)(3), and the liability of
certain Caracci family members for income taxes. The standard of review was de
novo for factual determinations and issues of law.

Issue(s)
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1. Whether the fair market value of the assets transferred from the Sta-Home tax-
exempt entities to the Sta-Home for-profit entities exceeded the value of the
liabilities assumed? 2. Whether the transfers constituted excess benefit transactions
under Section 4958? 3. Whether the Caracci family members who received stock in
the Sta-Home for-profit entities but did not have an ownership interest in the Sta-
Home tax-exempt entities are liable for income taxes on the stock received? 4.
Whether the asset transfers resulted in a revocation of the Sta-Home tax-exempt
entities’ tax-exempt status under Section 501(c)(3)?

Rule(s) of Law

Section 4958 imposes excise taxes on excess benefit transactions, defined as
transactions where an economic benefit provided by a tax-exempt organization to a
disqualified person exceeds the value of the consideration received. Disqualified
persons include those with substantial influence over the organization, their family
members, and entities in which they hold significant control. Section 501(c)(3)
requires that organizations be operated exclusively for exempt purposes, without
inurement to the benefit of private individuals.

Holding

1. The fair market value of the transferred assets exceeded the value of the liabilities
assumed by $5,164,000. 2. The transfers were excess benefit transactions under
Section 4958, and the petitioners were liable for the initial and additional excise
taxes. 3. The Caracci family members who received stock in the Sta-Home for-profit
entities were not liable for income taxes on the stock received, as the transfers were
considered gifts. 4. The tax-exempt status of the Sta-Home tax-exempt entities was
not revoked, as the excess benefit transactions did not call into question their
overall function as tax-exempt organizations, and the availability of intermediate
sanctions under Section 4958 was considered.

Reasoning

The court determined the fair market value of the transferred assets using a market
approach, considering the revenue multiples of comparable companies and the
intangible assets of the Sta-Home tax-exempt entities. The court rejected the
petitioners’ expert’s valuation, which indicated a negative net worth, finding it
unconvincing and failing to account for the substantial value of intangible assets.
The court also considered the legislative history of Section 4958, which was enacted
to provide intermediate sanctions as an alternative to revocation of tax-exempt
status. The court found that the excess benefit transactions did not rise to a level
that warranted revocation, especially given the dormant state of the Sta-Home tax-
exempt entities post-transfer. The court also noted that maintaining the tax-exempt
status could enable the petitioners to utilize the correction provisions available
under Section 4958, potentially allowing for the return of the assets to the tax-
exempt entities. The court rejected the Commissioner’s argument that the Caracci
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family members should be taxed on the stock received, finding that the transfers
constituted gifts rather than taxable income.

Disposition

The court entered decisions for the petitioners in docket Nos. 14711-99X,
17336-99X, and 17339-99X, upholding the excise taxes under Section 4958 but not
revoking the tax-exempt status of the Sta-Home tax-exempt entities. Decisions were
entered under Rule 155 in the remaining dockets, addressing the calculation of the
excise taxes.

Significance/Impact

The Caracci decision is significant for its interpretation of Section 4958, clarifying
the application of excise taxes to excess benefit transactions involving tax-exempt
organizations. The court’s refusal to revoke the tax-exempt status of the Sta-Home
entities, despite finding excess benefit transactions, underscores the importance of
intermediate sanctions as an enforcement tool. The decision also highlights the
complexities of valuing assets in the context of tax-exempt organizations,
particularly those with significant intangible assets. Subsequent courts have cited
Caracci for its analysis of Section 4958 and the considerations for maintaining tax-
exempt status in the face of excess benefit transactions. The case has practical
implications for tax-exempt organizations and their insiders, emphasizing the need
for careful consideration of asset transfers and the potential tax consequences.
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