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Wallerstein v. Commissioner, 2 T.C. 542 (1943)

Dividends  paid  by  a  corporation  to  preferred  stockholders,  even  when  those
dividends exceed the guaranteed minimum and the common stockholders are family
members, are not automatically considered gifts from the common stockholders for
gift tax purposes.

Summary

Wallerstein  involved  a  dispute  over  whether  dividends  paid  to  preferred
stockholders  constituted  gifts  from the  common stockholders.  The  petitioner,  a
principal common stockholder, argued that the dividends, including those exceeding
the cumulative 7% minimum, were not gifts. The Tax Court held that dividends paid
to  preferred  stockholders  based  on  their  contractual  rights  are  not  gifts  from
common stockholders,  even when a  family  relationship  exists  and the  common
stockholders control the corporation. The court also addressed the timing of any
potential gift arising from a reduction in common shares.

Facts

The petitioner and his brother owned all the common stock of a corporation. They
sold small blocks of preferred stock to employees and gifted the majority of it to
their wives. The preferred stock entitled holders to a cumulative 7% dividend and an
additional dividend equal to that paid on each common share. In 1934 and 1935, the
corporation reduced the number of common shares, increasing the proportionate
share of earnings attributable to the preferred stock. The Commissioner argued that
dividends exceeding the 7% minimum, especially after the common stock reduction,
constituted gifts from the common stockholders.

Procedural History

The Commissioner assessed a gift tax deficiency against the petitioner, arguing that
excess  dividends  paid  to  the  preferred  stockholders  were  gifts.  The  petitioner
appealed to the Tax Court, contesting the assessment. The Tax Court reviewed the
facts and arguments presented by both parties.

Issue(s)

1. Whether dividends paid to preferred stockholders, in excess of the 7% cumulative
dividend and equal to dividends paid on common stock, constitute gifts from the
common stockholders to the preferred stockholders for gift tax purposes?
2. Whether the increase in the preferred stockholders’ share of corporate earnings
due to  the reduction in  common stock in  1934 and 1935 constituted a  gift  in
subsequent years (1936 and 1937) when dividends were paid?

Holding
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1. No, because the preferred stockholders had a contractual right to share in the
dividends equally with the common stockholders. The legal ownership of corporate
funds resides with the corporation itself, not the common stockholders.
2. No, because if a gift occurred due to the reduction of common shares, it occurred
in 1934 and 1935 when the reduction was effected, not in subsequent years when
dividends were paid.

Court’s Reasoning

The Tax Court reasoned that dividends paid to preferred stockholders were based on
their contractual rights. The court emphasized that the corporation, not the common
stockholders, legally owns the corporate funds until  a dividend is declared. The
court found unpersuasive the argument that common stockholders controlled the
corporation to such an extent that dividends paid to preferred stockholders should
be considered gifts. The court stated: “The proposition that the legal ownership of
corporate funds is in the corporation itself is too well settled to require discussion.”
The court also held that if any gift occurred due to the reduction in common shares,
it occurred when the reduction was executed, not when subsequent dividends were
paid. The court noted that “[t]he right to a proportionately greater share in the
corporate earnings and a corresponding increase in value at once attached to the
preferred stock as a result of that action.”

Practical Implications

Wallerstein clarifies that dividends paid according to the terms of preferred stock
agreements are generally not considered gifts from common stockholders, even in
closely  held  corporations  with  family  relationships.  The  case  emphasizes  the
importance of  adhering to  corporate  formalities  and respecting the  contractual
rights of different classes of stockholders. This case informs how legal practitioners
analyze  gift  tax  implications  in  situations  involving  preferred stock  and family-
controlled businesses. It also highlights the importance of determining the precise
timing of a gift when it arises from a corporate action that alters the relative rights
of stockholders. Later cases would cite Wallerstein for the principle that corporate
actions  benefiting  certain  shareholders  are  not  automatically  gifts  from  other
shareholders if supported by valid business purposes.


