43 T.C. 580 (1964)

Withdrawals by a controlling shareholder from a subsidiary can be treated as
constructive dividends from the parent company if they lack indicia of genuine loans
and serve no legitimate business purpose, especially when the parent and subsidiary
are controlled by the same individual.

Summary

Jacob Kaplan, the sole shareholder of Navajo Corp., received substantial, non-
interest-bearing advances from Jemkap, Inc., a wholly-owned subsidiary of Navajo.
The Tax Court determined that these advances, particularly those in 1952, were not
bona fide loans but constructive dividends from Navajo. The court emphasized the
lack of repayment, Kaplan’s control, the absence of business purpose, and the
overall scheme to avoid taxes. The 1953 advances, which were promptly repaid,
were not considered dividends.

Facts

Jacob Kaplan controlled Navajo Corp. and its subsidiary Jemkap, Inc. Jemkap made
substantial non-interest-bearing advances to Kaplan: $968,000 in 1952 and
$116,000 in 1953. The 1952 advances were never repaid and were part of a plan to
donate a note representing the debt to a charity controlled by Kaplan, potentially
reducing estate taxes. The 1953 advances were repaid within a short period. Jemkap
had limited capital and relied on funds from Navajo. Kaplan, despite having
significant personal assets and credit, chose to use corporate advances for personal
investments instead of using his own funds or obtaining bank loans. These advances
were made without formal board approval and were not secured or evidenced by
standard loan documentation.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Kaplan’s income
taxes for 1952 and 1953, asserting that the advances were taxable dividends. Kaplan
contested this determination in the Tax Court. The Tax Court upheld the
Commissioner’s determination regarding the 1952 advances, finding them to be
constructive dividends from Navajo Corp., but ruled in favor of Kaplan concerning
the 1953 advances.

Issue(s)

1. Whether the advances from Jemkap, Inc. to Jacob Kaplan in 1952 constituted
constructive dividends from Navajo Corp. taxable to Kaplan?

2. Whether the advances from Jemkap, Inc. to Jacob Kaplan in 1953 constituted
constructive dividends from Navajo Corp. taxable to Kaplan?
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Holding

1. Yes, the 1952 advances were constructive dividends because they lacked the
characteristics of bona fide loans and were essentially distributions of Navajo’s
earnings.

2. No, the 1953 advances were not constructive dividends because they were
temporary and promptly repaid, indicating an intent to repay.

Court’s Reasoning

The court applied the substance over form doctrine, looking beyond the form of
“loans” to the economic reality. Key factors supporting the finding of constructive
dividends for 1952 included: the lack of repayment, Kaplan’s complete control over
both corporations, Jemkap’s weak financial position and dependence on Navajo’s
funds, the absence of a legitimate business purpose for Jemkap to make such
“loans,” and evidence suggesting Kaplan’s intent not to repay the 1952 advances.
The court emphasized that Jemkap was merely a conduit for distributing Navajo’s
earnings to its sole shareholder. The court noted, “It is the Commissioner’s duty to
look through forms to substance and to assess the earnings of corporations to their
shareholders in the year such earnings are distributed.” The court distinguished the
1953 advances because they were quickly repaid, indicating a genuine, albeit short-
term, borrowing arrangement. The court cited precedent including Chism v.
Commissioner, Elliott J. Roschuni, and Helvering v. Gordon to reinforce the principle
that shareholder withdrawals can be recharacterized as dividends when lacking the
substance of loans.

Practical Implications

Kaplan v. Commissioner is a key case illustrating the application of the constructive
dividend doctrine and the substance over form principle in tax law. It serves as a
strong warning to controlling shareholders against treating corporate subsidiaries
as personal piggy banks. The case highlights several factors courts consider when
determining whether shareholder withdrawals are bona fide loans or disguised
dividends: whether there is a genuine expectation and intent of repayment, the
presence of loan documentation and security, the payment of interest, the
shareholder’s control over the corporation, the corporation’s earnings and dividend
history, and whether the withdrawals serve a legitimate business purpose. Legal
professionals should advise clients that transactions between closely held
corporations and their controlling shareholders will be subject to heightened
scrutiny by the IRS, and purported loans lacking economic substance are likely to be
reclassified as taxable dividends. This case continues to be relevant in advising on
corporate distributions and shareholder transactions, emphasizing the need for
transactions to be structured with clear indicia of genuine debt to avoid dividend
treatment.
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