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Henry P. Lammerts v. Commissioner, 45 T.C. 322 (1965)

When  a  corporation  redeems  a  shareholder’s  stock,  and  the  substance  of  the
transaction indicates that the redemption benefits other shareholders, the payment
can be treated as a constructive dividend to those other shareholders.

Summary

The case involved a family-owned corporation where the father, Louis, owned the
controlling shares of Paramount. Louis purportedly gifted shares to his sons, Monroe
and Bernard, but the court determined the gifts were not bona fide. Louis later sold
his shares to Paramount, and the court found that Louis sold all 48 shares he owned,
rather than just two as the transaction documents indicated. The Commissioner of
Internal Revenue argued that the payment to Louis was, in effect, a constructive
dividend to Monroe and Bernard because they benefited from the transaction. The
court  agreed,  finding that  Monroe and Bernard orchestrated the transaction to
purchase Louis’s interest, and the corporation’s payment to Louis was essentially a
distribution for their benefit, taxable as a dividend.

Facts

Louis, the father, was the original sole stockholder of Paramount. He transferred
shares to his sons, Monroe and Bernard, by issuing stock in their names, but the
court found the gifts were not completed. Later, Louis agreed to sell his stock to
Paramount. Although the sale documents referred to a sale of only two shares, the
court determined that Louis owned and intended to sell all 48 shares. The funds for
the purchase came from a loan to Paramount, secured by its assets, orchestrated by
Monroe and Bernard. The Commissioner argued that the transaction was essentially
a redemption of Louis’s shares for the benefit of Monroe and Bernard, the remaining
shareholders.

Procedural History

The Commissioner of Internal Revenue audited Louis’s tax return first. Then, he
audited the returns of Monroe and Bernard, making an assessment inconsistent with
the ruling on Louis. The cases were consolidated for trial in the Tax Court due to
arising from the same transaction. The Tax Court was required to determine the tax
implications of the transaction for all parties: Louis, Monroe, and Bernard.

Issue(s)

1. Whether Louis made completed, bona fide gifts of stock to his sons in 1947.

2. Whether Monroe and Bernard received constructive dividends from Paramount’s
payment to Louis.

3. Whether Louis’s profit from the sale of stock to Paramount was taxable as capital
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gains or ordinary income.

Holding

1. No, because Louis did not make completed gifts to his sons.

2. Yes, because the payment by Paramount to Louis constituted taxable dividends
constructively received by Monroe and Bernard.

3. Yes, because the sale by Louis of his shares of Paramount stock was properly
taxable as capital gain.

Court’s Reasoning

The court first addressed the stock gift issue, finding that Louis did not intend to
make  completed  gifts  to  his  sons  in  1947.  The  sons’  names  were  used  for
convenience, and Louis retained control over the stock. “The evidence does not
establish that Louis intended to make completed gifts in praesenti to his sons of the
stock on May 24, 1947.” The court then examined the payment from Paramount to
Louis. Since the agreement referred to only 2 shares, but Louis was found to own
48, the court  examined the substance of  the transaction.  It  concluded that the
payment was for all of Louis’s stock. The court then held that the payment to Louis
by Paramount, while a sale on the surface, resulted in a constructive dividend to
Monroe and Bernard. The court noted, “the arrangements had the same effect as
though the sole stockholders had withdrawn funds from Paramount for their own
use and benefit. Such withdrawals would be taxable as dividends to Monroe and
Bernard.” The court reasoned the sons arranged the financing and controlled the
corporation, thus benefiting directly from the redemption of their father’s stock.
Finally, the court determined that Louis’s gain was from the sale of stock and was
properly treated as capital gain. “It is held that Louis… sold 48 shares of Paramount
stock, and that his profit is taxable as capital gain.”

Practical Implications

This case highlights the importance of analyzing the substance of a transaction,
especially  in  closely  held  corporations.  The  court  looked  beyond  the  formal
documentation  to  determine  the  true  nature  of  the  transaction  and  its  tax
implications. It is crucial for legal professionals and business owners to carefully
structure corporate transactions to reflect economic reality and avoid constructive
dividend treatment. The case serves as a warning that using corporate funds to
benefit individual shareholders, especially in a family setting, can trigger adverse
tax  consequences  even  if  a  dividend  is  not  formally  declared.  The  court  will
scrutinize transactions where related parties benefit from corporate actions. Later
cases in similar contexts would likely follow the same reasoning.


