32 T.C. 1297 (1959)

When a corporation redeems its stock, the substance of the transaction, not its form,
determines whether the redemption is essentially equivalent to a dividend and thus
taxable.

Summary

The case involved a tax dispute concerning whether a distribution received by
National Phoenix Industries, Inc. (Phoenix) from Nedick’s, Inc., was a taxable
dividend. Phoenix purchased 90% of Nedick’s stock. To finance the final payment,
Phoenix obtained a loan and, on the same day, sold some of its Nedick’s stock back
to Nedick’s, using the proceeds to repay the loan. The IRS argued, and the Tax
Court agreed, that this transaction was essentially equivalent to a dividend. The
court focused on the substance of the transaction, concluding that Phoenix
effectively used Nedick’s funds to buy its own stock, which resulted in a taxable
dividend.

Facts

Phoenix agreed to purchase 900 shares (90%) of Nedick’s, Inc.’s stock for $3.6
million, payable in installments. The agreement stipulated that Phoenix was to pay
$200,000 at the time of agreement, $500,000 sixty days later, and $2,900,000 six
months after that. Nedick’s, Inc. had significant cash and liquid assets. Phoenix did
not have enough funds to pay the final installment. To finance the final payment,
Phoenix borrowed $1 million from a bank. On the day the final payment was due,
Phoenix paid the remaining purchase price, surrendered 260 shares of Nedick's
stock to Nedick’s, Inc. in exchange for $1,026,285, and repaid the loan with the
funds. Phoenix, as a result of the redemption, owned approximately 92% of the
outstanding stock.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in income taxes
against Television Industries, Inc. (as the transferee of Phoenix) for 1951 and 1953,
arguing that a distribution received by Phoenix was essentially equivalent to a
dividend. The Tax Court heard the case based on stipulated facts.

Issue(s)

1. Whether the distribution Phoenix received from Nedick’s, Inc., was essentially
equivalent to a dividend under Section 115(g) of the Internal Revenue Code of 1939.

Holding

1. Yes, because the redemption was essentially equivalent to a dividend.
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Court’s Reasoning

The court applied Section 115(g) of the Internal Revenue Code of 1939, which stated
that if a corporation redeems its stock in a manner that is essentially equivalent to a
dividend, the distribution is treated as a taxable dividend. The court looked beyond
the form of the transaction to its substance. The court concluded that Phoenix, not
the old stockholders, was the party involved in the transaction. The court
emphasized that Phoenix purchased all 900 shares, not Nedick’s, Inc., which made
the former in control of the corporation. Phoenix ultimately used Nedick’s funds to
purchase its own stock to make the final installment payment. The court
distinguished the case from scenarios where the original stockholders, acting
independently, sold their shares directly to the corporation. The court determined
the transaction was an integrated transaction, and the net effect of the distribution
was the fundamental question. The court cited prior cases, including Wall v. United
States and Lowenthal v. Commissioner, in support of its ruling.

Practical Implications

This case emphasizes that in tax law, particularly regarding corporate redemptions,
substance prevails over form. Lawyers and accountants should structure
transactions to reflect their economic reality. Specifically, if a corporation uses its
own funds to facilitate a shareholder’s acquisition of its stock, that distribution may
be recharacterized as a taxable dividend. When advising clients, attorneys must
carefully analyze whether a redemption resembles a dividend distribution, especially
when the transaction involves an intertwined series of steps. This case cautions
against manipulating the structure of a transaction to achieve a desired tax outcome
if the substance of the transaction would suggest it should be treated as a taxable
dividend.
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