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Gilbert L. Gilbert v. Commissioner, 72 T. C. 32 (1979)

A transfer between related corporations may be treated as a constructive dividend
to a common shareholder if it primarily benefits the shareholder without creating a
bona fide debt.

Summary

In Gilbert L. Gilbert v. Commissioner, the Tax Court held that a $20,000 transfer
from Jetrol,  Inc. to G&H Realty Corp. was a constructive dividend to Gilbert L.
Gilbert, the common shareholder of both corporations. The court found that the
transfer, intended to redeem the stock of Gilbert’s brother in G&H Realty, did not
create a bona fide debt as it  lacked economic substance and a clear intent for
repayment. Despite the transfer being recorded as a loan on the books of both
corporations, the absence of a formal debt instrument, interest, and a repayment
schedule led the court to conclude that the primary purpose was to benefit Gilbert
by allowing him to gain sole ownership of G&H Realty without personal financial
outlay.

Facts

In  1975,  Gilbert  L.  Gilbert  was the sole  shareholder  of  Jetrol,  Inc.  and a  50%
shareholder of G&H Realty Corp. , with his brother Henry owning the other 50%.
G&H Realty owned the building where Jetrol operated. Henry decided to retire and
sell  his  shares  in  G&H Realty.  Due to  G&H Realty’s  inability  to  borrow funds
directly, Jetrol borrowed $20,000 from a bank, with Gilbert personally guaranteeing
the loan. Jetrol then transferred the $20,000 to G&H Realty, which used the funds to
redeem Henry’s stock, making Gilbert the sole owner of G&H Realty. The transfer
was recorded as a loan on both companies’ books, but no interest was charged, and
no repayment schedule was set. In 1977, Gilbert facilitated the repayment of the
$20,000 to Jetrol before selling Jetrol to Pantasote Co. , which required the transfer
to be off the books.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Gilbert’s 1975
income tax return, asserting that the $20,000 transfer from Jetrol to G&H Realty
was a constructive dividend to Gilbert. Gilbert petitioned the U. S. Tax Court to
contest this determination.

Issue(s)

1. Whether the $20,000 transfer from Jetrol to G&H Realty constituted a bona fide
loan or a constructive dividend to Gilbert.
2. Whether Gilbert received a direct benefit from the transfer sufficient to classify it
as a constructive dividend.
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Holding

1. No, because the transfer did not create a bona fide debt due to the lack of
economic substance and a genuine intent for repayment.
2. Yes, because the transfer directly benefited Gilbert by enabling him to gain sole
ownership of G&H Realty without a corresponding personal financial obligation.

Court’s Reasoning

The court applied the legal principle that transfers between related corporations can
result in constructive dividends if they primarily benefit the common shareholder.
The court found that the transfer was not a bona fide loan due to the absence of a
formal debt instrument,  interest,  security,  and a fixed repayment schedule.  The
court emphasized that the economic reality and intent to create a debt are crucial in
determining the nature of such transactions. The court rejected the argument that
the eventual repayment of the transfer indicated a loan, noting that the repayment
occurred under pressure from the buyer of Jetrol and did not reflect the parties’
intent at the time of the transfer. The court also considered the lack of business
purpose for Jetrol in making the transfer, concluding that the primary motive was to
benefit Gilbert by allowing him to acquire full ownership of G&H Realty without
personal financial investment. The court noted that Gilbert’s personal guarantee of
Jetrol’s  bank  loan  did  not  create  a  sufficient  offsetting  liability  to  negate  the
constructive dividend.

Practical Implications

This decision emphasizes the importance of documenting related-party transactions
with clear evidence of a bona fide debt, including formal debt instruments, interest,
and repayment terms. Attorneys should advise clients that mere bookkeeping entries
are insufficient to establish a loan’s validity. The case also underscores the need to
consider  the economic substance and primary purpose of  such transactions,  as
transfers that primarily benefit  shareholders may be reclassified as constructive
dividends. This ruling impacts how similar transactions should be analyzed for tax
purposes,  particularly  in  closely  held  corporations  where  shareholders  control
related entities. It also influences the structuring of corporate transactions to avoid
unintended tax consequences, such as unexpected dividend treatment.


