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Redemption of Stock:
Which Spouse Pays the Taxes?

ne sppuse may buy out the
other spouse's interest in a cor-
poration by having the corpors
tion redeem the other spouse’s shares
afthe corparation, A tax issue then aris-
es as to which spouse will pay the tax
on the amounts withdrawn from the
corporation. This tux issue became dif
ficult when the Tax Court dizagreed
with the U5, &th Cireuit Court of
Appeals over which spouss should pay
the tax
Ay uw U8, 981 F2d 456 (9th Cir
1992) {Arne 1) is the leading caze on the
issue of whether the spousec whose
shares are redeemed (the iransfering
spouse) must pay the tay In Ares J the
parties jointly owned stock in a corpore-
tion that owned a MeDonald's franchise
The agreement with McDonald's
required that the hushand be the sole
owner of the corporation after divoree,
The parties first surendered to the
eorporation their jointty owned stock, and
the eorporation issued equal numbers of
shares to each party in thelr own names.
The parties then entered inte 2 marital
gettletnent agreement (MSA), which pro-
vided In part that the parties were to
capse the corporation to redeem the
wife's stock at 3 stted price, The MSA

further provided that the hushand per- -

sonally guaranteed to purchase the
shares from the wife,

Afew days after entering into the M3A,
the wife entered into an agreement with
the corporation for redemption of the
stock, with the hushand guaranteeing
paymert. Then, after the corporation re-
deemed the wife's stock, it canceled those
shares, and reissued an equivalent mun-
ber of sharey to the hushand,

The 9th Cirenit applied TR.C. Section
1041 and Temporery Treasury
Repulation section 11041-T G0, AD
(question 9) to held that the wife should
not be taxed. Section 1041 provides that
n¢ gain is recognized on a transfer of
property either hetween spouses or
between former spouses if the ransfer is
Incident to divoree. Question 9 provides
that ransfers to a third party required by
adivoree or separation instrument will be
tregted as atransfer to the other spouse if
the transfer is “on behalf of" the other
SPOUSE,

The ¢ourt ruled that a transfer “on be-
half of” the ather spouse occurred “if [the
transfer] satisfied an ehligation or a liabi.
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FAMILY LAW:

Given the disagreement

between the 9th Circuit and
the Tax Court, it ig better to
take care of the problem in

the setflement agreement.

ity of that person.” 981 F2d at 459, Apply-
ing this test, the court conchuded that the
wife's transfer of shares to the corporation
was on behalf of the hushand because the
transfer satisfied the hushand's puarantee
to pay the wife, The court treated the
wife's transfer of the shares to the corpo-
ration as first a transfer of the stock to the
Tusband and then to the corporafion,

Although the hushand was not befare
the court, the opinion sugpests that tha
husband should be taxed: *The er
of the $450,000 from the corporate
Sury need not escape tomtion, if we hold,
ae we do, that [wife] is rot required o ree-
ognize any gaim on the wansfer of her
stocl, becanse It is subject o Section
1041." 951 E2d at 459,

Fresumably the court meant that the
basis ofthe stock the wife trensferred to the
corporation is the wife's adfusted basis, so
that when the stock is sold the appropriate
tx would be paid The government
argued, however, that sinee the corporation
canceled the stock that the wile transferred
and izsued new shares to the hushand, np
azzet with a carryover basis exdsts,

The eourt responded to this argument
by stafing simply, “[W]e reject the Gov-
ernment’s application of the statute, The
Regulations, particularty question 9, dem-
ongirate that the statate is rreant to apply
to situations such as this one, where a
transfer 1 made on behalf of one's former
spouse.” 981 F2d at 460. Thus, according
1o Arnes I if the redemption is “on behalf
of” the nontransferring spouse, the trans-
ferring spoitoe will not be toxed.

In Arnes 0 Commissioner, 1984 (1.5,
Tax. CL Lexis 22, 102 T.C. No. 20 {194)
(drnes H)}ur:tcller‘%he same faets a5 those
in Arnes I, the Tax Court surprisingly
held that the husband sheuld net be
rced.

The government argued that the hus-
hand should be taxed, on the theory that
he received a constructive dividend when
the corporation redeemed the wife's
shares, (The epurt in Armes T did not dis-
cuss this theory) The Tax Court ex-
phined that 'if a corporation redeems
stock that itz remaining shareholder was
abligated to buy, a constructive dividend
resuliz to the remaining sharsholder.
Howewver, this rule is limited to those o
cumstances where the obligation of the

remaining shareholder is bath ‘primary
and uncondidonal’.” 1994 US Tax CL
Lexds at 10-11.

Applying this test, the Tanc Court held
that the hushand's obligation was not *pri-
mary and unconditional” because the cor-
poration was obligated to redeem the
stoci, with the hushand guaranteeing the
obligation. The court also stated that up-
der applicable Washington state law, “the
property setflement agreement created at
most a secondary obligation, which could
only mature on the eorporation’s defalt
on its primary obligation.” 1094 1.5, Tax
Ct. Lexis at 15,

'Ihemtu'tﬁiditwasnol:aqweaam' an
apinion on the relationship between the
“on behalf of test and the “primary and
unconditional” test However, the court
also said that it conclusion in Armes IJ
was eonsistent with its conchlysion in Blat
v Commisgipner, 1984 U5, Tenc Ct Lexis
atna.

In Biatt u Commizsiomer, 1904 115, Tax
Ct Lexds 22, 102 T.C. No. 20, the Tix
Court taxed the nontransferring spouse
in a transaction similar to that in Arnes,
The court held that the transfer of stack
from the wife to the corporation was not
on behalf of the husband.

crording to the court, Ames was

easily distinguishable for the fol-

lowing reasons: (1) the parties in
Arnies were contractually oblipated with a
third party to have only one of the parties
own the corporation after the divorce
while the parties were not =0 ohligated in
Elatt; (2) the hushand in Arnes was oblig-
ated to be the sale gwner of the carpora:
tiom bt the hushand was not so obligated
in Blar (3} the husband in Bl unlike
the hushand in Armes, did not guarames
the obligation of the ¢orporation to pur
chace the wife's shares: and (4) unlile the
parties in Blaft, the parties in Arnes were
divorced under eommunity property laws.

The Tex Court added that taxding the
wife “harmonizes” with the rule that the
nontransferring spouse is Gxed only if
the corporation's redemption of the stoclk
safigfies that spouse’s primary and
unconditiona] obligation to purchace the
stock. 102T.C. at n.13. The T Court also
stzted, without giving any reasgn, that it
did “ror agree with Ames and respectfully
refuse(d] to folow it" 1904 Tax Ct Lexds
at 12,

A recent private letter ruling held, on
facty it said were close to those of Blap,
that the non-transferring spouse should
be taxed for reasons similar to those stak-
¢d in Rlafl. Private Ruling 9427008, 1604
PRL Lexis 657. The parties involved in the
private letter ruling also speciiied in the
MSA that the redemption was not in-
tended to be on behalf of the hushand,

Presumably, this provision was intended
to prevent the wife from changing her
mind and seeking a refund, thus having
the tax subsequently imposed on the hus-
band.

A final Time Court case relevant to this
iague is Hoves 0 Commissioner, 101 T.C.
539, 101 T.C. No, 40. The relevant differ-
ences between the facts of Ames and
those of Hayes are that the judgment or
dered the husband to purchase the
shares from the wife, and that the corpo-
ration agreed to undertake the husband's
obligation. Accordingly, the Tax Court
taxed the hugband on the theory that he
mecelved an actual or copstructive divie
dend because his obligation 1 purchase
the shares was “primary and uncondi-
tivnal,” The Tax Court suggested in a
[pomots that even ¥ the hushand were not
taxed, Amnes [ could stll protect the wife
from toadon. 101 T'C. at n.3.

It is tempting o struchare a buyout as
close as possible 1o that in.dmes to try to
tike advantage of the present uncertaingy
in the law. However, If neither party re-
ports the income from the redemprion,
then the parties should expect thar at
least one of them or the corporation will
be audited and will have to defend the
position in court

In any caee, it does not appear likely
that both parties can escape taxation in
the fubure. PostAmes [ cases are cog-
nizant of the result inArmes [ and Armes [T
and will avoid the same result presum-
ably by consalidating the actions against
both spouses. Moreover, Amer involved
the unique facts of 2 Washingion state
statute that made the hushand's obliga-
tion secondary to the corporation's.

In addifion, Armes involved a contract
with & third party that after divoree anty
one spouse should own the eorporaton, a
fact that may not be present in all eases.
While the court did not diseuss the impor-
tance of this fartor with respect to the ax-
ation issue, a subsequent court could use
this as a distinguishing fact. Conse-
quently, it seems prudent for the parties
to agree in advance how any t fabiliy
will be allocated.

If the parties agree that one of them
will pay the tmees, then the sertlement
documents should elearly state the anpro-
prigte language under the “on behalf of
tesr or the “primary and uneonditional™
test to enzure that Lability is placed on the
agreed-upon party. The privare letter rul-
ing containg language thar can serve as a
guide.





