F.J. Young, et ux. v. Commissioner, 26 T.C. 831 (1956)

A corporate distribution of appreciated property to shareholders, where the
corporation has a deficit in earnings and profits, is not taxable as a dividend to the
extent of the appreciation but is instead treated as a return of capital up to the
shareholder’s basis in the stock, with any excess taxed as a capital gain.

Summary

The case concerns the tax treatment of a distribution of appreciated stock by
Transamerica to its shareholders, including the petitioners. The critical issue was
whether the appreciation in value of the distributed stock should be taxed as a
dividend, even though Transamerica had no accumulated or current earnings and
profits. The court held that the distribution was not taxable as a dividend because
the distributing corporation had a deficit. Instead, the distribution reduced the
shareholders’ basis in their stock, with any excess over the basis treated as a capital
gain. The court distinguished this scenario from cases where a corporation with
sufficient earnings and profits distributed appreciated property. This decision
clarifies the tax implications of corporate distributions when the distributing entity
lacks earnings and profits.

Facts

Transamerica distributed shares of Bank of America stock to its shareholders on
January 31, 1951. The Bank of America stock had a cost basis to Transamerica of
$1,072 per share and a fair market value of $2,065 per share on the distribution
date. Transamerica had a substantial deficit and no earnings and profits at that time.
The IRS determined that the distribution constituted a taxable dividend to the extent
of the appreciation in value, arguing that the cost basis of the stock represented a
distribution under Section 115(d) of the Internal Revenue Code of 1939, and the
appreciation represented a taxable dividend. The IRS relied on the decisions in
Commissioner v. Hirshon Trust and Commissioner v. Godley’s Estate.

Procedural History

The Commissioner determined a tax deficiency based on the argument that the
appreciation in the distributed stock’s value constituted a taxable dividend. The
taxpayers petitioned the Tax Court for a redetermination. The Tax Court reviewed
the case and ruled in favor of the taxpayers. The Court held the distribution of
appreciated stock was not a dividend. The court also reviewed and rejected the
Commissioner’s position. The court’s decision was based on the lack of earnings and
profits of the distributing corporation.

Issue(s)

1. Whether the distribution of appreciated stock by a corporation with a deficit,
and no earnings and profits, to its shareholders constitutes a taxable dividend
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to the extent of the appreciation in value.
2. Whether the appreciated value of the distributed stock should be considered as
“other income” under Section 22(a) of the 1939 Code.

Holding

1. No, because Transamerica had no earnings or profits, the distribution did not
constitute a taxable dividend.

2. No, the increment of appreciation in value of the stock distributed by
Transamerica is not taxable as “other income” under the provisions of section
22 (a) of the 1939 Code.

Court’s Reasoning

The court noted that a distribution is a dividend only if it comes from a corporation’s
earnings or profits. Since Transamerica had a deficit, the distribution could not be
considered a dividend under Section 115(a) of the 1939 Code. The court
distinguished the current case from cases like Hirshon and Godley, where the
corporation had sufficient earnings to cover the cost basis of the distributed
property. The court found that to apply the logic of Hirshon and Godley to a
situation where the corporation had no earnings and profits would be inconsistent
with the statutory definition of a dividend. The court held that Section 115(d)
applied, which meant that the distribution reduced the shareholders’ basis in their
stock. If the distribution exceeded the basis, the excess would be taxed as a capital
gain. The court emphasized the necessity of a distribution being classified as a
dividend first before the valuation rules of Section 115(j) could apply, which was not
possible here.

Practical Implications

This case is crucial for understanding the tax implications of corporate distributions
when the distributing corporation lacks earnings and profits. It clarifies that
appreciation in value is not taxable as a dividend in such situations, and the
distribution reduces the shareholder’s basis in the stock. The ruling provides a
specific framework for how these types of distributions should be treated for tax
purposes. Tax advisors must determine whether the distributing corporation has the
required earnings and profits to trigger dividend treatment. It reminds legal
professionals that the tax treatment of distributions depends on the financial
characteristics of the distributing corporation. Later cases referencing this ruling
focus on the importance of earnings and profits in classifying distributions.
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