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Lockhart Oil Co. v. Commissioner, 1 T.C. 514 (1943)

A stock redemption in connection with a genuine corporate contraction and serving
legitimate  business  purposes,  such  as  separating  distinct  business  lines  and
distributing assets to individual ownership for better management, is more likely to
be treated as a partial liquidation rather than a distribution essentially equivalent to
a taxable dividend.

Summary

Lockhart  Oil  Co.  redeemed  a  substantial  portion  of  its  stock  held  by  its  sole
shareholder, L.M. Lockhart, distributing the majority of its assets in the process. The
Commissioner  of  Internal  Revenue  argued  this  distribution  was  essentially
equivalent to a taxable dividend under Section 115(g) of the Internal Revenue Code.
The  Tax  Court  disagreed,  holding  that  the  redemption  was  part  of  a  partial
liquidation under Section 115(c). The court emphasized that the distribution was
motivated by genuine business reasons, including separating business operations
and  facilitating  individual  ownership  for  efficient  management,  and  involved  a
significant corporate contraction, thus not being essentially equivalent to a dividend.

Facts

Lockhart Oil Co. engaged in oil production, recycling, and drilling. L.M. Lockhart
was the sole shareholder. The corporation decided to distribute most of its assets to
Lockhart, redeeming a proportionate amount of his stock. The stated reasons for this
distribution were: (1) stockholders believed individual ownership would be more
efficient for operating the properties; (2) to raise funds, including for income taxes;
and (3) to separate the drilling business from the other operations due to potential
liabilities. As consideration for the distributed assets, Lockhart assumed all of the
corporation’s  debts  and  agreed  to  maintain  the  oil  and  gas  leases.  After  the
distribution, the corporation retained a drilling rig and continued limited drilling
operations.

Procedural History

The Commissioner of Internal Revenue determined that the distribution to Lockhart
was essentially equivalent to a taxable dividend under Section 115(g) of the Internal
Revenue  Code.  Lockhart  Oil  Co.  petitioned  the  Tax  Court  to  contest  this
determination.

Issue(s)

Whether the redemption of stock by Lockhart Oil Co. and the distribution of1.
assets to its sole shareholder, L.M. Lockhart, was essentially equivalent to the
distribution of a taxable dividend under Section 115(g) of the Internal Revenue
Code.
Whether the distribution should be treated as a distribution in partial2.
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liquidation under Section 115(c) of the Internal Revenue Code.

Holding

No, because the redemption and distribution were not essentially equivalent to1.
a taxable dividend given the circumstances and genuine business purposes.
Yes, because the distribution constituted a partial liquidation under Section2.
115(c) as it was part of a corporate contraction and served legitimate business
purposes.

Court’s Reasoning

The Tax Court, Judge Disney presiding, considered whether the stock cancellation
was made at such time and in such manner as to be essentially equivalent to a
taxable dividend. The court emphasized that this determination is a question of fact,
examining the “time” and “manner” of the cancellation and redemption. The court
distinguished this case from those where corporate business continued unchanged
after  redemption,  noting  that  while  partial  liquidation  inherently  involves
abandoning some business, Section 115(g) serves as an exception to Section 115(c).
However, the court found the reasons for redemption compelling and indicative of a
partial liquidation rather than a dividend equivalent.

The  court  highlighted  several  factors  supporting  its  conclusion:  the  primary
corporate  resolution  cited  the  belief  that  individual  ownership  would  improve
operational efficiency. While raising funds for taxes was a purpose, it was not the
principal one, as the distributed assets significantly exceeded the tax liabilities. The
corporation also had sufficient cash to cover taxes without such a large distribution.
Furthermore, the desire to separate the drilling business and its liabilities from the
other operations was deemed a sound business reason. Crucially, the court noted
that the distribution was not merely a stock cancellation but involved “consideration
for  the  distribution,  aside  from  the  mere  cancellation  of  stock,”  specifically,
Lockhart’s assumption of all corporate debts and obligations and his agreement to
maintain the leases. The court stated, “Such assumption of obligations and such
agreement  to  maintain  leases,  in  effect,  appear  as  no  ordinary  incidents  of  a
dividend.  We  think  they  demonstrate  a  situation  not  essentially  equivalent  to
distribution of taxable dividend.”

Based on these facts, the court concluded that the distribution was not essentially
equivalent to a taxable dividend but qualified as a partial liquidation under Section
115(c).

Practical Implications

Lockhart Oil Co. provides a practical example of how courts distinguish between
taxable dividends and partial liquidations in stock redemption cases. It emphasizes
that the presence of genuine business purposes for a corporate contraction and



© 2025 SCOTUSreports.com. All rights reserved. | 3

distribution, such as operational efficiency gains through individual ownership or
separation of distinct business lines, weighs heavily in favor of partial liquidation
treatment.  This  case  informs  legal  analysis  by  highlighting  that  distributions
accompanied  by  significant  changes  in  business  structure  and  genuine  non-tax
motivations are less likely to be recharacterized as dividends, even if they involve
pro-rata  distributions  to  shareholders.  It  underscores  the  importance  of
documenting  legitimate  business  reasons  for  corporate  distributions  to  support
partial liquidation treatment and avoid dividend taxation.


