Estate of Wheeler, 1 T.C. 401 (1943)

A distribution by a corporation to its shareholders is taxable as a dividend to the
extent of the corporation’s earnings and profits accumulated after February 28,
1913; a reduction in par value of stock does not, by itself, constitute a partial
liquidation; and capitalization of earnings via a stock dividend does not remove
those earnings from the pool of funds available for dividend distribution.

Summary

The Tax Court addressed whether distributions made by Laredo Bridge Co. to its
shareholders in 1937 constituted a partial liquidation or taxable dividends. The
company had reduced its capital stock and distributed cash. The court held that the
distributions were taxable dividends because the reduction in par value of the stock
did not constitute a partial liquidation, and the company had sufficient post-
February 28, 1913, earnings to cover the distributions. The court emphasized that a
mere reduction of par value is not a redemption or cancellation of stock.

Facts

» Laredo Bridge Co. reduced its capital stock from $500,000 to $250,000 by
amending its charter and reducing the par value of its stock from $100 to $50
per share.

» In 1937, the company distributed $135,000 and $90,000 to its shareholders.
The $90,000 was distributed as monthly dividends.

» The company had previously capitalized $250,000 of its earnings in 1922 and
paid a non-taxable stock dividend.

 Part of the bridge on the Mexican side was sold, but the company retained and
continued to operate the Texas side of the bridge profitably.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against the petitioners,
arguing that the distributions were taxable dividends. The petitioners appealed to
the Tax Court, contending that the distributions were either partial liquidations or
distributions of capital. The Tax Court ruled in favor of the Commissioner.

Issue(s)

1. Whether the distributions in 1937 constituted a partial liquidation of the
corporation under Section 115(i) of the Revenue Act of 1936.

2. Whether, if not a partial liquidation, the distributions were made from capital
rather than accumulated earnings, thus entitling the shareholders to a
reduction in the cost basis of their stock.

Holding
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1. No, because the reduction in par value of the stock did not constitute a
complete cancellation or redemption of any part of the company’s stock.

2. No, because the company had sufficient earnings accumulated after February
28, 1913, to cover the distributions, and the prior capitalization of earnings via
a stock dividend did not remove those earnings from availability for dividend
distribution.

Court’s Reasoning

The court reasoned that a partial liquidation requires either a complete cancellation
or redemption of part of the stock or one of a series of distributions in complete
cancellation or redemption of all or a portion of the stock. A mere reduction in par
value, without an actual retirement of shares, does not meet this definition. The
court cited Treasury Regulations and legal commentary supporting this view. The
court also emphasized that under Section 115(h) of the Revenue Act, the
capitalization of earnings through a stock dividend does not diminish the amount of
earnings available for subsequent dividend distributions. Therefore, the company
had sufficient post-February 28, 1913, earnings to cover the distributions, making
them taxable dividends.

The court distinguished cases cited by the petitioners, such as Bynum v.
Commissioner and Commissioner v. Straub, noting that those cases involved
corporations in the process of complete liquidation, which was not the situation in
this case. The court stated, “While a reduction of a corporation’s capital stock is
undoubtedly a ‘recapitalization,’ it does not necessarily mean there has been a
partial liquidation. What we have to decide is not whether there has been a
recapitalization of the corporation, but whether what was done was a partial
liquidation of the company under the precise terms of the definition of section 115

).
Practical Implications

This case clarifies the requirements for a distribution to qualify as a partial
liquidation under tax law. It emphasizes that a mere reduction in par value of stock
is insufficient; there must be an actual cancellation or redemption of shares. It also
confirms that capitalizing earnings through a stock dividend does not shield those
earnings from being considered available for future dividend distributions. This
decision informs how corporations structure distributions to shareholders and how
shareholders report such distributions for tax purposes. Later cases have cited this
ruling to reinforce the principle that the form of a transaction must align with its
substance to achieve a particular tax outcome.
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