
Taxation-Stock Redemptions-Family Hostility Can Mitigate
the Application of the Constructive Ownership Rules in Deter-
mining Whether a Stock Redemption Is Essentially Equivalent
to a Dividend. Haft Trust v. Commissioner, 510 F.2d 43 (1st Cir.
1975).

In October of 1956, Marcia Foster married Burt Haft who was
an officer and shareholder of the Haft-Gaines Company. After the
marriage, Marcia's father, Joseph Foster, purchased 100,000 shares
of stock in this company and conveyed the stock in equal portions
to four trusts for the benefit of the four Haft children.' In November
of 1966, Marcia commenced divorce proceedings against Burt. Each
spouse made serious and bitter charges against the other, and Burt
moved away and severed all contact with the children until 6 or 7
months later.2 During the period prior to the divorce, the parties
negotiated a financial settlement designed to separate their finan-
cial interests and to provide for their future relationship. Included
in the negotiations was an agreement by the Haft-Gaines Company
to redeem the 100,000 shares of stock which Foster had placed in
trust for the four Haft children. The taxpayer trusts reported the
gains resulting from the redemption as long-term capital gains.' The
Commissioner of Internal Revenue, however, claimed that the gains
were ordinary income and assessed a deficiency in each of the four
tax returns.4 The Tax Court agreed with the Commissioner and
ruled against the taxpayers.' On appeal, the First Circuit Court of
Appeals vacated the Tax Court's decision and remanded the case
for further proceedings including a determination of the existence
of family discord.' The circuit court held that family hostility can
mitigate the application of the constructive ownership rules of sec-
tion 318(a)7 of the Internal Revenue Code of 1954 in determining

1. Haft Trust v. Commissioner, 510 F.2d 43 (1st Cir. 1975).
2. Id.
3. Id. at 44.
4. Id.
5. Id.
6. Id. at 48.
7. INT. REV. CODE OF 1954, § 318(a) reads in pertinent part as follows:

(a) GENERAL RULE.-For purposes of those provisions of this subchapter to
which the rules contained in this section are expressly made applicable-

(1) MEMBERS OF FAMILY.-

(A) IN GENERAL.-An individual shall be considered as
owning the stock owned, directly or indirectly, by or for -

(ii) his children, grandchildren, and parents.
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whether a stock redemption is essentially equivalent to a dividend
under section 302(b)(1)1 of the Internal Revenue Code of 1954.1

The issue before the court in Haft Trust v. Commissioner was
whether the existence of family hostility alleviated the strict appli-
cation of the constructive ownership rules of section 318(a) in deter-
mining whether the stock redemption was essentially equivalent to
a dividend.'0 The court noted that if the stock redemption was es-
sentially equivalent to a dividend distribution to the trusts, it would
be taxed at ordinary income rates rather than at capital gains
rates," and that if the redemption was not essentially equivalent to
a dividend, its distribution would be taxed at capital gains rates
under section 302(b)(1).11 The court further noted that dividend
equivalence results when a redemption proves to be a pro rata distri-
bution that leaves ownership in the corporation substantially un-
changed.'3 The Commissioner had argued that the distributions to

(2) ATTRIBUTION FROM PARTNERSHIPS, ESTATES, TRUSTS, AND CORPORA-

TIONS.-

(B) FROM TRUSTS.-

(i) Stock owned, directly or indirectly, by or for a
trust (other than an employees' trust described in
section 401(a) which is exempt from tax under sec-
tion 501(a)) shall be considered as owned by its bene-
ficiaries in proportion to the actuarial interest of such
beneficiaries in such trust.

(5) OPERATING RULES.-

(A) IN GENERAL.-Except as provided in subparagraphs
(B) and (C), stock constructively owned by reason of the appli-
cation of paragraph (1), (2), (3), or (4), shall for purposes of
applying paragraphs (1), (2), (3), and (4), be considered as
actually owned by such person.

8. INT. REV. CODE OF 1954, § 302 reads in pertinent part as follows:
(a) GENERAL RULE.-If a corporation redeems its stock (within the meaning of

section 317(b)), and if paragraph (1), (2), (3), or (4) of subsection (b) applies, such
redemption shall be treated as distribution in part or full payment in exchange for
the stock.

(b) REDEMPTIONS TREATED AS EXCHANGES.-

(1) REDEMPTIONS NOT EQUIVALENT TO DIVIDENDS.-Subsection (a) shall
apply if the redemption is not essentially equivalent to a dividend.

9. 510 F.2d at 48. Note also that in footnote 1 of the First Circuit's opinion the court
affirmed the Tax Court's holding that the taxpayers failed to qualify for capital gains treat-
ment under section 302(c)(2) because of their failure to file the required agreements.

10. 510 F.2d at 44-45.
11. Id. at 46. For a discussion of these tax consequences see B. BIIrKER & J. EUSTICE,

FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS, 9.20 (3d ed. 1971)
[hereinafter cited as BITTKER & EUSTICE].

12. 510 F.2d at 46.
13. Id.
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the trusts were essentially pro rata distributions and that applica-
tion of the constructive ownership rules left ownership of the stock
in the Haft-Gaines Company basically unchanged.'4 He asserted
that as a result the redemption should be taxed at the rates applica-
ble to ordinary income. The First Circuit, however, decided that the
constructive ownership rules should not be solely determinative of
the tax consequences because of the hostility among the family
members.5 Those rules find stock held in the names of certain par-
ties nevertheless owned by other parties for certain income tax pur-
poses.'" The court concluded that family hostility rebuts the basic
presumption of the constructive ownership rules that the taxpayers
would continue to exert control over the corporation after a redemp-
tion. The court determined that equitable considerations out-
weighed the strict application of the section 318 constructive owner-
ship rules to section 302(b)(1) stock redemptions.'" The court ex-
pressly rejected the Commissioner's argument that the family hos-
tility standard placed an unreasonable burden on the Internal Reve-
nue Service (IRS).'8 The court was satisfied that Congress had
shown itself willing to tolerate some inconvenience to the IRS for the
sake of taxpayer equity.'"

Haft Trust is the latest decision to consider the application of
sections 302(b)(1) and 318(a) to stock redemptions. The income tax
consequences of a stock redemption are the subject of section 302.
Under subsection (a), a stock redemption is generally treated as an
"exchange" and taxed at capital gains rates.0 If however, a redemp-
tion is found to be essentially equivalent to a dividend, and thus is
not an "exchange," it is taxed at ordinary income rates.2 ' The prob-
lem under subsection (b)(1) is in determining whether a redemption
is equivalent to a dividend. This is not a new problem. A similar one
existed under section 115(g)(1) of the Internal Revenue Code of
1939,2 the forerunner of section 302(b)(1). Section 115(g)(1) pro-
vided that if a stock redemption was "essentially equivalent to the

14. Id.
15. Id. at 48.
16. INT. REV. CODE OF 1954, § 318(a)(5)(A).
17. 510 F.2d at 48.
18. Id.
19. Id.
20. INT. REV. CODE OF 1954, § 302(a).
21. INT. REV. CODE OF 1954, § 302(d).
22. INT. REV. CODE OF 1939, ch. 1, § 115(g)(1), 53 Stat. 48 (now INT. REv. CODE OF 1954,

§ 302(b)(1)).
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distribution of a taxable dividend," the redemption was to be
treated as a taxable dividend rather than as an "exchange." 23 Con-
fusion and lack of uniformity were commonplace under section
115(g)(1), because the tax consequences in each case depended on
the subjective determination of whether the "net effect" of the re-
demption made the transaction more like a corporate dividend than
a sale of stock.24 As a result, "because each court considered differ-
ent factors to be significant, the case law became confusing and
uncertain with the result that many factually similar situations
ended in opposite conclusions. '2 5

Section 302(b) was enacted as part of the Internal Revenue
Code of 1954 "in an attempt to eliminate the confusion [caused by
section 115(g)(1)] and establish uniformity in the federal taxation
of stock redemptions."26 Section 302(b) was designed to substitute
objective tests for the subjective "net effect" test which had existed
under the 1939 Code. As originally proposed, section 302(b) con-
tained only two provisions. These provisions, now subsections (b)(2)
and (b)(3), provide well-delineated standards for determining if a
stock redemption is to be treated as an "exchange" and taxed at
capital gains rates." As finally enacted, however, section 302(b)
contained subsection (b)(1), a nearly verbatim restatement of its
predecessor section 115(g)(1).

Instead of clarifying the law and providing clear guidelines for
the treatment of future problems concerning whether a stock re-
demption is equivalent to a dividend, the enactment of section
302(b) retained the subjective test for making such determinations.
In addition, the problem arose as to what effect, if any, prior law
would have on future stock redemptions. The Senate Report on the
1954 Code 8 stated that the addition of subsection (b)(1) was neces-
sary because subsections (b)(2) and (b)(3) were unnecessarily re-
strictive. The report stated further that:

23. Id.
24. Comment, Defining Dividend Equivalency Under Section 302(b)(1), 16 VILL. L.

REV. 88, 89-90 (1970). For cases using the "net effect" test, see, e.g., Jones v. Dawson, 148
F.2d 87 (10th Cir. 1945); Smith v. United States, 121 F.2d 692 (3d Cir. 1941); Flanagan v.
Helvering, 116 F.2d 937 (D.C. Cir. 1940).

25. Comment, Defining Dividend Equivalency Under Section 302(b)(1), 16 ViL. L.
REV. 88, 90 (1970).

26. Id. at 91.
27. These provisions are known as the "safe harbor" provisions. For a discussion of

these provisions see BITTKER & EUSTICE, supra note 11, 9.22-9.23.
28. S. REP. No. 1622, 83d Cong., 2d Sess. 44-45 (1945).
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. . . . your committee follows existing law by inserting the general
language indicating that a redemption shall be treated as a distri-
bution in part or full payment in exchange for stock if the redemp-
tion is not essentially equivalent to a dividend. 9

In considering the intent of Congress to eliminate confusion and
establish uniformity in the treatment of stock redemptions and the
language of the Senate Report indicating its further intent that
existing law was to be followed with the addition of subsection
(b)(1), the courts were clearly presented with a conflict as to what
standards to apply in determining the income tax consequences of
a stock redemption.

Not only was there confusion over what criteria were to be used
in determining when a redemption is essentially equivalent to a
dividend, but there was also confusion over the function of the sec-
tion 318 constructive ownership rules in determining whether divi-
dend equivalence existed under section 302(b)(1). Under the con-
structive ownership rules, stock owned by one person is considered
to be owned by another person or entity for income tax purposes.3 1

Thus, the use or non-use of the constructive ownership rules will
directly affect the percentage of stock which a shareholder is said
to own before and after a stock redemption. The "net effect" of a
transaction may depend on whether a court chooses to apply the
constructive ownership rules. Section 302(c) states that the con-
structive ownership rules of section 318(a) shall be applied to sec-
tion 302 stock redemptions to determine whether the redemption is
essentially equivalent to a dividend distribution.3 ' The income tax
regulations, however, state that dividend equivalence depends on
the facts and circumstances of each case and that the constructive
ownership rules are merely one of the facts to be considered.32 Thus,

29. Id.
30. INT. REv. CODE OF 1954, § 318(a)(5)(A).
31. INT. REV. CODE OF 1954, § 302(c) reads in pertinent part as follows:

(C) CONSTRUCTIVE OWNERSHIP OF STOCK.-

(1) IN GENERAL.-Except as provided in paragraph (2) of this subsec-
tion, section 318 (a) shall apply in determining the ownership of stock for
purposes of this section ....

32. Treas. Reg. 1.302-2(b) (1955). The regulation reads in part as follows:
The question whether a distribution in redemption of stock of a shareholder is not
essentially equivalent to a dividend under section 302(b)(1) depends upon the facts
and circumstances of each case. One of the facts to be considered in making this
determination is the constructive stock ownership of such shareholder under section
318(a).
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the statute and regulations conflict over the function section 318(a)
is to serve in determining whether a stock redemption is essentially
equivalent to a dividend. It should be noted that the regulations, as
administrative interpretations of the Internal Revenue Code, "are
not absolute rules of law which must necessarily be followed in every
instance, but are only helpful guides to aid courts in their task of
statutory construction."33 Despite this difference in the legal effect
of statutes and regulations, they have been construed for practical
purposes to be of equal force and effect by one leading authority. 4

He has argued that the constructive ownership rules do not apply
in every case. Although not expressly relying upon this authority or
upon the regulations, some courts have reached a similar conclu-
sion.

31

The Tax Court was the first court presented with the problem
of the applicability of the constructive ownership rules to a stock
redemption. In Lewis v. Commissioner,36 the Tax Court was faced
with a redemption that involved no significant shift in the owner-
ship or control of the corporation. The Lewis court applied the con-
structive ownership rules without question, but the court did not
determine whether the rules were to be applied in all cases involving
stock redemptions falling under section 302(b)(1).17 Subsequent
cases reveal that the Tax Court's holding in Lewis was to be limited
to the facts present in that case. In Estate of Squier v.
Commissioner,3 the Tax Court's position was that the constructive
ownership rules were not to be applied in all cases in determining
whether a stock redemption is essentially equivalent to a dividend.
The court concluded that the sharp division which existed between
the executor and the members of the Squier family resulted in a
"crucial reduction of the estate's control over the corporation" after
the redemption.39 Although it recognized the existence of the con-
structive ownership rules, the court decided that the facts and cir-
cumstances of the case removed any purpose for the application of
those rules and excused their use.40 Again, in Parker v.

33. Sims v. United States, 252 F.2d 434, 438 (4th Cir. 1958), aff'd, 359 U.S. 108 (1959).
34. Bittker, The Taxation of Stock Redemptions and Partial Liquidations, 44

CORNELL L.Q. 299, 324 (1959) [hereinafter cited as Bittker].
35. See text accompanying notes 36-46 infra.
36. 35 T.C. 71 (1960).
37. Id. at 78.
38. 35 T.C. 950 (1961).
39. Id. at 955-56 (court's emphasis).
40. Id. at 956. Note that the tax court also stated that the redemption was not essen-

tially equivalent to a dividend even if the constructive ownership rules were applied. Id.

[Vol. 7:1911-
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Commissioner,4 the Tax Court refused to apply the constructive
ownership rules. The court held that the substantial controversy
existing between the family members precluded application of those
rules to the stock redemption.42

The federal courts of appeals were also presented with problems
concerning the application of the constructive ownership rules to
stock redemptions. In Bradbury v. Commissioner,43 the First Circuit
recognized that the rules generally apply to section 302(b)(1) in
determining if a redemption is essentially equivalent to a dividend
distribution. The First Circuit agreed with the Tax Court that these
rules may not apply in every case.44 The circuit court stated that a
determination of dividend equivalence should be made on the basis
of whether "the redemption of stock has caused a meaningful
change in the position of the shareholder with relation to his corpo-
ration and the other shareholders. 45 One commentator discussing
the First Circuit's opinion has said that the constructive ownership
rules will not be applied to section 302(b)(1) stock redemptions
when "the corporation will not be operated for the benefit of and
controlled by the same persons as before the redemption.""

These interpretations of the law allowing the discretionary ap-
plication of the constructive ownership rules to stock redemptions
were the prevalent views until the United States Supreme Court
decided United States v. Davis.47 In that case, the Court construed
section 302(b)(1); the application of the constructive ownership
rules to that section was of primary importance. In Davis, the corpo-
ration had redeemed all of the preferred stock which the taxpayer
owned in the corporation; after the redemption, the taxpayer owned
25 percent of the common stock and the other members of his
family owned the remainder of the common stock." The taxpayer
argued that the constructive ownership rules did not apply in
determining whether the redemption was essentially equivalent to

41. 20 CCH Tax Ct. Mem. 893 (1961).
42. Id. at 901.
43. 298 F.2d 111 (1st Cir. 1962).
44. Id. at 116-17 n.2. In this footnote, the court notes that application of the construc-

tive ownership rules is not inflexible.
45. 298 F.2d at 116.
46. Goldstein, Attribution Rules: Undue Multiplicity, Complexity Can Create

Liabilities, 15 TuL. TAX INST. 384, 426 (1965).
47. 397 U.S. 301 (1970).
48. Id. at 305.
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a dividend under section 302(b)(1). 49 The rules were applied, how-
ever, and the taxpayer was deemed the owner of the common stock
owned by his wife and children ° The Court held that the construc-
tive ownership rules of section 318 do apply to dividend equivalency
determinations under 302(b)(1)5 when the ownership of stock is
relevant.-" In effect, the Court construed the regulations to require
that the constructive ownership rules be applied in each determina-
tion of dividend equivalency and not that they merely be considered
as a factor in those determinations.

The Davis Court also held that to avoid dividend equivalency
and to qualify for capital gains treatment under section 302(b)(1),
the redemption had to "result in a meaningful reduction of the
shareholder's proportionate interest in the corporation. ' 53 The
meaning of this broad statement is not entirely clear inasmuch as
the majority had stated earlier that the fundamental test of divi-
dend equivalency was whether the distribution is pro rata or propor-
tionate to the shareholder's interest.54 In addition, the Court fur-
nished no guidelines for using the "meaningful reduction" test.55

Despite the lack of clarity in this part of the Davis opinion, a federal
district court in Title Insurance & Trust Co. v. United States56

stated as one of its conclusions of law that, the constructive owner-
ship rules must be mechanically applied in stock redemptions.5 7 The
Ninth Circuit affirmed that decision, but a footnote to its opinion
alluded to possible deviations from the mechanical application of
the rules in cases of intra-family disputes." In spite of the questions
raised by its "meaningful reduction" language, Davis was the lead-
ing case in the area concerning the application of the constructive
ownership rules to stock redemptions under section 302(b) (1).

The taxpayer equity argument used by the First Circuit in Haft

49. Id. at 306.
50. Id. at 307.
51. Id.

52. Id.
53. Id. at 313 (emphasis added).
54. Id. at 306.
55. Comment, Defining Dividend Equivalency Under Section 302(b)(1), 16 VILL. L.

REV. 88, 102 (1970).
56. 326 F. Supp. 617 (C.D. Cal. 1971), aff'd, 484 F.2d 462 (9th Cir. 1973).
57. 326 F. Supp. at 620-21.
58. 484 F.2d at 465 n.4. Note also that some members of the Supreme Court have called

for a reconsideration of Davis, but it is not clear if this would include a reconsideration of
that part of Davis dealing with application of the constructive ownership rules. See Albers v.
Commissioner, 414 U.S. 982 (1973).
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Trust to support its conclusion that family hostility can mitigate the
application of the constructive ownership rules to stock redemptions
is appealing to one's sense of justice. Taxation should "be borne by
those having the economic control or ownership of property."59 Ar-
guably, fairness would thus call for a less stringent application of
the constructive ownership rules when their purpose for existence no
longer exists, in other words, when the taxpayer no longer exercises
economic control over stock following its redemption. Despite this
argument in favor of a more flexible application of the constructive
ownership rules by using a family hostility test, the test should be
rejected.

The Davis opinion presents the first reason for rejecting the
family hostility standard. Davis held that the constructive owner-
ship rules do apply to stock redemptions under section 302(b)(1).
The Davis Court's holding relied on section 302(c) which clearly
states that the rules shall apply to transactions falling within sec-
tion 302.10 There is no indication in section 302, section 318, or Davis
that the constructive ownership rules are not to be strictly applied.
The First Circuit in Haft Trust, however, circumvented the Davis
holding. It relied upon the "meaningful reduction" language in
Davis to support its opinion that family hostility can mitigate the
application of the constructive ownership rules.6 In the First Cir-
cuit's view, this requirement of a reduction in the shareholder's
proportionate interest negated the theory of strict application." Cer-
tainly, the language might be so interpreted, but the First Circuit
provided no support for its interpretation. In fact, Davis did apply
the constructive ownership rules. 3 The Court never said that the
rules were not to be applied to section 302(b)(1) transactions. Thus,
the family hostility standard should be rejected since Davis actually
called for a result opposite to the one reached by the First Circuit
in Haft Trust.

The family hostility standard also should be rejected because

59. Reilly, An Approach to the Simplification and Standardization of the Concepts
"The Family," "Related Parties, " "Control," and "Attribution of Ownership, " 15 TAX L.
REV. 253, 254 (1960). The policy behind the attribution rules is to prevent tax avoidance and
thus tax the parties who actually control the stock. See S. REP. No. 1622, 83d Cong., 2d Sess.
45 (1954).

60. 397 U.S. at 306.
61. 510 F.2d at 48.
62. Id.
63. 397 U.S. at 307.
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the test is broad and nebulous. The Haft Trust decision provides no
criteria for determining the degree of hostility that must exist in
order to mitigate the application of the constructive ownership
rules. In Haft Trust, divorce proceedings were in progress at the
time of the redemption, and a divorce was eventually granted. 4 The
First Circuit left unanswered the question of whether circumstances
less divisive than bitter divorce proceedings would be sufficient to
satisfy the family hostility test it established. 5 The court provided
no guidelines to follow in deciding if the test should be applied.
Instead, the First Circuit simply created a standard designed to
prevent the inequities which might result from strict application of
the constructive ownership rules.6 The court failed to consider,
however, the inequities that may occur when courts begin to draw
arbitrary lines in deciding what types of hostile situations will re-
quire mitigation of those rules. In order for the voluntary system of
tax reporting to operate fairly, it is desirable that the rules of taxa-
tion be applied uniformly. Taxpayers are less likely to voluntarily
subscribe to a system that they believe is operated unfairly. Draw-
ing arbitrary lines to determine the existence of family hostility for
tax purposes makes the achievement of uniform taxation more diffi-
cult and leads to inequitable results. If Congress had not desired the
strict application of the constructive ownership rules, it could have
omitted section 302(c) which requires the application of the rules to
redemptions. Contrary to the opinion of the First Circuit, 7 neither
section 302 nor section 318 contains any language to the effect that
application of the rules is rebuttable. Therefore, the family hostility
test should be rejected because the inequities that could result from
arbitrary determinations of hostility at least equal any inequities
that might result from the mechanical application of the construc-
tive ownership rules.

The First Circuit's concern with inequities resulting from the
strict application of the constructive ownership rules" was short-
sighted in another respect. Inequities also may result if the rules are
not strictly applied because the phenomenon of family hostility is
not necessarily a continuing one. The fact that family members are

64. 510 F.2d at 45.
65. For example, if the trier of fact finds that the children exert no influence over their

father or that the father deserted the children 10 years before, will this satisfy the standard?
66. 510 F.2d at 48.
67. Id. at 48.
68. Id.
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incompatible at one moment does not mean that their hostility will
persist. Thus, continuously harmonious families might be subject to
the constructive ownership rules and taxed at ordinary income rates
because the redemption to which the rules applied was found to
have been equivalent to a dividend. In contrast, families suffering
discord at the time of a similar redemption, but later reconciling,
might not be subject to the constructive ownership rules and might
be taxed at capital gains rates because the redemption was not
equivalent to a dividend at the time of the transaction. It is inequi-
table to apply the constructive ownership rules to one party and
not to similarly apply them to another when both parties ultimately
exert similar influence or economic control over the stock after a
redemption. Yet, the fortuitous (or possibly "planned") coincidence
of family hostility and a stock redemption may permit one party to
enjoy a tax benefit that another party could not enjoy if the family
hostility test is used.

Finally, the failure of the First Circuit to reject the family hos-
tility standard also places a burden on the IRS that should not be
ignored. Enforcement of section 302(b)(1) will become difficult
whenever there is a claim of family hostility because the IRS has
no criteria for determining what degree of hostility is required to
mitigate the application of the section 318 constructive ownership
rules. The First Circuit assumed the addition of section 302(b)(1)
indicated Congress' willingness to tolerate such a burden;69 the
court, however, provided no authority for this assertion other than
a Senate Report indicating that at least some existing law was to
be followed.7 ° Nevertheless, the court was more than willing to reach
the conclusion that the constructive ownership rules do not apply
in cases of family hostility even though the express language of
section 302(c) 7' supports the opposite conclusion. Section 302(c)
specifically directs that the constructive ownership rules shall apply
to stock redemptions. Thus, the First Circuit erred in assuming that
Congress was willing to tolerate the administrative inconvenience
caused by the discretionary application of the constructive owner-
ship rules.

For these reasons, the family hostility test created in Haft Trust
v. Commissioner72 should be rejected, despite the First Circuit's

69. Id.
70. Bittker, supra note 34, at 324-25.
71. INT. REV. CODE OF 1954, § 302(c).
72. 510 F.2d 43 (1st Cir. 1975).
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argument that equity calls for its use. The family hostility standard
is overly subjective, unworkable, and inequitable. Rejection of this
standard can prevent the unfortunate result which occurred under
section 115(g)(1) of the Internal Revenue Code of 1939 of courts
reaching different conclusions in factually similar situations. The
uniform application of the constructive ownership rules to stock
redemptions ultimately will result in fewer inequities.

Michael R. Stoltz


