14 T.C. 1382 (1950)

When a corporation redeems stock in a manner that does not significantly alter the
shareholder’s proportional interest and lacks a legitimate business purpose, the
redemption proceeds may be treated as a taxable dividend rather than a capital
gain.

Summary

In Boyle v. Commissioner, the Tax Court addressed whether a corporation’s
redemption of stock from its shareholders should be treated as a taxable dividend
under Section 115(g) of the Internal Revenue Code. The court held that the
redemption was essentially equivalent to a dividend because it was made without a
valid business purpose and did not materially change the shareholders’ proportional
ownership. The court focused on the lack of benefit to the business and the ultimate
proportional interests being virtually identical after the distribution, deeming the
funds received by the shareholder taxable as ordinary income.

Facts

James Boyle, along with Glover and Tiffany, were the principal stockholders of Air
Cruisers, Inc. The corporation had a large earned surplus and accumulated cash.
Tiffany wanted to sell his stock due to disagreements with management. The
company redeemed shares from Boyle and Tiffany. After Glover’s death, the
corporation also redeemed shares from his estate. Boyle reported the proceeds from
the stock redemption as a long-term capital gain, but the Commissioner determined
that the distribution was essentially equivalent to a taxable dividend.

Procedural History

The Commissioner of Internal Revenue assessed a deficiency against Boyle, arguing
that the stock redemption proceeds should be taxed as a dividend. Boyle challenged
the deficiency in the United States Tax Court.

Issue(s)

Whether the redemption of the petitioner’s stock by Air Cruisers, Inc. was
essentially equivalent to the distribution of a taxable dividend under Section 115(g)
of the Internal Revenue Code.

Holding

Yes, because the redemption was not dictated by the reasonable needs of the
business, originated with the stockholders, and did not significantly alter the
shareholders’ proportional ownership in the company.

Court’s Reasoning
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The Tax Court reasoned that the stock redemption lacked a legitimate business
purpose and primarily benefited the stockholders. The Court emphasized the large
earned surplus, unnecessary cash accumulation, and the absence of any business
curtailment or liquidation program. The Court stated, “the net effect of the
distribution rather than the motives and plans of the taxpayer or his corporation, is
the fundamental question in administering § 115 (g).” The Court found that the
redemption resulted in the shareholders retaining virtually the same proportional
interests in the company. Therefore, the distribution was “essentially equivalent” to
a taxable dividend, regardless of whether it technically qualified as a dividend under
other legal tests. The court emphasized that Section 115(g) is designed to tax
distributions that serve as cash distributions of surplus other than in the form of a
legal dividend.

Practical Implications

The Boyle case illustrates the importance of establishing a valid business purpose
for stock redemptions, especially in closely held corporations. Attorneys and tax
advisors should advise clients that stock redemptions lacking a genuine business
purpose and resulting in little or no change in proportional ownership are likely to
be treated as taxable dividends. This case underscores the importance of
documenting the business reasons behind such transactions and ensuring that the
redemption meaningfully alters the shareholder’s relationship with the corporation.
Later cases have relied on Boyle in determining whether stock redemptions are
equivalent to dividends and in applying the relevant provisions of the Internal
Revenue Code.
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