32 T.C. 879 (1959)

A corporation’s payment of a shareholder’s obligation, or reimbursement for a
shareholder’s expenses, can be treated as a constructive dividend to the shareholder
if the payment benefits the shareholder rather than serving a legitimate corporate
purpose. Furthermore, a corporation cannot deduct expenses it voluntarily assumes
on behalf of shareholders when those expenses are not ordinary and necessary to its
business.

Summary

The U.S. Tax Court addressed several tax disputes involving Schalk Chemical
Company and its shareholders. The court held that Schalk could not deduct a
payment made to shareholders as a business expense or interest where the payment
was made to settle a shareholder dispute and purchase the interest of a minority
shareholder. It also held that the payment made by the corporation to satisfy the
remaining purchase price on behalf of two shareholders constituted a constructive
dividend to those shareholders. The court determined that payments made to
shareholders were dividends and thus were taxable income to the shareholders.
Additionally, the court ruled that the statute of limitations did not bar the
assessment of tax deficiencies. This case is significant because it clarifies the
circumstances under which corporate payments to or on behalf of shareholders are
treated as dividends and the limitations on the deductibility of such expenses by the
corporation.

Facts

Schalk Chemical Company (Schalk) was a corporation whose stock was held in a
spendthrift trust. Horace Smith, Jr. (Smith), was a beneficiary of the trust. The trust
was to terminate in 1950. A dispute arose between Smith and the other beneficiaries
of the trust (Hazel Farman, Patricia Baker, and Evelyn Marlow), who were
dissatisfied with Smith’s management of Schalk. To resolve the conflict, the other
beneficiaries agreed to purchase Smith’s minority interest in the trust. The
agreement stipulated that the beneficiaries would pay Smith $25,000 upfront and
$20,000 upon termination of the trust for his stock interest. Schalk later agreed to
assume the beneficiaries’ obligations and made payments totaling $45,000. Schalk
deducted the $45,000 as a business expense and accrued interest of $3,697.92. The
IRS disallowed these deductions and determined that the payments to the
beneficiaries constituted taxable dividends.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Schalk’s income
tax for 1950 and in the individual shareholders’ income tax for 1951. Schalk and the
shareholders petitioned the U.S. Tax Court to challenge these determinations. The
Tax Court consolidated the cases, heard the evidence, and issued a decision. The
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IRS’s deficiency notices were mailed to the petitioners on May 23, 1956. The
petitioners filed their petitions in the Court on August 20, 1956. Consents extended
until June 30, 1956, the period of assessment of income taxes for the year 1950 were
executed by Schalk and the respondent. No consents extending the period of
assessment for any of the taxable years were executed by the other petitioners.

Issue(s)

1. Whether the $45,000 paid by Schalk to the shareholders was deductible as a
business expense in 1950.

2. Whether the $3,697.92 paid by Schalk to the shareholders was deductible as
interest, or a business expense, in 1950.

3. Whether the $25,000 paid by Schalk to the shareholders in 1951 constituted a
dividend.

4. Whether the $20,000 paid by Schalk in 1951 constituted a dividend, or a
distribution equivalent to a dividend, to the shareholders Farman and Baker.

5. Whether the assessment of deficiencies against individual petitioners was barred
by the statute of limitations.

Holding

1. No, because the payment did not represent an ordinary or necessary business
expense.

2. No, because the payment was not interest, nor an ordinary business expense.

3. Yes, because the payment was a distribution of corporate earnings and profits to
shareholders.

4. Yes, because the payment discharged a contractual obligation of the shareholders
and was essentially equivalent to a dividend.

5. No, because the shareholders omitted from their gross income an amount
exceeding 25% of their reported gross income.

Court’s Reasoning

The court first addressed the deductibility of the payments made by Schalk. It
reasoned that the payment of $45,000 was not an ordinary and necessary business
expense of Schalk. Schalk did not benefit directly from the settlement agreement
between the shareholders and Smith; the agreement primarily benefited the
shareholders, not the corporation. The agreement was not entered into by Schalk,
nor was Schalk authorized to enter into the agreement. The court found that the
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settlement, rather than being primarily for Schalk’s benefit, resolved a personal
dispute among the beneficiaries, and therefore any expense was not deductible to
the corporation as the corporation has no legal obligation to pay for the personal
expense of the beneficiaries.

The court also determined that the $20,000 payment made by Schalk constituted a
constructive dividend to the shareholders. The payment was in satisfaction of the
shareholders’ individual obligation under the settlement agreement. Because Schalk
had sufficient earnings and profits, the distribution was considered a dividend. The
court found that the substance of the transaction was the same as if the
shareholders had received the money and then paid Smith themselves. The court
relied on the fact that the corporation had a surplus of accumulated profits from
which the dividend could be paid. The court concluded that by paying the
shareholders’ obligation, Schalk had distributed earnings and profits to its
shareholders.

Regarding the statute of limitations, the court found that the deficiencies were not
time-barred because the shareholders had omitted an amount exceeding 25% of
their gross income, which extended the statute of limitations under the applicable
statute, section 275(c) of the Internal Revenue Code of 1939.

Practical Implications

This case is a cautionary tale for corporations. It demonstrates that simply because a
payment involves a shareholder does not automatically make it deductible by the
corporation. To avoid dividend treatment and establish a business expense
deduction, corporations must demonstrate that the expenditure served a legitimate
corporate purpose and was not primarily for the benefit of the shareholders. A direct
benefit to the corporation is required, such as the acquisition of an asset or the
reduction of business-related expenses.

This case clarifies the criteria for determining if a payment is a constructive
dividend, and, therefore, taxable to the shareholders. Payments that discharge a
shareholder’s personal obligations or that primarily benefit the shareholder, even if
the corporation ultimately makes the payment, may be treated as a taxable dividend.
The substance of the transaction, not just its form, will be examined by the IRS.
Furthermore, if a corporation makes payments on behalf of a shareholder, it may be
considered a constructive dividend, and the amount of these payments would be
considered income to the shareholder, and the corporation would likely not be able
to deduct the payment. Later courts often rely on this precedent in cases involving
constructive dividends and the deductibility of expenses.
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