
Income Tax-Treatment of Payments Required By Section 16(b) of the
Securities Exchange Act of 1934-Controversy Between the Tax Court
and Courts of Appeals. Cummings v. Commissioner, 60 T.C. 91 (1973),
affd on rehearing, 61 T.C. No. 1 (Oct. 2, 1973).

Nathan Cummings, a director and shareholder of Metro-Goldwyn-
Mayer, Inc. (MGM), sold 3,400 shares of his MGM stock and reported
a long-term capital gain' from the transaction on his 1961 income tax
return.' Cummings, the petitioner, subsequently repurchased a total of
3,000 shares of MGM stock at various intervals within six months of
the original sale.' Under section 16(b) of the Securities Exchange Act
of 1934, civil liability may lie for the sale and purchase or purchase and
sale by an officer, director, or 10 percent shareholder of any of his
privately owned equity security of the corporation within a six month
period.' As a result of these transactions, MGM was notified by the
Securities and Exchange Commission (SEC) that Cummings was in
possible violation of section 16(b) of the Securities Exchange Act of
1934. s MGM was also instructed that Cummings' potential liability to
the corporation' would have to be disclosed on MGM's proxy state-
ments7 unless Cummings paid the amount in full.' Cummings voluntar-

I. A long-term capital gain is the "gain from the sale or exchange of a capital asset held for
more than six months." INT. REV. CODE OF 1954, § 1222(3).

2. Cummings v. Commissioner, 60 T.C. 91, 92 (1973), affd on rehearing, 61 T.C. No. I
(Oct. 2, 1973).

3. Id.
4. Section 16(b) reads as follows:

For the purpose of preventing the unfair use of information which may have been
obtained by such beneficial owner, director or officer by reason of his relationship to
the issuer, any profit realized by him from any purchase and sale, or any sale and
purchase, of any equity security of such issuer (other than an exempted security) within
any period of less than six months, unless such security was acquired in good faith in
connection with a debt previously contracted, shall inure to and be recoverable by the
issuer, irrespective of any intention on the part of such beneficial owner, director or
officer in entering into such transaction of holding the security purchased or of not
repurchasing the security sold for a period exceeding six months.

Securities Exchange Act of 1934 § 16(b), 15 U.S.C. § 78p(b) (1970).
5. Cummings v. Commissioner, 60 T.C. 91, 92 (1973), aff d on rehearing. 61 T.C. No. I

(Oct. 2, 1973).
6. The amount of profit that an "insider"-director, officer, or 10 percent shareholder

-realizes from his "short-swing" dealings-purchase-sale or sale-purchase within a six month
period-must be paid to the corporation. Securities Exchange Act of 1934 § 16(b), 15 U.S.C.
§ 78p(b) (1970).

7. A "proxy" refers to the authority that a shareholder gives to another to vote for him at
the shareholders' meeting. A "proxy statement" is the instrument or paper which is evidence of
the authority to vote for another. H.W. BALLANTINE, CORPORATIONS 407 (1946). If an officer or
director is in debt to the corporation, the fact of the indebtedness must be disclosed on the proxy
statements. L. Loss, 11 SECURITIES REGULATION 1043-44 (1961).

8. Cummings v. Commissioner, 60 T.C. 91, 92 (1973), affd on rehearing. 61 T.C. No. I
(Oct. 2, 1973).
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ily paid MGM the alleged liability to prevent injury to his business
reputation and to prevent delay of the proxy statements.' He subse-
quently deducted the amount of the payment as an ordinary loss' on
his 1962 tax return." The Commissioner claimed that the payment was
a long-term capital loss,'" disallowed the deduction, and assessed a defi-
ciency in Cummings' 1962 tax return." The Tax Court, however, held
for the taxpayer." The Commissioner's motion for a rehearing was
granted, and the Tax Court, in Cummings v. Commissioner,5 held that
when an individual, pursuant to notification of potential violation of
section 16(b), pays an amount to a corporation to prevent injury to his
business reputation and position as officer or director of that corpora-
tion, the amount paid is deductible as an ordinary and necessary busi-
ness expense under section 162(a) 6 of the Internal Revenue Code of
1954.17

The Tax Court reasoned in Cummings, as it had in two prior

9. Id. at 93.
10. The taxpayer desired the classification of the expense or loss as "ordinary" because it

would reduce ordinary income directly as an itemized deduction. INT. REV. CODE OF 1954, §§ 161,
162(a), 165.

II. 60 T.C. at 93.
12. A long-term capital loss is "a loss from the sale or exchange of a capital asset held for

more than six months." INT. REV. CODE OF 1954, § 1222(4). The characterization of the loss as
capital results in higher tax liability to the taxpayer because rather than being directly offset against
ordinary income, the loss is netted with other capital gains and losses and the total deduction is
limited. INT. REV. CODE OF 1954, § 1211(b).

13. 60 T.C. at 93.
14. Cummings v. Commissioner, 60 T.C. 91 (1973), affd on rehearing, 61 T.C. No. 1 (Oct.

2, 1973).
15. Id.
16. INT. REV. CODE OF 1954, § 162(a), reads as follows:

(a) IN GENERAL-There shall be allowed as a deduction all the ordinary and
necessary expenses paid or incurred during the taxable year in carrying on any trade or
business, including-

(I) a reasonable allowance for salaries or other compensation for per-
sonal services actually rendered:

(2) traveling expenses (including amounts expended for meals and lodg-
ing other than amounts which are lavish or extravagant under the circumstan-
ces) while away from home in the pursuit of a trade or business:

(3) rentals or other payments required to be made as a condition to the
continued use or possession, for purposes of the trade or business, of property
to which the taxpayer has not taken or is not taking title or in which he has
no equity.

17. Cummings v. Commissioner, 60 T.C. 91 (1973), affd on rehearing, 61 T.C. No. I (Oct.
2, 1973).
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decisions, 8 that the facts giving rise to the section 16(b) payment ful-
filled the requirements of section 162(a) as a deductible business ex-
pense.'" Cummings was in the trade or business of being a director of
MGM."' The obligation to make the payment arose out of his trade or
business.2" The payment was made not because it was required by law,
but to protect his business reputation and to prevent delay of the proxy
statement. 2 These factors satisfied the court that treatment of the pay-
ment as an ordinary and necessary business expense was proper.

Cummings v. Commissioner 3 is the latest in a series of decisions
in a controversy currently raging between the Tax Court and the courts
of appeals.24 The Cummings decision marked the third time that the Tax
Court had declined to follow a court of appeals on the question of tax
treatment of section 16(b) payments.25 The Tax Court has taken the

18. Anderson v. Commissioner, 56 T.C. 1370 (1971), rev'd. 480 F.2d 1304 (7th Cir. 1973);
Mitchell v. Commissioner, 52 T.C. 170 (1969), rev'd, 428 F.2d 259 (6th Cir, 1970), cert. denied,
401 U.S. 909 (1971).

19. 61 T.C. No. I (Oct. 2, 1973).
20. Id.
21. Id.
22. Id.
23. 60 T.C. 91 (1973), affd on rehearing. 61 T.C. No. I (Oct. 2, 1973).
24. Mitchell v. Commissioner, 52 T.C. 170 (1969), rev'd. 428 F.2d 259 (6th Cir. 1970), cert.

denied, 401 US. 909 (1971), was the decision that set the stage for the divergence of opinion
between the two courts. The Tax Court granted Mitchell a section 162(a) deduction for his section
16(b) payment. On appeal, however, the Sixth Circuit reversed the Tax Court, denied Mitchell the
deduction, and the controversy came to life. The Tax Court then insured a continued controversy
in Anderson v. Commissioner. 56 T.C. 1370 (1971), rev'd, 480 F.2d 1304 (7th Cir. 1973), when it
granted the taxpayer a deduction for his section 16(b) payment. Before the Anderson case could
be heard on appeal, the Tax Court rendered its decision in Cummings v. Commissioner, in which
it again granted the section 162(a) deduction. The Seventh Circuit then reversed the Tax Court's
Anderson decision on appeal, and denied the ordinary deduction for the section 16(b) payment,
characterizing it as a capital loss. The Commissioner, thinking that the Seventh Circuit's reversal
of the Anderson decision would convince the Tax Court of the error of its ways, moved for a Tax
Court rehearing of its Cummings opinion and requested that the prior decision be vacated. The
Tax Court declined to vacate its decision and indeed reaffirmed it on rehearing.

25. The Tax Court is not a member of the Judicial Branch of the government. Prior to 1969,
its name was the Tax Court of the United States and it was a member of the Executive Branch.
INT. REV. CODE OF 1954, § 7441, ch. 736, 68A Stat. 879, as amended. 26 U.S.C. § 7441 (1970).
The Tax Reform Act of 1969 shifted what then became known as the United States Tax Court to
the Congressional Branch. Tax Reform Act of 1969 § 951, 26 U.S.C. § 7441 (1970). As such, it
is not bound by the decisions of the courts of appeals, but only the Supreme Court. The Tax Court
decided that in the interest of efficient judicial administration it would "follow a Court of Appeals
decision which is squarely in point where appeal from our decision lies to that Court of Appeals
and to that court alone." Golsen v. Commissioner, 54 T.C. 742, 757 (1970). Since the appeal in
Cummings will be to the Second Circuit, see note 80, infra, the Tax Court did not feel bound by
the decisions of the Sixth and Seventh Circuits. For a discussion of the situation before Golsen,
see Comment, Heresy in the Hierarchy: Tax Court Rejection of Court of Appeals Precedents, 57
COLUM. L. REV. 717 (1957); Note, Controversy Between the Tax Court and Courts of Appeals: Is
the Tax Court Bound by the Precedent of Its Reviewing Court?. 7 DUKE L.J. 45 (1957).
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position that the deduction should be granted because the taxpayer has
met the requirements of section 162(a) of the Internal Revenue Code.26

The Sixth and Seventh Circuits, however, maintain that the section
16(b) payment should be treated as a long-term capital loss. 7

The courts of appeals contend that the taxpayer's business purpose
for making the section 1 6(b) payment is irrelevant in light of the applica-
tion of two cases: Arrowsmith v. Commissioner,"5 and United States v.
Skelly Oil Co.2" Arrowsmith holds that when transactions which are
integrally related occur in different years, the nature and tax treatment
of the first transaction will determine the nature and tax treatment of
the second transaction" The Sixth Circuit adopted this analysis in
Mitchell v. Commissioner3' and reasoned that the obligation to make
the section 16(b) payment would not have arisen if not for the taxpayer's
sale of stock, the gains from which were given capital treatment."
Thus, the section 16(b) payment was integrally related to the sale of
stock and should be given capital treatment also.33 Skelly Oil cited
Arrowsmith and denied a subsequent deduction from ordinary income
for repayment of income that had been taxed at capital rates. 4 The
court stated that the rationale behind the denial of the deduction is that:

if money was taxed at a special lower rates when received, the tax-
payer would be accorded an unfair tax windfall if repayments were
generally deductible from receipts taxable at the higher rate applicable
to ordinary income.31

26. Cummings v. Commissioner, 60 T.C. 91 (1973), affd on rehearing, 61 T.C. No. I (Oct.
2. 1973): Anderson v. Commissioner, 56 T.C. 1370 (1971), rev'd, 480 F.2d 1304 (7th Cir. 1973);
Mitchell v. Commissioner, 52 T.C. 170 (1969), rev'd, 428 F.2d 259 (6th Cir. 1970), cert. denied,
401 U.S. 909 (1971); Marks v. Commissioner, 27 T.C. 464 (1956).

27. Anderson v. Commissioner, 480 F.2d 1304, 1307 (7th Cir. 1973); Mitchell v. Commis-
sioner, 428 F.2d 259, 262 (6th Cir, 1970), cert. denied, 401 U.S. 909 (1971).

28. 344 U.S. 6 (1952).
29. 394 U.S. 678 (1969).
30. 344 U.S. 6 (1952).
31. 428 F.2d 259 (6th Cir. 1970), cert. denied, 401 U.S. 909 (1971).
32. Mitchell v. Commissioner, 428 F.2d 259, 264 (6th Cir. 1970), cert. denied, 401 U.S. 909

(1971).
33. Id.
34. 394 U.S. 678, 685 (1969).
35. The statement that the money is taxed at a "lower rate" can be explained as follows. If

the total amount were included in ordinary income, the taxpayer would be taxed according to the
rate in the bracket corresponding to that amount. When the amount is reduced by the oil depletion

allowance (facts particular to the Skelly Oil case), the resulting smaller amount corresponds to a
lower bracket, and thus, a lower rate.

36. 394 U.S. 678, 685 (1969).
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In Mitchell the Sixth Circuit applied the Skelly Oil rationale to the
section 16(b) payment. The court concluded that because the gain on
the stock transactions had been subject to capital treatment and thus
taxed at a lower effective rate, the taxpayer should not be allowed to
deduct the section 16(b) payment from ordinary income which is taxed
at the full rate. 7 In Anderson v. Commissioner" the Seventh Circuit
reiterated these arguments 9 and added that to allow a deduction for a
section 16(b) payment would frustrate the purpose of the section by
allowing the insider to profit from his dealings by means of a double
deduction.40

The Tax Court had previously contended that Arrowsmith and
Skelly Oil were not applicable because no integral relationship existed
between the sale of stock and the section 16(b) payment.4 The Sixth
Circuit had maintained in Mitchell that "Except for the sale of stock
. . .which resulted in a long-term capital gain, the alleged violation of
section 16(b) and the payment . . .would never have occurred."4 But
the Tax Court had already refuted this line of reasoning by pointing out
that there could be no integral relationship between the section 16(b)
payment and the sale of stock because no securities law consequences
resulted from the sale.43 The sale had to be followed by a purchase
within six months before there could be a violation of section 16(b). If
there was an integral relationship, it existed between the payment and
the sale-purchase occurrence, the dual transaction that gave rise to
section 16(b) liability.44 But the dual transaction that has meaning for
purposes of tax law is the purchase-sale, not the sale-purchase.45 Since
the problem concerns the application of tax law, the sale-purchase oc-
currence has no significance." Thus, the court contended, there is no

37. 428 F.2d 259, 263 (6th Cir. 1970), cert. denied. 401 U.S. 909 (1971).
38. 480 F.2d 1304 (7th Cir. 1973).
39. Id. at 1306-07.
40. Id. at 1308. When the court states that to allow the section 162(a) deduction would result

in a "double deduction," it means that an ordinary deduction for the section 16(b) payment would
reduce ordinary income by an amount greater than the taxpayer had to increase his ordinary
income due to capital gains treatment on his sale of stock. This reasoning is somewhat misguided
in the sense that if there is a sale-purchase sequence giving rise to liability, the amount of the capital
gain and the amount of the section 16(b) payment will not be the same. See note 67, infra.

41. Anderson v. Commissioner, 56 T.C. 1370, 1375 (1971), rev'd, 480 F.2d 1304 (7th Cir.
1973).

42. 428 F.2d 259, 264 (6th Cir. 1970), cert. denied, 401 U.S. 909 (1971).
43. Mitchell v. Commissioner, 52 T.C. 170, 174 (1969), rev'd. 428 F.2d 259 (6th Cir. 1970),

cert. denied, 401 U.S. 909 (1971).
44. Id.
45. Id.
46. Id.
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relationship for tax purposes between the sale of stock and the section
16(b) payment.47

The Cummings court found the lack of an integral relationship
between the payment and the sale of stock because the transactions were
not performed by the taxpayer in the same capacity.48 The dealings in
stock were made in the capacity of an investor, while the section 16(b)
payment was made in the capacity of an employee of the corporation.4"
In Arrowsmith and Skelly Oil the taxpayer had acted in the same
capacity in both transactions.50 The cases are thus distinguishable
through such an analysis of the capacities in which the taxpayer acted.
This analysis, although not found to be persuasive by the appellate
courts,"' is a common procedure in tax law. The Supreme Court, in
United States v. Generes,52 indicated that when a question arises per-
taining to the activity of an individual who is both an employee and
shareholder, it is necessary to determine the capacity in which he acts.5"
The Tax Court relied on Generes to justify the use of its bifurcation-of-
status analysis that renders Arrowsmith and Skelly Oil inapplicable. 4

The Cummings court also refuted the Seventh Circuit's conclusion
that the deduction could not be granted because to do so would frustrate
the purpose of section 16(b) in violation of public policy," a result that

47. Id. at 175.
48. 61 T.C. No. I (Oct. 2, 1973).
49. Id.
50. Id.
51. Anderson v. Commissioner, 480 F.2d 1304, 1308 (7th Cir. 1973).
52. 405 U.S. 93 (1972).
53. Id. at 100-01.
54. 61 T.C. No. I (Oct. 2, 1973).
55. This argument by the Seventh Circuit can be refuted by better reasons than those stated

by the Tax Court. The purpose of section 16(b) is to prevent insiders from profitable use of inside
information for private short-swing speculation. N. Darrell, The Tax Treatment of Payments
Under Section 16(b) of the Securities Exchange Act of 1934, 64 HARV. L. REV. 80, 90 (1950). The
Seventh Circuit reasoned that if a deduction from ordinary income was granted, the insider would
profit in the sense of a double deduction. This would frustrate the purpose of section 16(b) in
violation of public policy. Deductions in violation of public policy should not be granted, according
to Tank Truck Rentals v. Commissioner, 356 U.S. 30, 33-34 (1958). Tank Truck involved a
criminal sanction, a fine for overloaded trucks. Section 16(b), however, is not a criminal statute,
and insider's trading is not unlawful. HOUSE COMM. ON INTERSTATE AND FOREIGN COMMERCE,
REPORT OF THE SECURITIES AND EXCHANGE COMMISSION OF PROPOSAL FOR AMENDMENTS TO THE

SECURITIES ACT OF 1933 AND THE SECURITIES EXCHANGE ACT OF 1934, H.R. Doc., 77th Cong.,
Ist Sess. 38 (1941). Nor is the sanction penal in nature. N. Darrell, The Tax Treatment of
Payments Under Section 16(b) of the Securities Exchange Act of1934, 64 HARV. L. REV. 80, 91
(1950). Additionally, such reasoning as that of the Seventh Circuit had previously been discarded
in Marks v. Commissioner, 27 T.C. 464 (1956): Rev. Rul. 115, 1961-1 CUM. BULL. 46. The Tank
Truck holding with respect to criminal penalties, however, has been recognized by Congress and
codified. INT. REV. CODE OF 1954, § 162(0. See Taggart, Fines, Penalties. Bribes, and Damage
Payments and Recoveries, 25 TAX L. REV. 611 (1970).
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is to be avoided according to Tank Truck Rentals v. Commissioner.5"
The Tax Court pointed out that there had been no proven violation of
section 16(b), only an allegation of violation. 57 Because the payment is
not a penalty as such, and because no violation had been proven, Tank
Truck was held inapplicable."

A solution to the problem of correct tax treatment of section 16(b)
payments has not been adequately provided by either of the two sets of
courts. Confusion has resulted from the application of a mixture of tax
principles with securities law principles, improper application of tax
law, and the atmosphere of "feud" that has developed between the
courts.

The Tax Court held that the section 16(b) payment should be char-
acterized as an ordinary and necessary business expense. 5 "Necessary"
has been interpreted as meaning "appropriate and helpful" in the judg-
ment of the taxpayer; 0 the section 16(b) payment meets that require-
ment. On the other hand, the term "ordinary" is applied to distinguish
expenses that should be currently deductible from those that more
closely resemble a capital expenditure."' Liability for the section 16(b)
payment is incurred in the acquisition of a capital asset. As such, it
closely resembles an additional cost of acquiring the stock and not a
currently deductible business expense. Additionally, the expenditure
must be one that has a business origin to qualify as a section 162(a)
deduction."2 "The origin and character of the claim with respect to
which an expense was incurred"6 determines if the expense is a busi-
ness expense. 4 The necessity for making the section 16(b) payment has
its genesis in the stock transactions of the taxpayer. The claim does not
originate in the business activities of the taxpayer even though his status
as a corporate director was necessary for violation of section 16(b). The
personal investment activities of the taxpayer, taken in conjunction with
the status as corporate director, resulted in section 16(b) liability. Thus,
"the origin and character of the claim with respect to which an expense

56. 356 U.S. 30 (1958).
57. 61 T.C. No. 1 (Oct. 2, 1973).
58. Id.
59. 60 T.C. 91 (1973). affd on rehearing, 61 T.C. No. I (Oct. 2, 1973).
60. Welch v. Helvering, 290 U.S. III. 113 (1933). There does not have to be a legal obliga-

tion to make a payment for the payment to qualify as "necessary." Old Town Corporation v.
Commissioner, 37 T.C. 845 (1962): Pepper v. Commissioner, 36 T.C. 886 (1961).

61. Commissioner v. Tellier, 383 U.S. 687, 689-90 (1966).
62. United States v. Gilmore, 372 U.S. 39, 45 (1963).
63. Id. at 49.
64. Id.

19741
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was incurred" 5 was the taxpayer's personal security investment activi-
ties. The expense did not have a business origin and is thus not deducti-
ble as a section 162(a) ordinary and necessary business expense. The
conclusion of the Tax Court is thus not consistent with the application
of basic principles of tax law.

The conclusion of the courts of appeals must also be characterized
as inconsistent with the application of principles of tax law. The courts
of appeals, applying the doctrine of Arrowsmith, have maintained that
the section 16(b) payment is integrally related to the sale of stock and
should be treated as a long-term capital loss.6 Such a characterization
indicates not only a failure on the part of the Sixth and Seventh Circuits
to analyze realistically the transactions involved, but it also indicates an
application of securities law in conjunction with tax law. The section
16(b) payment, in a sale-purchase situation, is in no way integrally
related to the sale of stock because when the sale occurred, nothing of
section 16(b) significance occurred. 7 The section 16(b) payment does
not even represent a portion of the proceeds of the sale6" as the Seventh
Circuit contended in Anderson.69 The amount of the section 16(b) pay-
ment is computed with relation to the sale-purchase sequence.70 The
proceeds of the sale were computed for tax purposes with relation to the
previous purchase of the stock-a purchase-sale sequence. 7 The fact
that a sale of stock occurred is relevant for computation of gain or loss
under the tax laws, but in the absence of a purchase of the same stock
within the preceding six months it means nothing in securities law.

The courts of appeals have tried to characterize the section 16(b)
payment for tax purposes in a way that emphasizes securities law but

65. Id.
66. Cases cited note 26, supra.
67. A dual transaction, purchase-sale or sale-purchase, is required for purposes of section

16(b). Securities Exchange Act of 1934 § 16(b), 15 U.S.C. § 78p(b) (1970).
68. The profit of the sale is computed for tax purposes by subtracting the basis from the

amount realized. INT. REV. CODE OF 1954, § 1001(a). Profit for section 16(b) purposes is computed
by subtracting the lowest purchase price from the highest selling price, the next lowest from the
next highest, and so on, and then adding those differences. Smolowe v. Delendo Corp., 136 F.2d
231 (2d Cir. 1943), cert. denied, 320 U.S. 751 (1943); Cook & Feldman, Insider Trading Under
the Securities Exchange Act, 66 HARV. L. REV. 612, 614 (1953). The two computations are in no
way related. Indeed, there can be a section 16(b) payment required when the taxpayer has actually
sustained a loss for tax purposes. Assume a basis of $25, a sale for $20, with a subsequent purchase
for $10 within a six month period. The result is a loss of $5 ($25-$20), but a section 16(b) profit of
$10 ($20-$10). L. Lokken, Tax Significance of Payments in Satisfaction of Liabilities Arising Under
Section 16(b) of the Securities Exchange Act of 1934, 4 GA. L. REV. 298, 310 (1970).

69. 480 F.2d at 1307.
70. Note 67, supra.
71. Id.
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ignores the provisions of the Internal Revenue Code. They have held
that the integral relationship between the section 16(b) payment and the
sale of the stock necessitated treatment of the payment as a long-term
capital loss. 72 A long-term capital loss is defined as "a loss from the sale
or exchange of a capital asset held for more than six months.""3 The
taxpayer in Cummings, however, realized a long-term capital gain, not
a loss, when he sold the stock.74 Since the payment cannot relate back
to the sale, the purchase is the event with which the payment is integrally
related. But long-term capital loss treatment is still not justified because
the purchase of stock is not a "sale or exchange" as required by section
1222(4) of the Internal Revenue Code. The characterization of the sec-
tion. 16(b) payment as a long-term capital loss is therefore inconsistent
with specific provisions of the Internal Revenue Code. The obvious need
is for an analysis of section 16(b) transactions which will result in a
characterization of the payment that reflects consistent application of
tax law.

In a sale-purchase situation, the taxpayer fulfills the final require-
ment for violation of section 16(b) when he makes the purchase of the
stock.15 The purchase is thus the critical event in the series of transac-
tions giving rise to the liability. The section 16(b) payment was incurred
by the taxpayer in the purchase of stock. Because the payment thus
represents an additional expense incurred in the acquisition of capital
assets, it should be capitalized rather than being currently deductible.
The proper procedure is an adjustment to the taxpayer's cost basis in
the stock76 through application of section 1016(a)(1) of the Internal
Revenue Code.77 The section 16(b) payment would be added to the

72. Cases cited note 26, supra.
73. INT. REV. CODE OF 1954, § 1222(4).
74. 60 T.C. 91,92 (1973), affd on rehearing, 61 T.C. No. I (Oct. 2, 1973).

75. Cummings had fulfilled every other requirement except for the purchase when it was
made. He was a director, and had made a sale of the stock within the six months preceding the
purchase. 60 T.C. 91, 92 (1973), aff'd on rehearing. 61 T.C. No. 1 (Oct. 2, 1973). All the elements
of section 16(b) liability were thus met. Securities Exchange Act of 1934 § 16(b), 15 U.S.C.
§ 78p(b) (1970).

76. Cummings v. Commissioner, 60 T.C. 91 (1973), affd on rehearing, 61 T.C. No. I (Oct.
2, 1973) (Drennan, dissenting). For discussions of the adjustment to basis treatment, see Cook &

Feldman, Insider Trading Under the Securities Exchange Act, 66 HARV. L. REV. 612, 616 (1953);
L. Lokken, Tax Significance of Payments in Satisfaction of Liabilities Arising Under Section 16(b)
of the Securities Exchange Act of 1934, 4 GA. L. REV. 298, 310-11 (1970).

77. Section 1016(a)(1) reads as follows:
(a) GENERAL RULE.-Proper adjustment in respect of the property shall in all
cases be made-

(I) for expenditures, receipts, losses, or other items, properly chargeable to capital
account, but no such adjustment shall be made-. ..

19741
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purchase price of the stock much in the same way that stockbrokers'
fees are.7" When the stock is subsequently sold, the loss on the sale, if
there is one, will be properly characterized as a long-term capital loss.79

The taxpayer would not receive a "double deduction," as the courts of
appeals put it. And such treatment does not exemplify flagrant disre-
gard for specific provisions of the Internal Revenue Code. Treatment
of the section 16(b) payment resulting from a sale-purchase" as a sec-
tion 1016(a)(l) adjustment to basis thus reflects consistent application
of principles of tax law.

The Second Circuit will hear the Cummings appeal.8" It should hold
that since the section 16(b) payment was triggered by the purchase of a
capital asset, it represents an additional cost of acquiring the asset and
should be treated as a section 1016(a)(1) adjustment to basis. The Sec-
ond Circuit can thus eliminate the confusion that has resulted from the
disagreement between the Tax Court and the Sixth and Seventh Circuits
and demonstrate a consistent application of tax law as an example for
the other courts to follow.

E. Link Beck

INT. REV. CODE OF 1954, § 1016(a)(1).
78. Helvering v. Winmill, 305 U.S. 79 (1938); Treas. Reg. § 1.263(a)-2(e) (1973).

79. INT. REV. CODE OF 1954, § 1222(4). As a capital loss, it first would be netted with other

gains or losses from capital transactions of the taxpayer during the year. INT. REV. CODE OF 1954,

§ 1211(b). The total amount of loss deducted from ordinary income will be limited to $1000 in any

given year. INT. REV. CODE OF 1954, § 1211(b)(1)(B). A portion of the loss may be carried over

into the following year if certain requirements are met. INT. REV. CODE OF 1954, § 1212(b).

80. If the section 16(b) payment should result from a purchase-sale sequence, the payment
should be characterized as a short-term capital loss. The sale is the critical event in the sequence.

The section 16(b) payment relates back to the sale. The taxpayer sustains a loss resulting from the
sale or exchange of a capital asset held for less than six months. This is, by definition, a short-

term capital loss. INT. REV. CODE OF 1954, § 1222(2).

81. 61 T.C. 91 (1973), affd on rehearing. 61 T.C. No. I (Oct. 2, 1973). Petitioner maintained
his residence in New York thus making the case appealable to the Second Circuit. INT. REV. CODE
OF 1954, § 7482(b).
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