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Walt  Disney Productions,  Ltd.  v.  Commissioner,  1943 Tax Ct.  Memo 91
(1943)

For a corporation to receive a tax credit for contractual restrictions on dividend
payments,  the restriction must be explicitly stated within a single contract that
expressly deals with the payment of dividends and prohibits such payments during
the taxable year.

Summary

Walt Disney Productions, Ltd. sought a tax credit under Section 26(c)(1) and (2) of
the Revenue Act of  1936, arguing that a trust indenture and a stock purchase
warrant agreement restricted its ability to pay dividends. The Tax Court denied the
credit, holding that the relevant contracts did not explicitly prohibit the payment of
dividends, particularly stock dividends, and that the agreements should not be read
together as a single, integrated contract for purposes of the tax credit. Furthermore,
the court found that no irrevocable setting aside of funds occurred within the tax
year as required for a credit under Section 26(c)(2).

Facts

Walt Disney Productions had a trust indenture preventing cash dividend payments if
net current assets fell  below a certain level.  Disney also had a stock purchase
warrant agreement outlining conditions for issuing stock. Disney argued that these
agreements,  when combined,  restricted the  company’s  ability  to  pay  dividends,
entitling it to a tax credit. The Commissioner challenged the claim, arguing that
stock  dividends  were  still  permissible  and  the  two  agreements  could  not  be
combined for the purposes of the credit. A note from the company’s president was
an asset,  and whether the net  current  assets  exceeded $901,474.74 hinged on
whether that note was to be considered an asset.

Procedural History

Walt Disney Productions, Ltd. petitioned the Tax Court for a redetermination of a
deficiency determined by the Commissioner of Internal Revenue. The Commissioner
denied  the  tax  credit  claimed by  Disney.  The  Tax  Court  reviewed the  case  to
determine whether Disney was entitled to the claimed credit under the Revenue Act
of 1936.

Issue(s)

1.  Whether  the  trust  indenture  and stock purchase warrant  agreement  can be
construed together as a single contract for the purpose of determining eligibility for
a tax credit under Section 26(c)(1) of the Revenue Act of 1936?
2. Whether the contracts in question explicitly prohibited the payment of dividends,
including stock dividends, during the taxable year, as required to qualify for the tax
credit under Section 26(c)(1)?
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3. Whether the petitioner irrevocably set aside funds within the taxable year as
required for a credit under Section 26(c)(2)?

Holding

1.  No,  because  the  two  agreements  were  made  with  different  parties  and  for
different purposes, they should not be read as a single contract for the purpose of
the statute here being considered.
2. No, because the relevant contracts did not contain an explicit provision expressly
prohibiting the payment of dividends, particularly stock dividends.
3. No, because the obligation to set aside funds did not arise until after the taxable
year concluded.

Court’s Reasoning

The court  emphasized that Section 26(c)(1)  requires a strict  construction,  as it
provides for a credit. It found that the bond indenture permitted stock dividends.
The court reasoned that the bond indenture was a contract with bondholders, while
the stock purchase agreement was with purchasers of bonds and warrant holders,
thus involving different parties and purposes. The court cited Lunt v. Van Dorgen
and Positype Corporation v. Mahin to support the principle that several instruments
can’t be construed as one contract unless they are between the same parties. The
court emphasized that to get the credit, the taxpayer must point to a provision of a
contract  expressly  dealing  with  the  payment  of  dividends.  The  court  stated,
“Congress allowed the credit for a dividend paid; and it permitted use of a substitute
for payment, in the form of an express contractual provision prohibiting payment.
But  such  substitute  must  be  gathered,  not  from  inference,  not  from  general
contractual expression, but from a written provision express, and express upon the
subject of dividend payments.” As to Section 26(c)(2), the court relied on Helvering
v. Moloney Electric Co., noting that since the audit wasn’t required until after the
taxable year, there was no irrevocable setting aside of funds within the taxable year.

Practical Implications

This case illustrates the strict interpretation applied to tax credit provisions. To
successfully  claim  a  tax  credit  based  on  contractual  restrictions  on  dividend
payments,  corporations  must  ensure  that  the  relevant  contracts  explicitly  and
unambiguously  prohibit  such  payments.  The  contracts  must  directly  address
dividend payments. Furthermore, this case highlights that agreements with different
parties for different purposes are unlikely to be combined to create a qualifying
restriction. It also serves as a reminder that for credits involving the setting aside of
funds, the act of setting aside must occur within the taxable year.


