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Cox v. Commissioner, 58 T. C. 105 (1972)

The entire amount transferred between related corporations and used to discharge a
shareholder’s liability on a corporate debt constitutes a constructive dividend to the
shareholder.

Summary

In Cox v. Commissioner, the U. S. Tax Court ruled that funds transferred from one
corporation to another, both controlled by the same shareholder, S. E. Copple, and
used to pay off a bank loan for which Copple was personally liable, were taxable to
Copple as a constructive dividend. The court initially found only part of the transfer
constituted a dividend but, upon reconsideration, increased the amount to include
all funds, as they were eventually used to discharge the corporate debt. This case
underscores the principle that corporate funds used for the benefit of a controlling
shareholder  are  taxable  as  dividends,  even  if  the  funds  pass  through  multiple
entities.

Facts

In 1961, C & D Construction Co. , Inc. , borrowed money from a bank to purchase
two notes from Commonwealth Corporation, which later became worthless. S. E.
Copple, the controlling shareholder of both corporations, endorsed C & D’s bank
note. By 1966, C & D was insolvent, and Commonwealth repurchased the notes,
allowing C & D to discharge its debt and Copple to avoid personal liability. The
funds transferred from Commonwealth to C & D were then passed on to the bank.
Additionally, C & D temporarily loaned $15,591. 89 to another Copple-controlled
company, Capitol Beach, Inc. , which was later repaid and used to pay down the
bank loan.

Procedural History

The case was initially decided on September 13, 1971, with the court finding that
only $37,762. 50 of the $53,354. 39 transferred constituted a constructive dividend.
Upon the Commissioner’s motion for reconsideration, filed on January 5, 1972, and a
hearing  on  March  8,  1972,  the  court  vacated  its  original  decision  and,  after
reevaluating  the  evidence,  revised  the  amount  of  the  constructive  dividend  to
$53,354. 39 on April 20, 1972.

Issue(s)

1. Whether the entire $53,354. 39 transferred from Commonwealth to C & D, which
was used to discharge C & D’s bank debt, constitutes a constructive dividend to S.
E. Copple.

Holding
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1.  Yes,  because  upon  reconsideration,  the  court  found  that  the  entire  amount
transferred was eventually  used to  discharge the debt  owed to  the bank,  thus
constituting a constructive dividend to S. E. Copple.

Court’s Reasoning

The court applied the principle that funds transferred between related corporations
and used to benefit a controlling shareholder are taxable as constructive dividends.
Initially, the court found only part of the transfer constituted a dividend, but upon
reevaluation of the evidence, it determined that the entire amount transferred from
Commonwealth to C & D was used to discharge the bank debt. The court noted that
even though part of the funds were temporarily loaned to another Copple-controlled
company, Capitol Beach, Inc. , these funds were repaid and used to pay down the
bank  loan.  The  court’s  decision  was  influenced  by  the  policy  of  preventing
shareholders  from  using  corporate  funds  for  personal  benefit  without  tax
consequences.  The court did not discuss any dissenting or concurring opinions,
focusing solely on the factual reevaluation leading to the revised holding.

Practical Implications

This decision clarifies that the IRS can tax as a constructive dividend any corporate
funds used to discharge a shareholder’s personal liability, even if those funds pass
through  multiple  entities.  Legal  practitioners  must  advise  clients  to  carefully
document  transactions  between  related  entities  to  avoid  unintended  tax
consequences. Businesses should be cautious in using corporate funds to pay off
debts  for  which  shareholders  are  personally  liable,  as  such  actions  may  be
scrutinized by the IRS. This case has been cited in later decisions to support the
broad application of the constructive dividend doctrine, emphasizing the need for
transparency  and  proper  documentation  in  corporate  transactions  involving
controlling  shareholders.


