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6 T.C. 455 (1946)

When  a  corporate  restructuring  qualifies  as  a  reorganization  under  tax  law,
distributions to shareholders can be taxed as dividends rather than capital gains if
the distribution effectively transfers earnings and profits.

Summary

John D. Lewis, Inc. reorganized its business, transferring its chemical manufacturing
assets to a newly formed company and distributing cash, securities, and the new
company’s  stock  to  its  shareholders.  The  Tax  Court  held  that  this  transaction
constituted a reorganization under Section 112(g)(1)(D) of the Internal Revenue
Code and that the distribution had the effect of a taxable dividend under Section
112(c)(2). Therefore, the gain realized by the shareholders was taxable as a dividend
to the extent of the corporation’s accumulated earnings and profits.

Facts

John D. Lewis, Inc. engaged in three lines of business: manufacturing synthetic
resins, manufacturing chemicals for the textile industry, and distributing chemicals.
In July 1941, the corporation sold the synthetic resin and chemical distributing
businesses for cash and marketable securities. In December 1941, the corporation
formed a new entity, John D. Lewis Co. (new company). The old company transferred
cash and the operating assets of the chemical manufacturing business to the new
company  in  exchange  for  all  of  its  stock.  The  old  company  then  liquidated,
distributing its remaining assets (cash, securities, and the new company’s stock) to
its shareholders.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the petitioners’
income tax, asserting that the gain from the corporate restructuring should be taxed
as an ordinary dividend. The Tax Court reviewed the Commissioner’s determination.

Issue(s)

Whether  the  distribution  of  assets  to  the  shareholders  in  conjunction  with  the
transfer of assets to the new corporation constitutes a reorganization under Section
112(g)(1)(D) of the Internal Revenue Code.

Whether the distribution to shareholders has the effect of a taxable dividend under
Section  112(c)(2)  of  the  Internal  Revenue Code,  making the  gain  taxable  as  a
dividend rather than a capital gain.

Holding

Yes, because the transaction met the statutory definition of a reorganization under
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Section 112(g)(1)(D), as the old company transferred part of its assets to a new
company, and the shareholders of the old company were in control  of  the new
company immediately after the transfer.

Yes, because the distribution had the effect of distributing accumulated earnings
and profits, making the gain taxable as a dividend to the extent of those earnings
and profits under Section 112(c)(2).

Court’s Reasoning

The court reasoned that the transfer of assets from the old company to the new
company, followed by the distribution of remaining assets to the shareholders, fit
the  statutory  definition  of  a  reorganization.  Section  112(g)(1)(D)  defines
reorganization as “a transfer by a corporation of all or a part of its assets to another
corporation if immediately after the transfer the transferor or its shareholders or
both are in control of the corporation to which the assets are transferred.” The court
found  that  the  new  company  continued  the  chemical  manufacturing  business,
indicating that  the primary purpose was not  complete liquidation,  but  rather a
continuation of a significant part of the business in a new corporate form.

Applying Section 112(c)(2), the court stated that if a distribution in pursuance of a
reorganization plan has the effect of a taxable dividend, the gain recognized should
be taxed as a dividend to the extent it does not exceed the shareholder’s ratable
share of accumulated earnings and profits. Citing Commissioner v. Bedford, 325
U.S. 283, the court affirmed that a distribution of earnings and profits pursuant to a
reorganization has the effect of a distribution of a taxable dividend.

Practical Implications

The Lewis case illustrates that even if a corporate transaction is structured as a
liquidation, it can be recharacterized as a reorganization if it meets the statutory
requirements and effectively continues a significant part of the business. This case
highlights the importance of analyzing the substance of a transaction over its form
for tax purposes.  Legal professionals should carefully consider the potential  for
dividend treatment when advising clients on corporate restructurings, especially
when a  portion of  the business  is  spun off  into  a  new entity  and the original
corporation  is  liquidated.  Later  cases  have  relied  on  Lewis  to  clarify  when  a
distribution  should  be  taxed  as  a  dividend  versus  a  capital  gain  in  corporate
reorganizations. Transactions must be analyzed as a whole to determine their true
economic effect.


