Johnson v. Commissioner, 78 T. C. 564 (1982)

Cash distributions received in a corporate recapitalization are taxable as dividends if
they have the effect of a dividend, even when part of a larger reorganization.

Summary

In Johnson v. Commissioner, the U. S. Tax Court ruled on the tax implications of a
cash distribution received by a shareholder during a corporate recapitalization.
James Hervey Johnson owned class B stock in Missouri Pacific Railroad Co. , which
was restructured to resolve shareholder disputes. As part of the settlement, Johnson
received new common stock and a cash payment. The court determined that the
recapitalization qualified as a tax-free reorganization, but the cash distribution was
taxable as a dividend because it compensated for previously withheld dividends, not
as part of the sale of stock.

Facts

James Hervey Johnson owned 120 shares of class B stock in Missouri Pacific
Railroad Co. (MoPac). MoPac had two classes of stock: A and B. Class A
shareholders controlled the company but had limited equity, while class B
shareholders had significant equity but less control. Tensions arose due to withheld
dividends, leading to litigation. A settlement was reached, resulting in a
recapitalization where each class A share was exchanged for new voting preferred
stock and each class B share for 16 shares of new common stock plus $850 cash.
Johnson received 1,920 shares of new common stock and $102,000 in cash. He later
sold 1,376 shares of the new common stock to Mississippi River Corp. (MRC).

Procedural History

Johnson filed his 1974 tax return treating the cash distribution and stock sale
proceeds as a single capital transaction. The Commissioner of Internal Revenue
issued a deficiency notice, treating the cash distribution as a dividend. Johnson
petitioned the U. S. Tax Court, which upheld the Commissioner’s determination.

Issue(s)

1. Whether the restructuring of MoPac was a “recapitalization” within the meaning
of section 368(a)(1)(E) of the Internal Revenue Code.

2. Whether the cash distribution received by Johnson should be combined with the
proceeds from the sale of new common stock to MRC and treated as a single capital
transaction.

3. Whether the cash distribution received by Johnson should be taxed as a dividend
under section 356(a)(2) of the Internal Revenue Code.

Holding
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1. Yes, because the restructuring involved a reshuffling of MoPac’s capital structure
within the same corporation.

2. No, because Johnson’s sale of new common stock to MRC was a separate
voluntary transaction, not part of the recapitalization.

3. Yes, because the cash distribution had the effect of a dividend, compensating for
previously withheld dividends on class B stock.

Court’s Reasoning

The court applied the Internal Revenue Code sections relevant to corporate
reorganizations. It found that the MoPac restructuring qualified as a recapitalization
under section 368(a)(1)(E), thus a reorganization under section 368(a)(1), which
allowed non-recognition of gain or loss on the stock-for-stock exchange. However,
the cash distribution was treated separately under section 356(a)(1), requiring
recognition of gain up to the cash received. The court then applied section 356(a)(2),
determining that the cash distribution had the effect of a dividend because it was
intended to compensate class B shareholders for dividends withheld during the
period of conflict. The court rejected Johnson’s argument to combine the cash
distribution with the stock sale proceeds under the step-transaction doctrine, as his
sale to MRC was voluntary and not required by the recapitalization plan.

Practical Implications

This decision clarifies that cash distributions in corporate reorganizations are
scrutinized for their true purpose. If they serve as compensation for withheld
dividends, they are likely to be taxed as dividends, not as part of a capital
transaction. Legal practitioners should carefully analyze the intent and structure of
any cash distributions during reorganizations, as these can impact the tax treatment
for shareholders. The ruling also underscores the importance of distinguishing
between mandatory and voluntary transactions in the context of corporate
restructurings. Subsequent cases, such as Shimberg v. United States, have
continued to refine the criteria for determining when a distribution in a
reorganization has the effect of a dividend.
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