Cloutier v. Commissioner, 24 T.C. 1006 (1955)

When a corporation distributes appreciated property to its shareholders, the
distribution is treated as a taxable dividend only to the extent of the corporation’s
earnings and profits; the remainder reduces the shareholders’ stock basis, with any
excess treated as a capital gain.

Summary

The Cloutier case involved shareholders of a corporation that distributed cash and
appreciated property to them in 1948 and 1949. The key issue was how to tax these
distributions when the fair market value of the distributed property exceeded both
its adjusted basis to the corporation and the corporation’s earnings and profits. The
Tax Court held that the distributions were taxable as dividends only to the extent of
the corporation’s earnings and profits, and the excess reduced the shareholders’
stock basis, with any remaining value taxed as capital gains. The court emphasized
the historical evolution of tax law regarding corporate distributions and how
subsequent statutes codified this approach.

Facts

Rufus H. Smith Estate, Inc., a corporation, distributed cash and appreciated
property to its shareholders in 1948 and 1949. In 1948, the corporation distributed
cash and Oregon timberlands with a fair market value far exceeding their adjusted
basis to the corporation. The corporation’s total earnings and profits were less than
the total fair market value of the distributed property but greater than the adjusted
basis of the timberlands. In 1949, the corporation distributed Washington
timberlands and a consent dividend to its shareholders. The adjusted basis of this
property was minimal compared to its fair market value. The Commissioner
contended that the full fair market value of the property should be taxed as a
dividend. Petitioners argued that the distributions were taxable as dividends only up
to the amount of the corporation’s earnings and profits.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the income tax of
the petitioners. The petitioners challenged the Commissioner’s assessment in the
U.S. Tax Court. The Tax Court considered the case and issued a ruling determining
how the distributions should be taxed. The court’s decision was based on stipulated
facts and a detailed analysis of relevant tax code provisions and historical
precedents.

Issue(s)

1. Whether the total fair market value of the timberlands distributed by the
corporation constitutes a taxable dividend to shareholders, even if the value
exceeds the corporation’s accumulated and current earnings or profits.
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2. Whether distributions of appreciated property in excess of the corporation’s
earnings and profits should be applied against the adjusted basis of the stock,
and if so, what tax implications result.

Holding

1. No, because the Tax Court held that distributions are taxable as dividends only
up to the extent of the corporation’s earnings and profits.

2. Yes, because the excess is applied against the stock’s adjusted basis, and if the
distribution exceeds the stock’s basis, the excess is taxed as capital gain.

Court’s Reasoning

The Tax Court based its decision on an extensive review of the history of tax law
related to corporate distributions, starting from the Revenue Act of 1913. The court
emphasized that the general pattern of taxation was to tax distributions as dividends
to the extent of earnings and profits. The court cited Lynch v. Hornby to explain that
distributions were taxable dividends “whether from current earnings, or from the
accumulated surplus.” The Court held that Peabody v. Eisner supported the
valuation of distributions at fair market value. The court focused on Peabody v.
Eisner and the history of related statutes to interpret sections 115(a), 115(b), and
115(d) of the 1939 Internal Revenue Code. The court held that section 115(j) of the
Revenue Act of 1936, which provided for the valuation of dividends in property, did
not alter the established pattern of taxation, but was a codification of existing
valuation principles. The court rejected the Commissioner’s argument that the
entire fair market value of the distributed property should be taxed as ordinary
income under section 22(a) of the 1939 Code because section 22(e) of the 1939 Code
directed tax treatment be as prescribed in section 115, which the court interpreted
as specific treatment for corporate distributions.

Practical Implications

This case is a significant precedent for the taxation of corporate distributions of
appreciated property, and the ruling remains relevant today. When structuring
distributions of property, corporations and their shareholders must consider the tax
implications, including the characterization of distributions as dividends, returns of
capital, or capital gains. This case reinforces that distributions exceeding a
company’s earnings and profits are generally not taxed at ordinary rates but rather
are taxed as a reduction of stock basis, or capital gain if the distribution exceeds the
basis. This case directly affects corporate planning concerning the distribution of
assets. It is particularly relevant in situations involving real estate or other assets
that have significantly appreciated in value. Further, this case highlighted the
importance of analyzing the specific facts, the company’s earnings and profits, the
adjusted basis of the distributed property, and the shareholders’ stock basis to
calculate the tax consequences. The court provided a framework for analyzing such
distributions, emphasizing the need to consider historical context and statutory
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interpretation.
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