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Bradbury v. Commissioner, 23 T.C. 957 (1955)

A pro rata redemption of stock by a corporation, even with a business purpose, may
be  treated  as  a  taxable  dividend  if  it  is  essentially  equivalent  to  a  dividend
distribution  considering  factors  like  the  corporation’s  earnings,  surplus,  and
shareholder’s unchanged proportionate interests.

Summary

The  case  of  Bradbury  v.  Commissioner  addresses  whether  a  pro  rata  stock
redemption by a corporation is equivalent to a taxable dividend. The court held that
even if a corporation has a business purpose for the redemption, like a contraction
of  business,  the  redemption  may  stil l  be  considered  a  dividend  if  it
disproportionately distributes earnings and profits. The court considered factors like
the  company’s  large  surplus,  the  fact  that  the  redemption  did  not  change the
shareholders’ proportionate interests, and that the excess cash could have been
distributed as a dividend. The decision emphasizes the substance of the transaction
over the formal structure, and the tax implications for the shareholders.

Facts

The Bradbury Company, which operated a department store, sold its department
store and subsequently opened a smaller ladies’ ready-to-wear store. The company
had  a  large  earned  surplus  and  an  unnecessary  accumulation  of  cash  beyond
business requirements. To reduce the amount of cash, the corporation redeemed
half of its capital stock at book value on a pro rata basis. The Commissioner of
Internal Revenue contended that the pro rata distribution in redemption of stock
was essentially equivalent to a taxable dividend to the extent of earnings and profits.

Procedural History

The case  originated  in  the  Tax  Court  of  the  United  States.  The  Commissioner
determined that the distribution was a taxable dividend. The petitioners challenged
this determination in the Tax Court.

Issue(s)

Whether the pro rata redemption of stock by the Bradbury Company was essentially
equivalent to a taxable dividend, despite a business purpose for the transaction.

Holding

Yes, because the court determined that the pro rata distribution was essentially
equivalent to a taxable dividend, considering the corporation’s earnings, surplus,
and  the  fact  that  the  shareholders’  proportionate  interests  in  the  enterprise
remained unchanged.
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Court’s Reasoning

The court referenced Section 115(g) of the Internal Revenue Code of 1939 which
provided that if a corporation cancels or redeems its stock at such time and in such
manner as to make the distribution in whole or in part essentially equivalent to a
taxable dividend, the amount distributed is treated as a taxable dividend. The court
reasoned that  the “net  effect  of  the distribution” is  crucial.  The presence of  a
business  purpose,  such  as  a  contraction  of  business,  is  not  necessarily
determinative. The court relied on precedents that have listed some of the factors
which have been considered important, including “the presence or absence of a real
business purpose, the motives of the corporation at the time of the distribution, the
size of the corporate surplus, the past dividend policy, and the presence of any
special circumstances relating to the distribution.” In this instance, the company
possessed  a  large  earned  surplus  and  excess  cash.  The  court  noted  that  the
stockholders’ proportionate interests in the enterprise remained unchanged, and the
fact the excess cash could have been disposed of by the payment of a dividend. The
Court  stated,  “Whether  a  cancellation  or  redemption  of  stock  is  ‘essentially
equivalent’  to  a  taxable  dividend depends primarily  upon the net  effect  of  the
distribution  rather  than  the  motives  and  plans  of  the  shareholders  or  the
corporation.”

Practical Implications

This case is a reminder for tax attorneys and business owners that the substance of
a transaction often trumps its form. When advising clients on corporate actions,
counsel must carefully assess the economic impact of stock redemptions, especially
pro rata redemptions. A corporation’s intent and stated business purpose are not
always controlling, and the IRS will examine whether the redemption resembles a
dividend distribution. To minimize the likelihood that a stock redemption will be
treated  as  a  taxable  dividend,  practitioners  should  consider  a  transaction  that
meaningfully alters the shareholder’s interest in the corporation and/or distribute
funds which are not available to the shareholders as a dividend. Lawyers need to
carefully  analyze  a  company’s  financial  condition,  distribution  history,  and  the
impact on shareholders to determine the tax consequences of stock redemptions.


