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RELIEF FOR MINORITY SHAREHOLDERS:
SECTION 19 OF THE TECHNICAL
AMENDMENTS ACT OF [958

JamEes W. SmrTa*

I
INTRODUCTION

Section 19 of the Technical Amendments Act of 1958 amended
Section 337 of the 1954 Internal Revenue Code by adding at the
end thereof a new subsection “(d) Special Rule for Certain Minority
Shareholders.”* Although the situation covered by the new subsection
is not one of common occurrence, this tidbit of legislation is extremely
helpful to minority shareholders of a liquidating corporation who are
in the unfortunate position of having as a fellow shareholder a corpo-
ration which owns at least 80 percent of all classes of stock (except
nonvoting preferred stock) of the'corporation In order to place the
significance of subsection “(d)” in proper focus perhaps a few pages
of history would be in order.

11
HisToRY
A. Code Provisions.

The provisions of the 1939 Internal Revenue Code, taxing share-
holders of a liquidating corporation, were, with a few exceptions,
similar to the present 1954 Internal Revenue Code provisions. A share-
holder of a completely liquidated corporation is subject to a capi-
tal gains tax on the difference between the shareholder’s basis for his
stock and the money and fair market value of the property received

* Assistant Professor of Law, Boston College Law School, A.B. 1952, LL.B. 1957,
Boston College; LL.M. 1958, New York University.

1 Sec. 337, Gain or Loss on Sales or Exchanges in Connection with Certain
Liquidations . . . -
{d} Special Rule for Certain Minority Shareholders.—If a corporation adopts
a plan of complete liquidation on or after .January 1, 1938, and if subsection
(a) does not apply to sales or exchanges of property by such coerporation,
solely by reason of the application of subsection (c)(2)(A), then for the first
taxable year of any shareholder {other than a corperation which meets
the 80 percent stock ownership requlrement specified in Section 332(b)(1))
in which he receives a distribution in complete liquidation—

(1) the amount realized by such sharehelder on the distribution shall
be increased by his proportionate share of the amount by which the tax
imposed by this subtitle on such corporation would have been reduced if
subsection (¢) (2} (A) had not been applicable, and

(2) for purposes of this title, such sharcholder shall be deemcd to have
paid, on the last day prescribed by law for the payment of the tax imposed
by this subtitle on such shareholder for such. taxable year, an amount of tax
equal to the amount of the increase described in paragraph (1).
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by him in liquidation.? Each shareholder then receives as a basis for
this property its fair market value?® If, however, a shareholder in a
complete liquidation is a corporation owning at least 80 percent of all
classes of stock of the liquidating corporation (except non-voting pre-
ferred stock) then no tax is incurred by such corporate shareholder
as a result of the liquidation,* and the basis for the property received
is the same as that held by the liquidated subsidiary.® Presumably the
purpose of this exception to the general rule is to encourage the sim-
plification of corporate structures. If the shareholders of the liquidat-
ing corporation comprise both minority shareholders and a corporation
qualifying for the above exception, the minority shareholders are still
governed by the general rule,

B. The Court Holding Problem.

Among the loose ends in the corporate tax area tied up statu-
torily .in the 1954 Internal Revenue Code, perhaps the most annoying
was the so-called “Court Holding Problem,” the name being derived
from.a case decided under the 1939 Internal Revenue Code, Court
Holding Company v. Commissioner® In this case a husband and wife,
owning all the stock of a corporation whose sole asset was an apart-
ment building, negotiated for the sale of the building. An oral agree-
ment was reached, but prior to the reduction of the agreement to writ-
ing, the hushand and wife liquidated the corporation and received the
building, which they then sold to the purchaser. This method was
utilized in order to avoid a corporate capital gains tax on the sale.
The Commissioner took the view that while in form there was a liqui-
dation followed by a sale, in substance there was a sale followed by a
liquidation. This view was accepted by the Tax Court” and affirmed
by the United States Supreme Court.® This result led to the imposition
of a capital gains tax on the corporation on the difference between
the purchase price and its basis for the building, and a capital gains
tax on the shareholders on the difference between the sale proceeds
received in liquidation and the basis of their stock. Had the courts
agreed with the taxpayers there would have been no corporate capital
gains tax. There would have been a capital gains tax to the share-
holders when they received the building measured by the difference
between the fair market value of the building and the basis of their

2 Int. Rev. Code of 1954, § 331{a}(1).

3 Int. Rev. Code of 1954, § 334(a).

4 Int. Rev. Code of 1954, § 332.

o Int. Rev. Code of 1954, § 334(b) (1), but see § 334(b) (2) for an exception.
€ Rev'd 324 U.S. 331 (1945).

7 2 T.C. 531 {1943), rev'd 143 F.2d 823.

‘8 Supra note 6.
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stock, but little if any capital gains tax to the shareholders when they
sold the building since they would now have had as a basis for the
building its fair market value which presumably would approximate
its purchase price.

It should be noted that with reference to a tax on both the
corporate and the shareholder level, the “Court Holding Problem”
would not arise if the sole shareholder of the liquidating corporation
were a corporate shareholder, since in that situation there would be
no tax to the corporate shareholder on the liquidation, the corporate
shareholder receiving as a basis for the building the basis held by the
liquidated corporation. The sale of the building would result in capi-
tal gains treatment to the corporate shareholder on the difference be-
tween the purchase price and its basis.

Cases following the Court Holding Company case did not clarify
the problem but rather set up rules understandable in theory but
difficult in practical application. Thus if the sale was effectuated by
shareholders following liquidation, the Court Holding rule did not
apply and there was no tax on the corporate level. Mere negotiations
prior to liquidation were not necessarily considered a sale.® However,
since most of the corporations involved in a “Court Holding Problem”
were small corporations whose shareholders actually managed the
business, and since these shareholders would be quite reluctant to
liquidate, due to the taxes involved, without the strong possibility of
a sale of the assets, this rule tended to be quite formalistic in nature
and amounted to an unwarranted trap for the uninformed,

C. Effect of the “Court Holding Problem” on the 1954 Internal
Revenue Code—Sec. 337

In order to eliminate the formalistic distinctions involved in the
“Court Holding Problem,” the 1954 Internal Revenue Code contained
a new section—Section 337. Under Section 337(a) if a corporation
adopts a plan of complete liquidation on or after June 22, 1954, and
within the twelve-month period beginning on the date of the adoption
of such a plan, all the assets of the corporation, except assets retained
to meet claims, are distributed in a complete liquidation, then no gain
or loss shall be recognized to the corporation being liquidated on any
sales or exchanges made by it during that twelve-month period. Under
Section 337(b) two exceptions to this nonrecognition rule involve
inventory items unless sold to one person in one transaction, and in-
stallment obligations acquired with respect to property sold or ex-
changed prior to the date of adoption of the plan of liquidation.

® United States v, Cumberland Public Service Co., 338 U.S. 451 (1950).
93



" BOSTON COLLEGE INDUSTRIAL AND COMMERCIAL LAW REVIEW

III

THE PURPOSE OF SECTION 19 OF THE TECHNICAL AMENDMENTS ACT
or 1958

As mentioned previously the purpose of Section 337 was to elimi-
nate, in certain circumstances, the double tax incurred when a corpora-
tion sells property pursuant to a compiete liquidation. However, as
pointed out, a corporate sharcholder possessing sufficient stock to
qualify for the exception to the general rule is not affected by the
“Court Holding Problem.” It is for this reason that Section 337(c)-
(2)(A) excludes from the operation of Section 337(a) a situation
wherein 80 percent or more of all classes of stock (except nonvoting
preferred) of the liquidating corporation is owned by another corpora-
tion. The principal difficulty with Section 337(c)(2){A) is that
it applles despite the fact that there may be minority shareholders in
the liquidating corporation who, unlike their fellow corporate share-
holder, are subject to a capital gains tax on liquidation and to whom
the “Court Holding Problem” is very much a reality.

Since Section 337(a) grants a tax relief on the corporate level
but is actually designed to provide a benefit to the shareholders them-
selves (since thie corporation is in the process of a complete liquida-
tion), a complete exclusion of the benefits of Section 337(a) in the
situation described above is perhaps a practical necessity, since any
relief on the corporate level based upon the fact that the corporation
had minority shareholders would provide a windfall to the corporate
shareholder. Thus any legislation designed to correct this unfairness
to minority shareholders in a “Court Holding Problem” had to effectu-
ate relief on the shareholder level.

‘ v
SECTION 19 OF THE TECHNICAL AMENDMENTS ACT OF 1958

In referring to Section 19 of the Technical Amendments Act of
1958, the ‘Committee Reports state: “The new rule is for the sole
purpose of insuring that.the minority shareholders will be placed in
the same position after taxes, as if there had been no majority corpo-
rate shareholder and the subsidiary corporation had been able to uti-
lize Section 337.”*® The mechanical operatlon of Section 337(d),
de51gned to effectuate the purpose stated above in the Committee Re-
ports is not very complex. A minority shareholder, receiving a distri-
bution pursuant to a complete liquidation, increases the amount of
the distribution for tax purposes to the amount which he would have
received had Section 337(a) been applicable to the sale of the prop-

10 Committee Report on P.L. 85-866.
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erty by the corporation. The amcunt of this increase will be-the
minority shareholder’s proportionate share of the tax paid on the-cor-
porate level as:a result of the sale -of the property, since, if Section
337(a)- had been apphcable ‘this proportlonate amount would have
been distributed to the minority shareholder rather than. belng pald
as part of the corporate tax. The sharcholder then computes his in-
dividual tax as though he had received this increased amount. - The
minority shareholder then receives for the year in which the tax is
imposed a tax credit equal to the amount of the increase.

The operation of Section 337(d) may be illustrated with three
examples. The first involves. the plight of a minority shareholder
prior to the enactment of.Section 337(d).where the provisions of 337-
(a) were not applicable due to Section 337(c)(2)(A). The second
illustrates the different tax result to the minority shareholder had he
not had as a fellow shareholder, a corporation having the requisite
80% stock ownership. The third example illustrates the relief granted
by Section 337(d) under the facts of example one.

Example One. A Corporatmn has as its ‘sole asset a building with
a tax basis of $50,000 and a fair market value of $100,000. The com-
mon stock of A Corporation, the only stock outstanding, is owned 80
percent by X Corporation and 20 per cent by Y, an'individual. Y has
a $10,000 basis for his stock. Pursuvant to a plan of complete liqui-
dation A Corporation sells the‘building for $100,000. 'Prior to the
enactment of Section’ 337(d) individual Y would ‘wind up, after taxes,
witha net of $15,625 on the dlstnbutlon in complete hquldatlon com-
puted as follows:

Smce Section 337(a) is not apphcable due to Section 337-
(c)(2)(A), A Corporation would have a recognized gain
on the sale of the building of $50,000  ($100,000 selling
price minus $50,000, the basis to Corporation A for the
building). The capital gains tax attributable to the sale
would be $12,500 (25% of $50,000), Ieavmg a net.of $87 500
available for distribution. Of this amount Y would receive
$17 500 (20% of $87,500). Y, therefore, would have a
gain recognized on a dlstrlbutxon in complete llquxdatlon
of $7,500 ($17,500 received minus $10,000, the basis to Y of
his stock in A Corporation). Y’s capital gains tax (assuming
a 25% rate) would be $1,875 (25% of $7,500). This would
leave Y with a net upen dlStI‘lbuthl’l of $15 625 ($17 500
received minus $1, 875 capital gains tax)

i
S

Example Two. Assuming again all of the facts in Example One
except that X is an individual rather than a corporation, Y would

95



CEVI PR | T} R

BOSTON COLLEGE INDUSTRIAL AND COMMERCIAL LAW REVIEW

wind up, after taxes, with a net of $17,500 on the distribution in com-
plete liquidation, computed as follows:

Since X is an individual rather than a corporation Section
337(c)(2)(A) is no longer applicable and hence Section
337(a) may be utilized. Assuming that all the requirements
of Section 337 are fulfiled, A Corporation incurs no tax
liability on the sale of the building. Hence $100,000 is avail-
able for distribution. Of this amount Y would receive
$20,000 (20% of $100,000). Y now has a recognized gain
of $10,000 ($20,000 received minus $10,000, the basis to ¥
of his stock in A Corporation). Y’s capital gains tax (as-
suming a 25% rate) would leave Y with a net upon distribu-
tion of $17,500 ($20 000 received minus $2,500, the capital
gains tax),

Example Three. Assuming all of the facts of Example One ex-
cept that the relief provision of Section 337(d) has become appli-
cable, Y would wind up, after taxes, with a net of $17,500 on the distri-
bution in complete liquidation, computed as follows:

As in Example One the general provisions of Section 337(a)
are not applicable to A Corporation due to Section 337(c)-
(2)(A), and hence the distribution to Y upon the complete
liquidation of A Corporation would be $17,500 as computed
in Example One. To $17,500 Y would add his proportionate

. share of the tax paid on the corporate level which is $2,500
(20% of $12,500, the corporate capital gains tax), thus giving
Y a presumed distribution of $20,000, the amount which he
would have received had Section 337(a) been applicable. Y
has a recognized gain of $10,000 ($20,000, presumed distri-
bution minus $10,000, Y’s basis for the A stock) and a capital
gains tax of $2,500 (25% of $10,000). Y, however, now
receives a tax credxt measured by his proportlonate share
of the capital gains tax paid by the corporation which is the
same amount by which Y increased his actual distribution
in computing his individual capital gains tax. This $2,500
credit (20% of $12,500, the corporate capital gains tax)
cancels Y’s $2,500 capxtal gains tax, leaving Y with a zero
tax on the distribution. Thus Y winds up after taxes with
a net of $17,500, the same amount that Y received after
taxes in Example Two where the general provisions of Section
337(a) were available to A Corporation.
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