Granite Trust Co. v. United States
238 F.2d 670 (1st Cir. 1956)

Magruder, Chief Judge
...In 1928 the Building Corporation was organized
by Granite Trust Company for the purpose of
acquiring land and constructing an office building
thereon to be occupied by the bank. The land and
building cost over $ 1,000,000 and were financed
through the purchase by the taxpayer bank of all
the stock of the Building Corporation. The Building
Corporation rented a portion of the premises to
Howard D. Johnson Company for a rental of
approximately $ 13,700 per year. This last-named
corporation was in 1943 wholly owned by Howard
D. Johnson, an individual. Neither Howard D.
Johnson Company, nor Johnson, owned any stock
in Granite Trust Company, and no shareholder or
officer of Howard D. Johnson Company was a
director in, or otherwise connected with, Granite
Trust Company, though both Howard D. Johnson
Company, and Johnson, were depositors in the
taxpayer bank.
Beginning at least as early as 1936, the amount at
which the stock of the Building Corporation was
carried upon the taxpayer's books was subjected to
continuous criticism by various banking authorities.
At a result, the taxpayer wrote down the value of
the stock on its books, but nevertheless the
examining authorities continued to press for further
annual reductions.
At some time prior to October, 1943, the taxpayer's
management commenced the formulation of a plan
to bring this issue to a close by the expedient of
having Granite Trust Company purchase the real
estate from the Building Corporation for $ 550,000,
a fair current appraisal, after which the subsidiary
Building Corporation was to be liquidated. The
practic al problem in the execution of this plan
resulted from the fact that the distribution in the
liquidation of the subsidiary corporation was
expected to amount to something between $ 65 and
$ 66 per share upon the shares of common stock in
the Building Corporation for which the taxpayer
had paid $ 100 per share. In thus contributing to the

simplification of the corporate structure of the
taxpayer as a holding company, an end deemed
desirable by the Congress, Granite Trust Company
naturally wanted to be assured that its prospective
loss to be realized upon the liquidation of its
subsidiary would lawfully be 'recognized' at once
so as to be available as a tax deduction.
In order that this forthcoming loss upon its
investment might not be denied recognition by
[§332] ... the taxpayer, on advice of counsel,
proceeded to divest itself of some of its shares of
common stock in the Building Corporation by
means of several purported sales and of a gift, the
facts concerning which are as follows:
As of December 1, 1943, the outstanding capital
stock of the Building Corporation, all owned by the
taxpayer, consisted of 2,250 shares of preferred
stock and 5,000 shares of common stock, the latter
being the sole voting stock. On December 6, 1943,
the taxpayer sold to, or went through the form of
selling to, Howard D. Johnson Company 1025
shares of common stock of the Building
Corporation, that being 20.5 per cent of the
outstanding voting stock. Howard D. Johnson
Company paid $ 65,50 per share, a total of $
67,137.50, and delivered to the taxpayer its check
for this amount, which was charged to the deposit
account of Howard D. Johnson Company on
December 6, 1943, and credited to the general
funds of the taxpayer. On the same day the
taxpayer surrendered to the Building Corporation
certificates covering 1,025 shares of common
stock, and the Building Corporation issued to
Howard D. Johnson Company a new certificate for
that number of shares, whic h certificate was held
by Howard D. Johnson Company until it was
surrendered on December 17, 1943, in the course
of the final liquidation of the Building Corporation.
At a meeting of the Building Corporation
stockholders held on December 10, 1943, the
taxpayer submitted a written offer to purchase the
real estate for $ 550,000. The stockholders voted to

accept this offer, and at the same meeting the
following vote was taken:

gift did the taxpayer acquire any additional common
stock in the Building Corporation.

'That if and when this Corporation shall receive $
550,000, adjusted as provided in the vote with
regard to the sale of the Corporation's real estate,
this Corporation shall be completely liquidated, and
after payment or provision for payment of all debts
of, claims against and obligations of this
Corporation, all of its remaining assets shall be
distributed at such time or times to stockholders of
record at such date or dates, and under and subject
to such circumstances as the Board of Directors
may determine, to the stockholders of the
Corporation pro rata in accordance with the
respective priorities of the outstanding shares of the
Corporation, provided, however, that such
liquidation and distribution shall be made and shall
be entirely completed prior to December 30, 1943.'

On December 15, 1943, the real estate was
conveyed to the taxpayer by the Building
Corporation, and the taxpayer paid the Building
Corporation the price of $ 550,000, appropriately
adjusted for local taxes, rentals and insurance. The
real estate was thereby brought on to the taxpayer's
books at a cost equivalent to current fair market
value, thus satisfying the banking authorities.

At the date of the foregoing corporate action by the
Building Corporation, namely, December 10, 1943,
Granite Trust Company was the legal and equitable
holder of 3,975 shares (79.5 per cent) of the then
outstanding 5,000 shares of common stock. Howard
D. Johnson Company, which as above stated held
a certificate for 1,025 shares of common stock,
waived notice of the stockholders' meeting and did
not attend. Taxpayer's 3,975 shares were the only
shares represented and acting at the meeting.
Thereafter, on December 13, 1943, the taxpayer
sold, or went through the form of selling, ten shares
each of the common stock in the Building
Corporation to Howard D. Johnson individually and
to one Ralph E. Richmond, for a price of $ 65.50
per share. On the same day the taxpayer donated
to the Greater Boston United War Fund two shares
of the common stock of the Building Corporation.
Johnson and Richmond duly paid by check for the
shares they bought, and the taxpayer delivered to
them and to the United War Fund certificates
sufficient to cover the shares sold or donated,
which certificates were held by Johnson,
Richmond, and the United War Fund until
surrendered by them on December 17 in the course
of the final liquidation of the Building Corporation.
At no time after the making of the above sales and

On December 17, 1943, the Building Corporation
called for retirement at par of its outstanding
preferred stock and paid the taxpayer therefor the
sum of $ 225,000. On the same day the Building
Corporation paid a final liquidating distribution in the
amount of $ 65.77 per share with respect to each
share of its outstanding common stock, and all
holders surrendered their certificates for such
outstanding shares. The taxpayer, as the owner of
3,953 shares of common stock, received $
259,988.81. The owners of the other 1,047 shares
of the Building Corporation common stock
received, respectively: Howard D. Johnson
Company, $ 67,414.25; Howard D. Johnson, $
657.70; Ralph E. Richmond, $ 657.70; Greater
Boston United War Fund, $ 131.54. Each payee
received and retained these amounts.
On December 30, 1943, a final meeting of the
Building Corporation stockholders was held, there
being represented at the meeting the taxpayer,
Howard D. Johnson Company, Howard D.
Johnson, Ralph E. Richmond, and Greater Boston
United War Found. Dissolution was voted, with
authority to the corporation's directors and officers
to take all steps necessary or advisable to that end.
The taxpayer concedes that it would not have made
the sales described above had it not been for [§
332].. While the taxpayer maintains that the gift to
the United War Fund was but part of the total gift
to that organization for the year 1943, it seems
clear, because this was the only case where shares
of stock rather than cash were distributed to the
charity, that at least the specific object given at this
time was dictated by [§332]

The precise issue before us is whether or not to
give effect for tax purposes to the aforesaid sales
and gift by the taxpayer. If the answer is in the
affirmative, there is no doubt that the liquidation
distribution of the property of the Building
Corporation was not in 'complete liquidation' within
the very special meaning of that phrase in [§332],
and, accordingly, the taxpayer may recognize the
loss on its investment.
Although there is no dispute that the transactions in
form at least purport to be sales and a gift, the
Commissioner nevertheless maintains that we
should not accord them that significance. The
Commissioner's argument is in two parts: The first
proposition derives from the basic finding of the
district court that the taxpayer effected the
liquidation 'in such manner as to achieve a tax
reduction' and that this was 'without legal or moral
justification.' The Commissioner attempts to bolster
this argument by his traditional corporation
reorganization analysis to the effect that, so long as
the 'end-result' of the transactions involved
complies with the 'criteria of the statute,'
intermediary steps (in this case the sales and gift)
should be ignored as if they were nonexistent. His
reasoning is that, if the final outcome is complete
liquidation of a subsidiary corporation which at the
outset was wholly owned by the taxpayer, the
entire procedure comes within the intendment of
the statute and 'circuitous steps to avoid [§332]'
occurring prior to the ultimate liquidation should be
disregarded.
The Commissioner's second proposition is that there
were in fact no valid sales or gift of stock made by
the taxpayer. This argument rests on the taxpayer's
admission that the transfers were motivated solely
by tax considerations and were made in a friendly
atmosphere to friendly people who knew of the
decision to liquidate the corporation before the end
of the year. As the Commissioner points out, the
liquidation took place shortly after the transfers, and
the transferees then received back the money they
had paid in, plus a small profit. Therefore, the
Commissioner argues, relying heavily on Gregory
v. Helvering, 1935, 293 U.S. 465, 55 S.Ct. 266, 79
L.Ed. 596, that 'the stock transfers in question had
no independent purpose or meaning -- either for the

transferor or the transferees -- but constituted
merely a transitory and circuitous routing of legal
title for the purpose of avoiding taxes, within the
meaning of Gregory v. Helvering, supra. It was not
expected or intended by any of the parties that the
transferees should become true stockholders. Legal
title passed; but beneficial ownership surely never
passed. The transferees who paid money for their
stock knew that the subsidiary would be liquidated
in a few days and that they would get their money
back -- as in fact they did, with additional amounts
to pay them for their cooperation in serving as
conduits of title.' The gift of stock to the United
War Fund is dismissed as 'nothing more than a gift
of the cash.' ...
Our conclusion is that the Commissioner's
arguments must be rejected, and that the taxpayer
should be permitted to 'recognize' the loss on its
investment, which it undoubtedly realized upon the
liquidation of the Building Corporation....
Turning then to the basic contentions of the
Commissioner, not much need be said with
reference to the proposition that the tax motive for
the sales and gift rendered the transactions
'immoral' and thus vitiated them. Again and again
the courts have pointed out that a 'purpose to
minimize or avoid taxation is not an illicit
motive.'...As for the Commissioner's 'end-result'
argument, the very terms of [§332] make it evident
that it is not an 'end-result' provision, but rather one
which prescribes specific conditions for the
nonrecognition of realized gains or losses,
conditions which, if not strictly met, make the
section inapplicable. In fact, the Commissioner's
own regulations .... emphasize the rigid
requirements of the section and make no allowance
for the type of 'step transaction' theory advanced in
this case....

We come then to the Commissioner's second major
contention, resting on Gregory v. Helvering, supra,
that the sales of stock by the corporation should be
ignored on the ground that they were not bona fide,
and that the taxpayer therefore retained 'beneficial
ownership'. The Commissioner characterizes the
transfers as artific ial, unessential, transitory phases

of a completed tax avoidance scheme which should
be disregarded.
In answer to this contention, it is first necessary to
determine precisely what the Gregory case held.
Judge Learned Hand, in Chisholm v. Commissioner,
2 Cir., 1935, 79 F.2d 14, 15, 101 A.L.R. 200,
certiorari denied 1935.. analysed the case as follows:
'The question always is whether the transaction
under scrutiny is in fact what it appears to be in
form; a marriage may be a joke; a contract may be
intended only to deceive others; an agreement may
have a collateral defeasance. In such cases the
transaction as whole is different from its
appearance. * * * In Gregory v. Helvering, supra,
* * * the incorporators adopted the usual form for
creating business corporations; but their intent, or
purpose, was merely to draught the papers, in fact
not to create corporations as the court understood
that word. That was the purpose which defeated
their exemption, not the accompanying purpose to
escape taxation; that purpose was legally neutral.
Had they really meant to conduct a business by
means of the two reorganized companies, they
would have escaped whatever other aim they might
have had, whether to avoid taxes, or to regenerate
the world.'
In the present case the question is whether or not
there actually were sales. Why the parties may
wish to enter into a sale is one thing, but that is
irrelevant under the Gregory case so long as the
consummated agreement was no different from
what it purported to be.
Even the Commissioner concedes that 'legal title'
passed to the several transferees on December 13,
1943, but he asserts that 'beneficial ownership'
never passed. We find no basis on which to vitiate
the purported sales, for the record is absolutely
devoid of any evidence indicating an understanding
by the parties to the transfers that any interest in
the stock transferred was to be retained by the
taxpayer. If Johnson or Richmond had gone
bankrupt, or the assets of both had been attached
by creditors, on the day after the sales to them, we
do not see how the conclusion could be escaped
that their Building Corporation stock would have

been included in their respective assets; and if
Johnson or Richmond had died, surely the holdings
of stock of each would have passed to his
executors of administrators, or legatees.
In addition to what we have said, there are
persuasive reasons of a general nature which lend
weight to the taxpayer's position. To strike down
these sales on the alleged defect that they took
place between friends and for tax motives would
only tend to promote duplicity and result in
extensive litigation as taxpayers led courts into
hairsplitting investigations to decide when a sale
was not a sale. It is no answer to argue that, under
Gregory v. Helvering, there is an inescapable
judicial duty to examine into the actuality of
purported corporate reorganizations, for that was a
special sort of transaction, whose bona fides could
readily be ascertained by inquiring whether the
ephemeral new corporation was in fact transacting
business, or whether there was in fact a
continuance of the proprietary interests under an
altered corporate form. ...
In short, though the facts in this case show a tax
avoidance, they also show legal transactions not
fictitious or so lacking in substance as to be
anything different from what they purported to be,
and we believe they must be given effect in the
administration of § 112(b)(6) as well as for all other
purposes....
A judgment will be entered vacating the judgment
of the District Court and remanding the case to that
court with direction to enter judgment for the
plaintiff in the sum of $ 57,801.32, with interest.

