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. 86-101
ROBERT E. & MARY C. TATE §
Crown Regency Unit 609
1220 Beacon Par kway East §
Bi rm ngham AL 35209,
§
Taxpayers.
ORDER

This case involves two disputed prelimnary assessnments of
i ncone tax entered agai nst Robert E. and Mary C. Tate (hereinafter
"Taxpayers") for the years 1982 and 1983, as well as the
di sal | onance by the Departnent of a refund clainmed by the Taxpayers
for 1983. A hearing was conducted in the matter by the
Adm ni strative Law Division on Septenber 10, 1986. The Taxpayers
were represented by the Hon. C. Fred Daniels. Assistant counsel
Mark Giffin appeared on behalf of the Departnent. Based on the
evidence taken at the hearing, in addition to an exhibit
(redenption-option agreenent) submtted subsequent to the hearing
by agreenment of the parties, and in consideration of post-hearing
briefs filed by both parties, the follow ng findings of fact and
concl usions of |aw are hereby nmade and entered.

FI NDI NGS OF FACT

At the beginning of 1982, M. Tate, a long tinme enployee of
Pool e Truck Lines, Inc. (hereinafter "Poole") owned one hundred
fifty shares of Poole stock. M. Tate's cost basis in the entire

one hundred fifty shares was negligible. During 1982, a conflict
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arose between M. Tate and the principal owner of Poole, and
negoti ati ons began for the sale of M. Tate's stock to Poole. At
approxi mately the sane tine, the Taxpayers decided that Ms. Tate
shoul d becone an equal sharehol der of the Poole stock with M.
Tat e. Consequently, as wll be discussed, Ms. Tate was given
seventy-five shares of the Poole stock by M. Tate on various
occasions in 1982 and 1983.

Al t hough the evidence as submtted by the parties at the
hearing was i nconpl ete and on occasi on specul ative, as close as can
be determ ned, the follow ng transactions occurred relative to the
Pool e stock during 1982 and 1983: On August 8, 1982, M. Tate sold
fifty shares to Poole for $500, 000. 00. Prior to Septenber 14,
1982, Ms. Tate was given either twenty-five or fifty shares by M.
Tat e. Based on evidence to be discussed later, it would appear
that only twenty-five shares were transferred to Ms. Tate at that
time. On Septenber 14, 1982, Ms. Tate sold twenty-five shares to
Pool e for $250, 000. 00.

Ms. Tate sold another twenty-five shares to Pool e sonetinme
bet ween January 1, 1983 and April 4, 1983. The check from Poole to
Ms. Tate for the twenty-five shares, totaling $250,000.00, was
dated January 1, 1983, but wasn't deposited by Ms. Tate until
April 4, 1983. It is unclear exactly when Ms. Tate acquired the
twenty-five shares sold by her between January 1, 1983 and April 4,

1983. However, on February 1, 1983, a redenption/option agreenent
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was entered into between both Taxpayers and Pool e providing that
twenty-five of the remaining seventy-five shares of Poole stock
were to be sold to Poole for $250,000.00 in 1983, and that Poole
woul d have an option to purchase the last fifty shares for
$500, 000. 00 in 1984. The agreenent specified that M. Tate owned
the seventy-five remaining shares, thus indicating that Ms. Tate
was not given the twenty-five shares that she sold in early 1983,
and consequently coul d not have sold those shares, until after the
redenpti on/opti on agreenent of February 1, 1983. The remai ni ng
fifty shares were sold, twenty-five shares each by M. and Ms.
Tate, in Septenber 1983. The total purchase price for the | ast
fifty shares was $475, 000. 00.

Concerni ng the redenption/option agreenent, M. Tate, as owner
of the stock, was the "Seller/Qptionor"”, Poole was designated as
"Purchaser/ Qptionee", and Ms. Tate was "Assignee". As stated, the
agreenent provided that Poole would buy twenty-five shares
imedi ately (before April 4, 1983), with an option to purchase the
remaining fifty shares in 1984. The purchase price for each
twenty-five share |lot was $250, 000. 00. It was agreed that Ms.
Tate, as a party to the agreenent, could received sone or all of
the shares, and that she would be bound by the ternms of the
agreenent. As stated, it appears that fifty of the seventy-five
shares involved wth the redenption/option agreenent were given to

and subsequently sold by Ms. Tate. As with the initial 1982



4
negoti ati ons between Pool e and the Taxpayers, there is no evidence
indicating to what extent, if any, Ms. Tate participated in
negoti ating the agreenent.

The stock sold by Ms. Tate was paid for by Pool e checks nade
payable to Mary C. Tate. The sales to M. Tate were paid by Poole
checks nade payable to M. Tate. However, in all cases the noney
recei ved was deposited in various joint accounts to which both M.
and Ms. Tate had equal access, and was subsequently used to nake
joint gifts and paynents of joint liabilities.

For 1982, the taxpayers filed a joint Al abama return and
reported thereon a gain on M. Tate's stock sal es. No gain was
reported on the sales by Ms. Tate. On their 1983 joint return,
t he Taxpayers initially reported a gain fromthe sal es nade by both
M. and Ms. Tate. However, an anmended 1983 return was
subsequently filed indicating no gain fromthe sales by Ms. Tate.

A refund petition for 1983 was also filed as a result of the
amended return.

The non-recognition of gain on Ms. Tate's stock sales is
based on the Taxpayers' claimthat Ms. Tate should be allowed the
step up in basis provided by Code of Ala. 1975, §40-18-6(a)(2), as
that section read prior to 1985. That section provided in rel evant
part that the basis of property acquired through gift should be the
fair market value of the property at the tine of the gift. The

Taxpayers contend that the fair market value of the Poole stock
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when given to Ms. Tate was equal to the sales price by Poole,
thereby resulting in no gain.

The Departnent concedes that the stock gifts to Ms. Tate were
valid and properly executed, and that the stock was sold by Ms.
Tate to Poole after the gifts occurred. However, the Departnent
argues that the gifts of the stock were invalid attenpts by M.
Tate to assign incone fromthe subsequent stock sales, done for the
sol e purpose of avoiding incone tax, and accordi ngly, should not be
recogni zed for tax purposes. Based thereon, in addition to several
m nor adjustnments which are not in dispute, the Departnent
reconputed the Taxpayer's liability for 1982 and 1983 using M.
Tate's |lower basis in the stock, and entered the prelimnary
assessnents in issue.

CONCLUSI ONS OF LAW

Code of Al abama 1975, §40-18-6(a)(2), as it read during the
years in dispute, provided for a step up in basis 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

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

reasonabl e market value as of that date.

In the case at hand, there is no question that the gifts of
the Poole stock fromM. Tate to Ms. Tate were valid, or that Ms.
Tate subsequently sold the stock to Poole. G ven those facts
alone, it would appear that the transactions should be allowed a

step up basis under the above section. However, in sone instances,
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the technical conpliance with a statute nust be disregarded for tax
pur poses. The substance of a transaction, not its form nust

govern. Wchita Termnal Elevator Co., et al. v. Comm ssioner of

I nternal Revenue, 162 F.2d 513 (1947); Gegory v. Helvering, 293

U S 465, 55 S.Ct. 266 (1935); Knetsch v. United States, 364 U. S.

361, 81 S.C. 132 (1960). As stated in Basic, Inc. v. US., 549

F.2d 740 (1977):

In matters of taxation, the point is often nmade that it

is the substance of a transaction that determnes its tax

consequences rather than the formor timng with which it

has been carried out. This doctrine or rule is a

corollary of the fundanmental 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.

In Basic, a parent corporation received from one subsidiary
corporation the stock of another second-tier subsidiary. The
distribution resulted in a tax reduction tot he parent on the
subsequent sale of the stock. The Court, after discussing the
substance-over-form doctrine, ruled for the governnent, holding
that the whole transaction was full blown conclusion prior to the
stock distribution, and accordingly, that the stock transfer was a

sham and shoul d be ignored for tax purposes, citing Conm ssioner V.

Court Hol di ng Conpany, 324 U.S. 331; 65 S.Ct. 707 (1945).

In Court Holding, a corporation negotiated and orally agreed

to sell certain assets to a third-party purchaser. However, after

di scovering that the transaction as contenplated wuld lead to a
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tax on both the corporation and the corporate sharehol ders to whom
the sales proceeds would later be distributed, the corporation
attenpted to avoid the corporate tax by distributing the property
to the shareholders, who in turn consummated the sale. The Tax
Court found that while the sale had been conpleted by the
sharehol ders, in actuality the corporation had in substance agreed
to make the sale and therefore the transaction should be treated
for tax purposes as a sale by the corporation. As stated by the
Court:

[ T] he transaction nust be viewed as a whole, and each

step, from the comencenent of negotiations to the

consummation of the sale, is relevant. A sal e by one

person cannot be transfornmed for 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 fornmalisns, which

exist solely to alter tax liabilities, would seriously

inpair the effective admnistration of the tax policies

of Congr ess.

The Taxpayers recognize that the principles enunciated in

Court Holding relate to the present case (Taxpayers' brief at page

10), but counter that the Court Holding decision, as limted and

explained in |later cases, especially United States v. Cunberl and

Public Service Co., 338 US. 451, 70 S . C. 280 (1950), would

mandate a hol ding for the Taxpayer.

The Cunberland Public Service case in substance involved

al nrost the same factual situation as Court Hol ding. Cunmber | and

contenpl ated the sale of various assets, and after several rejected

offers, the Cunberl and shareholders, in order to avoid tax, caused
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a partial liquidation of Cunberland's assets followed by
Cunberl and's dissolution. The sharehol ders then sold the assets.
The Suprene Court upheld the Tax Court's finding that the sal e had
been by the sharehol ders and not the corporation, and thus that the
gain should not be inputed to the corporation.

The seemingly conflicting results of the Court Holding and

Cunmberl and Public Service cases have caused nuch confusion in

subsequent cases.! The courts have recognized that no rule can fit
every case, and that each case nust turn on its own particular

facts. As stated in Bauner v. U. S., 580 F.2d 863 (1978):

[ T]he 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 nmeasure on a subjective judgnment 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 of +the entire transaction, to
determne the factual category in which a particular
transacti on bel ongs . "

A sinple and reasonabl e yardstick for application of the rule

was set out in Hnes v. US., 477 F.2d 1063 (1973):

'‘As a direct result of the questions raised by the Court
Hol di ng and Cunberl and Public Service decisions, Congress saw fit
to enact §337 of the Revenue Code of 1954 so as to se a definite
guideline for tax practitioners in determ ning whether for tax
purposes a sale is made by the liquidating corporation or the
sharehol ders who are to receive the assets. See Central Tabl et
Manuf acturing Co. v. U.S., 94 S.C. 2519 (1974) and Benedict QG
Conpany v. U S., 582 F.2d 544 (1978).
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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 inputed. Only if the corporation in
fact participated in the sale transaction, by
negotiation, prior agreenent, post distribution
activities, or partici pated in any ot her
significant manner, ~could the corporation be
charged with earning the incone sought to be taxed.
Any other result would wunfairly charge the
corporation with tax liability for a transaction in
which it had no involvenent or control. (enphasis
as in original)

In the present case, the evidence is unclear as to exactly
when the negoti ati ons began between the Taxpayers and Pool e for the
sale of the Poole stock. It has been established, however, that in
early 1982, M. Tate and the principal owner of Pool e devel oped a
conflict and that negotiations began shortly thereafter, presumably
while M. Tate still owned all of the shares.

It is further established that fifty of the seventy-five
shares sold by Ms. Tate were sold in 1983, after the February 1,
1983 redenption/option agreenent was conpl eted. Cobvi ously, M.
Tate, as owner of all of the remaining shares at the tine of the
agreenent, nust have actively participated in negotiating the
agreenent . Thus, because M. Tate was actively involved in
negoti ating the sale of all of the Poole stock, even that portion

that was eventually sold by Ms. Tate, in accordance with the Court

Hol di ng and Hi nes cases, anong others, for tax purposes the sales
by Ms. Tate nust be treated as if they had been nade by M. Tate.

Accordi ngly, the Taxpayers should not be allowed an increase in
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basi s under §40-18-6(a)(2).

The Taxpayers argue that the twenty-five shares sold by Ms.
Tate in Septenber, 1983 were negotiated separately by Ms. Tate and
were not controlled by the redenption/option agreenent. It is true
that the sale occurred in 1983 as opposed to 1984, as contenpl at ed
in the agreenent, and also that the sale anpbunt was slightly |ess
t hen negoti ated ($237,500. 00 versus $250,000.00). But nonet hel ess,
al though the terns and timng of the sale may have been altered
slightly, it is clear that the sale had been previously negoti ated
and arranged as set out in the redenption/option agreenent, which
was negotiated by M. Tate prior to the gift of the shares to Ms.
Tat e.

The Taxpayers argue that the ultinmate issue is whether M.
Tate entered into a witten agreenent which required Ms. Tate to
sell (Taxpayers' brief at pages 15 and 17),and the fact of M.
Tate's participation in negotiations for the sale of the stock was
of no consequence (Taxpayers' brief at page 18). However, clearly

a witten agreenent to sell is not necessary for the Court Hol di ng

doctrine to apply. As set out in Hnes, if a party participates in
any significant manner, the inputed incone rule should apply.

Wchita Term nal Elevator Co., et al. v. Conm ssioner of |nternal

Revenue, supra; Ceneral Guaranty Mrtgage Co. v. Tonlinson, 361

F.2d 93; Bush Bros. and Co. v. C I.R, 668 F.2d 255; see generally

H nes v. US., supra, at footnote 8.
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In sunmary, the stock transactions began with M. Tate, as
sol e owner of the entire one hundred fifty shares, negotiating for
the sale of the stock to Poole. if and to what extent Ms. Tate
participated in the initial or subsequent negotiations is not
rel evant. The inportant fact is that M. Tate clearly was
involved. In August, 1982, M. Tate began selling the stock. At
about the sane tine, the Taxpayers decided that Ms. Tate should be
given one-half of M. Tate's shares. The reason given was that the
Taxpayers owned all of their other assets jointly and that they
wanted the Poole stock to also be jointly owed. However, at that
ti me negotiations had al ready begun for the sale of the shares to
Poole. Thus, it is clear that the gifts to Ms. Tate were done for

tax purposes only.
The fact that a taxpayer may arrange a transaction taxable.?
However, if the facts indicate that the transaction was negoti at ed

prior to the asset transfer, as in Court Holding, then it nust fail

for tax purposes. |If the facts indicate a sale after transfer of

the assets, with no prior negotiations, as in Cunberland Public

Service, then the transaction will stand. |In the present case, the

facts indicated that M. Tate was actively involved in negotiating

’’'n Basic, Inc. v. US., supra, the dissenting judge, citing
Chi shol m v. Comm ssioner, 79 F.2d 14 (1935) and Conm ssioner V.
Newnman, 159 F.2d 848 (1947) (dissenting opinion), argued that the

desire to avoid taxes will not in itself defeat the transaction
Rat her, the determ ning elenent is whether the transaction had a
"good busi ness purpose". No such notive exited in the present

case, other than the desire to save taxes.
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the sales to Poole prior to transfer of the seventy-five shares to
his wife. Thus, the gifts nust be ignored for tax purposes.

The above considered, the Departnent is hereby directed to
make final the prelimnary assessnents in issue, and al so deny the
1983 refund petition filed by the Taxpayers. Applicable interest
shoul d be added as required by statute.

Done this 21st day of Novenber, 1986.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



