21 T.C. 331 (1953)

Distributions from a corporation to its sole shareholder, disguised as salaries for
others and used for personal expenses, are taxable dividends to the shareholder, and
the shareholder is also liable as a transferee for the corporation’s unpaid taxes.

Summary

This case concerns the tax liability of Bennett E. Meyers, who controlled the Aviation
Electric Corporation. Meyers orchestrated a scheme to divert corporate earnings to
himself without reporting them as income. He had the corporation pay funds
disguised as salaries to other individuals, who then provided the money to Meyers,
and had the corporation directly pay for personal expenses, such as a car and home
improvements, for Meyers. The Tax Court found that these distributions were
taxable dividends to Meyers and that he was also liable as a transferee for the
corporation’s unpaid taxes. The court also upheld penalties for fraud, finding
Meyers’s actions were a deliberate attempt to evade taxes.

Facts

Bennett E. Meyers owned all the stock of Aviation Electric Corporation. To avoid
scrutiny, Meyers arranged for corporate funds to be distributed to him through
various means. These included issuing checks to third parties as ‘salary’ and using
corporate funds for Meyers’s personal expenses, such as a car, air conditioning, and
home improvements. He also opened a joint venture with the corporation’s
accountant, funneling funds into this venture. The ‘salaries’ were falsely deducted
by the corporation, and Meyers did not include these amounts in his income. The
corporation’s returns, and later Meyers’s, were found to be false and fraudulent with
intent to evade tax.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against Meyers for
underreported income, along with fraud penalties. The Commissioner also
determined transferee liability against Meyers for the corporation’s unpaid taxes.
Meyers contested both in the U.S. Tax Court. The Tax Court consolidated the cases,
considered all the evidence, and issued a decision finding Meyers liable for
individual income tax deficiencies, fraud penalties, and transferee liability for the
corporation’s unpaid taxes, concluding that his actions constituted a deliberate
attempt to evade taxes.

Issue(s)

1. Whether distributions to Meyers, disguised as salaries and used for personal
expenses, constituted taxable dividends to him.

2. Whether Meyers was liable as a transferee for the unpaid taxes of Aviation
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Electric Corporation.
3. Whether Meyers was subject to fraud penalties for underreporting income.
Holding

1. Yes, because the distributions were made out of corporate earnings without
consideration and were designed to benefit Meyers, they constituted taxable
dividends.

2. Yes, because the distributions rendered the corporation insolvent, and Meyers, as
the sole shareholder, received the assets, transferee liability was established.

3. Yes, because the evidence demonstrated Meyers’s intent to evade tax through a
fraudulent scheme of concealing income.

Court’s Reasoning

The court focused on the substance over the form of the transactions. Despite the
corporation’s book entries, the court determined that the payments were, in reality,
for Meyers’s benefit and from the corporation’s earnings, thereby constituting
taxable dividends. The court also addressed the issue of transferee liability, stating
that, as the sole shareholder who had received the assets, Meyers was liable to the
extent of the distributions he received, because the distributions rendered the
corporation insolvent and unable to pay its taxes. Finally, the court addressed fraud
penalties, noting the elaborate scheme and the pleas of guilty in criminal
proceedings. “The scheme and the effort made to conceal the actualities contain all
of the essential earmarks of a determination to evade income taxes by false and
fraudulent means.”

Practical Implications

This case is a strong reminder that the IRS will look beyond the form of transactions
to their substance. It underscores the importance of accurately reporting income
and expenses, and it highlights the significant consequences of attempting to evade
taxes through fraudulent means. Attorneys should advise clients to fully disclose all
financial transactions, regardless of how they are structured, to avoid dividend
treatment. This case illustrates that corporate distributions to shareholders, even
when disguised, are taxable as dividends. Also, it shows the importance of paying
corporate taxes, and what may happen if they are not paid. This case may be useful
for cases dealing with similar fact patterns involving shareholders and controlled
corporations to establish transferee liability.
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