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It is the intent of t his paper to provide the individual stock

holder ·::T.i.t h a k.nor;leo.ge of t he tax trea t :'l1ent given dividends that he may 

receive and to explain certcdn taxable transactions he might have rri th a 

corporation. 

Dividends may t a ke the form of cash, property, stock, and liqui

dat i ne dividends . It i s als o poss ible for a stockholder to have trans

actions rd.th a corporation that nill be taxed as a cUvidcmd even though 

there has been n o formal dividend declara tion. 

Ev1:~r y stockholc.1er :nust be alert to recoe;nize the peculiarities 

that a ppl y in his particular case because he ~1ay find tha. t he i s not 

gaininc full benefit from many of t he federa l income ta"{ provisions. 

/1 stockholder ma y fi.'l'ld h i ms Glf innocently liable f or taxable trans

actions that he did not reco[;Uize and f a iled to report on his tax return. 

No attempt has been ma.de in the scope of tr.is paper to discuss 

corpora te reorganizations. The author feels t hat it \·;ould be almost 

impossible to state the specific tax trea t ment of s uch reorganizations 

because each case nill involve different applications of the ta."'C la.,-1. 

Hov1ever, a stockholder should realize tha t a reoreanization r:-.a.y result 

in ta.."Cable income to him cu1.d should try to consider the effects of' 

these regulations before attemptinr, to promote such a reorganization. 

Of course, a minority stockholder uould be unable to control a reorgn.n

ization. In such cases , ho':;0ver, it is up to hi~1 to determine his 

taxable position as it exists. 
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Cht:.pter I of this paper -·.rill at. tempt to 1:i ve the reeder n 

[;Emeral i deG. on ho,: to recoe;nize the variou~ types of dividend decla

r a.tions a nd .!.10·:! t hey are taxed o Cha.pt.er II and Chapter III ~cal mainly 

nith transactions a stockholder has nith a corporation that mi ght result 

in o.. taxable dividend even though t here las been no formal dividend 

declaration. It should be not ed in this connection that because or the 

increasing complexity of our modern business U."'1its it :is very difficult 

to enact tex regulations t hat r.rill be applicable to every individual 

stockholder. Therefore , several tax cases \"Jill be quoted throughout 

this pc1..per to help explain these transactions. The last chapter "t7ill 

be devoted to the author's recommendations a!ld a study of miscellaneous 

tax provis ions not covered in the first three chRnters. - ' 
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C 1 IJ\ PT'ER I 

FOH"1AL DIVIm~;.D rn~CLAl1ATI0US 

Div:l.dends Defined 

Enterprises have frequently been organized for the purpose of 

carrying on terminable ventures. In these cases the 9toclcholder ex

pect.s to have his capital returned as r1ell as his she.re of the pro.fits. 

In a lar&e nUT:1ber of these enter prises, hori"ever, tho viei:;point of a 

continuin0 bus ines f:i •. as adopted and capital r .'a.S vie,:ed as a. permanent 

com1nitment rd.th t he expectation of pa.;yments confined to the distribu

tion of earnin0s . ~.1any s tocldmlders thin.le of dividends as representing 

t!1e profits of a busi!1ess and not c. partia l return of funds i nvested. 

~·:ritern have s o;netir..es regarded d ividends ·as s ho.ros distri buted 

from a po.rticula.r fund o:f as 11ets , stating t hat it is the rie;ht of a 

stockholder to receive his prof:i:~s fror:1 a special fund set aps.rt from 

tho general ftmds of the corporation. A more .exact definition of a 

dividend may be stated as follor.rs : 

A dividend is an appropriation of current or accumulated earnines 
r!ith the intent to distribute an equivalent amount of enterprise 
assets among t.he stockholders of a particular class on a pro-rata 
basis.I 

In identifying a dividend the Accountants' Handbook says: 

The act of appropriating earnings is ~ore sienificant than the 
act of disbursing assets. Dividends are distributive shares in 
specific corporate funds only hypothetically; current earniuf.,.OS 

l ·:. A. Paton (ed.), Accountants' HancU>ook ( :"!ou York: The Ronald 
Press Company, 1952), pp. 1039-40. 
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cannot be strictly identified ,tlth specific assets, althou:Zh the 
conceptual attachment may be an administrative aid.2 

rrhe term "dividend", as used for federul income true purposes, 

means any distribution made by a corporation to its shareholders, 

\'ihether in mo;1ey or property, 

(1) oat of its fJar nines and profits ucc1.1:,mlated after February 23 ,. 
1913, or (2) ont of the earnings c.nd profits of the taxable year • .J 

Generally, such distributions are j_ncome to the shareholder and r.mst 

be included in his c,;ross ·:inco::ie. There a re , hm'!ever, a number o.f stat

utory exceptions to this rule which ;-:ill be discussed in the course of 

this paper. 

Di victend Policy 

The boar d of direc·0ors usually decides if the payment of a 

dividend is legal and if :tt is financ:ially e},.rpodient to distribute. 

'1,!1e pay:nent or v;i thholding of d ividends is a matter of business policy 

over ~·,hich the directo?s have complete jurisdiction. Since profits 

earned become the property of the corporation and not of the individ

tw.l stockholders, the stockholders ordinarily have no legal right to 

demand any part, of thGm/~ There are onl:f a fev.r cases on record in 

·,:hich stockholders have forc0d the declaration of dividends on ffI'OWld.s 

other than fraud. Su.ch a. case arose in connection t7ith the Ford ~rotor 

Coripany in 1916, ·;:hen suit for more libernl dividends ,:ras brought by 

3Federal Tux Course, 1957 ( Ne;:: J ersey: Prentice-ti.all, Inc., 
1956), Po 1701.' 

4narry G. Guthmann and Herbert E. Dougall, Coroora.te Financial 
Policy (2d. ed.; ?rm·; York: Pr<:mtice-hall, Inc., 1943), pp. 465-66. -
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minority shareholders. At that time the company had a surplus of 

~~112,000,000 and over :.;50,000,000 in caab on hand. :.'Ir. Ford r:as de

t e rmined to limit dividend payments to the current rate of sixty per 

cent on the company's capital stoc]c of :~2,000,000, so that the business 

mieht expand anc1. e ;nploy more labor. The co1.1rt held that it ... -ias the duty 

o:f the directors to a uminis ter t ·1e corp oration for the benefit of the 

stoc1~110lt1.0rs ruthcr than for hru11anit.arian purpos es. They decided tha:t 

an extra dividend of ~:a9,ooo,ooo should be declared and paid.5 

'.i'he preced ing cor:unent s have been aimed at giving the reader a 

e;enera l conception of ·1ihat constitutes a dividend, n ho has the po'l;';er 

to declare this dividend, und tmder ··1hat circumstances a corporation 

can legally be forced to pay a dividend. In order to discuss the ta."'C 

treatment of dividend~ the foregoing discussion of the various types 

of dividends is necessary. 

Types o.f Dividends 

Co.sh dividends .--The most comh1on type of dividend is the cash 

dividend~ The declaration of a cash d.ivi<le:ad creates a debt against 

the company and nakes the stockholders general credit.ors for the er11ount 

of the dividend. Because stockholders rE:ceive dividends on the basis 

of the number of shares they orm, the amount of dividends received by 

nny stockholder nill <le pend on the number of shares he holds. The 

corporation charter should clearly t~tate the d i3tinctions bet7.·een the 

various classes of stock. If a cash dividend in decle.red by the 

board of directors and mado public, it is usually :irrevocs.ble.6 

5Dodge v. Ford !.ht.or Comoanv, 201 .. iach. 4.59 (1919). 

/ 
0 Guthmann nntl Dougnll, p. 465. 
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Sometimes a stockholder has thG election of receiving either 

a cash or stock dividend. In such a case he must make his decision 

Tiithin u certain period after receiving notice of' the dividend. 1'ven 

though stock dividends and stock rights ,'lould be other~!ise exempt under 

the Sixteenth Amendment this type of di videncl \-:ill be taxed as income 

to the stockholdcr.7 

Serip Div:id Gnc.:s.--Divlclends may be represented by issues of' 

bonds, note:::;; or scrip. ~\11en earnings justify a dividend, but the 

ce.sh pos ition is temporar:i.ly r,eak, scrip dividends are used, although 

they a.re re le.ti vely rare e.s compared ·f.dth cash and stock dividends. 

The scrin constit .. ltes a current or fixed liability, depending upon 

ma.turity, of the company until it is paido The use of scrip dividends 

i s proper if the compa::1y has really earned a profit and merely ha s to 

rrait for the conversion of ot.her current assets into cash in the course 

of opero.t.ions o In r a re i ns ta __ ·.!es dividends are paid in bonds or notes 

that have long e::1ough terms to fall outside of the current liability 

groupo This effec:t i s ab01.~t the same as paying dividends in scrip 

except that the date of payment is postponed. Dividends in the above 

category are usually te...°'\:able unless they are a return of capital. 
8 

Property dividends .-Property dividends involve payment r;ith 

assets other tha.n cash. ~3uch a distribution :nay be made ;,henever there 

are assets that ar0 no longer necessary in the operation of the business. 

These dividends are usually distributed in the form of securities mmed 

and, very occasionully, property held as inventory. The fuir market 

7Federal •rax Guide, 1957 ( r?c:rn York: Com:!lerce ClcarinG 1:oune, 
Inc., 1956), p. 3424. 

8rb · 1 "0"7 ---1£.•, p . ,;.. - • 
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value of the property a.s of the date of distribution is the most com

r.,on method of deterrtlning the taxabili ty of a property dividend. Hov:

ever, this diotribution must be from e2.rnine3 accumulated after February 

a 
28 , l S-13, or earnings of the current taxable year." 

Stock dividen'.is.--Dividends in stock rank next to cash dividends 

i n order of frequency and a mount. : .'hen ::;tock dividends are !)aid earned 

s urplus i s transfurr0d to the capital stock account and s tockholders 

mer el y hold a larger nrnnber of sr..ares. There is no change in t he total 

equity or the proportion of stock each shareholder 0°:,ns. Stock divi

dends Da;r be declnred for various reasons . 'l'he declaration r.1ay give 

concrete cviaence that ee.rnings have been retained in the business and 

thfl.t the management has confidence in the ability of the company to pro

duce n satisfactory return on the increased investment of the stock

holders. A company ma::f sho..-1 good earnings but lack the cash necessary 

for a cash dividend or there may not be a market for the sale of ne~ 

securities so that earnings may be the only source, or the most econom-
. 

ical source, of funds for expunsion. Stock dividends are nontc...xable 

vri th t no exceptions. 1\ stock dividend is taxable 

(1) to the extent paid in dincharge of preference dividends for the 
distribntine corporation's current or prece<ling ta"< year; (2) if, 
at the election of any s~areholder, the dividend is payable in 
money or other property.-0 

If a stock dividend in not of the same class of s tock a shareholder 

already or.'!ls he ~·;ill be t mmc on the dic::tribution.11 Sometimes n 

stockholder may only be entitled to u fractionH-1 shure \':hich can be 

9f'edernl Tax Cours e_, 195?, p. 1710. 

lOibid., p. 1705. 

llAccountants ' lfondbook, p . 1046. 
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redeemed for cash. If the stockholder is given cash, instecd of a 

fractional share, r;ithout any option to get a fractional ::;hare,, the 

dividGnd is ta."'Ced. A stockholder may be given a fractional share., 

.ihich can be redeemed for cash from the company, ;,hich •.1ould result 

in a ta.,~able dividend even if be did not redeem the scrip certificates. 

Finully , the stocl~holder could ba Given a fra.ct:i.onal share ":Jhich can be 

sold on the OI)en mo.rlrnt. The dividend in this caae · rmuld be treated as 

a tax free stock dividend--even if the company acts as an a gent for the 

saleo 12 A di"'ri<lend paid :i.n shar0s of another corporation is not n 

stoc < dividend and is ta-~ed just like a distribution of money. This 

nan decided in To,me versus Eisner, later reversed, but only upon the 

grouml that it rela ted t o a zt.ock dividend that took nothin:; from the 

property of a corporation and added nothing to the interest of the 

s tockholderol3 In exempting stock dividends frc incomo taxation., 

the Supreme Court stated: 

A stock dividend shm·.s that the company's accumulated profits have 
been capitalized, instead of being distributed to the stockholders, 
or retained as surplus available for distrib1~tion in money or in 
kind should opportunity of.fer. Far from being a realization of 
profits of the stockholder, it tends rather to postpone such real
ization, in that the fund represented by the ne\1 st.ock has been 
transferred from surplus to capital, and is no longer ave.ilable 
for actual distributiono 1/_. 

If' a stock dividend is paid. in a~ preferred stocl~ issue, it is re

garded as making no change in the equity position of the co:-!lt:ion stock

holder and does not constitute tm::able incomo. On the othe:~r bend., if' 

addi tionnl shares of an exis tint! preferred stock are i~ ~ued, the· 

l2Federal ·rax Guide, 1957, p. 2027. 

l3To\me v. Eisner, 2~5 u. ~. 4lS (1918). 

1~isncr v. i,1ncombor, 252 u. s. 189 (1920). 
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dividend is taxable income becauDc it changes the proportionate 

interes t of the ntockholcler.15 

Stock rights.--: hnreholders rna,y receive rights to buy neri 

s hares of s tock in proportion to their stockholc1ings. Usually these 

rights give the stocl::holder a chance to buy additional stock at a 

reduced price and for this reason have a value. A shareholder usu

ally sells or exercises his rights, but he may decide to let them 

expire. Stock rights are u:rnall:;- nontaxable unless they are paid to 

satisfy a preference dividend. Also, if a shareholder has the option 

of taking money or property tho rights \~i.11 rc3ult in taxable income. 

Ot he r r:isc stoc l:: rights s ive rise to taxable income only ·d1en exercised 
-, I.'. 

or sold. - 0 'I'he court in Pal r;,er versus Commissioner defined the taxa-

bility of stock ric,·hts :i.n the follov,ing manner: 

The mere issue of rights to s ubs cribe and t .l :1ir receipt by stock
holders, is not a d ividend. Ho di3 tributic:;., of corporate assets 
or diminution of the net \'iort.h of the corporation results in any 
practical sense. Even thour;h the rights have a market or exchange 
value, they are not dividends v.rithin the statutory definition. 
'l'hcy are e.t most options or continuing offer::, potential sources 
o.f. income to the stocJd1olders throue;h sale or the exercise of the 
rights. ·Ta..-xable income might re;;;ult froit their exercise. Tha 
question.? then, is r:-1-ether the distribution Y1hich results from 
the exercise of the righ~ must bG regarded as a dividend if the 
reasonable value of the property at the time of exercise is more 
than the purchase µrice.17 

Since the mere rece ipt, of such rights does not result in income 

no loss is allowed if stock rii hts are received a n.d perr.dtted to expire 

uithout being exercised or sold. If a stockholder decides to exercise 

his rights he 1Jill be ta.."'l.:ed on the excess of the fair market value of 

1 5IIelverinr-; v. Goi·can, 302 U. ~ . 238 (1937). 

16ii'ederv.l Ta.-..: Course , 1957, pp. 1703-09. 

l7Palmer v. Co:'.11!1., 302 u. s. 63 (1937). 
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the nm:~ ntock he received over the subscription price offered to him. 

The t l·.ird possible alternative is to 3ell the stock riehts. In this 

ca se the entir8 amount of t he proceeds of tho sale ;;till be taxed as 

ordinary inco:ne to t he sh.:i.rehold.er. 18 In Gibson vernus Co!7lr!lissioner, 

the Court of AppE')als held that the sales proceeds of rights constituted 

ordinary income up to the value of tho rights at the time they ·.•:ere re

ceived. Ho··;ever, in that case t.he Commissioner raised no objection to 

t axing the proceeds in excess of that value as capital gain.1 9 

It ·;ms noted above that if a stockholder allo\'JS his rights to 

expire 11ithout exercis8 or sale no loss is allo\·ied; but it has been 

held that if e. taxpayer purchases rights for a va.luable consideration 

nnd allous them to expire 1:1ithout exercise or sale, a deductible loss 

:1.s allowect., 20 

Bond rights .--Sometimes a stockholder ,;;ill receive rights to 

subscribe to bonds v1hich may be convertible i1:.to stock. If a stock

holder receives bond rights and the bonds are convertible into stock 

the rights arc ~ontaxabl('} if' 

(1) a dividend paid in tho stock into Y:hich the bonds are con
vert.ible v:ould be a nonta..v.ablc stock dividend and (2) the value 
of the subscription rig!~ts is attributable to the conversion 
privilege.21 

If tho bond rights can not be converted into stock they are taxed a.s 

;,roper·ty dividends ',7hich -.·!ere previously discussed in this chapter. 

Liquidating dividends.--A corporation may liquidate by redeem-

18r,ederal Tax Course, 1957, pp. 1708-09. 

l9Gibson v. Comm., 133 F. (2d) 308 (19~3). 

20Mitchell. v. Coaun., 48 F. (2d) 697 (1931). 

2~ederal Tax Cour~e, 1957, p. 1710. 
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ine; the out,standing stock for cash or b;y· distributing its assets to 

the s tockholders in exche.nge for their stock. ~lost dividends represent 

distributions of surplus arising from earnings. Ho,·1ever, a liquidating 

dividend represents a return of capital to the stockholder either in 

the for of dividends arinine from tho operation of 1:.astina assets or 

in t he distribution of the net assets to its ov;ners. :.Iost di3tributions 

in liquidt1.tion are treated · as a sale of the stock, and not as a dividend. 

If o. corporation distributes liquic1atin:r dividends in ::.nstallrnents the 

stockholder is not required to report any income until he has recovered 

his cost . lioY;ever, there have been cases -;·:here a corporation has trans-

ferred all or part of its assets to another corporation folloviing or 

preceding the liquidation distribution. '.rhe GoverllI'.lent may decide to 

treat this transaction as an ordinary dividend .• 22 There are also sev

eral other exceptions t.o the general rule stated above that are too 

lengthy to discuss in the scope of this paper. 

The preceding material in this chapter has been a discussion of 

the various types of dividend declarations as to uhether they are gen

erally taxable or nontaxable. Some of the common types of dividends 

nreviously rliscussed were listed as nontaxable distributions. There 

are, honever, a number of other tax provisions that may cause a dividend 

to be riholly or partially exempt from income ta."'X, either by ler,al prov-i

sions or by the nature of the dividend itself. The folloning muterial 

r!ill attempt to point out some of these exceptions. 

Distributions That Are J ot True Dividends 

Several comnanies distribute dividends that are in effoct nartial 
J.. • 

22ii'eder a l Tax Guide, 1957, pr,. 342H-JO. 
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returns of capitalo Such so-called dividends are not reported as tax

l:ble income, but rather serve to reduce tho cost of a ntockholder's 

investmento Common cxa.r.1ples of this type of dividend are distributions 

from mutuo.l insurance comp8.nies and patronage dividends. Dividends on 

depos its or ·;:ithdra,·.:able accounts in do;;.estic buildine and loan associa

t ions are actually interest. Amounts paid on deposits or i'lithdrarmble 

accounts in the :rollo~Jing organizations are interest and should be re

ported as such: (1) mutual ~avinp-s banks; (2) cooperative banks; (3) 

domestic s avinr~s and loan associations; (/J Fedcro.l savings and loan 

associations; and (5) credit unions Y:ithout capital stock. It must be 

remembered that dividends on capital stock of the above oreanizations 

(dividends on the non-,1ithdrar:able stock), are true dividends and 

should be reported as dividend income. 2.3 

Dividcncls That Are ~'.'holly or Partially r .. '<empt 

Dividcmc s on the follorling obligationo are nsiolly exe~apt. from 

tax if they v;ere issued prior to ·~nrch 28, 1942: 

(1) Federal Lrmd Banks; (2) National Fa.rm Loo.n Associations; and 
(3) Federal Reserve Banks. 2/i-

Dividends on obligations of the instrumentalities of the Government 

issued on or after ~.'larch 2e, 1942, a.re fully taxable. Regardless of 

the exemption from income tax of dividends paid on the stock of Federal 

Reserve Bartles, dividends paid by member banks have alr;ays been treated 

like dividends of ordinary corporations.25 

23Your Federal Incone Tax, 1956, (Pub. ~:o. 17, L.::.shin~ton, D. C.: 
I. R. C., 1956) pp. 36-J7. 

2L !''ederal Tax Course, 1957, p. 1703. 

25Ibir1. 
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The Dividend Exclusion and Credit 

An indiviclvo.l r~lD.y get a flat exclusion fro:., eross income of the 

first fifty dollarn of dividend income received d1n·ing the taxahle yeo.r . 

If both a husband and ;;·.=ife have dividend inco:ne, they could exclurle a 

rw.xi:m .. u1 of one hun<lrecl dollars . '.':hen t·::o or more nersons o·:m s-tocl: as 

tenn.nt.s in comno:n, joint t0nc.nts, or tenants by the entirety, d.ivicends 

are considered to be recei vecl by each ormcr to the extent. he is entitled 

to share them. If dividends are community property ea.ch spouse is con

sidered to receive one-half of the dividends. 

In addition to the flat exclusion of dividend inco'.'!'le described 

above, there is al3o a credit for dividends received. This is a credit 

a vainst the tax equal to four per cent of the amount of dividends re

ceived from domestic corporations 1:bich are included in gross income. 

It shotLld be noted that this is not a further exclusion from gross in

come after the flat fifty dollnr exclusion. All dividends in excess of 

·i:,he fifty dollar m:clusion must be i.ncluded in the gross income and ta.""'C

able income on r1hich the tax rates are applied. After tho ta.."< is co~

putec1, this four per cent of the dividend~ inclu.c.ed in taxable income 

is deducted from the tux as a crodit. The dividends received credit 

and exclus ion are allo··:ec.1 only for dividends from do:1estic corpor~.tions. 

Ne ither is allo,:,red for divicJends receiveu from China Trade Act cor· orn

tions, or corporations deriving; most of their income from United States 

possessions. Nonresident aliens nho are not engaged in trade or busi

ness in the United States 1:ith g.c"OSS income lens than 1~15,400 nre not 

a.lloried any dividend exclusion or credit. The fifty dollar exclusion 

and the dividend~., received credit are denied to corporations which are linl 

insurance companies ~; nd mutual ins urance compunies other than marine 



-12-

ancl other mutual fire insuro.nce eomoo.nies issuing perpetual policies. 

The exclusion ana credit are a llo•:,-ed for dividend s received frol".i all 

other taxrlblc inDl.ll"'a nce cor1panie3 . Di vidcnds -oair'i by oxempt chari-

table or .. '"' nizatio::1s a nd by s o-cs.lled "exempt'' cooperatives are also 

not allo-,·:ed t he exclusion or ere ~ it reliGf. Tr--.10 )a t.ron~_:)·e di v:idenc!s 
' V 

pD.i d by either exempt or te ... "'-::a.ble coo::mretiv0s a l .s o a:cc ta.:xable in full. 

The only dividends from banks that o.re not alloyred the exclusion or 

credi t are those pair~ or creel i ted by mutual savinrrs bank.: , cooperative 

b .:mks , C..."ld cJ.or:ie ::..: t ic builr"! ing ancJ. loan a ~;s oci._ tions on their deposits 

or ·,:i thdra'.:ahle a ccotu1ts . .4s d i s cu.ssec~ nreviously, these ~3.vne:nts or 
• , .., .... t; 

creclits &re more :I.n the nature of interest arnJ are a.J.lovied no e:::-::clusion 

or credit. 26 

2 ' 
-Or,•e<kirnl Tax Guide , 1927, pp. 202~23 . 
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Gii/\ PTEH II 

CO.JST1WC'l' IV!!: DIVI1 ,E, rn. 

Introduction 

Corporations frequently make naymenti' to stockholders that are 

not for r:mll y de.--. i [?'W.ted a:::; dividends. In numerous canes, d10re it t7!1S 

clc,. r l y evi dent "i-;; .n:t t~1e pc-.y:ncnt ·.-:-:1s mude in c:~ ~.ruis0 to ,1ermi t the cor

l ·)ratio!! to t :1ke r.. o.eductio:1, tho Government. he.:, succeeded in taxine 

vic0 t o permit a stocJ,J1old8r to avoid ta..xc~. Pe.:rm0nt:::; of this nature 

may also lie co:a s t.rw~d to r epr ()sent n tmcc:.ble dividond ev~m thouzh the 

c i s tributi o:n r.'D.G in proportio:. t '.) th0 reci~ iont' s c tockholdi~~s a..t'!d 

'.7D..S ;n.irported to be based upon a con3iL:.eration.l 

'.Chere e.rc countless dealin:,s that a st.ockholder :ni ght have 

i7ith o. cornore..tion the.t could be ta..xo<l as <Jividends . Because it is . 
ir.ipos3ible to cover overy cnnceivu.ble t ransaction th::-.t may result in 

a taxable d ividend the f ollo-tlne dis cu:Js ion nill be lirni ted to those 

cafie3 that stockholders should be especiully a r..ie.rc of because they 

he.ve appeared frequently in the United States Tax Court~, burdening 

r.iany taxpayers Ydth liabilities they never knen existed. 

It should be ro:nembercd that the intention of the parties 

d oes not necessarily govern the to.xability o.f a transaction. In 

\eder a l Tax')a, 1956 (Jo-.-1 York : Prent.ic..:~-Hall, Inc • ., 1955) 
I, p. 9015. 

-13-
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c :.ises ::here it is evident that the distribution r:-as used as a :nenns 

of distributine; cernings the s tockholder nill be held liable for the 

tax, even though the r nymcnt vms not made in an attempt to defraud 

the Governmei1t. 

As noted above, a dividend <loes not have to be formally de-

cl;;.rccl to be t t::1.xed s.s 3. cividend. This the decisi.()n of the Com-

missionor in The Security National Bank of Los J..nge1 eR versus Comr.iissionor. 

One of the issues involved in that c c:se r1aa i',het:1er or not the Co:-:rnis-

:-.doner erred in hole in~; th,., t. a transfer of lanc1 r:as e quivalent to ~he 

recci;}t. by the <lec0dent of a c.ividenrl of !:,509,600. The land belonged 

to the 11'Lmtin -rt.on L'.':1.nd a nd Improvement Company, in rihich the decedent 

o··mecl .r,.11 of the :: tock . 'l'he decedent r:anted to ~1urcha se some objects 

of a rt fro. 1 r. c:ertEi.in e.rt d~aler for the Henry E. Huntineton Library and 

J rt r'-allery . He 8U:~se .... t0:d to the vice president of the corporation that 

the corpor' ti :n t r an sfer the land to the trust so that the trust, in turn, 

could tra ns f e r the land to the dealer in exchange for the art objects. 

The corpora tion made the transfer on January 25, 1927, pursuant to a re

solution of the directors in \'Jhich the transfer v.ras described as a eift. 

The Comr~issioner held tha.t the transaction ...-ra.s equivalent to the distri

bution of a dividenc.~ to the decedent. lie also held thet the corporation 

he.cl ample earned surplus from ":"1hich to distribute a dividend of :~509,600. 

The enc.1 result "'l8 S tho.t surplu~ had been reduced by the boo!{ vcl.ue of the 

land, the tru3t ha d the art objects, and the decedo:1.t ho.d fully accom-

plishcd his sole pur7,ose :i.n having the transfers made. Decaune the cor

poration a cted solely to ncconunodate the deceaent, the trans action 

amounted to the distribution of u taxal>le dividend t.o the decedent oven 

? 
thou? h no dividend y:a8 formally declared. · 

? 
- , )ecuri .:. ·; Fir ..... t, 1fo.tlo11t.l 0nnk of L~s 1~n15el e:-1 v. Con1r.1., 28 i1.T.A. 

280 (1933). -
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ori~inal lc~sc . .. , 0rh0 pre" .; drjnt ().("' "; t· r1 ·1· i(·l· I ' l r· nr·r>r ' r·r,• t,, {; . • • • . , >,.L "~ ' .L ~,~ • ' ~- - rJ'-, • • , 

l·n+.o ll. '" a ,-:r,'=' · 1•18'1+ ··; J..0 tl'• 1\ l rcrr-t·e·;n' ~ ··•jfo ' ih,-.r, ,t)y t· r>L'r>'J l(• · ' '('.;, 4- -:. , , , r,,.,._ . "" J. J. ~--i - .,,, ...• v ., . ~· . ... ,J ... ····'-"· " -" - . , , c.,, _ , _., .,., J. - , ..... ,;--

the rent ·;·:5.s t o be tJ:e equiva.lont. of r-ix :-:er cnnt of i~ri,~ 

me.de on t he ;Tcorni~..;os berY:lnni ng .Tu l ~,. 1, 19!~.3. 

. . The So r.l!aissio 1cr hel d that it ·::a. ~ obv:iJJW3 , , - e-_ , 
-"'-.-, ;.,,,- ., 

......... . ,,... . - -'-

s:t~( ;;c1 .. cent of p:ross sol es i.-.ioul cl f er ·r e. -~ -. ,., , v .... . <! .1 " ... : .. ~ ·---, .. -. 

Jerstcin r :3 [!or-wmn ~ of the inco:··1e of Stan-:lic ~ 1 s, . ---.. - ..... ,.,r;_ __ 

. ~ 
·,: :1...1 8, ;!mtl.e -~ t ta:-·able to hi m. 

Tbc ·:.hole ,-=1.r:.."a2:.~e11cnt i s suJerfici.al, artificial, r.... .... =. :::.:, ~ ;:::---:. !E 
l nno·th ·1-ransact-·Lon bet···een ...,,,,OJ...,le 1-a .... ;-,-.~ c"·iff'crc.:. :,..:.=- ~ - --, =:::~ --

v b l, • . t , 1 ,iV I . ! " ·-· .;, · -- - ----- -• -- _.._ - ~ - --

:i..!!g for s o 1-·,e: c orn.:inc business pur:>ose. I t .:.s ..:.c..~··u; ~ :-::~-: -
n.nd is mer e l y a device to reduce taxes. 4 

_E._'x_c_e_· _s_~_i_-o;_re_:._r_o_y_a_-_l_t_i_e_s_. --The payment of e . ·c ca s i \. c 

corp oration t o its principal stockholder s r_n.:;. .. l;e ta.."-:;:{ 
. . . . 

r;: - - - - ~:: - ~ · .. · -

tion of orofits . .. It v:an decided in the ,:) P r,!':\~, of' =;::, .... ..::=- ... • .:: , - ~ - • .: - ~ --
~ ... -~ t:c. ... ~ ~ ... - -- - - .... ·- ... __ - . --

Dnkinr; Company vers us COi:rn~i s s ioner th.2 .. t n!1.~'1:i-ent~ ~:. .. :e l--;.· ·: :.2 :- ' ::.:-,.:: .. : .. :; 

to its ~,rincioal stockholders on account of a.118 ,:-a:: -·~--:.-• ·: :. ~ ~ :'::: 
r-' .I, - • 

use of a pretended s ecret :1rocess rmr c -:i i s t.:t"ibnt.i , ..... ,,,, _.. .: - .... .. - ~- . 
Peterson und L. ·.!. Pegau or.rned t:1e entir0 capi t~l :: ..:.:- .: :-.. ' : ·:.:..~ -_..::.::-:. - _: 

company. 

entered into a ·:TittEin contrv.ct \iith 

net prof its for the n:.;e of .:_1. c r ! :l 11 

. ... , ... " 'lli•-f" - ..._"' •• .. .. ... ... 
.... " .... . ......... , .......... . 

.. --, · . °'I 

.. .. ... . " . '-· . ' 

. ,,~' . ... .. . . 
\ • \. ' '\i, ... ,, 

.... 
' ' ' 

------------- .. ------ ~----- ~ · ..... 

Li-<. ··t:.0 11c.:l·.·,·~c),t 0 I•1c. v. Col'l1~1. l r.> 'l' •', , • • ·, --=-- -"':..--':....-~ l ---~- " ' , . . • " • • ' 1, ......... ' ., . 
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ba!-cin5 of bread. ?et.erson anci Pe~au recc:lvcd for t he three years in 

qu,,,. o.·t-"Lor> .L
1" 0 '"""Ol 1 n -l· c:e -f ·:' 'l '/8'1:. /.J ; ,-,o ??./ 7/. Q,:> •.•• v !a C<! , , .< -,,. , U • . LI-'-' Q•U<.;. , - >.J/, JI-• v, n~d 0 2/. 10 50 AC c... ._,_o, . ..,. ' C.w 

a lleged roy::lltics for t h is s ecret ~)rocos2.. 'l'h8 C,')r,:t1.i s sioncr decli..'1ed 

to a.110·3 these •::aymen t s u.f.4 deduction f rom [;!"0;3s inr.o!ne of the comr,any, 

clab1ing thut tho a1le1~0d ro_ya lt:, contr .'.' ct ·,'i:J.s a. :11ere cloak for the 

disgui s e of n dh;tribui:,ion of 1)rofits in a.n effort to reduce taxable 

inf!ome thus maJd.ng it taxable as a cJ iviclenc1 to the t ~.-:o stockhold1;:rc. 5 

I nsurs nce Premiums .--P:remj_ums on business insu.rance m'.3.y res·ilt 

in taxah l e divi dendr;. J\n Income ·rax ~uline, ~ection 215, Article 29/1-

·::her o a corp m~a ti0:::1 insur os the life of its ;::,r esident, the stock-
1 l • 1 • b ,-.• • • • t• I ..&..1"' • L 1• 1 ~• 10 __ .. trn-•3 oeing GnGI 1.ciGrios in propor ·;:,J.on ·,:,o v,te2r ::;·1,oc"'no c.ings 
and the ,.-,if'e of t he pr 0 ~1ident. (not herself a 3 tt,c1-:holder) bein~ 
o. hcnefir:!ia r y :LYJ. proportion 1;o her lTusb a!!d ' s stock.holdings, no 
deduction f or the payrnent of premiums can be a llor:ed si?1ce t he 
c o::."'pcYrc:... t ion its e lf i:s indirectly o. b onef:tcir;.ry under t he policy . 
The pr emiums paic1 on s uch a policy are a ch::1.r ge a :;ainst surplus 
and r epr ece~1t d ividends to t he :Ttoc1-::holdcrs :,ubj e ct to s urtex to 
the ext ent that s uch prer:iimns are pai d out of earninz s or surplus 
aceur..ul3:toc1 s i n ce r'ebrue .. ry 28 , 1913. 'i'hi s & )')lie9 us ;·:ell to the 
of'ficer upon 1.;hos e life the ins urance is carried. 0 

~Yl!l.cn-i:. b v a Coroora tion of a Claim A!.::ai:nst 2.. ? tockholdor.-

Ord ins.rily, if a corporation pays a debt on be half of a stockholder, 

the s ha reholder ,;;ill be considered to have received a constructive div-

i<lend. Ho·;;ev er, in the cas e of Ruben versus Commis sioner it v:as held 

that the escape from a contested money claim by the force of circum

s t a nces of the action of others did not give risG to taxable income.7 

It i s obvious that the ta:-cability of transs.ctions of this nature 'i:ill 

depend entirely u pon the individua l facts as they exist. There is no 

evidence of a ny unanimity of opinion a mong the courts in this respect. 

6 I11ternc.1 r;,_s vcn1-:.e Cumult::t. :ive i3nlletin, o • ..J . 659 (:·::1.~hinf;t.on: 
u. s . Gov• t . Printing Office, 1920), p. 192. 

?Ruben v. Comm. (S Cir.; 19JS), 97 F. (2d) 926 (l<)J 3 ). 
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d i v:t ~enc!s i n Cl m, i· ,.,·e u ~' -., to a t t empt to avoid ta:;ce:3 and defr '.J u<.' t 11e Gover:1-

_._ -n 1 · h . . t !,.. c- ' • • c- J. • menv. i: Or e:::a:n e , ~ e cvu enc0 in · ~10 c~s0 OJ. ,,ompeian .. J.ntua.c· .·1r1nc; 

r cvsal nc: thD.7, payfr~ents purporting to ba for 

,.:i •· ·• 11 · .. ~ ... r:, "'.1- · , J 1 'r GOO~, . J:J .. . •• u .J. :.; a ... lJ l cEl. - - -1 u ~ed f r'.:m·i·. to dir1trib:,_te profi·t 0 to the 

it..· • . .. .r, 1 ' J l ) . .., .. i ~ Tj1 ~·. .:, t,O C ". ! 0 . C E,1. , J'. l • J.' • .. o 2,tochero ::ir. S techer o rmed the Por!loeian ~:7anu-• 

f a cturin~ Compan:r , r1hich r:as Of18ra.tcd a~, a sole proprietorship. .Stecher 

rmnted to ~et out of business , so he s old his firm to a corporc1.tion ,:rith 

the provlc·:ion tha t he was to be paid for the va lue of his bu":liness by 

the i s sunncc of 996 shares of par value one hundred dollar ca pitol 

stock of the corporat ion. The a ereement also stipulated tha t Stecher 

y;ns to r e c e ive <';,20, 0 00 annually for ten years a.~ a royalty and gooe,l::!ill 

:for t he bus :i..ne2s he s olc1 , but this ,:'.,20, 000 vavment i.·ms contin;5e:nt upon 

thG c a rni r-:.@_ of t h0. corp oration. The a gr eement pro1rided that if the 

e a r 11incs d:1.( not e.qu.al the a ;Jove amount , the: o.m~:mnt pa~re.ble ee.ch year 

\·;ov.J.d be e qual to t he y earl y ee.rninGs befor~ ·1 ny c~ividc.!ld3 -r:ere paid 

on the c&pital s tock . Tl e Co:-:1mis sionar r u l ed tha t thi3 r;a.s obviou.s l v ., 

El d istribution of '!'Jrof'lts a nd nould be t f'.x0d as a dividend. lo 

Releas e of' s t ockholder' s debt .--The t a]c courts have been con-

fronted v;:i.th nu:nerous cas e s in v:hich a s tockholde r has been relieved o.f 

a debt he m:red to his corpor.:i tion. Transactions of this n?.ture usually 

r esult i n taxable income to t he s tockhc>l<ler. This i s trn~ eYen though 

the dj_videnc1s a~L~e not distributed r a t a~ly accord ing to the s t.ockholdings. 

This vtas the de cision of the Comnd ss ione r in the case of D0v:ling vers us 

Commis;.;ioner. In this c ~se, the tnxpe.yer• s corpora tion held a special 

meeting to determine the rlisposition cf s evere.l specia l loan accounts 

that appeared on the books of the corporation. At this rr.eetinc , a 

res olution wa s 1.manimonnly adopted by oll tho stockholders to cancel 

v. Comm., 1 ~1 • T. A. j 25 (1')25). 
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all the debts t.ilentioned a b ove. Fone of the stockholders had rendered 

an~r services to the corporA.tion as cons ideration for the relense of 

thG:lr debts . The court hele tha t the sum due of :'71+,471 ... 46, r.ns a 

constr11ctive dividend. to the stockholders based on the fact that the 

evi~lence c.i~;clos ed an intention to distribute profi t3 ·.:i thout re gr.rd 

to stockholdin~s •
11 

cu.bsequent court c.ecisions r1ave upheld t h i ::: rulinJ . 

r ·a lver of dividends .--It is intore'., tint"; to note that. a me..jority 

stockholder may be allor:ed to \'inive his rights to future dividends nith

out incurring a ta."{ liability on f;....:.ture dividends paid to minority in

terests. In a recent ruline; c maj ority stockholder waived all right, 

t:L tle :, and interest :ln future undeclared d i vic1ends for a certain period 

of time in order to increas e the surplus of the corporation to enable 

it to meet certain legal requirements regarding contemplatec business. 

There ·:;a s no family, or direct business, relationship bet':;een the ma

jority s.nc r.ri.nority s tockholders of this corpora. tion. Even though 

ct:i.vid ends ·::ere s ubsequently paid to minority intere:;ts the court held 

that this did not incre ase the interest of the ,-:·aiving stockholder in 

the remaining or future surplus of the corporation. They also stc.ted 

tha. t flny d ividend payments to minority stockholders r:ould not result 

in inco1!le to the ·caiving stockholder and the corporation Ymuld not 

1 . . t ,.. . h . 12 reu ize income on accoun · 01 ,:-, e r.raiver. 

:'.'ithdr a-. ;als b y s tockholders .--Stockholders frequently make ,·:ith

drai'rals from corporations \·:hich are us ually considered to be loans. 

Honever, cases may arise ,;·1here these ..,-;ithdra-;:als are actually only 

loana in disguir;e a nd Yiill be tuxable as dividends to the s t.ockholder. · 

The following circumstances may sho\'i that the \'Ji thclranals are te.xable 

11 
DoY:ling v. Comm., 13 B. T. A. 707 (1928). 

12
rnter1w.l l~evc nue Cumulntive Bullotin, Rove nue Rulin;:; 45 (1953), 

p. 178 . 
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dividends as d i s t.inQ.liGhcd from loan!J: 

(1) that they are made by the s ole s tockholder or by principal 
s tockholc!ers ; ( 2) the. t they are not s ecurcd by stockholder I s note 
or other-:.rise and the.t no interest is paid by tho ::;tockholdor or 
chur i:,cd b;'{ the corporation; (3) that the corporation has · a sub
s tant i c1.l surplns; (/.;. ) that there is no evidence of intention on the 
o.::.rt of the stockholder to ::iake r enr:vment.13 " .,, . ., 

Conversel.~r, t'.1e follo ·IimJ circu.rn:::;t.ance3 may shot·J that the v;ith-

dra--;als are loans v:hich ar e not taxable· an a dividend: 

(1) that they are charged to account of the s tockholder and carried 
on t he books of the corI)oration as a ccounts receivable; (2) that 
they are s ecured by the s tockholder's note or other.·tise and interest 
i:3 p?.id thc-;r e on; (.3 ) that t hey are great,er than nny dividends the 
s tockholder may be e nti+ led to on shares r1hich he holds; (I. ) that 
they a rc rcg.:.rdec1 as an indebtedncs]:

4 
by the s tockholcier and reduced 

by cash payments .fro!1l time to time. 

A Good exLnml e of a ··;i thdra,;·el tn.xecl as c dividend 1.s the recent 

tax cc.Sc of Vassallo v er s us Commissioner. Each year Vassallo, a sole 

stockholder, ·;1ithdrer1 funds from a corporation and spent it ~.s ho chose. 

Vas sallo argued that t he large anounts of additional income v;hicb. the 

Con;,'!i s sioner determined he received, supposedly !lS divider.ds fror·t the 

corporation, should be reduced by the amount of tax liability und pen

alties ·,!hich the corpora tion should have paid on its unreported i ncome. 

In r esponse to this the Cormni:rnioner stated: 

There is no ques tion tha t Vassallo Incorporated v,as s. bona fide 
corpor ation and carried. on business as such. Regrettable as this 
may be, a taxpayer having adapted the corporate form to conduct 
his ln..1s ines s actiy! ties , must accept tho tax consequences '\·;hich 
r enult therefrom. J 

The Commissi oner held ··.ir. Vassallo lie.ble for personal income 

ta.xen on the amounts he , ;ithd.reH. The corporation Yms also forced to 

pay corporate income tax on the same funds, as its income.
16 

13 
Federal Taxes, 1956, I, pp. 9026-27. 

14Iuid. 

15vassullo v. Co1nin., 23 T. C. 256 (1955). 

16 . 
I1n.d. 
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In nnothGr rGc ,:_, nt, tax cas e a stockholder had also made ~·,1.th

dr a.'::alw from a corpora t ion, but in this ce.se he bad entirely repaid 

t he loans before he had r eceived any notice of t ha Comnissioner's in-

tent.ion t o t a:--: tho t r ansa ct ion a s a constru.ct iv0 dividend. 'I'he Com

mi ssioner t ried to ta-...:: the trans action a 3 c. c ivic.end i!".ferrin~ that 

the:ce ,·ms no security .for the amounts i'iithc1rarm und that they •::ere not 

e videnced by notes or i nter·e,-, t . Eo·:·evt::r , the court ruled the. t the ·."Ji th

d r a'.;al..., \'re r e ne ve r tLele :;s loans beco.use ther e ~·:a s a clea r intent to 

creat e a d <::l>tcr-creu.i tor rel <'.' t · ,';" 1;,}lip cvi 'cnced by the fact that the 

taxpayer had enti:-cely repaid the .. Ji thd1·a-r1als before he had any notice 

from t he Cornmi ss ioner.17 

The nature of the transaction and the intent of the parties are 

the main factors governing the determination of r;:hether or not a 1,tlth

drav.ra l is taxable as a ividendo It 1:1as recently held that an unauthor

ized cor poro.te ..,-dthdra\'!al t o pay a gambling debt did not constitute a 

dividem.lo In tho case involved the taxpa.yer lost a lc.ree sum of money 

ga.mbling and 1::ithdre'.·: money from four family-ovmed corporations in nhich· 

he r:as an officer and s toc}d1olcler, hoping thut his luck ~:iOuld change and 

tha t 1 e i'!ould be nble to restore Hll the tmau:thorized ,_·:ithdra.y:als. At 

fre quent intervals he deposited his ':!innings and salaries in the cor-

porat ion I s bank accotmt 9.:3 a particcl repn.ymcmt, but his winnings •;;ere 

never sufficient to offset the y·ithdra-:,-,nls co!".1.pletbl y . Aft,~r com~iderine 

all the evidence , the court concluded that the ·r:i thdrm·:uls r:ere loans and 

that they therefore did not represent distributions of dividends or 

ca pital.13 

17nalton v. Comm., 'l' . c. ~l., 1957, p. 20. 

18 
Freema n v. Comm., rr. C. :J., 1957, p. 14. 



CH/ P'l'ER III 

TIU\t :SAGTIOHS ";. ~D DI~, TRIT3UTI0Hc THJ1.'J~ 
0 t Y. HE T./\XED A~ IVIJJL'.:I:flS 

Introduction 

In addition to the trn~1sactions discus sed in t h e preceding 

chapter, there are 2.. number of other dealings a stockholder might 

have i.·1i th a corpor a tion tha t. may res ult in a t L-xable dividend to him. 

1'he purpos e of this chapter i s to illustrate soi .e recurri!lG transac-

t,ions of this nature tha t frequently confront the stockholder. 

Rede~ption of ~tock 

One ve r y coi 'flOr?. transe.ction th~ t T11ay be ta.'Ced a.s a c:1.i vidcnd 

bece.us e it i:=; very often used to distribute profj_t,s in dis ~tise is the 

redemption of s tock. J\ redemptj_on usuall. r occ1,-,..rs ,:;hen a corporation 

acquires itt1 stoc~<: from a s tockholder for mone:r or other r roperty. 

It does not !a'lake any di:ff ere nee if the stock is cancelled, retired, or 

held as troe.stu .. y stock; it is stlll considered a redemption. 

In most cas<=?s, r:hen stock is redeemerl, the trnnsnction is 

treated as though the shareholder sold his st.ock to t h~ corporation 

and the taxpayer is ..::ubject only to a capital sains tax. If there nre 

sotmd bm..dnesD reasons (other than ta."( ayoic1ance ) f or thd redemption, 

it usually ~.-:ill be treated as o.n exchanee. 'fhe courts ccn~ider the 

redemption a. question of fact, n o if thu rodcmntion i .3 purely for the 

-2.3-
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,.. is not net and the ft avoidance the tes·u purpose o ·ax 
..L • 

rede;n7)vJ.OJ; ·,7j_ll 

be termed essentially equivale, t 
. - d ,....-~ -· . i-

.!. .. r 1 _., "!r·i ,.~encl anc~ ta:;.-:e ~-- ' ,_, J.C . ... . uO a. u ..t.. v .J,.\ .,_ •• 
In 

l 1 .. .1.. r"'Tr,...,·i· ,..:; 1-~ei· fi '"'' order for a stock:o Ger uO c..-.vv -., ..,; . ,; , 

for hio to ~ol~ lGs~ usually necessary 

classes of stock entitled to vote 

1 ler~ c~ holder must a so or:n ~ -

- . -· o·..,., •,-.,.;;u· . • :»·,, · -,·,· ' l L • .,_ "" ,_.. •• : JL-' _, J-

him before the redemption occ1.irs. + ~ ' · ""--r· ~ ... - ~ , .. 1· _,,,,.....,, .,,,, 1· ~---· , . - - "'~ -• O ""... ,-... r 1 - , ~ • r-1 j _!_ J - _. ,,,_, An e:;;.C8 1.1 vJ. 11 ..., ._, '-'--~- -

r!hen a stockholder dispo::56S of his . ~ . .. .. . -
• • , • .L.. r~~ - ,_, ccor'' J .L --entir·::: eqv, ·0y in u G c, l., a · · -· ....., 

a plan, in r;hich case the redemption is usu.E.llJ ~onsidered a 

A redemption due to a contract-ion o.f a c or p ore. t.io .. 'i t s 

' l 
·• n 1 s"'.l ·=> c;;, ........... • 

' .. .... . . .... - ... 

to 

is not usually held to be csse:ntiall;/ equi va len·c ·c.o a Ql VJ..C.G D • .;. .o~-:-

1 !.. 1 :1 • • r- - ult l
0 

n . ., ".l ·,,_·i O ~11.Q C.821:J:L. !.J8 ~ ~ ever, a pa.rtia. s "t.,oc c rcctemrrGion ma.y r ;::; 0 1 u. .... ~ • _ ~ • • • -. • ..1- t """'e 

fact that the bus iness contra cted. This ::;-as o.ec.i.d ec"i. in t he case of 

Chandler 1.:,state versu.s Com.r. i ssioner in .. :hich the d.cceci.en t ·:.:ar:: . ere.si-ll 

dent-manager of a family corpore.tion operatin
6 

a d e partment s-t~re. 

Due to his illness the corporation Gold t he store, bu.~ ines s , nnd in'\~e:1-

tory for cash. Later in the year the corporation beea.n o pei .. ~"-~.1.· .. t & 

some··1hat smaller store. Since the capita l require;nents · ,.-:ere le0s, c,,~ 

corporation redeemed one-halr of the stock at book v~-.1- ~e ~'..!
1

c1 

the legal capital. 
'l1he tax court, applyinG° t _10 " css en siall v .. 

lent" test, held that the distribution (to the extent of • 
·llO cor~or.:1-

tion
1
s surplus) rias taxable as a dividend . 

reduction of tho large cash accotmt or the :fir:a cop ·1L.". 
-u. ~-a v e 1':i0e:'1 

complished by a dividend. 
'rhey also i ·.1011ed tl~a t t · t 

· . .n e ~-'C ~> av :i.n .. · · "'f"I ..._ .. 
) .. ......... ~ 

not a controlling motive and that the contr~cti· nn 
- o:f tl:t~) .. uz in ~s 

an important, but 11ot tl t ""' 
10 eon roll in:·, i'a ctor. ~ 
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.Another form of reclcmpt.ion ,;,rhich is very commonly used to avoid 

taxes i::; the pref.erred stock bail-out. This is accomplished by having 

,. corpor[:l.tion distribute a non-tn.xablc preferred stock clivi<lcnd. to the 

stockholder, ,..!ho in turn sells this same stoc1': to a third person. Then, 

t he corpora tion redeems the stock fro:n thi~ thirc.1 perso~1 th·..lS enabling 

t hf:~ t a."<:payer to treat t:1e proceeds of the 0nle r~nd redemption as a capi

t a l gain. A sp0cia l ..-~.ue has bed1 enacted to close this loophole. This 

rule infers that , •:;here the s tock is sold, the dividend i~ measured by 

t h,?, sale::; proceeds 1\ 1'.'l ta tho -tock's .!'atablo 3harG of tho O(::rnings at 

the tir e of i s:~uance. If t Le a nm:mt che s tocJ:1 older roceives for the 

s tocl~ exceed~ the s tocl:' s share of tho corpore.tion' s e ::!rninr;-n and pro-

fits t he evcess i s treated as c. c np j_t~·. l ~:c..iY1. ·. ':011 the ~ t.ock is redeemed, 

t he amount t.:G-:ed ,:, ... a <l i vi_r end 5_;:, ii .t:-&f , '..1.re:: 1. b~i- thG carni~1s .::. o.!:, the time of 

. 3 the rede1 '.)tion .. '1'he ("' ,c,c ·· ..., , V :: ,-. .Lt:1 ...... rvls :nentionecl ubovo nus a provision of the 

1 / 54 Code, des:t[;nod !1:ainly to :1rcvc nt n s t ockholder fro~1 receiving a non

ta-x:able stock di vir1end nnd ls.t cr ::.elling ~.t lmder a r,lan to avoid di vi

demi income. 

Distributions Fron Depreciation 
and Depletion ResarvGs 

A cor:)Or-=.1.tion nill frequs:1.tly clisti. .. ibu~c a oividend out of a 

deprecie.tion or depletion reserve. This t y-:)e o: dividend u:::.ually re

sults inn nontax2ble distribution because lt is con~idere<l a return of 

cc1.pital. Ho~·:ever, no divj_dend distribution can be 11a.cle from such a re

serve tmtil all enrnines or :1rofi ts of the corporation accumulated after 

February 28, 1913 have been first di.stribut.ed. This '::as decided in a 

case involving ,Tohn K. and Sallie B0-retta , '.:-he ,·.ere atockholders of a 

corporation ;·:hich sold na.1 .. t of its ns sctLJ for cnsh. 
L 

Soon ~ftcr\.11rds, 

3Federal Taxen, 1956, I, p. 9134-85. 
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this cash and an amount fror.i D. depreciation reserve vms distributed 

to the stockholders. 'fhc stockholders contended t.hat the portion of 

tlle dividend they received 3.3 a c istribution from this reserve ,;;as a 

rctv.rn of capitc.l und :::1ot a taxable dividend. The court stated: 

For p1~poses of taxation u 
1:~cpreciatio _ I·eserve unti1 
ac c1tiuulut·~d. a:~'tm:- J:'c brua.ry· 

corporc.tion ca.n not :::ts tribute it:::; 
~-f t er all i ts carnj_ng3 an<l profits 
23, 1913, have fir3t been dictributed.4 

''he a:)0·1c dec:1..s :~on a.:: :::) too:< i nto acc()tmt tj"!2t the corpor.,i t ion hac1 ;>re-

00 of :!. t ~ E:, e.rned ...iu.rpl~ a./1(: 110..id u stock 

rd.vic.1,.,11e1.. Tl.e c o1.rr··, 1.1 )lc1 t:1aL tl :t :-J L)ir!ount ·::::i.s earninr,:, um~ profits 

.,c,..1JJn11l"te,r1 ,, .('.L r,·, ,:;,..., , -.. ,1nrv .-, ;::> u 11,,.., 0. - ... 1 ~ J. V ... J . ... .. ... .,.1.l c... . !; ;_ J:, 1913:, urn . ·::o :lC: Ln.v,_: to be (1.istributed 

~.s '"'· div:Ld nd 'oe .2or:; ,'. .10nL'.x~.ule c.1 i ~,cri".J:Ltio;1 coulc r -~~;ult fro:n a de-

nr Gci~tion res erve.5 

·.Ia.n.r :i..nvos t 1:1cnt trus ts nncJ corp,:,rr:.. tioI13 enE;ctf;o?.C'. in the cxtrac-

this a.llo :a.n.c0 ic vsccJ , the .:1.nnw1 l dE.:c1.uction b~i the. corporation usually 

C};:Ccods the t!llo-.'1Rr...cc unde1· ce:11cro.l deplc·~ion :m.?thodci. ~rhis difference 

is taxed as a ct i viden(l ·(:·1en it :i.s c'.is tri hu.ted to the s toc}d1olders. 6 

Dividends Repai~ to a Co1·po~o.tion 

Sometimes stockholders repny dividends to their corporation. 

It. is il"llport.:mt here to distinguish bet-:;,·een a legal c.nd illegal divi

dend. It is i::ell established that a. legal dividend is income to a 

stockholder in the year paic1 despite the fact that it is later rescinded. 

One reason for this deci3fon is that c. dividend declara tion creates o. 

debt or-cre<l.itor relationship bet,:10011 o. cor;>orution Hnd its stockholders 

and the directors have no :10Y1er t.o revo!ce their action. A st~ill 1:-iore 

importent r{lason is tho.t the stockholder receives the divicend ··iithout 

4,J o}l_n r. Bor0t_t£ .. v. Comm., 1 'l' . C. S6 (1~42). 

5Ibid. 
6i:-ec1e:cal Tax Guide, 1957, I, P• 3077. 
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restriction and is free to use the distribution as he desires.? A 

Texas court recently used the same reasoning ,-.,hen they held that loans 

to a t,i",ockholder of a closeldr held corporation y;ere dividends even though 

they 1.:c:cc l ::1ter re;paic1. In this cc.se, the taxps.yer Rnd his \·iife contended 

that rnoneys 1·:ithdra::;n by the nusband in 1946, 1947, and 1948 from the 

closely helcl corporations they controlled ;:ere loans becam~e they v10re 

later repaiu in lCJ/+9 o.nd 1950. The court said: 

The mon.e,ys r:ithdra·.cm -..:ere dividends because they \';ere received by 
the hu.sb£·md out. of earnings e.nd profits. The repa.yr:1ent of tho 
:1100.ns II v:as a contribution to co.pi tal and increased the taxpayers' 
basis.e 

There us.s no evidence, in this case, t.hnt the receipt:=.. b:,r the stockholdor 

Yiere loans. In other cases it he.s been held that uhere there YJll.S ar.iple 

evidence that the transaction ,·ms a loan, the pa;yments ,muld he truced to 

the recipient as such. 

Repayments of legal dividends to avoid the impairment of the 

co!'iX)r-a.tion' s capital are usu.ally held to be a receirt of income in the 

yea r receiver:.. 'l'his rulinG ·;'Jos upheld in a tax case involvine a. stock

holder r.1ho received e clividend of ~~21~,929.58 as his share of a total 

di!'!tribution of c·.150,000. L~ter, it ,w.s fotmd out that the dividend 

!Ja yi:1ent cr'3l'.tcd n deficit ··:hich nas .vrohibited by I1 eTI York lm·i. To 

rectify this situation, tb.e board of directors of the cor9oration passed 

a res olution res cindi:ne the dividend and. a t. tho se.me time declared an

other dividend in a less amotm.t. 'l'be 3tockholders subseque:·nt.ly re-

turned the difference t.o the cory)oration. Tl:e pa.rties ~roce~dco to a~ee 

on an adjustment of the earnings and !)rofi ts of the company. '£he court 

decided thsd, -the ta:,.rpuyer should be ta..--cecl in t :ie current yeo.r u pon his 

she.re of the company' n earning:J even thou3h the amou.n.t rotnined by him 

7 Ibid., p. 9039. 
0 

'--'s t.oddnrd, D. c. ·rex. (1957). 
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in i.,_.1.e .::ollo·::in· year ·::as less than t.hi:, &.mou.rit. Tie covets ree.soninc.:" 
'-" 

· J;,ilc :· ·.·:~ Yer~: :!..a ·! f,l' ~)h i b i t.s ·~iie <..1.,~clo.:cc.ti 0!1 of dli1idends ·:1hich 
inpn.ir capi t o.l, :;uch a distr:iJ)11tio11 is not void and no liability 
i s pl c>.~G, O' · the ;..) .,,, . . t rl tc upon t . c ~ i·,::i:roholller.., c :i;i:.lie r to res pond 
t o creditors or t.o r efund to the company the amounts paict .9 

Ail illogr..l cividcnd. is . generally taxable in tha year received, 

but tmc.e r tho 11 cl .... i m of ri:)1t'' rule pron ulga ted ')y the 195/+ Code a tax

_ _,c:.yer .. i8.Y get r.1 deduc ~.ion for di viclcncl3 repaid in the y ,-Jo.r of receipt. 

Under t he o1tl 1939 11 c l t: i :-11 ol:' rir;ht11 1·ule a st.ockl1older ·;:as forced to 

t e.k8 his decluction for the repayment. of the dividend in the yeax of re

pa;y-ment. Hor18ver, w1 ~er thn ~:.'3'\>' rule passed e.nd included in the 1954 

Code, if the deduction for cl.io r epa.ymer.t is more than .}J, 000, the re-

,a.yr:1ent c-8.n be - u1Jcracted from incort~e in the year of receipt and the 

ta:,c for tba e, yo ' i.r c&n oe recomputed. If this results in less to.x than 

claiming the deduction in the year of rcpayme:mt, the stockholder may 

elect to ase the forme:c r.i0thoc1.10 This election obv:iously gives a 

s tomd10lde~c an ac.lvant.ae-e because hiG income from yoar to year ma:f vnry, 

in 1:hich cace he can choose to offset this income in the most advants.-

geou:·; !,1a.nner. 

As noted bGfore, an illegal dividend is considered t.o result 

in to.xable income in the year of receipt regardless of the treatment 

offered tho stockholder .for a deduction in the year of repayment. This 

principle rms upheld in a tax court decision •;;here the shareholder ar

gued that he should not be t a.xed on the excess amount of dividends ha 

receivedo llis argu.rn0nt ,·ms based upon the fact that he had later re

turned tho dividends to his corporation. The Court. in turn stated: 

9c1 1 .... r· .(' ... ··· 1a:-c e., u. Ju.::..1. v v. 0 omm. , 2 ·.r. c. 56H (19,U). 

lOF 1 1 ,n l') ... 6 I ;:;..'...;;e...;;.c.:;;_e;;..;r;;..n.;..;.;;.;;~r...;;ax='.:lc..;::._· J., -=-··-:>-J, , ;) • 0100. 
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:.e are not concerned ·:!ith the question of 1::hElther this corporation 
made the d i s tri1)1.xtion i:i violation of Texas la;;:; . ·;:heti:8r t he reso
lution of the s tockholder's raeetinJ o.f Febrm ... r:r 28; 1939 and the 
b ook entries ::iade a fter the dissolution m1s effectual to ca.use a 
return of the d istributions in question \'.-e do not decic~ e. :.here 
an illegal d ivid end is decle.red and pa.id in one year is ~esci..'1.ded 
a.nd repai d in a le.ter yec:r, the ~:tockholders must, include such 
d ividend i n income j_n the ye ar r e ccivedall 

J\nd i n Pennsylva nia vers1s Roberts on, the court stated: 

A ca r d i nal pr LYlciple of f edera l incomB taxa tion requires an.'1ual 
r eturns fill.Cl account:tnn: ; fi.nd thi:J principle requires the cleter:'!lina
t ion of income .'.'?. t the close of the ta'"l(able year ;, :i thout reeard to 
t he effect. of sv.bseouent cvents.12 ... 

Credits On Unis ued Stock 

~.:any corpor c~ t ions of f e r their employees an opportunity to rrnr-

c hase sh'"~r es of stock. In agree nents of thi s nc:,tv.re the title to the 

stock u.sua.11:r r8r:1ai ns in the corpora tion until th.c s tock is .fully paid 

for. The purchase }Jrice of this .:;tock i s s ometi.nes reduced b •r the ,.} 

a !nou:.rrt of so-ca lled d i viclends on this unis s ued s tock. This t ype o.f 

arrangement usua lly res ults in udd i tiona l cornuen3ation to t he e mployee 

rat her t han a dividend becall!.Je d ivid endt; c nn not be declared on tu1issued 

or treas ury stock. l3 To make the situation r:iore complic~.ted, there 

have been occasions y1hen the payments on 1.missued stock have been con

tingent upon the fulfillme nt of certain conditions by the stockholder. 

The courts a re not in full a~T eement on this issue. One court held 

that the trangaction resulted in additiona l compensation to the em

ployee, as stated above, v;hile a second court took the opposi t.e vier;

point and treated the agreement as being nonta."'<able until the stock-

holder had fulfilled all the t e rms o.f the agreement and o\·,nod the stock. 14 

ll<,' · ld C I C 6 ( ) _ ... ,_n_i_e _____ o-•_.,'---_n_c_. , v. o r:m1. , 2 'l'. C • 7 3 19 43 • 

12
Penns vlvania v. Roberts on, 115 Fad. (2d ) 1 67 (1940). 

lJF l 1 rp O l C)t:. / I ~rn. .. aXCu, :.>U, . , p . 90)'7. 

l • ?6. 

1
4·rnt£_rnu!_ l~8 V_9~ Gtunu lative 1]11lle tin, o. D. 763 ( .. Ttm,\:~ , l ·.., 21) 
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f.H:3CELLJ!.iTEOUS PROVIS I Or.JS J\ i D RECO:f ;}KiD.ATIO?TS 

Introduction 

The la.st t no chs.pters ,;;ere limited to a discussion of certain 

distributions and transactions ....-1hich mir;ht result in ta-v.::uble dividends 

to the stockholder. ()nee a stockholder has concluded that he has re

c e ived a t axable dividend he must deter mine the manner in r..rhich it is 

tmced (d i s cur.;s ed r,n·cviousl y in Chapte r I) and the correct ye ar to re

port this income. If a shareholder buys and sells stock, it "<iill be 

necess8.ry t o cl et er mine the taxation of cli vide.nds bet·ue en the seller 

a.ncl pU..l"'Chaser of t he s tocko 'J.'he text of this cha pter i.·Iill also in

clude the author's r ecommendations a nd conclusions . 

Taxation of Dividends Bet,,·.1een ~ollers a nd 
Ptu:·c}}aser s of ~; tock 

'.\hen s tock i s traded there a re us ually three dates the:!:, are 

of i mportance to the sha reholckirs . ll'irst, there is the declara tion 

a.ate, or date the board of directors votes the dividend. The next. 

dute, the record date, is the date on uhich a per s on has to· be a 

stockholder of record to be elir:ihle to receive the dividend. The 

last elate, the payment da te, i s the date on ~·lhich the dividend is 

actually paid. The s tockholder of record on the record date receives 

the dividend and viill be held liable for the ta."'C. 'I'he first day on 

Y1hich it is too late for a selle r to avoid beinr; the holder o:f record 

-30-
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on the record date (or for the buyer to become the holder on that 

date) on a sale or exchant:;e is called the e:.x:-divide11d date. Con

s equently, if a .-,erson buys stock before the ex-dividend date, the 

<li vic1end ,.-.rill be t a.xable to him. Likewi s<9 , a pers on buying on or 

after the ex-dividend date r.10111.d not receive the dividend nor be 

held liable for the tax on this dis tribution. f;ost s tock exche.n r;es 

have an arbit.rary rule as t.o r:he:n a stock is 11 ex-dividend". On the 

' Tc r i.Tork c: +or>1r -;i'·yc11·,n(7C\ c+ o ,'"'1 c s ell 11 ex - divide:nd. 11 on t he s econd J. • ...:·1 •6 l . \,_, V V A~ ,_ ,.._,_ ... C . t_"")V' C) V '--"'••'-·• 

full bus1ne3s 1~\Y- ·):receding t he record. date, but if t h e record c'.a.te 

i s a holiday, ..... t ., ,ks sell "ex-cliv:idencln on the third full business 

cJay. Beca;.1s o t here is a l aps e bet·:_;een the time a trr1de :i.E.. executed 

• J , on T, 10 ex ci1ange a nd time t..he s tock is re·quired to be delivered, 

a pGr s o:n should acquire the stock a·c l0ast four or as ::1an:r as six 

<lays before the r e cord date to enable him t..o become a stockholder o:f 

record in tirne to get the dividend. S i milarly, a s ha reholder ··:ould 

have to sell that many days before t .. he record date to avoid receiving 

the dividend. If there is no recorct date named the dividend is tax

able to the person ot:ning the stock on the declaration <late. 
1 

Time for Ta..xation of Dividends 

A stockholder i s not ta"'<{ed on a dividend 1...mtil it is rn.ade 

subject to his demand regf'.rdless of Y:hen the dividend r:as declared. 

If a chock is received, the stockholder is deemed to have received 

income subject.. to his demand and .;ill be tc..xed upon. the recei )t 0£ 

the check regardless of the date he ca.shes t,his check. ~:.-1.ny companies 

follo·;; the policy of pe.ying c~ividcnds hy chock s o tlw.t the stockholders 

YJill not rccci ve them until th0 next, year. T!"lo income L1 this case 

1Federnl TllJ~ G:.llide, 1957, p. 2023-25. 
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riOulcl be rep orted in the ;fear of receipt; but if, by n re~ulo.r mailing 

or nny other rea0onabl0 action, the stockholder could £.;Gt the dividend 

in the prior yer;.r he '.701.u.d O':Ie a ta""< in that year. If the ntockholder 

r!aS r;iven notice at the end of the yea.r that dividends • .-ere declared 

c. ncl his a ccount nns credited, he \,ould have to report the income :in 

that :•ea r, because it ':,ould be deemed a constructive receipt even though 

it. rms not actually paid until a later date . Like;·Jise, if the share-

] older requested that the check be mailed in an effort to delay realiz

ing income, the dividend ;;;ould be taxed in the current year mentioned 

above-> rTany savings and loan associations mail dividend checks at the 

end of the year, but the stockholder does not receive the check until 

the follo·.v:lng year. ·::here this is the practice, the dividends a.re 

taxed in the yea.r they are received in the mail. This is true even 

though the sha.reholder could have appeared in person at the associa

tion's offices on the las t <lay of the year and received the check.2 

It :1.s evident that the time for taxation of dividends \1ill be influenced 

by ·che customs of the various firms distributing the dividends. 

Frequently a preferred stockholder rdll receive payments for 

accumulated back dividends. Because dividends do not accrue the sal".!e 

·.w.y interest ctoes (interest accrues ·,:hether paid or not) they are ta..~

uble only rihen constructively received., regardless of the period for 

vihich they are pa:id .3 

Recommended Tax .Savings for Stockholders 

A stockholder should realize that there are various types of 

tax 3avings available to him. In some instances a shareholder can 
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also "e a cvcmta geoi.:s for a =Jrosoect i-;e 

tr"'l to .. buy ::st ock .. :hicj~ ret-:.~ns CE.pi t el i ~.stea..: cf ""re· ... " -re: ~ ... _u-;. • ?o:r exa::;,le, 

:.mny ore s1d :ninin- co:.;,panies .frequently ::BJ~e dis tributio::.s .rrc.:J deple

tion or depreciation reserves based on cost. 'l11is t Y!)e of clivice:ld is 

allor:ed a taxi'ree tro& t r.1ent and oerely reduces the basis of t ::e stock 

to t he investor. "'"' · t t b be , tl 4-- l: •'h \..-,..i·s 1_1.1. cours e i ::ms · e reme::1 ren 1a .. :: .en i.. ... e L~ 

is lo.;ered the s tockholder rtlll realize r:!ore incoue on e. subsequent 

sale of this stock; but it is e C10thod of postponing i:1co:1e, esoecially 

if the stockholder is in a hir;h tax bracket. 

One more potential tc.x seving y;orthy of consideration is the 

possibility of trans f errin"·· stock to the ia"lediate :,er.:bcrs of a stock

holder's fa1-:1ily in or der to build u9 a. mro:inum divi 'end exclusion 

·:Ji thin the r. 111:ily • This cru1 be accomplished by tran;Jferrin[i stock 
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The Internal Revenue Code of 1954, in its dividend provi~ions, 

made c • .n at.tempt to reduce the effect of double taxation by granting 

the stockholder a flfty dollar exclus ion m1d a four per cent dividend 

credit. This t1[:.S really a form of compromise beti:-.?een those -::.rho aclvo

cated double taxation and others '\"tho \'!anted to completely elirrinate 

this inequity. The 1954 provision seems to be somev.rhat imperf'ect be

cause it is nothing more than a modest attempt to begin to depart from 

the double tax structure. In most cases the amotmts of change are so 

sma.11 they make no notable difference in the pattern of tax distribu

tion from. the vie;'.rpoint of tax equity. 'rhe author believes these pro

vis ions could be extended ancJ. strengthened to attempt to approach the 

ultimate goal of reducing, or perhaps eventually eliminating entirely, 

the extra taxation o:f divide11d incomea Such a i7lOVe is very tmlikely 

in the near future, but the revised 1954 dividend provisions are a.t 

least a step in thiH direction. 

The dividend credit has given some relief to the individual 

recipient. of dividends ·from taxable domestic corporations. Honever, 

v.l though this credit provision reduces the rate of extra taxation for 

both high and lor;r income stockholders, the disparity bet;,;een them is 

1.ridened by this credit provision resulting in additional benefits to 

the stockholder nho receives large dividend returns. On the other .hand, 

the fifty dollar dividend exclusion, in general, clearly gives the 

greatest relief to the loTI-income taxpayer; but for all but some very 

small dividend recipients, the amount involved is insignificant com

pa:-.:-ed ;:i th the four per cent credit. 

Conclusions 

The taxation of dividends poses u very di-fficul t problem. Our 

modern bu:J ines s uni ts ho.ve bocot:.1e so complex that the goveriment staffs 
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available for l arge scale tax revision studies l!ave been inadequate. 

Ev e n though several technica l and nongovernmente.l groups have assisted 

in these s tudies , the gaps in the tax laws are not likely to be com

pletely filled. 

1'he o.uthor feels tha t addition.al tax revision pro0,rams are 

rc (}uis ite. There seems t o be a definite need for further study in the 

field of cons tructive dividends. The ca ses cited in this paper have 

revealed severa l ins te.nces y;here it is almost impossible to clearly 

relate a specific tax quest.ion to the tax la .'!. This, in turn, neces

s ita tes court action to decide the is sues at hand. Liost of these cases 

are decided on the basis of previous decisions, the int ent of the par

ties, ancl tho conditions as they exist, resulting in injustices to mny 

of the pe...rties involved. 

Maybe some day there v!ill be technically competent organizations 

that nill rea.lize the importance of maintaining a more adequate force 

of legislative personnel on both the Treasury and Congressional s taffs. 

Until then tho s tockholder will continue to be burdened with politics, 

poor legisla tion, and tax provisions that can not be interpreted ,;;ith 

enough certainty to formulate an accurate decision on the conditions 

a s they exist. 
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