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Union Starch & Refining Co. v. Commissioner, 23 T.C. 129 (1954)

Whether a transaction constitutes a partial  liquidation, thereby avoiding taxable
gain,  depends  on  the  real  nature  of  the  transaction,  considering  all  facts  and
circumstances, particularly when a corporation uses its own stock to acquire other
assets.

Summary

The Tax Court addressed whether a transaction where Union Starch & Refining Co.
(the taxpayer) exchanged shares of Sterling Drug stock for shares of its own stock
held by a former officer, constituted a partial liquidation or a taxable sale. The IRS
argued it was a sale resulting in a taxable gain for Union Starch. The court sided
with the taxpayer, determining that the transaction was a partial liquidation, thus
not generating taxable gain. The court emphasized the intention of the parties, the
substance of the transaction, and the fact that Union Starch was not dealing in its
own shares as it would in the shares of another corporation. This decision provides
guidance  on  distinguishing  between  taxable  stock  sales  and  tax-free  partial
liquidations.

Facts

Union Starch held 8,700 shares of Sterling Drug stock as an investment. A former
officer and his wife owned 1,609½ shares of Union Starch stock. The former officer,
King, desired to diversify his holdings and sought to have Union Starch repurchase
his stock. Negotiations ensued to determine the value of the Union Starch stock and,
ultimately, the parties agreed that Union Starch would transfer its Sterling Drug
stock in exchange for King’s Union Starch stock.  Union Starch acquired King’s
Union Starch stock, and then canceled it. The Sterling Drug stock was listed on the
New York Stock Exchange. Union Starch acquired the Sterling Drug shares during a
prior reorganization and continued to hold the balance of the Sterling Drug stock as
an investment. There was no evidence that Union Starch was indebted to King or his
wife beyond the obligation to pay King a pension.

Procedural History

The  case  originated  in  the  Tax  Court.  The  Commissioner  of  Internal  Revenue
challenged Union Starch’s tax treatment of the stock exchange. The Tax Court ruled
in  favor  of  Union  Starch,  holding  that  the  transaction  constituted  a  partial
liquidation.

Issue(s)

Whether the transaction between Union Starch and its former officer1.
constituted a partial liquidation, as defined by the Internal Revenue Code.

Holding
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Yes, because the substance of the transaction indicated a partial liquidation,1.
not a sale.

Court’s Reasoning

The court applied Section 115(c) and (i) of the Internal Revenue Code of 1939,
which defined 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 relied
on Regulations 118, section 39.22(a)-15, which stated, “Whether the acquisition or
disposition by a corporation of shares of its own capital stock gives rise to taxable
gain or deductible loss depends upon the real nature of the transaction, which is to
be ascertained from all its facts and circumstances.”

The court found that the “real nature of the transaction was a partial liquidation of
Union Starch stock, not a sale of Sterling Drug stock.” The transaction was initiated
by King, motivated by a desire to diversify his investments. The court emphasized
that Union Starch did not deal in its own shares as it would the shares of another
corporation. The Sterling Drug stock had been held as an investment. The shares of
Union Starch were canceled. The court rejected the Commissioner’s argument that a
contraction of the business was required for a partial liquidation, citing that the
relevant code section focused on the redemption of the corporation’s stock. The
court noted that while the failure to amend the charter reducing the authorized
capital stock was relevant, other factors pointed to a partial liquidation.

Practical Implications

The case emphasizes the importance of substance over form in tax law. The primary
takeaway is the importance of analyzing the underlying intent of the transaction,
rather than focusing solely on the mechanics. It suggests that the transaction will be
viewed as a partial liquidation and avoid taxable gains if a corporation uses its own
stock  to  redeem  outstanding  shares,  and  the  transaction  is  motivated  by  the
shareholder’s desire for redemption and not by the corporation’s intent to trade in
its own stock. This case is relevant when a corporation uses its own stock to acquire
assets. This case underscores the importance of carefully documenting the rationale
and intent behind corporate transactions involving stock redemptions to support a
claim of partial liquidation for tax purposes. Later courts would likely look to the
specific facts and the business purpose behind the exchange to determine if the
transaction will be treated as a partial liquidation.


