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25 T.C. 276 (1955)

Whether a stock redemption is a distribution in partial  liquidation, taxed as an
exchange of stock, or a dividend, taxed as ordinary income, depends on whether the
redemption was made in good faith and served a legitimate business purpose related
to corporate contraction and liquidation, not solely on whether it was paid out of
corporate earnings and profits.

Summary

The case of *McDaniel v.  Commissioner* concerns the tax treatment of a stock
redemption.  The  issue  was  whether  a  payment  received  by  a  shareholder  in
exchange for redeemed stock should be taxed as a dividend or as a distribution in
partial liquidation. The Tax Court held in favor of the taxpayer, finding that the
redemption was part of a genuine partial liquidation, meaning the payment was
treated  as  a  capital  gain,  not  as  dividend  income.  The  Court  emphasized  the
significance  of  a  genuine  corporate  intent  to  contract  operations  and liquidate
assets, even in the absence of a formal resolution for liquidation, and distinguished
this intent from a mere distribution of accumulated earnings and profits.

Facts

Nichols  Bros.,  Incorporated,  was  a  lumber  business  with  a  history  of  dividend
payments. Over time, the company contracted its operations and sold off assets. The
petitioner, J. Paul McDaniel, owned 200 shares of the corporation’s stock. In 1948,
the corporation redeemed 100 shares from McDaniel, which were carried on the
books as treasury stock. The redemption was made to address McDaniel’s debt to
the  company  and  was  part  of  a  broader  pattern  of  corporate  contraction  and
eventual liquidation. The corporation had accumulated earnings and profits, and it
was agreed the distribution in redemption, $13,500, was equal to McDaniel’s cost
basis for the shares.

Procedural History

The Commissioner determined a deficiency in the McDaniels’ income tax for 1948,
arguing that the proceeds from the stock redemption should be taxed as a dividend.
The McDaniels petitioned the United States Tax Court to contest the deficiency,
arguing the redemption constituted a distribution in partial liquidation. The Tax
Court ruled in favor of the petitioners.

Issue(s)

1. Whether the distribution of $13,500 received by petitioner in redemption of his
stock in 1948 was essentially equivalent to the distribution of a taxable dividend
under Section 115(g) of the Internal Revenue Code of 1939.

2. Whether the redemption of the stock was a distribution in partial liquidation
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under Section 115(c) of the Internal Revenue Code of 1939.

Holding

1. No, because the redemption was not essentially equivalent to a taxable dividend.

2. Yes, because the distribution was a partial liquidation.

Court’s Reasoning

The court’s reasoning centered on distinguishing between a stock redemption that is
a  dividend  (taxed  at  ordinary  income rates)  and  one  that  is  part  of  a  partial
liquidation (taxed as  capital  gains).  The court  looked beyond the  fact  that  the
redemption was made from corporate earnings and profits. The key was whether the
redemption  was  part  of  a  genuine  plan  of  corporate  contraction  and  eventual
liquidation.  The court  found a pattern of  the corporation selling off  assets  and
reducing operations, indicating a good faith intention to liquidate. The court noted
that the corporation’s management policy, though informal, supported a contraction
of operations and disposal of assets. The court emphasized that the redemption
served a real  business purpose.  The court  considered that  the corporation had
received insurance proceeds and had no corporate need for the funds. The court
also recognized that there was no intention to reissue the redeemed shares. The
court also concluded that carrying the redeemed stock as treasury stock did not
disqualify it from being considered a redemption.

Practical Implications

This case emphasizes that the tax treatment of a stock redemption depends on the
substance of the transaction, not just its form. Attorneys advising clients on stock
redemptions need to consider:

Whether the redemption is part of a broader plan of corporate contraction or
liquidation, not just a distribution of earnings.
The presence of a genuine business purpose for the redemption, beyond simply
distributing profits.
Documenting the corporate intent to liquidate, even without a formal
resolution, through actions like selling assets and reducing operations.
The significance of the “net effect” of the transaction—redemptions made in
good faith that serve a legitimate business purpose of corporate contraction
will generally be treated as liquidations.
The case highlights that even if stock is held in the treasury it may still be
considered redeemed.

Later cases addressing stock redemptions should consider the court’s emphasis on
the intent of the corporation and the reality of the transaction.


