28 T.C. 1061 (1957)

When a corporation pays for the personal expenses of an employee’s spouse, those
payments are generally considered taxable income to the employee, not a gift,
unless the circumstances clearly indicate a donative intent on the part of the
corporation.

Summary

In Silverman v. Commissioner, the U.S. Tax Court addressed whether a
corporation’s payment for an employee’s wife’s travel expenses was a gift or taxable
income to the husband. The court found that the payment was not a gift, despite the
corporation’s president suggesting it, because there was no formal corporate
authorization, the expenses were treated as a business expense, and the wife did not
receive the funds directly. Consequently, the court held that the corporation’s
payment of the wife’s travel expenses was either additional compensation or a
constructive dividend to the husband, thus constituting taxable income.

Facts

Alex Silverman, a vice president, director, and sales manager of Central Bag Co.,
Inc., took a business trip to Europe. His wife, Doris, accompanied him. The
corporation paid for Doris’s travel expenses. The corporation’s president, who was
Alex’s brother, allegedly told Alex the company would give a gift to his wife of a trip
to Europe to induce him to take the trip. The corporation did not formally authorize
a gift or treat the payment as such in its accounting. Alex and Doris were married
during the trip, which was both business-related for Alex and a wedding trip for the
couple.

Procedural History

The Commissioner of Internal Revenue determined a tax deficiency, arguing that the
corporation’s payment for Doris’s travel expenses constituted taxable income to
Alex. The Silvermans contested this in the U.S. Tax Court, arguing the payments
were a gift, excludable from gross income. The Tax Court sided with the
Commissioner.

Issue(s)

1. Whether the corporation’s payment of Doris Silverman’s travel expenses
constituted a gift to her?

2. If not a gift, whether the payment constituted additional compensation or a
constructive dividend to Alex Silverman, thereby increasing his taxable income?

Holding
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1. No, because the corporation did not intend to make a gift, as evidenced by the
lack of formal corporate action and the accounting treatment of the expense.

2. Yes, because the payment either represented additional compensation for Alex’s
services or a constructive dividend distributed to him.

Court’s Reasoning

The Tax Court reasoned that the determination of whether a payment is a gift or
taxable income hinges on the donor’s intent. The court examined the circumstances,
including the lack of formal corporate authorization for a gift, the treatment of the
expense on the company’s books, and the absence of the wife’s direct control over
the funds. The court stated, “In this case there was no formal authorization of a gift
from the corporation to Doris by the directors, no approval of a gift by the
stockholders, no corporate record showing that the payment was considered by the
corporation as a gift, and no delivery to or acceptance by Doris, the alleged donee,
of anything evidencing a gift.” The court also noted that corporate disbursements for
the personal benefit of a shareholder often constitute taxable income, particularly in
closely held corporations. In this case, Alex was a shareholder, director, and officer.
The court emphasized that, in the absence of clear intent and action, such payments
are not gifts. The court found that the payment for the wife’s trip served as an
inducement for Alex to perform services for the company, thus representing
compensation or a dividend.

Practical Implications

This case highlights the importance of establishing clear donative intent for
corporate payments. To avoid taxation, corporations must properly document gifts
with board resolutions, stockholder approval, and evidence of the donee’s control
over the funds. The case underscores that the IRS will closely scrutinize payments
that primarily benefit employees and their families, especially within closely held
corporations. The decision reinforces the idea that expenses for an employee’s
spouse’s personal travel are not deductible by the corporation and are taxable to the
employee. Attorneys should advise clients to treat such payments carefully, ensuring
they are properly accounted for and reported. Furthermore, this case serves as a
warning against relying solely on informal agreements or promises, which the IRS
may disregard. The decision remains relevant in guiding tax planning and in
resolving tax disputes where family members receive financial benefits from closely
held corporations. Later cases often cite Silverman for the principle that the
substance of a transaction, rather than its form, determines its tax treatment.
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