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McKinley Corp. of Ohio v. Commissioner, 36 T. C. 1182 (1961)

Distributions made to a corporation after it  acquires stock are dividends if  the
corporation is the legal and beneficial owner of the stock at the time of distribution.

Summary

In McKinley Corp. of Ohio v. Commissioner, the Tax Court held that a distribution
made  by  Ohio  Piston  Company  to  McKinley  Corporation  was  a  dividend,  thus
classifying McKinley as a personal holding company liable for the surtax. The court
found that McKinley had both legal and beneficial ownership of Ohio Piston’s stock
at the time of the distribution, which was part of a complex transaction involving the
acquisition  of  Ohio  Piston  by  McKinley.  Despite  the  intricate  financing
arrangements, the court determined that the distribution was made to McKinley as a
shareholder, not as part of the purchase price. However, the court did not impose an
addition to tax for failure to file a personal holding company return, as all necessary
information was disclosed on McKinley’s income tax return.

Facts

McKinley Corporation of Ohio, owned by K. McKinley Smith, sought to purchase
Ohio Piston Company from the Hendershott  group.  On December 31,  1951,  an
agreement was made to sell the 376 shares of Ohio Piston for $655,100, payable in
cash and notes secured by mortgages on Ohio Piston’s assets. On January 17, 1952,
McKinley arranged financing through Factors, which advanced $502,000, part of
which was used to pay the Hendershott group. Ohio Piston then borrowed $378,000
from Industrial, and on the same day, distributed $545,200 to McKinley, which was
used to repay Factors. Ohio Piston’s stock was transferred to McKinley, and the
distribution was recorded as a dividend on McKinley’s books.

Procedural History

The Commissioner of Internal Revenue assessed a deficiency of $409,159. 89 in
personal holding company surtax and an addition to tax of $102,289. 97 for failure
to file a Form 1120H for 1952. McKinley petitioned the Tax Court, which heard the
case and ruled on September 29, 1961.

Issue(s)

1. Whether the distribution from Ohio Piston to McKinley was a dividend, thereby
making McKinley a personal holding company.
2. Whether McKinley is liable for the addition to tax under section 291(a) of the
1939 Code for failure to file a personal holding company return.

Holding

1. Yes, because the distribution was made to McKinley after it had acquired legal
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and beneficial  ownership of  Ohio Piston’s stock,  making it  a dividend and thus
classifying McKinley as a personal holding company.
2. No, because all relevant information was disclosed on McKinley’s income tax
return, negating the need for an addition to tax for failure to file Form 1120H.

Court’s Reasoning

The court rejected McKinley’s argument that the substance of the transaction should
override its form, emphasizing that the distribution was made to McKinley as a
shareholder after it had legally and beneficially acquired Ohio Piston’s stock. The
court found that the transaction was a true sale, and the distribution was a dividend,
supported by Ohio Piston’s earnings and profits. The court cited Germantown Trust
Co.  v.  Commissioner,  noting that  the  distribution’s  treatment  as  a  dividend on
McKinley’s tax return and its use to repay a loan supported the conclusion that it
was indeed a dividend. The court also reasoned that the failure to file a personal
holding  company  return  did  not  warrant  an  addition  to  tax,  as  all  pertinent
information  was  disclosed  on  McKinley’s  income  tax  return,  allowing  the
Commissioner  to  compute  the  surtax.

Practical Implications

This decision clarifies that distributions made to a corporation after it acquires stock
in another corporation are dividends if the acquiring corporation holds both legal
and beneficial  title  to  the  stock  at  the  time of  distribution.  Practitioners  must
carefully analyze the timing and nature of distributions in corporate acquisitions to
determine  their  tax  treatment.  The  ruling  also  underscores  the  importance  of
disclosing all relevant information on tax returns to avoid penalties for failure to file
specialized  returns.  Businesses  should  be  aware  that  complex  financing
arrangements do not necessarily alter the tax consequences of distributions if the
underlying  transaction  is  a  sale  of  stock.  Subsequent  cases  have  applied  this
principle in analyzing corporate transactions and the classification of distributions
as dividends.


