6 T.C.357 (1946)

A judgment award received in lieu of a proper distribution during corporate
liquidation is treated as a payment in exchange for stock and is subject to capital
gains tax treatment.

Summary

The petitioner, a minority shareholder, sued the liquidator of a corporation for
mismanaging assets during liquidation. She received a judgment award and the
court had to determine whether this award should be taxed as ordinary income or as
a capital gain. The Tax Court held that the award represented a distribution in
liquidation and was therefore taxable as a capital gain because it was effectively a
payment in exchange for her stock. This ruling hinged on the fact that the original
liquidation was incomplete as to the petitioner, allowing the later judgment to be
tied back to the liquidation process.

Facts

Publishers, Inc. was a close corporation. The petitioner owned 900 shares, while
Charles Blandin and his company owned the rest. Blandin liquidated Publishers’
assets in 1927, but allegedly mismanaged the funds by making unauthorized
investments. The petitioner sued Blandin, claiming he breached his fiduciary duty as
a liquidator and sought her proportionate share of the liquidating fund as of 1927.
She only surrendered her shares in 1939. The trial court found that Blandin had
made unauthorized investments damaging the petitioner. Damages were calculated
based on the fair liquidating value of the stock at the time of the asset sale minus
prior liquidating dividends.

Procedural History

The petitioner initially sued Blandin and St. Paul Publishers, Inc. in Minnesota state
court. After the resolution of some contractual claims, the petitioner then filed a
second lawsuit against Blandin and his development company. The trial court ruled
in favor of the petitioner, awarding her damages. The Commissioner of Internal
Revenue then sought to tax the award as ordinary income. The Tax Court reviewed
the Commissioner’s determination.

Issue(s)

Whether the net amount recovered by the petitioner as a judgment award is taxable
as ordinary income or as a capital gain.

Holding

No, the sum recovered in 1943 is taxable as proceeds from an exchange of a capital
asset because the damages were awarded in lieu of a distribution in liquidation and
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thus treated as a payment for the stock under Section 115(c) of the Internal
Revenue Code.

Court’s Reasoning

The court reasoned that the character of a litigation recovery is determined by the
nature of the action brought. Quoting Raytheon Production Corp. v. Commissioner,
the court stated that “the question to be asked is ‘In lieu of what were the damages
awarded?’” Here, the petitioner’s suit sought the amount she would have received
had the liquidation been properly executed. Because she retained rights as a
stockholder when surrendering her shares, the liquidation was not complete as to
her until the judgment was paid. Therefore, the judgment was a distribution in
liquidation, governed by Section 115(c) of the Internal Revenue Code, which treats
such distributions as payments in exchange for stock. Since the stock was held for
more than six months, the gain qualified as a long-term capital gain. The court
distinguished Harwick v. Commissioner and Dobson v. Commissioner, noting those
cases involved completed stock sales and separate fraud actions, lacking a causal
link. Here, the recovery was directly tied to the liquidation process and the
petitioner’s stock ownership.

Practical Implications

This case provides a framework for determining the tax implications of legal
settlements and judgments, particularly in corporate liquidation scenarios. It
emphasizes that the key inquiry is “in lieu of what” were the damages awarded.
Attorneys must carefully analyze the underlying nature of the lawsuit to properly
characterize the recovery for tax purposes. The case clarifies that if a judgment
directly compensates a shareholder for a failure in the liquidation process, it will
likely be treated as a capital gain rather than ordinary income. This decision
highlights the importance of documenting the liquidation process and any retained
shareholder rights, as these factors can significantly impact the tax treatment of
subsequent recoveries. Later cases may distinguish themselves by showing a
completed sale or exchange independent of the liquidation.
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