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TAXATION OF THE TREASURES OF THE SEA

JOHN J. KENNYt AND RONALD R. HRUSOFFtt

TO SPEAK of "treasures of the sea" evokes for most of us visions
born in childhood, of pirates and 'buried chests and all the trap-

ping of the Robert Louis Stevenson tales. And in fact the gold coins
and precious stones sought by Elizabethan adventures still exist; cur-
rent periodicals record their recovery with surprising frequency. How-
ever, today's explorer more often seeks the commonplace minerals -

oil and sulphur - and is most concerned with the tax aspects of his
venture. This article will attempt to pinpoint, and perhaps answer, a
few of the tax problems connected with treasure hunting.

A treasure hunting venture can be organized in the same manner
as any other business activity. However, exploration ventures lend
themselves to more flexible structures than many other businesses, and
for this reason certain tax savings are available. That is, the organizers
have a choice between three different modes of operation, each with
its own peculiar advantages and each 'best adapted to a different factual
situation: (1) operation as private entrepreneurs; (2) operation as a
corporation; and (3) operation as a Subchapter S corporation. The
option to operate in the noncorporate form should be carefully exercised,
for such a determination bars the explorers from making effective use
of a corporation should they have a change of heart. We shall first
discuss the noncorporate amateur operation, and then turn our atten-
tion to the corporate form - especially the Western Hemisphere Trade
Corporation. Finally, the Subchapter S corporation - something of
a compromise between the other two - will be considered.

I. NONCORPORATE OPERATION

The entrepreneur who discovers or develops one of the treasures
of the sea naturally hopes to maximize 'his profits. Such maximization
will be greatly enhanced if any profits will receive capital gains treat-
ment, and capital gains treatment requires a bit of tax planning in the
formative stages of the venture. The capital gains provisions are among

t Member of the District of Columbia Bar. B.A., University of Notre Dame,
1960; LL.B., Georgetown University, 1963.

ft Member of the California, District of Columbia, and Virginia Bars. B.A.,
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the oldest in the Tax Code,' dating from the Revenue Act of 1864.2
Sadly, they also rank among the most confused and least satisfactory
of all sections.' This is due in no small part to the fact that the
statute represents a compromise between contradictory tax theories,4

coupled with an attempt to stimulate the investment sector of the
economy.5 It is unfortunate that greater attention was not given at
the outset to the economic theories upon which the capital gains provi-
sions rest. It is even more unfortunate that Congress in the formative

1. The capital gains provision first became a permanent part of the Code in
1921. Revenue Act of 1921, ch. 136, § 206, 42 Stat. 232.

2. Ch. 173, § 116, 13 Stat. 281 (1864). This enactment, by present standards,
was extremely crude providing only "that net profits realized by sales of real estate
purchased within the year for which income is estimated, shall be chargeable as
income. . . ." In 1867 the tax was extended to property purchased within two years.
Act of March 18, 1867, ch. 169, § 116, 14 Stat. 478. The 1867 Act was held constitu-
tional in Gray v. Darlington, 82 U.S. (15 Wall.) 63 (1872).

3. The Senate Minority Report, S. REP. No. 275, 67th Cong., 1st Sess. pt. 2,
at 6 (1921), in a sense anticipated this problem when it pronounced that the bill "is
wholly unsatisfactory from any standpoint. The country is bound to be dissatisfied .. "
See also Surrey, Definitional Problems in Capital Gains Taxation, 69 HARV. L. REv.
985, 987 (1956) :

[W]hen Congress in the Revenue Act of 1921 introduced the term "capital gain"
into our technical tax law and was therefore faced with the problem of defining
that term, it was embarking upon a journey through areas previously unexplored
in this country. When we turn from the beginning of that journey in 1921 and
pass over thirty-five years to arrive at the present definition in the Revenue Code
of 1954 we see that while Congress has added many maps and charts and much
elaborate equipment, it has not uncovered a clear and useful trail.

4. One theory urges Congress to tax capital gain at regular income rates. It is
argued that the individual receiving the gain is receiving the same amount of purchas-
ing power that he would receive from an equal amount of ordinary income. There-
fore, he should pay the same tax. This line of reasoning discounts any need to
stimulate investment by favorable tax treatment. The opposing theory demands that
no tax be placed on capital gain and that the government look solely to income, not
appreciation, for its revenue. In support of this position it must be remembered that
mere increase in the value of a security, however many times it may be transferred,
produces no economic gain. And these profits will be taxed, indirectly through the
increased income they will generate when reinvested, or directly through the estate tax.
KEYNEs, THE GENERAL THEORY or EMPLOYMENT INTEREST AND MONEY 212 (Har-
court, Brace ed. 1935) ; cf. Commissioner v. Brown, 380 U.S. 563, 581 (1965) (Harlan,
J., concurring). The present tax structure attempts to straddle both theories. Gain
is taxed at less than full rates - evidently with some thought of encouraging invest-
ment - and the income from the investment is taxed at full rates. Standing by itself
the theory is not without merit; however, once the purity of either system was
abandoned, Congress has found it easy to enact a series of special exceptions whereby
ordinary income will receive capital gains rates. A retreat to either of the two
primary theories would substantially simplify the entire structure.

5. H.R. REP. No. 350, 67th Cong., 1st Sess. 1, 10-11 (1921), indicates that
Congress gave some thought to the possibility that investment in capital assets would
be stimulated by taxing capital gains at less than full rates. As this was fourteen years
before Keynes came out with THE GENERAL THEORY or EMPLOYMENT INTEREST AND
MONEY and as Congress consistently increased rates during the depression - off-setting
its pump-priming efforts - a serious question is raised whether Congress actually was
aware of the full impact a tax-cut (especially one on capital gain) would have on the
investment sector of the economy. See generally PAUL, TAXATION IN THE UNITED
STATES 167 (1954). Serious consideration of the tax-structure vis-i-vis economy had
to wait until after the Second World War. See Joint Committee on the Economic
Report, Economics of Capital Gains in Taxation, in FEDERAL TAX POLICY FOR GROWTH
AND STABILITY, 84th Cong., 1st Sess. 367-419 (1955) ; Cf. INT. REv. CODE or 1954,
§§ 38(a), 46(a) (1) (7% tax credit for profits reinvested in the business) [references
to the 1954 Code will hereinafter be by section only].
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years shifted from one concept to another6 and now steadfastly refuses
to reassess these theories, preferring instead to add a special interest
provision here, tighten a restriction there, or alter the rates or the
holding period at almost every session.7 "Capital gain", as it is com-
monly called,8 results from the sale 'by a taxpayer of a capital asset9

other than property held "primarily for sale to customers in the ordi-
nary course of his trade or business."'" The simplicity of the definition
is deceptive; for even today, years after enactment, great uncertainty

6. In 1921 the House bill provided that all gain in excess of $29,000 would be
taxed at a flat rate of 12%2%. Amendments in the Senate required the taxpayer to
only include 40% of the gain in his income where it would be taxed at regular rates.
S. Doc. No. 73, 67th Cong., 1st Sess. 21-22 (1921). As enacted the statute was a
compromise. Capital gain (from property held over two years) was separated from
ordinary income and taxed at a flat rate of 12Y2%. Revenue Act of 1921, ch. 136,
§ 206, 42 Stat. 232.

The 1934 Act contained two new concepts. Embodied in the House Bill was
Secretary of the Treasury Morganthau's proposal that capital losses be set-off only
against capital gain. He complained that taxpayers were maximizing their positions
by realizing their losses in the first two years when they could be deducted from
ordinary income while delaying their gains in order that they would be taxed at the
capital gains rate. H.R. Rtp. No. 704, 73rd Cong., 2d Sess. 9-10 (1934). The House
Ways and Means Committee determined that the percentage of gain or loss to be
taken into account should vary with the length of time the asset was held. The
amount decreased in four steps from 100%, if held less than one year, to 40%, if held
for more than five. H.R. REP. No. 704, supra at 10. With two minor exceptions the
Senate agreed. It added a fifth bracket - 30% at ten years - and allowed the first
$2,000 of loss to be taken against ordinary income. S. RnP. No. 558, 73rd Cong., 2d
Sess. 12 (1934).

The House in 1938 attempted to refine the steps. It proposed that the amount
of gain required to be included in the taxpayer's net income fall 2% each month the
asset was held over a year until the seventy-sixth percentile was reached; at that
point the reduction dropped to 1% a month for the next three years. H.R. RE.
No. 1860, 75th Cong., 3d Sess. 8, 33-34 (1938). The Senate found this stepdown
provision too complicated and rejected the entire concept. It substituted a provision
similar to the one in existence today. The Senate version taxed all assets held over
eighteen months at one-half of the taxpayer's normal rate, not to exceed 15%. S. RtP.
No. 1567, 75th Cong., 3d Sess. 5-7, 19-22 (1938). In conference the inevitable com-
promise was reached. The final bill adopted the Senate holding period of eighteen
months; but a modified step scale was imposed: If the property was held for over
eighteen but less than twenty-four months, two-thirds of the gain would be included;
if it was held over twenty-four months only 50% was required to be added to net
income. In any event the capital gain would not be taxed at more than 30%. S. Doc.
No. 177, 75th Cong., 3d Sess. 14 (1938).

The final change was made in 1942. 50% of the gain was required to be in-
cluded in net income if the property was held for six months while the ceiling was
reduced from 30 to 25%. The justification for reducing the holding period was that six
months was adequate to divide the speculators from the investors. S. RP. No. 1631,
77th Cong., 2d Sess. 50 (1942).

7. It is periodically suggested by the ABA, the Treasury, or a Congressional
leader that the capital gains provision be modified. The President's 1963 tax message
was typical of many of these suggestions. He proposed that the percentage-inclusion
factor be lowered from 50 to 30% while the holding period was extended from six
months to one year. See H.R. 11629, 87th Cong., 2d Sess. (1962); H.R. 2721, 87th
Cong., 1st Sess. (1961) ; H.R. 9060, 86th Cong., 1st Sess. (1959). None of these bills
were enacted.

8. By this we mean long-term capital gain, § 1222(3), taxed at one-half of tax-
payers regular rate not to exceed 25%. §§ 1201(b), 1202.

9. Section 1221. Surrey believes that all property is to be treated as a capital
asset, unless specifically excluded. Surrey, Definitional Problems in Capital Gains
Taxation, 69 HARV. L. Rev. 985, 988 (1956).

10. Section 1221(1).
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cloaks almost every word in section 1221. Ultimately, judicial gloss
applied to the "trade or business" clause will determine the form the
venture ,takes and 'the moment of -sale.

Since the taxpayer who attempts to locate and recover a sunken
galleon can take out his profits only at the discovery stage, he is
more restricted than one who discovers and develops a mine. At
one time there was serious discussion based on the Tax Court's
Glenshaw Glass decision" that treasure trove would be exempt from
federal income taxation.'" Revenue Ruling 53-61" dashed this 'hope.
It provides that, "The finder of treasure-trove is in receipt of taxable
income, for Federal Income Tax purposes, to the extent of its value
in United States currency, for the taxable year in which -it is reduced
to undisputed possession." The Supreme Court then reversed Glen-
shaw Glass'4 and settled the question. However, as we will show, the
ruling does not necessarily mean that treasure trove (or other mineral
discoveries) is to be taxed at ordinary income rates - if held longer
than six months. More likely, it will be taxed at capital gains rates if
the taxpayer can qualify under one of two tests: (1) he must establish
that he is an amateur treasure hunter; or (2) he must establish that
he is not in the treasure-hunting business. As will appear, these two
tests are in reality the same.

In 1944 the Second Circuit, in Goldsmith v. Commissioner," re-
jected the argument that a playwright could receive capital gain when
he sold a play to Paramount Pictures on the ground that it was his
business to write and sell scripts. Scarcely two years later the Tax
Court, in Edward C. Myers," concluded that one not engaged in
developing patents primarily for sale to customers in the ordinary
course of his trade or business - the so-called amateur inventor - was
entitled to treat profits from the sale of a patent as capital gain. Within
the year the Commissioner acquiesed in this decision.' 7 Four years later
the Service had sobering afterthoughts;" but by then Congress had

11. 18 T.C. 860 (1952) ; see also Highland Farms Corp., 42 B.T.A. 1314 (1940).
12. Note, Taxation of Found Property and Other Windfalls, 20 U. CHi. L. Rev.

748 (1953).
13. 1953-1 Cum. BULL. 17, now Treas. Reg. § 1, 61-1 4 (a) (1957).
14. Commissioner v. Glenshaw Glass Co., 348 U.S. 426 (1955).
15. 143 F.2d 466, 467 (2d Cir.), cert. denied, 323 U.S. 774 (1944).
16. 6 T.C. 258, 266 (1946). Myers was followed by Hofferbert v. Briggs, 178

F.2d 743 (4th Cir. 1949) ; Thompson v. Johnson, 50-2 U.S. Tax Cas. 9428 (S.D.N.Y.
1950); Carl G. Dreymann, 11 T.C. 153, 162 (1948), nonacq., 1950-2 Cum. BULL. 5;
William Kelly, 6 CCH Tax Ct. Mem. 646 (1947) ; cf. Ernest L. Fisher, 7 CCH Tax
Ct. Mem. 286 (1948). For an excellent discussion of the effect of the Myers decision
see, United States v. Zacks, 375 U.S. 59, 62, 68-69 (1963).

17. 1946-1 Cum. BUL.. 3.
18. The Commissioner withdrew his acquiescence. 1950-1 CuM. BULL. 7.

[VOL. 12 : p. 469
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already accepted the amateur versus professional distinction as a valid
principle of taxation:

When a person is in the profession of writing books, or creating
other artistic works, his income from the sale of the products of
his work is taxed as ordinary income ...

If an amateur receives royalties on his book or other artistic
work, they are treated as ordinary income, but if 'he holds his
'book or other artistic work for 6 months . . . and then sells it
outright he can avail himself of a loophole which treats such a
sale as the sale of a capital asset, not held primarily for sale to
customers in the ordinary course of the taxpayers trade or busi-
ness. As a result the taxpayer receives long-term capital gain
treatment on the product of his personal effort.'9

By enacting what is now section 1221 (3)20 - specifically withdrawing
this privilege from all authors - Congress itself established the prin-
cipal that absent a statutory provision to the contrary, an amateur
who holds property which he created for longer than six months is
entitled to capital gains treatment. And in 1954 it reaffirmed this
principle while extending capital gains treatment to professional as
well as amateur inventors.2 Although -the Commissioner has in recent
years bitterly fought the amateur exemptions, the courts have stood
almost uniformly opposed to his position - with only the Supreme
Court at all sympathetic.2 The reasoning supporting the conclusion
that, absent statutory interference, an amateur inventor or writer is
entitled to capital gain is equally adaptable to a group of treasure
hunters.

Once the equation "amateur standing equals capital gains" is
established, emphasis shifts to drawing that thin line between the
amateur and the professional. Common sense tells us that our ex-
plorers cannot set up an exploring company and then claim to be
amateurs; but beyond this point, guidance must come from the copy-

19. S. Rp. No. 2375, 81st Cong., 2d Sess. 43-44 (1950).
20. Enacted in 1950 as § 117(j) (1) of the 1939 Code.
21. Section 1235(a) ; S. RZP. No. 1622, 83rd Cong., 2d Sess. 438-40 (1954). By

denying authors capital gains treatment while specifically extending it to inventors
Congress once again demonstrates, in a most telling manner, just how important
culture is to the American public. See Miller, Capital Gains Taxation of the Fruits
of Personal Effort: Before and under the 1954 Code, 64 YALEt L.J. 1, 10 (1954).

22. Cf. United States v. Zacks, 375 U.S. 59 (1963) ; see also United States v.
Midland-Ross Corp., 381 U.S. 54, 56-57 (1965) ; Commissioner v. Gillette Motor
Transp., Inc., 364 U.S. 130, 134-35 (1960) ; Corn Prods. Ref. Co. v. Commissioner,
350 U.S. 46, 52 (1955). One might ask why a part-time inventor should be accorded
capital gains treatment on the fruits of his labor while another person who "moon-
lights" in a drug store has his labors taxed as ordinary income. The answer defies
logic. It can only be put down as another of those inconsistencies surrounding the
capital gains provisions. See ALI, DEFINITIONAL PROBLEMS IN CAPITAL GAINS
TAXATION 438-39 (1960); Miller, Capital Gains Taxation of the Fruits of Personal
Effort: Before and under the 1954 Code, 64 YALn L.J. 1 n.1 (1954).
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right and patent cases. The decision most frequently cited in this regard
is Stern v. United States.23 While in the armed forces, Stern wrote a
novel, "Francis," The Talking Mule; the book was eventually made
into a movie, the profits from which became the subject of suit. Stern
claimed that they were capital gain; the Commissioner took the view
that they were ordinary income. Judge J. Skelley Wright held that
the case turned on whether Stern wrote the book as a hobby or as part
of his business, concluding:

[A] court should not be quick to put a man in business under
Section 117(a) simply because he has been successful in earning
extra income through a hobby or some other endeavor which
takes relatively small [sic] part of his time.

Here the taxpayer is a newspaper publisher and has been,
with the exclusion of the war years, actively directing newspapers
since 1938. Virtually his entire time has been given to that en-
deavor. As a hobby he has written a few short stories, some of
which have 'been productive of small amounts of income. On two
occasions he has written screen plays. He has created the charac-
ter Francis and written two novels about it. This literary work
has taken relatively little of his time. It was more or 'less a
relaxation from his principal employment. Under the circum-
stances, it can hardly be said that the taxpayer created "Francis"
to hold as "property held by the taxpayer primarily for sale to
customers in the ordinary course of his trade or business. 24

Judge Wright suggests that three factors are controlling: (1) the
principal business of the taxpayer; (2) the relative amount of time
spent on his hobby; and (3) the money previously earned from the
hobby. 25

Of course, in most instances, the taxpayer's principal business is
plainly evident; more often than not it i's his sole business. Thus, in
Herwig v. United States,26 the Court of Claims had no trouble finding
that Kathleen Winsor was a housewife and her husband a student when
she wrote Forever Amber. And in Miller v. United States, 27 the same
court found that a plaintiff during the years in question "had no
occupation except to tend his vegetable garden, 'harvest his hay, feed

23. 164 F. Supp. 847 (E.D. La. 1958), aff'd per curiam, 262 F.2d 957 (5th Cir.),
cert. denied, 359 U.S. 969 (1959).

24. Id. at 851.
25. Id. at 850-51.
26. 122 Ct. Cl. 493, 105 F. Supp. 384 (1952) ; cf. Rider v. Commissioner, 200

F.2d 524 (8th Cir. 1952) (math professor writing math books); Goldsmith v. Com-
missioner, 143 F.2d 466, 467 (2d Cir.), cert. denied, 323 U.S. 774 (1944) (self-
proclaimed playwright, even though he only wrote one play; thus produced ordinary
income when sold for a motion picture).

27. 339 F.2d 661 (Ct. Cl. 1964).

[VOL. 12 : p. 469
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and milk his cows, feed his neighbor's hogs, and do what was required
of him in connection with the sale of these lots. He was not a very
busy man. .... ,,28 But in many cases the taxpayer occupies himself
with several endeavors, and the court that attempts to separate his
various businesses is faced with a sticky task. Taxpayers have gen-
erally advocated the straightforward position that a man can have
only one business. If, for example, it is established that the taxpayer
is a dentist, he cannot then be in the realty business, and any profits
received from the subdivision of land he owns must be afforded
capital gains treatment. This approach has (if nothing else) the
merit of simplicity; but the courts over the past twenty-five years
seem to have gone out of their way to reject it.29

While the courts seem definitely to have disapproved the view that
a taxpayer can have only one business, they have been considerably
less definite in evolving standards by which to-segregate the taxpayer's
"principal" business or businesses. The result has been a series of
decisions exceedingly hard to reconcile. W. R. Stephens Co. v. Com-
missioner" involved a car dealer who, during World War II, used
twenty-eight automobiles for various business purposes, selling them
for nearly new-car prices shortly after V-J Day. The court found that
he held cars for two distinct purposes - for company use and for
sale; in effect he was in two businesses, and capital gains were denied.
Early in 1966 the Supreme Court handed down Malat v. Riddle."'
The taxpayer was a real estate developer who acquired a plot of land
with the intention of subdividing and selling it or developing it, de-
pending upon which course appeared to be the most profitable. As it
turned out the property was sold. The lower courts ruled that the
taxpayer had failed to establish that the property was not held pri-
marily for sale in the ordinary course of business. In support of this
decision the Government urged that the Supreme Court adopt the
reasoning promulgated by various circuits courts that "a purpose may
be 'primary' if it is a 'substantial' one."'3 2 In a per curiam opinion the
Court rejected this definition merely stating, "We hold that, as used
in § 1221 (1 ), 'primarily' means 'of first importance' or 'principally.' "83

28. Id. at 663.
29. Ackerman v. United States, 335 F.2d 521 (5th Cir. 1964) ; Snell v. Commis-

sioner, 97 F.2d 891, 892 (5th Cir. 1938); see also Thompson v. Commissioner, 322
F.2d 122 (5th Cir. 1963); Mathews v. Commissioner, 317 F.2d 360, 361 (6th Cir.
1963) ; Jerome S. Murray, 24 CCH Tax Ct. Mem. 762, 781 (1965).

30. 199 F.2d 665 (8th Cir. 1952).
31. 383 U.S. 569 (1966); see also Hollywood Baseball Ass'n v. Commissioner,

352 F.2d 350 (1965), vacated in light of Malat, 383 U.S. 824 (1966).
32. Id. at 571.
33. Id. at 572.

SPRING 1967]
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It would seem then that a rather large group of cases has been given
new standing. Margolis' v. Commissioner84 is typical. In Margolis
the taxpayer was a real estate dealer who subdivided and sold a plot
of land. As this purchase was considered incidental to his business
and for the avowed purpose of development of income property, capital
gains were allowed. In United States v. Hess 5 the same principle
was applied to compressed air cylinders. Finally, there is a line of
cases allowing funds received from the culling out of over-age animals
to 'be taxed at capital gains rates.8 6 It is hard to fathom out the
Supreme Court's reasoning or to grasp how the sale of culls - ac-
counting for perhaps twenty-five per cent of a farmer's income - can
be treated as separate from his business. Possibly the courts feel that
a money making -activity incidental to the principal endeavor merits
different treatment than an activity of the same magnitude entirely
divorced from the taxpayer's principal occupation. The rationale be-
hind such a distinction appears somewhat nebulous, at best. In fact,
it is entirely possible'that this line of reasoning may be inherent in
the background of Judge Wright's decision in the Stern case. Stern
was principally a publisher, but he was also a writer, and writing
several short stories, two screen plays and a novel could have been
deemed incidental to his true business - in which case the court would
be correct in allowing -him capital gains. However, if this rationale
forms any part of the decision in the Stern case, it remains completely
unverbalized.

The amount of time spent on the activity is 'by itself a poor test
of whether the taxpayer is engaging in a hobby or a business. As a
standard, it is unsound in theory; and in practice, establishing a cut-off
point beyond which the taxpayer can 'be' said to be operating a business,
rather than engaging in a hobby, is next to impossible. Indeed, the
somewhat related hobby-loss cases only mention this factor when the
taxpayer has spent full time on 'his hobby ;37 at that point it becomes an
indication that he is operating a business. Conversely, Judge Wright
speaks of a small or insignificant amount of time spent on the hobby;

34. 337 F.2d 1001 (9th Cir. 1964) accord, F. B. Tippins, Jr., 24 CCH Tax Ct.
Mein. 521 (1965) ; Hufford v. United States, 65-2 U.S. Tax Cas. 9765 (E.D.
Wash. 1965).

35. 341 F.2d 444 (10th Cir. 1965).

36. Cedarburg Fox Farms, Inc. v. United States, 283 F.2d 711 (7th Cir. 1960);
United States v. Bennett, 186 F.2d 407 (5th Cir. 1951) ; Albright v. United States,
173 F.2d 339 (8th Cir. 1949) ; Moore v. United States, 65-2 U.S. Tax Cas. 1 9695
(N.D. Miss. 1965); accord; Municipal Bond Corp. v. Commissioner, 341 F.2d 683,
687-88 (8th Cir. 1965) ; cf. Gotfredson v. Commissioner, 217 F.2d 673 (6th Cir. 1954),
cert. denied, 350 U.S. 846 (1955) ; Fox v. Commissioner, 198 F.2d 719 (4th Cir. 1952).

37. See notes 129 and 142 infra and accompanying text.

476 [VOL. 12 : p. 469
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taxed on their distributive shares of the corporation's profits when
earned, not when distributed. 2 ' Retained earnings, however, may not
be paid out (on a tax free basis) to any person not a shareholder during
the year in which they were earned. And a shareholder may not sell
his shares and then draw out the funds.' 2' Similarly, he may not
transfer undistributed dividends, for these are considered personal to
him and may not 'be drawn upon by another. 22 Moreover, if he sells
all his shares and then repurchases shares, he loses, but then regains
the right to receive tax-free distribution.'23 Nor are these require-
ments unreasonable; for any other provision would allow "treasure
hunters" to accumulate treasure at low bracket rates and then to sell
out to "high bracket" individuals, who would draw out the profits of
the venture.

B. Operating Losses

The real benefit to a "wildcatting" venture derives from the way
in which Subchapter S losses are treated. Operating losses are passed
directly on to the shareholders, where they may be deducted from the
current year's personal income. 124 If such loss exceeds the shareholder's
current taxable income, he may carry it back or forward,'25 in the same
manner as any other loss - the only limit being the shareholder's
adjusted basis plus any indebtedness the corporation may have -to him.12

However, losses are treated some what differently from earnings. Each
is personal and may not be transferred; but losses are calculated on a
day-to-day basis, 27 while earnings are adjusted at -the end of the
year. Thus, a shareholder selling loss stock on the thirtieth of De-
cember only transfers one day's loss, whereas the sale of profit stock
on the thirtieth passes all undistributed earnings for that year. This

120. Compare § 1373 (b) with § 702. Because of the similarity of these two sections
Subchapter S corporations are often referred to as "corporations taxed like partner-
ships."

121. Treas. Reg. § 1.1375-4(e) (1959).
122. Ibid. Even a decedent's estate may not take out undistributed profits tax-free.
123. Ibid. See Mickey & Wallick, Tax-Saving Plans under Subchapter S Now

More Reliable as Result of New Regulations, 10 J. TAXATION 268, 269-70 (1959).
124. Section 1374(a) ; Hulsey v. Campbell, 64-1 U.S. Tax Cas. 9144 (N.D. Tex.

1963); DuPont v. United States, 234 F. Supp. 681, 684 (D. Del. 1964), limits the
applicability of Subchapter S losses to corporations that carry on a trade or business.
It cannot be used to pass hobby losses on to shareholders.

125. Section 172(b) ; see Treas. Reg. § 1.704-1 (d) examples 2 & 3 (1956).
126. Sections 1374(c) (2), 1376(b) ; William H. Perry, 47 T.C. 159 (1966) ; John

E. Byrne, 45 T.C. 151 (1965), aff'd, 361 F.2d 939 (7th Cir. 1966) ; cf. Herbert Levy,
46 T.C. 531 (1966), requiring that the shareholders, in order to deduct the corporation's
operating loss in its final year of operation, be able to show that their stock had some
basis at the close of the corporation's final year. The concept of limiting losses to
adjusted basis plus debt was introduced as § 704(d) of the partnership provisions
during the 1954 re-write. It seems to only appear in Subchapters K and S.

127. Section 1374(c).
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difference in treatment reflects the Treasury's policy of preventing
"high bracket" taxpayers from capitalizing on the pass-through pro-
visions of the act, since taxing losses on a daily basis eliminates any
advantage attendant on purchasing the loss stock. Otherwise the stock,
with its built-in operating loss, could be sold to a "high bracket" tax-
payer in December and he in turn could resell to a third party in
January. Parenthetically, it might be noted that preventing the passage
of accumulated earnings is not a problem, for the "high bracket" man
attempts to do everything possible to avoid taking earnings into his
gross income, and a purchase of stock in December could only add to
his income, perhaps without even netting him a dividend. 2 '

Before a loss will be allowed, the taxpayer must show that it was
incurred in the operation of his "trade or business." Normally, this
presents no difficulty. However, losses from exploration or develop-
ment operations are peculiarly subject to attack as "hobby losses."
That -is, it -may be alleged that the taxpayer is not operating a business
but is merely pursuing a hobby (which he hopes the government will
indirectly subsidize). These cases are particularly difficult to decide,
since the line between an expensive hobby and an unprofitable business
may be a thin one indeed. As a result, such cases are usually decided
on their own individual facts; but the use of a corporate form - even
that of a Subchapter S corporation, and especially if endowed with
substantial capital - adds color to the claim that the taxpayers are
operating a business. 29

To determine whether they are dealing with a 'hobby or a business,
the older decisions looked to the taxpayer's intent or motive. If he
honestly believed he was conducting a business and expects to realize a
profit, even though the possibility of his doing so is slight, his losses
were deductible. Thus, Mrs. Doggett was allowed to deduct the cost
of promoting certain religious books, once she convinced the court that
she expected to net a 200 per cent profit when the books were sold.
Although it was improbable that she would sell many volumes, the
possibility was there, and this seemed to be enough.'8 0

128. Moore & Sorlien, Adventures in Subchapter S and Section 1244, 14 TAx L.
Rtv. 453, 468 (1959).

129. Compare DuPont v. United States, supra note 124, with Temple N. Joyce, 42
T.C. 628 (1964).

130. Doggett v. Burnet 65 F.2d 191 (D.C. Cir. 1933); accord, Tatt v. Commis-
sioner, 166 F.2d 697, 698 (5th Cir. 1948). However this is no guarantee of success for
there is a line of cases denying losses when they were incurred to promote the tax-
payer's personal, rather than business interests. John H. Amon, 7 CCH Tax Ct. Mem.
577 (1948), aff'd per curiam, 177 F.2d 513 (2d Cir. 1949) (purchase of a co-operative
apartment as a place in which to live not as an investment) ; James F. Curtis, 39
B.T.A. 366 (1939) (purchase of stock of land company as a condition to obtaining
membership in a golf club) ; cf. Albert G. Boesel, 11 CCH Tax Ct. Mem. 950 (1952).
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The courts soon realized that intent (at least in this area) is a
most elusive factor, and to cope with the problem certain guidelines
were developed. Some courts have looked to the taxpayer's principal
business to determine if his unprofitable activity is a hobby. Thus, in
W. Clark Wise,13

1 the taxpayer owned an automobile agency and lost
money on a harness racing stable. Similarly, in Coffey v. Commis-
sioner,"3 2 the taxpayer collected his profits from his mining activities
and .his losses from a small orange grove where he lived; operation of
the grove was held to be a hobby. In Hirsch v. Commissioner,"'3

taxpayer owned a cannery and lost money on a racetrack. 4 Other
courts, in what seems today to be the prevailing test, consider the
magnitude of the loss and the length of time over which it has been
suffered as one such guideline. Typical is White v. Commissioner,3 5

where the taxpayer operated a ballistics 'lab which, in the seventeen
years of its existence, lost substantial sums each year. The court
pointed out that in addition to the considerable losses over a pro-
longed period, "there was no evidence of any reasonable possibility of
the laboratory's ever generating gross income sufficient to offset its
expenses."' 36  DuPont v. United States,137 a recent and well-reasoned
case, rejected all of these tests. 8' Instead, the DuPont court applied
a substantive standard, taking into account all of the factors connected
with the taxpayer's operations.3 9 After considerable discussion, the
court seemed influenced most by two of these factors: (1) the taxpayer
would eventually realize a profit if he could develop his cattle herd,
and (2) in contrast to other gentlemen farmers, 4 ' he had no other
occupation.

Consequently, smaller operations, especially if conducted on a
seasonal basis, may have difficulty meeting the regular occupation test.

131. 16 CCH Tax Ct. Mem. 361 (1957), aff'd, 260 F.2d 354 (6th Cir. 1958).
132. 141 F.2d 204 (5th Cir. 1944) ; cf. Alfred M. Cox, 24 CCH Tax Ct. Mem. 23

(1965), aff'd per curiam, 354 F.2d 659 (3d Cir. 1966).
133. 315 F.2d 731 (9th Cir. 1963) ; cf. Commissioner v. Field, 67 F.2d 876, 877

(2d Cir. 1933).
134. 315 F.2d at 733-34. This case is colored somewhat by the fact that the invest-

ment was made in an attempt to prevent a prior investment from going sour.
135. 227 F.2d 779 (6th Cir. 1955), cert. denied, 351 U.S. 939 (1956) ; but see

Whitney v. Commissioner, 73 F.2d 589, 592 (3d Cir. 1934) ; Rowe B. Metcalf, 22 Tax
Ct. Mem. 1402 (1963).

136. 227 F.2d at 780; Hirsch v. Commissioner, 315 F.2d 731, 736 (9th Cir. 1963)
Coffey v. Commissioner, 141 F.2d 204, 205 (5th Cir. 1944) ; L. M. Lockhart, 43 T.C.
776 (1965) ; but see DuPont v. United States, 234 F. Supp. 681, 685 (D. Del. 1964) :
"A rule which would require that the profit motive dominate all other considerations
before one can carry on a trade or business within the meaning of the federal revenue
act is not a realistic test."

137. 234 F. Supp. 681 (D. Del. 1964).
138. Id. at 685.
139. Ibid.
140. Compare DuPont v. United States, 234 F. Supp. 681 (D. Del. 1964), with

Deering v. Blair, 23 F.2d 975 (D.C. Cir. 1928).
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The Commissioner may, not unreasonably, assert that the same tax
principles are applicable to a gentleman farmer and a part-time treas-
ure hunter. However, one qualification exists: If the firm declares its
loss - even though disallowed - and subsequently realizes a profit,

it should be allowed to deduct former operating losses from its current
profit. And it should be noted that while the courts are directly
concerned only with activities occurring in the tax year in question, they
will consider and be influenced 'by operations prior and subsequent to
those years. Thus, when Widener's stables realized substantial profits
due to stud fees in years following the ones actually in question, the
business loss was allowed,14' though only the year before Vanderbilt
had been denied a deduction in a very similar situation.' Of course,
substantial operations, employing full time personnel and involving
a large amount of risk capital, should be treated as any other similar
corporate venture would be. Should Sea Treasures earn initial profit
and then incur a loss while profits remain undistributed, the loss is
set off against ,the previously taxed undistributed income. And if
the election is terminated, undistributed earnings may only be taken
out tax-free after all pre-election earnings have been distributed. 44

Clearly, a corporation electing at the outset, rather than after a re-
covery has been made, need not 'be concerned with this problem. On
the contrary, if its shareholders withdrew their profits as earned, they
could not 'be locked-in and losses generally could be utilized.

One of the principal advantages of the Subchapter S corporation
has always been the treatment of capital gains. Section 1375 allows
long-term gains from the sale of property not held primarily for sale
in the ordinary course of trade or business 45 to be passed through to
the shareholders. 46 If we may refer back to our discussion of capital
gains it will be recalled that underwater prospecting carried on in the
corporate form may put the corporation into the treasure hunting
business, and a determination that the corporation is in such a busi-
ness will deprive its shareholders of capital gains treatment of the
proceeds resulting from the sale of any treasure they recover. How-
ever, one caveat must be noted: "If the Commissioner has previously

141. Commissioner v. Widener, 33 F.2d 833, 837 (3d Cir. 1929) ; cf. FTC v.
Consolidated Foods Corp., 380 U.S. 592, 598 (1965) (court looked to post-merger
activity to determine illegality of merger) ; Thompson v. Commissioner, 322 F.2d 122,
127-28 (5th Cir. 1963) (court looked to activities occurring prior to tax year in ques-
tion to determine taxpayer's business).

142. Deering v. Blair, 23 F.2d 975 (D.C. Cir. 1928).
143. Section 1375(d) (2) (B).
144. Treas. Reg. § 1.1375-4(a)-(b) (1960).
145. Section 1375(a)(1). Section 1221(a)(1) and Treas. Reg. § 1.1221-1(b)

(1957), further define this provision.
146. Section 1375(a) (1).
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ruled, in connection with hobby losses, that the corporation is not
engaged in the business of recovering treasure, he may be estopped
from now asserting the contrary. In any event, this problem does
not concern the mining or producing firm which sells its corporate
assets realizing capital gain at the corporate level, and, of course, it
is principally this type of organization which utilizes the Subehapter S
corporate form. Thus, shareholders, by filing a timely election, are
allowed to include capital gains in their income in the same manner
as 'if they, not the corporation, held title to the property sold. 4"

A recent amendment 48 added paragraph (e) to section 1375 and
alleviated the difficulty inherent in the requirement that gains must be
distributed in the year in which received. Previously, if a corporation
realized its gains early in the year and later in the same year suffered
losses, the capital gains were converted to ordinary income. More-
over, the corporation that waited until its books were closed had
difficulty distributing the proceeds before the end of the year, and
while closing the books early, or running a trial balance before the
year ended was acceptable for small firms, it became increasingly diffi-
cult as the firm grew. Paragraph (e) avoids this dilemma by allowing
a distribution made within seventy-five days after close of the corpo-
ration's taxable year to be treated as if made before the year had ended.
The only requirements are that the shareholders, at the close of the
year, maintain their positions until the distribution occurs, 49 and 'that
the distribution be pursuant to a board resolution. 5 ° This resolution
must be made in the year of sale, but it need only order that some of
the anticipated capital gain be distributed; the balance may be retained
for future distribution or may be reinvested.

Often a corporation, similar to Sea Treasures, would find itself
holding greatly appreciated capital assets. Rather than selling its prop-
erty, paying the corporate tax, and distributing the proceeds - taxed
in turn as dividends - it would elect, sell, then terminate. '' The
so-called "one-shot election" effectively eliminated one tax. In an

147. Capital gains are subject to the income averaging provisions. § 1302(a) (2)
see H.R. RnP. No. 749, 88th Cong., 2d Sess. 180 (1963), and Treas. Reg. § 1.1304-5(d)
(1966), for an example illustrating the mechanical application of the capital gains rule.
See also Goldberg, Income Averaging under the Revenue Act of 1964, 74 YALE L.J.
450, 479 (1965). Hrusoff, Election, Operation and Termination of a Subchapter S
Corporation, 11 VILL. L. REv. 1, 4 (1965).

148. 78 Stat. 19, 112, 26 U.S.C. 1371 (1964). See generally S. REP. No. 830, 88th
Cong., 2d Sess. 145-46 (1964).

149. Section 1375(e) (2).
150. Section 1375(e) (1).
151. The corporation may easily terminate, even if termination was imminent when

the election was made. § 1372(e) (1) ; Treas. Reg. § 1.1372-4(b) (3) (1960) ; Haupt-
man v. Director of Internal Revenue, 309 F.2d 62 (2d Cir. 1962), cert. denied, 372
U.S. 909 (1963). See also Patty, Qualification and Disqualification under Sub-
chapter S, N.Y.U. 18TH INST. ON FED. TAX 661, 682-83 (1960).
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attempt to restrict "one-shot elections" Congress early in 1966 enacted
remedial legislation. 152 A new section, 1378, was added to the Code.
This section is designed 'to impose a capital gains tax at the corporate
level if an election is undertaken merely to pass capital gain directly to
the shareholders. To insure that the bona fide Sub chapter S corpora-
tion was not taxed, a series of escape clauses were written into the
statute. At the outset any corporation filing an election within a month
after incorporation, 53 or any corporation having operated under Sub-
chapter S during the three years immediately preceding the sale,' is
outside section 1378. In addition the corporation must have taxable
income, including capital gain, of more than 25,000 dollars ;155 it must
have capital gain exceeding 25,000 dollars ;156 and finally, capital gain
must be greater than ordinary income. 5 7 If the Commissioner cannot
show that the corporation meets all four tests its entire gain is passed
through to the shareholders. Thus, a corporation reporting capital
gain of 750,00 dollars and ordinary income of 751,000 dollars, or one
with an 800,000 dollars gain offset by a 776,000 dollars operating loss
is exempt. 5 " Sea Treasures can easily qualify. Election before opera-
tions are begun - assuming it has been determined that the venture
should in fact operate a Subchapter S corporation - will turn the
trick.

152. H.R. RFp. No. 1238, 89th Cong., 2d Sess. 6-8 (1966); S. Rep. No. 1007,
89th Cong., 2d Sess. 6-7, 16-19 (1966).

153. Section 1378(c) (2).
154. Section 1378(c) (1).
155. Section 1378(a) (2).
156. Section 1378(a) (1).
157. Ibid.
158. For other examples see S. Rvp. No. 1007, 89th Cong., 2d Sess. 19 (1966).
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