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9 T.C. 510 (1947)

A dividend reduces a corporation’s accumulated earnings and profits in the year the
distribution occurs, which is when the shareholders gain control over the dividend,
not necessarily when it is formally paid out.

Summary

This case addresses the timing of when a dividend reduces a corporation’s surplus
for tax purposes. In 1930, Samuel Goldwyn Studios declared a dividend but did not
immediately pay it out. The Commissioner argued that the dividend reduced surplus
in 1933, when it was credited against shareholder debts. Goldwyn argued that the
surplus was reduced in 1931, when the dividend was declared and credited to a
dividends payable account. The Tax Court held that the dividend reduced surplus in
1931 because the shareholders had control over the dividend funds from that point
forward, regardless of when the funds were physically disbursed.

Facts

Samuel Goldwyn owned all the shares of Samuel Goldwyn Studios. In 1942, the
Studios  distributed  $800,000  to  Goldwyn.  The  taxability  of  this  distribution
depended on whether a  prior  dividend,  declared in 1930,  reduced the Studios’
accumulated earnings and profits in the fiscal year 1931 or 1933. In September
1930, the Studios declared a dividend of $203,091, debiting surplus and crediting a
dividends payable account. The shareholders, who were also active participants in
the Studios’ operations, often had running accounts reflecting their debts to the
corporation. The declared dividend was not immediately applied to these accounts.

Procedural History

The Commissioner determined a deficiency in Goldwyn’s 1943 income tax based on
the treatment of the $800,000 dividend. Goldwyn petitioned the Tax Court, arguing
that  the  1930 dividend reduced surplus  in  1931,  thus  affecting the  amount  of
earnings and profits available in 1942. The Tax Court ruled in favor of Goldwyn,
determining that the surplus was reduced in 1931.

Issue(s)

Whether the declaration of a dividend in 1930, which was charged to surplus and
credited to a dividends payable account, reduced the corporation’s accumulated
earnings and profits in the fiscal year 1931, or whether the reduction occurred in
1933 when the dividend was applied to shareholder debts.

Holding

Yes, the declaration of the dividend in 1930 reduced the corporation’s accumulated
earnings and profits in the fiscal year 1931, because the shareholders had control
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over the dividend funds from that date, establishing a debtor-creditor relationship
between the corporation and the shareholders.

Court’s Reasoning

The court reasoned that the declaration of the dividend created a legal obligation for
the Studios to pay the shareholders. This obligation transformed a portion of the
Studios’ assets into a liability, thus decreasing surplus. The court emphasized that
the key factor was not the physical transfer of funds, but the shareholders’ control
over the dividend. The court stated that “the mere declaration of a dividend creates
debts against the corporation in favor of the stockholders as individuals. Where the
resolution declares a dividend on a future date, title to said dividend vests in the
stockholder on the date fixed in the resolution.” Even though the shareholders had
not yet received the dividend in cash, they had the power to direct its disposition.
The court distinguished cases involving the taxability of dividends to shareholders,
noting that  those cases focused on when the shareholder actually  received the
income. Here, the focus was on the impact of the dividend on the corporation’s
financial structure. The court also noted that the corporation itself had treated the
dividend as a liability on its 1931 tax return.

Practical Implications

This case clarifies that the timing of dividend distributions for tax purposes hinges
on when shareholders gain control over the funds, not merely when the funds are
physically transferred. This is especially relevant in situations where shareholders
and corporations are closely related, and dividends are used to offset debts or other
obligations.  Attorneys  should  analyze  similar  cases  by  focusing  on  when  the
shareholder  obtained  the  right  to  demand  payment  of  the  dividend.  The  case
highlights the importance of proper accounting practices, particularly documenting
when a dividend is declared, how it is recorded in the corporation’s books, and when
shareholders are given the power to direct the use of the dividend funds. This case
has been cited in subsequent tax cases concerning the timing of income recognition
and the determination of a corporation’s earnings and profits.


