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31 T.C. 1041 (1959)

The determination of whether a transaction constitutes a partial liquidation for tax
purposes depends on the real nature of the transaction as determined from the facts
and circumstances, rather than its form.

Summary

Union Starch and Refining Co. (the Company) exchanged shares of Sterling Drug
Company stock for shares of its own stock held by two minority shareholders. The
IRS contended this was a taxable sale of the Sterling Drug stock, resulting in a long-
term capital gain. The Tax Court, however, held that the transaction was a partial
liquidation under the 1939 Internal Revenue Code, and thus no gain was recognized.
The court focused on the intent and actions of the parties, finding that the minority
shareholders initiated the transaction to diversify their holdings, and the exchange
was in substance a redemption of the Company’s stock, despite using the shares of
another corporation in the exchange.

Facts

Union Starch and Refining Co. (the Company) held shares of Sterling Drug Company
stock as an investment asset. A former officer and his wife, minority shareholders in
the Company,  desired to  diversify  their  holdings of  the Company’s  stock.  They
approached the Company about repurchasing their shares. After failing to agree on
a price for the Company’s stock, they negotiated a transaction where the Company
would exchange shares of its Sterling Drug stock for the minority shareholders’
shares of the Company’s stock. The Company’s board of directors approved the
exchange. The shares of the Company stock held by the minority shareholders were
then canceled.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  a  tax  deficiency  for  the
Company, arguing that the exchange of stock resulted in a taxable capital gain. The
Company contested the deficiency in the United States Tax Court. The Tax Court
sided  with  the  Company,  finding  that  the  transaction  constituted  a  partial
liquidation.

Issue(s)

1.  Whether  the  transaction  between  Union  Starch  and  Refining  Co.  and  its
shareholders constituted a sale of stock, resulting in a taxable capital gain.

2. Whether the transaction constituted a partial liquidation under sections 115(c)
and 115(i) of the Internal Revenue Code of 1939.

Holding
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1. No, because the transaction was not a sale of stock.

2. Yes, because the transaction was a partial liquidation under the relevant sections
of the Internal Revenue Code.

Court’s Reasoning

The court determined the real nature of the transaction, considering all the facts
and  circumstances.  The  court  found  that  the  motivation  for  the  transaction
originated with the minority shareholders seeking diversification. The negotiation
involved using the Sterling Drug stock for the redemption of their Union Starch
stock only after the parties could not agree on a value for the Company’s stock. The
court emphasized the redemption of stock, not the sale of the Sterling Drug stock.
Furthermore, the court noted that the Company was not dealing in its own shares or
the Sterling Drug shares as a dealer might. The court cited section 115(i) of the
Internal Revenue Code of 1939, which defines a partial liquidation as “a distribution
by a corporation in complete cancellation or redemption of a part of its stock, or one
of a series of distributions in complete cancellation or redemption of all or a portion
of its stock.” The court distinguished the case from instances where corporations
actively trade in their own shares, which would be viewed as a taxable event. The
court also rejected the Commissioner’s argument that a partial liquidation must
include a contraction of the business.

Practical Implications

This case emphasizes that substance prevails over form in tax law. When analyzing
similar transactions, attorneys should look beyond the mechanics of the exchange
and consider the intent of the parties and the economic realities. If the primary goal
is to redeem a portion of the company’s stock, the transaction may be treated as a
partial liquidation, even if it involves the transfer of assets other than cash. It is
crucial  to  gather  evidence  demonstrating  the  shareholders’  intentions  and  the
business purpose behind the transaction. This case also clarified the scope of what
constitutes  a  partial  liquidation,  making  it  relevant  for  business  owners,  tax
advisors,  and  legal  professionals  structuring  stock  redemptions  and  liquidation
transactions. Later cases continue to cite and rely on this precedent when assessing
the tax consequences of corporate stock transactions. The decision also underscored
the importance of careful documentation of negotiations and board resolutions.


