22T.C. 1220 (1954)

When a closely held corporation is liquidated as part of a plan of reorganization,
distributions to shareholders are taxed as ordinary income if they have the effect of
a taxable dividend, even if they appear to be liquidating distributions.

Summary

The United States Tax Court addressed whether a distribution received by
shareholders of a liquidated corporation should be taxed as capital gains or ordinary
income. The Liddons, who owned more than 80% of the stock in both an old and a
newly formed corporation, received distributions from the old corporation following
a sale of some assets to the new corporation. The court determined that the
liquidation of the old corporation was part of a plan of reorganization, and that the
distributions, to the extent of accumulated earnings, were essentially taxable
dividends, thus taxable as ordinary income rather than capital gains. The court
emphasized the substance of the transaction over its form, finding that the series of
events constituted a reorganization.

Facts

William and Maria Liddon (petitioners) were husband and wife and residents of
Nashville, Tennessee, engaged in the automobile business through a corporation. R.
H. Davis, a minority shareholder, was the general manager of the old corporation.
Because of health issues, Davis resigned and expressed his intent to sell his stock. A
new corporation was formed to carry on the same business. The old corporation sold
some assets to the new corporation, and the Liddons invested further capital in the
new entity. The old corporation then bought out Davis’s shares and was liquidated.
The Liddons held over 80% of the stock in both corporations. They reported the
distributions from the old corporation as long-term capital gains on their tax returns,
but the Commissioner of Internal Revenue determined the income should be taxed
as ordinary income.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Liddons’
income tax, asserting that the income from the liquidation of the old corporation
should be taxed as ordinary income. The Liddons petitioned the United States Tax
Court to challenge the Commissioner’s determination. The Tax Court reviewed the
facts and the relevant tax code provisions to determine the proper characterization
of the distributions.

Issue(s)

1. Whether the liquidation of the old corporation was part of a plan of reorganization
as defined by the Internal Revenue Code.
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2. If the liquidation was part of a reorganization, whether the distributions to the
Liddons should be taxed as capital gains or ordinary income, and whether it had the
effect of a taxable dividend.

Holding

1. Yes, because the sale of assets and subsequent liquidation of the old corporation,
when viewed in totality, were part of a plan of reorganization as defined in Section
112(g)(1)(D) of the 1939 Internal Revenue Code.

2. Yes, because the distributions made pursuant to the plan of reorganization had
the effect of a taxable dividend, and as such, should be taxed as ordinary income
under Section 112(c)(2) of the 1939 Internal Revenue Code.

Court’s Reasoning

The court focused on the substance of the transaction rather than its form, viewing
the sale of assets, creation of the new corporation, purchase of Davis’s shares, and
liquidation of the old corporation as an integrated plan of reorganization. The court
cited Section 112(g)(1)(D) of the 1939 Code, which defines reorganization to include
transfers of assets where shareholders maintain control of the new corporation.
Because the Liddons maintained control of the new corporation, the court held that
a reorganization had occurred. Under Section 112(c)(2), if a distribution made in
pursuance of a plan of reorganization has the effect of a taxable dividend, then the
gain to the recipient should be taxed as a dividend. The court found that the
distributions had this effect, because the distribution had come from accumulated
earnings and profits, therefore it taxed the gain at the ordinary income tax rate. The
court also distinguished the case from a simple liquidation under Section 115(c),
where the gain would be taxed as capital gains, because this was not merely a
liquidation, but part of a broader reorganization.

Practical Implications

This case is critical in understanding how the IRS and the courts treat corporate
reorganizations. Tax practitioners must analyze not only the form of a transaction
but also its substance. If a series of transactions are, in effect, a reorganization, the
tax consequences can differ substantially. The Liddon case highlights the
importance of: (1) considering the entire sequence of events when determining tax
consequences; (2) being aware of the potential for distributions to be treated as
dividends, especially when there are accumulated earnings and profits; and (3)
recognizing that transactions between closely held corporations owned by the same
shareholders are likely to be scrutinized for their tax effects. This case provides a
precedent for the IRS to treat liquidations as reorganizations if they are part of a
plan and result in the same shareholders continuing to control the business. It
serves as a warning against structuring transactions purely to avoid tax liabilities, as
the courts will look beyond the form to the economic reality. Subsequent cases
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would rely on this precedent to similarly tax distributions from reorganizations to
the extent of earnings and profits.
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