22T.C.1158 (1954)

A pro rata stock redemption by a corporation can be considered essentially
equivalent to a taxable dividend, even if the corporation’s business has contracted, if
the distribution is made from accumulated earnings and profits and the
stockholders’ proportionate interests remain unchanged.

Summary

The Estate of Charles D. Chandler and other petitioners challenged the
Commissioner of Internal Revenue’s determination that a pro rata cash distribution
made by Chandler-Singleton Company in redemption of half its stock was essentially
equivalent to a taxable dividend. The corporation, after selling its department store
business and opening a smaller ladies’ ready-to-wear store, had a substantial
amount of cash. The court held that the distribution, to the extent of the
corporation’s accumulated earnings and profits, was essentially equivalent to a
dividend because the stockholders’ proportionate interests remained unchanged, the
distribution was made from excess cash not needed for the business, and there was
no significant change in the corporation’s capital needs despite the contraction of
the business. This led to the distribution being taxed as ordinary income rather than
as capital gains.

Facts

Chandler-Singleton Company, a Tennessee corporation, operated a department
store. Chandler was the president and managed the store. Due to Chandler’s poor
health and John W. Bush’s desire to return to engineering, the company decided to
sell its merchandise, furniture, and fixtures. The sale was consummated in 1946.
Subsequently, the company opened a ladies’ ready-to-wear store. A meeting of the
board of directors was held to consider reducing the number of shares of stock from
500 to 250, and redeeming one-half of the stock from each shareholder at book
value. On November 7, 1946, the company cancelled 250 shares of its stock, and
each stockholder received cash for the shares turned in. The Commissioner
determined that the cash distributions, to the extent of the company’s earnings and
profits, were taxable dividends.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the income taxes
of the petitioners. The petitioners challenged this determination in the United States
Tax Court. The Tax Court consolidated the cases for hearing and issued a decision in
favor of the Commissioner, leading to this case brief.

Issue(s)

Whether the pro rata cash distribution in redemption of stock was made at such a
time and in such a manner as to be essentially equivalent to the distribution of a
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taxable dividend within the purview of Section 115 (g) of the Internal Revenue Code
of 1939.

Holding

Yes, because the court determined the distribution was essentially equivalent to a
taxable dividend, to the extent of the company’s earnings and profits.

Court’s Reasoning

The court applied Section 115 (g) of the Internal Revenue Code of 1939, which
states that a stock redemption is treated as a taxable dividend if the redemption is
“essentially equivalent” to a dividend. The court noted that a pro rata redemption of
stock generally is considered equivalent to a dividend because it does not change
the relationship between shareholders and the corporation. The court examined
factors such as the presence of a business purpose, the size of corporate surplus, the
past dividend policy, and any special circumstances. The court found that the
company had a large earned surplus and an unnecessary accumulation of cash
which could have been distributed as an ordinary dividend. The court emphasized
that the stockholders’ proportionate interests remained unchanged after the
redemption, the distribution came from excess cash, and the business contraction
did not significantly reduce the need for capital. The court rejected the petitioners’
argument that the distribution was due to a contraction of business, finding that,
although the business was smaller, the amount of capital committed to the business
was not reduced accordingly.

“A cancellation or redemption by a corporation of its stock pro rata among all the
shareholders will generally be considered as effecting a distribution essentially
equivalent to a dividend distribution to the extent of the earnings and profits
accumulated after February 28, 1913.”

Practical Implications

This case is significant because it clarifies the application of Section 115 (g) of the
Internal Revenue Code, establishing a framework for distinguishing between a
legitimate stock redemption and a disguised dividend distribution. Lawyers must
examine the substance of a transaction, not just its form, and consider how the
distribution affects the shareholders’ relative ownership and the company’s financial
needs. It underscores the importance of documenting a clear business purpose for
stock redemptions and considering the company’s earnings and profits, cash
position, dividend history, and the proportional impact on all shareholders. This case
also highlighted that a genuine contraction of business alone doesn’t automatically
prevent dividend treatment. The focus should be on the reduction of capital required
by the business.
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