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141 F.2d 452 (3d Cir. 1944)

Distributions in redemption of stock are treated as taxable dividends if they are
essentially equivalent to the distribution of taxable dividends, and a deficit in earned
surplus resulting from stock redemptions (as opposed to operating losses) does not
need to be restored before subsequent earnings can be considered available for
dividend distribution.

Summary

The Third Circuit remanded the case to the Tax Court to determine whether stock
redemptions were essentially equivalent to taxable dividends. The court needed to
ascertain if prior redemptions had already distributed all available earnings or if
subsequent earnings were sufficient to cover the later redemptions. The Tax Court
ultimately found that earnings after the prior redemptions, combined with earnings
in the years 1938-1941, were sufficient to cover the stock redemptions in those later
years, and that a deficit created by prior stock redemptions did not need to be
restored before earnings could be considered available for dividend distribution.
Therefore, the distributions were taxable dividends.

Facts

The Bersel Realty Co. made distributions to its sole stockholder, Beretta, through
preferred stock redemptions from 1938 to 1941. Prior stock redemptions occurred
in  1931,  1934,  and  1936.  The  Commissioner  argued  these  distributions  were
essentially  equivalent  to taxable dividends under Section 115(g)  of  the Internal
Revenue Code and came from post-1913 earnings. The company had accumulated
earnings, but prior stock redemptions had reduced this amount, even creating a
deficit. The critical question was whether these prior redemptions exhausted the
earnings  available  for  distribution  or  if  later  earnings  made  the  1938-1941
redemptions taxable.

Procedural History

The Tax Court initially ruled the distributions were taxable dividends. The Third
Circuit Court of Appeals reversed and remanded, instructing the Tax Court to make
specific  findings  regarding  the  impact  of  the  prior  stock  redemptions  on  the
availability of earnings. On remand, the Tax Court reaffirmed its original decision,
finding the distributions were taxable dividends. The case was ultimately appealed
back to the Third Circuit (though the opinion excerpted here only covers the Tax
Court’s actions after the initial remand).

Issue(s)

1.  Whether  the  stock  redemptions  of  1931,  1934,  and  1936  were  essentially
equivalent to the distribution of taxable dividends and thereby operated to distribute
the earnings of that period.
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2. Whether the earnings accumulated after the last of those earlier redemptions,
together with the earnings of the years 1938, 1939, 1940, and 1941, were at least
equal to the amounts distributed in redemption of preferred stock in the latter years.

3. Whether a deficit in earned surplus resulting from stock redemptions needed to
be restored from subsequent earnings before such earnings could be considered
available for dividend distributions.

Holding

1.  The  Tax  Court  could  not  find  the  prior  redemptions  were  *not*  essentially
equivalent to dividends, thus implying they *were* essentially equivalent to taxable
dividends to the extent of available earnings.

2. Yes, because the earnings accumulated after the 1936 redemptions, along with
the  earnings  from  1938-1941,  were  greater  than  the  amounts  distributed  in
redemption of stock during those latter years.

3. No, because deficits resulting from stock redemptions (as opposed to operating
losses) constitute an impairment of  capital  which does not have to be restored
before earnings are available for dividend distributions.

Court’s Reasoning

The Tax Court meticulously reviewed the company’s financial records, including
accumulated earnings, current yearly earnings, and stock redemptions. The court
noted that the prior stock redemptions in 1931, 1934, and 1936 constituted taxable
dividends only to the extent of the accumulated earned surplus and current earnings
available for dividend distributions in those years. However, earnings after 1936,
combined with those of 1938-1941, were sufficient to cover the redemptions during
the later years. The court relied on precedent, including Van Norman Co. v. Welch,
which held that impairments of capital caused by distributions are distinct from
losses, and the former doesn’t need to be restored before subsequent earnings can
be  distributed.  As  the  Court  in  Van  Norman  stated:  “Of  course,  accumulated
earnings or profits available for dividends are not to be diminished in order to
restore an impairment or reduction of capital caused by distribution therefrom as
distinguished  from  losses.”  The  Tax  Court  concluded  the  distributions  were
essentially equivalent to taxable dividends.

Practical Implications

This  case clarifies  the tax treatment  of  stock redemptions,  particularly  when a
company has a history of redemptions and fluctuating earnings. Attorneys must
carefully analyze a company’s earnings history to determine whether distributions
are taxable dividends or a return of capital. The key takeaway is that deficits created
by prior stock redemptions don’t necessarily shield subsequent distributions from
dividend  treatment.  This  decision  affects  how  corporations  structure  stock
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redemptions  and  how  shareholders  report  income  from  such  transactions.  It
emphasizes the importance of distinguishing between deficits caused by operational
losses versus capital distributions. Later cases applying this ruling would focus on
the source of the deficit to determine if restoration of capital is required before
distributions are taxed as dividends.


