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Stanley F. Grabowski Trust for Ronald Grabowski, United Bank and Trust
Company, Trustee, et al. v. Commissioner of Internal Revenue, 58 T. C. 650
(1972)

Redemption of stock is treated as a dividend if it does not result in a meaningful
reduction of the shareholder’s proportionate interest in the corporation.

Summary

In  Stanley  F.  Grabowski  Trust  v.  Commissioner,  the  Tax  Court  held  that  the
redemption  of  preferred  stock  by  Stanley  Plating  Co.  ,  Inc.  ,  was  essentially
equivalent to a dividend under Section 302(b)(1) of the Internal Revenue Code. The
trusts, which owned preferred stock, were deemed to have an 80. 2% constructive
interest in the common stock due to attribution rules. The court found that the
redemption did not meaningfully reduce this interest, nor did it alter the trusts’
rights to future earnings or enhance their interest in the company’s net worth in a
significant way. Therefore, the redemption payments were taxable as dividends.

Facts

Stanley and Helen Grabowski owned 80. 2% of the common stock of Stanley Plating
Co. , Inc. They established trusts for their children, which invested in the company’s
preferred  stock.  On  September  22,  1964,  shareholders  voted  to  redeem  the
preferred stock, which was completed by December 31, 1964. The trusts received
payments for their redeemed stock, and the issue before the court was whether
these payments should be treated as dividends under the tax code.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the trusts’ tax
filings for the year ended February 28, 1965, treating the redemption payments as
dividends. The trusts contested this determination in the U. S. Tax Court, which
consolidated the cases and upheld the Commissioner’s  position,  ruling that  the
redemptions were essentially equivalent to dividends.

Issue(s)

1. Whether the redemption of preferred stock by Stanley Plating Co. , Inc. , was
essentially equivalent to a dividend under Section 302(b)(1) of the Internal Revenue
Code.

Holding

1. Yes, because the redemption did not result in a meaningful reduction of the
trusts’ proportionate interest in the corporation, and the trusts would have received
more from a hypothetical dividend than from the redemption.
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Court’s Reasoning

The court applied the “strict net effect” test established in United States v. Davis,
which considers whether a redemption results in a meaningful reduction of the
shareholder’s interest in the corporation. The trusts constructively owned an 80. 2%
interest in the common stock due to attribution rules, which remained unchanged
after  the  redemption.  The  court  noted  that  the  trusts  received  less  from  the
redemption than they would have from a hypothetical dividend, and their interest in
the company’s net worth actually increased post-redemption. The court rejected the
argument  that  a  business  purpose  behind  the  redemption  could  alter  this  tax
treatment, emphasizing that the absence of a meaningful reduction in the trusts’
interest was decisive.

Practical Implications

This decision clarifies that redemption of stock will be treated as a dividend if it does
not alter the shareholder’s control or interest in the corporation in a significant way.
Practitioners must carefully consider the impact of attribution rules when planning
stock redemptions to avoid unintended tax consequences. Businesses may need to
structure  redemptions  to  ensure  a  meaningful  reduction  in  the  shareholder’s
interest  to  qualify  for  capital  gains  treatment.  This  case  has  been  cited  in
subsequent rulings to determine whether redemptions are essentially equivalent to
dividends, emphasizing the importance of the “meaningful reduction” standard in
tax planning and litigation.


