
© 2025 SCOTUSreports.com. All rights reserved. | 1

Coates Trust v. Commissioner, 55 T. C. 501 (1970)

A stock redemption by a related corporation can be treated as a dividend if it is
essentially equivalent to a dividend under section 302(b)(1) of the Internal Revenue
Code.

Summary

The Coates family,  owning all  shares of  CAM and WIP corporations,  had CAM
‘purchase’ WIP’s shares. The transaction was deemed a redemption under section
304(a)(1) as a related corporation transaction, resulting in dividend treatment under
section 302(b)(1). The court clarified that the business purpose of the transaction is
irrelevant  to  determining  dividend  equivalence,  following  the  precedent  set  in
United States v. Davis. The case also established the proper parties for tax liability,
confirming the Coates Trusts as such due to the equitable ownership of the shares.

Facts

Sydney and Rose Ann Coates, along with their descendants, owned all the shares of
CAM Industries, Inc. (CAM) and Washington Industrial Products, Inc. (WIP). After
Sydney’s death, the family decided to combine the operations of CAM and WIP. On
May 20, 1965, CAM ‘purchased’ all WIP shares from the shareholders, including the
Estate of Sydney Coates and the Rose Ann Coates Trust, for contracts payable over
10 years. The transaction aimed to maintain Robert N. Coates’ control over the
combined entity. The fair market value of the contracts was contested, with the
court determining it to be $600 per $1,000 face value.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
1965 federal income taxes and treated the WIP stock ‘sale’ as a redemption under
section  304(a)(1).  The  Tax  Court  consolidated  several  related  cases  and  held
hearings  to  address  the  tax  treatment  of  the  transaction,  the  proper  parties
involved, and the fair market value of the contracts received by the petitioners.

Issue(s)

1. Whether the sale of WIP stock to CAM was a redemption through the use of a
related corporation under section 304(a)(1).
2. Whether the redemption of WIP stock by CAM was essentially equivalent to a
dividend under section 302(b)(1), making the amounts received taxable as ordinary
income.
3. What was the fair market value of the contracts received by petitioners from CAM
on May 20, 1965?
4. Whether the Rose Ann Coates Trust and the Trust Under Will of Sydney N. Coates
were proper parties in the proceedings.
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Holding

1. Yes, because the Coates family controlled both CAM and WIP, satisfying the
conditions of section 304(a)(1).
2. Yes, because the transaction was essentially equivalent to a dividend, and the
business purpose was deemed irrelevant under United States v. Davis.
3. The fair market value of the contracts was determined to be $600 per $1,000 face
value based on the evidence presented.
4. Yes, because the Rose Ann Coates Trust and the Trust Under Will of Sydney N.
Coates were equitable owners of the WIP shares at the time of the transaction.

Court’s Reasoning

The  court  applied  section  304(a)(1),  concluding  that  the  transaction  was  a
redemption through the use of a related corporation due to the Coates family’s
control over both CAM and WIP. For dividend equivalence under section 302(b)(1),
the court  followed United States v.  Davis,  which held that  business purpose is
irrelevant to this determination. The court analyzed the fair market value of the
contracts,  considering expert  testimonies and settling on $600 per $1,000 face
value. Regarding proper parties, the court examined the ownership structure and
the enforceability of mutual wills in Washington, concluding that the trusts were the
equitable owners at the time of the transaction.

Practical Implications

This decision underscores the importance of considering the tax implications of
transactions  involving  related  corporations,  particularly  in  family-controlled
businesses. It emphasizes that the form of the transaction (sale versus redemption)
can  significantly  impact  the  tax  treatment,  with  potential  for  ordinary  income
treatment if  deemed a dividend.  Legal  practitioners should carefully  assess the
control structures of involved entities and the equitable ownership of assets when
planning such transactions.  The case also highlights the relevance of  state law
regarding the enforceability of wills in determining tax liability. Subsequent cases
have cited Coates Trust for its application of section 304 and the irrelevance of
business purpose in determining dividend equivalence.


