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Lockhart v. Commissioner, 3 T.C. 80 (1944)

A corporate  stock redemption is  treated as  a  partial  liquidation,  not  a  taxable
dividend,  when  the  redemption  is  motivated  by  genuine  business  reasons  and
involves a significant change in the corporation’s operations, rather than serving
primarily as a disguised distribution of earnings.

Summary

Lockhart  Oil  Co.  redeemed  a  substantial  portion  of  its  stock  from  its  sole
shareholder,  L.M. Lockhart.  The Commissioner argued that the 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 qualified as a
partial liquidation under Section 115(c) because it was driven by legitimate business
purposes, including streamlining operations and separating business ventures, and
involved the assumption of significant corporate liabilities by the shareholder. The
court  emphasized  the  multiple  motivations  behind  the  redemption  and  the
substantial  change in  the  corporation’s  business  activities  as  key  factors  in  its
decision.

Facts

L.M.  Lockhart  was  the  sole  shareholder  of  Lockhart  Oil  Co.  of  Texas.  The
corporation engaged in various businesses, including oil production, recycling, and
drilling. Lockhart desired to streamline the business and separate the riskier drilling
operations from the rest of the company. The corporation redeemed a large portion
of Lockhart’s stock, distributing significant assets, including productive and non-
productive properties.  As part  of  the redemption,  Lockhart  assumed substantial
corporate debts and obligations. The stated purpose of the redemption was to allow
for more efficient operation of the assets by individuals rather than the corporation.

Procedural History

The Commissioner of Internal Revenue determined that the stock redemption was
essentially equivalent to a taxable dividend and assessed a deficiency. Lockhart
petitioned the Tax Court for a redetermination of the deficiency.

Issue(s)

Whether the redemption of stock by Lockhart Oil Co. was at such time and in such
manner as to be essentially equivalent to the distribution of a taxable dividend under
Section 115(g) of the Internal Revenue Code, or whether it constituted a partial
liquidation under Section 115(c).

Holding

No,  because  the  redemption  was  motivated  by  legitimate  business  purposes,
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involved a substantial  change in the corporation’s  operations,  and included the
shareholder’s  assumption  of  significant  corporate  liabilities,  indicating  it  was  a
partial liquidation rather than a disguised dividend.

Court’s Reasoning

The Tax Court emphasized that the determination of whether a stock redemption is
essentially equivalent to a dividend is a factual question, considering the “time” and
“manner” of the cancellation. The court found that the redemption was motivated by
several factors, including the desire to allow for more efficient operation of assets by
individuals, the separation of the drilling business from other operations, and the
shareholder’s assumption of substantial corporate debts. The court noted that the
corporation’s  resolutions  stated  the  shareholders  believed  that  the  company’s
properties could be operated more efficiently by individuals. The court emphasized
that Lockhart assumed significant debts and obligations of the corporation, stating,
“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.”  Because of  these
factors, the court concluded that the redemption was a partial liquidation under
Section 115(c), not a taxable dividend under Section 115(g).

Practical Implications

This case illustrates the importance of demonstrating legitimate business purposes
when  structuring  a  stock  redemption  to  avoid  dividend  treatment.  Attorneys
advising corporations on stock redemptions should carefully document the business
reasons for the redemption,  ensure that the redemption results  in a significant
change in the corporation’s operations, and consider having the shareholder assume
corporate liabilities as part of the transaction. Later cases often cite Lockhart to
distinguish between redemptions that  are primarily  motivated by tax avoidance
versus those driven by genuine business considerations. The case underscores that
merely raising funds, even for tax purposes, does not automatically trigger dividend
treatment if other substantial business reasons exist for the redemption. The key
takeaway is to substantiate non-tax-related motivations to support partial liquidation
treatment.


