T.C. Meno. 2000-314

UNI TED STATES TAX COURT

M DWEST STAI NLESS, | NC. AND
ROBERT A. AND MARY J. LECHNER, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 24616-97. Fil ed Cctober 4, 2000.

After L incorporated his cash nethod sole
proprietorship, he received paynents for its jobs in
progress and paid the associ ated expenses. In
accordance with the advice of L's accountant, the
recei pts and paynents were treated as those of the
corporation for book and tax purposes, and the
corporation made a book entry on its accounting records
showi ng a receivable fromL to the corporation in the
anmount of the receipts, which, the parties agree, was
valid debt. Thereafter, L was indicted for failing to
report inconme of the sole proprietorship on his pre-

i ncor poration personal inconme tax returns. L incurred
and paid | egal defense fees, which, in accordance with
hi s accountant’s advice, were deducted on the
corporation’s returns and treated on the corporation’s
accounting records as reducing the receivable. The
parties have agreed that the corporation is not
entitled to deduct the |legal defense fees and that L is



entitled to deduct themon his personal returns as
Schedul e C expenses.

Hel d, the reduction of the receivable on the
corporation’ s books, which reduced L'’s debt to the
corporation and increased his net worth in a
correspondi ng anount, is a constructive dividend to L

Alan L. Billings, for petitioners.

J. Paul Knap and George W Bezold, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

BEGHE, Judge: Respondent determ ned that petitioners Robert
A. and Mary J. Lechner (Lechners) and M dwest Stainless, Inc.

(Stainless), had the foll ow ng Federal incone tax deficiencies:

Petitioners Taxabl e years Defi ci enci es
Lechners
1994 $128
1995 24,184
St ai nl ess
f/yle Sept. 30, 1994 $159, 362
flyle Sept. 30, 1995 19, 956

St ai nl ess has conceded, anong ot her things, that respondent
properly disallowed a deduction clainmed by Stainless for its
reduction of a debt owed by M. Lechner, its sole shareholder, in
rei mbursenent of his paynments of |egal fees incurred in defending
against his indictment for filing false individual inconme tax
returns; respondent has conceded that M. Lechner was entitled to

deduct those fees, which he did not claimon his individual
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returns. The sole issue remaining for decision is whether M.
Lechner’s debt to Stainless was actually reduced so as to be
included in his gross inconme as a constructive dividend. W hold
that M. Lechner’s debt to Stainless was reduced in such
circunstances as to require the reduction to be so included.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of fact and acconpanyi ng exhibits are
i ncorporated herein by this reference. The Lechners are husband
and wife. At the time the petition was filed, the Lechners
resided and Stainless had its principal office at Menononi e,
W sconsi n.

M. Lechner owned and operated a stainless steel fabricating
busi ness known as M dwest Stainless Mechanical Contractors as a
sole proprietorship (the sole proprietorship) for 8 or nore
years, ending on May 31, 1993.

Stai nl ess was incorporated on June 1, 1993, in a section
351! exchange of the assets of the sole proprietorship for stock
of Stainless. At all times thereafter, M. Lechner has been the

sol e shar ehol der of Stainl ess.

1 Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code in effect for 1993-1995, and all Rule
References are to the Tax Court Rules of Practice and Procedure.



M. Lechner filed an individual inconme tax return for 1993,
and Stainless filed a corporation incone tax return for the
fiscal year ended Septenber 30, 1993. Attached to each of those
returns was a statenent regarding the organi zati on of Stainless
in a section 351 exchange. This statenent recited that al
assets of the sole proprietorship, including “cash accounts and
ot her receivables”, were transferred to Stainless in exchange for
its common stock, but that the “only liability assunmed was
wi t hhel d payroll taxes”.

The sol e proprietorship and Stainless during the taxable
years in issue used the cash nmethod of accounting for inconme tax
pur poses w t hout objection fromrespondent.

M. Lechner incurred $239, 594. 68 of debt to Stainless by
depositing in his personal bank account gross receipts of
Stainless attributable to paynents, after May 31, 1993, for jobs
in progress of the sole proprietorship. On June 30, 1993,

St ai nl ess accounted for the deposit by making a journal entry
(designated “Receivable fromOficer”) in its accounting records
showi ng that M. Lechner owed Stainless the anount deposited in
hi s personal account. No prom ssory notes were ever made
representing this debt, and no interest was charged on this debt.
After June 1, 1993, M. Lechner al so made paynents with funds
fromhis personal bank account of expenses related to the jobs in

progress, and those paynents reduced his outstandi ng debt to



Stainless. In so handling the recei pts and expenses after

June 1, 1993, M. Lechner was acting in accordance with the
advice of his certified public accountant, Kenneth E. Noble (M.
Nobl e), who al so acted as a bookkeeper of Stainless and made the
journal entry described above. M. Noble believed that this was
the appropriate way to handl e the receivabl es receipts and the
payabl es paynments with respect to the jobs in progress because
M. Lechner had cl osed out the checking account of the sole
proprietorshi p and had opened a corporate checking account for
Stainless with an initial balance of only $5, 000.

The Lechners filed joint individual inconme tax returns
(Forms 1040) for the years 1987, 1988, 1989, and 1990. Each of
t hese individual returns included a Schedule C, Profit or LoSs
from Busi ness, for the sole proprietorship.

M. Lechner was indicted under section 7206(1) for filing
fal se individual income tax returns (Fornms 1040) for the years
1987, 1988, 1989, and 1990. The principal false itemalleged in
the indictnment was the failure to report all gross receipts of
the sole proprietorship. M. Lechner pleaded guilty to and was
convi cted under section 7206(1) of filing a false individual
income tax return for the year 1990.

M. Lechner was never charged with any crimnal offense in
connection wth the corporation incone tax returns of Stainless.

The effect of the creation of the Receivable from Oficer account
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was to treat the $239,594.68 as revenue of Stainless, which
reported it as such for corporation incone tax purposes. The
paynments of the expenses by M. Lechner were treated as reducing
the receivable and were reported by Stainless as deductible
expenses for corporation incone tax purposes.

In defending hinself in the crimnal tax case, M. Lechner
pai d $134, 108. 54 between Cctober 1, 1993, and Septenber 30, 1994,
to his attorneys (hereinafter “defense fees”). The defense fees
were paid from M. Lechner’s individual resources and not from
funds of Stainless. After M. Lechner paid the defense fees,

St ai nl ess deducted themon its corporation incone tax return for
the fiscal year ended Septenber 30, 1994.

Stainless did not reinburse M. Lechner in cash or by check
or in goods or services for his paynents of the defense fees.
However, Stainless reduced the debt owed to it by M. Lechner in
t he amount of the defense fees and made a journal entry in its
books of account to reflect the reduction, in the sanme way that
it reduced the debt owed by M. Lechner to reflect his paynents
of expenses attributable to jobs in progress of the sole
proprietorship. The entry showed a reduction of $134,108.54 in
t he anobunt of debt M. Lechner owed Stainless for “corporate
| egal fees paid personally” for the corporate fiscal year ended

Sept enber 30, 1994. The $134, 108. 54 debt reduction included



$26, 702. 80 personally paid by M. Lechner for defense fees in

cal endar year 1993 and $107,405.74 so paid in cal endar year 1994.
In the notice of deficiency issued to the Lechners for 1994,

respondent added $113,495.00 to M. Lechner’s individual dividend

incone. This anmount reflects the $107, 405. 74 reduction during

1994 of M. Lechner’'s debt to Stainless referred to above, and

$6, 089. 19 for other personal accounting and |egal fees of M.

Lechner actually paid by Stainless in 1994. The parties agree

that the $6,089.19 referred to above is a constructive dividend

t hat shoul d have been reported on the Lechners’ 1994 joint

i ndi vidual tax return.

ULTI MATE FI NDI NG OF FACT

In 1994 M. Lechner received an additional $107,405.74 in
gross incone from Stainless as a constructive dividend that took
the formof a debt reduction.

OPI NI ON

The apparent clarity and sinplicity of the findings set
forth above is belied by some mssing |inks and skewed by one of
respondent’s concessi ons, which m ght be considered overly

generous (although not the one respondent has in mnd).?

2 The concession of respondent that respondent asserts on
brief m ght have been overly generous is respondent’s concession
that M. Lechner is entitled to a Schedul e C deduction for his
paynment of the defense fees in his crimnal case. The concession

(continued. . .)
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Nevert hel ess, we wi sh to encourage parties in this Court to
stipulate facts to the greatest extent possible and to nmake
mut ual concessions that will sinplify and shorten trials. W
wll do the best we can with the record at hand to supply the
m ssing links and to nmake inferences that properly give effect to
the parties’ stipulations and concessi ons.

The factual setting in the cases at hand, as well as the
overall issues raised by the deficiency notices, are simlar to

those we recently considered in Hood v. Comm ssioner, 115 T.C

(Aug. 25, 2000) (Court reviewed); see also Jack’'s

Mai nt enance Contractors, Inc. v. Conm ssioner, 703 F.2d 154 (5th

Cr. 1983), revg. per curiamT.C Meno. 1981-349. Here, however,
the parties’ concessions | eave only one issue to be decided.

Here, as in Hood and Jack's Mii ntenance Contractors, an

i ndi vi dual who had conducted busi ness as sol e proprietor
i ncorporated the business and was thereafter charged with tax
crimes in failing to report incone of the sole proprietorship.

The corporations in Hood and Jack’s Mai ntenance Contractors paid

the legal fees incurred by their individual shareholders in

2(...continued)
that the Court thinks m ght have been overly generous is
respondent’ s concession that the corporation’s book entry setting
up the receivabl e of $239,594. 68 evidenced a valid debt of M.
Lechner to Stainless. It’s a close call, which we have accepted
for the purpose of deciding the case at hand as the parties have
presented it.



def endi ng agai nst the crimnal charges and clai ned the paynents
as deductions on their corporation inconme tax returns. In the
case at hand, M. Lechner paid his own defense fees, but clained
no deductions for the paynents on his joint returns. |nstead,
Stainless nmade a journal entry on its accounting records show ng
that M. Lechner’s acknow edged debt to Stainless was reduced by
t he amount of the defense fees, and Stainless deducted that
anount on its corporation inconme tax returns.

Respondent’ s deficiency notices disallowd the deduction
clainmed by Stainless and treated the correspondi ng debt reduction
shown on its books of account as constructive dividend incone to
M. Lechner.® Stainless has conceded that it is not entitled to
the deduction clainmed on its return for the fiscal year ended
Septenber 30, 1994, and respondent has conceded that the Lechners
are entitled to deductions in correspondi ng anount s— whi ch t hey
did not claim-on their individual inconme tax returns for the
years in which the fees were paid.

M. Lechner deposited to his own account $239, 595 of
receipts that were attributable to work in progress of the sole
proprietorship as of the nonent of incorporation. Against the

background of the crimnal charges against M. Lechner for

3 There is no dispute that at all relevant tines Stainless
had sufficient earnings and profits to cover any constructive
di vidend that m ght be determ ned.



- 10 -

failing to report taxable incone of the sole proprietorship for
prior years, the parties took pains to agree and to assure the
Court that there was nothing inproper in M. Lechner’s taking the
recei pts and payi ng the associ ated expenses. W accept their
assurances and i npute no wongdoing to M. Lechner, who appears
nmerely to have been followi ng the advice of his accountant, M.
Noble, at all tinmes relevant to these proceedi ngs.

VWhat M. Lechner and Stainless did to “make it right”,
apparently on the assunption that the only proper way to handl e
the incorporation was for Stainless to take over the receivabl es
and payables arising fromthe sole proprietorship’s work in
progress, was to set up a corporate receivable from M. Lechner
in the amount of the receipts and to reduce that receivabl e when
M. Lechner paid the associ ated expenses. The anount of the
receivable, reflected in the progress paynents taken by M.
Lechner, and its reduction by the associ ated expenses that he
paid, were reported by Stainless as corporate inconme and

expense. 4

4 I'nasmuch as both the sole proprietorship and the
corporation used the cash nmethod of accounting, this treatnent
appears to have been proper and consistent with the way the
i ncorporation of a cash basis business can be handl ed under secs.
351, 357(c), and 358(d). See Henpt Bros., Inc. v. United States,
490 F.2d 1172 (3d Cr. 1974); Rev. Rul. 80-198, 1980-2 C B. 113;
see al so Focht v. Conmm ssioner, 68 T.C 223 (1977); Rev. Rul. 80-
199, 1980-2 C.B. 122. Notwithstanding that the sole
proprietorship earned the receipts and incurred the liabilities

(continued. . .)




- 11 -

The parties have stipulated that the journal entry evidenced
the receivable as valid debt of M. Lechner to Stainless.?®
Al t hough in many cases we have found that corporate accounting
entries setting up a receivable froma sharehol der were equi voca
and insufficient to create valid debt, particularly in the
absence of an acconpanying note and interest paynents, see, e.g.,

Haber v. Conm ssioner, 52 T.C. 255, 266 (1969), affd. 422 F.2d

198 (5th Cr. 1970), the pattern of repaynents and reductions of
t he recei vabl e, evidenced by M. Lechner’s paynent of the

liabilities for the associ ated expenses, supports the treatnment

4(C...continued)
to make the paynents, the transferee corporation, if it also uses
the cash nmethod, is treated as a successor and allowed to report
the recei pts and paynents on its own incone tax return if the
recei vabl es and payables were transferred to it in the sec. 351
exchange. However, there is no intimation in the foregoing
authorities that the receivabl es and payabl es nust be so
transferred; an acceptable alternative would be for the
transferor to retain and collect and pay the respective
recei vabl es and payabl es and to use the new corporation to nmake a
“fresh start” with new business. W treat as of no account the
di screpancy between the recital in the sec. 351 statenent that
the only liability assumed by Stainless was w thhel d payr ol
taxes and its claimng of M. Lechner’s paynents of liabilities
related to the work in progress as its deductibl e expenses.

>I1f the journal entry had not been so stipulated, M.
Lechner’s taking of the corporate receipts would have been
treated as a constructive distribution to himin 1993, taxable as
a dividend to the extent of corporate earnings and profits for
the corporate fiscal year in which it occurred, and his paynents
of the expenses woul d have been treated as capital contributions
to Stainless.
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of the receivable as valid debt. W have accepted the parties’
stipulation to this effect.

Wth his accountant’s advice, M. Lechner and Stainless
treated his paynments of his defense fees as paynents of
cor porate expenses that reduced the receivable. Respondent and
petitioners have agreed and nmade mutual concessions to the
effect, first, that the corporate deduction of the defense fees
is to be disallowed, contributing to a corporation incone tax
deficiency, and, second, that M. Lechner is to be allowed a
Schedul e C deduction in a correspondi ng anount, although he did
not claima deduction for the defense fees on his incone tax
returns. Although respondent characterizes his concession as
per haps overly generous, it is identical to the Conm ssioner’s

concession in Hood v. Conm ssioner, supra, and appears to us to

be appropriate. However, this concession of the unclained
Schedul e C deduction to M. Lechner will give hima personal tax
wi ndfall unless his individual deduction is offset by a
constructive dividend in the anmount of the debt reduction
evi denced by the corporate accounting entry reducing the
Stai nl ess receivable from M. Lechner.

As this Court has recited nunerous tines, see, e.g., Halpern

v. Conm ssioner, T.C. Menpb. 1982-31, the test for a constructive

di vidend has two prongs: First, the corporation nust have

conferred an econom ¢ benefit on the sharehol der w t hout
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expectation of repaynent, see Magnon v. Comm ssioner, 73 T.C

980, 983-994 (1980), and second, the benefit conferred by the
corporation nust primarily advance the sharehol der’ s personal
i nterest as opposed to the business interest of the corporation,

see Jack’'s Mintenance Contractors, Inc. v. Conm ssioner, 703

F.2d at 156.

Whet her the corporate journal entry reducing the debt
refl ected by the Receivable from Oficer account resulted in a
constructive dividend to M. Lechner, the individual sharehol der,
does not turn on whether the reduction primarily benefited the
corporation or the shareholder; this is the second prong question

addressed by Hood and Jack’s Maintenance Contractors. Stainless

has conceded that it is not entitled to the deduction, and thus
that it received no prinmary benefit, or at | east that any benefit
that it m ght have received is to be disregarded for tax
purposes. Qur sole question for decisionis a first prong
question: \Wether the action by Stainless in reducing the anmount
of the debt on its accounting records conferred an econom c
benefit on M. Lechner w thout expectation of repaynent that
constituted or evidenced a distribution to himor for his benefit
that should be treated as a constructive dividend.

Respondent’ s briefs characterize the distribution as
cancel l ati on of indebtedness. Because the deficiency notice did

not nention cancellation of indebtedness, petitioners argue that
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respondent has raised a new issue. This argunent has no nerit.
Cancel | ati on of indebtedness takes its tax significance fromthe
context in which it occurs; cancellation of indebtedness is just
a neans by which a benefit can be conferred or a constructive

paynment made. See OKC Corp. & Subs. v. Conm ssioner, 82 T.C.

638, 647-648 (1984). \Wen a corporation with earnings and
profits cancels its shareholder’s debt to it, cancellation of

i ndebt edness is the nmeans by which a constructive dividend
distribution to the sharehol der can be acconplished. See Haber

V. Conm ssioner, supra; Schneller v. Conm ssioner, T.C. Meno.

1996- 62, affd. w thout published opinion 129 F.3d 1265 (6th G r

1997); Estate of Shapiro v. Comm ssioner, T.C Meno. 1987-126;

Shephard v. Conm ssioner, T.C Meno. 1963-294, affd. per curiam

340 F. 2d 27 (6th Gr. 1965).

The notions of constructive dividend and cancel |l ati on of
i ndebt edness nmerge in their common el enents: the conferring of
an econom c benefit w thout expectation of repaynent, which
constitutes the first prong of a constructive dividend, with the

exi stence of a debt and its discharge, see Wit erhouse v.

Conmi ssioner, T.C. Meno. 1994-467, which occurs when it becomes

clear that the debt will not have to be repaid, see Cozzi V.

Commi ssioner, 88 T.C. 435 (1987). The inquiry requires a

practical assessnent of the facts relating to the |likelihood of

repaynent, see id., as they existed at the tinme the transaction
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under review occurred; i.e., at the tine of the entry on the
cor porat e books reducing the debt.

Petitioners make two argunents. Wth respect to economc
benefit, they argue that treating the accounting entry reducing
M. Lechner’s debt to Stainless as a constructive dividend would
gi ve dispositive effect to “bookkeeping subtleties”, of the sort

we deenmed “irrelevant” in Hal pern v. Conni ssioner, supra.®

Petitioners assert the need to show an actual corporate paynent
or other outlay to justify a finding that M. Lechner received a

constructive dividend distribution.

6 W observe that the Court in Halpern v. Comm ssioner, T.C
Meno. 1982-31, nmade the comment about “accounting subtleties” in
rejecting an individual shareholder’s argunent that corporate
bookkeeping entries treating as | oans advances to himfor travel
and entertai nment expenses that he never substantiated or repaid
shoul d not be treated as dividends to him

Hal pern contends that the corporation’s nethod of
recording its expenses shoul d not cause the
corporation’s paynent of a legitinmate business expense
toresult in a constructive dividend to petitioner. W
feel, however, that such bookkeeping subtleties are
irrelevant. The question is whether Hal pern used the
anount advanced for his personal benefit or for the
benefit of the corporation.

* * * * * * *

Wt hout evidence that these expenses were for the
benefit of his corporation, we hold that its paynent of
t hese expenses resulted in Hal pern’s receiving
constructive dividends in the amunt of $6, 706. 06.

[ Hal pern v. Conmm ssioner, T.C Menp. 1982-31, 43 T.C M
(CCH) 346, 352, 1982 T.C M (RIA par. 82,031, at 104-
82.]
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Wth respect to the likelihood of repaynent, petitioners’
argunment seens to be that the accounting entry reducing the
recei vable is equivocal, and that it doesn’'t have the effect of a
paynment or distribution because it mght be reversed. M. Noble
testified that if respondent’s dividend determ nation is not
sustained by the Court, that is, if petitioner wins his case, the
recei vabl es | edger of Stainless wll be adjusted to add back the
anount by which the Receivable from O ficer account was reduced
to reflect M. Lechner’s paynent of his defense fees, which--M.
Nobl e originally advised--should be treated as corporate
expenses.

Petitioners’ argument that a constructive dividend
distribution requires corporate paynent or outlay of funds al so
has no nerit. It ignores the circunstances in which the original
debt was created. Wien M. Lechner deposited in his personal
bank account receipts that--the parties agree--belonged to the
corporation, he received paynents of corporate funds that would
have been includable in his gross inconme (or at |east treated as
corporate distributions to himat that earlier tine) but for M.
Nobl e’ s corporate journal entry creating the receivable that
treated the receipts as giving rise to what--the parties al so
agree-—t hereby becane valid debt. Because the original paynent
to M. Lechner was offset by the debt, there was no increase in

his net worth and no distribution supporting a dividend to him at
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the earlier time. Wen the debt was reduced in circunstances
that the parties now agree did not include a repaynent of the
debt by M. Lechner, his net worth correspondi ngly increased.
This increase in his net worth, which results fromthe reduction
of his indebtedness to the corporation, see sec. 61(a)(12), is
the econom c benefit that satisfies the first prong of the
constructive dividend test.

Petitioners’ second argunent is based on what they assert is
t he equivocal nature of the book entry reducing the receivable.
The creation of the debt in this case, whose existence and
intention to repay at inception the parties acknow edge, was
evidenced only by a journal entry on the corporate books. W
find that the subsequent reduction of the receivable by journal
entry evidenced, pro tanto, the intention not to repay.

We acknow edge that this is not an open and shut
proposition. Accounting entries can be equivocal, as we have
hel d nunerous tines in finding that accounting entries purporting
to create a corporate receivable froma sharehol der did not
persuade us that valid debt had been created. See, e.g., Haber

v. Comm ssioner, 52 T.C. at 266. Respondent has requested the

Court to find that “Lechner understood that the debt had been
reduced and he believed that he need not pay it”. Petitioners’
requests for findings stress that the journal entries on the

cor porate books of account reducing the account receivable were
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made by M. Noble, the accountant for Stainless and M. Lechner,
“consistent with M. Noble's handling of simlar itenms in his
practice for the last thirty (30) years and was consistent with
standard and accepted accounting practice”. M. Lechner disputes
the irrevocability of the reduction of the receivable, relying on
M. Noble's testinmony that if the Court upholds M. Lechner’s
position, the debt will be restored on the corporate books by an
adjusting entry.

We have concluded that M. Lechner’s state of m nd, whatever
it my been, is not determ native. A case such as this should be
deci ded by recourse to objective facts and circunstances, see

Dean v. Comm ssioner, 57 T.C. 32, 43-44 (1971), with due regard

for the desirability of consistency in the dealings between
sharehol ders and the closely held corporations that they control.
We are not persuaded by M. Noble's testinony--that the
receivable will be adjusted upward if the Court uphol ds
M. Lechner’s position--that the reduction of the receivable on
the corporate books was not a corporate dividend distribution to
M. Lechner. M Noble's testinony flies in the face of the
parties’ stipulation that the book entry reducing the receivable

reduced the debt.”’

" Petitioners' offer, enbodied in M. Noble's testinony,
whi ch petitioners adopted on brief, seens counterintuitive. One
would think that if the Court were to hold that the debt
(continued. . .)
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In further response to petitioners’ argunent based on M.
Nobl e’ s testinony, we woul d observe that our acceptance of this
argunent woul d conprom se the integrity of corporate books and
records as evidence of corporate action by encouraging “wait and
see” gane playing. Notwi thstanding that all corporate action
taken in this case was at the direction and advice of M. Noble,
we have only his after-the-fact testinony about the corporate
action that wll be taken in response to a decision of the Court
that treats the reduction of the liability as a nullity. There
was no preexisting binding agreenent between M. Lechner and
Stai nless regarding the circunstances, if any, in which the

reduction of the debt on the corporate books woul d be reversed.?

(...continued)
reduction created no constructive dividend to M. Lechner, he and
Stai nl ess woul d be content to | eave well enough al one by not
undoi ng the reduction of the receivable. The offer inplies that
the reduction did increase M. Lechner’s net worth and that a
retroactive restoration of the receivable would be necessary to
prevent the increase from having occurred. |If the issue before
the Court had not been raised by respondent’s deficiency notice
to M. Lechner, there is no reason to believe that M. Lechner
woul d have voluntarily caused Stainless to restore the
receivable. Nor is there any procedure that we know of (or would
be interested in exploring) under which a decision in M.
Lechner’s favor could be conditioned on the restoration of the
recei vable. In these circunstances, we accept and take at face
val ue the stipulation of the parties that the receivabl e was
reduced in an anmount equal to the |egal defense fees paid by
M. Lechner.

8 Only if the sharehol der-enpl oyee enters into a binding
repaynment agreenment with his corporation, prior to the tinme of
its paynent to the enployee for which the corporation clains a

(continued. . .)
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In the circunstances of this case, we are |loath to inpute such an
agreenent. W al so doubt that such an agreenent, even if it
occurred and was formally binding, would change the result
generated by giving effect at face value to the corporate book

entry reducing the receivable. Cf. Harwood v. Conm ssioner, 82

T.C. 239 (1984).
We conclude that in 1994 M. Lechner received an additional
$107,405.74 in gross inconme from Stainless as a constructive
di vidend that took the formof a debt reduction, which was
evi denced by the journal entry reducing the Receivable from
O ficer account in the books and records of Stainless.

To reflect the foregoing and the concessions of the parties,

Deci sion will be

entered under Rul e 155.

8. ..continued)
deduction, wll a repaynent by the enployee of an anount
di sal l oned as a corporate deduction, be allowed as a deduction of
t he anount previously included in his gross incone. See Pahl v.
Commi ssioner, 67 T.C. 286 (1976); Oswald v. Conmm ssioner, 49 T.C.
645 (1968); Rev. Rul. 69-115, 1969-1 C B. 50.




