Wilson Brothers & Company v. Commissioner, 10 T.C. 251 (1948)

Distributions from a closely held corporation to its shareholders are treated as
dividends rather than loans when there is a lack of formal loan documentation and
repayment terms, especially when the corporation has sufficient earnings and
profits.

Summary

Wilson Brothers & Company contested the Commissioner’s determination that
certain withdrawals made by the shareholders were dividends rather than loans,
that portions of the salaries paid to the shareholders were unreasonable and thus
dividends, and the disallowance of certain deductions related to corporate property.
The Tax Court held that the withdrawals were indeed dividends, that a portion of the
salaries was unreasonable, and upheld the disallowance of deductions related to the
schooners. The Court reasoned that the informal nature of the withdrawals and lack
of formal loan agreements indicated dividend distributions, and the limited use of
the schooners did not qualify for the deductions claimed under the personal holding
company tax rules. The case highlights the heightened scrutiny applied to
transactions between closely held corporations and their shareholders.

Facts

Wilson Brothers & Company was a corporation wholly owned by two brothers, W.T.
Wilson and F.A. Wilson. The brothers had jointly contributed a substantial sum to
the corporation as paid-in surplus. In 1939 and 1940, the brothers made
withdrawals from the corporation, which they characterized as loans. The
corporation also paid salaries to the brothers, which the Commissioner deemed
excessive. The corporation owned two schooners that were “laid up” and generated
no income. The corporation deducted depreciation and expenses related to the
schooners, which the Commissioner disallowed.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the corporation’s
income tax and personal holding company surtax for the years 1938-1942. Wilson
Brothers & Company petitioned the Tax Court for a redetermination of these
deficiencies. The Tax Court reviewed the Commissioner’s determinations regarding
shareholder withdrawals, executive compensation, deductions for dividends on
borrowed stock, and deductions related to the schooners.

Issue(s)

1. Whether the withdrawals made by the shareholders from the corporation in
1939 and 1940 constituted dividends or loans.

2. Whether the salaries paid to the shareholders were reasonable, and if not,
whether the excessive portion should be treated as dividends.
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. Whether amounts paid as dividends on borrowed stock were deductible.

4. Whether the corporation was entitled to deductions for depreciation and
expenses related to the schooners when calculating its personal holding
company surtax.

5. Whether the corporation was entitled to additional credit for dividends paid.

Holding

1. No, the withdrawals were dividends because the informal arrangement lacked
the characteristics of a formal loan agreement.

2. No, the full amount of the salaries was not reasonable; the excess amounts
were treated as dividends because the brothers’ services to the corporation did
not justify the compensation paid.

3. Yes, amounts paid as dividends on borrowed stock are deductible because they
are considered carrying charges, not part of the cost of stock purchased.

4. No, the corporation was not entitled to these deductions because the
schooners were not held in the course of business and did not generate
income, failing to meet the requirements of Section 505(b) of the Internal
Revenue Code.

5. Yes, the corporation is entitled to additional credit for dividends paid to the
extent the disallowed salary amounts were proportionate to shareholdings.

Court’s Reasoning

The court reasoned that the withdrawals lacked the characteristics of a formal loan.
There were no notes, no fixed repayment schedule, and the lack of a written
agreement suggested the withdrawals were at the will of the shareholders. As the
corporation had earnings and profits, the withdrawals were deemed dividend
distributions. Regarding the salaries, the court found that the services provided by
the brothers did not justify the high salaries paid. The court determined a
reasonable salary amount and treated the excess as dividends. For the dividends on
borrowed stock, the court followed precedent (Commissioner v. Wiesler and
Commissioner v. Wilson), holding that these payments were deductible as carrying
charges, not acquisition costs. Regarding the schooners, the court found that the
corporation failed to demonstrate that the requirements of Section 505(b) were met,
specifically, that the property was held in the course of business for profit or that
there was a reasonable expectation of profit. The court emphasized that the
corporation had effectively become an “incorporated pocketbook” for the brothers,
and the deductions were therefore disallowed. The court stated that
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