Seward v. Commissioner, 4 T.C. 58 (1944)

A distribution of corporate assets in exchange for a portion of the shareholder’s
stock constitutes a partial liquidation, the gains from which are recognized for tax
purposes, even if the transaction arises from a settlement agreement and the
corporation continues to exist.

Summary

The petitioner, Seward, received assets from Girard Realty Co. in exchange for her
stock as part of a settlement with the other shareholders (the Austins). Seward
argued this was a mere division of assets, not a partial liquidation, and thus should
not be taxed as a short-term capital gain. The Tax Court held that despite the
settlement context and Seward’s initial desire for a full liquidation, the transaction
constituted a partial liquidation under Section 115(c) of the Internal Revenue Code,
and the gains were taxable as such. The court emphasized that the final agreement
between the parties clearly established a partial liquidation, superseding any prior
intent for a complete one.

Facts

Girard Realty Co. held real estate. Seward owned half the stock; the Austins owned
the other half. A dispute arose between Seward and the Austins, resulting in
litigation. Initial settlement talks involved a complete liquidation and dissolution of
Girard Realty Co. However, the Austins later changed their minds and wanted to
keep the company in existence. A final settlement agreement was reached where
Seward surrendered her shares for half the assets (land and money). The Austins
retained their shares and the remaining assets within the corporation. The company
continued to exist after the transaction.

Procedural History

Seward reported the transaction but argued it wasn’t a taxable partial liquidation.
The Commissioner of Internal Revenue assessed a deficiency. Seward petitioned the
Tax Court for a redetermination of the deficiency.

Issue(s)

Whether the distribution of assets by Girard Realty Co. to Seward in exchange for
her stock constituted a partial liquidation under Section 115(c) of the Internal
Revenue Code, thus making the gain taxable as a short-term capital gain.

Holding

Yes, because the transaction met the definition of a partial liquidation under Section
115(i) of the Internal Revenue Code as it involved a distribution by a corporation in
complete cancellation or redemption of a part of its stock.
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Court’s Reasoning

The court focused on the final agreement between Seward and the Austins,
emphasizing that it established a partial liquidation. The court rejected Seward’s
arguments that: (1) Section 115(c) only applied to disguised dividends; (2) the
corporation was a mere “dummy”; and (3) the intent was merely to divide assets.
The court stated that giving credence to these arguments would be akin to
retroactively applying amendments to the law. The court cited Moline Properties,
Inc. v. Commissioner, 319 U.S. 436, and refused to disregard the corporate entity of
Girard Realty Co., as it had a history of legitimate business activity and was treated
as a separate entity by all parties. The court noted that while the initial agreement
contemplated a complete liquidation, the final agreement did not, and the parties
knowingly entered into a partial liquidation. “A partial liquidation having occurred,
the full amount of the petitioner’s recognizable gain thereon is to be taken into
account in computing her net income.”

Practical Implications

This case clarifies that the form of a transaction matters for tax purposes, even if the
underlying intent is a division of assets. Attorneys must carefully structure
settlement agreements involving corporate assets to avoid unintended tax
consequences. The case highlights that a partial liquidation will be recognized when
a corporation distributes assets in exchange for its stock, even if the distribution
arises from litigation or a settlement. Tax advisors must consider the potential for
partial liquidation treatment whenever a shareholder receives assets from a
corporation in exchange for their stock, particularly when the corporation continues
to exist. Later cases would need to examine the specific details to determine if the
distribution was ‘essentially equivalent to a dividend’ which would subject it to
different tax treatment. The ruling emphasizes the importance of documenting the
parties’ intent in the final agreement, as courts will primarily rely on the
agreement’s terms when determining the tax consequences.
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