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Finley v. Commissioner
255 F.2d 128 (10th Cir. 1958)
The federal income tax liability of the Finley family for the years 1943-1945 is here for
review. In No. 5734, the petitioner asserts that the Tax Court in holding that certain income was
that of a partnership composed of petitioner and J. Floyd Frazier although such income was paid
to their wives and children and in disallowing or reducing certain deductions claimed by the
partnership. This resulted in an increase in petitioner's distributive share of partnership income
and an additional income tax liability.
[*130] No. 5735 is a protective appeal by the Commissioner from a Tax Court decision
reducing the income of the respondent, the wife of the petitioner in No. 5734, by amounts [**2]
which that court held were income to the partnership rather than to her. The disposition of No.
5735 is dependent on the outcome in No. 5734.
Midwest Materials Company 1 was incorporated in 1935 to engage in general construction
work and to supply materials used in such work. The stock in Materials was owned 44 1/2
shares each by petitioner Finley and Frazier and 1 share by W. D. Shoemaker. On August 25,
1941, Finley gave to his wife, Jerline Dick Finley, the respondent in No. 5735, 43 1/2 shares of
Materials stock and Frazier transferred a like amount of that stock to his wife. Finley filed an
Oklahoma state gift tax return on this transaction. On August 27, 1941, the stockholders of
Materials adopted a resolution to liquidate the company. On August 30, 1941, the assets of
Materials were transferred to Mrs. Finley and Mrs. Frazier in return for their stock. Formal
dissolution of Materials was effected as of August 31, 1941.
On September 1, 1941, Finley and Frazier formed a partnership known as Midwest Materials
and Construction Company. 2 Construction took over and completed contracts of Materials. In
the words of witness Shoemaker, Construction 'carried right [**3] along in the construction
business.'
Beginning on September 1, 1941, Mrs. Finley and Mrs. Frazier, operating as partners under
the name Finley-Frazier Company, 3 engaged in the business of renting the construction
equipment acquired by them from Materials and of selling gravel. The Finley-Frazier accounts
were kept in the books of Construction by employees of Construction acting under the
supervision of Mr. Finley and Mr. Frazier. No bank account was maintained by Finley-Frazier.
Equipment rentals and gravel royalties from third parties were sometimes paid directly to Mrs.
Finley and Mrs. Frazier and sometimes to Construction. Construction charged the Finley-Frazier
account with payments made by it on behalf of Finley-Frazier. There was no written lease
covering the rented equipment and no formal invoices were rendered by Finley-Frazier.
Financial statements and Oklahoma State Highway Commission questionnaires filed by
Construction showed that Construction and Finley-Frazier were affiliated concerns and that the
equipment of Finley-Frazier was available to Construction on a rental basis.
In the period July 6, 1942, to December 31, 1943, a total of 19 trucks were [**4] transferred
to Robert Wesley Finley and Jacqueline Finley, the children of R. E. L. Finley and Jerline Dick

Finley, and to Jay Frazier, the son of the Fraziers. Part of the trucks were previously registered
in the name of Materials and the rest had been purchased by Construction for the account of
Finley-Frazier. In 1942 Robert Wesley Finley, then 20 years of age, was a student at the
University of Oklahoma. In 1943 he entered military service. Jacqueline Finley was 21 years of
age in 1942. The next year she married and accompanied her husband to his military post in
California. Jay Frazier was a full-time student at the University of Oklahoma in 1942 and 1943.
Construction maintained complete control over the use and maintenance of the trucks and paid
truck rentals to the registered owners.
Gravel producing properties were held by Mrs. Finley and Mrs. Frazier both under lease and
under legal title. Some of the leaseholds were among the assets distributed by Materials.
Construction obtained gravel from these properties and made gravel royalty payments to FinleyFrazier.
The Commissioner disregarded the Finley-Frazier partnership and added its [*131] income
[**5] for the years in question to the income of Construction. Also the Commissioner
disregarded the truck transfers to the Finley and Frazier children and increased the income of
Construction by the amount of the truck rentals paid. Deductions for rentals and gravel royalties
paid by Construction to Finley-Frazier or to the children were disallowed.
The Tax Court upheld the Commissioner, 4 saying on this phase of the case that:
'We have here nothing more than an attempt to shuffle income around within a family group.'
The Tax Court also sustained the Commissioner in his disallowance or reduction of certain
deductions claimed by Construction. These related to:
1. Salary payments to Robert Wesley Finley and Jay Frazier;
2. Promotion, travel, and entertainment expenses;
3. An item of claimed business expense which represented the purchase of whiskey; and
4. Payments to officials of Oklahoma County, Oklahoma.
The result was an increase in the taxable income of the petitioner in No. 5734 and a decrease
in the taxable income of his wife, the respondent in No. 5735. For the years in question the
additional taxes to Finley and the overpayments by his wife were as follows: [**6]
Year
R.E.L.Finley
Jerline Dick Finley
(additional tax)
(overpayment of tax)
1943
1944
1945

$ 48,556.10
22,335.15
12,868.47

$ 11,244.53
1,551.57
996.93

The Tax Court found that the transactions whereby Mrs. Finley and Mrs. Frazier obtained the
construction equipment and gravel properties of Materials and whereby the children obtained the
trucks were without substance and on the authority of W. H. Armston Co. v. Commissioner of
Internal Revenue, 5 Cir., 188 F.2d 531, held that they must be disregarded for tax purposes.
Income must be taxed to him who earns it. 5 In the application of the income tax laws the
government is not bound by refinements of legal title but may 'look at actualities' and 'disregard
the effect of the fiction.' 6 As has been said by the Supreme Court, 'the incidence of taxation
depends upon the substance of a transaction.' 7

These rules must here be applied to intra-family transactions. Such transactions are subject
to special scrutiny 8 so that income properly attributable to one economic unit is not split up
among several. 9
Mere membership in the immediate family, standing alone, [**7] is no ground [*132] for
disregarding for income tax purposes gifts of property made by a husband to his wife or a father
to his children. 10 The test is whether the gifts were made in good faith or were a sham for the
purpose of evading income tax. 11
This is not a family partnership case. The transactions took the form of gifts. Petitioner urges
that legal title to the construction equipment, the gravel properties, and the trucks passed to the
donees who were entitled to receive compensation for the use of the personal property and for
the production of gravel. The validity of this position depends upon the validity of the gifts so far
as income tax purposes are concerned.
In Visintainer v. Commissioner of Internal Revenue, supra, this court listed what are
ordinarily the essential elements of a completed and effective gift for income tax purposes. 12
Only two of these need mention here. There must be a clear and unmistakable intention on the
part of the donor to make the gift. The donor must do everything reasonably permitted by the
nature of the property and the circumstances of the transaction in parting with all the incidences
of ownership. [**8] The application of these tests in an income tax case really amounts to no
more than a determination of the question of good faith.
The record negates the claim of good faith. The stock in Materials was given to the wives
for the alleged reason that Finley desired to get out of the construction business. Materials had
four uncompleted construction contracts. These contracts instead of going to the wives in the
dissolution of Materials were taken over by Construction, the partnership formed by the
husbands, and were completed by Construction. Complete control and dominion over the
construction equipment and gravel properties was had and exercised by Construction. In the four
months immediately following the dissolution of Materials, Construction paid to the wives $
8,000 for equipment rental.
While the rule as announced in Visintainer is that possession of the subject of the gift by the
donor as manager does not affect the validity of the gift, here we have more than mere retention
of possession. Construction dealt with the equipment and the gravel properties as its own. There
were no arms-length dealings with the so-called owners of that property. Construction [**9]
used the property, rented it to third persons, maintained it, repaired it, and even replaced it.
Finley-Frazier, the partnership of the wives, had no office, no employees, no books, no bank
account, no telephone and no other of the usual indicia of a business concern. Mrs. Finley did
not know what assets she had received on the dissolution of Materials, who paid the bills
incurred in the operation of the equipment, whether there were any written leases covering the
use of the equipment, how the rentals were negotiated, or even how much time she devoted to
the enterprise. Mrs. Frazier was even more vague. Mr. Finley and Mr. Frazier, through their
partnership Construction, dealt with the property just as they had when they operated under the
corporate organization of Materials with the only exception that rentals and royalties were paid
to the wives.
The record contains no reason or justification for the gift of the trucks to the children. In fact
it is not entirely clear who gave them to the children. Absolutely the only thing the children had
to do with the trucks was to receive the rental income. Except for the payment of these rentals
Construction had and exercised [**10] all incidences of ownership over the trucks.

[*133] Counsel for petitioner argues that there could have been no intent to avoid income
taxes because the operations of Materials were unprofitable and no one could foresee that
economic conditions would rapidly change because of the entry of the United States in World
War II. We are concerned only with the substance of these transactions from a tax standpoint.
When income which would normally be received by a husband and father is distributed so that
substantial parts thereof are received by his wife and his children, there results a dilution of
income and a reduction of income taxes imposed on a graduated scale. The stability or
instability of economic conditions does not change the result.
The purity of intent of this taxpayer is besmirched by other aspects of this case. As will be
discussed later, he claimed deductions for salary, promotion, travel, and entertainment expense
that he could not substantiate by any records. He sought to deduct payments for whiskey
purchases contrary to Oklahoma law. He paid money to county officials to influence their
official conduct and claimed deductions in the amount of [**11] such payments.
The various transactions between Finley and Frazier on the one hand and their wives and
children on the other did not result in the creation of any new economic unit 13 and did not serve
any business purpose. 14 In the words of the Fifth Circuit, 15 all that we have here is 'an
arrangement for shoring up and expanding the family fortunes at the expense of the tax collector.'
The disallowed deductions remain to be considered. The first relates to salary payments to
Robert Wesley Finley and Jay Frazier, the sons of the partners in Construction. During the years
involved the Finley son was either a full-time university student or in the armed forces. The
Frazier boy was a full-time university student taking an accelerated course. As the Tax Court
found, there is some evidence that each of them did perform some work for Construction. The
evidence is vague as to hours of work, rates of pay and other details. No books or time sheets
were produced containing any record of work by either. Under such circumstances it is proper
for the Tax Court to make an approximation of the allowable deduction. 16 Where the situation
requiring an approximation is [**12] of the taxpayer's own making, an approximation by the
Tax Court will not be set aside on appeal unless it is shown to be clearly erroneous. 17 Here the
approximations were reasonable and were necessitated by taxpayer's failure of proof.
The next item relates to the allowance of only one-third of the amounts claimed to be
deductible as unreimbursed travel and entertainment expense. Here again the lack of records or
other substantiating evidence required an approximation. Under the circumstances the action of
the Tax Court was generous.
A business expense item of $ 652.50 representing purchase of whiskey for entertainment and
good will and an item of $ 1,484.50 representing payments to officials and employees of
Oklahoma County 'to influence such officials in the performance of their official duties' were
both disallowed. The petitioner in his brief merely says that the Tax Court 'did not make a fair
determination of these issues.'
[*134] As to the whiskey, the petitioner does not controvert the position of the
Commissioner that the purchases were made with an intent to violate Oklahoma law and were
illegal. 18 Also, there is no denial of the Commissioner's [**13] contention that the payments to
the county officials were to influence those individuals in the performance of their duties.
Section 23(a)(1)(A) of the 1939 Internal Revenue Code, 26 U.S.C.A. § 23(a)(1)(A) permits
the deduction of 'ordinary and necessary expenses paid or incurred during the taxable year in
carrying on any trade or business.' The whiskey purchases violated Oklahoma law. The
payments to the county officials to influence their conduct were, at the very least, against public
policy. An expense is not 'necessary' when there is a severe, immediate and direct frustration of

state policy. 19 It is too plain to deserve comment that the whiskey purchases and the influence
money were properly disallowed as business expenses.
In No. 5734 the decision of the Tax Court if affirmed.
The appeal of the Commissioner in No. 5735 is for protective purposes. It relates to the
action of the Tax Court in reducing the tax liability of Mrs. Finley because she paid taxes on
income which was held to be income of Construction in No. 5734. The Commissioner admits
that if the Tax Court is affirmed in No. 5734, the decision in No. 5735 is correct. While [**14]
the respondent in No. 5735 has moved to dismiss on account of procedural irregularities, the
disposition which we have made of No. 5734 makes it unnecessary to go into these matters. In
No. 5735 the motion to dismiss is denied and the decision of the Tax Court is affirmed.
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