26 T.C. 1070 (1956)

A corporation, even one closely held and informally operated, is treated as a
separate entity for tax purposes if it substantially adheres to corporate formalities,
thereby determining its tax liabilities, including its status as a personal holding
company.

Summary

The Sebago Lumber Company, a corporation principally owned by Robert R. Jordan,
faced tax deficiencies and penalties assessed by the Commissioner of Internal
Revenue. Despite operating informally, with Jordan treating the company’s funds as
his own and not formally declaring dividends, the Tax Court held that Sebago was a
corporation, and thus subject to corporate income tax. The court found Sebago to be
a personal holding company, but also determined that distributions to Jordan
constituted dividends, entitling the company to a dividends paid credit, which offset
its personal holding company surtax liability. This decision underscores the
importance of maintaining corporate formalities for tax purposes, even in closely-
held businesses.

Facts

Sebago Lumber Company was incorporated in Maine in 1913. Robert R. Jordan
owned 98 of its 100 shares; the remaining shares were held by directors. Jordan,
also the president and treasurer, had complete control and treated the corporate
funds as his own, though he did draw a $600 annual salary. The corporation’s
income came solely from dividends, rents, interest, and capital gains. Jordan did not
formally declare dividends but distributed all the income to himself. Corporate
meetings and minutes were kept. Jordan filed an individual income tax return only
for 1948. The Commissioner determined deficiencies in the company’s income tax,
as well as personal holding company surtaxes.

Procedural History

The Commissioner of Internal Revenue assessed income tax deficiencies and
personal holding company surtaxes against Sebago Lumber Company for the years
1947-1951, along with an addition to tax for 1947. The case was heard in the United
States Tax Court.

Issue(s)
1. Whether Sebago Lumber Company should be taxed as a corporation.
2. Whether Sebago Lumber Company was a personal holding company.

3. Whether Sebago Lumber Company was liable for personal holding company
surtaxes in the years in question.
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4. Whether the addition to tax for 1947 was proper.
Holding

1. Yes, because the company was formally incorporated, issued stock, held meetings,
maintained corporate records, and filed corporate tax returns.

2. Yes, because it met the statutory requirements for a personal holding company.

3. No, because the distributions to Jordan constituted dividends, providing a
dividends paid credit equal to the subchapter A net income.

4. The question of the addition to tax for 1947 was rendered moot by the
determination regarding the personal holding company surtaxes.

Court’s Reasoning

The court first addressed whether Sebago was a corporation, recognizing that close
relationships between a corporation and its sole shareholder does not automatically
disregard the separate entities. The court emphasized the corporate formalities,
such as incorporation, issuance of stock, bylaws, and the filing of tax returns.
Regarding the personal holding company status, the court cited the statute and
concluded Sebago met the income and stock ownership requirements. However, the
court found that the distributions to Jordan, despite the absence of formal
declarations, were indeed dividends. The court quoted that “Corporate earnings
received by a stockholder may be dividends even though no formal declaration is
made.” Because the company distributed its entire income, it was entitled to a
dividends paid credit, which eliminated the surtax liability.

Practical Implications

This case emphasizes the importance of maintaining corporate formalities, even in
small, closely-held businesses. It illustrates that adhering to these formalities can
have significant tax implications, particularly regarding how a company is taxed and
whether it qualifies for certain deductions or credits. It highlights that informal
treatment of corporate funds is still subject to scrutiny. This case reinforces the
principle that the corporate form, when properly maintained, is generally respected
for tax purposes. The court’s decision on dividends paid, even without a formal
declaration, suggests that distributions of earnings can be considered dividends if
they effectively serve that purpose. It serves as a reminder that while substance
over form may sometimes apply, adhering to the form is paramount for tax planning
and compliance.
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