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110 T.C. No. 18

UNI TED STATES TAX COURT

MARTI N | CE CREAM COVPANY, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 1477-93. Filed March 17, 1998.

A and his son Mwere shareholders of MC, an S
corporation that distributed ice cream products to
super mar ket chai ns, independent grocery stores, and
food service accounts. M C s supernarket business was
|argely attributable to the close personal relation-
shi ps that A had devel oped and nai ntai ned for decades,
begi nning before the creation of MCin 1971, with the
owners and managers of the supermarket chains. Since
1974, M C had distributed the ice cream products of HD
pursuant to an oral agreenent entered into between A
and the founder of HD. |In 1987 and 1988, follow ng the
acquisition of HD by a public conpany, HD initiated
negotiations wwth MCto acquire MC s rights to
distribute HD ice cream products to M C s custoners.
After some but not all terns of the acquisition had
been negotiated in the 1988 negotiations, A and M
caused SIC, a wholly owned subsidiary of MC, to be
created, and HD was notified that SIC would be the
seller of the assets that HD wi shed to acquire. MZC
then transferred to SIC all of MC s rights to
distribute HD ice cream products to the supermarket
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chains and food service accounts, and business records
relating thereto, in exchange for all the stock of SIC
and i medi ately distributed the SIC stock to Ain
exchange for all of A's stock in MC. Follow ng
further negotiations, A and SIC, 3 weeks thereafter,
entered into a contract to sell HD all their intangible
assets relating to distribution of HD ice cream
products. Two weeks thereafter, follow ng the

determ nation of a purchase price adjustnent provided
for in the final version of the contract, the sale

cl osed and SIC received the proceeds of sale, which it
distributed to A

1. Held: The benefits of the personal relation-
shi ps devel oped by A with the supermarket chains and
A's oral agreenent with the founder of HD were not
assets of MC that were transferred by MC to SIC and
thereafter sold by SICto HD, A was the owner and
sell er of those assets.

2. Held, further, respondent's attenpt to apply
Commi ssioner v. Court Holding Co., 324 U. S. 331 (1945),
to regard MC as the seller of assets to HDis rejected
because the final sale to HD was on terns that were
negotiated with HD by A and SIC that were significantly
different fromthe terns of the earlier proposed
transacti on under negotiation between M C and HD

3. Held, further, MC s distribution of SIC stock
to A was not entitled to nonrecognition of gain under
sec. 355, I.R C, because SIC was not engaged in the
active conduct of a trade or business after the
distribution of SIC stock to A

4. Held, further, although MC s transfer of
i ntangi bl e assets to SIC in exchange for SIC stock was
entitled to nonrecognition of gain under sec. 351,
|. R C, the imediate distribution of SIC stock in
redenption of A's stock in MC was a distribution of
appreci ated property under secs. 311(b) and 317(b),
. R C., on which recognized gain in the anmount of
$141,000 is taxable to M C under sec. 1374, |I.R C

5. Held, further, MCis not liable for a
negl i gence addition to tax under sec. 6653(a), |.R C
but is liable for a substantial understatenent addition
under sec. 6661, |.R C
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Frank Agostino, Alan G Merkin, Mary Ann Perrone, and

Susan M _Flynn, for petitioner.

Patricia Y. Taylor and dare W Darcy, for respondent.

BEGHE, Judge: Respondent determ ned the foll ow ng
deficiency and additions to tax:

Additions to Tax
Year Defi ci ency Sec. 6653(a) (1) Sec. 6661

1988 $477, 816 $23, 891 $119, 454

In so doing, respondent determned that Martin Ice Ctream Co. (MC
or petitioner) recogni zed taxabl e gain of $1, 430,340 on the
distribution of stock of its newy created subsidiary, Strassberg
lce Cteam Distributors, Inc. (SIC), to one of petitioner’s two
shar ehol ders, Arnold Strassberg (Arnold), in redenption of his
51-percent stock interest in petitioner. Shortly before trial,
we granted respondent's notion for | eave to anend answer to

all ege that a subsequent sale of assets to the Hiagen-Dazs Co.,

I nc. (Haagen-Dazs), by Arnold and SIC should be attributed to

petitioner under Conm ssioner v. Court Holding Co., 324 U S. 331

(1945) .

We reject respondent’s attenpt to apply Court Hol ding,

al t hough we uphol d respondent’s original determ nation that
petitioner recognized gain on the redenption of Arnold s stock in
petitioner. W find that petitioner’s gain is substantially |ess
than the gain determ ned by respondent. W reject respondent’s

inposition of an addition to tax under section 6653(a)(1l) but
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uphol d the addition to tax for substantial understatenent under
section 6661.1

FI NDI NGS OF FACT

Sone of the facts are stipulated and are so found. MCis a
New Jer sey corporation whose principal place of business was
Bl oonfield, New Jersey, when it filed its petition.

M C was incorporated in 1971 as a whol esale ice cream
distributor, with Martin Strassberg (Martin) as its sole
shareholder. M C was a C corporation from 1971 through 1986. On
Decenber 30, 1986, M C filed with the Internal Revenue Service a
Form 2553, Election by a Small Busi ness Corporation, which took
effect on Novenber 1, 1987. As a result of the election, the
accounting period of MC was changed, commenci ng January 1, 1988,
froman COctober 31 fiscal year to the cal endar year.

Soon after World War 1, Arnold, Martin's father, a high
school mathematics teacher, began a part-tinme business after
school hours, selling ice cream products wholesale to stores in
Newar k, New Jersey. During sunmer vacations, Arnold expanded his
coverage to snmall stores and ice creamparlors on the Jersey
Shore. By 1960, Arnold had incorporated his own conpany,
Arnold’ s Ice Cream and was engaging full time in the whol esal e

distribution of ice cream In the 1960's, Arnold began to

1 Al section references are to the Internal Revenue Code in
effect for the year in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.
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devel op rel ationships with the owners and managers of severa
super mar ket chai ns when he concei ved an innovative packagi ng and
sal es canpai gn that used bright colors and catchy slogans to
mar ket ice cream products to supernmarkets for resale to
consuners. |ce creamhad hitherto been sold by supermarkets to
consuners as an undifferentiated product in |arge containers and
mul ti serving packages with plain brown wappers. Arnold
subsequent |y devel oped ot her packaging ideas for ice cream
products that hel ped supermarkets sell ice cream products under
their private labels. Even with different kinds of packagi ng,
supermarkets nmarketed ice creamto consuners mainly on the basis
of price. In the late 1960's, Arnold had a falling-out with his
maj or supplier, Eastern Ice Cream which forced Arnold s Ice
Cream i nt o bankruptcy.

In 1971, Martin and Arnold organized MC as a part-tine
busi ness, with one delivery truck, distributing ice creamto
smal | grocery stores and food service accounts (restaurants,
hotels, and clubs) in northern New Jersey. Martin joined the
busi ness after having conpleted virtually all requirenments for a
Ph.D. in statistics and after spending several years doing
operations research and statistical analysis as an enpl oyee of
| arge corporations. |In 1975, Martin began working in the ice
creamdistribution business full time. During nost of the
1970's, Arnold owned no stock in MC because he w shed to avoid

the clains of creditors of Arnold s Ice Cream In 1979, Arnold
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becane a 51-percent shareholder in MC, and Martin' s interest was
reduced to 49 percent. At no tinme did Arnold or Martin have an
enpl oynent agreenent with MC

In 1974, Ruben Mattus (M. Mattus), the founder of Haagen-
Dazs, asked Arnold to use his ice cream marketing expertise and
rel ati onshi ps with supermarket owners and managers to introduce
Haagen-Dazs ice cream products into supermarkets. Haagen-Dazs
manuf actured an entirely new range of “super-prem uni ice cream
products that were differentiated fromthe conpetition by both
hi gher quality and higher price. Hiagen-Dazs had initially
mar keted its products to small stores and restaurants for single-
serving on-prem ses consunption. Hiaagen-Dazs had nade only
m nimal inroads into the supermarkets, and now M. Mattus wanted
tointensify his marketing efforts in that sector. M. Mttus
asked for Arnold s help because he had been unable to convince
the supermarkets to carry his products; they saw super-prem um
ice creamas too expensive for a retail setting designed for off-
prem ses consunption

Arnold, as the first distributor of Hiagen-Dazs ice creamto
supermarkets, sparked a revolution in the retail sale of ice
cream Arnold and Haagen-Dazs tapped a hitherto hi dden demand
for a super-premumice creamin supernarkets by consunmers who
were willing to pay higher prices for higher quality. By the
late 1970's, M C was distributing ice cream products, including

Haagen-Dazs ice cream to four major supernmarket chains,
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Pat hmar k, Shop Rite, Foodtown, and Acne in New York, New Jersey,
Connecti cut, and Pennsylvania (the supermarkets) and to smaller
grocery stores. However, neither Arnold nor MC ever entered
into a witten distribution agreenent w th Haagen- Dazs or
M. WMattus.

Arnol d was so successful that in the late 1970's or early
1980's M. Mattus invited Arnold to becone his partner in a
pl anned expansi on of Haagen- Dazs’ supermnarket sales to the West
Coast. Arnold declined the offer and continued to use MC as his
corporate vehicle to distribute Haagen-Dazs products in New
Jersey and adj acent areas.

Martin did not support or participate in Arnold s efforts to
expand ice creamdistribution to the supermarkets. Martin
disliked the social activities necessary to devel opi ng and
sust ai ni ng personal relationships with supermarket owners and
managers--activities that Arnold thrived on. Martin preferred to
manage day-to-day operations at the M C warehouse, arriving at
work as early as 3 to 4 a.m to supervise the loading of MC' s
delivery trucks for delivery to the supermarkets and the snal
stores.? Martin enployed route sal esnmen to expand and mmi ntain
whol esal e distribution of ice cream primarily Haagen-Dazs, to

smal | i ndependent grocery stores and food service accounts in New

2 Haagen-Dazs delivered its products to the M C warehouse,
where they were transferred to MC trucks for delivery to both
the supermarkets and the snmall grocery stores and food service
accounts.
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Jersey and New York. Martin did little or no solicitation
himself. Arnold did not participate in Martin's devel opnent of
t he busi ness of wholesale ice creamdistribution to small grocery
stores and food service accounts, focusing instead on the
super mar ket s.

In 1985, the Borden Co. (Borden) retained Arnold to use his
contacts with the supermarkets to put Borden’ s ice cream products
into supermarket freezers. Arnold worked as a broker for Borden,
personal |y earni ng comm ssions on Borden’s sales of ice cream
products to supermarkets, rather than as a distributor buying
fromthe manufacturer and reselling to retailers. MC did not
participate in Arnold' s work for Borden. Arnold had the ability
to--and did--put Borden’s ice cream products into supermnarket
freezers at a time when many of his original contacts fromthe
1960's and earlier had passed fromthe scene. By 1988, Arnold no
| onger had a business relationship with Borden.

At sonme tinme in the early to md-1980"s, Ben and Jerry’s, a
conpetitor of Hiagen-Dazs in the manufacture and narketing of
super-premumice cream asked Arnold to hel p obtain supermarket
freezer space for its products. Haagen-Dazs had not objected to
Arnold’ s work for Borden but told himthat he could not continue
to distribute Haagen-Dazs ice cream products if he were to
distribute Ben and Jerry’s ice cream products. Arnold thereupon
termnated further contact with Ben and Jerry’s.

In 1983, the Pillsbury Co. (Pillsbury) purchased Haagen-
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Dazs from M. Mattus. Pillsbury pronptly initiated a business
plan to consolidate the distribution of Hiagen-Dazs ice cream
products into its own distribution centers, with the goal of
delivering directly to retail stores, especially |arge
supermar ket chains. Pillsbury believed it could deliver a
uni formy higher quality product to supermarkets at |ower cost
t han i ndependent distributors whose refrigeration equi pnent was
not as reliable. Pillsbury believed that ensuring high quality
was vital to its basic corporate strategy of continuing to
di fferenti ate Haagen-Dazs products fromthose of its conpetitors.

Anot her inportant conponent of the Hiagen-Dazs corporate
strategy was to enter into witten distribution contracts,
explicitly termnable at will by Haagen-Dazs on short notice,
with distributors that it was not ready to buy out. Since 1974,
MC, like other regional distributors, had distributed Haagen-
Dazs products on the basis of Arnold s original oral agreenent
wth M. Mattus. After its acquisition by Pillsbury, Hiagen-Dazs
al ways mai ntai ned that distributors such as MC did not have
enforceable rights to continue to distribute Hiagen-Dazs ice
cream In June 1988, the U S. District Court, Northern D strict
of California, MDL docket No. 682, ordered summary judgnent in
favor of Haagen-Dazs against a term nated distributor who had

distributed ice creamproducts for a direct conpetitor.® The

1nre Super Premumlce Cream Distribution Antitrust
Litig., 691 F. Supp. 1262 (N.D. Cal. 1988), affd. wthout
(continued. . .)




- 10 -
grounds were that the termnation did not violate antitrust |aws
and that the oral agreenent with the distributor did not prevent
termnation at will.*

In late 1985 or early 1986, representatives of Hiagen-Dazs
first approached the Strassbergs about acquiring direct access to
Arnold' s rel ationships with the supermarkets and renoving him as
a mddleman in the chain of distribution. Hiagen-Dazs al so
wanted to forestall conpetitors, such as Ben and Jerry’s, from
using Arnold s contacts and knowl edge to gain access to the
super markets. Haagen-Dazs al so did not want to | eave
distributors |ike Arnold, who had been w th Hiagen-Dazs since the
early days of M. Mattus, w thout adequate reward for the role
t hey had played in bringing Hiagen-Dazs to prom nence. Al so,
because Arnold was a high-profile, well-respected ice cream
di stributor, Haagen-Dazs did not wish to alienate Arnold and ri sk
having himstir up the other independent distributors before
Haagen-Dazs was ready to take simlar steps against them

Haagen- Dazs believed that these various rel ationships, personal

3(...continued)
publ i shed opi nion sub nom Hiagen-Dazs Co. v. Doubl e Rai nbow
Gournet lce Creans, Inc., 895 F.2d 1417 (9th Cr. 1990).

4 During the negotiations with Arnold, attorneys for
Pillsbury sent Russell L. Hewt (M. Hewit), attorney for Arnold,
Martin, and MC, a copy of applicable sections of two treatises
on franchising, Rosenfield, The Law of Franchising, and Brown,
Franchi sing Realities and Renedies (1982 rev.), in support of its
contention that MC, SIC, Arnold, and Martin had no enforceable
rights to distribute Haagen-Dazs ice cream products that could
not be termnated at wll.
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to Arnold, had value for which it was willing to pay. At the
sanme time, Haagen-Dazs wi shed to termnate any residual rights to
di stribute Haagen-Dazs ice creamthat its distributors m ght have
acquired over the years, even as it maintained that neither
Arnold nor MC, or later, SIC, had any enforceable “distribution
rights” as such. Hiagen-Dazs was not interested in acquiring MC
as an ongoing distributor to either the supermarkets or the snal
grocery stores and food service accounts or in acquiring its

physi cal assets.

During the early to md-1980's, Arnold and Martin had
i ncreasingly vocal disagreenents over the future direction of
MC. Arnold wi shed to expand the supermarket business, and
Martin wi shed to expand the small store business. They were
unabl e to agree on which course to take or otherwi se to agree on
coordinating their different business objectives.

Martin was concerned about M C s overdependence on a snal
nunber of |arge supermarket accounts. He felt that a diversified
custoner base of small i1ndependent stores with higher gross
profits carried less risk. Martin was concerned about the
smal ler profit margins of the supermarket business and also felt
that the small stores had a better record of paying MC s
invoices in full and on tine.

Arnold attributed Martin’s di sparagenent of the supermnarket
business to his dislike of the process of devel opi ng and

mai nt ai ni ng the personal rel ationships wth the managers and
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owners of the supermarkets that was needed to nmaintain access to
super mar ket freezer space. Arnold believed that the small vol une
of sales generated by each of the independent stores did not
justify the effort to acquire and service their accounts.

Arnold and Martin each bl amed the other’s approach to
managenent of his own line of the business for MC s not being
nore profitable during the m d-1980's.

From 1985 t hrough 1988, Arnold s and Martin's di sagreenents
intensified, especially in the aftermath of Arnold s pronotion of
MC s failed investnment in a warehouse facility in central Newark
t hat woul d have substantially expanded M C s capability to
distribute ice creamto the supermarkets, just as Hiagen-Dazs was
building its own large distribution facility in the Bronx. MC's
share of the total cost of the Newark facility woul d have been
about $2.5 mllion. 1In 1987 or early 1988, Arnold and Martin
ulti mately abandoned the project after M C had invested
approxi mat el y $100, 000.

By 1988, Martin no | onger wanted to work with Arnold, and
Arnold felt that Martin was pushing himto retire. They were
| ooking for a way to end their constant strife over the future
direction of petitioner. Their disagreement had nmade them both
receptive to the first overture from Hiaagen-Dazs in May 1986. At
that time, Arnold and Martin began consulting with their

attorney, Russell L. Hewit (M. Hewit), concerning the
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negoti ations wth Haagen-Dazs.® Arnold was the primary
negotiator in the talks wth Hiagen-Dazs. To that end, Arnold
executed a series of confidentiality agreenments. |In March 1987,
the initial tal ks broke down because the parties could not agree
on the price for the business with the supermarkets.

To nenorialize the term nation of discussions, M. Hewt
sent Hiagen-Dazs a letter dated April 7, 1987, stating that he
under st ood Haagen-Dazs to have nade an initial offer of $3
mllion for “the Haagen-Dazs portion of the business”. 1In a
letter dated April 16, 1987, Haagen-Dazs replied that it had not
offered $3 mllion, and that the distribution rights under
di scussion were worth approximately $1 million. Despite the
breakdown in formal negotiations, the parties remained in
contact. On January 8, 1988, Arnold signed a new confidentiality
agr eenent .

On May 4, 1988, the M C board of directors, consisting of
Martin, Arnold, and M. Hewit, and Arnold and Martin as MC' s
shar ehol ders, adopted and approved resolutions to forma
subsidiary of MC, to be called SIC. Later that nonth,
negoti ati ons resuned between Haagen-Dazs and Arnold and Martin
regardi ng the possible sale of Arnold s supermarket distribution

rights.

> There is no evidence in the record that it ever occurred
to M. Hewit, Martin, or Arnold that Martin and M C shoul d obtain
separate |l egal representation, independent fromArnold, in
negoti ating and effectuating the split-off and the transactions
w t h Haagen- Dazs.



- 14 -

As wth the earlier negotiations, Arnold took the lead in
the negotiations wth Haagen-Dazs. Between May 13 and May 23,
1988, Arnold and Martin net at |least three tinmes wth Haagen-Dazs
representatives. On May 16, 1988, Hewit wote a letter to
Charles McG I, vice president--acquisitions, for Pillsbury,
stating that, on May 13, proposals for Haagen-Dazs to buy MC s
“supermarket and food service business only” for up to $2.5
mllion had been rejected and that one of the obstacles was the
possi bl e sale of the remai ning busi ness to another distributor
accept abl e to Haagen- Dazs. However, neither Martin nor MC
thereafter pursued the possibility of such a sale, and the
subj ect was never raised in subsequent negotiations w th Haagen-
Dazs.

On May 19, 1988, the parties discussed the outlines of an
agreenent to sell the supermarket and food service distribution
busi ness to Haagen-Dazs. On May 23, 1988, M. Hewit wote
another letter to M. MG Il detailing the terns discussed in the
neetings, including an overall price of $1.5 mllion for that
busi ness, $350,000 in additional contingent payments payabl e over
3 years, and annual paynents of $150,000 to Arnold for 3 years,
and of $50,000 to Martin for 5 years in return for consulting
services and covenants not to conpete in the retail super-prem um
ice creamdistribution business, except as MC and Martin woul d
continue to distribute ice creamto stores other than the

supermarket chains. M. Hewit’'s letter did not refer to any
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all ocation of the total price between distribution rights as such
and the business records related to those rights, or even refer
to any such records. Haagen-Dazs had derived the total price it
was willing to pay froma formul a based upon M C s annual sales
of Haagen-Dazs products to the supernmarkets.

On May 31, 1988, SIC s certificate of incorporation was
filed with the New Jersey secretary of state, and SIC was
organi zed as a wholly owned subsidiary of MC. On June 2, 1988,
Stan O eson of Pillsbury sent M. Hewit a draft “Agreenent for
Purchase and Sal e of Assets” and other associated draft
docunents. The Agreenent docunents listed Arnold, Martin, MC
and SIC collectively as “Sellers” and provided for the purchase
of any and all of Sellers’ distribution rights, “including but
not limted to supermarket and food service distribution rights,
if any” and their cancellation by the “Buyer”. On June 6, 1988,
M. Hewit replied to M. Oeson wth a letter containing a nunber
of nodifications to the proposed agreenents, chief anong which
was elimnation of all references to Martin and MC as parties to
t he proposed sale so as not “to increase the risk that the 355
Exchange will be coll apsed”. During the negotiations that
culmnated in the signing on July 8 of a sal e agreenent between
Arnold and SIC as sellers and Haagen-Dazs as buyer, M. Hewit did
not draft his own version of the sale agreenent; he nade mark-ups
of his suggested changes and sent copies of the marked-up drafts

back to Haagen- Dazs.
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On June 14, 1988, Beth L. Bronner, vice president for
strategi c and busi ness devel opnent for Haagen-Dazs, replied to
M. Hewit’s |letter of June 6, stating that Hiagen-Dazs had
“i ncorporated, where possible, the suggested changes in your
redraft and letter of June 6. However, many of the points in
your letter reflected a transaction materially different from
the one we believed we had negotiated with your clients”.

Ms. Bronner’s letter stated that Hiagen-Dazs had incorporated
“your proposed exclusion of Martin Strassberg and * * * [M (]
fromthe Purchase Agreenent,” although it created “an inportant
issue with which we nust deal” in light of Haagen-Dazs' main

obj ective of obtaining “any and all distribution rights” of both

Arnold and Martin and their respective conpanies. M. Bronner
proposed to resolve this issue through a separate “side
agreenent” in which Martin and MC “would clearly acknow edge”
that all rights to distribute “Haagen-Dazs products have been
transferred to * * * [SIC] and that he * * * [Martin] clains no

rights to distribute Haagen-Dazs.”®

6 The record includes an “Agreenent”, signed by Martin and
Ms. Bronner on behalf of MC and Haagen- Dazs, respectively, on
July 8, 1988, that appears to be the contenpl ated “side
agreenent” referred to by Ms. Bronner in her June 14 letter.
Thi s agreenent states that Haagen-Dazs and M C woul d enter into
three distribution agreenents upon the closing of the Hiagen-Dazs
agreenent with Arnold and SIC. The three distribution
agreenents, which were signed July 22, 1988, provide MC with
various rights to distribute certain Hiagen-Dazs ice cream
products in specified convenience stores, delis, places where ice
creamis consuned on the prem ses, and other small independent
grocery stores in New Jersey and parts of New York.
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M. Hewit sought advice fromtwo tax attorneys, Charles E.
Fal k, an attorney-C.P.A. with an LL.M in taxation from New York
University School of Law, and Martin's brother-in-law, Jan
Nei man, an attorney practicing tax lawin Mam Beach, Florida,
on the tax structuring of the transactions creating SIC and
distributing its stock to Arnold.” M. Hewit sought their advice
to ensure that he properly drafted all docunments necessary to
effect the separation of Martin and MC from Arnold and SIC
There is no evidence in the record that M. Hewt considered
trying to obtain a private letter ruling fromthe Internal
Revenue Service, or that he rendered a witten opinion to
petitioner or Martin or Arnold regarding the tax consequences of
the transactions at issue, or that M. Hewit or any of the
parties in interest received a witten tax opinion from
M. Neiman or M. Falk.

On June 15, 1988, Arnold, Martin, and M. Hewit executed
docunents providing for the transfer of MC s interests in the
super mar ket busi ness and associ ated custoner and pricing lists
fromMC to SIC and the exchange of Arnold s stock in MC for the
stock of SIC (the split-off). The first of these docunents,

entitled “Agreenent”, provided for the transfer of

" Martin also consulted with M. Neinman, who told himthat
“this is the way you should do it”, referring to a distribution
of stock under sec. 355 as a neans of dissociating Arnold from
MC. It is unclear fromthe record whether M. Fal k and
M. Nei man were aware of the ongoi ng negotiations wth Hiagen-
Dazs.
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Al'l of the Corporation’s [MC s] rights to distribute
Haagen-Dazs | ce Cream products to supernarket chains
(Pat hmar k, Shop Rite, Foodtown and Acne) and food
service accounts (restaurants, hotels and clubs), and

t he busi ness records of said distributorship, including
but not limted to custonmer lists and pricing lists, to
the Subsidiary * * * for the purpose of transferring to
Arnold all of the outstanding shares of the Subsidiary
i n exchange for the surrender by Arnold of all of his
shares of the Corporation, in a transaction intended to
qualify as a tax-free split-off under Internal Revenue
Code Section 355, as anended * * *

A second docunent, dated June 15, 1988, also entitled
“Agreenment”, stated that Martin and Arnold were operating
separate businesses that were fornmerly jointly operated by MC,
and that both Arnold and Martin “wish to assure a snooth
transition so that neither party |oses custoners or enpl oyees as
aresult of * * * msunderstanding”. The docunent further stated
t hat

Fol |l owi ng the Exchange, * * * [M (] shal

cooperate with * * * [SIC] and provide such assistance

that is reasonably necessary for * * * [SIC] to conduct

its business, provided that the rendering of such

servi ces does not unduly interfere with the conduct of
* * * TM(C]’s business.

* * * * * * *

[SIC] shall pay to and reinburse * * * [MC] for al

costs incurred by * * * [M(C] in providing such

servi ces.
Thi s agreenent provided, anong other things, that M C would
continue to deliver ice creamfromits warehouse to SIC s
super mar ket accounts after the June 15 transactions separating

MCand SIC. MCdid continue to do so until the closing of

Arnold’s and SIC s sale of assets to Haagen-Dazs on July 22.



- 19 -

On June 15, 1988, the M C board of directors, consisting of
Arnold, Martin, and M. Hewit, adopted a resol ution, which was
approved by Arnold and Martin as sharehol ders, declaring that MC
was in two separate businesses of equal fair narket val ue, one
distributing ice creamto supermarket chains and food service
accounts and another distributing ice creamto small independent
grocery stores. The resolutions stated that M C undertook the
transaction to split into two corporations in order to resolve
t he di spute between Arnold and Martin over the future direction
of M C and whether it would focus on distribution to supernarkets
or to food service accounts and snmall stores and that Martin
wi shed to operate the business of distribution of Hiaagen-Dazs ice
cream products to nonsupernmarket stores. Martin and Arnold each
submtted his witten resignation as a director, officer, and
enpl oyee of the other conpany, Martin fromSIC, and Arnold from
M C. Each of these docunents bore the typed date “June 3, 1988",
whi ch was crossed out and anended by hand to read “June 15,

1988”. None of the resolutions, agreenents, or resignations
contain any guaranty or indemification fromSIC or Arnold that
woul d protect MC or Martin fromany tax liabilities arising from
the split-off or the contenpl ated sal e to Hiagen- Dazs.

On June 20, 1988, Arnold and M. Hewit signed a directors’
resolution of SIC, submtting to Arnold, as sol e sharehol der of
SIC, an offer by Hiagen-Dazs to “purchase all of the rights of

the Corporation [SIC] to distribute Haagen-Dazs ice cream
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products”. Arnold then signed a shareholder’s resolution to
authorize SIC to enter into negotiations with Haagen-Dazs. In an
undat ed nmenmorandum Arnold di sclosed his customer list to Hiagen-
Dazs, nost likely in response to a June 30 letter from
Ms. Bronner.

In aletter to M. Hewit, dated July 1, 1988, Richard
Wegener, a Pillsbury attorney, sunmarized changes nmade “to the
various distributor agreenents” pursuant to negotiations that had
taken pl ace the previous week. M. Wgener stated that, in the
wake of those negotiations, Haagen-Dazs “clearly * * * [had its]
wor k cut out concerning the financial issues raised by Section
4.5 of the proposed agreenent.” M. Wgener exhorted Arnold “to
get out * * * on the table” all relevant information required to
conpl ete that section, which was a warranty and representation by
Arnold and SIC concerning sal es of Haagen-Dazs ice cream products
to supernmarkets by MC and SIC for the period of June 1, 1987, to
May 31, 1988. On July 5, 1988, M. Hewit sent Ms. Bronner
docunentation of the sales to supermarkets for the 12-nonth
period ending May 31, 1988. On July 7, 1988, M. O eson wote
M. Hewit a |etter asking whether Hiagen-Dazs’ refusal to agree
to deposit noney in escrow on signing the purchase agreenent
woul d be a “deal breaker” that would require cancellation of this
pl anned July 8 neeting to sign the agreeenent. He al so expressed
optimsmthat the deal would be signed.

On July 8, 1988, Arnold, individually, and as president of
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SIC, and Ms. Bronner, on behalf of Haagen-Dazs, signed an
“Agreenent For Purchase and Sal e of Assets” by Arnold and SIC, as
“Sellers”, in which the parties agreed to the terns of the sale
and rel ated docunents. Notw thstanding that the docunents
effectuating the split-off provided only for the transfer of
super mar ket and food service distribution rights and records to
SIC, the Arnol d-SI G Haagen- Dazs agreenent recited that SIC “owns
all of the rights to distribute Hiaagen-Dazs product which were or
may have been owned by Martin Strassberg and [MC],” and
purported to provide, consistent with the Haagen-Dazs first
draft, for the purchase of all distribution rights including but
not limted to supermarket rights.® This agreenment specifically
stated that “Buyer is not purchasing assets relating to the ‘non-

banner’ business of * * * [MC(C], the forner parent of [SIC],"®

8 The Agreenent enunerated the “Sellers’ Rights” as

Any and all of Seller’s rights and the rights of any
corporations or entities owed or controlled by Sellers
obt ai ned from Buyer, its predecessors, its custonmers or
others to distribute the products of Buyer within the
states of New York, New Jersey, Pennsyl vani a,
Massachusetts, Del aware, Connecticut and el sewhere
including but not limted to supermarket and food
service distribution rights, if any (the “Sellers’
Rights”) * * *_ Upon Cosing of the transactions
contenpl ated herein, any and all of such Sellers’

Ri ghts obtained by Sellers fromBuyer or its
predecessors shall be cancell ed.

% “Non- banner” busi ness was defined by the Agreenent as
“i ndependent conveni ence stores and delis that have no nore than
two cash registers * * * “independent’ shall nean a firm which
(continued. . .)
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and allocated the stated $1.5 mllion price to be paid at the
cl osing, $300,000 to “Records” and $1, 200,000 to “Sellers’
Rights”. There is no evidence in the record of any negotiation
over this allocation or of any of the considerations that |ed
Haagen-Dazs to all ocate the purchase price in this fashion.
Unlike prior drafts of the purchase agreenment in the record,
the agreenment as executed on July 8, 1988, between Hiagen- Dazs
and SIC and Arnold contains an Article 2.4 that makes the cl osing
contingent on an audit by a “"Big-8 auditing firnm of the
docunentati on of the sales to supermarket chains, independent
supermarkets, and food service accounts for the 12-nonth period
ending May 31, 1988. The audit was required to ascertain the
actual sales figures in order to set the purchase price under
Article 2.4 in accordance with a purchase price reduction cl ause
that applied to both the paynent to be made at the closing and
t he contingent annual paynents to be made over the followng 3

years.® Article 2.4 also provided that Haagen-Dazs woul d have

°C...continued)
operates fromone to ten stores”.

10 The Agreenent provided that if the audited supernarket
sales were greater than $4 mllion but |less than $4, 700, 000, then
there woul d be a downward adjustnent to the purchase price equa
t o:

[1 - (audited sales figures/$4,700,000)] x $2, 350, 000.
The Agreenent allocated 81 percent of the downward adjustnment to

the purchase price to be paid at closing and 19 percent to the
(continued. . .)
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no obligation to close if the audited sales were | ess than $4
mllion for the period under audit.

On July 20, 1988, Touche Ross & Co. submtted an audit
report to Haagen-Dazs, stating that the audited sales were |ess
than represented by Arnold and SIC. As late as July 21,

M. Hewit was still negotiating wth Haagen-Dazs on behal f of
petitioner concerning the list of accounts that M C woul d
continue to service after the sale.

On July 22, 1988, Arnold and representatives of Haagen-Dazs
cl osed the sale to Haagen-Dazs. The enpl oyees of M C who had
reported to Arnold before June 15 continued to do so until that
date. Arnold thereupon notified MCin witing that SIC no
| onger required the services of MCin delivering ice cream
products to the supermarkets or in otherwi se servicing their
accounts.! SICthen paid MC for services rendered. MC's
custoners had not been notified of any changes in its business
until they were notified of the sale of the supermarket
di stribution business to Haagen-Dazs.

The cl osi ng docunents contai ned an anmendnent to the purchase

agreenent--signed July 22 after receipt of the Touche Ross & Co.

10, .. conti nued)
conti ngent annual paynents payable to Arnold over the foll ow ng
3 years.

1 Martin testified that M C and SI C del ayed changi ng how
product was delivered to the supernmarket custoners in order to
get through the busy sumrer season.
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audit of the supermarket sales figures--stating that during the
12-nmonth period ending May 31, 1988, the sal es of Haagen-Dazs
products to the four supernmarket chains, food service accounts,
and i ndependent supermarkets had total ed $4, 528, 000. Pursuant to
t he purchase price reduction clause of the Agreenent, that sales
figure resulted in a downward price adjustnment of $86, 000, of
whi ch $69, 660 reduced the purchase price paid by Hiagen-Dazs at
t he cl osing, and $16, 340 of which reduced the amount of
contingent additional paynents payable to Arnold over 3 years.
Consequently, the first closing docunent, entitled "C osing
Statement", reduced the agreed sale price of $1.5 million to
$1, 430, 340, and reduced the maxi num anount of contingent annual
payments of $350, 000 to $333, 660.

The bill of sale, signed by Arnold individually and as
president of SIC, listed the itens acquired from SIC as al
exi sting custoner lists, price lists, historical sales records,
pronotional allowance and rebate records, “and other business
records as requested by Buyer, and the goodw I| associ ated
therewi th”.

Arnol d al so signed an “Assignnent of Rights”, which
referenced--and transferred to Hiagen-Dazs--the rights described
supra, in two capacities: first, as president of SIC, and

second, as an individual; there was no allocation of the



- 25 -

consi deration paid for the rights as between Arnold and SIC. 2
Ms. Bronner also signed the Assignnment of Rights on behal f of
Haagen- Dazs. Arnold signed a “Consulting and Non- Conpetition
Agreenent” w th Haagen-Dazs, for which he was to be paid $150, 000
annually for a period of 3 years. Martin also signed a
“Consul ting and Non-Conpetition Agreenent” w th Haagen-Dazs, for
whi ch he was to be paid $50,000 annually for a period of 5 years.
Final |y, Hiagen-Dazs entered into three nonexclusive distribution
agreenents wth petitioner for its continued distribution of
Haagen- Dazs ice cream products to specified snall i ndependent
stores and food service accounts in a limted geographical area.

On March 3, 1989, petitioner filed a Form 1120S for 1988,
reporting gross sales of $6,021, 394 and an ordinary | oss of $278.
Rudol ph Bergwerk signed the return as preparer. MC s 1988 Form
1120S contained no reference to the creation of SIC, the transfer
to it of assets, or their basis, or the distribution of SIC stock
to Arnold in redenption of his stock in MC. Nor did the return

refer to SIC s and Arnold’ s subsequent sale of assets to Haagen-

12 Subsequent to trial, respondent submtted to the Court a
facsimle of the face of a Haagen-Dazs check to SIC in the anount
of $1, 430, 340, acconpanied by an affidavit that Hiagen-Dazs
i ssued the check to SIC as paynent due at the closing of the sale
of assets purportedly sold by SIC to Hiaagen-Dazs. W do not
admt the facsimle and affidavit into evidence; there is
sufficient evidence in the record to support a finding that SIC
received the entire paynent from Haagen-Dazs. However, because
we decide this case as we do, initial receipt of paynment by SIC
i nstead of Arnold does not determ ne the Federal tax treatnent to
petitioner of the transactions at issue.
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Dazs, contain any of the other information required by the
regul ati ons under sections 351, 355, or 368, or allocate earnings
and profits between petitioner and SIC as required by section
312(h) and associated regulations with respect to a transaction
governed by sections 355 and 368(a)(1)(D).

On April 10, 1989, SICfiled Form 1120S for its tax year
1988, which included a statenent disclosing the sale of assets by
SIC, including records and goodwi I| for $286,068 and the “right
to distribute the product of buyer for $1,144,272".13 The
statenent al so disclosed that Arnold, as sole stockhol der
distributee, would report the gain on his personal incone tax
return for taxable year 1988. On July 14, 1989, Arnold caused
SIC to be dissolved under New Jersey | aw.

For each tax year thereafter through 1995 MC reported the
followi ng | osses and gross sales as conpared with 1988 and

earlier years:

13 This statement attached to the SIC Form 1120S i ndi cates
that the downward adj ustnent of $69,660 to the purchase price
pai d by Haagen-Dazs at closing was all ocated between the
di stribution rights and business records of SICin the sane
proportions as the relative anounts of the preadjustnent
all ocation of the purchase price to be paid at the cl osing--80
percent, or $55,728, to the distribution rights, and 20 percent,
or $13,932, to the business records. The closing docunents do
not set forth or otherw se contain any reference to the
all ocation between distribution rights and busi ness records of
the reduction in the price paid at closing.
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Year G oss Sal es Taxabl e | ncone Ret ai ned Ear ni ngs
19861 $8, 488, 491 $68, 728 $551, 383
19872 1, 137, 298 284 551, 676
19882 6, 021, 394 (278) 551, 398
1989 4,718, 087 (316, 793) 238, 541
1990 5,532, 675 (58, 153) 180, 388
1991 5, 882, 632 (122, 534) 59, 654
1992 5,518, 248 (75, 726) (16, 072)
1993 6, 032, 463 (69, 622) (85, 694)
1994 5,619, 756 (201, 778) (287, 472)
1995 5,472,912 (49, 396) (336, 868)

! Tax year Nov. 1, 1986-Cct. 31, 1987
2 Tax year Nov. 1, 1987-Dec. 31, 1987
8 Supermarket distribution rights and records sold to Haagen-Dazs July 22, 1988
ULTI MATE FI NDI NGS OF FACT

1. The intangi ble assets enbodied in Arnold s oral
agreenent with M. Mttus and personal relationships with the
super mar ket owners and managers were never corporate assets of
petitioner. Until the sale to Hiagen-Dazs on July 22, 1988,
Arnold was the sole owner of those assets, whose use he had
hitherto made available to petitioner. Accordingly, neither any
transfer of rights in those assets to SIC nor their sale or other
di sposition to Haagen-Dazs is attributed to petitioner.

2. The fair market value of the SIC stock distributed by
petitioner to Arnold in redenption of his stock in petitioner was
$141, 000.

3. Imediately after the distribution of the stock of SIC
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to Arnold, and thereafter, SIC did not engage in the active
conduct of a trade or business.

OPI NI ON

1. Assets Transferred by MC

Respondent advances two alternative grounds in support of
the original determ nation that the $1, 430, 340 consi deration
received by Arnold and SIC neasures the gain realized and
recogni zed by petitioner: First, Arnold negotiated the sale of
assets on behalf of MC, and MC should therefore be regarded as

the true seller of the assets under the principle of Conm ssioner

v. Court Holding Co., 324 U. S. 331 (1945); alternatively, the

anount pai d by Haagen-Dazs to SIC and Arnold neasures the gain
realized and recogni zed by petitioner on the redenption of
Arnold s stock in petitioner, a split-off that fails to qualify
for nonrecognition of corporate gain under section 355.

We disagree with respondent's overall position, insofar as
it is predicated on the assunption or conclusion that petitioner
owned assets with a value of $1,430,340 that were sold to Hiagen-
Dazs. Petitioner never owned all the assets sold to Haagen- Dazs.
The record shows, and we have found as facts, that Arnold, acting
on his own behalf and as agent for SIC, of which he was the sole
sharehol der, entered into a contract to sell Hiagen-Dazs two
distinctly different types of assets: The first, and nuch nore
val uabl e, was the intangible assets of Arnold s rights under his

oral agreenment with M. Mattus and his relationships with the
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owners and managers of the supermarkets, which fornmed the basis
of his ability to direct the whol esal e distribution of super-
premumice creamto the supermarkets; the second, and nuch | ess
val uabl e, was the business records that had been created by
petitioner during Arnold s devel opnent of the supermarket
busi ness, and transferred by petitioner to SIC

Arnol d built the business of whol esale distribution of
super-premumice creamto supermarkets on the tw n foundations
of his personal relationships with the supermarket owners, the
devel opment of which preceded the creation of petitioner by
sone years, and his personal, handshake understanding with
M. Mattus, which continued with Hiagen-Dazs after its sale to
Pillsbury. |In devel oping his supermarket distribution business,
Arnol d changed the way ice creamwas marketed to custonmers in
supermarkets. The success of the venture depended entirely upon
Arnold. M. Mttus’ offer to go into business wth Arnold
di stributing Haagen-Dazs ice cream products on the West Coast
attests to the value that M. Mttus, Hiagen-Dazs, and | ater,
Pillsbury, placed on Arnold s position in the market, which
retai ned considerable value as |ate as June 1988, when petitioner
distributed the SIC stock to Arnold in redenption of his stock in
petitioner.

Ownership of these intangi ble assets cannot be attributed to
petitioner because Arnold never entered into a covenant not to

conpete with petitioner or any other agreenment--not even an
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enpl oynent agreenent--by which any of Arnold s distribution
agreenents wiwth M. Mattus, Arnold’ s relationships with the
supermarkets, and Arnold s ice creamdistribution expertise
becane the property of petitioner. This Court has |ong
recogni zed that personal relationships of a sharehol der-enpl oyee
are not corporate assets when the enpl oyee has no enpl oynent
contract with the corporation. Those personal assets are
entirely distinct fromthe intangi ble corporate asset of

corporate goodwill. See, e.g., Estate of Taracido v.

Comm ssioner, 72 T.C. 1014, 1023 (1979) (where sol e sharehol der

was sine qua non of corporation' s success, corporation's goodw ||
did not include the personal qualities of its sole sharehol der);

Cullen v. Comm ssioner, 14 T.C 368, 372 (1950) (personal

ability, personality, and reputation of sole active sharehol der
not a corporate intangible asset where there is no contractual

obligation to continue shareholder's services); MacDonald v.

Comm ssioner, 3 T.C. 720, 727 (1944) (“We find no authority which

holds that an individual’s personal ability is part of the assets
of a corporation by which he is enployed where * * * the
corporation does not have a right by contract or otherwi se to the

future services of that individual.”); Providence MII Supply Co.

v. Comm ssioner, 2 B.T.A 791, 793 (1925).

In the case at hand, as in MacDonald v. Commi SSioner, supra,

petitioner never obtained exclusive rights to either Arnold s
future services or a continuing call on the business generated by

Arnol d’ s personal relationships with the supermarket owners and
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the rights under his agreenent with M. Mattus; petitioner never
had an agreenment with Arnold that would have caused those
rel ati onships and rights to becone petitioner’s property. Even
if there had been such an agreenent, and the record shows that
there was none, the value of these relationships and rights would
not have beconme petitioner’s property in toto. |In 1974, M.
Mat t us sought Arnold as his agent to create a substanti al
presence for Hiagen-Dazs ice creamin supermarkets after M.
Mattus had been able to achieve only m nimal market penetration
through his own efforts. M. Mittus wanted what Arnold had
already created in the 1960's when he operated Arnold s Ice
Cream-the critical relationships with key supernmarket owners and
managers and the marketing know how necessary to put ice cream

products in supermarket freezers. See, e.g., Coskey’'s Tel evision

& Radio Sales & Serv., Inc. v. Foti, 602 A 2d 789, 795 (N.J.

Super. C. App. Dv. 1992) (“What * * * [the enpl oyee] brought to
hi s enpl oyer, he should be able to take away.”). The record
shows that, at nost, petitioner had only the benefit of the use
of these assets while Arnold was associated with petitioner--
whi ch contributed heavily to the profitability of petitioner
during the years before the split-off.

Qur conclusion that the rights under the oral agreement with
M. Mattus, the personal relationships wth supermarket owners
and managers and the ice creamdistribution expertise, bel onged

to Arnold rather than petitioner is confirnmed by the disparity
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bet ween the sales price paid by Haagen-Dazs to Arnold and SI C and
the value of petitioner as an ongoi ng busi ness just before the
split-off. The sales figures frompetitioner’s tax returns show
t hat the supernarket business generated slightly nore than one-
half of the pre-split-off sales. Wre petitioner to have been
the owner of the rights sold to Haagen-Dazs, then the $1, 430, 340
paid to Arnold and SIC woul d have been approximately half the
val ue of petitioner, and petitioner would presumably have had an
overall fair market val ue approaching $3 mllion, a concl usion
that would logically follow fromrespondent’s argunents. For
reasons discussed infra, $3 mllion far exceeds any possible fair
mar ket val ue that petitioner, as a corporation with |less than
$8.5 mllion in gross sales and $70,000 net inconme in its best
year, fiscal 1987, m ght have had i medi ately before the
transactions in issue.

Qur conclusion is not inpaired by the fact that the
corporate docunents created by M. Hewit to acconplish the
transfer of sone of petitioner’s assets to SIC and the
distribution of SIC stock to Arnold purported to transfer

supermarket distribution rights owned by petitioner.* W have

4 W note that the record contains no docunents that
actually transfer assets fromMC to SICin exchange for SIC
stock. The record contains only the MC corporate resol utions
stating the intention to nake such transfer. However, we are
satisfied by those corporate resolutions and testinony by Arnold,
Martin, and M. Hewit that such a transfer did occur, in the
sense that petitioner transferred to SIC the records of the

(continued. . .)
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al ready found that petitioner never owned the rights under
Arnold’s oral agreement with M. Mttus, nor his personal
rel ati onships with the supermarkets or his ice creamdistribution
expertise; petitioner nerely had the benefits of the use of those
assets during the years up to the split-off. Wat petitioner did
not own, petitioner could not transfer; these docunents
transferred only that which belonged to M C--the business records
generated by the supernarket business that were subsequently
transferred by petitioner to SIC in exchange for its stock.?
Accordingly, we find that the sale to Haagen-Dazs of Arnold’ s
super mar ket rel ationships and distribution rights cannot be
attributed to petitioner. Al that is at stake in this case is
the value of Arnold’ s remaining stock interest in petitioner,
shorn of his supermarket relationships and distribution rights

under his agreenent with M. Mattus.

¥4(...continued)
super mar ket busi ness and whatever rights petitioner had in that
busi ness.

15 Petitioner may have had sonme residual rights to
di stribute Haagen-Dazs ice cream but they were independent of
Arnol d’ s supermarket relationships and his value as a m ddl eman.
To the extent that they existed at all, they were in relationship
to Haagen-Dazs’ ability to termnate petitioner as a distributor.
Haagen- Dazs was certainly interested in acquiring those rights as
it rationalized and consolidated its whol esal e distribution
network as one of the assets it was buying from Arnold and SIC.
However, in light of the summary judgnment by the District Court,
Northern District of California, in favor of Hiagen-Dazs agai nst
a simlarly situated distributor, the value of those rights in
the event of term nation by Haagen-Dazs was highly specul ative at
best .
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2. MC ls Not the Deened Seller of Assets to Hiagen-Dazs Under
Court Hol di ng

Respondent argues that Arnold began and conpl eted the
negoti ations with Haagen-Dazs for the sale of distribution rights
on behalf of petitioner. Respondent woul d have us believe that
all essential ternms fixed by the negotiations had been settled
before M. Hewit infornmed Haagen-Dazs that SIC and Arnold woul d
be the naned sellers of the assets in the purchase agreenent and
i nstructed Haagen-Dazs to omt all references to Martin and
petitioner fromthe purchase agreenents. Respondent urges the

Court to apply the principle of Comm ssioner v. Court Hol ding,

Co., 324 U S. 331 (1945),'® to find that petitioner is the true

seller of the assets, and that SICis a nere conduit whose

16 Shortly after issuance of Rev. Rul. 96-30, 1996-1 C. B
36, respondent first raised this theory with petitioner in a
stipul ation conference held on June 19, 1996, and was gi ven | eave
to incorporate it in an anmended answer filed | ess than 3 weeks
before trial. Generally, when the Comm ssioner nekes all egations
in an anended answer requiring the presentation of different
evi dence, then the Conmm ssioner “has introduced a new matter” or
a new i ssue that requires the shifting of the burden of proof to
t he Comm ssioner as to the new matter or issue. Achiro v.
Commi ssioner, 77 T.C 881, 890 (1981); see also Seagate Tech.
Inc. & Consol. Subs. v. Comm ssioner, 102 T.C. 149, 169 (1994).

Because the determ nation of the applicability of
Comm ssioner v. Court Holding Co., 324 U. S. 331 (1945), required
respondent to present evidence of the events |leading up to the
sale of assets which is different fromthe evidence show ng that
the requirenents of sec. 355 were not nmet, we issued an order
shifting the burden of proof to respondent on the Court Hol di ng
i ssue. However, we decide the issue on a preponderance of the
evi dence; therefore, the allocation of the burden of proof does
not determ ne the outcone. See Kean v. Conm ssioner, 91 T.C
575, 601 n.40 (1988) (citing Deskins v. Conm ssioner, 87 T.C
305, 323 n. 17 (1986)).
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exi stence and participation in the sale to Hiagen-Dazs shoul d be
ignored for Federal inconme tax purposes. Respondent's argunment
inplies that petitioner constructively received the proceeds from
the sale of assets to Haagen-Dazs, and then constructively
di stributed those proceeds to Arnold in redenption of his stock
in petitioner.?

In Conm ssioner v. Court Holding Co., supra, a corporation

with two sharehol ders, husband and wi fe, owned an apart nment
building as its only asset. Negotiating on behalf of the
corporation, the husband entered into an oral agreenment with the
| essee that fixed all the terns and conditions for the sale of

t he apartnent buil ding and received a paynent on account fromthe
purchaser. After the negotiations had been conpleted, the
husband was infornmed of the adverse tax consequences of a sale by
the corporation. He thereupon caused sharehol der resolutions to
be adopted under which the corporation declared and distributed

the apartnent building to the shareholders as a "liquidating

Y 1nplicit in respondent's Court Holding argunment is the
view that SIC s ownership of the assets transferred to it by MC
and Arnold's ownership of SIC stock were too transitory to be
recogni zed for tax purposes. However, we need not grapple with
the transitory nature of SIC and the tax consequences of such a
designation on the transactions in the case at hand. Respondent
acknow edges that if we decide that Court Hol di ng does not apply
to attribute the sale to petitioner, then the transaction should
be regarded as a sec. 351 transfer fromMC to SIC, followed by a
taxabl e redenption of Arnold's shares in petitioner, thereby
acknow edgi ng the existence of SIC for Federal incone tax
pur poses under respondent's alternative argunent. See infra pp.
46- 49.
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di vidend". The sharehol ders then sold the apartnent building on
the same conditions and ternms previously agreed upon to the sane
purchaser, and the prior paynent received by the corporation was
applied in part paynent of the purchase price. The Suprene Court
affirmed the finding of the Tax Court that the transaction, in
subst ance, was a sale by the corporation, and that the

shar ehol ders were nmere conduits whose formal participation in the
closing with the buyer was to be ignored for Federal incone tax
pur poses. The corporation was therefore liable for a corporate

| evel tax on the gain recognized on the sale of the apartnent
bui | di ng.

Any anal ysis of Court Holding would be inconplete w thout an

exam nation of United States v. Cunberland Pub. Serv. Co., 338

U S. 451, 455 (1950). In Cunberland Pub. Serv., corporate assets

were distributed in liquidation and thereafter sold by the

corporation's shareholders. Unlike Court Holding, the

corporation at no tinme entered into negotiations to nake the sale
itself. Instead the shareholders first offered to sell the buyer
their stock; after the buyer rejected their offer, they conducted
on their own behalf all the negotiations to sell the assets to
the buyer. The Suprene Court concluded that the sharehol ders
were the sellers of the assets and refused to find that, in

subst ance, the corporation was the actual seller.

Court Holding and Cunberland Pub. Serv. together support a

narrow rul e or holding on the genui neness of corporate
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liquidations. |In Court Holding, the Suprenme Court upheld this

Court's factual finding that the liquidation of the corporation
was not genui ne and never occurred for Federal incone tax

pur poses. Therefore, the corporation continued to own the
apartnent building for tax purposes, and the sharehol ders were
mere conduits used to pass title. 1In contrast, the Suprenme Court

in Cunberland Pub. Serv. upheld the factual finding of the Court

of Clains that a genuine |iquidation had occurred, and therefore
t he subsequent sal e of assets by the sharehol ders was respect ed.

Court Holding and Cunberland Pub. Serv. also provide a

broader principle that helps to explain why a corporate
liquidation is respected in one setting and disregarded in

anot her.® The substance of a transaction can be found in the
negoti ations leading up to the closing. Where the negotiations
have cul mnated in an understanding that is inconsistent with the
formof the final transaction, that formis said to be

i nconsi stent with the substance, and the substance nust prevail.
Such is the case when a corporation negotiates all the terns and
conditions of a sale of its assets, and then, at the last m nute,
di stributes assets to its sharehol ders and the sharehol ders
names are conveniently inserted as sellers; the substance of the
negotiations will prevail, and the corporation will be regarded

as the seller for Federal inconme tax purposes.

18 See | senbergh, “Misings on Form and Substance in
Taxation”, 49 U Chi. L. Rev. 859, 871-874 (1982), for a
di scussion of the narrow and broad interpretations.
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This Court and others have acknow edged this broader principle of

what Court Hol di ng and Cunberl and Pub. Serv. stand for.?!® \Were

sharehol ders are found to have negotiated the sale of corporate assets
i ndependently, on their own behalf, the formof the transaction is
respected, and the corporation is not recast as the seller,

not wi t hst andi ng that sonme negotiations were carried on by the

sharehol ders before the liquidation. See, e.g., Bolker v.

Comm ssioner, 81 T.C. 782 (1983), affd. 760 F.2d 1039 (9th Cr. 1985);

Doyl e Hosiery Corp. v. Comm ssioner, 17 T.C. 641 (1951); Anps L. Beaty

& Co. v. Commissioner, 14 T.C 52 (1950).2° Whiere a corporation is

found to have negotiated a transaction, and at the last mnute, the
sharehol ders are substituted for the corporation as sellers, Court
Hol di ng has been applied to regard the corporation as the seller for

Federal incone tax purposes. See, e.g., Waltham Netoco Theatres, Inc.

v. Comm ssioner, 401 F.2d 333 (1st Cr. 1968), affg. 49 T.C 399, 405

(1968); Kaufmann v. Conm ssioner, 175 F.2d 28 (3d Gr. 1949), affg. 11

19 The Suprenme Court noted in Central Tablet Mnufacturing
Co. v. United States, 417 U.S. 673, 680 (1974), that its earlier
decisions in Court Holding and United States v. Cunberl and Pub.
Serv. Co., 338 U. S. 451, 455 (1950), "created a situation where
the tax consequences were dependent upon the resolution of often
indistinct facts as to whether the negotiations |eading to the
sal e had been conducted by the corporation or by the
sharehol ders."” See al so Bol ker v. Conm ssioner, 81 T.C. 782, 799
(1983), affd. 760 F.2d 1039 (9th Cr. 1985).

20 There is sone discussion in the above-cited cases
concer ni ng whet her sharehol ders who are corporate officers or
directors can negotiate a sale of assets in corporate solution
on their own behal f, rather than on the corporation's behalf,
especi ally when the negoti ations take place before the
corporation resolves to liquidate the assets that are to be sold.



T.C. 483 (1948).2

Arnol d, on behalf of hinself as well as petitioner, began
negoti ati ons with Hiagen-Dazs with respect to the sale of distribution
rights in January 1988. On May 4, 1988, M C adopted corporate
resol utions authorizing the creation of a wholly owned subsidiary to
be called SIC. Over the follow ng weeks, Arnold, M. Hewit, and
representatives of Haagen-Dazs continued to negotiate the price and
terms of a sale of distribution rights by MC to Haagen-Dazs. On My
31, 1988, SIC was organi zed as a wholly owned subsidiary of MC. On
June 6, 1988, in response to the Hiagen-Dazs first draft of purchase
agreenent, which provided for the sale of all distribution rights, M.
Hewi t inforned Haagen-Dazs that Martin and M C would not be parties to

the sal e transacti on. In a letter sent to M. Hewit dated June 14,

21 Al t hough Commi ssioner v. Court Holding Co., supra, deals
Wi th corporations that distribute assets to their shareholders in
conplete liquidation, the Comm ssioner has recently applied its
conduit theory to sec. 355 distributions. In Rev. Rul. 96-30,
1996-1 C.B. 36, D, a publicly traded corporation, distributes the
stock of C, its wholly owned subsidiary, to its shareholders in a
spin-off. C then enters into negotiations with Y, an unrel ated
corporation, and is nmerged into Y, after a vote to do so by Cs
shar ehol ders, under a plan that neets all the requirenments of
sec. 368(a)(1)(A). Rev. Rul. 96-30, supra, specifically cites
the conplete |l ack of negotiations regarding the acquisition of C
by Y before the spin-off as the determning factor in respecting
the formof the transactions under Comm ssioner v. Court Hol ding
Co., supra, in addition to the sharehol der vote cited in Rev.
Rul . 75-406, 1975-2 C. B. 125. Although respondent did not cite
Rev. Rul. 96-30, supra, on brief, see supra note 16.

While Rev. Rul. 96-30, supra, indicates that a conplete |ack
of negotiations before the spin-off will prevent the recasting of
transactions under Court Holding, situations where there have
been sone, or even substantial, negotiations are not addressed.
Nor does Rev. Rul. 96-30, supra, deal with a non pro rata
di stribution such as a split-off, as in the case at hand.
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1988, Ms. Bronner stated that Hiagen-Dazs, as requested by M. Hewt,
would elimnate references to Martin and M C fromthe purchase
agreenent, but she insisted that Hiagen-Dazs had to acquire "any and
all"™ of the distribution rights owmed by Martin, Arnold, and their
respective conmpanies. On June 15, 1988, M C executed docunents
providing for the transfer of supermarket chain and food service
distribution rights, and business records related thereto, fromMC to
SIC. Thereafter, Arnold continued to negotiate with Hiagen-Dazs on
behal f of hinmself and SIC until the purchase agreenent was signed on
July 8. The purchase agreenent, as finally negotiated and anended at
the closing on July 22, provided that Haagen-Dazs could wal k away from
the deal if an audit by a "Big-8" accounting firmdisclosed ice cream
sal es by petitioner of less than $4 mllion for the 12-nonth period
ended May 31, 1988, and for a reduction in both the fixed and deferred
contingent portions of the purchase price if such sales anounted to
less than $4.7 mllion. On July 22, follow ng the Touche-Ross sal es
audit and the parties' agreenent that ice cream sales anounted to
$4, 528,000, the sales price paid at the closing was reduced to
$1, 430, 340 and the nmaxi nrum deferred conti ngent paynents were reduced
to $333, 660.

The facts of this case are distinguishable fromthose of Court

Holding. In Court Holding and other cases applying its holding, such

as Waltham Netoco Theaters, Inc. v. Conm ssioner, supra, the change in

the identity of the sellers took place at the last mnute. |In such
cases, the only difference in whether the corporation or all its

sharehol ders are regarded as the seller(s) lies in whether the
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proceeds of the sale to which the sharehol ders becone entitled wll be
decreased by the anount of the corporate |level tax inposed. 1In the
present case, the change in the identity of the sellers, nanmely the
removal of Martin and MC, resulted in a significant econom c change
t hat was i ndependent of any change in tax consequences. Once SIC,
whol |y owned by Arnold, was designated as the seller, along with
Arnold, a situation was created in which all proceeds of the sale
woul d conme under the control of Arnold, to the exclusion of Martin and
M C. 22

The change in the identity of the sellers was not a "l ast m nute"
change in a deal that had al ready been consummated, or whose terns had
been conpletely negotiated. Rather, it signaled the birth of a new
deal significantly different fromits predecessor, both in terns of
what woul d be sold and who woul d recei ve the proceeds. Stated
differently, having Arnold and SIC, rather than petitioner, sel
assets to Haagen-Dazs was not a nechanismto give effect to a
transaction that had al ready been negotiated by, or on behalf of,

petitioner. See Kaufmann v. Conm ssioner, 11 T.C. at 490-491 (Kern,

22 Conpare the ownership position of the single sharehol der,
whi ch remai ned unchanged, in ldol v. Conm ssioner, 38 T.C. 444
(1962), affd. 319 F.2d 647 (8th Gr. 1963), with Standard Linen
Serv., Inc. v. Commssioner, 33 T.C. 1 (1959), and Esmark, Inc. &
Affiliated Cos. v. Comm ssioner, 90 T.C. 171 (1988), affd.
wi t hout published opinion 886 F.2d 1318 (7th Cr. 1989), where
redenpti ons acconplished a substantial change in the ownership of
the stock of the taxpayer corporation. Simlar to Standard Linen
and Esmark, M C s redenption of Arnold' s stock substantially
changed the proportionate ownership of MC by elimnating one of
the two sharehol ders and assured that Arnold would receive the
entire consideration paid by Hiagen-Dazs for acquisition of the
di stribution rights.




J., concurring).
Not only are the facts of this case distinguishable fromthose of

Court Holding, but they also fall under the rubric of Cunberl and Pub.

Serv., where the taxpayer corporation did not negotiate a sale of

assets. As in Cunberland Pub. Serv., we focus on the "negotiation

substance" of the transaction to determ ne whether it is consistent
with its form This requires us to first identify the transaction,
whose negoti ati ons we exam ne. Were, as here, a change in the
identity of a seller occurs during the negotiation process, and that
change has busi ness purposes and econom c effects that are independent
of any tax consequences, then the transaction is transfornmed and a new
transaction arises. In then determ ning whether the formof the new
transaction is consistent with its substance, the only negotiations
that are relevant are those that occur after the identity of the
sel | er has changed.

After SIC becane a party to the sale transaction, replacing
petitioner, the transaction was transforned. In determ ning whether
the formof the transaction is consistent with its substance, we focus
on the negotiations that occurred once SIC becane the naned seller in
t he proposed new transaction. Petitioner took no part in these
subsequent negotiations for the sale of distribution rights, and
therefore the final formof the transaction is consistent with its
substance. W accordingly deny respondent's attenpt to apply Court

Holding to treat petitioner as a seller of assets to Hiagen-Dazs.
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3. Split-Of Did Not Qualify Under Section 355

Section 355 generally allows a corporation to nake a tax-free
di stribution of an amount of stock constituting control of a
corporation (control being defined in section 355(a)(1)(D)(ii) for
pur poses of section 355 by reference to section 368(c))® to its
shar ehol ders, provided the active business requirenment of section
355(b) is satisfied, and the transaction is not deened a "device" to
make a tax-free distribution of earnings and profits, which otherw se
woul d be taxable as a dividend. The section 355 regul ations inpose
ot her requirenments, which we need not address.

Respondent determ ned that petitioner failed to satisfy several
of the requirenents for nonrecognition of gain under section 355 when
it distributed SIC stock to Arnold in redenption of Arnold s stock in
petitioner. W need consider only whether SIC was actively engaged in
a trade or business imedi ately after the split-off within the neaning
of section 355(a)(1)(C and (b)(1)(A), which requires that the
di stributing corporation and the subsidiary corporation both be
“engaged i medi ately after the distribution in the active conduct of a
trade or business”. Sec. 355(b)(1)(A).

The determ nation of whether a trade or business is actively
engaged in is a factual question requiring an exam nation of all the

facts and circunstances. Under section 1.355-(1)(c), Incone Tax

2 The corporation nust also be in control of the
corporation whose stock is being distributed i nmedi ately before
the distribution. Sec. 355(a).
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Regs., a corporation is treated as engaged in a trade or business
i mredi ately after the distribution if it

consists of a specific existing group of activities being

carried on for the purpose of earning income or profit from

only such group of activities, and the activities included

in such group nmust include every operation which forns part

of, or a step in, the process of earning incone or profit

fromsuch group. * * *
By requiring that a trade or business be actively conducted, section
355 envisions a corporation with substantial nmnanagenent and
operational activities directly carried on by the corporation itself.
See sec. 1.355-3(b)(2)(iii), Proposed Incone Tax Regs., 42 Fed. Reg.
3870 (Jan. 21, 1977);2% see also Rev. Rul. 73-236, 1973-1 C B. 183.

Petitioner's distribution of SIC stock does not qualify for
nonrecogni tion of gain under section 355(c) because SIC was not
engaged in the active conduct of a trade or business immediately after
the distribution. SIC received no operating assets from petitioner on
the transfer of intangi ble assets by petitioner to SIC in exchange for
SIC stock. During the 6-week period fromthe tinme of the split-off
until the sale of all of the assets of SIC to Haagen-Dazs, SIC did not
directly carry on any operational activities. SIC had neither the

assets nor the enployees required to engage in the active conduct of

an ice creamdistributorship.

24 The proposed regul ations were finalized by T.D. 8238,
1989-1 C.B. 92. The final regul ations, however, are effective
for transactions occurring after Feb. 6, 1989. |In response to
several comments received by practitioners requesting gui dance,
the final regulations also state that in determ ning whether a
corporation is actively conducting a trade or business,
activities perforned by i ndependent contractors will generally
not be taken into account. See sec. 1.355-3(b)(2)(iii), Incone
Tax Regs.
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SIC used petitioner's enployees in all of its operational
activities. Petitioner was retained as an i ndependent contractor by
SIC. Petitioner and Martin's agreenment with SIC and Arnold stated
that M C woul d provide all services “reasonably necessary” for SICto
carry on during an interimperiod while it nade alternative
arrangenents. Pursuant to that agreenent, drivers enployed by MC
made all the deliveries to SIC s supermarket accounts during the
interim6-week period. Oher than perhaps Arnold, its sole
shar ehol der, SIC had no enpl oyees.

SI C used petitioner's tangible assets in all of its operational
activities. After the distribution, petitioner continued to own al
the refrigerated trucks and storage facilities required to operate
both the small store and supernmarket businesses. During the period
between the split-off and the sale to Haagen-Dazs, trucks owned by MC
made all the deliveries to the supermarkets, and the M C warehouse and
refrigeration facilities were used to store the Haagen-Dazs ice cream
products until they could be delivered to the supermarkets. The
super mar ket custoners thensel ves were |argely unaware until the
closing of the transactions wi th Haagen-Dazs on July 22 that Martin
and M C had parted conpany from Arnold and SI C.

4. Petitioner’'s Gain Recogni zed on Distribution of SIC Stock

Because petitioner’s transfer of assets to SIC and distribution
of SIC stock to Arnold do not qualify for nonrecognition of gain under
section 355, we nust determ ne the Federal incone tax consequences of

t hese transactions under other provisions of the Code.
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Respondent acknow edges that petitioner was entitled to
nonrecogni ti on of gain under section 351 upon the transfer of assets
to SIC in exchange for its stock? but argues that petitioner
recogni zed gai n under section 311(b) on the immedi ately foll ow ng
distribution of the SIC stock to Arnold in redenption of his stock in
petitioner. W agree with respondent.

a. MC s Transfer of Assets to SIC

Under section 351(a), a transfer of property to a corporation
solely in exchange for its stock does not trigger a recognition event,
provided that imediately after the transfer the transferor or
transferors “are in control (as defined in section 368(c))” of the
transferee. Section 351(c) nodifies the controlling interest
requi renent, providing that, in determning control for this purpose,
the fact that a corporate transferor distributes to its sharehol ders
all or part of the stock of the transferee “shall not be taken into
account.”

The June 15, 1988, transfer of assets by MCto SIC, solely in
exchange for the stock of SIC, is a nonrecognition event under section
351(a). Imediately after the transfer, MC received all the stock of
SIC, which it thereupon distributed to one of its sharehol ders,

Arnol d. By reason of section 351(c), the distribution of SIC stock to

2 The record is not clear whether petitioner received the
stock of SIC on May 31, 1988, the date of its incorporation, or
June 15, 1988, the effective date of the transfer of assets from
petitioner to SIC. Because respondent acknow edges on brief that
petitioner’s basis in SIC stock is determ ned under secs. 351 and
358, we treat the operative events as having occurred
si mul t aneousl y.
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Arnol d does not adversely affect the conclusion that MC had a
controlling interest in SICimediately after the transfer.

In Rev. Rul. 68-298, 1968-1 C.B. 139, a corporation transferred
property to a newly created subsidiary in exchange for all the stock
of the subsidiary, whereupon the transferor distributed 25 percent of
the transferee corporation’s stock to a shareholder in conplete
redenption of the shareholder’s stock in the transferor. The
Comm ssioner ruled that the transferor had maintained its controlling
i nterest under section 351(a) and (c), notw thstanding that the
transferor’s remaining interest in the transferee was | ess than 80-
percent control as defined in section 368(c).

We agree with the conclusion of Rev. Rul. 68-298, supra, which is
consistent with the statutory | anguage of section 351. Section 351(c)
provides that a transferor corporation's subsequent distribution of
transferee stock to its shareholders “shall not be taken into
account”; this nmeans that the transferor will not be deened to have
relinquished control imediately after the transfer by reason of
having distributed to one or nore of its shareholders all or part of
the stock of the transferee, even though the distribution effects a
term nation of the shareholder’s interest in the transferor.

b. Distribution of SIC Stock to Arnold in Redenption of
His Stock in Petitioner

VWiile the transfer of assets by MC to SIC was a nonrecognition
event for Federal incone tax purposes, the subsequent distribution of
SIC stock to Arnold by MC was not. The rules of subchapter C

determ ne whether and to what extent an S corporation recognizes gain
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on the distribution of property in redenption of its stock. S. Rept.
100- 445, at 66 (1988); see also Eustice & Kuntz, Federal I|nconme
Taxation of S Corporations, par. 8.02[1][a], at 8-24, par. 13.06[2],
at 13-40 (3d ed. 1993).

The distribution of SIC stock to Arnold in exchange for his stock
in petitioner was a distribution of property under section 317(a),
amounting to a redenption by petitioner of its stock held by Arnol d. 25
Sec. 317(b).?% Section 311(a), as enacted by the 1954 Code, codified

the rule of General Utils. & Operating Co. v. Helvering, 296 U S. 200

(1935), by providing that a distributing corporation generally

recogni zes no gain or loss on distributions of property with respect
to its stock. However, section 631(c) of the Tax Reform Act of 1986
(TRA), Pub. L. 99-514, 100 Stat. 2272, anended section 311(b) so as to

effectively repeal the rule of General Uilities where there is a gain

on distributions of property with respect to stock. Section 311(b)
now provi des that a corporation recognizes gain to the extent that the
fair market value of the distributed property exceeds its adjusted

basis in the hands of the distributing corporation. Petitioner

26 Stock redenptions by S corporations are governed by the
provi sions of subch. C. Sec. 1371(a)(1); S. Rept. 100-445, at 66
(1988); see also Eustice & Kuntz, Federal I|ncone Taxation of S
Corporations, par. 8.02[1][a], at 8-24, par. 13.06[2], at 13-40
(3d ed. 1993)

21 Sec. 317(b) provides:

For purposes of this part, stock shall be treated as
redeened by a corporation if the corporation acquires
its stock froma sharehol der in exchange for property,
whet her or not the stock so acquired is cancell ed,
retired, or held as treasury stock.
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therefore recognized the gain that it realized on the distribution of
SIC stock in redenption of Arnold s stock in petitioner, neasured by

t he excess of fair market value over the basis of the SIC stock

di stri but ed.

Petitioner presented no evidence to establish the adjusted basis
of assets transferred to SIC in the section 351 exchange. |nasnuch as
petitioner has the burden of proof with respect to this issue and
presented no evidence, we accept respondent’s determ nation of the
adj usted basis of the SIC stock, which is zero, the sane as the
adj usted basis of the assets that petitioner transferred to SICin the
section 351 exchange. Sec. 358(a)(1).

C. Amount Reali zed on Distribution of SIC Stock

W next determne the fair market val ue of the appreciated
property that petitioner distributed to Arnold--the SIC stock. To
ascertain the fair market value of property, whether for incone tax

pur poses or for estate tax purposes, Chanpion v. Conm ssioner, 303

F.2d 887, 892-893 (5th Cr. 1962), revg. and remandi ng on ot her
grounds T.C. Meno. 1960-51, we nust determ ne “the price at which the
property woul d change hands between a willing buyer and a willing
seller, neither being under any conpulsion to buy or to sell and both

havi ng reasonabl e know edge of relevant facts.” United States v.

Cartwight, 411 U S. 546, 551 (1973); sec. 20.2031-1(b), Estate Tax
Regs. This determ nation presents a question of fact, Estate of

Andrews v. Comm ssioner, 79 T.C. 938, 940 (1982), based on all the

evidence in the record, Helvering v. Safe Deposit & Trust Co., 316
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U S 56, 66-67 (1942); Silverman v. Conmm ssioner, 538 F.2d 927, 933

(2d Gr. 1976), affg. T.C. Meno. 1974-285.

Qur task is made all the nore difficult by the |ack of any direct
evidence in the record of the market value of the SIC stock. However,
we may approximate the value of the SIC stock by determning the fair
mar ket val ue of Arnold's previously held stock in MC, inasmuch as the
taxabl e event at issue is the distribution by MC of SIC stock in

redenption of Arnold's stock in MC. See United States v. Davis, 370

U S 65, 72 (1962); Phil adel phia Park Amusenent Co. v. United States,

130 &¢. d. 166, 126 F. Supp. 184, 189 (1954); Spruance V.

Comm ssioner, 60 T.C. 141, 157 (1973), affd. w thout published opinion

505 F.2d 731 (3d Cr. 1974); WIllians v. Conm ssioner, T.C Meno.

1997- 326.

Respondent did not submt an expert’s report valuing the SIC
stock, arguing that this is not a valuation case. In respondent’s
view, the intervening transfer of property by MCto SIC and exchange
of SIC stock for Arnold’s MC stock are to be di sregarded, and

petitioner held, under the Court Holding theory, to be the

constructive seller of all property sold to Haagen-Dazs, having a fair
mar ket val ue of $1, 430, 340, as established by the price paid by
Haagen- Dazs for assets purchased |ess than 6 weeks later. Simlarly,

respondent argues, even if respondent |oses on the Court Hol ding

theory, that the price paid in the Haagen-Dazs sale is the best
evi dence of the value of the assets transferred fromMC to SIC and of
the value of Arnold’s MC stock that was redeened. For reasons

previously discussed, we have rejected respondent’s overall position
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equating petitioner’s gain with the total anmount of the consideration
pai d by Haagen-Dazs in the purchase and sal e transacti on.

Petitioner submtted an expert witness report that val ued
Arnold’ s share of M C as an ongoi ng busi ness prior to the June 15
transfer at $141,000. Rudol ph Bergwerk, a certified public
accountant, prepared the report for petitioner. Expert opinions can
aid the Court in understanding an area of specialized training,

know edge, or judgnent, such as valuation. Perdue v. Conmm Ssioner,

T.C. Meno. 1991-478. VWhile we may accept an expert’s opinion inits

entirety, Buffalo Tool & Die Manufacturing Co. v. Conm ssioner, 74

T.C. 441, 452 (1980), we are not bound to do so, Silvernman v.

Conm ssi oner, supra, and may selectively use any portion of the report

and testinmony in determning fair market value of property, |IT&S of

lowa, Inc. v. Conmi ssioner, 97 T.C 496, 508 (1991); Parker v.

Conm ssioner, 86 T.C. 547, 562 (1986).

Respondent urges the Court to reject M. Bergwerk' s report inits
entirety on the ground that he was a “hired gun”. Cf. Estate of

Muel ler v. Comm ssioner, T.C Meno. 1992-284. Experts are not

supposed to be “hired guns”; they |ose their useful ness and
credibility to the extent to which they beconme nere advocates for the

side that hired them Estate of Halas v. Commi ssioner, 94 T.C. 570,

577 (1990); Buffalo Tool & Die Manufacturing Co. v. Conm SSioner,

supra at 452.
M. Bergwerk is a certified public accountant who had an ongoi ng
professional relationship with petitioner as petitioner’s tax return

preparer from 1982 through 1985. M. Bergwerk prepared personal



- 52 -
incone tax returns for Martin and Arnold during this sane period. He
al so represented petitioner before the IRS in the audit that preceded
the i ssuance of the deficiency notice at issue in this case.
Respondent argues that these prior relationships so infect M.
Bergwerk’s report with bias that we should conpletely disregard it.
The nere exi stence of the rel ationshi ps does not automatically
disqualify M. Bergwerk as petitioner’s expert. See, e.g., Estate of

Bennett v. Comm ssioner, T.C Meno. 1993-34 (appraiser was a |longtinme

fam |y adviser and was a coexecutor of the estate). Nor is M.
Bergwerk automatically disqualified by his |lack of forma
qualifications as an appraiser. 1d. (citing Fed. R Evid. 702; Gain

Dealers Mut. Ins. Co. v. Farners Union Coop. Elevator & Shipping

Associ ation, 377 F.2d 672, 679 (10th Cr. 1967)).

In Estate of Halas v. Conni ssioner, supra at 578, we stated that

an “appraiser’s duty closely corresponds to the public duty of an
auditor or certified public accountant.” On the basis of the nature
of the report, which we discuss infra, M. Bergwerk’s professional
qualifications as a certified public accountant, and the testinony of
M. Bergwerk, we are satisfied that M. Bergwerk was not acting as a
nmere advocate for petitioner, but as an appraiser wwth a duty to the
Court. 1d. at 577. However, we do not ignore or disregard this prior
and continuing relationship between M. Bergwerk and petitioner,
Arnold, and Martin and weigh it in the bal ance of whether--and the
degree to which--to accept M. Bergwerk’ s expert opinion.

M. Bergwerk stated that he had based his report on the

nmet hodol ogy set forth in Rev. Rul. 59-60, 1959-1 C B. 237, nodified by



- 53 -
Rev. Rul. 65-193, 1965-2 C.B. 370, and Rev. Rul. 68-609, 1968-2 C. B
327, and anplified by Rev. Rul. 77-287, 1977-2 C. B. 319, Rev. Rul.
80-213, 1980-2 C.B. 101, and Rev. Rul. 83-120, 1983-2 C.B. 170. W
follow the principles set forth in Rev. Rul. 59-60, supra, which we
recogni ze as having been “wi dely accepted as setting forth the
appropriate criteria to consider in determning fair market val ue”,

Estate of Newhouse v. Conm ssioner, 94 T.C. 193, 217 (1990), to the

extent they represent a correct approach to the valuation of closely

hel d corporations, see Stark v. Conm ssioner, 86 T.C 243, 250-251

(1986) .

M. Bergwerk’s report characterized petitioner as an
undi versi fied conpany engaged in a single Iine of business, the
whol esal e di stribution of ice cream products, which was highly
dependent on weather and tinme of year. Petitioner also had “an
unheal thy concentration” of its business in Haagen-Dazs products.
Despite such drawbacks, the conpany had expanded its gross sales
substantially in the 5 years before the distribution of SIC stock.
M. Bergwerk opined that the potential for further growmh was |limted
because of the ability of supernmarkets and ice cream manufacturers to
el i m nate i ndependent whol esal e distributors from busi ness. 28

M. Bergwerk expressly considered each of the factors set forth
in Rev. Rul. 59-60, 1959-1 C. B. at 238-239, as a basis for valuation

of closely held corporations. In arriving at his valuation of MC as

28 The evidence in the record strongly supports M.
Ber gwer k’ s opi ni on concerning petitioner’s market position and
relative vulnerability to outside forces.



- 54 -

an ongoi ng business, M. Bergwerk assigned relative weights to the
three valuation factors that he found persuasive--50 percent to
capitalized earnings, 30 percent to petitioner’s dividend-paying
capacity, and 20 percent to petitioner’s book val ue--and then averaged
the factors in accordance with those relative weights. In so doing,
he appropriately gave primary consideration to petitioner’s earnings
hi story, as recommended by Rev. Rul. 59-60, sec. 5, 1959-1 C B. at
242, and estimated petitioner’s fair market value as an ongoi ng
busi ness prior to the separation of the business lines to be $276, 509,
and Arnold’ s 51-percent share, which was redeenmed upon distribution of
SI C stock, to be $141, 000.

M. Bergwerk used the sane three factors and approach used in

Bader v. United States, 172 F. Supp. 833 (S.D. Ill. 1959), a case

decided prior to the issuance of Rev. Rul. 59-60, supra, which also
averaged the results of the factors. M. Bergwerk did not discount
hi s valuation on account of |lack of marketability, as did the court in
Bader, nor did he provide an explanation of why he used the particul ar
wei ghts he used, or of why he had disregarded the adnoni shnment of Rev.
Rul . 59-60, 1959-1 C. B. at 243, that “no useful purpose is served by
taki ng an average of several factors * * * and basing the valuation on
the result.”

Despite the problens we have with M. Bergwerk’s report, we find
that M. Bergwerk’s estimate of the fair market value of petitioner
just prior to the transactions in issue provides a reasonabl e upper
[imt on the value of petitioner as of June 1988; we adopt M.

Bergwerk’s figure, in the absence of countervailing expert opinion and



testimony from respondent.

O the three valuation factors used by M. Bergwerk, the highest
amount was book value as of Cctober 31, 1987, $552,061.2° |In
calculating the capitalized earnings of petitioner at $331, 394, M.
Bergwerk estinated the earning capacity of petitioner as $53, 023 per
year after taxes, based on a weighted average of the 5 years of
operations ending on Cctober 31, 1987,3% and a price-earnings ratio of

6.25:1, the sane as used by this Court in Estate of Little v.

Commi ssioner, T.C. Menp. 1982-26, to determ ne the value of a closely

hel d, diversified corporation engaged in |light manufacturing. M.
Ber gwer k di scounted the price-earnings ratio because of the corporate
short com ngs noted above, the dependence of the business on Arnold s
personal relationships with the supermarkets, and the |lack of a second
tier of managenent.

M. Bergwerk opined that the corporation had no goodw || because
the rate of return on tangi ble assets did not exceed 10 percent, a
rate of return on tangi ble assets suggested by Rev. Rul. 68-609, 1968-
2 C.B. 327. Under the approach of Rev. Rul. 68-609, supra, any return
in excess of 10 percent would be attributable to goodw || or other
i ntangi bl es for tax purposes. See also Financial Valuation:

Busi nesses and Business Interests, par. 16.4[7], at 16-10 (Zukin ed.

2 M. Bergwerk estimated the book val ue as $554,061 in the
text of his report and $552,061 in the exhibit. The exhibit
corresponded to the book net worth shown in the tax bal ance sheet
in petitioner’s 1987 tax return.

%0 Petitioner’s net inconme rose from $40, 873, or 0.0081
percent of gross sales, in 1983, to $55,914, or 0.0066 percent of
gross sales, in 1987.
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1990). However, petitioner did have sone intangibles in the form of
custoner lists and pricing lists. Petitioner transferred those
busi ness records pertaining to the supernmarket distribution business
to SICin the initial tax-free exchange for SIC stock. Petitioner
retained other proprietary information pertaining to the independent
grocery store business that Martin continued to conduct in the years
subsequent to the transactions at issue.

M. Bergwerk determ ned that petitioner had no dividend-payi ng
capacity, using the nethodology that this Court used in Bardah

Manuf acturing Corp. v. Conm ssioner, T.C. Mnop. 1965-200, to determ ne

reasonabl e busi ness needs for retained earnings. He therefore
assigned a fair market value of zero to M C as an ongoi ng busi ness on
the basis of this lack of dividend-paying capacity. |In so doing, M.
Bergwerk di sregarded an explicit instruction in Rev. Rul. 59-60, 1959-
1 CB at 241, which points out that, where

an actual or effective controlling interest in a corporation

is to be valued, the dividend factor is not a materi al

el ement, since the paynent of such dividends is

di scretionary with the controlling stockhol ders. The

i ndi vidual or group in control can substitute sal aries and

bonuses for dividends, thus reducing net incone and

understating the dividend-paying capacity of the conpany.

It follows, therefore, that dividends are less reliable

criteria of fair market value than other applicable factors.
Even though a val uation derived from dividend-paying capacity is an
i nappropriate factor in this case, the relative | ack of dividend-
payi ng capacity cannot be entirely ignored in that it shows the extent

to which petitioner was undercapitalized in those years--a factor that
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negatively affects petitioner’s fair market val ue. 3

Under the circunmstances of this case, use of book val ue woul d
tend to overvalue petitioner, especially in light of the effect of the
relatively | ow-and dropping--ratio of net incone to sales during the
m d- 1980's on the value of petitioner and the relative | ack of
di vi dend- payi ng capacity, which shows the precarious nature of
petitioner’s financial health. Capitalized earnings at a 6.25:1
price/earnings ratio, $331,394, also over- values petitioner to the
extent that it does not sufficiently take into account a nunber of
other factors not fully considered by M. Bergwerk.

Al t hough M. Bergwerk discussed petitioner’s overreliance on
Haagen-Dazs as its major supplier, he did not expressly take into
account the negative effect on marketability--and hence fair market
val ue- - of Haagen-Dazs’ effective veto over any sale to an unrel ated
third party. Because of the tenuous nature of petitioner’s
distribution rights--if any--to Hiagen-Dazs products, Haagen-Dazs
could effectively stop a sale of petitioner, if it did not approve of
the buyer, by threatening to stop supplying petitioner with its

product. The w thdrawal of Haagen-Dazs as a supplier would | eave

31 Using the formula used in Bardahl Manufacturing Corp. v.
Comm ssioner, T.C Menp. 1965-200, which cal cul ates the anount
avai l able for dividends as the working capital at year’s end | ess
necessary working capital and capital expenditures actually made
in the follow ng year, petitioner was insufficiently capitalized
in the years immedi ately preceding the separation of the business
lines. Necessary working capital was determ ned as a function of
wor ki ng capital requirenments for the year and the | ength of
petitioner’s operating cycle, which is determ ned by inventory
and accounts receivable turnover and the credit period extended
by suppliers--primarily Haagen- Dazs.
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petitioner as little nore than a collection of physical assets and a
di stribution network with nothing to distribute. Haagen-Dazs' cold
shoul der to M. Hewit’s overture in his May 16, 1988, letter
concerning the possible sale of the nonbanner business to an unrel ated
third party, and the abandonnent of any further effort to sell by
Martin, is probative, not only of the effect of Haagen-Dazs’ veto on
petitioner’s marketability--and its market val ue--but also of the
l'i kel i hood that Hiagen-Dazs woul d have used such a veto.

Anot her factor having a depressing effect on fair market value is
the I ack of value that Hiagen-Dazs attached to petitioner as an
ongoi ng busi ness concern. This is denonstrated by the refusal of
Haagen-Dazs to consider buying any of petitioner’s assets beyond a few
busi ness records that docunented the sales to the supermarkets.
Despite petitioner’s investnment in refrigerated trucks and warehouse
facilities during the m d-1980"s--which contributed to the anemc
position of its net current assets and its inability to pay dividends-
- Haagen-Dazs still considered petitioner’s physical plant and
equi pnent to be substandard for purposes of distributing Haagen-Dazs
i ce cream

We nust al so consider the effect of petitioner’s being a snall
fam | y-owned business on the sale by either Arnold or Martin of his
interest in petitioner without the sale of the other interest. Wile
we do not assign a precise value to this discount factor, the closely
held nature of petitioner and the reluctance of a third party to buy

into a fam |y-owned business, especially one with the handi caps we
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have just recited, could serve only to decrease the narket val ue of
the interest for sale.

Also inportant is that the conditions under which petitioner had
operated during the 1970's had changed in the 1980's, when Pillsbury
acqui red Haagen-Dazs, with the avowed goal of distributing ice cream
to supermarkets itself rather than relying on independent distributors
such as petitioner--a fact well known at the tine of the redenption of
Arnold’s stock in MC.  These changed conditions render suspect any
fair market val ue based on past earnings.

Most inportantly, petitioner’s earnings in the years preceding
the split-off were substantially attributable to Arnold s oral
agreenent with M. Mattus and his relationship with the supermarkets.
As we have found, the supermarket distribution rights were personal to
Arnold and did not belong to petitioner. The assunption underlying a
capitalization of earnings approach is that, barring adverse
devel opnments, the historical earnings will continue. Therefore, in
valuing petitioner as of the tinme of the split-off, which marks the
parting of the ways between petitioner and Arnold, an adverse
devel opnment indeed, it nakes no sense to assune that petitioner’s
earnings would continue at the sane level in the future, or even that
there would be no nore than a pro rata reduction of such earnings by
reason of Arnold s departure.

Under the circunstances of this case, where there was a heavy
i nvestnment in physical assets during a period when the corporation had

been unable to pay dividends, an absence of a second tier of
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managenent, a lack of diversification in business, an overdependence
on one supplier, Hiagen-Dazs, and on one primary “rai nmaker”, Arnold,
who was | eaving, the risk of petitioner’s being conpletely elimnated
from busi ness as an i ndependent whol esale distributor, the effective
vet o Haagen- Dazs had over any sale to a third party, the fact that
petitioner is a closely held, fam|y-owned busi ness, and the declining
rati o of net income to sales, we find that a value of $276,509 is the
upper limt to a fair estimate of the value of petitioner imediately
prior to the transactions at issue.

Respondent's determ nation of the value of assets sold to Hiagen-
Dazs by SIC, and the correspondi ng value of SIC stock distributed to

Arnold, is presunptively correct, and the burden of proving a | ower

value rests on petitioner. Rule 142(a);_Frazee v. Conm ssioner, 98

T.C. 554, 562 (1992); Pessin v. Conm ssioner, 59 T.C 473, 480 (1972).

In the present case, respondent did not present the testinony or
report of an expert upon which to consider an alternative val uation.
Petitioner, on the other hand, did present the report and testinony of
M. Bergwerk, and has thereby effectively rebutted respondent’'s
original determnation. Although M. Bergwerk's nethodol ogy was
flawed, his conclusion is only erroneous insofar as his $276, 509
value for petitioner results in an overstatenent of the fair market
val ue of the SIC stock distributed to Arnold. Petitioner has carried
its burden of reducing respondent’'s determ nation of $1,430,340 to
$141, 000 (51 percent of the value of petitioner) but has not carried
t he burden of reducing the value any further. See Hess V.

Commi ssioner, 24 B.T.A 475, 478 (1931) (Court adopted taxpayer's
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asserted val ue where the Comm ssi oner introduced no evidence to rebut

t axpayer's expert testinony, citing Baldwn v. Conmm ssioner, 10 B. T. A

1198 (1928)); cf. Anselmp v. Conmi ssioner, 80 T.C. 872, 886 (1983),

affd. 757 F.2d 1208 (11th G r. 1985); Estate of Tronpeter v.

Comm ssioner, T.C Meno. 1998-35. Taking into account M. Bergwerk’s

val uation conclusion, we find that the fair market value of Arnold’ s
51-percent interest in petitioner, which petitioner redeened for al

of SIC s stock, was $141, 000. 32

32 Respondent argues that petitioner, under the rule of
Conmm ssioner v. Danielson, 378 F.2d 771 (3d Cr. 1967), vacating
and remanding 44 T.C. 549 (1965), cannot unilaterally vary the
terms of a contract for tax purposes and nust therefore abide by
the terns of the sale to Haagen-Dazs in determ ning the val ue of
assets distributed to SIC and, in turn, the value of SIC stock
di stributed to Arnold.

As we stated in Hospital Corp. of Am v. Connissioner, T.C
Menp. 1996-559:

As we understand the Danielson rule, it is not
appl i cabl e where the parties have not established the
fair market value of the property at the tinme agreenent
i s adopted because, under those circunstances, there is
no agreenent to which a party may be held. See
Canpbel |l v. United States, 228 Ct. C. [661,] 675-677
(1981); * * * see al so Conm ssioner v. Danielson, 378
F.2d 771, 778 [(3d Cr. 1967)] ("it would be unfair to
assess taxes on the basis of an agreenent the taxpayer
did not nmake”). Furthernore, the Danielson rule is not
applicable if the contract is anbi guous. See North
Anerican Rayon Corp. v. Conmi ssioner, 12 F.3d [583,]
589 [(6th Cir. 1993), affg. T.C. Meno. 1992-610] ("the
Dani el son rul e does not apply if there is no contract
between the parties or if the contract is anbi guous").

* * %

The allocation by the sal e agreenent of the $1, 430, 340 sal es
price paid by Hiagen-Dazs to SIC and Arnold between “Sellers’
Rights”, $1, 144,272, and the records, $286,068, is not an
agreenent nade by petitioner as to the value of SIC stock. At
(continued. . .)
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d. Petitioner’'s Tax Liability Under Section 1374

Section 1363(a) provides that, generally, S corporations are not
subject to inconme tax. However, when a forner C corporation such as
MC elects S corporation status and then distributes or sells
appreci ated property, it nmay be liable for tax under section 1374 if
the S corporation election was nmade prior to January 1, 1987. TRA
sec. 633(b), 100 Stat. 2277; H Conf. Rept. 99-841 (Vol. 11), at II-
203 (1986), 1986-3 C.B. (Vol. 4) 1, 203. Petitioner is a former C
corporation that elected S status prior to January 1, 1987.

Section 1374, as applicable to petitioner for the year in issue,
reads in pertinent part:

SEC. 1374(a). Ceneral Rule.--If for a taxable year of
an S corporation--

(1) the net capital gain of such corporation
exceeds $25, 000, and exceeds 50 percent of its taxable
i ncone for such year, and

(2) the taxable incone of such corporation for
such year exceeds $25, 000,

There is hereby inposed a tax (conputed under subsection (b)) on
the incone of such corporation

32(. .. continued)
best it is an anbi guous indication. Furthernore, because
petitioner was not a party to the transaction wth Hiagen-Dazs,
t he Dani el son rul e does not apply.

M C cannot be held to an allocation that it did not bargain
for with a party with opposing interests in an arm s-1length
negotiation. Neither MC, SIC, nor Arnold actively negotiated
the allocation with Haagen-Dazs. It remained unchanged fromthe
June 2 draft agreenent through the closing of the sale on July
22. See Particelli v. Conm ssioner, 212 F.2d 498, 501 (9th Cr
1954), affg. a Menorandum Opinion of this Court dated Feb. 20,
1952; Berry Petroleum Co. & Subs. v. Conmm ssioner, 104 T.C 584,
615 (1995).




(d) Determ nation of Taxable Incone.--For purposes of
this section, taxable incone of the corporation shall be
det erm ned under section 63(a) wthout regard to--

(1) the deduction allowed by section 172 (relating
to net operating | oss deduction), and

(2) the deductions allowed by part VIII of
subchapter B (other than the deduction all owed by
section 248, relating to organi zati on expenditures).
In order for section 1374 to apply, petitioner nust have

recogni zed "net capital gain", which neans the excess of net long-term
capital gain over net short-termcapital |oss, as defined in section
1222. Gven that petitioner reported no capital gains or |osses on
its 1988 income tax return, in order for section 1374 to apply,
petitioner's distribution of SIC stock to Arnold nust have resulted in
a long-termcapital gain, exceeding $25,000. This, in turn, requires
that SIC stock be a capital asset in the hands of petitioner and that
petitioner be deenmed to have held the SIC stock | onger than 1 year.
See sec. 1222(3), as anended by sec. 1402(a), Tax Reform Act of 1976,
Pub. L. 94-455, 90 Stat. 1520, 1731.

The SIC stock was a capital asset in the hands of petitioner.

Arkansas Best Corp. v. Conm ssioner, 485 U.S. 212, 222-223 (1988).
Petitioner relies on section 1221(3) to argue that the business
records of MC, which were subsequently transferred to SIC, are not
capital assets, and that the SIC stock received in exchange is
consequently also not a capital asset. Section 1221(3) provides that
the term"capital asset" does not include "a copyright, a literary,

musi cal, or artistic conposition, a letter or nmenorandum or simlar
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property, held by --(A) a taxpayer whose personal efforts created such
property". Section 1253(c) extends the exception to property whose
basis is determ ned by reference to the basis of such property in the
hands of a taxpayer as described in subparagraph (A) of section
1221(3). We do not agree with petitioner. The |legislative history of
section 117(a)(1)(C of the 1939 Internal Revenue Code, the
predecessor to section 1221(3), states that the exception was intended
to deal with the witing of books and other artistic works in a very
narrow sense. See S. Rept. 2375, 81st Cong., 2d Sess. 43-44 (1950),
1950-2 C. B. 483, 543-544; S. Rept. 91-552, at 198-199 (1969), 1969-3
C. B. 423, 549-550 (discussing the addition of "letters, nenoranduns,
papers, etc." to section 1221(3) under the Tax Reform Act of 1969,

Pub. L. 91-172, sec. 514(a), 83 Stat. 643); see al so Comm ssi oner V.

Eerrer, 304 F.2d 125, 132 (2d Cr. 1962), revg. in part and remandi ng
35 T.C. 617 (1961). MC s business records do not fall under the
narrow category of assets described in section 1221(3).

Second, petitioner is deened to have held the SIC stock for nore
than 1 year. Respondent acknow edged that petitioner's transfer of
assets in exchange for the stock of SIC qualified for nonrecognition
under section 351. See supra p. 46. Under sections 1223 and 358,
where a taxpayer has transferred property in a transaction that
qgualifies for nonrecognition under section 351, the taxpayer's hol ding
period in the stock received in the transaction includes the period
for which the taxpayer has held the property transferred in the

transaction. Petitioner's holding period in SIC stock therefore
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includes the period it held the assets transferred to SIC. Petitioner
presented no evidence to establish that its holding period of the
assets, or any part of the assets, transferred to SIC was less than 1
year. |Inasmuch as petitioner has the burden of proof on this issue
and has presented no evidence, we accept respondent's determ nation
that the gain realized by petitioner was a | ong-term capital gain.

Petitioner’s long-termcapital gain of $141,000, resulting from
petitioner’s distribution of SIC stock in redenption of Arnold s stock
in petitioner, is petitioner’s only capital gain in 1988.

Accordingly, petitioner had "net capital gain" (as defined in section
1222) for purposes of section 1374. Wen the $141, 000 of capital gain
is included, petitioner’s net capital gain exceeds $25,000 and al so
exceeds 50 percent of petitioner's taxable incone for 1988, as defined
in section 1374(d).* Accordingly, petitioner satisfies the

requi renents of section 1374(a) and is liable for tax inposed by
section 1374(b) on its recogni zed gain of $141, 000.

5. Additions to Tax

a. Neqgl i gence

For taxable year 1988, section 6653(a)(1l) adds to tax an anount
equal to 5 percent of an underpaynent of tax required to be shown on
the return that is due to negligence or disregard of rules or

regul ations. Sections 6653(c)(1) and 6212 essentially define an

3% Petitioner reported an ordinary |oss of $278 on its Form
1120S filed for the 1988 taxable year. Petitioner's 1988 taxable
i ncone did not include any net operating |oss deductions pursuant
to sec. 172, nor any deduction for organization expenditures
al | oned by sec. 248.
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under paynment for purposes of this section as the equivalent of a
defi ci ency.

Section 6653(a)(3) provides that negligence includes “any failure
to make a reasonable attenpt to conply with the provisions of this
title, and the term‘disregard includes any carel ess, reckless, or
intentional disregard.” Courts have defined negligence as the | ack of
due care or failure to do what an ordinarily prudent person would do

under the circunstances. Bassett v. Conm ssioner, 67 F.3d 29, 31 (2d

Cr. 1995), affg. 100 T.C. 650 (1993); Marcello v. Conm ssioner, 380

F.2d 499, 506 (5th Cr. 1967), affg. in part and remanding in part 43
T.C. 168 (1964). Petitioner bears the burden of show ng that it was

not negligent. Rule 142(a); Goldman v. Conm ssioner, 39 F.3d 402, 407

(2d Cir. 1994), affg. T.C. Memp. 1993-480.

In United States v. Boyle, 469 U S. 241, 251 (1985), the Suprene

Court held that “When an accountant or attorney advises a taxpayer on
a matter of tax law, such as whether a liability exists, it is
reasonabl e for the taxpayer to rely on that advice.” Odinary

busi ness prudence or due care does not demand that a taxpayer seek a
second opinion, id., so long as such advice is reasonabl e under the
ci rcunstances and is based on full disclosure by the taxpayer, see,

e.g., SimATr, USA Ltd. v. Comm ssioner, 98 T.C 187, 201 (1992)

(reliance on tax professional’s advice was reasonabl e when a corporate
subsidiary failed to qualify as a DI SC when the advice turned out to
be erroneous, especially in light of the conplexity of section 992 and

associ ated regul ations).
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In this case, Martin, as president of petitioner, and Arnold both
relied on |l egal advice fromM. Hewt throughout the protracted
negoti ati ons with Hiagen-Dazs. Even though M. Hewt never gave a
witten tax opinion to petitioner or Arnold or Martin, Martin and
petitioner were entitled to rely and proceed on the assunption that
the transactions at issue were nontaxable to petitioner because of the
way M. Hewit had structured the transactions and drafted the
docunents effecting the transactions that separated the two business
lines. M. Hewit, in turn, sought advice fromthird-party tax
prof essionals on how to structure a tax-efficient solution to resolve
the grow ng di spute between Martin and Arnold over the future
direction of petitioner as an ice creamdistributor. Like the advice

sought by the taxpayer in SimA r, USA, Ltd. v. Comm ssioner, supra at

201, the advice that petitioner sought fromM. Hewit, who in turn

al so sought expert advice, was subject to section 355, a conplex
section of the Code.®** W find that Martin and petitioner acted as
ordinarily prudent business persons would under the circunstances and
that petitioner is not liable for an addition to tax under section
6653(a) (1) .

b. Substantial Under st at enent

For tax year 1988, section 6661(a) provides for an addition to
tax of “25 percent of the anmpbunt of any underpaynment attributable” to

“a substantial understatenent of inconme tax for any taxable year”, for

3% W note the recent debate over the anendnent to sec. 355
enacted in sec. 1012, Taxpayer Relief Act of 1997, Pub. L. 105-
34, 111 Stat. 788, 914.
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penal ti es assessed after October 21, 1986. Section 6661(b) (1) defines
a substantial understatenent as any understatenent that exceeds the
greater of $10,000 in the case of corporations, sec. 6661(b)(1)(B), or
10 percent of the tax required to be shown on the return for the
t axabl e year, sec. 6661(b)(1)(A(i). An understatenent of incone tax
occurs when the tax actually shown on the return is |less than the
anount required to be shown on the return. Sec. 6662(b)(2); Wods v.

Commi ssioner, 91 T.C. 88, 95 (1988). Petitioner bears the burden of

provi ng that respondent’s determ nation of the deficiency, the
understatenment with respect to the deficiency, and the addition to tax
based on the understatenent are erroneous. Rule 142(a); Conti v.

Commi ssioner, 39 F.3d 658, 664 (6th Cr. 1994), affg. on this issue

and remanding 99 T.C. 370 (1992).
Section 6661(b)(2)(B) provides a neans to reduce the anmount of
the addition to tax, stating that

The anount of the understatenent * * * shall be reduced by
that portion of the understatenent which is attributable to-

(1) the tax treatnment of any item by the taxpayer
if there is or was substantial authority * * * or

(1i) any itemw th respect to which the rel evant
facts affecting the itenis tax treatnment are adequately
disclosed in the return or in a statenent attached to
the return.

Petitioner failed to disclose on its 1988 return or in a statenent
attached to the return, as required by section 1.6661-4, |ncone Tax
Regs., the existence of its transfer of assets to SIC and its

distribution of SIC stock to Arnold in redenption of his stock in
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petitioner. W note that sections 1.368-3(a), 1.355-5(a), and 1.351-
3(a), Incone Tax Regs., also require disclosure of all plans of
reorgani zation, distributions of stock of a controlled subsidiary, and
transfers to controlled corporations, respectively. Because
petitioner failed to disclose the transactions at issue on its 1988
i ncone tax return, the understatenent may not be reduced on the ground
of adequate disclosure. Sec. 6661(b)(2)(B)(ii); sec. 1.6661-4, |Incone
Tax Regs.

Substantial authority is defined in section 1.6661-3(a)(2),
| ncome Tax Regs., as

| ess stringent than a “nore likely than not” standard (that

is, a greater than 50-percent |ikelihood of being upheld in

l[itigation), but stricter than a reasonabl e basis standard

(the standard which, in general, will prevent inposition of

the penalty under section 6653(a), relating to negligence or

intentional disregard of rules and regulations). Thus, a

position with respect to the tax treatnent of an itemthat

is arguable but fairly unlikely to prevail in court would

satisfy a reasonabl e basis standard, but not the substanti al

aut hority standard.

Wth respect to the issue of whether Conm ssioner v. Court Hol ding

Co., 324 U S. 331 (1945), controls the transactions in question,
petitioner has prevailed and thus had substantial authority for its
position with respect to the formof the transactions. Sec. 1.6661-
3(a)(2), Incone Tax Regs.

Petitioner has not prevailed on the issue of whether section 355
confers nonrecognition of gain realized in the split-off. Petitioner
must therefore denonstrate that substantial authority supports the
positions taken on the incone tax return with respect to those

transactions. @&llade v. Conmm ssioner, 106 T.C. 355, 367 (1996); sec.
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1.6661-3(b) (1), Incone Tax Regs. Petitioner cited no case |aw or
regul ations in support of its position. Petitioner has cited as
substantial authority only the advice given by its hired
prof essionals. Advice of hired professionals, even when reasonable

under the circunstances--and regardless of the formin which it is

render ed- -does not constitute substantial authority. Gallade v.

Commi ssi oner, supra at 367; sec. 1.6661-3(b)(2), Incone Tax Regs.

| ndeed, in light of the facts in this case, the weight of authority
directly supported respondent on the issue of “active conduct of a
trade or business”. Sec. 355(a)(1)(C) and (b). Petitioner did not
have substantial authority for taking a position that the split-off
qualified for nonrecognition of gain under section 355.

Section 6661(c) authorizes the Comm ssioner to waive “all or any
part of the addition to tax * * * on a showi ng by the taxpayer that
t here was reasonabl e cause for the understatenment (or part thereof)
and that the taxpayer acted in good faith.” Wile the authority to
wai ve the section 6661(a) addition to tax rests with the Comm ssi oner
and not with this Court, we review a denial of waiver by the

Conmi ssi oner under the abuse of discretion standard. Gall ade v.

Conmi ssi oner, supra at 367-368; Miilman v. Commi ssioner, 91 T.C. 1079,

1084 (1988).
We find no evidence in the record that petitioner ever requested

a waiver. Accordingly, as we noted in Alondra Indus., Ltd. v.

Conmi ssioner, T.C. Meno. 1996-32, and Brown v. Conm ssioner, T.C.

Meno. 1992-15, “we cannot find that respondent abused his discretion
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when the petitioner never requested respondent to exercise it.” See

al so McCoy Enters., Inc. & Subs. v. Conmm ssioner, 58 F.3d 557, 563

(10th Cr. 1995), affg. T.C. Meno. 1992-693; Estate of Reinke v.

Conmm ssi oner, 46 F.3d 760, 765-766 (8th Cr. 1995), affg. T.C Meno.

1993-197; Milman v. Conm ssioner, supra at 1082-1084; Dugow V.

Comm ssioner, T.C Meno. 1993-401, affd. w thout published opinion 64

F.3d 666 (9th Cr. 1995); Klieger v. Conm ssioner, T.C Meno.

1992-734; sec. 1.6661-6, Incone Tax Regs.; cf. Gallade v.

Commi ssi oner, supra at 369 (citing Estate of Reinke v. Conm ssioner,

supra at 765, for the proposition that, while the existence of “a
t axpayer’s request for a waiver can establish the Conm ssioner’s

degree of fault for failing to waive, it [Estate of Rei nke] does not

hold that a request is a requirenent or prerequisite for a waiver.”).?3

Even if petitioner had requested a waiver, we would hold that
petitioner has not established that respondent would have conmtted an
abuse of discretion in refusing the request. |In this case, petitioner
woul d have been required to show that reliance on the professional
advice of M. Hewit was reasonable and that petitioner acted in good
faith under the circunstances. Sec. 1.6661-6(b), Incone Tax Regs.
Whil e we have held that petitioner has established, by the

preponderance of the evidence, that it was not negligent for purposes

3 Under sec. 6664(c) of the current |aw, the Omi bus Budget
Reconciliation Act of 1989, Pub. L. 101-239, sec. 7721(a), 103
Stat. 2398, effective for returns with a due date after Dec. 31,
1989, the Conm ssioner no |l onger has this discretion, and no
penalty may be inposed for understatenments if the taxpayer can
show that it had reasonabl e cause for the understatenent and that
it acted in good faith.
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of section 6653(a), the evidence before us on that issue was not
conpl etely uncontroverted, especially in light of petitioner’s failure
to disclose the split-off on its 1988 inconme tax return. W therefore
cannot say that reasonabl e cause and good faith were so clear that any
refusal by respondent to waive the addition to tax woul d have anounted
to an abuse of discretion as being wthout sound basis in fact. See,

e.g., Vandeyacht v. Conm ssioner, T.C Meno. 1994-148; Klavan v.

Conmi ssioner, T.C. Menp. 1993-299.

Accordi ngly, we sustain respondent’s determ nation that
petitioner is liable for the section 6661(a) addition to tax on the
under paynent .

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




