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Wand H who were married, owned all of the vot-
ing, and virtually all of the nonvoting, stock of X
corporation (X). They divorced, and the final judgnent
di ssolving their marriage (divorce judgnent) ordered
(1) that Wsell and convey to H, or at Hs election to
X or X's ESOP plan, all of her X stock, (2) that H, or
at Hs election X or X s ESCP plan, pay a stated anount
of cash to Wsinultaneously with the sale and convey-
ance of such stock, and (3) that as additional consid-
eration H or at Hs election X or X' s ESOP pl an,
deliver to Wa prom ssory note bearing 9-percent inter-
est for the balance of the purchase price of that
stock. Pursuant to the divorce judgnent, H elected
(1) that the sale and conveyance of all of Ws X stock

W th
Wil

1Cases of the followi ng petitioners are consolidated here-
: Mul berry Mdtor Parts, Inc., docket No. 19322-97, and
iam A. Read, docket No. 19328-97
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be made to X, instead of to H (2) that X, instead of
H, pay the stated amobunt of cash to Wsinmultaneously
with that sal e and conveyance, and (3) that X, instead
of H 1issue a promssory note to Whbhearing 9-percent
interest for the bal ance of the purchase price. There-
after, pursuant to H s election under the divorce
judgment, Wsold and transferred to X, instead of to H
all of the X stock that she owned.

Sec. 1041(a), |I.R C., provides that no gain or
loss is to be recognized on a transfer of property by
an individual to a spouse or a fornmer spouse but only
if the transfer to the former spouse is incident to the
di vorce. Sec. 1.1041-1T(c), Q&A-9, Tenporary | ncone
Tax Regs. (Q&A-9), 49 Fed. Reg. 34453 (Aug. 31, 1984),
addresses a transfer of property by a spouse (trans-
ferring spouse) to a third party on behalf of a spouse
or former spouse (nontransferring spouse). Provided
that the other requirenents of that tenporary regul a-
tion and sec. 1041, |.R C, are satisfied, Q®A-9 treats
such a transfer as a transfer of property by the trans-
ferring spouse directly to the nontransferring spouse
that qualifies for nonrecognition treatnent under sec.
1041, I.R C., and an imredi ate transfer of the property
by the nontransferring spouse to the third party in a
transaction that does not qualify for nonrecognition
treatment under sec. 1041, |.R C

Petitioners argue that the |egal standard that
must be applied in order to determ ne whether Ws
transfer of her X stock to X was a transfer to a third
party on behalf of Hwthin the neaning of Q%A-9 is the
pri mary-and-uncondi tional -obligation standard estab-

i shed by constructive-dividend decisional |aw. How
ever, they disagree as to whether the primary-and-
uncondi tional -obligation standard is satisfied as to
M. Read in the instant cases.

1. Held: The primary-and-unconditional -obliga-
tion standard is not an appropriate standard to apply
in order to determ ne whether Ws transfer of her X
stock to X was a transfer of property by Wto a third
party on behalf of Hwthin the neaning of Q%A-9.

Hel d, further, the primary-and-unconditional -obligation
standard is not an appropriate standard to apply in any
case involving a corporate redenption in a divorce
setting in order to determ ne whether the transfer of
property by the transferring spouse to a third party is
on behalf of the nontransferring spouse within the
meani ng of Q8A-9.

2. Held, further, applying the common, ordinary




- 3 -

meani ng of the phrase “on behalf of” in QA-9, Ws
transfer of her X stock to X was a transfer of property
by Wto a third party on behalf of Hw thin the nmeaning
of that tenporary regulation. Held, further, pursuant
to sec. 1041(a), |I.R C., no gain shall be recognized by
Was a result of that transfer.

Mark A. Brown, for petitioner in docket No. 19001-97.

Karen E. Lewis and D. Mchael O Leary, for petitioners in

docket Nos. 19322-97 and 19328-97.

Robert W Dillard, for respondent.

OPI NI ON

CHI ECHI, Judge: These cases are before us on cross-notions
for partial sunmary judgnment filed by Carol M Read (Ms. Read)
and by Wlliam A Read (M. Read) and Mul berry Mtor Parts, Inc.
(MW).2 (W shall refer to the notion for partial sunmmary judg-
ment filed by Ms. Read as Ms. Read's notion, to the notion for
partial summary judgnment filed by M. Read and MW as M. Read's
and MVP' s notion, and collectively to those two notions as the
cross-notions for partial summary judgnent.)

A partial summary adjudication may be nmade that does not

2Ms. Read incorrectly characterized her notion as a notion
for summary judgnent. However, in addition to the determ nation
in the notice of deficiency (notice) issued to Ms. Read that we
address in this Opinion, respondent nmade two ot her determ nations
in that notice, one of which respondent conceded and the ot her of
which is conputational. Consequently, we have recharacterized
Ms. Read's notion as a notion for partial summary judgnent.
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di spose of all the issues in a case if, inter alia, it is shown
that there is no genuine issue as to any material fact with
respect to the question(s) on which partial summary adj udi cation
is sought. See Rule 121(b).® W are in agreenent with the
parties that there are no genuine issues of material fact and
that the facts material to the Court's disposition of the cross-
nmotions for partial sunmmary judgnment are set forth in those
paragraphs of the stipulation of facts and those exhibits at-
tached to that stipulation, which the Court made part of the
record in these cases on Novenber 5, 1998.

At the tine they filed their respective petitions, M. Read
resided in San Francisco, California, M. Read resided in
Lakel and, Florida, and MW's principal place of business was in
Bartow, Florida.

In 1985, Ms. Read filed a petition for dissolution of her
marriage to M. Read (marriage dissolution action) in the Crcuit
Court of the Tenth Judicial Crcuit of the State of Florida, Polk
County (Florida court). At the tine she filed that petition, M.
Read owned 1, 200 shares of voting and 12,000 shares of nonvoti ng,
and M. Read owned 1,300 shares of voting and 13,000 shares of
nonvoting, common stock of MWP, a corporation engaged in the

busi ness of selling autonobile parts.

SAll Rule references are to the Tax Court Rules of Practice
and Procedure. All section references are to the I nternal
Revenue Code in effect for the years at issue.



- 5.
During the trial in the marriage dissolution action, M.
Read and M. Read reached an oral settlenent agreenent (marital
settl enment agreenent) which was read into the record in that
action on Decenber 5, 1985. The marital settlenent agreenent
provided in pertinent part:

Wfe [Ms. Read] agrees to convey to husband [ M. Read]
all of her stock in Miul berry Motor Parts, both voting
and non-voting. And for such stock, husband, or at his
option, Mil berry Mtor Parts or the Aesop [sic] plan of
Mul berry Motor Parts agrees to purchase such stock at
its appraised value of $838, 724, such purchase to be
closed within 60 days of this date and to be paid as
fol | ows:

First, $200,000 down to be paid in cash * * * the
bal ance of $638,724 to be evidenced by prom ssory note,
to be signed by the purchaser but if the purchaser is
other than Wlliam A Read, to be guaranteed by WIIliam
A. Read, and bearing interest at the rate of nine
percent, payable nonthly, on the principal, due from
tinme to time; and with the principal to be payable
$50, 000 after twelve nonths and $50, 000 princi pal each
year thereafter until the principal is paid in full
with the right of prepaynent at any tinme wthout pen-
alty, and such purchase to be secured by a security
interest in the stock to be sold, but with husband
retaining a full right so long as he is in conpliance
and not in default on such note, to control such stock
and to vote it.

* * * * * * *

* * * Husband agrees to pay the wife as pernmanent
periodic alinony the sumof $2,500 per nonth and con-
tinuing until the death of the wife, the death of the
husband, the remarriage of wife or wife's cohabitation
with another man to whom she is not related by bl ood or
marriage on a continuing basis for 60 days or nore.

* * %

* * * * * * *

* * * Additionally provided, however, that such
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alimony shall increase in anpunt from $2,500 per nonth
to $3,000 per nonth at such time as the final principal
paynment is made by husband on the stock purchase called
for on the Miul berry Mdtor Parts stock.

* * * * * * *

* * * The tenporary alinony in the anmount of
$6,000 * * * the Decenber paynent of which has al ready
been made, will term nate and no | onger be payable in
the event that husband pays the down paynent on the
stock purchase or causes it to be paid by either Ml -
berry Mdtor Parts or the Aesop [sic] plan and pays the
consideration for the conveyance of the house and the
$100, 000 | unmp sum al i nony on or before Decenber 31st,
1985.

However, if husband fails to do so in whole or in
part, the $6,000 tenporary alinony will continue for
the nonth of January, subject to term nation only upon
the death of the w fe.

* * * * * * *

* * * Additionally, as part of the tenporary
support agreenent, but for consideration in addition
furni shed by the wife, husband has agreed to maintain
in force insurance on his life with death benefits
payable to wife in the amount of $150, 000, and conti nu-
ing for a period of tinme that was ascertai nabl e but
uncertain.

Parties agree that so long as Wlliam A Read owes
to his wfe any anount of principal on the stock pur-
chase of Mul berry Mdtor Parts, he will maintain that
insurance in force with her as beneficiary with [sic]
the death benefits thereof, having the right to cancel
such designation when the stock is paid in full.

In the event, however, of his death prior to

paynment of the stock purchase in full, the insurance
proceeds will apply toward the bal ance then due and
OW ng.

On Decenber 30, 1985, the Florida court entered the divorce

j udgnent dissolving the marriage. The divorce judgnent ordered
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and adjudged in pertinent part that:

1. The marriage of Husband, WLLIAM A. READ, and
W fe, CAROL ELI ZABETH READ, is hereby dissol ved.

2. The Marital Settlenment Agreenent dictated into
the record before the Court on Decenber 5, 1985, is
ratified and approved by this Court and the parties are
ordered to conply with all terns of that Agreenent.

3. Wfe shall sell and convey to Husband, or at
Husband' s el ection to Mul berry Motor Parts, Inc., or
the ESOP Pl an of Mul berry Mdtor Parts, Inc., all of the
out st andi ng stock which she holds in Mil berry Mot or
Parts, Inc., consisting of 1,200 shares of voting stock
and 12,000 shares of non-voting stock by February 5,
1986. As consideration, Husband, or at his election
Mul berry Motor Parts, Inc., or the ESOP Plan of Ml -
berry Mdtor Parts, Inc., shall pay to Wfe simulta-
neously with the conveyance of such shares, the sum of
$200, 000. As additional consideration, Husband, or at
his election Miul berry Motor Parts, Inc., or the ESOP
Pl an of Mul berry Mdtor Parts, Inc., shall deliver to
Wfe a prom ssory note in the principal anmount of
$638, 724, which sumrepresents the bal ance of the
purchase price to be paid for the stock. The note
shal |l bear interest at the rate of 9% which interest
shal | be payabl e nonthly begi nning one (1) nonth after
the date of the note. The principal of the note shal
be paid at the rate of $50,000 per year, the first
paynment shall be nmade twelve (12) nonths follow ng the
date of the note, and each year thereafter until the
note is paid in full.

Husband or Mul berry Mdtor Parts, Inc., or the ESOP
Pl an of Mul berry Motor Parts, Inc., as the case may be,
shal | have right of prepaynent w thout penalty. The
note delivered to Wfe shall be personally guaranteed
by Husband.

The sale of the stock by Wfe and the unpaid
bal ance for the purchase of the stock by Husband shal
be secured by a security interest in the stock to be
sold for which paynents has [sic] not been made, with
Husband retaining the full right to vote said stock and
control said stock so long as he is in conpliance with
the terns of this paragraph. The anmobunt of the secu-
rity interest shall reduce pro rata as principal pay-



ments are made.

* * * * * * *

8. Husband has been paying the sum of $6, 000 per
nmonth as tenporary alinony to Wfe. Husband's obliga-
tion to pay tenporary alinony shall term nate on the
| st of the nmonth follow ng the nonth in which Husband
conpl etes the paynent on the down paynent on the stock
purchase plan in the amount of $200,000 and pays the
[ unp sumalinmony in the anount of $180,000. The perna-
nent, periodic alinony as provided for in paragraph 9
shall begin the Ist of the nonth follow ng the paynent
of such itenms. Husband's obligation to pay tenporary
alinony is subject to prior termnation upon the death
of Wfe.

9. Husband shall pay to Wfe as and for perma-
nent, periodic alinony, the sumof $2,500 per nonth
until the death of Wfe, the death of Husband, Wfe's
remarriage or until Wfe cohabits with a man to whom
she is not related by blood or marriage on a continuing
basis for at |east sixty (60) days, whichever first
occurs. On the Ist of the nonth follow ng the final
paynment to Wfe by Husband of the total consideration
owed to her by reason of the transfer of her stock in
Mul berry Motor Parts, Inc., such alinmony shall increase
to the sum of $3,000 per nmonth. These provisions for
per manent, periodic alinmony provided in this paragraph
of this Final Judgnment shall not be subject to nodifi-
cation by either party, both parties have expressly
wai ved all right to seek nodification of the anounts
and terns under which permanent, periodic alinony is
payabl e.

* * * * * * *

11. Husband shall maintain on his life with Wfe
as beneficiary, life insurance having death benefits in
t he amount of $150,000. Husband's obligation to con-
ti nue insurance for the benefit of Wfe shall term nate
upon the paynent in full of the purchase price of the
stock in Mul berry Mdtor Parts, Inc.

At some tinme on or after Decenber 30, 1985, the date on

whi ch the divorce judgnent was entered, and on or prior to
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February 5, 1986, M. Read el ected pursuant to the divorce
judgnent (1) that the sale and conveyance by Ms. Read of all of
her MVWP stock be nmade to MW, instead of to M. Read, (2) that
MWP, instead of M. Read, pay $200,000 to Ms. Read simultaneously
with her sale and conveyance of such stock to MW, and (3) that
MWP, instead of M. Read, issue a promssory note to Ms. Read in
t he principal anpbunt of $638, 724 and bearing 9-percent interest.

On February 5, 1986, the board of directors of MW, conposed
of M. Read, Ms. Read, and J.S. Huggart, Jr., executed a docunent
entitled "ACTI ON BY WRI TTEN CONSENT OF THE BOARD OF DI RECTORS OF
MJULBERRY MOTOR PARTS, INC." with respect to the foregoing el ec-
tion that M. Read nmade pursuant to the divorce judgnent (MW
board action by witten consent).* The MW board action by
witten consent stated in pertinent part:

We, the undersigned, constituting all of the

“Under Florida law, any action which is required to be, or
may be, taken at a neeting of the directors of a corporation may
be taken without a neeting of such directors provided that a
consent in witing setting forth the action to be taken is signed
by all of the directors and is filed in the mnutes of the
proceedi ngs of the board of directors. Any such action by
unani nous witten consent of each director has the sane effect as
a unani nous vote of the board of directors. See Fla. Stat. Ann.
sec. 607.134 (West 1977) (current version at Fla. Stat. Ann. sec.
607. 0821 (West 1993)). By executing the docunent entitled
“ACTI ON BY WRI TTEN CONSENT OF THE BOARD OF DI RECTORS OF MJULBERRY
MOTOR PARTS, INC.”, the three directors of MVP obviated the
requi renent under Florida law to hold a neeting at which such
directors could adopt, by a najority vote, a resolution authoriz-
ing MW, inter alia, to repurchase all of Ms. Read’s MW stock.
See Fla. Stat. Ann. sec. 607.121 (West 1977) (current version at
Fla. Stat. Ann. sec. 607.0824 (West 1993 & Supp. 1999)).
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menbers of the Board of Directors of Ml berry Mtor
Parts, Inc., * * * do hereby take the foll ow ng action
by unani nous witten consent, pursuant to the provi-
sions of Section 607.134, Florida Statutes:

RESCLVED, that it is advisable and in
the best interest of the Corporation that the
Cor poration purchase 1,200 shares of its
out st andi ng voting comon capital stock and
* * * 12,000 shares of its outstandi ng non-
voting comon capital stock from Carol E
Read for a purchase price of $838, 724. 00.

The officers of the Corporation are hereby
directed to repurchase such stock in accor-
dance with the terns of the certain Stock
Purchase Agreenent dated February 5, 1986

* * *  The appropriate officers of the Cor-
poration are hereby authorized and directed
to execute and deliver on behalf of the Cor-
poration such Agreenent, the Install nent
Prom ssory Note and Stock Pl edge Agreenent
(referred to in such Agreenent) and any ot her
docunents necessary to consummate such trans-
action. The repurchased shares which are not
subject to the Stock Pl edge Agreenent shal

be retired on the books of the Corporation.
As shares which are subject to the Stock

Pl edge Agreenent are rel eased, such shares
shall be retired on the books of the Corpora-
tion.

On February 5, 1986, pursuant to M. Read’ s el ection under
the divorce judgnent, MW and Ms. Read entered into the stock
purchase agreenent (stock purchase agreenent) that was authorized
in the MW board action by witten consent. That agreenent
provided in pertinent part:

WHEREAS, Stockhol der [Ms. Read] owns certain
shares of the common capital stock of the Corporation
[ MVP] ;

WHEREAS, St ockhol der wi shes to sell all of her

common capital stock of the Corporation to the Corpora-
tion, which wi shes to purchase such stock
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NOW THEREFORE, the parties agree as foll ows:

1. Sales and Purchases of Stock. Sinmultaneously
with the execution of this Agreenent, Stockhol der shal
sell, and the Corporation shall redeem and purchase One
Thousand Two Hundred (1, 200) shares of voting stock of
t he Corporation and Twel ve Thousand (12, 000) shares of
nonvoti ng common stock of the Corporation.

2. Purchase Price. The purchase price for the
stock redeened by the Corporation shall be Ei ght Hun-
dred Thirty-Ei ght Thousand Seven Hundred Twenty- Four
Dol l ars ($838, 724.00), such price to be paid in the
fol | om ng manner:

(a) Down paynent. The Corporation
shal | pay Two Hundred Thousand Dol | ars
($200, 000.00) in cash upon delivery of the
pur chased stock by Stockhol der.

(b) Installnent Prom ssory Note. The
Corporation shall deliver to Stockhol der an
Install ment Prom ssory Note for Six Hundred
Thirty-E ght Thousand Seven Hundred Twenty-
Four Dol lars ($638,724.00), (the "Note"),
executed by the appropriate officers of the
Cor poration and individually guaranteed by
WIlliam A Read, upon delivery of the pur-
chased stock by Stockholder. Such Note shal
be in the formattached hereto as Exhibit A

(c) Collateral Security. To secure the
paynment of the Note, 10,482 shares of the
nonvoti ng common capital stock redeened by
t he Corporation shall be pledged by assign-
ment as collateral security to the Stock-
hol der in accordance with a Stock Pl edge
Agreenent to be executed by the Stockhol der
and the Corporation contenporaneously wth
the Note. Such Stock Pl edge Agreenent shal
be in the formattached hereto as Exhibit B.

Pursuant to M. Read's el ection under the divorce judgnent,
on February 5, 1986, Ms. Read transferred to MW her 1,200 shares

of voting, and 12,000 shares of nonvoting, common stock of MW
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(Ms. Read’s February 5, 1986 transfer of MW stock); MWP paid M.
Read $200, 000 by check; and MWP issued to Ms. Read an install nent
prom ssory note in the amount of $638, 724 and bearing 9-percent
annual interest (installnment promssory note). That note pro-
vided in pertinent part:

FOR VALUE RECEI VED, the undersigned [ MMP] proni ses
to pay to the order of CAROL E. READ the principal sum
of Six Hundred Thirty-Ei ght Thousand Seven Hundred
Twent y- Four and No/ 100t hs Dol | ars ($638, 724. 00), to-
gether with interest thereon from February 5, 1986, at
the rate of nine per cent (9% per annum Interest on
t he unpai d principal balance shall be payable in equal
monthly install ments, commencing on March 5, 1986, and
continuing on the fifth day of each nonth thereafter
until the principal sumand interest have been fully
paid. Principal shall be payable in annual install-
ments of Fifty Thousand and No/ 100t hs Dol | ars
($50, 000. 00) each, comenci ng on February 5, 1987, and
continuing on the fifth day of February of each year
through 1998, with a final installnment of Thirty-Ei ght
Thousand Seven Hundred Twenty-Four and No/ 100t hs Dol -
| ars ($38,724.00) due on February 5, 1999. * * *

* * * * * * *

The undersi gned hereby wai ves presentnent for
paynment, notice of nonpaynent, protest and notice of
protest of this note.

The install ment prom ssory note was signed by WIlliamA.
Read as president of MW. |Imediately beneath that signature
appeared the follow ng guaranty by M. Read in his individual

capacity, which he signed on February 5, 1986:

| NDI VI DUAL GUARANTY

The undersigned [ M. Read] hereby individually
uncondi tional ly guarantees the paynent of all sunms due
under this Install nment Prom ssory Note.
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The individual guaranty by M. Read of MW s installnent prom s-
sory note expressed in unanbiguous terns an unconditional guar-
anty of M. Read. Consequently, under Florida |aw, that guaranty

is what is known as an absol ute guaranty, see Miullins v. Sunshine

State Serv. Corp., 540 So. 2d 222, 223 (Fla. Dist. C. App

1989); Anderson v. Trade Wnds Enters. Corp., 241 So. 2d 174, 177

(Fla. Dist. C. App. 1970), and M. Read was secondarily |iable

on MW s installnent prom ssory note, see West Fl agler Associ -

ates, Ltd. v. Dept. of Revenue for Fla., 633 So. 2d 555, 556-557

(Fla. Dist. Ct. App. 1994); Scott v. Gty of Tanpa, 30 So. 2d

300, 302 (Fla. Dist. Ct. App. 1947).

The stock pl edge agreenent referred to in and attached to
t he stock purchase agreenment was entered into on February 5, 1986
(stock pledge agreenent). The stock pledge agreenent provided in
pertinent part:

WHEREAS, Pl edgor [MW] is indebted to Pl edgee [ Ms.
Read] in the amount of Six Hundred Thirty-Ei ght Thou-
sand Seven Hundred Twenty-Four and NO 100th Dol | ars
($638, 724. 00) as evidenced by that certain promssory
note from Pl edgor to Pl edgee dated February 5, 1986
[instal |l ment prom ssory note] * * * and

WHEREAS, Pl edgor owns 10,482 shares of its nonvot -
ing conmmon capital stock which it holds in its treasury
and which it has purchased from Pl edgee; and

WHEREAS, Pl edgor, as the owner of the above st ock,
agrees that it shall be pledged to Pledgee as security
for the repaynent of such indebtedness.

NOW THEREFORE, the parties agree as foll ows:

1. Pl edge. Pl edgor hereby grants to Pl edgee a
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security interest in 10,482 shares of its nonvoting
common capital stock * * *. Pl edgee shall hold the

pl edged shares as security for the repaynent of the

i ndebt edness descri bed above and shall not encunber or
di spose of such shares, except in accordance with the
provi si ons of paragraph 7 of this Agreenent.

2. Term The shares pl edged hereunder shal
remain so pledged to Pledgee until released in accor-
dance with the provisions of paragraph 3 of this Agree-
nment .

3. Rel ease of Stock.

(a) Upon each principal paynment in the
anount of Fifty Thousand and No/100th Dol | ars
($50, 000.00) in accordance with the terns of
* * * Jinstall nment prom ssory note], Pl edgor
shal|l be entitled to the release fromthis
St ock Pl edge Agreenent of 820 shares of non-
voting comopn stock. Upon the demand at any
time of Pledgor, Pledgee shall deliver to

Pl edgor the stock certificate for reissuance
of such rel eased shares, and Pl edgor shal

i ssue and deliver to Pledgee a new certifi-
cate representing the shares which remain
subj ect to the pl edge.

(b) Upon the repaynent in full with interest
of the indebtedness in accordance with the
terms of * * * [installnment prom ssory
note], Pledgee shall transfer to Pl edgor al
of the remaining stock pl edged hereunder.

* * * * * * *

7. Default. [If Pledgor defaults in the perfor-
mance of any of the terns of this Agreenment or if
Pl edgor defaults in the paynent of the indebtedness
described in * * * [installnment prom ssory note], then
Pl edgee shall have the follow ng options exercisable at
any tinme followng thirty (30) days after any such
defaul t:

(a) Pledgee may declare the unpaid
bal ance of the indebtedness i medi ately due
and payabl e and then sell the pledged shares.

* %



* * * * * * *

Pl edgee shall thereafter account to Pl edgor
for any surplus proceeds, which shall be paid
over to Pledgor. Pledgor shall remain liable
to Pl edgee for any deficiency. * * *

(b) Pledgee may declare the unpaid
bal ance of indebtedness i medi ately due and
payabl e and retain the pledged shares in
sati sfaction of Pledgor's obligations under
* * * [installment prom ssory note] and under
this Agreenent. * * *
(c) Pledgee may declare the unpaid
bal ance of indebtedness i nmedi ately due and
payabl e and thereafter exercise all rights
and renedi es afforded a secured party under
t he provisions of the Uniform Conmercial Code
in force in Florida as of the date of this
Agr eenent .
Since February 5, 1986, M. Read has owned 100 percent of
t he outstanding voting common stock of MMWP. At the tine of M.
Read’ s February 5, 1986 transfer of MW stock and during the
years at issue, MW s ESOP owned 4, 961 shares of class B nonvot -
ing conmmon stock of MWP.
MWP classified the installment prom ssory note as a liabil-
ity on its bal ance sheet for each of the years 1988, 1989, and
1990. Pursuant to that note, MVP nmade the follow ng paynents of

principal and interest to Ms. Read during the years indicated:

1988 1989 1990
Pri nci pal $50, 000 $50, 000 $50, 000
| nt er est 49, 235 44, 735 40, 235

MWP deducted the interest paynents that it nmade to Ms. Read

during each of the years 1988, 1989, and 1990 in its Federal
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incone tax (tax) return for each of those years.

Ms. Read did not report any income with respect to her
transfer of MW stock to MW, except for the interest paynents
under the installnment prom ssory note that MVP made to her during
1988, 1989, and 1990. She reported those interest paynents as
interest incone in her tax returns for those years.

M. Read did not report in his tax returns for 1988, 1989,
and 1990 any incone with respect to Ms. Read’ s February 5, 1986
transfer of MW stock.

Respondent determned in the notice issued to Ms. Read for
1989 and 1990° that the principal paynent under the install nent
prom ssory note that MW nmade to her during each of those years
constitutes long-termcapital gain.® Respondent made no determ -
nations in that notice with respect to the interest paynents
under the installnment prom ssory note that Ms. Read reported as
interest incone in her returns for those years.

Respondent determned in the notice issued to M. Read for
1988, 1989, and 1990 that the principal and interest paynents
under the installnment prom ssory note that MW nmade to Ms. Read
during those years are constructive dividends to M. Read.

Respondent determned in the notice issued to MW for 1988,

The notice issued to Ms. Read did not relate to Ms. Read's
t axabl e year 1988.

5The parties stipulated that Ms. Read's basis in the MW
stock that she owned was zero.
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1989, and 1990 that the interest paynents under the install nent
prom ssory note that it made to Ms. Read during those years are
not deducti bl e.

The underlying conmon i ssue presented in the cross-notions
for partial summary judgnment is whether section 1041 applies to
the transfer by Ms. Read to MW of her stock in that conpany. It
is Ms. Read's position that section 1041 applies to that trans-
fer, while M. Read and MW take the position that it does not.’
Respondent's role here is that of a stakehol der. Nonethel ess,
respondent has indicated that "Ms. Read has the better argunent
that she should not recogni ze any gain fromthe sale of her stock
pursuant to |.R C. § 1041."

Section 1041 provides in pertinent part:

SEC. 1041. TRANSFERS OF PROPERTY BETWEEN SPOUSES OR
| NCI DENT TO DI VORCE

(a) General Rule.--No gain or |loss shall be recog-
nized on a transfer of property froman individual to
(or in trust for the benefit of)--

(1) a spouse, or

(2) a former spouse, but only if the transfer
is incident to the divorce.

(b) Transfer Treated as G ft; Transferee Has
Transferor's Basis.--In the case of any transfer of
property described in subsection (a)--

‘M. Read and MVWP indicated in their notion that if the
Court were to hold that sec. 1041 applies to Ms. Read s transfer
of her MW stock to MW, the determ nations in the respective
notices issued to M. Read and to MW shoul d be sust ai ned.
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(1) for purposes of this subtitle, the prop-
erty shall be treated as acquired by the trans-
feree by gift, and

(2) the basis of the transferee in the prop-
erty shall be the adjusted basis of the trans-
feror.

(c) Incident to Divorce.--For purposes of subsec-
tion (a)(2), a transfer of property is incident to the
di vorce if such transfer--

(1) occurs within 1 year after the date on
whi ch the marriage ceases, or

(2) is related to the cessation of the mar-
riage.

Tenporary, but not final, regulations have been issued under
section 1041. Those tenporary regul ations provide that the
transferor of property under section 1041 is to recognize no gain
or loss on the transfer, regardl ess of whether the transfer is in
exchange for consideration. See sec. 1.1041-1T(c), QRA-10,
Tenporary I ncone Tax Regs., 49 Fed. Reg. 34453 (Aug. 31, 1984).
The tenporary regul ati ons under section 1041 further provide that
in all transfers subject to that section the basis of the trans-
ferred property in the hands of the transferee is the adjusted
basis of such property in the hands of the transferor imediately
before the transfer, regardl ess of whether the transfer is a bona
fide sale in which the transferee pays the transferor consider-
ation for the transferred property. See sec. 1.1041-1T(c), Q8A-
11, Tenporary Incone Tax Regs., 49 Fed. Reg. 34453 (Aug. 31,

1984) .
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The tenporary regul ati ons under section 1041 al so descri be
the circunmstances in which a transfer of property by a spouse to
a third party on behalf of a spouse or former spouse qualifies as
a transfer to which section 1041 applies. See sec. 1.1041-1T(c),
QRA-9, Tenporary Inconme Tax Regs. (Q%A-9), 49 Fed. Reg. 34453
(Aug. 31, 1984). RA-9 provides in pertinent part:

Q9. My transfers of property to third parties
on behalf of a spouse (or former spouse) qualify under
section 10417

A-9. Yes. There are three situations in which a
transfer of property to a third party on behalf of a
spouse (or fornmer spouse) will qualify under section
1041, provided all other requirenments of the section
are satisfied. The first situation is where the trans-
fer to the third party is required by a divorce or
separation instrunent. The second situation is where
the transfer to the third party is pursuant to the
witten request of the other spouse (or former spouse).
The third situation is where the transferor receives
fromthe other spouse (or former spouse) a witten
consent or ratification of the transfer to the third
party. * * * In the three situations described above,
the transfer of property wll be treated as nade di-
rectly to the nontransferring spouse (or former spouse)
and the nontransferring spouse wll be treated as
i medi ately transferring the property to the third
party. The deened transfer fromthe nontransferring
spouse (or fornmer spouse) to the third party is not a
transaction that qualifies for nonrecognition of gain
under section 1041.

Ms. Read contends that her transfer of MW stock to MW was
a transfer of property by her to a third party on behalf of M.
Read within the neaning of Q%A-9 and that that transfer fits
within both the first situation and the second situation de-

scribed in that tenporary regul ation. Consequently, according to
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Ms. Read, section 1041(a) prescribes nonrecognition treatnent to
her with respect to her transfer of MW stock to MMP. M. Read
and MWP counter that Ms. Read’s February 5, 1986 transfer of MW
stock was not a transfer of property to a third party on behal f
of M. Read within the neaning of Q&A-9 and that that transfer
does not fit wthin either of the first two situations (or the
third situation) described in that tenmporary regul ation. Conse-
quently, according to M. Read and MW, section 1041(a) does not
provi de nonrecognition treatnment to Ms. Read with respect to M.
Read’ s February 5, 1986 transfer of MW stock.

I n advancing their respective positions, Ms. Read and M.

Read and MW argue that Hayes v. Conm ssioner, 101 T.C 593

(1993), Arnes v. Conmi ssioner, 102 T.C. 522 (1994), and Blatt v.

Comm ssioner, 102 T.C. 77 (1994), prescribe the | egal standard

that we nust apply in order to determ ne whether Ms. Read’ s
transfer of her MW stock to MW constitutes a transfer of
property by a spouse (the transferring spouse, here Ms. Read) to
a third party (here MW) on behal f of a spouse® (the nontransfer-
ring spouse, here M. Read) wthin the nmeaning of Q%A-9 (on-
behal f-of standard). According to petitioners, those cases
establish that the on-behal f-of standard may be satisfied in the

instant cases only if M. Read had a prinmary and unconditi onal

8For conveni ence, we shall refer only to a spouse, and not
to a forner spouse.
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obligation to purchase Ms. Read’s MW stock, such that under
established principles of tax | aw (constructive-dividend deci -

sional law), see, e.qg., Sullivan v. United States, 363 F.2d 724,

728-729 (8th Cr. 1966); Smth v. Comm ssioner, 70 T.C. 651, 668

(1978), M. Read received a constructive dividend (to the extent
of MW's earnings and profits) as a result of MW s paynent to
Ms. Read of the consideration stated in the divorce judgnent in
redenption of her stock (primary-and-unconditional-obligation
standard) .

We disagree with petitioners that Hayes v. Conmm ssioner,

supra, Arnes v. Conmi ssioner, supra, and Blatt v. Conm ssioner,

supra, require us to apply the primary-and-unconditional - obli ga-
tion standard as to M. Read in order to determ ne whether the
on- behal f-of standard in QQA-9 is satisfied in the instant cases.
As respondent correctly points out, this Court has not expressed
an opi ni on on whether the on-behal f-of standard in Q&A-9 is the
sane as the primary-and-unconditional -obligation standard in

constructive-dividend decisional |aw. See Arnes v. Commi SSi oner,

supra at 529 n.3, which this Court decided after it deci ded Hayes

v. Conm ssioner, supra, and Blatt v. Conm ssioner, supra. W

find petitioners’ reliance on those three cases to support their
view that in the instant cases the on-behal f-of standard in Q8A-9
is the sane as the primary-and-unconditional -obligation standard

in constructive-dividend decisional |aw to be m spl aced.
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The only issue that we decided in Hayes v. Conm SsSioner,

supra, was whether the redenption by JRE, Inc. (JRE), a corpora-
tion owned by the taxpayer Ms. Hayes and the taxpayer M. Hayes
who was her forner spouse,® of Ms. Hayes' JRE stock resulted in a
constructive dividend to M. Hayes. The role of the Comm ssioner
of Internal Revenue (Comm ssioner) in Hayes, |ike respondent’s

role in the instant cases, was that of a stakehol der. Nonet he-

| ess, the Comm ssioner argued in Hayes v. Conm Ssioner, supra,
that the tax incurred as a result of the redenption of Ms. Hayes’
JRE stock should be borne by M. Hayes. That was because,
according to the Conmm ssioner, JRE s redenption of M. Hayes'
stock constituted a constructive dividend to M. Hayes since at
the time of that redenption he had a primary and unconditi onal
obligation to buy that stock fromher. See id. at 597. On the
facts presented, we held that M. Hayes received a constructive
dividend as a result of that redenpti on because when JRE redeened
Ms. Hayes’ JRE stock it satisfied M. Hayes' prinmary and uncondi -
tional obligation to purchase that stock from Ms. Hayes. See id.
at 605. Having so held, we stated:
Respondent has indicated to the Court that, if we

find that M. Hayes received a constructive dividend in

connection with JRE s undertaking to redeem Ms. Hayes

stock, as we have done, she will concede that section

1041 shields Ms. Hayes fromrecognition of gain on the
anount realized fromthe exchange of her stock. Ac-

¢ had consolidated the cases of Ms. Hayes and M. Hayes
for trial, briefing, and opinion.
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cordingly, under respondent's concession, our resolu-
tion of the constructive dividend issue in M. Hayes'
case renders the section 1041 issue in Ms. Hayes' case
noot. [ld. at 606; enphasis added. ]

We did not decide any issue in Hayes under Q8%A-9 and section
1041. 10
Simlarly, the only issue that we decided in Arnes v.

Conm ssi oner, supra, was whether the redenption by a corporation

known as Moriah, which was owned equally by the taxpayer M.
Arnes who was before us and his former spouse Ms. Arnes who was
not before us,! of Ms. Arnes’ Moiriah stock resulted in a con-

structive dividend to M. Arnes. See Arnes v. Conmi ssi oner,

supra at 527. The Conm ssioner’s position in Arnes was that at
the tine of that redenption M. Arnes had a primary and uncondi -
tional obligation to buy Ms. Arnes’ Moriah stock. Therefore,
according to the Conm ssioner, he received a constructive divi-
dend as a result of Moriah's redenption of that stock. 1In

support of that position, the Conmm ssioner argued that, under

&ol sen v. Conmm ssioner, 54 T.C 742 (1970), affd. 445 F.2d 985
(10th Gr. 1971), the conclusion of the U S. Court of Appeals for

the NNnth Crcuit in Arnes v. United States, 981 F.2d 456, 459

Any suggestion in Hayes v. Comm ssioner, 101 T.C 593
(1993), that the Conm ssioner’s concession under sec. 1041 as to
Ms. Hayes is confirnmed by Q%A-9 is dictum

IMs. Arnes was the taxpayer before the U S. Court of Ap-
peals for the Ninth Grcuit in Arnes v. United States, 981 F.2d
456 (9th Gr. 1992), discussed bel ow
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(9th Cr. 1992), that the obligation to purchase Ms. Arnes’ stock
was M. Arnes’ obligation, and not the obligation of Mriah,

controlled our decision in Arnes v. Comm ssioner, 102 T.C. 522

(1994). The Comm ssioner did not ask us in Arnes v. Conm s-

sioner, supra, to determ ne whether the on-behal f-of standard in

QRA-9 was net as a result of the transfer by Ms. Arnes, who was
not a party before us in that case, of her Mriah stock to that
conpany. Wth respect to the Comm ssioner’s reliance on &l sen,

we held in Arnes v. Commi ssioner, supra at 529:

&ol sen v. Conm ssioner, supra, does not apply
because Arnes v. United States, supra, does not address
the legal issue here: whether there is a constructive
dividend to petitioner [M. Arnes]. That case con-
cerned the tax consequences to Joann [Ms. Arnes] under
section 1041. * * * W note that petitioner was not a
party in Arnes [v. United States, supra], and Joann had
a possi bl y® adverse position to petitioner in that
case. [12]

On the facts presented, we found that M. Arnes did not have a

primary and unconditional obligation®® to buy Ms. Arnes’ Mriah

26 stated in footnote 3 referred to in the foregoing
excerpt fromArnes v. Comm ssioner, 102 T.C. 522, 529 n.3 (1994):

This majority opinion does not express an opi nion
as to whether the standard of “on behalf of” the spouse
in sec. 1.1041-1T(c), QA-9, Tenporary |Incone Tax Regs.
* * * is the sane as the primary and unconditi onal
obligation rule applicable to a constructive dividend.
Suffice it to say that our conclusion in this case
[ Arnes v. Conmi ssioner, supra] is consistent wth our
conclusion in Blatt v. Conm ssioner, 102 T.C 77
(1994), also a Court-reviewed opinion.

BUnli ke the divorce judgnent involved in the instant cases,
(continued. . .)
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stock at the tinme Moriah redeened it. Consequently, we held that
M. Arnes did not receive a constructive dividend as a result of
that redenption. See id. at 528-529. W did not decide any
i ssue in Arnes under Q8A-9 and section 1041.

The only reported opinion of this Court in which we decided
whet her a transfer of property by a transferring spouse to a
third party was on behalf of the nontransferring spouse within

the nmeaning of Q&A-9 is Blatt v. Conm ssioner, 102 T.C 77

(1994). In Blatt, the taxpayer Ms. Blatt and her husband M.

Bl att each owned 50 percent of the stock of a corporation known
as Phyllograph. See id. at 78. Unlike the divorce judgnment
involved in the instant cases, but |ike the divorce decree

involved in Arnes v. Conm ssioner, supra, the divorce decree in

Blatt provided in pertinent part:

| T I S FURTHER ORDERED and ADJUDGED t hat the parties,

bei ng equal stockhol ders, shall cause Phyll ograph Corp.

to redeemplaintiff's [Ms. Blatt's] stock in said

Corporation * * * for the sumof Forty-five Thousand

Three Hundred Eighty-four Dollars * * *. [ld. n.4.]
Pursuant to that divorce decree, Phyllograph redeened all of M.
Blatt's Phyl | ograph stock in exchange for cash. See id. at 78.
Ms. Blatt did not report any of the proceeds that she received

from Phyl | ograph in redenption of her stock. The Conm ssioner

13(...continued)
the divorce decree in Arnes v. Conmi ssioner, supra, provided that
Ms. Arnes and M. Arnes were to cause Miriah to redeem from Ms.
Arnes her Moriah stock. See id. at 524.
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determ ned that Ms. Blatt realized and nust recognize |ong-term
capital gain as a result of that redenption. See id. M. Blatt

took the position in Blatt v. Conm ssioner, supra, that the

redenption of her stock by Phyllograph qualified as a transfer of
property to a third party on behalf of M. Blatt under Q&A-9 that
is not taxable to her under section 1041(a). See id. at 80. 1In
support of her position, Ms. Blatt relied principally on Arnes v.

United States, supra.'* We rejected Ms. Blatt's position and

¥The issue in Arnes v. United States, supra, was whether
the redenption of Ms. Arnes’ Moriah stock pursuant to the divorce
decree involved there constituted a transfer of property by M.
Arnes, the taxpayer before the Court of Appeals for the N nth
Crcuit in that case, to a third party on behalf of M. Arnes
within the nmeaning of Q%A-9. The Court of Appeals for the Ninth
Circuit, the court to which an appeal in Ms. Read's case would
normally lie, noted, inter alia, that "CGenerally, a transfer is
considered to have been nmade 'on behalf of' sonmeone if it satis-
fied an obligation or a liability of that person.” 1d. at 459.
On the facts presented, that court held that the transfer by M.
Arnes of her Mirriah stock to Muriah "did relieve John [ M. Arnes]
of an obligation", id., and that that transfer constituted a
transfer to a third party on behalf of M. Arnes under Q%A-9, see
id.

In Inghamv. United States, 167 F.3d 1240 (9th Cr. 1999),
the Court of Appeals for the Ninth Crcuit revisited the neaning
of the phrase "transfer of property to a third party on behal f of
a spouse" in Q%A-9. In Ingham the Court of Appeals rejected the
t axpayer's expansive definition of that phrase, which included
"all transfers of property that result in a substantial benefit,
in any form to the nontransferring or fornmer spouse", because it
found such a definition to be inconsistent with Arnes v. United
States, supra. According to the Court of Appeals in | nghamv.
United States, supra at 1244:

The focus of the court's analysis in Arnes [v. United

States, supral] was not whether the plaintiff's [trans-

ferring spouse's] fornmer husband had received sone

general benefit as a result of the plaintiff's transac-
(continued. . .)
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i ndi cated that we disagreed with Arnes v. United States, supra.?®®

See id. at 82-83.

In Blatt v. Conmni ssioner, supra at 81, we addressed the

meani ng of the phrase “on behalf of” in QQA-9. W stated that
“The term ‘on behalf of’ neans ‘in the interest of’ or ‘as a
representative of’, Webster's Ninth New Collegiate Dictionary
(1990)”. 1d. We found that Ms. Blatt did not claim see id.
n.12, and that “the record does not indicate that petitioner [ M.
Blatt] was acting in the interest of [M.] Blatt or as a repre-
sentative of [M.] Blatt at the tine of the redenption.” 1d. W
also indicated in Blatt that “A transfer that satisfies an

obligation or a liability of someone is a transfer on behal f of

¥4(...continued)

tion, but rather whether the transaction had satisfied
sone | egal obligation or liability owed by her fornmer
husband. * * *

The Court of Appeals held in Inghamv. United States, supra,

t hat, because the taxpayer's sale in question to a third party
did not satisfy any such obligation or liability of the tax-
payer's former spouse, the taxpayer was not entitled to
nonrecognition treatnent with respect to that sal e under sec.
1041. See id. at 1245.

5\W¢ stated in Blatt v. Conni ssioner, 102 T.C. 77, 83
(1994):

we di sagree wth Arnes; any putative benefit to Blatt,
such as relief froma possible claimunder narital
property distribution | aws, does not nean that the
transfer by petitioner of her shares to [Phyll ograph]
corporation was on behalf of Blatt. W note, however,
that the facts in Arnes are easily distinguishable from
the facts at hand. * * *
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that person”. 1d. W found that “petitioner [Ms. Blatt] does
not claim and the record does not indicate, that the redenption
satisfied any obligation of [M.] Blatt.” 1d. at 81-82. W
further concluded that Ms. Blatt did not otherw se show that she
was acting on behalf of M. Blatt. See id. n.12. W found that
Ms. Blatt failed to show error in respondent's determ nation to
treat the redenption involved there as a taxable event to her.
W hel d:

the record in the instant case is devoid of evidence

di sproving respondent's determ nation that petitioner's

[Ms. Blatt's] transfer of her stock to corporation

[ Phyl | ograph] was not on behalf of [M.] Blatt within

the nmeaning of Q®A 9. The redenption, in form was a

transacti on between petitioner and corporation; she

transferred her stock to corporation in exchange for

its appreciated value in cash. * * * [1d. at 81.]

We did not decide in Blatt v. Conm ssioner, supra, that only

if the primary-and-unconditional-obligation standard is satisfied
as to the nontransferring spouse may a transfer by the transfer-
ring spouse to a corporation of such transferring spouse’ s stock
in that corporation be considered to be a transfer of property by
a spouse to a third party on behalf of the nontransferring spouse

within the neaning of QRA-9.1® Moreover, the illustration that

®*Nor did we indicate in Blatt v. Conm ssioner, supra, that

t he common, ordinary neaning (i.e., the dictionary definition) of

the phrase “on behalf of” which we cited with approval and on

which we relied in that case is to be applied for purposes of

QA-9 only to factual contexts that were not even involved in

Blatt, i.e., to factual contexts other than corporate redenp-

tions. In addition, we did not indicate in Blatt that the
(continued. . .)
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we gave in Blatt of a transfer of property by a spouse to a third
party that satisfies an obligation or a liability of the other
spouse, which we indicated in Blatt is one type of transfer by a
transferring spouse that constitutes a transfer of property to a
third party on behalf of a nontransferring spouse within the
meani ng of Q&A-9, did not inplicate the primary-and-
uncondi tional -obligation standard.” |f, as petitioners contend

here, we had concluded in Blatt v. Conm ssioner, 102 T.C 77

(1994), a case which, like the instant cases, involved a corpo-
rate redenption in a divorce setting, that satisfaction of the
pri mary-and-uncondi tional -obligation standard as to the
nontransferring spouse is the only way in which the on-behal f- of

standard in Q%A-9 may be net in the case of such a redenption, we

18(, .. continued)
addi ti onal neaning of the phrase “a transfer [of property] on
behal f of” someone which we cited with approval and on which we
relied in that case, i.e., “Atransfer [of property] that satis-
fies an obligation or a liability of soneone”, is the only
meani ng that can be attributed to the on-behal f-of standard in
QA-9 in the context of corporate redenptions.

Y| nstead, we gave the following illustration:

To illustrate the operation of Q%A 9, assune that H
owes a debt to a bank, and W as part of a divorce
settlenent, transfers her unencunbered appreciated
stock to the bank in discharge of Hs debt. This
transfer falls within the first “situation” described
in QA 9; that is, the transfer is required by a di-
vorce instrunment and is nade by Won behalf of H * * *
[Blatt v. Conmi ssioner, supra at 81.]
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woul d have expressly so stated. W did not.18

We have rejected petitioners’ reliance on Hayes v. Comm s-

sioner, 101 T.C 593 (1993), Arnes v. Conm ssioner, 102 T.C. 522

(1994), and Blatt v. Comm ssioner, supra, to support their view

that in the instant cases the on-behalf-of standard in Q%A-9 is
the same as the primary-and-unconditional -obligation standard in
constructive-dividend decisional law. W shall now decide

whet her Ms. Read’ s February 5, 1986 transfer of MW stock wll
satisfy the on-behal f-of standard in Q@A-9 only if, as petition-
ers argue, the primary-and-unconditional-obligation standard is
satisfied as to M. Read. W hold that the primry-and-

uncondi tional -obligation standard is not an appropriate standard

¥Nor did we conclude in Blatt v. Conm ssioner, supra, as
has been suggested, that Q&A-9 nay never apply to a corporate
redenption in a divorce setting. To the contrary, as discussed
above, we concluded in Blatt that Ms. Blatt coul d have estab-
lished that she nade a transfer of property to a third party on
behalf of M. Blatt within the neaning of QA-9 if she had shown
that at the tine she transferred to Phyll ograph her stock in that
conpany (1) she was acting in the interest of M. Blatt, (2) she
was acting as his representative, or (3) the transfer of her
Phyl | ograph stock to that corporation satisfied an obligation or
aliability of M. Blatt. See id. at 82 & n.12. |If we had
concluded in Blatt that, as a matter of law, Q%A-9 and sec. 1041
may never apply to a corporate redenption in a divorce setting,
we woul d have expressly so stated. W did not.

The Court of Appeals for the Ninth Crcuit in Arnes v.
United States, 981 F.2d 456 (9th Cir. 1992), held that Q&A-9 and
sec. 1041 applied in the case of a corporate redenption in a
di vorce setting. Although in Blatt we expressed our disagreenent
with the holding in Arnes v. United States, supra, our disagree-
ment with that hol ding was not based upon our conclusion that, as
a matter of law, Q®%A-9 and sec. 1041 nmay never apply in the case
of a corporate redenption in a divorce setting. See Blatt v.
Conm ssi oner, supra.
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to apply in the instant cases in order to determ ne whether M.
Read's transfer of her MW stock to MW was a transfer of prop-
erty by the transferring spouse (Ms. Read) to a third party (MW)
on behalf of the nontransferring spouse (M. Read) within the
nmeani ng of QRA-9.° W further hold that the prinmary-and-
uncondi tional -obligation standard is not an appropriate standard
to apply in any case involving a corporate redenption in a
divorce setting in order to determ ne whether the transfer of
property by the transferring spouse to a third party is on behalf

of the nontransferring spouse within the neani ng of Q%A-9.2°

®Consequently, we need not resolve the parties’ dispute
over whether the primary-and-unconditional-obligation standard is
satisfied as to M. Read.

20Qur hol di ngs that the primary-and-unconditional -obligation
standard is not an appropriate standard to apply under Q%A-9 in
the instant cases, or in any case involving a corporate redenp-
tion in a divorce setting, do not disturb constructive-dividend
decisional law. That |aw applies the primary-and-unconditional -
obligation standard in order to determne in the case of a
corporate redenption the tax consequences to a stockhol der whose
stock is not being redeened and who is anal ogous to the nontrans-
ferring spouse under QA-9 and sec. 1041 in the case of a corpo-
rate redenption in a divorce setting. Constructive-dividend
deci sional | aw does not apply the primary-and-unconditional -
obligation standard to determ ne the tax consequences to the
st ockhol der whose stock is being redeened and who is anal ogous to
the transferring spouse under QA-9 and sec. 1041 in the case of
a corporate redenption in a divorce setting. In contrast, sec.
1041 prescribes the tax consequences to the transferring spouse
of a transfer of property by that spouse to the nontransferring
spouse. (QA-9 addresses a transfer of property by the transfer-
ring spouse to a third party on behalf of the nontransferring
spouse. In the case of such a transfer, QQA-9 and sec. 1041
provi de nonrecognition treatnment to the transferring spouse whose
stock is being redeened (provided that the other requirenents of

(continued. . .)
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In arguing that only satisfaction of the primry-and-
uncondi tional -obligation standard as to M. Read nay satisfy the
on- behal f-of standard in Q%A-9, petitioners seemto be suggesting
that that tenporary regulation requires only that there be a
transfer of property on behalf of the nontransferring spouse
(here M. Read), regardless who is making the transfer of prop-
erty and to whom such property is transferred. Petitioners thus
reverse the on-behal f-of standard in Q%A-9 to read as follows: A

transfer of property by a third party to the transferring spouse

on behal f of the nontransferring spouse.? However, Q8A-9 does

not read that way and does not address such a transfer. Q8%A-9

20(. .. continued)
QRA-9 and sec. 1041 are satisfied). |In the case of a corporate
redenption in a divorce setting, Q%A-9 and sec. 1041 do not
address the tax consequences to the nontransferring spouse whose
stock is not being redeened, although Q%A-9 nmakes it clear that
if that tenporary regul ation applies, the nontransferring spouse
is deenmed to have i mediately transferred to a third party, in a
transaction that does not qualify for nonrecognition treatnent
under sec. 1041, the property that such spouse is deened to have
received fromthe transferring spouse. However, neither QA-9
nor sec. 1041 prescribes the tax consequences to the nontransfer-
ring spouse as a result of that deened transfer. Instead, that
tax treatnent is determ ned by other provisions of the Internal
Revenue Code.

2The inquiry under constructive-dividend decisional |aw as
to whether a transfer of redenption proceeds by the redeem ng
corporation to the redeem ng stockhol der satisfies a primary and
uncondi tional obligation of another stockholder is intended to
determ ne whet her such a transfer, in substance, is (1) a paynent
by the redeem ng corporation of a dividend to the stockhol der
whose stock is not being redeened in an anmount equal to such
redenption proceeds and (2) an imredi ate transfer of that sane
anount by such stockhol der to the stockhol der whose stock is
bei ng redeened in paynent for such stock
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addresses and requires a transfer of property by a transferring

spouse to a third party on behalf of the nontransferring

spouse. #?

The primary-and-unconditional -obligation standard does not
requi re analysis of (or even address) the transfer that Q%A-9
requires be analyzed in order to determ ne whether that tenporary
regul ation applies (provided that the other requirenents of Q%A-9
and section 1041 are satisfied). The transfer that nust be
anal yzed under constructive-dividend decisional lawin order to
determ ne whet her the primary-and-unconditional -obligation
standard is satisfied and whet her a stockhol der whose stock is

not bei ng redeened received a constructive dividend is the

transfer by the redeem ng corporation of the redenption proceeds

to the stockhol der whose stock is being redeened.? In contrast,

2The inquiry under Q%A-9 as to whether a transfer of prop-
erty by the transferring spouse to a third party is made on
behal f of the nontransferring spouse is intended to determ ne
whet her such a transfer, in substance, is (1) a transfer by the
transferring spouse of property to the nontransferring spouse and
(2) an imedi ate transfer of that property by the nontransferring
spouse to the third party.

2]t has been suggested that the primary-and-unconditional -
obligation standard should be adopted as the only standard for
determ ni ng whet her the on-behal f-of standard in Q®A-9 is satis-
fied in the case of a corporate redenption in a divorce setting
because the primary-and-unconditional -obligation standard has
served well in distinguishing between the form and substance of
corporate redenptions occurring in comercial settings. |f that
suggestion is intended to nean that adoption of the primary-and-
uncondi tional -obligation standard by the courts has elim nated,
or substantially mnimzed, litigation over whether a stockhol der

(continued. . .)
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the transfer that nust be anal yzed under QA-9 in the present
cases (and in any case involving a corporate redenption in a
divorce setting) in order to determ ne whether the on-behalf- of
standard in Q%A-9 is satisfied and whether the stockhol der whose

stock is being redeened (here Ms. Read, the transferring spouse)

is not required to recogni ze gain or |oss under section 1041 is
the transfer by that transferring spouse of the stock being
redeened (property) to the redeem ng corporation (here MVWP, a
third party). Only if that transfer is made on behalf of the
spouse whose stock is not being redeened (here M. Read, the
nontransferring spouse) does the transfer of property (here MW
stock) by the transferring spouse (here Ms. Read) to a third
party (here MW) satisfy the on-behal f-of standard in Q%A-9.

The judicially created primary-and-unconditional -obligation
standard is well established in the tax law. If in issuing QRA-9
the Treasury Departnent had intended that in the case of, and
solely in the case of, a corporate redenption in a divorce

setting the on-behal f-of standard nay be satisfied only by

(.. .continued)
whose stock is not being redeened receives a constructive divi-
dend as a result of the redenption of the stock of another
stockhol der, we disagree with that suggestion. The determ nation
of whether the primary-and-unconditional-obligation standard has
been satisfied is a fact-intensive inquiry, which has engendered
much litigation in which the parties have di sputed whet her that
standard is net as to the stockhol der whose stock is not being
redeened. Indeed, in the instant cases, the parties disagree
over whether that standard is net as to M. Read.
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sati sfaction of the primry-and-unconditional-obligation stan-
dard, the Treasury Departnent woul d have expressly so indicated
in QQA-9. It did not.

We have rejected petitioners’ argunment in these cases that
only if the primary-and-unconditional-obligation standard is net
as to M. Read may the on-behal f-of standard in Q%A-9 be sati s-
fied. W shall now determ ne whether Ms. Read’s transfer of her
MW stock to MW was a transfer of property by the transferring
spouse (Ms. Read) to a third party (MW) on behalf of the
nontransferring spouse (M. Read) within the neaning of Q%A-9.
We shall make that determ nation by applying the nmeanings of the
phrase “on behalf of” in QA9 which we cited with approval and

on which we relied in Blatt v. Conm ssioner, 102 T.C. at 82.

We shall turn first to whether Ms. Read’'s transfer of her
MW stock to MW satisfied a liability or an obligation of M.

Read, one of the ways in which we indicated in Blatt v. Conm s-

sioner, supra, a transfer of property would be considered a

transfer of property by the transferring spouse to a third party
on behalf of the nontransferring spouse within the neani ng of
QA-9. We find that it did not. Under the divorce judgnent, M.

Read’ s obligation? to purchase Ms. Read’s MWP stock for the

24l n support of their position that Ms. Read' s transfer of
her MW stock to MW does not satisfy the on-behal f-of standard
in QQA-9, M. Read and MW contend, inter alia, that “M. Read
woul d not be obligated [under the divorce judgnment] to purchase

(continued. . .)
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consideration stated in that judgnent was owed to Ms. Read. M.

Read's transfer of her MW stock to MW (i.e., the transferring
spouse’s transfer of property to a third party) did not satisfy
that obligation of M. Read to Ms. Read.

We shall now determ ne whet her under the common, ordinary
meani ng of the phrase “on behalf of” which we cited wth approval

and on which we relied in Blatt v. Conm ssioner, supra at 81, M.

Read’ s transfer of her MW stock to MW was a transfer of prop-
erty by the transferring spouse to a third party on behalf of the
nontransferring spouse within the neaning of Q%A-9. W indicated
in Blatt that the comon, ordinary neaning of the phrase “on
behalf of” in QA-9 is “in the interest of” or “as a representa-
tive of”. See id. at 81 (quoting Webster's Ninth New Col | egi ate
Dictionary (1990)). Applying that neaning to the facts in the

i nstant cases,? we find that Ms. Read was acting as M. Read’s

24(...continued)
Ms. Read’s [ MW] stock unless he affirmatively elected to pur-
chase the stock”. W find that contention of M. Read and MW to
be contrary to the plain | anguage of the divorce judgnent and a
strai ned and unreasonabl e construction thereof. The divorce
j udgnent obligated Ms. Read to transfer to M. Read, and M. Read
to purchase from Ms. Read, her MWP stock. No condition had to be
sati sfied under that judgnent in order for those obligations to
exist. The divorce judgnent did permt M. Read to elect to have
Ms. Read transfer her MW stock to MW or to MW s ESOP, i nstead
of to him and to have MW or MW’ s ESOP, instead of him pur-
chase that stock fromher. M. Read decided to, and did, nake
that el ection.

ZDuring the trial in the marriage dissolution action that
Ms. Read instituted against M. Read, Ms. Read and M. Read
(continued. . .)
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representative in transferring her MW stock to MW, and that Ms.
Read was acting in the interest of M. Read in nmaking that

transfer to MW, 26 in that she was follow ng and i npl ementi ng M.

25(...continued)
reached an oral agreenent referred to herein as the narital
settlenment agreenent. The Florida court ratified and approved
that agreenent in the divorce judgnent and ordered Ms. Read and
M. Read to conply with the terns of that agreenent. The marital
settl enment agreenment provided in pertinent part:

Wfe [Ms. Read] agrees to convey to husband [ M. Read]
all of her stock in Miul berry Motor Parts, both voting
and non-voting. And for such stock, husband, or at his
option, Mil berry Mtor Parts or the Aesop [sic] plan of
Mul berry Motor Parts agrees to purchase such stock at
its appraised value * * *,

Thus, the marital settlenment agreenent required (1) Ms. Read to
transfer her MW stock to M. Read and (2) M. Read to pay Ms.
Read a specified anount of consideration for that stock. That
agreenent al so gave M. Read, and only M. Read, the option of
deciding that MW or MW’ s ESOP, instead of him pay that consid-
eration to Ms. Read.

26lt has been suggested that Ms. Read’ s transfer of her MW
stock to MW was in the interest of Ms. Read, and not in the
interest of M. Read, in that Ms. Read wanted or preferred to
have MW, rather than M. Read, purchase her stock because in
t hat event she woul d have received from MW cash and MW’ s note
that was guaranteed by M. Read, rather than nerely cash and a
note fromM. Read. Such a suggestion assunes that the financi al
condition of MW was better than the financial condition of M.
Read at the tinme of Ms. Read’'s February 5, 1986 transfer of MW
stock and that Ms. Read wanted or preferred to have MW, rather
than M. Read, purchase her MW stock. The record does not
support either of those assunptions. |In fact, we infer fromthe
record that M. Read’ s financial condition at the tinme of M.
Read’ s February 5, 1986 transfer of MW stock was better than the
financial condition of MW. That is because under the divorce
judgnent the note that M. Read was obligated to transfer to Ms.
Read (along wth a stated anmobunt of cash) in order to pay her for
her MW stock was not required to be guaranteed by MWw. W al so
infer fromthe record that Ms. Read did not want or prefer that

(continued. . .)
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Read’ s direction as reflected in his election under the divorce
j udgnent that she transfer her MW stock to MW. Absent M.
Read's el ection, Ms. Read was obligated under that judgnent to
transfer that stock to M. Read. W hold that Ms. Read's trans-
fer to MW of her MW stock was a transfer of property by M.

Read to a third party on behalf of M. Read within the nmeaning of

QEA- 9.

26(. .. continued)
MWP, instead of M. Read, purchase her MW stock. |If M. Read
wanted or preferred to have MW, rather than M. Read, purchase
her MW stock, we believe that Ms. Read woul d have negotiated a
property settlenment that would have been reflected in the divorce
j udgment under which (1) Ms. Read woul d have been required to
sell her MW stock to MW and MW woul d have been required to
gi ve her cash and a note that was guaranteed by M. Read or
(2) Ms. Read woul d have been required to sell her MWP stock to
M. Read and MWP woul d have been required to guarantee the note
that M. Read issued to Ms. Read (along with cash) in order to
pay her for her MW stock. At a mninmum if M. Read wanted or
preferred to sell her MW stock to MW, instead of to M. Read,
Ms. Read woul d have negotiated a property settlenent that would
have been reflected in the divorce judgnent under which Ms. Read,
and not M. Read, woul d have been given the option of requiring
(1) that she sell her MW stock to MW and (2) that MW, and not
M. Read, give her cash and a note that was guaranteed by M.
Read. The record in the instant cases is clear: The only reason
Ms. Read transferred her MW stock to MW was because M. Read
want ed, and directed, her to do so by electing that she transfer
that stock to MW

Even assum ng arguendo that Ms. Read’s transfer of her MW
stock to MW was in the interest of Ms. Read, and not in the
interest of M. Read, a suggestion that is not supported and is
in fact rejected by the record in the instant cases, Ms. Read was
nonet hel ess acting as M. Read s representative--another common,
ordi nary meani ng of the phrase “on behalf of”--in making that
transfer to MMP. That is because she was follow ng and
inplementing M. Read s direction as reflected in his election
under the divorce judgnent that she transfer her MW stock to
MWP, which stock, absent M. Read’'s direction, Ms. Read was
obligated to transfer to M. Read.
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We shall now consider whether Ms. Read’s February 5, 1986
transfer of MW stock qualifies as one of the three situations
described in QQA-9. The first situation in QQA-9 describes a
transfer of property by the transferring spouse to a third party
on behalf of the nontransferring spouse that is required by a
di vorce or separation instrunment. W hold that Ms. Read's
transfer of her MW stock to MW was required by the divorce
judgment and fits within the first situation described in Q%A-9.
Al t hough that transfer was required by the divorce judgnent only
in the event that M. Read elected that Ms. Read transfer her MWP
stock to MW, instead of to M. Read, once M. Read nade that
el ection, which he did prior to Ms. Read's transfer of her MW
stock to MW, that transfer was required by the divorce judgment.
We hold that Q%A-9 applies to Ms. Read’s February 5, 1986
transfer of MW stock and that, pursuant to section 1041(a), no
gain shall be recognized by Ms. Read as a result of that trans-
fer.?” M. Read and MW have indicated that if the Court were to
find, as we have, that section 1041 applies to Ms. Read’s trans-
fer of her MW stock to MW, the determ nations in the respective
notices issued to M. Read and to MW relating to that transfer

shoul d be sustained. Consequently, those determ nations have

2"\W¢ have considered all of the contentions and argunents of
M. Read and MW that are not discussed herein and find themto
be without merit and/or irrelevant to our resolution of whether
QA-9 and sec. 1041 apply to Ms. Read’'s transfer of her MW stock
to MVP
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beconme noot, and we shall not address them
To reflect the foregoing and the concessions of the parties
in these cases,

An order recharacterizing

Ms. Read's notion as a notion

for partial summary judgnent

and granting it will be is-

sued, and decision will be

entered for petitioner in

docket No. 19001-97.

An order denying M.

Read's and MW's notion will

be issued.
Revi ewed by the Court.

COHEN, CHABOT, PARR, WHALEN, COLVIN, FOLEY, VASQUEZ, and
GALE, JJ., agree with this majority opinion.
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COLVIN, J. concurring: | agree with the majority that
section 1041 applies to the redenption of Ms. Read’ s stock and
with its analysis supporting that result. | also concur in the
result as to M. Read for reasons stated herein.

|. Thesis: Section 1041 and Q%A-9 Apply Broadly and

Prevent Nonsymmetrical Treatnent of Spouses

The issue of whether, or how, section 1041 applies to
redenptions incident to a divorce has been difficult for private
parties, the Governnent, and the courts.! Despite this past
difficulty, this concurring opinion argues that section 1041 can
provide predictable and fair results, with mniml risk of
nonsymetrical treatnent of spouses, based on two principles.

The first principle is (a) that Congress intended section 1041 to
provide a broad rule of nonrecognition for transfers of property
bet ween spouses and fornmer spouses incident to divorce, and

(b) that section 1.1041-1T(c), QA-9, Tenporary |Incone Tax Regs.
(RA-9), 49 Fed. Reg. 34453 (Aug. 3, 1984), fully inplenents that
intent for econom cally equivalent transactions involving third
parties, including redenptions of stock held by one spouse. The
second principle is that, if applied according to their terns,
section 1041(b) and correspondi ng | anguage in the penultimte

sentence of QA-9 fully achieve the congressional purpose of

! Conpare, e.g., Arnes v. United States, 981 F.2d 456 (9th
Cr. 1992) (Arnes I), with Arnes v. Comm ssioner, 102 T.C 522
(1994) (Arnes I1).
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avoi di ng whi psaw to the Governnent in cases where section 1041(a)
applies by specifying how we treat the nontransferring spouse;
i.e., “deem ng” certain facts to have occurred. That is, under
section 1041(b) and the penultimate sentence of Q%A-9, Ms. Read
is deened to have transferred her MW stock to M. Read, and M.
Read is deened to have transferred it to MW to be redeened.
Thus, if section 1041(a) applies, we are required to assune that
the stock MW redeened was M. Read’ s, not Ms. Read’s.

Application of these two principles wll properly inplenent
Congressional intent both for section 1041(a), in making transac-
tions between spouses tax free, and section 1041(b), in insuring
agai nst whi psaw of the Governnent. For convenience in this
concurring opinion, | refer to this analysis as the “section
1041(b) - Q%A-9 theory.”

The di ssenting opinion of Judge Ruwe enphasi zes the i npor-
tance of achieving symretrical results between spouses in the
stock redenption context if section 1041 applies. However, it
does not rely on the section 1041(b)-Q&%A-9 theory. Instead, it
woul d apply what, for convenience, | will call the “primary and
uncondi tional obligation requirenent” theory, derived fromlaw
devel oped before section 1041 was enacted. In this concurrence,
| contend that the section 1041(b)-Q&A-9 theory is as effective
in preventing whipsaw in the stock redenption context if section

1041(a) applies as the primary and unconditional obligation
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requi renent theory and that the former is clearly incorporated in
section 1041, its legislative history, and Q%A-9, and the latter
is not. Further, | believe it is not for the courts to create
barriers to qualifying for nonrecognition treatnent under section
1041(a) and Q&A-9 that were not provided by the Congress or the
Secretary.

1. Section 1041 Applies Broadly to Transacti ons Bet ween

Di vor ci ng _Spouses

No gain or loss is recognized on a transfer of property from
an individual to a former spouse if the transfer is incident to

di vorce. See sec. 1041(a)(2).2 The phrase “incident to di

2 Sec. 1041(a) and (c) provides as foll ows:

SEC. 1041. TRANSFERS OF PROPERTY BETWEEN SPOUSES OR
| NCI DENT TO DI VORCE

(a) General Rule.— No gain or |loss shall be
recogni zed on a transfer of property from an individual
to (or in trust for the benefit of)--

(1) a spouse, or

(2) a former spouse, but only if the
transfer is incident to the divorce.

* * * * * * *

(c) Incident to D vorce.— For purposes of
subsection (a)(2), a transfer of property is incident
to the divorce if such transfer--

(1) occurs within 1 year after the date
on which the nmarri age ceases, or
(continued. . .)
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vorce” is broad, suggesting that Congress intended section

1041(a)(2) to apply broadly. See Arnes v. United States, 981

F.2d 456, 458, 460 (9th Cr. 1992) (Arnes |); Blatt v. Conm s-

sioner, 102 T.C. 77, 79 (1994). That reading is corroborated by
the report of the Ways and Means Conm ttee acconpanyi ng enact nent
of section 1041 in 1984, which states in pertinent part:

The comm ttee believes that, in general, it is
i nappropriate to tax transfers between spouses. This
policy is already reflected in the Code rule that
exenpts marital gifts fromthe gift tax, and reflects
the fact that a husband and wfe are a single economc
unit.

The current rules governing transfers of property
bet ween spouses or forner spouses incident to divorce
have not worked well and have |led to nmuch controversy
and litigation. Oten the rules have proved a trap for
the unwary as, for exanple, where the parties view
property acquired during marriage (even though held in
one spouse’s nane) as jointly owned, only to find that
t he equal division of the property upon divorce trig-
gers recognition of gain.

* * * * * * *

The comm ttee believes that to correct these
probl ens, and nake the tax | aws as unintrusive as
possible with respect to rel ati ons between spouses, the
tax | aws governing transfers between spouses and forner
spouses shoul d be changed.

H Rept. 98-432 (Part 2), at 1491-1492 (1984).
The Ways and Means Conmittee also said in its report:

Thi s nonrecognition rule applies whether the transfer
is for the relinquishnment of marital rights, for cash

2(...continued)
(2) is related to the cessation of the
marri age.
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or other property, for the assunption of liabilities in
excess of basis, or for other consideration and is
intended to apply to any indebtedness which is dis-
charged. * * *

Id. at 1492.

Thus, Congress made clear that it intended section 1041(a)

to apply broadly to transacti ons between divorcing spouses.?

RA-9 Extends Section 1041 Broadly to Transfers on Behal f

of the Nontransferring Spouse Incident to Divorce

Section 1.1041-1T(c), &A-9, Tenporary |ncone Tax Regs.,*

3

Sec. 1041 also applies broadly to transacti ons between

nondi vor ci ng spouses, but that situation is not present in the
I nstant case.

Fed.

4 Sec. 1.1041-1T(c), Q&A-9, Tenporary |Incone Tax Regs., 49
Reg. 34453 (Aug. 31, 1984), provides:

Q9. My transfers of property to third parties

on behalf of a spouse (or former spouse) qualify under
section 10417

A-9. Yes. There are three situations in which a

transfer of property to a third party on behalf of a
spouse (or fornmer spouse) will qualify under section
1041, provided all other requirenments of the section
are satisfied. The first situation is where the
transfer to the third party is required by a divorce or
separation instrunent. The second situation is where
the transfer to the third party is pursuant to the
witten request of the other spouse (or fornmer spouse).
The third situation is where the transferor receives
fromthe other spouse (or former spouse) a witten
consent or ratification of the transfer to the third
party. * * * In the three situations described above,
the transfer of property will be treated as nmade
directly to the nontransferring spouse (or former
spouse) and the nontransferring spouse will be treated
as imedi ately transferring the property to the third
party. The deened transfer fromthe nontransferring
spouse (or fornmer spouse) to the third party is not a

(conti nued. ..
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extends section 1041(a) to transfers of property by a spouse
(transferring spouse) to a third party on behalf of a forner
spouse (nontransferring spouse). To qualify, the transfer nust
be “on behalf of” the transferring spouse. The tenporary regul a-
tions do not define or Iimt the term“on behalf of”.

Q&A-9, as applied to divorcing spouses, properly inplenents
section 1041(a) because it recognizes that section 1041 applies
not only to transfers to the other spouse, but also to transfers
to athird party “on behalf of” that other spouse. Like section
1041(a), this facilitates the division of a marital estate
incident to divorce without taxation to the spouse who is wth-
drawi ng assets fromthe marital estate. There is no suggestion
in the regulations that the “on behalf of” | anguage has any
pur pose other than to nake Q%A-9 apply as broadly as section
1041(a) does; i.e., to transactions nade to divide a nmarital
est ate.

The | anguage of section 1041(a), its legislative history,
and the | anguage of (Q&A-9, clearly support the view of the
majority that the “on behalf of” standard in Q%A-9 is satisfied
if the transfer was “in the interest of” or was nmade by the
transferring spouse acting “as a representative of” the

nontransferring spouse. Mjority op. pp. 36-38.

4(C...continued)
transaction that qualifies for nonrecognition of gain
under section 1041.



- 47 -

| disagree with the contention in Judge Ruwe’s di ssenting
opinion at 65-66 that Q%A-9 applies to redenptions only if the
redenption satisfies a primry and unconditional obligation of
t he spouse whose stock is not being redeened. As stated by the
majority, that requirenent is not contained in or inplied by the
phrase “on behalf of”. | also disagree with the contention in
t he di ssenting opinion of Judges Laro and Marvel that Q&A-9 does
not apply to corporate redenptions or that it applies only to
transfers to a third party to satisfy an obligation owed by the
nontransferring spouse to the third party. By their terns,
section 1041(a) and Q®A-9 apply broadly to transfers of property
“incident to divorce”, which are “on behalf of” the other
(nontransferring) spouse. By choosing the “on behalf of” |an-
guage, the Secretary appropriately defined eligibility for
section 1041(a) broadly, as did Congress. QQQA-9 does not state
that it does not apply to redenptions, or that it applies only to
transfers to a third party to satisfy an obligation owed by the
nontransferring spouse to the third party. Were the Secretary
uses broad | anguage to provide eligibility for a rule of
nonr ecogni tion, we need not and ought not supply our own excep-
tions. Application of section 1041 and Q%A-9 to redenptions
furthers the legislative purpose of making a transfer of property
incident to divorce tax free in the case of a closely held

corporation owed by a married couple. In his dissent p. 58,
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Judge Ruwe points out that, in the instant case and prior cases,
“t he Conm ssioner has consistently treated QQA-9 as applying to
di vorce-rel ated corporate redenptions, and this position has been
adopted by the U S. Court of Appeals for the Ninth Grcuit in

Arnes v. United States, 981 F.2d 456 (9th Gr. 1992).”

V. Section 1041(b) and Q8A-9 Provide for Avoi dance of \Wi psaw

Section 1041(b)% is intended to ensure that the Governnent
i's not whipsawed as a result of inconsistent positions taken by
former spouses. Section 1041(b) provides that, in the case of
any transfer of property to which section 1041 applies, (1) the
transferee is treated as if he or she acquired the property by
gift and (2) the transferee takes the basis of the transferor.
The Ways and Means Comm ttee report acconpanyi ng enact ment of
section 1041 clearly stated the inportance of avoiding whipsaw in

cases where section 1041(a) applies. That commttee report

5 Sec. 1041(b) provides:

SEC. 1041(b). Transfer Treated as G ft; Transferee Has
Transferor’s Basis.—In the case of any transfer of
property described in subsection (a)--

(1) for purposes of this subtitle, the
property shall be treated as acquired by the
transferee by gift, and

(2) the basis of the transferee in the
property shall be the adjusted basis of the
transferor.
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Furthernore, in divorce cases, the governnent
of ten gets whi psawed. The transferor will not report
any gain on the transfer, while the recipient spouse,
when he or she sells, is entitled under the Davis rule
to conpute his or her gain or loss by reference to a
basis equal to the fair market value of the property at
the tinme received.

* * * * * * *

Thus, uni form Federal incone tax consequences wl |
apply to these transfers notw thstandi ng that the
property may be subject to differing state property
| aws.

H Rept. 98-432 (Part 2), supra at 1491-1492.
As quoted supra note 4, the penultimate sentence of Q8A-9

i npl enents the antiwhi psaw rul e of section 1041(b) by providing:
In the three situations described above, the transfer
of property wll be treated as nade directly to the
nontransferring spouse (or former spouse) and the
nontransferring spouse will be treated as immedi ately
transferring the property to the third party.
Thus, under section 1041(b) and Q&A-9, the following is

deened to occur if section 1041(a) applies to Ms. Read:

1. She is deened to transfer her stock to M. Read.
2. M. Read is deened to imedi ately transfer the stock to
MVP

Pursuant to the divorce judgnent, M. Read elected for MW
to pay Ms. Read and to issue a prom ssory note to her. However,
despite these actual facts, because (in ny view) section 1041(a)
applies here, section 1041(b) and Q&A-9 specifically require us

to analyze this transaction as if the stock were M. Read’ s at



the time of the redenption.?®

V. Should the Paynent by MVP to Ms. Read
Be Deened To Be Made to M. Read?

Section 1041 and Q%A-9 do not state that the paynent from

MW to Ms. Read is deened to be nmade to M. Read and then to Ms.
Read.” However, it is undisputed that, because (in ny view
section 1041(a) applies, under section 1041(b) and Q%A-9 we are
to treat Ms. Read s stock redeenmed by MW as if it were M.
Read’s. A stock owner would normally have the right to receive
paynment made in redenption of his or her stock. Since we are
required to treat M. Read as the owner of Ms. Read’ s MWP st ock,
it is thereby inplied that we nmust attribute normal rights of

stock ownership to him Thus, to give reasonable effect to

6 See Arnes |, 981 F.2d at 459, where the U S. Court of
Appeals for the Ninth Grcuit used an analysis simlar to the
sec. 1041(b)-Q&A-9 described here; that is, the court treated the
transferring spouse as having constructively transferred her
stock to the nontransferring spouse, who then transferred the
stock to the corporation.

" If section 1041 and Q®A-9 apply, the transferring spouse
recogni zes no gain or |oss under sec. 1041(a) on that spouse’s
actual or deened transfer of property to the nontransferring
spouse. This is true even if the transferring spouse receives or
is deenmed to receive consideration fromthe nontransferring
spouse for that property. See sec. 1.1041-1T(c), Q%A-10,
Tenporary I ncone Tax Regs. Under section 1041(b), the
nontransferring spouse (here, M. Read) who actually receives
property or is deened to receive property fromthe transferring
spouse has a basis in such property equal to the adjusted basis
thereof in the hands of the transferring spouse. This is true
even if the nontransferring spouse pays or is deened to pay the
transferring spouse consideration for that property. See sec.
1.1041-1T(c), QA-11, Tenporary Incone Tax Regs., 49 Fed. Reg.
34453 (Aug. 31, 1984).
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section 1041(b) and the penultimate sentence of Q%A-9, we should
treat M. Read as having a right to receive any paynment MW makes
in redenption of what is deened to be his stock, and thus he
constructively receives any paynent MVP nakes in redenption of
that stock to Ms. Read under general incone tax principles. See

Lucas v. Earl, 281 U. S. 111 (1930).

VI . How Is M. Read Taxed?

M. Read and MWP indicated in their notion their belief that
the primary and unconditional standard applies to section 1041,
and that if section 1041 applies to Ms. Read’ s redenption of her
MWP st ock, respondent’s determ nations in the notices of defi-
ciency issued to M. Read and MW shoul d be sustained. | concur
with that result but for different reasons. Under the analysis
of section 1041 and Q%A-9 herein, M. Read would be taxed on the
constructive dividend he received on the transfer of Ms. Read s
stock to MW, not as a result of his litigating position in this
case. Since M. Read constructively received MW s paynent to
Ms. Read, he is taxable on it as a dividend under sections
302(d), 301(a), and 316.8

V. Pri mary and Unconditional Standard

A paynent to a shareholder in redenption of stock is a

constructive dividend to the remai ni ng stockholder if the non-

8 MW had earnings and profits well in excess of the
redenption paynents during the years in issue.
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redeem ng st ockhol der had a primary and unconditional obligation

to buy the stock. See, e.g., Arnes |l; Hayes v. Conm ssioner,

101 T.C. 593, 606 (1993); Edler v. Conm ssioner, T.C Meno. 1982-

67, affd. 727 F.2d 857 (9th Cr. 1984).

The di ssenting opinion of Judge Ruwe advocates the primry
and uncondi tional obligation requirenment theory to avoid whi psaw
See Judge Ruwe’ s dissent pp. 59-64. Under that view, the remain-
i ng sharehol der (here, M. Read) would be taxed only if the
transfer of the redenption proceeds satisfied a primry and
uncondi tional obligation of his to Ms. Read. Because under that
anal ysis the remai ni ng sharehol der woul d often escape taxation,
to achieve symmetry Judge Ruwe would permt the departing share-
hol der (here, Ms. Read) to exclude gain or |oss under section
1041(a) only if the transfer of the redenption proceeds satisfied
a primary and unconditional obligation of the remaining share-
hol der.

If followed consistently in cases where section 1041(a)
applies, both the section 1041(b)-Q%A-9 theory and the primary
and uncondi ti onal obligation requirenent theory would ensure
symmetry. Thus, | disagree with the suggestion that, to achieve
symmetry in the treatnent of spouses, we need to apply the
“primary and unconditional obligation requirenent” theory to
determne eligibility for section 1041(a) or Q%A-9. Congress

clearly specified in section 1041(b) that, if section 1041(a)
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applies, we nust treat the nontransferring spouse as the owner of
the transferring spouse’s property. Thus, assum ng section
1041(a) applies, the question here is not how M. Read is taxed
if MW redeens Ms. Read’ s stock, even though those are the actual
facts; instead, the question is how M. Read is taxed if MW
redeens his stock, because those are the deened facts for “al

pur poses” under the income tax. Sec. 1041(b). The Secretary
specifically inplenented that concept in the penultinate sentence
of Q%A-9. As a result, symetry is achieved wthout the need to
apply the primary and unconditional obligation requirenent to the
nontransferring spouse. Further, it is not for the courts to
create their own barriers to qualifying for nonrecognition
treatment under section 1041(a) and Q%A-9 not provided by Con-
gress or the Secretary (e.g., inposition of a prinmary and uncon-
ditional obligation requirenent, or creation of an exception for
redenpti on transactions).

VI1l. Conclusion

| concur because the analysis of the majority is fully

consistent wwth the analysis in this concurring opinion.

PARR, WHALEN, FOLEY, VASQUEZ, and GALE, JJ., agree with this
concurring opinion.
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RUVWE, J., dissenting: | disagree wth the standards that
the majority opinion uses for determ ning whether Ms. Read’s
transfer of stock to MW qualifies as a transfer to which section
1041 applies.

When consi deri ng whet her section 1041 can be applied to a
transfer to a third party, it is necessary to exam ne the tax
consequences for both spouses. This is because symetri cal
treatnent of both spouses is necessary to achi eve the purposes of
section 1041. The transaction in issue in this case is M.
Read’ s transfer of stock to MW. This transaction was a cor po-
rate redenption that left M. Read in control of MW. A substan-
tial body of case | aw has devel oped regarding the tax results of
such redenpti ons.

Long before the enactnent of section 1041, courts were
required to deal wth the tax ramfications of a corporate
redenpti on of one shareholder’s stock that left a remaining
sharehol der in control of the redeem ng corporation. From one
perspective, such a redenption conferred a control benefit on the
remai ni ng sharehol der. Based on this, the Comm ssioner argued
that the corporation’s redenption paynent constituted a construc-
tive dividend to the remaining shareholder. On the other hand,

t he postredenpti on val ue of the corporation was di m ni shed by the
distribution of corporate funds used in the redenption, suggest-

ing that the remai ning sharehol der may have received no rea
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benefit fromthe redenption. Fromthis |atter perspective, the
redenption sinply reflects a shareholder's sale of stock to the
corporation. @ ven these considerations, courts have consis-
tently held that a corporate distribution to redeem one share-
hol der’s stock could be treated as a corporate dividend to the
remai ni ng shareholder only if the redenption transaction satis-
fied the remaining shareholder’s primary and unconditi onal

personal obligation to purchase the stock. See Arnes v. Conm s-

sioner, 102 T.C 522, 527 (1994) (Arnes Il1); Edler v. Comm s-

sioner, T.C Meno. 1982-67, affd. 727 F.2d 857 (9th G r. 1984).
As we explained in Edler:

The issue is whether the stock redenption resulted in a
constructive dividend to petitioner. W are faced wth the
rule that where a corporation redeens stock which its re-
mai ni ng shar ehol der was obligated to buy, the renaining
shar ehol der receives a constructive dividend. Wall v.
United States, 164 F.2d 462 (4th Cr. 1947). However, the
rule of Wall has been [imted to those circunstances where
the obligation of the purchasing shareholder is both primry
and unconditional. Enoch v. Conm ssioner, 57 T.C. 781
(1972); Priester v. Conm ssioner, 38 T.C. 316 (1962). |If,
on the other hand, the corporation redeens stock which the
remai ni ng sharehol der was not obligated to buy, no construc-
tive dividend is received by that shareholder. Edenfield v.
Comm ssioner, 19 T.C. 13 (1952).

Appl ying the above rules, certain disparate tax conse-
guences becone apparent. Wen two sharehol ders own a corpo-
ration, there is no practical econom c difference between
using a stock redenption and using a dividend distribution
to the remai ning shareholder to fund the acquisition of the
selling sharehol der’s stock. Nevertheless, the tax conse-
guences to the remai ni ng sharehol der are profoundly differ-
ent. A know edgeabl e sharehol der coul d negotiate a redenp-
tion by the corporation and escape harsh tax consequences to
hi msel f; whereas, a | ess know edgeabl e sharehol der m ght
unwi I ling commt hinmself to effect the purchase and be
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threatened with an unintended dividend. Except for the tax
consequences, the shareholder’s econom c positions are

identical. Qobviously, in this area of the tax law, the form
enployed is critical and taxpayers are free to choose the
form nost beneficial to thenselves. It is against this

background that the rule of Wall has been limted to circum
stances where the obligation which has been discharged is
both primary and unconditional. [Fn. refs. omtted.]
If a redenption satisfied a primary and unconditi onal
obligation of the remai ning sharehol der, the remaining share-
hol der was generally treated as having received a constructive

di vidend. See Hayes v. Conmm ssioner, 101 T.C 593, 599 (1993).

VWhile the primary and unconditional standard is often referred to
as determ native of whether a redenption of one sharehol der’s
stock is a constructive dividend to the renai ni ng sharehol der,
this is an oversinplification. The standard really determ nes
only whether a redenption of one shareholder’s stock should be
treated as a corporate distribution to the remaining share-

hol der.* While treating a redenption of one sharehol der’s stock
as a corporate distribution to the remaini ng sharehol der has
generally resulted in a finding that the remaini ng sharehol der

recei ved a constructive dividend, dividend treatnent al so depends

The constructive “treatnment” of the participants in a
redenption that satisfied the primary and unconditi onal
obl i gation of the remai ning sharehol der under pre-sec.-1041 case
| aw woul d be the sane as that prescribed in Q%A-9, Tenporary
| ncone Tax Regs., 49 Fed. Reg. 134453 (Aug. 31, 1984); i.e., the
transferring sharehol der would be treated as transferring stock
to the remai ni ng sharehol der who woul d be treated as transferring
the stock to the redeem ng corporation in return for the
corporate distribution.
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on the existence of corporate earnings and profits.?2

The primary and unconditional standard is applicable to
stock redenptions required by divorce judgnents. For exanple in

Edl er v. Commi ssioner, supra, a divorce settlenment and judgnent

required a redenption of the wife's corporate shares | eaving the
husband in control of the corporation. This Court and the Court
of Appeals for the Ninth Crcuit found that the redenption
required by the “nodified” settlenment and judgnment did not
relieve the husband of a primary and unconditional obligation to
purchase his wife's stock, and as a result, the husband did not
receive a constructive dividend. |In Edler, the “original”

settl enment and judgnent required the husband to pay his wife for
her stock interest. The Court of Appeals for the Nnth Grcuit
noted that had the “original” divorce settlenment and judgnent
remai ned in effect, the corporation’s redenption paynent to the
w fe woul d have satisfied the husband s obligation and woul d have

been treated as a dividend to the husband. See Edler v. Comm s-

sioner, 727 F.2d at 860.
Court opinions dealing with taxable years prior to the
enact ment of section 1041 generally do not discuss the tax

treatnent of the stockhol der whose stock was bei ng redeened.

2No one questions that MW had earnings and profits in
excess of the redenption paynents. MW s incone tax returns for
the relevant years show unappropriated retained earnings in
excess of $1 mllion.
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This was because there was no question that the person whose
st ock was bei ng redeened woul d be taxable on any gain on the sale
of his or her stock, regardless of who paid for the stock or
whet her the remai ni ng sharehol der was treated as having received
a dividend. The enactnment of section 1041 introduced a broad
rule of nonrecognition for transfers of property between spouses
and forner spouses incident to divorce. Section 1041 makes no
reference to transfers to third parties. However, tenporary
regul ati ons issued under section 1041 explain the circunstances
in which a spouse’s transfer to a third party qualifies as a
transfer to which section 1041 applies. See sec. 1.1041-1T(c),
QRA-9, Tenporary Incone Tax Regs. (Q%A-9), 49 Fed. Reg. 34453
(Aug. 31, 1984).

Q&A-9 does not specifically address a spouse’ s transfer of
stock to the issuing corporation as part of a corporate redenp-
tion that was required by a divorce judgnent. However, in this
case and prior cases, the Comm ssioner has consistently treated
QRA-9 as applying to divorce-rel ated corporate redenptions, and

this position has been adopted by the Court of Appeals for the

Ninth Crcuit in Arnes v. United States, 981 F.2d 456 (9th Cr

1992). See also Hayes v. Conmm ssioner, supra, and Craven V.

United States, 83 AFTR 2d 99-1268, 99-1 USTC par. 50336 (N.D. Ga.

1999), in which QA-9 was applied to divorce-rel ated redenptions



of stock.?

One of the purposes for enacting section 1041 was to prevent
di vorci ng spouses from whi psawi ng t he Comm ssi oner by taking
i nconsi stent positions on divorce-related transfers. |In Blatt v.

Comm ssioner, 102 T.C. 77, 79 (1994), we expl ai ned:

In part, Congress enacted section 1041 to replace the
holding in United States v. Davis, 370 U. S. 65 (1962),
that a divorce-related transfer of property in exchange
for the release of marital clains resulted in recogni-
tion of gain to the transferor. H Rept. 98-432, at
1491-1492 (1984). Before the enactnent of section
1041, as a result of Davis, the transferring fornmer
spouse was taxable on a divorce-related transfer of
appreci ated property to his or her forner spouse, and
the recipient received a basis in the transferred
property equal to its fair market value on the date of
transfer. United States v. Davis, supra. Thus, the
Gover nment was whi psawed if such a transferor did not
report any gain on a transfer of appreciated property.
Accordingly, in 1984, Congress enacted section 1041 to
remedy this whipsaw. H Rept. 98-432, at 1491-1492
(1984). [Fn. ref. omtted.]

QA-9 specifies the way a transaction will be treated for
bot h spouses and requires symretrical results as to those spouses
in order to prevent a whipsaw. Under QA-9, if a spouse’s
transfer to a third party qualifies for nonrecognition under
section 1041, then she is treated as if she transferred the

property to the other spouse (nontransferring spouse). Section

%1t has been suggested that Q&A-9 can never apply to a
corporate redenption. |If this were true, a corporate redenption
of one spouse’s stock that satisfied the other spouse’s primary
and uncondi tional obligation to purchase that stock could result
in both spouses being taxed on the redenption. Such a result is
contrary to the objective of sec. 1041, the Conm ssioner’s
position, and existing case |aw.



- 60 -
1041(b)(2) provides that the nontransferring spouse’s basis in
the property is the sanme as the transferring spouse’s basis. The
nontransferring spouse is then treated as having transferred the
property to the third party. Thus if Q&A-9 applies to this case,
Ms. Read will be treated as having transferred her stock to M.
Read, and M. Read s basis in the transferred stock will be the
same as Ms. Read’'s--zero. M. Read will then be treated as
having transferred the stock to MW. It follows that the redenp-
tion proceeds should be treated as having been received by M.
Read who in turn is treated as having paid Ms. Read.

Pursuant to Q%A-9, a transfer of property to a third party
required by a divorce or separation instrunent will be treated as
qual i fied under section 1041 only if it is nade “on behalf of”
the nontransferring spouse. |In order to acconplish this regul a-
tory scheme and the statutory goal of elimnating whipsaws, the
phrase “on behalf of” nust have the sanme neani ng when applied to
each of the divorcing spouses.

There is nothing in Q%A-9 to indicate that the Comm ssioner
was attenpting to, or could, change the existing standards for
determ ni ng whether a corporate redenption of one sharehol der’s
stock could be treated as a distribution to the remaining share-
hol der. Indeed, Q%A-9 is a tenporary regulation intended only to
effect the legislative objective of section 1041. Nothing in

section 1041, or its legislative history, suggests that it was
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i ntended to displace |ongstanding principles used in determ ning
whet her a corporate redenption of one sharehol der’s stock could
be treated as a distribution to the remaining shareholder. In
Arnes Il, we specifically held that the enactnent of section 1041
did not change the primary and unconditional standard for deter-
m ni ng whet her a redenption of one spouse’s stock can result in a
constructive dividend to the other spouse. In Arnes II, 102 T.C
at 528, we stated: “The rationale of Edler [the primary and
uncondi tional test] was not affected by the enactnent of section
1041, and the case is still the Iaw of the Court of Appeals for
the Ninth Crcuit, to which this case is appealable.”* That is
undoubtedly why all the parties in the instant case presented
their argunents as if the primary and unconditional obligation
standard applied for purposes of determ ning the inextricably
rel ated questions of whether Q%A-9 applies and whether the
redenption of Ms. Read’s stock should be treated as a dividend to

M. Read.?®

‘It has been suggested that Arnes |l did not discuss the
i npact that sec. 1041 and Q%A-9 woul d have on the spouse who was
t he remai ni ng sharehol der. However, as indicated above, in Arnes
Il we held that enactnent of sec. 1041 had no i npact on the tax
treatnment of the spouse who was the renai ning sharehol der after a
di vorce-rel ated redenption of the other spouse’'s stock. This
i ssue was clearly before the Court as shown by the various
concurring and dissenting opinions in Arnes I1.

5I't has al so been suggested that the primary and
uncondi tional standard has no applicability to sec. 1041 and Q&A-
9 because the primary and unconditional standard focuses on the
(continued. . .)
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Respondent’s position is that M. Read had a primary and
uncondi tional obligation to purchase Ms. Read’s stock and that
the redenption of Ms. Read s stock (a necessary and integral part
of which was her transfer of stock to MW) satisfied M. Read’s
obligation. M. Read, MW, and Ms. Read agree that the primary
and uncondi ti onal obligation standard should be determ native of
whet her Ms. Read’ s transfer of stock was “on behalf of” M. Read
within the nmeaning of Q8A-9. On this point, the parties are al
correct.® The primary and unconditional standard is still con-
trolling law for determ ning whether a divorce-rel ated redenption
distribution to one sharehol der spouse can ever be a dividend to
the remai ni ng sharehol der spouse. See Arnes |l, supra. Because
symmetrical treatnent is required by section 1041, it should be
obvious that the sanme primary and unconditional standard nust

al so be the standard for determ ning whether QQA-9 applies to a

5(...continued)
pur pose served by the corporate distribution to redeem stock
rat her than the spouse’s transfer of stock to the corporation.
However, a redenption distribution to a spouse that satisfies a
primary and unconditional obligation of the other spouse is
conpl etely dependent on the transfer of stock to the redeem ng
corporation. |If a redenption distribution that satisfies a
primary and unconditional obligation of the nontransferring
spouse is totally dependent on the transfer of stock being
redeened, then the transfer of stock to the redeem ng corporation
is an integral part of satisfying the primary and unconditi onal
obligation of the nontransferring spouse.

Ms. Read and respondent argue that the redenption satisfied
M. Read’s primary and unconditional obligation, while M. Read
and MWP argue that M. Read was never primarily and
unconditionally obligated to purchase Ms. Read’ s stock.



redenption transacti on.

Arnes Il was decided for a tax year to which Q&A-9 was
applicable. I1ndeed, the Court of Appeals for the Ninth Crcuit
had applied Q%A-9 to Ms. Arnes giving her the nonrecognition

benefit of section 1041. See Arnes v. United States, 981 F.2d

456 (9th Cir. 1992).7 CQur majority opinion in Arnes |l dealt
only with whether M. Arnes had received a constructive dividend.
In Arnes I, we found that the redenption of one spouse’ s stock
could be a constructive dividend to the other spouse only if the
redenption satisfied a primry and unconditional obligation of
the nontransferring spouse. In Arnes Il, the majority opinion
expressed no view on whether the primary and unconditi onal
standard had to be nmet in order for section 1041 and Q%A-9 to
apply to a corporate redenption. That opened the possibility
that a different standard woul d be applicable for purposes of
giving section 1041 relief to the transferring spouse. This, in
turn, opened the possibility that the Conmm ssioner could be

whi psawed. However, a total of 9 of the 18 Judges who partici-
pated in the consideration of Arnes Il (including the author of
the majority opinion in Arnes |Il) indicated in concurring and

di ssenting opinions that section 1041 and Q&A-9 required symet -

"The Court of Appeals for the Ninth Crcuit concluded that
the obligation to purchase Ms. Arnes’ stock was M. Arnes’
obligation, not the corporation’s. Thus, the Court of Appeals’
opinion is consistent wwth the primary and unconditi onal
obl i gati on standard.
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rical results with respect to both spouses.
The majority now holds that the “on behalf of” requirenment
in QQA-9 is satisfied by a standard that is substantially | ower
and | ess precise than the primary and unconditi onal obligation

test of Edler v. Commissioner, T.C. Meno. 1982-67, and Arnes |1.

The majority holds that the “on behalf of” test is satisfied if
the transfer was “in the interest of” or was made by the trans-
ferring spouse acting “as a representative of” the
nontransferring spouse. This standard presumably could be nmet if
the nontransferring spouse received sone general benefit or if
the obligation of the nontransferring spouse was either second-
ary, conditional, or both. Based on this |ower standard, the
majority holds that Ms. Read is entitled to rely on section 1041
and, therefore, need not recognize gain on the transfer of her
stock.® | believe this is an error.

One of the problens with sinply applying the dictionary
meani ng of “on behalf of” to a divorce-rel ated corporate redenp-
tionis that the redenption will usually, in a general sense, be
in the interest of both the spouse whose stock is redeened and

t he spouse who is the remaining sharehol der. For exanple, the

81t has al so been suggested that sec. 1041 and Q8%A-9 apply
to all divorce-related transactions that are nmade to divide a
marital estate. This approach is nore enconpassing than the
majority’ s approach and is contrary to established precedent.
See Inghamv. United States, 167 F.3d 1240 (9th G r. 1999); Blatt
v. Comm ssioner, 102 T.C. 77 (1994).
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transferring spouse receives noney fromthe corporation in return
for her stock. This receipt of noney (especially if it repre-
sents a substantial gain as in this case) benefits the transfer-
ring spouse. Otentinmes the transfer will also generally benefit
t he spouse who is the remai ning shareholder. This is the sanme
dil emma that courts confronted in trying to determ ne whether a
redenpti on of one sharehol der’s stock could ever be considered a
constructive dividend to the renmai ning shareholder. As a result,
the courts fashioned the primary and unconditional obligation
test that we applied in Arnes Il. The fact that Ms. Read’ s
transfer was sinply “in the interest of” M. Read or that M.
Read recei ved “sone general benefit” is an insufficient reason
for us to conclude that M. Read could have a constructive

di vidend. See Inghamv. United States, 167 F.3d 1240 (9th G r

1999), where the court explained that a transfer to a third party
woul d not be considered “on behalf of” the other spouse within
t he neani ng of Q8%A-9 unless the transfer relieved the other
spouse of a “specific legal obligation or liability.” Id. at
1244. The fact that the other spouse receives “sone general
benefit” is insufficient. |d.

Because Q%A-9 controls the tax treatnment of both spouses, a
di vorce-rel ated corporate redenption transaction should not be
considered to be a transfer “on behalf of” the nontransferring

spouse within the neaning of Q&A-9 unless the nontransferring
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spouse had a primary and unconditional obligation to purchase the
redeenmed st ock

The majority’s error is conpounded by concluding that M.
Read nmust recognize a constructive dividend but failing to give
any | egal explanation for this result. How could M. Read have a
constructive dividend in light of our prior Court-revi ewed
opinion in Arnes Il where we said that section 1041 nmade no
change in prior law and held that a redenption of one spouse’s
stock cannot result in a constructive dividend to the other
st ockhol der spouse, unless the redenption satisfied the latter’s
primary and unconditional personal obligation to purchase the
redeened shares? This is a problemthat the majority refuses to
confront. Instead, the majority sinply states that M. Read and
MW “indicated” that if the Court were to find that section 1041
applies to Ms. Read, then respondent’s determ nations regarding
M. Read and MWP shoul d be sustained. The majority’s attenpt to
extricate itself fromthis dilema by [atching onto an isol ated
statenent in the notion filed by M. Read and MW is unjustified
by the record and fundanentally unfair.

The “indication” by M. Read and MW is taken out of con-
text. The full argunent nmade by M. Read and MW is that QQA-9
cannot apply to a corporate redenption unless the redenption
satisfies a primary and unconditional obligation of the

nontransferring spouse. They “indicate” that if this standard is
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met and Q%A-9 applies, then respondent’s determ nations shoul d be
sustained. To take the latter statenment out of context after
having rejected the argunent on which it is predicated is totally
unwarranted. In any event, we should never rely upon and apply a
party’s statement of law that is contrary to a hol di ng contai ned
in a prior Court-reviewed opinion of this Court that is stil
bi ndi ng precedent.® No matter how convenient it nmay be to avoid
unreconci | abl e differences in our opinions, justice demands t hat
we decide issues of law that control the outconme of cases that
cone before us. Today’'s nmajority opinion puts in place one |egal
standard for determ ning whether a transferring spouse receives
the benefits of section 1041, while leaving in place the differ-
ent and nore stringent standard of Arnes |l for purposes of
determ ni ng whet her the correspondi ng tax burdens can be pl aced
on the nontransferring spouse. This opens the door in future
cases for both spouses to escape the tax inpact of a divorce-
related transfer of appreciated property and therefore contra-
venes one of the purposes of section 1041.

The question we should ask and answer is whether MW s
redenption of Ms. Read’'s stock satisfied a primary and uncondi -
tional obligation of M. Read. |If the answer is yes, we should

hold that Q%A-9 applies, M. Read had a constructive dividend,

°The majority does not purport to overrule or nodify Arnes
.
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and Ms. Read gets the benefit of section 1041. |If M. Read did
not have a primary and unconditional obligation to purchase Ms.
Read’ s stock, then we should hold that Q%A-9 does not apply, the
redenption of Ms. Read’s stock did not result in a constructive
dividend to M. Read, and Ms. Read’s transfer of stock to MW
should be treated as a sinple redenption resulting in a taxable
capital gain to Ms. Read.

BEGHE, J., agrees with this dissent.



HALPERN, J., dissenting:

| . | nt r oducti on

On February 5, 1986, Ms. Read disposed of all of her shares
of stock in Miul berry Motor Parts, Inc. (the shares and MWP,
respectively) by transferring the shares to MW (the transfer).

I n consideration thereof, MW paid Ms. Read $200, 000 and agreed
to pay her an additional $638,724 in installnments (with inter-
est). M. Read' s adjusted basis in the shares was zero, and she
realized a gain on the transfer. See sec. 1001(a). That gain
nmust be recogni zed to her unl ess sone nonrecognition provision
applies. See sec. 1001(c). M. Read relies on section 1041(a)
to avoid the recognition of gain. Section 1041(a) provides:

SEC. 1041(a). Ceneral Rule.—No gain or loss shall be

recogni zed on a transfer of property from an individual
to (or in trust for the benefit of)--

(1) a spouse, or

(2) a former spouse, but only if the transfer is
incident to the divorce. !

Ms. Read is an individual, and she clains that no gain is recog-
ni zed to her since she transferred the shares (property) to her
former spouse (M. Read) incident to their divorce. M. Read

di sagrees that the transfer was to him M. Read and M. Read
agree that the question of whether the transfer was to hi mshould

be answered by determ ning whether he had a primry and uncondi -

The term “incident to the divorce” is defined in
sec. 1041(c), and that definition is not in issue here.
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tional obligation to purchase the shares. The majority holds
that such an inquiry is inappropriate. | disagree. | further
di sagree with what seens to nme to be the majority’s evocation of

the principles of Conmm ssioner v. Court Holding Co., 324 U S. 331

(1945), to determ ne whether Ms. Read sold the shares to M.
Read.

1. Boot strap Acqui Sitions

M. Read acquired virtually conpl ete ownership of MW
wi t hout expending any of his own funds. He did so by arrangi ng
for MM to redeemthe shares. Such an acquisition, where the
acquirer uses funds of the corporation to aid in his acquisition
of control, is sonetines referred to as a “bootstrap acqui si -
tion”. A part owner of a corporation can use the corporation’s
funds to acquire conplete ownership of the corporation in one of
two ways. One, he can arrange for the corporation to purchase
the seller’s shares. Two, he can purchase the seller’s shares
and cause the corporation to redeemthose shares fromhim There
is no practical difference between those alternatives. |n both
cases, the seller receives the same anount, and the remaining
owner (sonetines, the buyer) becones the sole owner of the
corporation, whose assets are reduced by the sanme anmount. It is
wel | settled, however, that the difference in form between those
alternatives may result in different inconme tax consequences (at

| east for the buyer). As professors Bittker and Lokken put it:
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| f the buyer purchased all of the seller’s stock and

| ater recouped sone of the cash outlay by causing the
corporation to redeempart of the newly acquired stock,
the redenption distribution would be a dividend to the
extent of earnings and profits because, as a pro rata
distribution, it could not neet the standards of
88302(b) (1), (2), or (3). The buyer, however, avoids
di vi dend consequences where the redenption is fromthe
sell er unless the buyer nmakes the m stake of undert ak-
ing a personal obligation to purchase the shares before
the corporation agrees to redeemthem

3 Bittker & Lokken, Federal Taxation of |nconme, Estates, & Gfts,
par. 93.1.5, at 93-17 (2d ed. 1991).

Al though the formof the acquisition may be tailored to suit
the buyer’s tax status (a corporate buyer may prefer the dividend
treatment that, given sufficient earnings and profits, generally
woul d acconpany the redenpti on of shares purchased fromthe
seller), once it is tailored, the buyer is stuck with the chosen

form In an early |leading case, Wall v. United States, 164 F.2d

462 (4th Gr. 1947), the taxpayer contracted to purchase stock
froma co-sharehol der, agreeing to nake a cash downpaynent and to
deliver his notes for the renmai nder of the purchase price. The

t axpayer made t he downpaynent and received the stock, which he
transferred to two trustees, to be held by themas security for
the notes. After paying the first note, he transferred his
equity in the stock to the corporation and caused it to pay the
remai ni ng notes as they becanme due. The Court of Appeals for the
Fourth GCrcuit had no difficulty in finding that the taxpayer’s

transfer of his equity to the corporation in consideration of the
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corporation’s assunption of his liability was a redenption of the
underlying stock and that the redenption and the paynent of the
remai ning owner’s note that becane due in the year in question
were essentially equivalent to the distribution of a taxable
di vidend. See id.

In a variation on Wall, in Sullivan v. United States, 363

F.2d 724 (8th G r. 1966), the Court of Appeals for the Eighth
Crcuit held that, if a buyer is subject to an executory, pri-
mary, and unconditional obligation to purchase the shares of the
seller, but instead causes the corporation to purchase those
shares, the purchase results in a constructive distribution to

t he buyer, because it discharges his obligation. In Sullivan,
the Court of Appeals found that, after the transaction was
conplete, (1) the taxpayer’s personal obligation to purchase the
st ock had been discharged, (2) the taxpayer owned all of the

out st andi ng shares of stock of the corporation, (3) the corpora-
tion's assets were decreased by the amount paid to the seller for
his stock, and (4) that stock was held by the corporation as
treasury stock. See id. at 729. Although the Court of Appeals
is not explicit on the point, it appears that it considered the

t axpayer as having constructively received the stock fromthe
seller, which stock the taxpayer then transferred to the corpora-
tion in consideration of the corporation’s constructive distribu-

tion to himin redenption of that stock. The Court of Appeals
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rejected the taxpayer’s argunent that he had received a distribu-
tion in redenption of shares that was a distribution in ful
paynment in exchange for the stock and not a redenption essen-
tially equivalent to a dividend. See id. at 729-730.

Thus, if a buyer wi shes to acconplish a bootstrap acqui si -
tion, the buyer, once having put the WAll type format into
legally enforceable form cannot avoid the tax consequences of a
redenption fromhimof the seller’s stock by having the corpora-
tion pay the seller directly. Nevertheless, if the corporation
sinply agrees to redeemthe seller’s stock and pays for the stock
ininstallnents, over time, and the paynents do not di scharge any
obligation of the remai ni ng owner, the paynents do not constitute
constructive distributions to the remaining owner. See Edenfield

v. Comm ssioner, 19 T.C 13 (1952). That is true even if the

remai ni ng owner guar antees performance by the corporation,
pl edges his shares as security for the deferred paynents, or
agrees to buy the shares if the corporation defaults. See id.;

Buchhol z Mortuaries, Inc. v. Comm ssioner, T.C Mno. 1990-269;

Rev. Rul. 69-608, 1969-2 C.B. 42 (Situation 5).
The logic of the bootstrap acquisition cases |leads to the
concl usion that, where the buyer has already purchased the

seller’s stock, as in Wl v. United States, supra, or has a

primary and unconditional obligation to do so, as in Sullivan v.

United States, supra, the transfer of that stock to the corpora-
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tionis in satisfaction of the buyer’s obligation to surrender
for redenption stock that, actually, in Wall, or constructively,
in Sullivan, he had purchased fromthe seller. Any transfer by
the seller directly to the corporation would, under that |ogic,
be on behalf of the buyer. Contrariwi se, if the remaining

shar ehol der has not purchased the seller’s stock, and has no

obligation to do so, as in Edenfield v. Conm ssioner, supra, the

transfer to the corporation should not be viewed as on the
remai ni ng sharehol der’s behalf. Since there is no practical
difference between the Wall and Edenfield type formats, the
choice of formby the parties to the transaction plays a dom nant
role in determning the inconme tax consequences that will follow,
and the crucial distinction is whether the corporation satisfies
a legal obligation of the remaining shareholder to purchase the
redeenmed stock. No matter how cl ose a taxpayer conmes to under-
taking a legal obligation to purchase the redeened stock, the
Wal |l principle should not apply unless that obligation was in

fact undertaken. Thus, in S.K Ames, Inc. v. Commi ssioner, 46

B.T.A 1020 (1942), we construed a contract to purchase stock

that provided that the taxpayer woul d “purchase or cause to be
purchased” the stock. W held that the prom se to “purchase or
cause to be purchased” provided several nethods for satisfying
the obligation created under the contract, and, therefore, the

t axpayer incurred no absolute obligation to purchase the stock.
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See al so Buchhol z Mortuaries, Inc., v. Conm Ssioner, supra

(contract accorded taxpayers, “or their assigns” right to pur-
chase stock; purchase by corporation (assignee) did not discharge

personal and primary obligation of taxpayers); Bunney v. Conm s-

sioner, T.C Meno. 1988-112 (simlar). |In Kobacker v. Conm s-

sioner, 37 T.C. 882 (1962), the taxpayer negotiated to buy all of
the capital stock of a corporation. The purchase agreenent
contai ned the foll ow ng paragraph:

Buyer * * * is to have the right to assign this Agree-

ment to a corporation, thereby rel easing Buyer there-

from and substituting such Corporation in the place of

Buyer under this Agreenent, with the same force and

effect as if this Agreenent were originally made with

such Corporation, provided that such Corporation shall,

by witing, agree to be bound by all of the terns,

covenants and conditions of this Agreenment. [ld. at

885. ]
| n Kobacker, we held that the taxpayer had assuned no personal
obligation to purchase the stock under that contract. See id. at
896.

The fact that a bootstrap acquisition is incident to a
di vorce has no bearing on whether the buyer (for convenience,
husband) and seller (wife) are held to the formupon which they
have agreed. |f the husband’s obligation to purchase the wife's
shares is primary and unconditional, then he is in constructive
recei pt of those shares notw thstanding that, on his behalf, the
wi fe has transferred themto the corporation. |If the husband

does not have a primary and unconditional obligation to purchase
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the wwfe’s shares, then he is not in constructive receipt of
t hose shares, and the wife's transfer of those shares to the
corporation is not on his behalf. |If, pursuant to section
1041(a), the wife gains a tax advantage fromthe formsettled
upon by the parties (or |l oses a tax advantage if she realizes a
| oss on the disposition of the shares), then so be it. The
bootstrap acquisition rules are fairly well settled and give the
parties the flexibility to negotiate a nmutually acceptable format
for the wife to di spose of her shares. Those rules are consis-
tent with the construction of section 1041(a) set forth in
section 1.1041-1T(c), Tenporary Incone Tax Regs., 49 Fed. Reg.
34453 (Aug. 31, 1984). | see no reason why the primary and
uncondi tional analysis is inappropriate to an analysis of the tax
consequences in this and simlar cases.

[, Facts at Hand

By agreenent incorporated into the divorce judgnent,
Ms. Read was obligated to sell the shares to M. Read or, at his
el ection, MW or the ESOP Plan of MW (the ESOP). M. Read, MW
or the ESOP, as the case would be, was obligated to purchase the
shares. Paynent for the shares was to be made in install nents,
with Ms. Read retaining a security interest in the shares.
M. Read was to guarantee paynent of the installnments if he
el ected to have MW or the ESOP nake the paynents. Subsequent to

the divorce, M. Read el ected to have MW purchase the shares.
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M. Read, Ms. Read, and one other individual constituted the
board of directors of MW (the board). By unaninmous witten
consent, the board consented to MW s purchase of the shares.
Subsequently, Ms. Read and MVP entered into a stock purchase

agreenent, and, pursuant thereto, MW acquired the shares from

her.

Since M. Read had the right to assign his obligation to
purchase the shares, | do not believe that his obligation to
purchase the shares was primary and unconditional. The facts

here are simlar to the facts in S. K Ames, Inc. v. Comm s-

sioner, supra; Buchholz Mrtuaries, Inc. v. Conm Ssioner, supra;

and Bunney v. Conmi ssioner, supra. Therefore, | would find that

the transfer was to MW, and not to (or on behalf of) M. Read.
The majority finds that the transfer did not satisfy any
l[iability or obligation of M. Read’s. Nevertheless, the mgjor-
ity finds that Ms. Read was, in effect, acting as M. Read’s
agent in transferring the shares to MWP. Majority op. pp. 36-38.
Wthout citing any authority, the majority appears to be relying

on the principles of Comm ssioner v. Court Holding Co., 324 U S

331 (1945), where a corporation was taxed on gain on a sale by
shar ehol ders of property distributed by the corporation because
the corporation went so far toward the sale before the distribu-
tion that the sale was in substance made by the corporation

In Court Holding Co., the Suprene Court said:

The i ncidence of taxation depends upon the substance of
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a transaction. The tax consequences which arise from
gains froma sale of property are not finally to be
determ ned solely by the neans enployed to transfer
legal title. Rather, the transaction nust be viewed as
a whol e, and each step, fromthe commencenent of nego-
tiations to the consunmation of the sale, is relevant.
A sal e by one person cannot be transforned for tax
purposes into a sale by another by using the latter as
a conduit through which to pass title. To permt the
true nature of a transaction to be disguised by nere
formalisns, which exist solely to alter tax liabili-
ties, would seriously inpair the effective adm nistra-
tion of the tax policies of Congress. [ld. at 334; fn.
ref. omtted.]

The majority appears to be applying Court Holding Co. principles

to determne that, in substance, Ms. Read sold the shares to M.
Read al t hough, on his behalf, she transferred themto MW. That
is an i nappropriate analysis in the bootstrap acquisition area,
where there is no practical difference between the two ways of
acconpl i shing the bootstrap acquisition and the only rel evant
distinction is form which is manifest by legal rights and
duties. See the discussion by professors Bittker and Lokken at
3 Bittker & Lokken, Federal Taxation of |nconme, Estates, & Gfts,
par. 93.1.5, at 93-19 (2d ed. 1991).

| V. Concl usi on

Since | believe that Ms. Read has failed to prove that the
transfer was to M. Read, | would hold section 1041(a) inapplica-
bl e and hold that she recogni zed gain on the transfer. M. Read,
of course, had no item of gross incone on account of the trans-
fer.

VWELLS and BEGHE, JJ., agree with this dissent.
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BEGHE, J., dissenting: As a long-tinme continuing proponent
of the view that the “on behalf of” standard of Q%A-9 appl ying
section 1041 should be equated with the “primary and uncondi -
tional obligation” standard of traditional redenption tax |aw,

see Arnes v. Commi ssioner, 102 T.C. 522, 531-542 (1994) (Beghe,

J., concurring); Blatt v. Conmm ssioner, 102 T.C. 77, 85-86 (1994)

(Beghe, J., concurring), | have joined the dissenting opinions of
Judges Ruwe and Hal pern. However, | wite on to express ny own
views of how the cases of M. and Ms. Read should be decided and
to try to provide sone perspective on the variety of expressed
vi ews about the decisions and their governing rationales.

Two prelimnary observations are in order.

First, it is not accurate to say, as does the majority
opi nion: “Respondent’s role here is that of a stakehol der”?
(majority op. at 17). M. Read and MW have nuch nore at stake
than Ms. Read because the conbi ned deficiencies of M. Read and

MWP substantially exceed Ms. Read's deficiencies:? Ms. Read

! Defined by Black’s Law Dictionary 1412 (7th ed. 1999) as:
“Adisinterested third party who hol ds noney or property, the
right to which is disputed between two or nore parties.”
(Enphasi s supplied.)

2 The witer observed in Arnes v. Commissioner, 102 T.C.
522, 541 (1994) (J. Beghe, concurring):

Hewing to the bright line rules of Rev. Rul. 69-
608, supra, in the marital dissolution context wll
reduce the tax costs of divorce for the owners of snal
busi nesses held and operated in corporate form If the
shar ehol der spouses can negotiate their separation
(continued. . .)
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has already reported the interest portion of the deferred pay-
ments; Ms. Read’s only adjustnents in issue stemfrom her
failure to include the principal paynents in taxable gain for
1989 and 1990. M. Read’s deficiencies arise fromrespondent’s
inclusion in his ordinary inconme as dividends of both principal
and interest paynents on the stock purchase for 1988, 1989, and

1990.° M. Read also suffers the indirect financial burden of

2(...continued)

agreenent with the assurance that the redenption wll
be tax free to the remai ning sharehol der and a capital
gain transaction to the term nating sharehol der, the
overall tax costs will ordinarily be less than if the
term nating spouse qualifies for nonrecognition under
section 1041, but the remaining spouse suffers a
dividend tax. This will |eave a bigger pie to be
divided in setting the consideration for the shares to
be redeened. [Fn. ref. omtted.]

Al t hough for the years in issue in the cases at hand, | ong-
termcapital gain and ordinary incone were subject to tax at the
sanme rates, the witer’'s observation in Arnes applies to nore
recent and current taxable years, in which long-term capital
gains are subject to tax at |ower rates than ordinary incone.

Even in cases in which there are other renaining
sharehol ders of the distributing corporation, treating the
corporation’s paynent to the departing sharehol der ex-spouse as a
distribution in redenption of the purchased stock to the
remai ni ng shar ehol der ex-spouse will cause the constructive
distribution to be treated as a dividend to the remaining
shar ehol der ex-spouse under sec. 301 rather than as a
substantially disproportionate redenption under sec. 302(b)(2)
qualifying as a distribution in paynent in exchange for the stock
under sec. 302(a), wth resulting capital gain treatnent. This
i's because the proportionate interest in the corporation of the
remai ni ng sharehol der ex-spouse will always be increased as a
result of the reduction in the nunber of outstanding shares that
occurs by reason of the redenption.

3 M. Read has not put in issue respondent’s determ nation
(continued. . .)
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t he di sall owance of the interest deductions clained by MW for
the same years.* | note, without further coment, as does the
majority opinion (id.), that “respondent has ‘indicated that Ms.
Read has the better argunent that she shoul d not recognize any
gain fromthe sale of her stock pursuant to |I.R C. § 1041.""
Second, about the procedural settings on appeal: An appeal
in Ms. Read’s case would go to the Court of Appeals for the
Ninth Crcuit; M. Read s appeal would go to the Court of Appeals
for the Eleventh Crcuit. Therefore, a whipsaw of respondent is

not out of the picture, irrespective of how we decide the cases

3(...continued)
that he is |liable to dividend treatnent on the subsequent years’
paynents of interest and principal on the note for years
follow ng the year the note was issued. Conceivably, the correct
approach woul d have been for respondent to treat the fair narket
val ue of the note as a dividend distribution to himin the year
of issuance, see Maher v. Comm ssioner, 55 T.C 441 (1970),
suppl enented 56 T.C. 763 (1971), revd. and remanded 469 F.2d 225
(8th Cr. 1972); see also Bittker & Eustice, Federal I|ncone
Taxation of Corporations and Sharehol ders, par. 8.23, (1999 Cum
Supp. 1), a year for which the period of limtation on assessnent
of a deficiency has expired. See also note 2 and acconpanyi ng
text of the joint dissenting opinion of Judges Laro and Marvel .
There is no occasion to coment on how that issue should be
decided if M. Read had raised it in a tinely fashion

41t is understood that M. Read has not raised the point--
and it is not in issue in the cross-notions for partial summary
j udgment before the Court--that if the corporate paynents are to
be included in his gross inconme as constructive dividends, then
he is entitled to deduct the interest portion of the paynents as
business interest. There is no occasion here to comment on this
poi nt, other than to observe that, under the analysis of the
concurring opinion, the obligation to pay interest to Ms. Read
woul d be the deened obligation of M. Read, rather than that of
the corporation. Cf. Seynour v. Conm ssioner, 109 T.C 279
(1997).




of M. Read and Ms. Read.®

It has been difficult to reach consensus about howto wite
up this case, nmuch | ess decide it, because one or another of four
di fferent approaches m ght be used to determ ne the relationship
of the “on behalf of” and “primary and unconditional obligation”
standards. A sunmmary and comrent follow on each of the possible
appr oaches.

(1) My continuing viewis that the “primary and uncondi -
tional obligation” standard of traditional redenption tax |aw and
the “on behalf of” standard of Q%A-9 shoul d be construed and
applied consistently; redenption tax |aw should govern the
interpretation and application of the “on behalf of” standard.
The correct application of this viewin the case at hand woul d
result in no taxable inconme to M. Read because he never had the
primary and unconditional obligation to purchase the stock; he
was entitled under both the settlenment agreenent and the divorce
decree to lay his purchase obligation off on MW, which he did.

See Enoch v. Comm ssioner, 57 T.C 781 (1972); Kobacker v.

Commi ssioner, 37 T.C. 882 (1962); Rev. Rul. 69-608, 1969-2 C. B

43, 44 (Situation 6). Furthernore, MW becane primarily and
unconditionally obligated to purchase and pay for the stock,

notw t hstanding that Ms. Read becane entitled to M. Read’s

SCf., e.g., Baptiste v. Conm ssioner, 100 T.C 252 (1993),
revd. 29 F.3d 433 (8th GCr. 1994), affd. 29 F.3d 1533 (11th G r
1994) .
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guaranty--his secondary obligation—and a pledge of the redeened
shares to secure the satisfaction of MW s obligation. See

Bennett v. Comm ssioner, 58 T.C. 381 (1972); Edenfield v. Conm s-

sioner, 19 T.C 13 (1952).

The Reads’ settlenent agreenent and divorce decree, which
tied the anounts of M. Read’s obligation to nake periodic
al i nrony paynents to initial and continued conpliance with the
provi sions for paynent for Ms. Read's stock, did not saddle M.
Read with the primary and unconditional obligation to purchase
and pay for Ms. Read s stock.® The obligation to purchase and
pay for her stock was assigned to and assunmed by MW as its
pri mary and unconditional obligation.

(2) Judges Laro and Marvel believe that Q&A-9 just does not
apply to redenptions. Adoption of this approach could cause both
i ndividual parties to a redenption of the stock of a divorcing
spouse to incur tax liability if they are not well advised. In
nost cases the departing sharehol der ex-spouse woul d recogni ze

capital gain on the transaction that term nates his or her stock

6 Even if the standard espoused by Judges Ruwe and Hal pern
and the witer should be adopted, a Judge adopting that standard
m ght conclude that M. Read did not divest hinself of the
primary and unconditional obligation to purchase Ms. Read’ s
stock. The ground of that conclusion, with which the witer
woul d di sagree, is that the integration of and reciprocal
relati onship between M. Read s alinony obligations and MW s
continuing obligation to conplete the schedul ed paynents in
satisfaction of the obligation to purchase Ms. Read s stock |eft
M. Read with the primary and unconditional continuing obligation
to purchase her stock
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interest. \Whether the remaining sharehol der ex-spouse has a

di vi dend woul d depend on whether he or she is considered as
having the primary and unconditional obligation to purchase the
departing shareholder’s stock that was satisfied by the redenp-
tion.

| f the remaining sharehol der is considered to have had his
primary and unconditional obligation to purchase the stock
satisfied by the redenption, then under general principles of tax
| aw t he redenption should be recast as a purchase of the stock by
t he remai ni ng sharehol der, followed by his contribution of the
stock to the corporation in exchange for the cash that he con-
structively received and used to purchase the stock. This recast
transaction results in a distribution of cash essentially equiva-
lent to a dividend to himunder sections 301 and 302(b)(1), and
t he departi ng sharehol der ex-spouse should be entitled to
nonrecognition of gain under section 1041.

(3) In Judge Colvin’s view, the “on behalf of” standard of
QA-9 trunps traditional redenption tax law. | don't favor this
vi ew because it results in alnost all cases under current law in
a greater total tax liability to the private parties. |Its
adoption would nean that less will be available to pay off the
departing sharehol der ex-spouse.’ However, Judge Colvin's view

provi des clear and consistent treatnment of the ex-spouses and is

’ See supra note 2.
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preferable to the majority opinion. Adoption of Judge Colvin's
view by a majority of the Court would provide clear guidance as
to how we woul d resolve the treatnment of both private parties in
this type of consolidated case.

(4) Maybe the “on behalf of” and “primary and unconditi onal

obligation” standards, in a hard-fought consolidated case with no

i nprovi dent concession by either private party, can be so applied

t hat both ex-spouses escape tax.® Both traditional redenption

tax | aw and section 1041 reflect the sane policy of facilitating

transactions by renoving tax inpedinents. Mybe respondent,

i nstead of being a putative stakeholder, is left holding an enpty

bag! | don’t think so.

Sone concl udi ng thoughts: the parties’ notions and nenos in the

case at hand | eave the inpression that M. Read s indication--he
loses if Ms. Read w ns--was based on what the majority opinion now

tells the parties was their m staken belief about the applicable

8 There’s another way (a far-out fifth possibility) the
Court could hold that both parties escape tax, which the Court
has properly rejected. There is a view (disagreed with in the
witer’'s Arnes v. Conmm ssioner, 102 T.C. 522 (1994) (Arnes I1)
concurrence) that the Ninth CGrcuit Court of Appeals, wth whose
views the Court expressed disagreenent in Blatt and Arnes |Il, has
indicated in Arnes v, United States, 981 F.2d 456 (9th Cr. 1992)
(Arnes 1), and Inghamv. United States, 167 F.3d 1240 (9th G
1999), that it reads the “on behalf of” standard nore expansively
than the Court has been willing to do. The Court could have
decided in favor of Ms. Read under Golsen v. Conmm ssioner, 54
T.C. 742, 757 (1970), affd. 445 F.2d 985 (10th GCr. 1971), and
decided in favor of M. Read by applying the “primary and
uncondi tional standard”, as Judge Hal pern and the witer would
do, or the view of Judges Laro and Marvel that the “on behal f of”
standard of (Q&A-9 does not apply to redenptions.
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| egal standard. |If we are not going to adopt the view that the “on
behal f of” and “primary and unconditional obligation” standards are
to be applied consistently, so that there need not be a winner and a
| oser as between the ex-spouses, then M. Read should not be bound by
his “indication”. M objective in making this suggestion, against

t he background of what we said and did in Blatt v. Conm ssioner, 102

T.C. 77 (1994), Hayes v. Comm ssioner, 101 T.C 593 (1993), and Arnes

and our unsuccessful efforts to reach agreenent in this case, is to
resolve it in a way that will result in a holding on the nmerits of
the cases of both ex-spouses that will provide conprehensive gui dance
for future cases. The parties and their counsel and the public and
the tax bar, who are looking to us for guidance in this recurring
situation, deserve no |ess.

Unfortunately, the majority opinion’s rejection of a rule of
equi val ence perpetuates the uncertainty. What “every school boy

knows,” conpare State Pipe & Nipple Corp. v. Conmm ssioner, T.C. Mno.

1983- 339, about how to avoid constructive dividend treatnent to the
remai ni ng sharehol der under traditional redenption tax law w ||
continue, as a result of the variety of views expressed, to fail to
provi de the gui dance that the divorcing spouses and their advisers
deserve and need.

| renew ny pleas for guidance in the formof an interpretative

regul ation or a Congressional fix. See Arnes v. Conm ssioner, 102

T.C. 542 n. 10.
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LARO and MARVEL, JJ., dissenting: The majority holds today that
section 1.1041-1T(c), QA-9 (QRA-9), Tenporary Incone Tax Regs., 49
Fed. Reg. 34453 (Aug. 31, 1984), permts a spouse! to avoid recogniz-
ing gain which she realized froma redenption of her stock in connec-
tion with her divorce. Because we do not believe that section 1041,
either textually or as interpreted in Q%A-9, applies to stock redenp-
tions incident to divorce, we respectfully dissent.

We summarize the critical facts of this case as foll ows.
In connection with his divorce fromM. Read, M. Read agreed to
purchase Ms. Read’s stock in MW at a stated price, or, at his
el ection, to cause MW to redeem Ms. Read’s stock. M. Read el ected
under the terns of their divorce judgnent to cause MW to redeemthe
stock in his stead. MW authorized the redenption and entered into a
bi ndi ng stock purchase agreenent with Ms. Read. Pursuant to that
agreenent, in 1986, MW redeened Ms. Read s stock, paid Ms. Read
$200, 000 toward the redenption price, and issued Ms. Read a proni s-
sory note representing the bal ance of the redenption price. MW paid
Ms. Read $50, 000 of the promissory note’ s principal during each year
in issue.

The majority concludes that Ms. Read is not taxable on the
subject gains resulting fromher transfer of stock to MW. The
majority reasons that “Q%A 9 applies to Ms. Read’'s February 5, 1986,

transfer of MW stock and * * * pursuant to section 1041(a), no gain

1 W use the term “spouse” to include both a spouse and a
former spouse.



- 88 -
shal | be recognized by Ms. Read as a result of that transfer.”
Majority op. p. 39. The majority fails to discuss persuasively the
fact that not only did Ms. Read transfer her stock to MW, but that
MWP paid her for that stock as well, nor does the majority explain
persuasi vely why the capital gain that Ms. Read realized on the sale
of her stock to a third party (MW) is excluded from her gross incone
by virtue of either: (1) A statutory provision (section 1041) that
applies only to transfers between spouses or (2) a regulatory provi-
sion (Q%A-9) that extends section 1041's reach to certain transfers
to third parties on behalf of a spouse.

Congress enacted section 1041 in 1984. Before that tinme, an
i nterspousal transfer of property for adequate consideration was a
t axabl e transaction for Federal income tax purposes; a transferring
spouse was taxed on a transfer of appreciated property to his or her
spouse, and the recipient spouse received a basis in the transferred
property equal to its fair market value on the date of transfer. See

United States v. Davis, 370 U S. 65 (1962). Congress enacted section

1041 to change that result. See H Rept. 98-432 (Part 2), at
1491-1492 (1984). As enacted, section 1041 applies to defer the
recognition of gain or loss on an interspousal transfer of property
until the tinme that the recipient spouse transfers the property

outside of the marital econom c unit consisting of both spouses

together. See Blatt v. Conm ssioner, 102 T.C. 77, 79-80 (1994).
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There is nothing in the text of section 1041 that suggests section
1041 applies to cases such as this where one spouse transfers prop-
erty to a third party and receives paynent in return

The Comm ssioner issued tenporary regul ati ons under section 1041
pursuant to his general regulatory authority to “prescribe al
needful rules and regul ations for the enforcenent of this title”.
Sec. 7805(a). These tenporary regul ations consist solely of section
1.1041-1T, Tenporary Incone Tax Regs., 49 Fed. Reg. 34453 (Aug. 31,
1984) which, in turn, consists of 18 groups of a question and an
answer. | n one of these groups, nanely, Q%A-9, the Comm ssioner set
forth his position that section 1041 reaches certain “transfers of
property to third parties on behalf of a spouse”. Q&A-9 provides:

Q9. My transfers of property to third parties on
behal f of a spouse (or former spouse) qualify under section
10417

A- 9. Yes. There are three situations in which a
transfer of property to a third party on behalf of a spouse
(or former spouse) wll qualify under section 1041, pro-
vided all other requirements of the section are satisfied.
The first situation is where the transfer to the third
party is required by a divorce or separation instrunent.
The second situation is where the transfer to the third
party is pursuant to the witten request of the other
spouse (or forner spouse). The third situation is where
the transferor receives fromthe other spouse (or forner
spouse) a witten consent or ratification of the transfer
to the third party. Such consent or ratification nust
state that the parties intend the transfer to be treated as
a transfer to the nontransferring spouse (or former spouse)
subject to the rules of section 1041 and nust be received
by the transferor prior to the date of filing of the trans-
feror's first return of tax for the taxable year in which
the transfer was nade. In the three situations described
above, the transfer of property will be treated as nade
directly to the nontransferring spouse (or forner spouse)
and the nontransferring spouse will be treated as i medi -
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ately transferring the property to the third party. The

deened transfer fromthe nontransferring spouse (or fornmer

spouse) to the third party is not a transaction that quali -

fies for nonrecognition of gain under section 1041.

Nowhere in QQA-9, or, for that matter, in any of the other
QA s, do we read that a gain arising froma spouse’s sale of assets
to athird party qualifies for nonrecognition treatnent under section
1041. As we understand the majority Opinion, a spouse such as Ms.
Read does not have to recognize the gain fromthe redenption of her
stock by virtue of section 1.1041-1T(c), QRA-10 (Q&A-10), Tenporary
I ncone Tax Regs., 49 Fed. Reg. 34453 (Aug. 31, 1984). W disagree.
Al t hough &A-10 does state that “The transferor of property under
section 1041 recogni zes no gain or loss on the transfer even if the
transfer was in exchange for the release of marital rights or other
consideration”, nothing in that Q%A (or in any of the other QA S)
extends that nonrecognition treatnment to a transfer of property that
is in essence a sale of stock by a spouse to a third party. Q&A-10
sinply addresses interspousal transfers of property which otherw se
woul d be consi dered sal es for Federal incone tax purposes; i.e., when
one spouse transfers stock to the other spouse in exchange for its
val ue in cash

As we understand the breadth of Q%A-9, with a fair reading of

our reviewed opinion in Blatt v. Conmm ssioner, 102 T.C. 77 (1994), in

m nd, Q%A-9 does not reach a transfer of property by a spouse to a
third party where the transfer is, in substance and in form a sale

to the third party. Rather, we believe, QA-9 is |limted to those
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situations in which a spouse transfers property to a third party in
satisfaction of an obligation that is owed (or a gift that is mde)
by the nontransferring spouse to the third party. 1In the latter
cases, (QR®A-9 operates to tax the nontransferring spouse on the
transfer to the third party, if and to the extent that the transfer
is taxable, as if the nontransferring spouse had first received a
gift of the property fromthe transferring spouse. QA-9 says
not hi ng about affording simlar treatment to any proceeds which are
received by a transferring spouse froma third party pursuant to the
property transfer.

Wiile it is true that Q%A-9 recogni zes that sonme transfers of
property by a spouse to a third party may qualify for nonrecognition
treat nent under section 1041, Q%A-9 requires that the transfers nust
be “on behalf of” the transferor’s spouse. The majority essentially
takes the position that Ms. Read's transfer of stock to MW was on
M. Read’s behal f because, the majority concludes, the redenption
benefited him W disagree. In this case, Ms. Read’ s transfer of
stock to MW was on her own behalf since it allowed her to cash out
her interest in MW at its appreciated value (and it allowed her to
do so, under the majority’s view, without any tax inplications to
her) .

The critical fact is that M. Read had no obligation to MW that
was satisfied by Ms. Read’ s transfer of her stock to MW. Thus,
al though Ms. Read may have transferred her stock to MW at the

direction of M. Read, we do not believe that she did so “on behal f
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of” him In Blatt, we held that the redenption of Ms. Blatt’s stock
pursuant to a divorce decree was not on behalf of M. Blatt because
Ms. Blatt failed to prove the redenption satisfied an obligation of

hi s. See Blatt v. Conmmi ssioner, 102 T.C. at 81-82. W set forth an

exanple on the top of page 81, wherein we stated that Q%A-9 operates
when “H owes a debt to a bank, and W as part of a divorce settle-
ment, transfers her unencunbered appreciated stock to the bank in
di scharge of Hs debt.” W stated that the redenption in Blatt was
out si de of (Q&A-9 because “The redenption, in form was a transaction
bet ween petitioner [Ms. Blatt] and corporation; she transferred her
stock to corporation in exchange for its appreciated value in cash
* * * Atransfer that satisfies an obligation or a liability of
soneone is a transfer on behalf of that person”. |[d.

The only reported opinion in which this Court has decided
whet her a corporate redenption incident to a divorce qualified for
nonrecognition treatnment under section 1041 is Blatt. There, as
menti oned above, we held that the redenption did not qualify under
QA-9. We recognized that the Court of Appeals for the Ninth Crcuit
had afforded nonrecognition treatnment to a spouse who had transferred
her shares to a corporation pursuant to a divorce, see Arnes V.

United States, 981 F.2d 456 (9th Cr. 1992), but we stated that we

di sagreed with the opinion of the Court of Appeals for the Ninth
Crcuit. W stated in Blatt that “any putative benefit to [M.]
Blatt [the nontransferring spouse], such as relief froma possible

claimunder marital property distribution |aws, does not nean that
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the transfer by petitioner [Ms. Blatt] of her shares to corporation

was on behalf of [M.] Blatt.” Blatt v. Comm ssioner, 102 T.C at

83. But for the Court of Appeals for the NNnth Grcuit, we are
unaware of any Court of Appeals that has addressed the issue of
whet her a corporate redenption qualifies under QRA-9.

We conclude with a final concern about the analysis set forth in
the majority Opinion. Congress enacted section 1041, in part, to
remedy the “whi psaw’ that occurred when one spouse failed to report
his or her gain on the transfer of appreciated property to the other
spouse; the CGovernnent was whi psawed because the transferee’ s basis
in the transferred property equaled its fair market value, and the
transferor, to the extent that the section 6501 period of Iimtations
had cl osed, never paid any Federal inconme tax on the appreciated
val ue underlying that increased basis. See id. at 79. Although the
majority avoids this “whipsaw’ in the instant case by concl udi ng that
M. Read conceded he was liable for Federal incone tax on the redenp-
tion, we do not agree that M. Read s position in this case was a
concession of liability or should be treated as one. M. Read s
position was based on a |l egal analysis that the majority rejects.

M. Read should not be held to that position after the legal princi-
pl es on which his position was based are turned aside by the nmjor-
ity, particularly since the tax result to M. Read may change as a
result of their analysis.

But for his “concession”, the ngjority would have had to anal yze

the tax effect of the redenption on M. Read. Q&A-9 states that the
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nontransferring spouse is taxed on the third party transfer; it does
not specify when this tax arises. If, in fact, section 1041 applies
to the redenption, as the najority concludes, then, under general
income tax principles, M. Read is treated as receiving a dividend
whi ch arguably is taxable to himin 1986, the year of the redenption,
rather than in the years in issue as held by the magjority. See secs.
301(a), (b)(1), (c), and (d) and 302(d). See generally Bittker &
Eustice, Federal Incone Taxation of Corporations and Sharehol ders,
par. 8.23 (1999 Cum Supp. 1).2 Thus, under this argument, M.

Read's dividend is taxable to himin a year that nost likely is

cl osed by the section 6501 period of |imtations. Under the ngjor-
ity's analysis, therefore, the Government nmay be faced once again
with the very sanme “whi psaw’ that Congress intended to renedy through
the enactment of section 1041. Although the majority sidesteps this
issue in this case by holding that M. Read conceded his tax liabil -
ity as to the subject paynents, that “concession” only applies to the
subj ect years. W see no judicial or equitable reason why M. Read
will be precluded fromarguing in the future that the paynents which

he receives on the prom ssory note in other years (wth the exception

2\ note that the installnment nethod of sec. 453 does not
apply to the receipt of a distribution taxed as a dividend under
sec. 301. The installnment nmethod nay be used only to report
“Incone” froma “disposition of property”, sec. 453(a) and
(b)(1), and a “distribution of property” under sec. 302(d) does
not neet that requirenment, see Cox v. Conm ssioner, 78 T.C. 1021
(1982); see generally Bittker & Eustice, Federal Inconme Taxation
of Corporations and Sharehol ders, “Distributions of Corporation’s
Owmn bligations”, par. 8.23 at 8-83 to 8-84 (1999 Cum Supp. 1).
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of 1986) are not taxable to himin those years because they were
properly taxable to himin 1986, the year of the redenption.

THORNTON, J., agrees with this dissent.



