8 T.C.854 (1947)

When a cash distribution is made to shareholders as part of a corporate
reorganization, the distribution is treated as a taxable dividend to the extent of the
corporation’s accumulated earnings and profits, not as a capital gain.

Summary

The taxpayers, stockholders in Post Publishing Company, received a cash
distribution immediately prior to a merger with Journal Printing Company. The Tax
Court addressed whether this distribution should be taxed as a dividend or as a
capital gain. The court held that the distribution was an integral part of the
reorganization and, because the company had sufficient post-1913 earnings and
profits, the distribution was taxable as a dividend to the extent of those earnings and
profits, limited by the gain recognized from the overall transaction. The court
reasoned the substance of the transaction resembled a dividend distribution
designed to equalize assets of the merging entities.

Facts

Prior to a merger between Post Publishing Company and Journal Printing Company,
Post Publishing distributed cash and other property to its stockholders. The
distribution was intended to equalize the assets of the two merging corporations.
The taxpayers, who were stockholders in Post Publishing, also purchased stock from
other stockholders. The Commissioner argued that the cash distribution was a
taxable dividend, while the taxpayers contended it was a distribution in partial
liquidation or reimbursement for stock purchases.

Procedural History

The Commissioner of Internal Revenue assessed a deficiency against the taxpayers,
arguing that the cash distribution was a taxable dividend. The taxpayers appealed to
the Tax Court, contesting the Commissioner’s determination.

Issue(s)

Whether a cash distribution made to stockholders immediately prior to a corporate
merger, intended to equalize the assets of the merging corporations, should be
treated as a taxable dividend or as a distribution in partial liquidation or
reimbursement for stock purchases for federal income tax purposes?

Holding

Yes, because the distribution was an integral part of the reorganization and had the
effect of distributing corporate earnings and profits, the distribution should be taxed
as a dividend to the extent of the corporation’s post-1913 earnings and profits,
limited by the gain recognized by the taxpayers from the transaction.
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Court’s Reasoning

The court reasoned that the distribution was an integral part of the reorganization
transaction, and thus should be analyzed under Section 112 of the Internal Revenue
Code, not solely under Section 115, which deals with distributions in general.
Applying Section 112(c), the court noted that if a distribution in pursuance of a plan
of reorganization has the effect of a taxable dividend, it should be taxed as such. The
court rejected the taxpayers’ argument that the distribution was a reimbursement
for stock purchases, finding that the distribution was ratable among all stockholders
and was intended to equalize the assets of the merging companies. The court
emphasized the importance of viewing the substance of the transaction over its
form, noting, “the substance of the transaction rather than its form, the ultimate
result reached rather than the mechanics used, are significant.” The court found
that the distribution was “in all respects the equivalent of a taxable dividend.” Citing
the legislative history, the court noted the purpose of Section 112(c)(2) was to
prevent taxpayers from avoiding dividend taxes by structuring distributions as part
of a reorganization. The court stated: “If dividends are to be subject to the full
surtax rates, then such an amount so distributed should also be subject to the surtax
rates and not to the 12 % per cent rate on capital gain. Here again this provision
prevents evasions.”

Practical Implications

This case clarifies the tax treatment of cash distributions made in connection with
corporate reorganizations. It underscores that such distributions will be closely
scrutinized to determine whether they are essentially equivalent to a dividend.
Attorneys advising corporations and shareholders involved in reorganizations must
carefully consider the potential tax consequences of cash distributions, ensuring
that they are properly characterized and reported. The case serves as a reminder
that the IRS and the courts will look to the substance of the transaction, not just its
form, to prevent tax avoidance. Later cases have applied the principle that
distributions incident to reorganizations can be treated as dividends when they have
the effect of a distribution of earnings and profits.
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