STATE OF ALABANA § STATE OF ALABANA
DEPARTMENT OF REVENUE, DEPARTMENT OF REVENUE
§ ADM NI STRATI VE LAW DI VI SI ON

V. § DOCKET NO. I NC. 86-114

WLLIAMH & RUTH C. MCLEMORE §
7100 Atl anta Hi ghway

Mont gonery, AL 36107, §
Taxpayers. §
ORDER

This case involves a disputed prelimnary assessnent of incone
tax entered by the Revenue Departnent (Departnent) against WIIiam
H and Ruth C. McLenore (hereinafter either "husband", "wfe", or
"Taxpayers") for the cal endar year 1984. A hearing was conducted
by the Adm nistrative Law D vision on January 7, 1987. The parties
were represented by the Hon. Richard Belser and the Hon. Mark
Giffin, for the Taxpayers and the Departnent, respectively. Based
on the evidence submtted at said hearing, and in consideration of
the argunents and authorities submtted by both parties, the
follow ng findings of fact and concl usions of |aw are hereby nmade
and entered.

FI NDI NGS OF FACT

Thi s case involves the basis provisions of Code of Al a. 1975,
§40-18-6(a)(2), which during the period in question provided that
the basis of property acquired by gift shall be the fair narket
val ue of such property at the tinme of the gift.

The pertinent facts are not in dispute: Subsequent to

negoti ations, on June 28, 1984 the husband entered into an
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agreenent to sell approximately 8.41 acres of land to the Al abam
Christian School of Religion (ACSR. At the tine of the agreenent,
t he husband held fee sinple title to the property. The wife had no
legal interest in he property and was not a party to the
prelimnary negotiations or sal es agreenent.

On Novenber 15, 1984, the husband conveyed by gift to his wfe
approximately 9.81 acres of l|and, part of which constituted the
entire 8.41 acres involved in the June 28, 1984 sal es agreenent.

The sole purpose of the gift, as set out at page two of the
Taxpayers' pre-hearing position statenent, was to take advantage of
the step-up basis provisions found at §40-18-6(a)(2).

On Novenber 21, 1984, the wife sold the subject 8.41 acres to
ACSR in accordance with the terns set out in he June 28, 1984 sal es
agreenent between the husband and ACSR  The sal es proceeds were
deposited by the wife into the Taxpayers' joint bank account.

On their 1984 joint Al abama inconme tax return, the Taxpayers,
per §40-18-6(a)(2), clainmed a basis in the property equal to its
fair market value at the tinme of the gift, which, because of the
short period between the gift (Novenber 15, 1984) and the sale
(Novenber 21, 1984), was determ ned by the Taxpayers to be equal to
the sales price. Consequently, no gain was reported on the sale.

The Departnent rejected the Taxpayers' use of the stepped-up basis
and assigned to the property the husband' s original basis, which

resulted in the prelimnary assessnent in issue.
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CONCLUSI ONS OF LAW

Code of Al abanma 1975, §40-18-6(a)(2), prior to its anendnment
in 1985, provided for an increase in the basis of property acquired
by gift or transfer in trust as foll ows:

(2) GFT OR TRANSFER IN TRUST. - If the property was

acquired by gift or transfer in trust, the basis shall be

the fair and reasonabl e market val ue of such property at

the tinme of such acquisition, or if acquired prior to

Decenber 31, 1932, the basis shall be the fair and

reasonabl e mar ket val ue of that date.

There is no question that the Taxpayers in the present case
conplied with the technical requirenents necessary for an increase
in basis under pre-anmendnent §40-18-6(a)(2). There was a valid
gift from the husband to the wife prior to the sale of the

property. However, as state in Basic, Inc. v. US., 549 F.2d 740

(1977), the substance of a transaction, and not its form nust
govern, and in sone instances the technical conpliance with a
statute nust be disregarded for tax purposes.

In Basic, a parent corporation negotiated for the sale of
stock, and in a belated attenpt to avoid tax of the sale,
distributed the stock to a subsidiary corporation prior to
consunmation of the sale. However, the court held that because the
transacti on was a foregone conclusion prior to distribution of the
stock to the subsidiary, the stock transfer was a sham and shoul d
not be recogni zed for tax purposes. As stated by the court:

In the matters of taxation, the point is often nade that

it is the substance of a transaction that determnes its
tax consequences rather than the form or timng wth
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which it has been carried out. This doctrine or rule is
a corollary of the fundanental principle of statutory
construction that a transaction or event, even though
falling within the literal terns of a statute, nmay yet be
outside its spirit or purpose and thus be outside its
i nt ended scope.

The "substance-over-forni doctrine is commonly attri buted
to the decision in Gegory v. Helvering, 293 U S. 465, 55
SSa. 266, 79 L.Ed. 596 (1935), a case in which the
absence of a business purpose nade literal conpliance
wth the statutory provi si ons for a spin-off
reorgani zation insufficient to acconplish what would
ot herwi se have qualified as a tax free transfer.

* * *

Al t hough Gegory was concerned with a corporation
reorgani zati on question, the rationale of that case has
not been confined in application to such situations
al one. Rat her, that decision, as Judge Learned Hand
expl ai ned in Comm ssioner v. Transport Trading & Term nal
Corp., 176 F.2d 570, 572 (2nd Gr. 1949), has cone to
stand for the proposition "that in construing words of a
tax statute which describe comercial or industrial
transactions we are to understand them to refer to
transactions entered upon for commercial or industrial
pur poses and not to include transactions entered upon for

no other notive but to escape taxation.”™ An even nore
incisive fornmulation of the sane though was |ater
expressed -- again by Judge Hand -- in Glbert wv.

Comm ssioner, 248 F.2d 399, 411 (2nd GCr. 1957)
(di ssenting opinion), in these words:

* * * The Inconme Tax Act inposes liabilities
upon taxpayers based wupon their financial
transactions, and it is of course true that
the paynent of the tax is itself a financial

transaction. |If however, the taxpayer entered
into a transaction that does not appreciably
affect his beneficial interest except to

reduce his tax, the laww Il disregard it; for
we cannot suppose that it was part of the
purpose of the act to provide an escape from
the liabilities that it sought to inpose
(emphasis as in the original).

The Basic case was decided for the governnent on

t he
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interrelated grounds that there was no valid business purpose for
t he subject transaction, as illustrated by the above excerpts, and
al so because the whole transaction had been conceived and
substantially concluded prior to the stock distribution. The
|atter point, that a transaction nust be | ooked at as a whol e and
a sale made in substance by one party cannot be changed for tax
purposes into a sale by another through a sham transfer of the
asset prior to the sale, was first established in the |andnmark

case, Comm ssioner v. Court Holding Co., 324 U S 331, 65 S. Q. 707

(1945) .

In Court Holding, a corporation negotiated and orally agreed

to sell certain assets to a third party purchaser. However, upon
di scovering that the transaction as contenplated wuld lead to a
tax on both the corporation and the corporate sharehol ders, the
corporation attenpted to avoid the corporate tax by distributing
the property to the shareholders prior to the sale. The court
found that while the sale had been conpl eted by the sharehol ders,
in actuality the corporation had agreed to nmake the sale and
therefore the transaction should be treated for tax purposes as a
sale by the corporation. As stated by Justice Bl ack:

The i ncidence of taxation depends upon the substance of

a transaction. The tax consequences which arise from

gains from a sale of property are not finally to be
determned solely by the neans enpl oyed to transfer | egal

title. Rat her, the transaction nust be viewed as a
whole, and each step, from the commencenent of
negotiations to the consumation of the sale, is

relevant. A sale by one person cannot be transforned for
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tax purposes into a sale by another by using the latter
as a conduit through which to pass title. To permt the
true nature of a transaction to be disguised by nere
formalisns, which exist solely to alter tax liabilities,
woul d seriously inpair the effective adm nistration of
the tax policies of Congress. (enphasis added)

For additional cases in support of the Court Holding

principle, see Magneson v. C I.R, 753 F.2d 1490 (1985) (concerning

the "step transaction doctrine"); Wchita Termnal El evator Co., et

al. v. Coom of Internal Revenue, 162 F.2d 513 (1947); GCenera

Guaranty Mort. Co. v. Tomlinson, 335 F.2d 518 (1964); Bl ueberry

Land Co. v. Comm, 361 F.2d 93 (1966); Bush Bros. and Co. .

Cl.R, 668 F.2d 252 (1982); also generally Hnes v. US., 477 F. 2d

1063 (1973), cases at footnote 8.

In 1950, the Suprenme Court, in United States v. Cunberl and

Public Service Comm ssion, 338 U S. 451, 70 S.C. 280, again

addressed the issue presented in Court Holding, and on slightly

different facts decided that the gain on the transferred assets
shoul d not be inputed to the original owner.

The conflicting results reached in the Court Holding and

Cunberland Public Service Conm ssion decisions raised many

questions as to howto treat the nunerous factual variations that
invariable arise. 1In an attenpt to clarify the matter, and as a

direct result of the Court Hol ding and Cunberland Public Service

Comm ssion conflict, Congress enacted §337 of the Revenue Code of
1954, which set definite guidelines for corporate taxpayers in

determ ning whether for tax purposes a sale is by a liquidating
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corporation or by the sharehol ders who are to receive the proceeds.

For a history of the Court Hol di ng/ Cunber| and Public Service Conm

conflict, and the resulting enactnent of §337, see Central Tabl et

Manuf acturing Co. v. U S., 94 S.C. 2516 (1974) and Benedict QG

Conmpany v. U.S., 582 F.2d 544 (1978).

However, for nost situations there can be no certain rule for

application of the principle. As stated in Baunmer v. U S., 580

F.2d 863 (1978):

The courts have recogni zed that there are a potentially
unlimted nunber of variations and pernutations of
transfers raising the Court Holding issue. The
characterization of a particular transaction as "real or
a shant, Cunberland, supra, 70 S.Ct. at 282, depends in
| arge neasure on its objective judgnent based on the
special facts of each case. No appellate court, no
matter how ingenious, can devise a sinple, nechanica
formula which will reveal the "correct” characterization
of the transaction at issue in every instance. As the
Court held in Cunberland, "[I]t is for the trial court,
upon consideration, to determne the factual category in
whi ch a particular transaction bel ongs . "

Nonet hel ess, al though each case nust be decided on its own
pecul i ar facts, a reasonable guideline for application of the rule

in nmost instances was set out in Hnes v. U S., supra:

We hold that the sine qua non of the inputed incone rule
is a finding that the corporation actively participated
in the transaction that produced the income to be
inmnputed. Only if the corporation in fact participated in
the sale transaction, by negotiation, prior agreenent,
post-distribution activities, or participated in any
other significant manner, could the corporation be
charged with earning the incone sought to be taxed. Any
other result would unfairly charge the corporation with
tax liability for a transaction in which it had not
i nvol venent or control. (Enphasis as in original).
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In the present case, the husband negotiated for the sale of
the property. The property was then transferred by gift to the
wife, after which the wife sold the property in accordance with the
terns of the sal es agreenent between the husband and the purchaser.

The single and adm tted purpose for the gift fromthe husband to
the wife was to obtain an increased basis in the property and
t hereby avoid incone tax on the gain realized from subsequent sale
of the property. Cdearly, there could be no better exanple of a
circunstance that would fit nore exactly within the paraneters of
t he above principle that a transaction nust be taken as a whol e,
and that a transaction entered into without a business notive and
for the primary purpose of tax avoi dance should not be recognized
for tax purposes. Accordingly, in spite of a technical conpliance
with the statute, because the sale was negotiated and in effect
conpleted prior to the gift and because there was admttedly no
busi ness purpose for the gift, the transfer of the property nust be
ignored for tax purposes and the sale nust be treated as having
been made by the husband.

The Taxpayers' representatives, in an excellent brief, cite
numer ous cases which hold in part that a tax benefit should not be
denied sinply because the form of a transaction chosen by a
taxpayer resulted in less tax than another formthat was avail abl e.

That proposition is correct as far as it goes. It is axiomatic

that a taxpayer may arrange his affairs in such a way as to pay as
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little tax as possible. Gegory v. Helvering, supra; Superior Q|

Conpany v. M ssissippi, 280 U S 390, 50 SS.C. 169 (1930); Atlantic

Cost Line R Co. v. Phillips, 332 U.S. 168, 67 S.Ct. 1584 (1947).

However, while the notive to pay as little tax as possible is
neutral and should not in itself defeat the legitimacy of a
transaction for tax purposes, to stand the transaction nust also
have served a legiti mate busi ness purpose. As pointed out by the

di ssenting judge in Basic v. United States, supra:

The touchstone, t heref ore, t hat di stingui shes a

transaction worth of being recognized as it appears from

one deserving to be disregarded is the presence of a

"good busi ness purpose " rather than the absence of any

desire on the taxpayer's part to pay taxes. The

taxpayer's purpose to escape taxes is legally neutral.
Chi shol mv. Conmm ssioner, 79 F.2d 14.

A review of several of the cases cited by the Taxpayers in
brief further illustrates the necessity for business purpose in

determning the validity of a transaction. |In Maysteel Products,

Inc. v. CI.R, 287 F.2d 429 (1961), the taxpayer prevail ed because

the subject transaction did in fact have econom c substance. As
stated by the court:

The Governnent relies on cases such as Knetsch v. United
States, 364 U S. 361, 81 S.C. 132, 5 L.Ed.2d 128;
Gregory v. Helvering, 293 U S. 465, 55 S.C. 266, 79
L.BEd. 596; and Gl bert v. Conmm ssioner of |I|nternal
Revenue, 2 Cr., 248 F.2d 399, affirned after remand, 2
Cr., 262 F.2d 512. But those cases involved instances
where the transaction relied upon was a nere sham or
| acked economc reality. In such situations the courts

properly disregard form for substance.

* * *
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The transaction here had econom c substance, was not a
sham nor rigged device wthout real substance or risk,
and inducenent or notive is wthout significance.
Taxpayer incurred the risk of loss in event of decline in
the market; was entitled to benefit fromany advance; it
was not bound to nake the gift it ultimately did but
could have retained the benefits of the transaction
Substantive and econom c reality were present.

The notive involved does not destroy the conmerci al
real ity and genui neness of the transaction

In Lewis & Taylor, Inc., v. CI.R, 447 F.2d 1074 (1971), the

t axpayer again prevailed, again on the basis that the transaction
i n questions was econom cally viabl e:

The Decenber 4, 1961 agreenent conforned to the econom c
reality of the transaction. |In Peter Pan Seafoods, |nc.
v. United States, (9th Cr. 1969, 417 F.2d 670, we held
that where a transaction has econom c substance an d is
economcally realistic, it should be recogni zed for tax
pur poses, and the fact that a transaction is so arranged
that the tax consequences are highly favorable to one of
the parties affords the Conm ssioner no |icense to recast

it into one of I|ess advantage. Gyro Engi neering
Corporation v. United States (9th Gr. 1969), 417 F. 2d
437.

W agree, and we reassert that if there was a good
busi ness reason to anend the initial agreenent, it is not
for the Commssioner to insist that the abandoned
agreenment be adhered to nerely because it allows a | arger
tax return to the United States. (enphasis added)

The Taxpayers' case is boosted by the holdings in Sun

Properties v. United States, 220 F.2d 171 (1955), and Woll ey

Equi pnrent Co. v. United States, 268 F. Supp 358 (1966). In the Sun

Properties case, the court found that the sale of property for the
sol e purpose of realizing a gain was in itself a valid business

transaction. |In Wolley, the court stated that "tax considerations
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have becone so inportant today that tax avoi dance al one may well
constitute a |legitinmate business purpose for transacting busi ness
in a particular manner."

However, the Sun Properties and Woll ey decisions represent

the mnority view The mgjority opinion, as illustrated by the
numerous authorities cited herein, is that a transaction entered
into for purely tax purposes, and wth no redeem ng business
notives, nust be ignored for tax purposes, even if the
technicalities of the transaction fit squarely wthin the
requi renents of the statute. Thus, while the present situation
involved a valid gift, which under nost circunstances would be
allowed an increase in basis under §40-18-6(a)(2), if the Court

Hol di ng, Gregory and the nunmerous other related cases cited herein

have any neaning, the gift to the wife, for the reasons cited

herein, nust be ignored.

The above considered, it is hereby determned that the
prelimnary assessnent in issue is correct and should be nade fina
as entered, with appropriate interest as required by statute.

Done this 23rd day of March, 1987

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



