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TRANSFER TO CONTROLLED CORPORATION OF LAND FOR NOTES WAS SALE; PAYMENT OF NOTES NOT PASSIVE INCOME.

In 1961, Thomas Swift purchased 200 acres of land in Georgia,

for $60,000. In 1968, he transferred 40 of those acres to Castlewood Inc.,

a controlled corporation, in exchange for five $50,000 interest-bearing

promissory notes. Swift's adjusted basis in the 40- acre subdivision was

$8,538, and the subdivision had a fair market value of $250,000. The notes

were due on January 29 of the years 1971-75. Swift reported his gain on the

installment method.

     Swift organized Castlewood in 1968, receiving 50 shares for his

transfer of an automobile valued at $4,500. He was the sole shareholder.

Swift believed that Castlewood could develop the subdivision and sell the

lots at a profit of between $100,000 and $150,000, based on the growing

demand for housing in the area. Swift expected the development costs to be

about $50,000, and he believed that funding would be available from a

construction partnership (C&S Concrete Products Co.) owned by Swift, his

wife Jolana, and their children.

     Swift withdrew over $34,000 for development expenses from C&S

between August 1968 and August 1970. The advances were treated as

interest-free loans. The loans were repaid in four installments over an

eight-year period. From August 1968 to August 1970, Swift received offers

to buy individual lots, but decided not to sell any lots until all of the

planned development was completed.

     From August 1970 to April 1973, Castlewood sold 18 lots for a

total of $240,000, using no advertising or realtors. Castlewood reported a

net return of about $80,000, using an allocated land cost and development

cost of $159,000. Castlewood reported the sales on its income tax returns.

Castlewood then ceased selling lots, on the advice of its accountant,

because of the position taken by the IRS on audit. Castlewood was

liquidated in 1976, never having paid any salaries or declared any

dividends.

     Before the first Castlewood note had become due in 1971, Swift

incorporated SJL Inc., to provide funds and opportunities for real estate

dealings for his three children. He transferred to SJL the five Castlewood

notes in exchange for all of SJL's stock, in a transaction qualifying for

the nonrecognition of gain under section 351. The next day, December 29,

1970, Swift made four equal gifts of the SJL stock to Jolana and the

children. In January 1971, SJL elected to be treated as an S corporation.

     Castlewood paid the principal amounts of the notes, plus

interest, to SJL in January of 1971, 1972, and 1973, out of funds generated

from the sales of lots. Castlewood deducted the interest payments on its

income tax returns. SJL reported the payments as long-term capital gain to

the extent the principal of each note exceeded its adjusted basis in the

note. Jolana and the children, as shareholders of SJL, reported and paid

taxes on their allocable shares of the gain and interest income received by

SJL. In 1971 and 1972, SJL made distributions to its four shareholders.

     The IRS determined a deficiency against Castlewood, asserting

that the transfer of the 200 acres from Swift to Castlewood was solely in

exchange for stock or securities within the meaning of section 351, so that

Castlewood's basis in the property was Swift's adjusted basis immediately

prior to the transfer. Thus, the IRS determined that Castlewood had

increased income on the sale of the lots. The Service also determined that

there was no debtor-creditor relationship between Swift and Castlewood, and

disallowed interest deductions claimed by Castlewood on the payments made

to SJL.

     Further, the IRS claimed that Jolana (by this time, Jolana

Bradshaw) and the children had additional income for 1971 and 1972. The IRS

reasoned that SJL no longer qualified as a subchapter S corporation because

more than 20 percent of its gross receipts constituted passive investment

income within the meaning of section 1372(e)(5); thus, the distributions

reported by the shareholders as interest income and long-term capital gain

were actually taxable as dividends.

     The Court of Claims ruled in favor of the taxpayers. First,

Judge Bennett stated that Swift's transfer of property to Castlewood in

exchange for the notes was not a section 351 transaction, rejecting the

Service's position that the notes were, in effect, "securities" within the

meaning of section 351. The court found that the evidence indicated a sale

of the property, noting that the price paid by Castlewood reflected the

property's fair market value, and that the formalities of a sale were

"strictly observed." The fact that Castlewood was thinly capitalized, Judge

Bennett added, was "not fatal" to the taxpayers' position, because

Castlewood anticipated having, and did have, access to sufficient funds

with which to finance its development activities.

     The court then held that SJL's receipts on the Castlewood notes

did not constitute passive income, as determined by the IRS. Judge Bennett

wrote that the notes did represent "stock or securities" as contemplated by

section 1372(e)(5). Judge Bennett cited the definition set forth in reg.

section 1.1543-1(b)(5)(i). But, the court disagreed with the IRS's

allegation that there was a "sale or exchange" of those debt instruments

within the meaning of section 1232, finding that the payments on the notes

merely satisfied an "unconditional promise to pay a fixed purchase price

for the subdivision property."

