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Smith v. Commissioner, 23 T.C. 690 (1955)

A distribution of corporate assets to shareholders prior to the sale of their stock
constitutes a taxable dividend to the shareholders, not part of the sale price, when
the purchasers explicitly exclude the asset from the purchase agreement.

Summary

Smith v. Commissioner involves a dispute over the tax treatment of a $200,000
“Cabot payment” distributed to the Smiths before they sold their stock in Smith
Brothers Refinery Co., Inc. The purchasers of the stock were not interested in the
Cabot payment and explicitly excluded it from the assets they were buying. The Tax
Court held that the distribution was a taxable dividend to the Smiths, not part of the
stock sale proceeds, because the purchasers did not consider the Cabot payment in
determining the stock purchase price. The court also determined the fair market
value of the Cabot payment to be $174,643.30 at the time of distribution.

Facts

The Smiths were the primary shareholders of Smith Brothers Refinery Co., Inc.
The corporation had a contract  with Cabot  Carbon Co.  for  payments based on
casinghead gas prices (the “Cabot payment”).
The Smiths negotiated to sell their stock to Hanlon-Buchanan, Inc., and J.H. Boyle.
The purchasers were uninterested in the Cabot payment because they considered its
value speculative.
The purchasers offered $190,000 for the stock, contingent on the Smiths receiving
the Cabot payment.
The corporation’s directors authorized the distribution of the Cabot payment to the
Smiths.
The stock was transferred after the resolution authorizing the distribution, and the
Cabot payment was formally conveyed to the Smiths two days later.

Procedural History

The Commissioner of Internal Revenue determined that the distribution of the Cabot
payment was a taxable dividend to the Smiths.
The Smiths petitioned the Tax Court for review, arguing that the payment was part
of the consideration for the stock sale or, alternatively, had a lower value than the
Commissioner assessed.

Issue(s)

Whether the Cabot payment received by the Smiths constituted part of the1.
consideration for the sale of their stock, taxable as a capital gain?
If not, whether the distribution was a taxable dividend to the Smiths or to the2.
purchasers of the stock?
What was the fair market value of the Cabot payment at the time of its3.
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distribution?

Holding

No, because the purchasers explicitly excluded the Cabot payment from the1.
assets they were buying and the sale was contingent upon the distribution.
The distribution was a taxable dividend to the Smiths, because they were2.
shareholders at the time the distribution was authorized and made.
The fair market value of the Cabot payment was $174,643.30, because3.
subsequent events demonstrated its actual worth.

Court’s Reasoning

The court reasoned that the purchasers’ disinterest in the Cabot payment and their
explicit exclusion of it from the purchase agreement indicated it was not part of the
stock sale consideration. The offer was to purchase stock in a corporation without
that asset.
The court emphasized that the distribution was authorized by the board of directors
before the stock transfer, making it a dividend to the then-current shareholders (the
Smiths), stating, “Under the provisions of the directors’ resolution the right to the
Cabot payment accrued to petitioners on May 15, 1941, and they acquired this right
as stockholders on March 28, 1941, and not in part payment for their stock.”
The court rejected the Smiths’ valuation argument, citing Doric Apartment Co. v.
Commissioner, stating, “Where * * * property has no ready or an exceedingly limited
market,  as  is  the  case  made  here  by  the  evidence,  iair  market  value  may  be
ascertained upon considerations bearing upon its intrinsic worth… [T]he Board is
not obliged at a later date to close its mind to subsequent facts and circumstances
demonstrating it.”
The court determined the fair market value based on the subsequent realization of
the Cabot payment, even though initial expectations were lower.

Practical Implications

This case clarifies that distributions of assets to shareholders before a stock sale can
be treated as dividends rather than part of the sale price if the buyer does not
include the asset’s value in the purchase price.
It highlights the importance of documenting the parties’ intent regarding specific
assets during corporate acquisitions. Explicit exclusion of an asset is critical.
Smith v. Commissioner demonstrates that subsequent events can be considered in
determining the fair market value of an asset at the time of distribution, especially
when the asset’s value is uncertain or speculative.
This case is often cited in cases involving disputes over the characterization of
payments  related  to  corporate  stock  sales  and  distributions,  particularly  when
contingent  or  uncertain  assets  are  involved.  Legal  practitioners  must  carefully
analyze the substance of such transactions to determine the correct tax treatment.


