T.C. Memo. 1955-161

When a corporation’s payment to a shareholder represents an adjustment to the
purchase price of assets previously transferred to the corporation, reflecting an
increase in book value due to a prior tax adjustment, the payment is considered a
non-taxable reformation of the original contract, not a dividend.

Summary

James K. Langhammer transferred assets to a corporation in exchange for stock. The
IRS later adjusted the partnership’s tax returns, increasing the book value of the
transferred assets. The corporation then made a payment to Langhammer to reflect
this increased value. The IRS argued that the payment was a taxable dividend. The
Tax Court held that the payment was not a dividend but a reformation of the original
contract for the asset transfer because it adjusted the purchase price to reflect the
correct book value after the IRS’s adjustments.

Facts

On September 16, 1946, Langhammer and his partners agreed to transfer assets to
a corporation in exchange for stock, based on the book value of the assets at that
time.

Subsequent to the transfer, the IRS audited the partnership’s prior tax returns and
disallowed certain deductions, which increased the book value of the assets as of the
transfer date.

To reflect the increased book value, the corporation made journal entries increasing
the value of the assets on its books and recording a corresponding liability to
Langhammer.

The corporation then made a payment of $5,647.07 to Langhammer, representing
the adjustment to the asset’s value.

The IRS determined that this payment constituted a taxable dividend to
Langhammer.

Procedural History

The Commissioner of Internal Revenue determined that the payment to
Langhammer was a taxable dividend.

Langhammer’s estate petitioned the Tax Court for a redetermination of the
deficiency.

The Tax Court reviewed the facts and arguments presented by both parties.

Issue(s)

Whether a payment made by a corporation to a shareholder, representing an
adjustment to the purchase price of assets previously transferred to the corporation
due to an increase in the assets’ book value resulting from IRS adjustments to prior
tax returns, constitutes a taxable dividend to the shareholder.
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Holding

No, because the payment was a reformation of the original contract for the asset
transfer, not a distribution of corporate earnings.

Court’s Reasoning

The court reasoned that the corporation’s payment was a direct result of the IRS’s
adjustments to the partnership’s tax returns, which increased the book value of the
assets after the initial transfer agreement. The court stated: “The action of the
Corporation, recognizing this adjustment by putting journal entries on its books, as
of December 31, 1946, increasing the value of such assets and recording a liability
in the same amount to petitioner, was a direct result of such adjustments by the
respondent. In effect, there was a reformation of the contract of September 16,
1946.”

While the corporation might not have been legally obligated to make the adjustment,
the court noted that parties are free to amend their contracts. The payment
corrected a mutual mistake of fact regarding the asset’s true book value at the time
of the transfer. The court emphasized that “the depreciated costs of the assets were
established to be more than the book values upon which the parties had contracted.
This unexpected difference in values, arising out of a mutual mistake of fact, was
taken care of by the contracting parties by a cash payment of the difference to the
transferors.”

Because the payment was a capital adjustment and not a distribution of earnings or
profits, it did not constitute taxable income to the shareholder, regardless of
whether the payment was made pro rata to all shareholders.

Practical Implications

This case illustrates that not all payments from a corporation to a shareholder are
automatically considered dividends. The substance of the transaction matters.

When analyzing similar cases, attorneys should carefully examine the underlying
agreements and the reasons for the payment. If the payment represents a correction
of a prior transaction or an adjustment to the purchase price of assets, it is less
likely to be treated as a dividend.

This decision highlights the importance of documenting the intent behind such
payments and properly reflecting them in the corporation’s books and records.

Tax advisors should consider this ruling when advising clients on the tax
implications of corporate payments to shareholders, particularly in situations
involving asset transfers and subsequent adjustments to asset values.

Subsequent cases may distinguish this ruling based on the specific facts and
circumstances, particularly if there is evidence that the payment was in substance a
distribution of profits rather than a true adjustment to a prior transaction. Thus, a
key factor is the nexus between the payment and the correction of the asset value.
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