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Webb v. Commissioner, 67 T. C. 293 (1976)

A subsidiary’s purchase of its parent corporation’s stock from a shareholder does
not result in a taxable dividend to the parent corporation under I. R. C. § 304(a)(2)
and (b)(2)(B).

Summary

In Webb v. Commissioner, the Tax Court addressed whether a subsidiary’s purchase
of its parent’s stock from a shareholder resulted in a taxable dividend to the parent.
The court held that no such dividend was realized by the parent corporation, Cecil
M. Webb Holding Co. , when its subsidiary, Kinchafoonee, purchased stock from the
estate of Cecil Webb. The court reasoned that I. R. C. § 304(a)(2) and (b)(2)(B) treat
the transaction as a redemption by the parent for tax purposes to the shareholder,
not as a dividend to the parent itself. This ruling prevented the imposition of income
and personal holding company taxes on the parent and shielded former shareholders
from transferee liability.

Facts

In 1963, Cecil M. Webb formed the Cecil M. Webb Holding Co. (Webb Co. ), which
owned majority stakes in various companies known as the Dixie Lily group. Upon
Cecil’s death in 1965, his estate included significant shares of Webb Co. In 1967, to
pay estate taxes and expenses,  the estate sold 515,900 shares of  Webb Co.  to
Kinchafoonee, a subsidiary, for $288,904. Webb Co. was later liquidated in 1971,
distributing  its  assets  to  shareholders.  The  Commissioner  argued  that  this
transaction resulted in a taxable dividend to Webb Co. ,  triggering income and
personal holding company taxes, and sought to impose transferee liability on the
former shareholders.

Procedural History

The Commissioner determined deficiencies in Webb Co. ‘s 1967 federal income tax
and sought to hold the former shareholders liable as transferees. The petitioners,
former shareholders of Webb Co. , challenged this determination before the United
States Tax Court.

Issue(s)

1. Whether the proceeds of the sale of  Webb Co. ‘s  stock to Kinchafoonee are
taxable to Webb Co. as a dividend under I. R. C. § 304(a)(2) and (b)(2)(B)?

2. If so, whether Webb Co. ‘s failure to report such dividend income was an omission
of a sum in excess of 25% of the gross income reported, triggering the 6-year statute
of limitations under I. R. C. § 6501(e)?

3. If so, whether the receipt of the dividend caused Webb Co. to become a personal
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holding company subject to the tax under I. R. C. § 541?

4. If so, whether Webb Co. is allowed a dividends-paid deduction under I. R. C. §§
561 and 562 in computing its personal holding company tax?

5. Whether the petitioners are liable as transferees for any deficiencies owed by
Webb Co. for 1967?

Holding

1.  No,  because  I.  R.  C.  §  304(a)(2)  and  (b)(2)(B)  treat  the  transaction  as  a
redemption by Webb Co. for tax purposes to the shareholder, not as a dividend to
Webb Co. itself.

2. No, because there was no dividend income to omit, and thus the 3-year statute of
limitations under I. R. C. § 6501(a) applies.

3. No, because without the dividend income, Webb Co. did not become a personal
holding company.

4. No, because the issue of the dividends-paid deduction is moot given the absence
of personal holding company status.

5. No, because without any tax deficiency due from Webb Co. , there is no basis for
transferee liability against the petitioners.

Court’s Reasoning

The court focused on the legislative intent and text of I.  R. C. § 304(a)(2) and
(b)(2)(B), which were enacted to close a loophole identified in Rodman Wanamaker
Trust.  These  sections  treat  a  subsidiary’s  purchase  of  its  parent’s  stock  as  a
redemption by the parent for tax purposes to the selling shareholder,  not as a
dividend to the parent.  The court emphasized that the language and legislative
history support the view that the transaction’s tax consequences are limited to the
shareholder level,  not the corporate level of  the parent.  The court rejected the
Commissioner’s argument that the transaction resulted in a “constructive” dividend
to  the  parent,  stating  that  Webb  Co.  received  no  economic  benefit  from  the
transaction.  The  court  also  overruled  prior  decisions  that  suggested  a  taxable
dividend to  the parent  in  similar  situations,  finding them inconsistent  with  the
statutory scheme. Judge Scott dissented, arguing that the transaction should be
treated as a distribution by the subsidiary to the parent,  resulting in a taxable
dividend to the parent.

Practical Implications

This decision clarifies that a subsidiary’s purchase of its parent’s stock does not
generate taxable income for the parent under I. R. C. § 304(a)(2) and (b)(2)(B).
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Practitioners  advising  on  corporate  transactions  involving  stock  purchases  by
subsidiaries should focus on the tax implications to the selling shareholder rather
than the parent corporation. This ruling may encourage the use of such transactions
for estate planning purposes, as it allows estates to sell stock to subsidiaries without
triggering additional  corporate taxes.  However,  it  also underscores the need to
carefully consider the broader tax implications, including potential personal holding
company tax issues, which were not applicable in this case but could be in others.
The  decision  also  impacts  how the  IRS assesses  transferee  liability,  as  former
shareholders cannot be held liable for taxes that were never due to the parent
corporation.  Subsequent  cases  have  generally  followed  this  interpretation,
reinforcing  its  impact  on  tax  planning  and  compliance  in  corporate  structures
involving parent-subsidiary relationships.


