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21 T.C. 785 (1954)

In determining whether withdrawals from a corporation by its  sole shareholder
constitute  loans  or  taxable  dividends,  the  court  examines  the  totality  of
circumstances  to  ascertain  the  parties’  intent,  considering  factors  such  as  the
maintenance  of  loan  accounts,  the  presence  of  promissory  notes,  and  the
corporation’s capacity to declare dividends.

Summary

The case of  Shaken v.  Commissioner addressed the critical  distinction between
shareholder loans and taxable dividends. The IRS contested whether withdrawals by
Victor Shaken, the sole shareholder of Victor International Corporation, and his wife
were loans or disguised dividends. The Tax Court sided with the Shaken’s, holding
that the withdrawals were indeed loans. The court focused on the intent of the
parties, the consistent treatment of withdrawals as loans in corporate records, the
execution  of  a  promissory  note,  and  the  corporation’s  financial  capacity.  The
decision highlights the importance of documentation and consistent practices when
structuring shareholder transactions to avoid dividend treatment.

Facts

Victor Shaken was the sole stockholder of Victor International Corporation, which
he formed after operating a similar business as a sole proprietorship. Shaken and
his wife maintained running “loan accounts” with the corporation. These accounts
recorded withdrawals  and,  in  some instances,  the  transfer  of  salaries  to  these
accounts. The corporation’s books and tax returns consistently listed these amounts
as “loans receivable.” In 1948 and 1949, Shaken made significant withdrawals. In
1949, Shaken executed a promissory note to the corporation for the outstanding
balance. The corporation never formally declared dividends, and upon liquidation,
the outstanding amounts in Shaken’s account, including the note, were canceled and
treated as a liquidating distribution. The IRS asserted that these withdrawals were
taxable dividends, not loans.

Procedural History

The Commissioner of Internal Revenue determined income tax deficiencies against
the  Shaken’s,  claiming  certain  withdrawals  constituted  taxable  dividends.  The
Shakens petitioned the United States Tax Court to challenge the IRS’s assessment.

Issue(s)

Whether  certain  withdrawals  made by  the  petitioners  from Victor  International
Corporation in 1948 and 1949 constituted loans or taxable dividends.

Holding
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Yes, the withdrawals were loans because the evidence, including the parties’ intent,
the use of loan accounts, and the issuance of a promissory note, indicated that the
transactions were intended to be loans.

Court’s Reasoning

The Tax Court emphasized that the determination of whether a transaction is a loan
or  a  dividend  depends  on  the  intent  of  the  parties.  The  court  considered  the
consistent maintenance of “loan accounts” throughout the corporation’s existence.
The  court  noted  that  there  was  no  ground  for  treating  some  withdrawals  as
disguised dividends and others as bona fide loans. Further, the court considered
that  if  the  withdrawals  were  dividends,  the  corporation  would  not  have  had
sufficient earned surplus to make such distributions. The execution of a promissory
note by Shaken further supported the loan characterization. The Court noted that
the failure to charge interest was not determinative. The Court concluded that under
all the circumstances, the deficiencies were improperly determined.

Practical Implications

This  case  underscores  the  importance  of  proper  documentation  and  consistent
conduct  when  making  payments  to  shareholders.  To  avoid  dividend  treatment,
corporations and shareholders should:

Maintain clear and accurate loan accounts.
Execute promissory notes with repayment terms.
Treat the transactions consistently in corporate records and tax returns.
Assess the corporation’s financial capacity to declare dividends.

The court’s reliance on the parties’ intent implies that the form and substance of a
transaction are essential. This means that merely labeling a transaction a “loan” is
insufficient; the parties’ actions must align with that label. The absence of formal
dividend declarations, and the fact that all the transactions were categorized as
loans, along with the execution of a promissory note, were key elements in the
court’s decision.


