27 T.C. 976 (1957)

When a corporation cancels a debt owed to it by a shareholder prior to a stock sale,
and the cancellation results in a dividend, the shareholder’s tax treatment is based
on the nature of the cancellation, not on how it may indirectly affect the stock sale.

Summary

In Wilson v. Commissioner, the U.S. Tax Court addressed the tax implications of a
corporation’s cancellation of a shareholder’s debt prior to the sale of the
shareholder’s stock. The court determined that the cancellation of the debt
constituted a taxable dividend to the shareholder, not a reduction of the purchase
price for the stock sale or a distribution from the corporation’s depletion reserve.
The court examined the contractual terms and the economic realities of the
transaction, concluding that the cancellation was independent of the stock sale
agreement and created a direct benefit to the shareholder.

Facts

Sam E. Wilson, Jr. owned nearly all the shares of Wil-Tex Qil Corporation (Wil-Tex)
and owed the corporation $33,950. On February 10, 1948, Wilson contracted to sell
his Wil-Tex stock to Panhandle Producing & Refining Company (Panhandle). The
sale price was determined based on Wil-Tex’s net liabilities on March 31, 1948.
Sometime between February 10 and February 29, 1948, Wil-Tex canceled Wilson's
debt. This cancellation was recorded as a dividend by both Wil-Tex and Wilson.
Wilson reported the cancellation as ordinary income on his tax return. He later
claimed it should have been treated as long-term capital gain related to the stock
sale. The Tax Court, after review from the Court of Appeals, considered whether the
cancellation constituted a dividend or part of the sale of stock.

Procedural History

The case was initially heard by the Tax Court, which found that the cancellation of
the debt resulted in ordinary income for Wilson. The Fifth Circuit Court of Appeals
reversed this decision and remanded the case to the Tax Court for further fact-
finding. The Tax Court then reheard the case and affirmed its previous finding,
holding that the cancellation constituted a dividend and not a part of the sale
proceeds or a distribution from a depletion reserve. The Tax Court again held the
cancellation was ordinary income.

Issue(s)

1. Whether the cancellation of Wilson’s debt by Wil-Tex was a prepayment of the
purchase price for his stock, resulting in a long-term capital gain.

2. Whether the cancellation of Wilson’s debt constituted dividend income to Wilson,
rather than income to Panhandle.
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3. Whether the cancellation should be treated as a distribution from a depletion
reserve, thus qualifying as a capital gain.

Holding

1. No, because the debt cancellation was not directly tied to the calculation of the
stock sale’s price, which was determined by Wil-Tex’s net liabilities as of a later
date.

2. Yes, because the cancellation of the debt was a benefit to Wilson, and Panhandle
had nothing to do with it.

3. No, because the cancellation was considered a dividend based on the company
having earnings and profits in the taxable year.

Court’s Reasoning

The court found that the cancellation of the debt was a dividend because Wilson
received a direct economic benefit. The contract specified that the sale price was
determined by Wil-Tex’s net liabilities at the close of business on a later date. As the
debt had already been cancelled at the time the net liabilities were calculated, it did
not affect the stock sale price. The court emphasized that, despite Wilson’s
argument, the cancellation benefitted him and was not related to any contribution
by Panhandle. The court cited that the dividend is “inexorably someone’s income”
and that “someone” is the beneficial owner of the shares upon which the dividend
was paid.

The court further rejected the argument that the cancellation was a distribution
from a depletion reserve, stating that the corporation had earnings and profits in the
taxable year. The court held that the cancellation was a dividend as defined by the
tax code.

Practical Implications

This case highlights the importance of carefully analyzing the economic substance of
transactions and distinguishing between a dividend and capital gains. When advising
clients, attorneys must consider:

» Whether the debt cancellation was truly a part of the stock sale agreement.
» The timing of the debt cancellation in relation to the sale agreement.
e The direct economic benefit to the parties involved.

The decision confirms that form follows function in tax law. This case is often cited
to support the principle that substance over form dictates the tax treatment of
transactions. It implies that attorneys must structure and document transactions to
align with their intended tax consequences. Later cases will rely on this precedent
when deciding how to classify debt cancellations related to stock sales.
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