17 T.C. 1399 (1952)

A corporate stock redemption is not essentially equivalent to a taxable dividend
when the funds distributed represent a return of capital contributions by the
shareholders rather than a distribution of accumulated earnings or profits.

Summary

The Tax Court determined that the redemption of preferred stock held by the
Nicholsons was not equivalent to a taxable dividend under Section 115(g) of the
Internal Revenue Code. The Nicholsons, facing a company balance sheet with
significant liabilities, borrowed money to pay down those debts before
incorporating. They received preferred stock in exchange. Later, the corporation
redeemed some of that stock. The court found this was a return of capital, not a
distribution of earnings, and thus not taxable as a dividend, except for the premium
paid on redemption, which the petitioners conceded was ordinary income.

Facts

G.E. Nicholson and ]J.B. McGay formed a partnership, Macnick Company, to
manufacture various items. In December 1940, they gifted a one-fourth interest in
the company to their wives. In August 1945, a sales corporation, Magee-Hale Park-
O-Meter Company, was organized to sell the parking meters Macnick manufactured.
Macnick’s balance sheet showed significant current liabilities. To improve the
balance sheet and change the business structure, the partners borrowed money to
pay off the partnership’s notes payable. They consulted with their banker and
agreed to receive preferred stock in the new corporation in exchange for using the
borrowed funds to retire the partnership’s debt, ensuring the bank’s loans would
take priority. Macnick Company was incorporated on January 2, 1946, and the
partnership assets were transferred to the new corporation. In exchange, the
partners received preferred and common stock. In May and October 1946, Macnick
redeemed some of the preferred stock from the shareholders.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Nicholsons’
income tax for 1946, arguing the proceeds from the stock redemption were taxable
dividends. The Nicholsons petitioned the Tax Court for a redetermination. The Tax
Court consolidated the cases.

Issue(s)

Whether the redemption of the preferred stock by Macnick Company in 1946 was
essentially equivalent to the distribution of a taxable dividend under Section 115(g)
of the Internal Revenue Code.

Holding
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No, because the redemption represented a return of capital contributions made by
the shareholders rather than a distribution of accumulated earnings or profits. Yes,
for the premium above cost paid on redemption, because the petitioners conceded
that this premium should be treated as ordinary income.

Court’s Reasoning

The court reasoned that Section 115(g) aims to prevent corporations from disguising
dividend distributions as stock redemptions to allow shareholders to receive
favorable capital gains treatment. However, in this case, the preferred stock was
issued to evidence the transfer of funds to the corporation to retire debt; it was a
way for the shareholders to act as creditors to the corporation. The court
distinguished this situation from cases where earned surplus or undivided profits
are converted into capital stock and then redeemed. The court quoted Hyman v.
Helvering, stating, “If the fund for distribution was a part of the capital contributed
by the shareholders to be used in the actual business of the corporation, its
distribution in whole or in part would of course be liquidation.” Because the
redemption was a partial recovery of capital loans, not a distribution of earnings, it
was not equivalent to a taxable dividend. The court also noted that the
circumstances were “free from artifice and beyond the terms and fair intendment of
the provision,” quoting Pearl B. Brown, Executrix. The court sustained the
Commissioner’s determination regarding the premium paid on redemption, treating
it as ordinary income because the petitioners conceded to that treatment.

Practical Implications

This case illustrates that not all stock redemptions are automatically treated as
taxable dividends. Attorneys should carefully analyze the underlying purpose and
substance of the transaction. The key is to determine whether the funds distributed
represent a return of capital contributions or a distribution of earnings and profits.
This case highlights the importance of documenting the intent and business purpose
behind a stock issuance and subsequent redemption. Later cases might distinguish
Nicholson if there’s evidence of a plan to drain off profits or if the initial
capitalization was structured to avoid taxes. The ruling also emphasizes that
concessions by taxpayers can significantly impact the outcome, as seen with the
treatment of the premium paid on redemption.
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