33 T.C. 500 (1959)

A buyer of corporate stock who causes the corporation to distribute its assets to
satisfy the buyer’s obligation to the seller receives a taxable dividend, even if the
distributions are part of the purchase agreement.

Summary

In Christensen v. Commissioner, the U.S. Tax Court addressed whether a buyer of
corporate stock received a taxable dividend when he caused the corporation to
distribute its assets to the seller as part of the stock purchase agreement. The court
held that the buyer received a taxable dividend. The buyer had acquired beneficial
ownership of the corporation and, through his control, caused the corporation to
surrender a life insurance policy and cancel a debt, using its surplus to fulfill his
personal obligation to the sellers. The court found that the distributions were
integral to the purchase and the buyer, as the beneficial owner, received a taxable
dividend when the corporation used its assets to satisfy his obligations.

Facts

Frithiof T. Christensen, the petitioner, negotiated to purchase all the outstanding
stock of American Rug Laundry, Inc. The corporation had an outstanding debt from
a prior shareholder, Harry H. Creamer, and a life insurance policy on the life of a
former shareholder’s wife. The purchase agreement specified a price of $69,780,
with an initial payment and the assignment of the life insurance policy’s cash value
and cancellation of the Creamer debt to the sellers. The agreement also granted
Christensen exclusive voting rights and control of the corporation. On November 30,
1953, the sale closed, Christensen took control of the corporation, and the insurance
policy was surrendered, and the debt cancelled. The proceeds of the insurance
policy and the cancellation of the debt were then provided to the sellers as part of
the purchase agreement.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Christensen’s
income tax for 1953, asserting that the distributions from the corporation
constituted a taxable dividend. Christensen challenged this determination in the
U.S. Tax Court.

Issue(s)

1. Whether Christensen received a taxable dividend when the corporation, under his
control, surrendered a life insurance policy and canceled the debt of a former
shareholder, where these actions were part of the agreement to purchase the
corporate stock.

Holding
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1. Yes, because Christensen, as the beneficial owner of the corporation at the time of
the distributions, caused the corporation to distribute assets to satisfy his personal
obligations to the sellers, which constituted a taxable dividend.

Court’s Reasoning

The court focused on who beneficially controlled the stock at the time of the
dividend declarations. The court found that Christensen became the beneficial
owner of the stock on November 30, 1953, when the sale closed and he obtained
voting rights and control of the corporate management. The court emphasized that
the distributions were integral to the consideration Christensen agreed to pay for
the stock. The court cited precedent holding that income is taxable to the party in
beneficial control of the stock. The court reasoned that Christensen, as the
beneficial owner, effectively caused the corporation to pay part of his purchase
obligation, resulting in a taxable dividend to him. The court found that the
distributions were equivalent to a dividend because the corporation was using its
surplus to benefit Christensen, the new owner.

Practical Implications

This case is crucial for understanding the tax implications of corporate distributions
made as part of a stock purchase. Attorneys should advise clients that if a buyer of a
corporation causes the corporation to distribute its assets to fulfill the buyer’s
obligations to the seller, the buyer may be treated as having received a taxable
dividend, even if the distributions are structured as part of the purchase price. This
decision highlights the importance of carefully structuring the terms of stock
purchase agreements to avoid unintended tax consequences. Tax professionals
should consider that any transfer of value from the corporation to the seller, at the
direction of the buyer, could trigger dividend treatment for the buyer. This case also
underscores the principle that substance prevails over form in tax law, as the court
looked beyond the technicalities of the transaction to determine its economic effect.
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