11 T.C. 644 (1948)

Payments received by stockholders for their stock are considered the purchase price
of the stock, not payments to the corporation, when the corporation is not a party to
the stock sale agreement.

Summary

This case addresses whether payments made by Pressed Steel Car Co. to the
stockholders of Illinois Armored Tank Co. constituted a corporate settlement subject
to corporate income tax, or payments for the purchase of stock in the company. The
Tax Court held that the payments were for the purchase of stock, not a corporate
settlement, because the negotiations for the settlement failed and a separate
negotiation occurred directly between Pressed Steel and the shareholders for the
purchase of their shares. Consequently, the payments were not taxable income to
the corporation, and the shareholders were not liable as transferees.

Facts

Armored Tank Corporation (N.Y.) granted Pressed Steel an exclusive license to
manufacture armored tanks under a contract. Pressed Steel then entered into a
separate agreement with the British Purchasing Commission. A dispute arose
between Armored Tank and Pressed Steel, leading Pressed Steel to attempt to
cancel the contract. Negotiations between the corporations to resolve the dispute
failed because Armored Tank demanded too much money. Pressed Steel then
proposed purchasing the stock of Armored Tank directly from the shareholders. To
facilitate this, Armored Tank Corp (N.Y.) reorganized as Illinois Armored Tank Co.
(Delaware), and then created a new entity, Armored Tank Corporation (Delaware
No. 2), to which it transferred all assets except the contract with Pressed Steel. The
shareholders then sold their shares in Illinois Armored Tank Co. to Pressed Steel.

Procedural History

The Commissioner of Internal Revenue determined that the payments made by
Pressed Steel to the stockholders constituted income to Illinois Armored Tank Co.,
resulting in deficiencies in taxes and penalties. The Commissioner further
determined that the stockholders were liable as transferees for these deficiencies.
The Tax Court initially consolidated multiple dockets related to both Armored Tank
Corporation (N.Y.) and Illinois Armored Tank Co., but later dismissed the case
against Illinois Armored Tank Co. for lack of jurisdiction. The remaining issue
concerned the alleged transferee liability of the stockholders of Illinois Armored
Tank Co.

Issue(s)

1. Whether payments made by Pressed Steel to the stockholders of Illinois
Armored Tank Co. constituted a corporate settlement, thereby resulting in
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taxable income to the corporation.
2. Whether the individual petitioners are liable as transferees for the tax
deficiencies of Illinois Armored Tank Co.

Holding

1. No, because the evidence showed the payments were for the purchase of stock
from the individual shareholders, not a settlement agreement with the
corporation.

2. No, because the corporation did not receive taxable income; therefore, the
stockholders have no transferee liability.

Court’s Reasoning

The court emphasized that the initial negotiations between Armored Tank
Corporation and Pressed Steel to settle the contract dispute failed due to
disagreements over the settlement amount. The court found that the subsequent
negotiations were solely between Pressed Steel and the individual stockholders,
focusing on the price per share for the stock. The court stated, “The agreement
which was ultimately concluded was one for the purchase of the stock of Armored
Tank by Pressed Steel from the stockholders at a price of $ 37.50 per share. The
evidence clearly shows that Armored Tank Corporation (Illinois Armored Tank Co.),
was not a party to that agreement.” Because the corporation was not party to the
stock sale, the payments could not be construed as income to the corporation. The
court distinguished this case from situations where a corporation directly settles a
claim. As the corporation did not receive taxable income, there was no basis for
transferee liability on the part of the stockholders.

Practical Implications

This case highlights the importance of distinguishing between corporate settlements
and stock sales for tax purposes. Attorneys must carefully examine the substance of
the negotiations and the parties involved to determine the true nature of the
transaction. If negotiations between a corporation and a payor fail and are followed
by separate negotiations between the payor and the shareholders for a stock sale,
the payments are likely to be treated as payments for the stock, not as a settlement
taxable to the corporation. This can significantly impact the tax liabilities of both the
corporation and the shareholders. Later cases would cite this to distinguish
corporate asset sales from individual stock sales, particularly in the context of
closely held corporations.
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