20 T.C.979 (1953)

Payments received by a former shareholder for the transfer of stock, where the sale
price is measured by future dividends, can be treated as proceeds from the sale of
capital assets, allowing for the recovery of basis prior to taxation of any further
receipts as capital gains, even if the sale price is contingent.

Summary

In Estate of Marshall v. Commissioner, the U.S. Tax Court addressed whether
payments received by a former shareholder, Raymond T. Marshall, from Johnson &
Higgins, should be taxed as ordinary dividends or as proceeds from the sale of
capital assets. Marshall, upon retirement, was required to surrender his stock. The
agreement stipulated payments based on the corporation’s future dividends. The
court held that the payments represented the purchase price for the stock, thus
qualifying for capital gains treatment, allowing Marshall to recover his cost basis
before being taxed on any gains. The court distinguished the payments from
ordinary dividends, emphasizing that the form of payment was tied to the sale of the
stock, and not a distribution of profits as a shareholder.

Facts

Raymond T. Marshall was a director and employee of Johnson & Higgins, which
mandated that shareholders relinquish their stock upon retirement. On January 2,
1946, Marshall retired and surrendered 3,500 shares. In return, the corporation
issued two certificates entitling Marshall to payments over a period of years. The
payments were contingent on the corporation’s dividend rate, and he received
payments in the years 1946, 1947, 1948, and 1949. The corporation used its general
reserve to make these payments, not dividends from operations. The corporation’s
charter stated that the stock of the Corporation could be held only by a director,
officer, or employee actively engaged in the service of the Corporation.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Marshall’s income
taxes for the years 1946-1949, arguing that the payments should be taxed as
ordinary dividends. Marshall contested this, claiming capital gains treatment. The
case was heard by the U.S. Tax Court, which ruled in favor of Marshall. The court’s
decision addressed how the payments received by Marshall should be classified for
tax purposes and the proper method for calculating taxable gain.

Issue(s)

Whether payments received by the taxpayer, contingent on future dividends,
pursuant to an agreement made upon relinquishing his stock, should be taxed as
ordinary dividends, with an amortization deduction of original cost of the stock
prorated over the life of the agreement?
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Holding

No, because the payments were considered the purchase price for the stock, not
dividends, thus entitling the taxpayer to capital gains treatment, allowing for the
recovery of basis before taxation of any further receipts as capital gains.

Court’s Reasoning

The court reasoned that the payments received by Marshall were part of the
purchase price for his stock, despite being measured by future dividends. The court
emphasized that Marshall had completely parted with his stock and was no longer a
shareholder in any ordinary sense of the word. They held that the corporation was
using funds from its general reserve, not its dividend pool, to make the payments.
The court determined that the sale was complete upon the transfer of stock and that
the contingent nature of the payments did not disqualify them from being
considered part of the purchase price. The Court referenced Burnet v. Logan, which
supports the concept that when the purchase price is indefinite, the cost basis must
be recovered before any gains are taxed.

The court further stated, “When the petitioner sold his stock in Johnson & Higgins
as he was required to do by his underlying contract, measurement of the purchase
price according to the size of the dividends to be declared for a specific future
period seems to us to have been merely fortuitous.”

Practical Implications

This case provides guidance on the tax treatment of stock sales where the payment
terms are structured with contingencies. It clarifies that the substance of the
transaction, rather than its form, determines the tax implications. Legal
practitioners should consider this ruling when advising clients on stock sales,
especially those involving deferred or contingent payments. It is important to
determine whether the payments are truly tied to a sale or are actually distributions.
This case affirms that proceeds from a stock sale are generally treated as capital
gains. The court’s focus on the complete surrender of the stock and the lack of
ongoing shareholder rights underscores the importance of structuring transactions
to clearly reflect a sale. Later cases may reference this ruling when dealing with
similar transactions involving the sale of assets with deferred payment schedules
tied to future earnings or events.

© 2025 SCOTUSreports.com. All rights reserved. | 2



