United States Court of Appeals,
Fifth Grcuit.
No. 94-40709.

John C. and Jean P. SM TH, Petitioners-Appellants,
V.
COW SSI ONER OF | NTERNAL REVENUE, Respondent - Appel | ee.

Sept. 25, 1995.

Appeal fromthe Tax Court of the United States.

Before POLITZ, Chief Judge, REAVLEY and EMLIO M GARZA, Circuit
Judges.

POLI TZ, Chief Judge:

John C. and Jean P. Smth, husband and w fe, appeal the
j udgnment of the tax court determining a deficiency of $123,930 in
their joint inconme tax for 1987. W affirm

Backgr ound

In 1981 John Smth and Robert L. Bennett incorporated Smth-
Bennett Properties, Inc. for the purchase and devel opnent of real
est at e. Three years later the corporation and several other
investors fornmed a joint venture, Spicewood Springs Venture, to
purchase and develop an 11.4 acre tract of undevel oped property.
The venture purchased the tract fromAustin Fi nanci al Corporation,
a corporation owned by Gary Bird, giving in paynent a $367, 314 note
to Bird, secured by a second nortgage on the property, and assum ng
t he bal ance of an outstandi ng $750, 000 prim ng nortgage note held
by United Bank of Texas. Al venture participants gave persona
guaranties for the assuned note.

Smth eventually becane the sole shareholder in the Smth-

1



Bennett corporation which, ultimtely, becane the sole nenber of
the Spicewood joint venture. The restructuring resulted in Smth
becom ng the sole guarantor of the assuned nortgage note.

In 1986 the value of the Spicewod property declined
preci pitously. 1In 1987 Smth informed United Bank that neither he
nor the venture could pay the note. He suggested that United Bank
foreclose on the property and, after obtaining financing from
anot her | ender, he proposed to satisfy the indebtedness by biddi ng
the anmount of his guaranty at the foreclosure sale. United Bank
agreed to this plan and Smth sought financing from First Cty
Nat i onal Bank of Austin for the approxi mate $750, 000 owed on the
not e.

In April 1987 United Bank instituted forecl osure proceedi ngs.
A probl em devel oped when First City refused to conplete the |oan
primarily because of the unavailability of title insurance due to
the legal concern that Smth's purchase at the foreclosure sale
would not elimnate Bird's security position on the property. On
May 5, 1987 Smth placed the joint venture into Chapter 11
bankruptcy, thus termnating the foreclosure proceedings. Wthin
a matter of days United Bank was taken over by the Federal Deposit
| nsurance Cor porati on.

Sm th successfully sought a public sale of the Spi cewood tract
by the bankruptcy court, a sale which, by its terns, would | eave
the property free of all encunbrances. Smth al so received court
approval to bid personally on the property. As such a sale would

cancel the Bird lien and allay concerns of title insurers, and



secure for First Cty a primng nortgage position, it agreed to
loan Smith $750,000 for his "purchase" of the Spicewood property.
Smth submtted the only proposal at the bankruptcy sale, bidding
$837, 316. 40, the exact sum needed to pay the nortgage note assuned
by the joint venture. The bankruptcy sale was approved and
consunmat ed.

Based on their belief that a significant portion of the bid
was an unrecoverable satisfaction of John Smth's guaranty
obligation, the Smths cl ai ned a nonbusi ness bad- debt deducti on of
$637,874 on their 1987 joint incone tax return.® The Interna
Revenue Service rejected the deduction, maintaining that the form
of the transaction, a purchase, controlled its characterization for
t ax purposes, and that any cl ai ned | oss was necessarily specul ati ve
until resale of the property. The IRS assessed a deficiency of
$123, 930. 43.

The matter was taken to the tax court which rejected the
contention that the foregoing scenario constituted the
unrecover abl e paynent of a guaranty and hel d that regardl ess of the
formof the transaction, its substance was nerely the refinancing
of the originally assuned nortgage note. The tax court found no
actual loss by the Smths, declined the deduction, and confirned
the deficiency. The Smths tinely appeal ed.

Anal ysi s

The Smths challenge the adverse ruling of the tax court on

The deduction is the difference between the total cost of
t he bankruptcy sale transaction, $872,874, less a credit of
$235, 000, the then-estimated worth of the Spicewood property.
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their claim of a nonbusi ness bad-debt deduction arising out of
their acquisition of the Spicewod tract. W review tax court
factual findings under the clearly erroneous standard? and | egal
concl usi ons de novo.?3

Typically, a taxpayer cannot incur a deductible | oss upon the
mere purchase of property for the transaction, at that point, is
open, remaining so until a closure, such as a resale, occurs.*
When such an event occurs any resulting loss may qualify as an
al | owabl e deduction.® |f the bankruptcy proceedi ng through which
Smth received title is regarded as a sale, the Smths may not
claima deduction until the property is resold at a | oss and they
ot herwi se qualify.

If, on the other hand, the transaction is treated as
sati sfaction of a guaranty, the Smths may deduct, as a short-term
capital | oss, any paynent which is nonrecoverable.® The deduction
is allowed to the extent the taxpayer's satisfaction of a guaranty

cannot be recovered fromthe primary obligor.” The Smths maintain

2Curtis v. Commi ssioner of Internal Revenue, 623 F.2d 1047
(5th G r.1980).

SHarris v. Comm ssioner of Internal Revenue, 16 F.3d 75 (5th
Cir.1994).

426 U.S.C. § 1001 (1994).

5San Antoni o Savings Association v. Conm ssioner of |nternal
Revenue, 887 F.2d 577 (5th Cr.1989).

626 U.S.C. 8§ 166(d) (1) (1994).
‘Put man v. Conmi ssioner of |Internal Revenue, 352 U. S. 82, 77

S.Ct. 175, 1 L.Ed.2d 144 (1956); Garner v. C.|.R, 987 F.2d 267
(5th Gir.1993).



t hat the anobunt paid beyond the fair market val ue of the Spicewood
property is not recoverabl e because of the insol vency of the joint
venture and the Smth-Bennett corporation.

A correct characterization of the subject transaction is
critical to a proper determ nation of the tax consequences. It is
not neani ngfully di sputed that the formof the transaction at issue
was that of a sale. The Smiths nmaintain that the formshould yield
to the substance of the transaction. Considering that the price
pai d exceeded the fair market value of the property and equal ed t he
amount owed by Smith under his personal guaranty,® the Sniths
contend that the economc reality of the transaction was
satisfaction of the guaranty and they insist that this reality
should control the tax consequences.

Al t hough obvi ously i nportant, the professed economc reality
of a transaction is not a "talisman" which blinds the taxing
authorities to other relevant factors and dictates the tax
consequences. ® Ordinarily, a taxpayer cannot "avoid the
consequences of his agreenent by showng that the "economc
realities' were otherwise."® The rule, rather, is that taxpayers
are bound to the formof the transaction that they have chosen, as,

while a taxpayer is free to organize his affairs as he

8The record contains no evidence that the guaranty was
actual ly i nvoked.

°Spector v. Conmi ssioner of Internal Revenue, 641 F.2d 376
(5th Cr.), cert. denied, 454 U S. 868, 102 S.C. 334, 70 L. Ed. 2d
171 (1981).

1] d. at 386, citing Harvey Radio Lab., Inc. v. Conmm ssioner
of Internal Revenue, 470 F.2d 118, 120 (1st Cr.1972).
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chooses, neverthel ess, once havi ng done so, he nust accept the
tax consequences of his choice, whether contenplated or not,
and may not enjoy the benefit of sone other route he m ght
have chosen to follow but did not.?!
As an exception to this rule, a taxpayer may argue substance over
form "when necessary to prevent unjust results,"'? and when proof
is offered "which in an action between the parties would be
adm ssible to alter t hat construction or to show its
unenforceability because of mstake, undue influence, fraud,

duress, etc."13

1Comm ssioner of Internal Revenue v. National Alfalfa
Dehydrating & MIling Co., 417 U S. 134, 94 S. C. 2129, 40
L. Ed. 2d 717 (1974).

2Adobe Resources Corp. v. United States, 967 F.2d 152, 156
(5th Gir.1992).

13Spector, 647 F.2d at 382, citing Conm ssioner of Internal
Revenue v. Danielson, 378 F.2d 771, 775 (3d Gr.), cert. denied,
389 U.S. 858, 88 S.Ct. 94, 19 L.Ed.2d 123 (1967). The Smths
argue that Spector's requirenent of agreenent-varying proof is
i napplicable to "situations in which the governnment wll never
face conflicting clainms." Condisco, Inc. v. United States, 756
F.2d 569, 578 (7th G r.1985). They claimthat, as the other
party to this transaction was a governnent agency (the FDI C,
acting as recipient of the funds generated fromthe sale), there
is no threat of two conflicting characterizations of the
transaction allow ng both parties to obtain favorable tax
treatnent, thus defeating tax paynent.

We are not persuaded. The spectre of the conflicting
clainms exists herein. The record reflects that Smth-
Bennett's 1987 tax return contained a deduction for a
capital loss arising froma sale of the Spicewood property
for $560,000. Although the Smiths now claimthis entry to
be a mstake, it had the net effect of creating a
now- uncol l ectible tax deficiency that inured to Smth's
benefit as sol e stockholder. See 26 U S.C. 8§ 6501(a)
(1994). Thus, as there already have been conflicting
constructions of the transaction so as to receive favorable
tax treatnment for both, the threat of a whi psaw has al ready
materialized, rendering Spector's proof requirenent
appl i cabl e.



The record contains no adm ssible proof sufficient to vary
the formof the instant agreenent. The Smths do not denonstrate
any conditions that render the sale agreenent involuntary.
Claimng that they styled this transaction a purchase only to
obtai n financi ng necessary to pay the pendi ng guaranty, the Smths
essentially argue that econom c duress conpelled their choice of
the form To show econom c duress sufficient to warrant the
ignoring of the form the Smths nmust prove wongful acts causing
their financial distress and effectively coercing their use of the
purchase form?* The record before us contains no wongful acts
commtted by any other party connected to the court-ordered sale,
let alone any leading to Smith's unwilling entry into this sales
transaction. Indeed, the record supports the tax court's finding
that Smth actively pursued a voluntary purchase arrangenent which
was quite advant ageous. No unjust results accrued to the Smths by
their being bound to the formof this transaction.®

W also agree with the tax court's conclusion that in

obtaining the property at a court-ordered public sale Smth

1“See Pal ner Barge Line v. So. Petroleum Trading Co., 776
F.2d 502 (5th G r.1985) (applying Texas law); Lee v. Hunt, 631
F.2d 1171 (5th Cr.1980), cert. denied, 454 U S. 834, 102 S.Ct
133, 70 L.Ed.2d 112 (1981) (applying Texas law); Tower
Contracting Co., Inc. of Tex. v. Burden Bros., Inc., 482 S. W2d
330 (Tex. G v. App. —bBallas 1972, wit ref'd n.r.e.).

The Smiths al so contend that a taxpayer may invoke
subst ance over formwhere "his tax reporting and actions show an
honest and consistent respect for the substance of the
transaction.” Winert's Estate v. Conm ssioner of |nternal
Revenue, 294 F.2d 750, 755 (5th Cr.1961). Considering their
i nconsi stent reporting of the disputed transaction in their
personal and corporate tax returns, the Smths' reliance upon
Weinert is m splaced.



inproved his position as owner of the property. The court
correctly noted that because of his sole control over both Smth-
Bennett and the joint venture, Smth was the de facto owner of the
property during this entire scenario. By the purchase in his
i ndi vidual capacity at the bankruptcy sale he transforned his de
facto ownership into the superior de jure ownership. Furt her,
Smth's decision to cast this transaction as a purchase conferred
the additional beneficial effect of washing out Bird' s $367, 000-
plus lien which would have reduced the value of his ownership
dramatically.

Even assum ng that Smth's sole notivati on was paynent of the
pendi ng guaranty, his use of the bankruptcy sale | egal vehicle nade
it possible for himto get the financing required to satisfy that
obligation. The record reflects that in light of his precarious
econom c position, the obtaining of a loan from First Cty was
essential to paynent of the guaranty. As a direct result of the
cancel l ation of the Bird nortgage position viathe bankruptcy sal e,
the concerns of the title insurer were assuaged and title i nsurance
becane available. It was only then that First Gty agreed to | oan
Smth the funds necessary for the purchase and for the concomtant
elimnation of the potentially ruinous personal liability that the
guaranty agreenent posed.

Smth's "purchase" also resulted in a favorable change in the
ternms of i ndebtedness relating to his guaranty. Under the terns of
the guaranty and the note it secured, Smth would have been

required to pay upon demand after acceleration of the principa



obligation, including over 15%interest. By using the bankruptcy
sal e process, Smth was able to obtain a loan fromFirst Cty that
replaced his guaranty obligation with an obligation providing a
| onger repaynent termat a lower interest rate. Further, by this
substitution Smth escaped the contractual liability for added
costs inherent in collection of the guaranty.

Finally, Smth's use of the bankruptcy sale process allowed
himto circunvent the costly and dil atory state procedures required
for a guarantor toreceivetitle to i nmovabl e property securing the
principal obligation. United Bank, and the successor FDI C, had,
under the terns of the nortgage note, the right to demand paynent
and to forecl ose upon the Spi cewood property when the joint venture
failed to pay as agreed. Under basic principles of subrogation, if
the guaranty had been formally invoked and satisfied, Smth would
have possessed these rights.!® By purchasing the property at the
bankruptcy sal e he recei ved a benefit unavail able to a subrogating
guarantor, i.e., the imediate receipt of title wthout resort to
ti me-consum ng foreclosure, at which Smth, just as any other
simlarly-situated nortgagee, would have been required, after due
notice, to bid the amunt owed pursuant to his guaranty before
receiving title.?t’

Bei ng persuaded beyond peradventure that the benefits

®Farm Credit Bank of Texas v. (Ogden, 886 S.W2d 305
(Tex. App. —Houston [1st Dist.] 1994, no wit).

"See, e.g., Tarrant County Savi ngs Association v. Lucky
Homes, Inc., 390 S.W2d 473. (Tex.1965); Sandel v. Burney, 714
S.W2d 40 (Tex. App. —San Antonio 1986, no wit).
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surrounding Smth's decision to structure this transaction as a
purchase denonstrate that "reasonabl e nen, genui nely concerned with
their economc future, mght bargain for such an agreenent,"® we
find no wunjust results that require derogation from the
well -settled rule that the formof a transaction controls its tax
consequences. The equities mlitate against the Smths. No
capital | oss-based deduction may be clained until the property is
resold and the requisite elenents for that deduction are net and
the Smths appropriately qualify.

Accordingly, the judgnent of the tax court disallowng the
deduction and finding a $123, 930 deficiency in the Smths' 1987 tax
i s AFFI RVED.

18Sonnl ei tner v. Comm ssioner of Internal Revenue, 598 F.2d
464, 467 (5th Cr.1979).
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