32 T.C. 564 (1959)

The court will disregard the corporate form for tax purposes when it is used as a
mere conduit to achieve a result that could not be achieved directly due to
contractual or other limitations, and when the substance of the transaction reveals a
different intent.

Summary

In Dudley v. Commissioner, the U.S. Tax Court examined whether a stock sale
should be treated as a sale of stock (capital gains) or as a dividend (ordinary
income). The court found that the formation of a new corporation and the
subsequent sale of its stock were part of a pre-arranged plan to sell tanker rights,
and that the distribution of funds from the sale was, in substance, a dividend. The
court focused on the underlying economic reality of the transaction, not just its
formal structure, and applied the doctrine of “substance over form” to
recharacterize the transaction for tax purposes. The court determined that since
American Overseas Tanker Corporation (AOTC) could not sell tankers to United
Tanker Corporation due to a loan agreement, the parties formed National Tanker
Corporation. National Tanker Corporation took title of the tankers and the
stockholders of National Tanker Corporation sold their stock in National Tanker
Corporation to United Tanker Corporation. The court viewed these transactions as
an attempt to circumvent the loan agreement and, therefore, were in substance a
dividend from AOTC to the stockholders of National Tanker Corporation.

Facts

American Overseas Tanker Corporation (AOTC) obtained the right to purchase
surplus tankers from the government. AOTC’s shareholders formed National Tanker
Corporation. National Tanker Corporation was created to take title to tankers AOTC
had the right to purchase. The shareholders of National Tanker Corporation entered
into an agreement to sell their National Tanker Corporation stock to United Tanker
Corporation for $450,000, to be paid in installments. The Commissioner of Internal
Revenue determined that the $450,000 paid to National Tanker Corporation
shareholders was a dividend from AOTC, taxable as ordinary income. The taxpayers
claimed the transaction was a sale of stock, resulting in capital gains. The U.S. Tax
Court ruled in favor of the Commissioner.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against the taxpayers,
disallowing their characterization of the transaction as a stock sale. The taxpayers
petitioned the U.S. Tax Court, which consolidated the cases. The Tax Court sided
with the Commissioner, and the decisions were entered under Rule 50.

Issue(s)
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1. Whether the $450,000 received by the petitioners upon the purported sale of
their stock in National Tanker Corporation to United Tanker Corporation
represented long-term capital gains, or whether such amount in fact
represented dividends received from American Overseas Tanker Corporation
(AOTC).

2. Whether, if the deferred payments of $450,000 were dividends and therefore
taxable as ordinary income, the portion of the payments received in 1949 was
properly includible in income for 1949 or for 1948.

Holding

1. Yes, because the formation of National Tanker Corporation and the subsequent
sale of its stock were merely steps in a transaction designed as a sale of tanker
rights by AOTC to United at a profit to AOTC; hence, the distribution of that
amount to National stockholders was in effect a dividend to them from AOTC.

2. Yes, because the promissory note was intended merely as evidence of its
indebtedness to petitioners; therefore, that amounts paid pursuant to the terms
of the note were includible in petitioners’ income only when distributed to
them.

Court’s Reasoning

The court applied the “substance over form” doctrine, disregarding the corporate
form to examine the economic reality of the transaction. The court found that
National Tanker Corporation was created as a mere device to hold the tankers and
facilitate a sale to United Tanker Corporation, a sale that was not feasible for AOTC
itself. The court considered the memorandum of January 19, 1948, which clearly
indicated an intent by AOTC to sell the tankers to United. National’s functions were
limited to holding title and acting as a conduit. The court determined the payment
received by the National Tanker Corporation shareholders was essentially a
distribution of AOTC’s earnings, hence a dividend. The court referenced the case of
Moline Properties, Inc. v. Commissioner, which states that a corporation will be
disregarded if it is merely a shell and does not engage in any business. The court
also found that the payments on the promissory note from United Tanker
Corporation were to be taxed when received, because the note was not the
equivalent of cash. The court also found that the “disparity” in the percentages of
ownership between the two corporations was not fatal since the formation and
subsequent sale were all pre-planned.

Practical Implications

This case is a reminder to scrutinize the substance of a transaction, not just its form.
The focus is on the economic reality. When advising clients, lawyers must consider:

» The “substance over form” doctrine applies when there is evidence of
prearranged plans and intentions.
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» Where there is a pre-planned transaction, the court will disregard the
corporate form and recharacterize the transaction.

» The court will examine the economic reality to determine the proper tax
treatment.

» The court can find a dividend even if the money didn’t go to the stockholders.

e Agreements that are for the parties benefit will be looked at closer than a
written document.

Later cases have affirmed the importance of substance over form and the need to
look beyond the corporate structure to understand a transaction’s true nature for
tax purposes. Attorneys should be particularly cautious when dealing with
transactions that involve multiple entities and potential tax avoidance motives.
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