Shea Co. v. Commissioner, 53 T. C. 135 (1969)

Income from contested claims distributed in a corporate liquidation is taxable to
shareholders as capital gains, not to the corporation or as partnership income.

Summary

The Shea Co. distributed contested claims against the Bureau of Reclamation and
Industrial Indemnity Co. to its shareholders during liquidation. The court held that
the income from these claims, settled post-dissolution, was not taxable to the
corporation or as partnership income. Instead, the shareholders, who received the
claims as part of their stock exchange, properly reported the income as capital
gains. This decision clarified that contested claims distributed in liquidation are
treated as part of the stock exchange, allowing shareholders to report subsequent
settlements as capital gains.

Facts

The Shea Co. was part of a joint venture for constructing the Clear Creek Tunnel.
After project completion, the joint venture asserted claims against the Bureau of
Reclamation for extra compensation and against Industrial Indemnity Co. for a
dividend on workmen’s compensation policies. On May 16, 1962, all joint venture
assets, including these claims, were distributed to an agent for the venturers. The
Shea Co. adopted a liquidation plan and, on June 30, 1962, distributed all its
remaining assets, including its 30% interest in the claims, to its shareholders. The
Shea Co. was formally dissolved on August 23, 1962. The claims were settled post-
dissolution, with the Bureau of Reclamation settling on October 4, 1962, and
Industrial Indemnity Co. on November 13, 1962.

Procedural History

The Commissioner determined deficiencies in the Shea Co. ‘s and its shareholders’
federal income taxes, asserting that the income from the settled claims should be
taxed to the Shea Co. or as partnership income. The Tax Court consolidated the
cases and ultimately ruled in favor of the petitioners, holding that the income was
properly reported by the shareholders as capital gains.

Issue(s)

1. Whether the income realized upon the subsequent settlement of the contested
claims should be allocated to the final taxable period of the Shea Co.

2. Whether the shareholders of the dissolved Shea Co. can be required to report the
income realized upon the settlement of the claims as distributive shares of
partnership ordinary income.

3. If neither allocable to the corporation nor reportable as partnership income, what
should be the proper characterization of this income in the hands of the
shareholders.
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Holding

1. No, because the claims were contested and had no ascertainable value at the time
of the Shea Co. ‘s dissolution.

2. No, because the joint venture had distributed all its assets, including the claims,
to the venturers prior to the Shea Co. ‘s dissolution.

3. The shareholders properly reported the income as capital gains, as they received
the claims as part of the consideration in exchange for their stock.

Court’s Reasoning

The court applied the accrual method of accounting, which requires income to be
included when all events fixing the right to receive income occur and the amount is
determinable with reasonable accuracy. The contested nature of the claims negated
the possibility of the Shea Co. having fixed rights to income before its liquidation.
The court rejected the Commissioner’s argument to allocate the income to the Shea
Co. under section 446, as no income was earned or accruable at the time of
dissolution. The joint venture was deemed terminated before the Shea Co. ‘s
dissolution, and the income from the claims was not partnership income since the
claims had been distributed to the venturers. The court relied on sections 331 and
341, treating the distribution of the claims as part of the stock exchange, resulting
in capital gains for the shareholders upon settlement. The court also noted the lack
of a collapsible corporation scenario under section 341.

Practical Implications

This decision impacts how contested claims distributed in corporate liquidations are
treated for tax purposes. Practitioners should advise clients that such claims are not
taxable to the corporation or as partnership income but are treated as part of the
stock exchange, resulting in capital gains for shareholders upon settlement. This
ruling allows shareholders to defer tax recognition until the claims are settled,
potentially affecting corporate liquidation strategies. It also clarifies that the
termination of a joint venture is critical in determining the tax treatment of
distributed assets. Subsequent cases like James Poro have followed this precedent,
reinforcing the principle that income from assets distributed before a corporation’s
dissolution is not taxable to the corporation.
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