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32 T.C. 479 (1959)

The  cancellation  of  a  stockholder’s  debt  to  a  corporation  in  exchange  for  the
redemption of  stock can be treated as  a  taxable  dividend if  the transaction is
essentially  equivalent  to a dividend distribution,  considering factors beyond the
formal exchange.

Summary

The U.S. Tax Court addressed whether the cancellation of a stockholder’s debt to
Trinidad Asphalt Manufacturing Company, in exchange for the redemption of the
stockholder’s preferred stock, constituted a taxable dividend. The court held that
because the  transaction,  viewed in  its  entirety,  was  essentially  equivalent  to  a
dividend distribution, it was taxable as ordinary income. The decision emphasized
the importance of analyzing the “net effect” of the transaction rather than solely
focusing on its formal structure or any purported business purpose. The court found
the  transaction  left  the  ownership  and  control  of  the  corporation  substantially
unchanged, while the corporation had sufficient earnings to cover a dividend.

Facts

Shelby  L.  Heman and his  brother  John each owned substantial  shares  of  both
preferred and common stock in Trinidad. Both were indebted to Trinidad. Shelby
died, and his estate owed Trinidad $26,395.21. Trinidad filed a claim against the
estate, and an agreement was made to redeem 250 shares of the estate’s preferred
stock  to  satisfy  the  debt.  John also  entered  into  an  agreement  to  transfer  his
preferred shares to Trinidad, and the estate was distributed one-third to Shelby’s
widow, Genevra Heman, and two-thirds to a trust.

Procedural History

The Commissioner of Internal Revenue determined that the cancellation of the debt
was a taxable dividend to the estate, the widow, and the trust. Deficiencies were
assessed. The widow and the trust petitioned the U.S. Tax Court, which consolidated
the cases for decision.

Issue(s)

1. Whether Trinidad’s cancellation of the decedent stockholder’s indebtedness upon
the  redemption  of  his  preferred  stock  was  essentially  equivalent  to  a  taxable
dividend under the 1939 Code and therefore taxable to the decedent’s widow and to
the trust?

2. Whether decedent’s widow is liable for an addition to tax under section 294(d)(2)?

3. Whether the trust is liable for an addition to tax under section 291(a)?
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Holding

1. Yes, because the cancellation of the debt was essentially equivalent to a taxable
dividend.

2. Yes, because she failed to file a declaration of estimated tax.

3. Yes, because the trust failed to file a fiduciary income tax return.

Court’s Reasoning

The court cited Section 115(g) of the 1939 Internal Revenue Code, which states that
a stock redemption may be treated as a dividend if it is “essentially equivalent” to
one.  The  court  noted  that  whether  a  transaction  is  essentially  equivalent  to  a
dividend is a question of fact, with no single decisive test. The court applied several
criteria, including:

The presence or absence of a bona fide corporate business purpose.
Whether the action was initiated by the corporation or shareholders.
Whether there was a contraction of the corporation’s business.
Whether the corporation continued to operate at a profit.
Whether the transaction resulted in any substantial change in the
proportionate ownership of stock held by the shareholders.
What were the amounts, frequency, and significance of dividends paid in the
past?
Was there a sufficient accumulation of earned surplus to cover the distribution,
or was it partly from capital?

The court  found that  because the  ownership  and control  of  Trinidad remained
substantially the same after the redemption, the cancellation of debt was essentially
equivalent  to  a  dividend.  The court  noted there  was  no  evidence  of  corporate
contraction.  Trinidad had ample  surplus  to  cover  the  debt  cancellation and no
significant business purpose existed, as the estate’s need, not the corporation’s,
drove the transaction. The court addressed the use of treasury stock. The court also
found that the widow and the trust were liable for failure to file tax returns as
required. The court emphasized that “The net effect of the distribution rather than
the  motives  and  plans  of  the  taxpayer  or  his  corporation,  is  the  fundamental
question in administering section 115(g).”

Practical Implications

This case highlights the importance of considering the substance over form in tax
planning, particularly in closely held corporations. The court made it  clear that
transactions structured as stock redemptions may be recharacterized as taxable
dividends. Legal practitioners should advise clients to consider the “net effect” of
such transactions on ownership, control, and corporate finances. Specifically, the
court  found the  transaction  was  driven by  the  estate’s  needs,  not  a  corporate
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business purpose. Any purported business purpose will need to be carefully analyzed
and  weighed.  Subsequent  cases  will  likely  analyze  the  specific  facts  and
circumstances of similar stock redemptions where debt is also involved, especially
concerning a corporation’s accumulated earnings and profits.


