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F
or many closely held construc-
t ion  comp a nies , i t  i s  not
u ncom mon  for  t he  subj e c t
company employees  to  work
on properties that are owned

by the company owner. Such properties
may include a personal residence or a
com merc i a l  or  inves t ment  prop er t y
ow ne d  by  t he  cons t r uc t ion  comp a ny
owner. In such instances, the company
owner does not always pay the construc-
t ion company for the ful l  value of  the
cons t r uc t ion  work  p er for me d . T he
owner’s rationale may be: Why should I
p ay  my  ow n  comp a ny  for  work  p er -
formed on my own residence or invest-
ment property? Isn’t that like taking my

money out of  one pocket and putting it
back in another pocket?

The Inter nal  Revenue Ser v ice  (IRS)
t y pically considers this uncompensated
work  p er for me d  by  t he  cons t r uc t ion
company on the ow ner’s  proper t y to be
t axable  income to  the  ow ner. In  par-
t ic u lar, t he  I R S  t y pic a l ly  c la i ms  t hat
the value of  the  work per for med by the
const r uc t ion comp any is  a  const r uc-
t ive  div idend to  the  comp any ow ner.
In  such  t a x  d ispute  c a s e s , t he  ow ner
t y pical ly did not pay any amount to the
c l o s e l y  h e l d  c o m p a ny  f o r  t h e  c o n -
struction work performed. The IRS typ-
i c a l l y  q u a n t i f i e s  t h e  a m o u n t  o f  t h e
const r uc t ive  div idend as  t he  amount
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that  the  const r uc t ion company would
n ot  h ave  ch a rge d  to  a n  a r m’s - l e n g t h
cl ient  for  the  same ser v ices .

In Welle v. Commissioner, the Tax Court
considered the situation where a closely
held  const r uc t ion comp any prov ided
work on the ow ner’s vacat ion home. 1 In
this  case, company ow ner Terr y Welle
paid his closely held company for al l  of
the costs associated w ith the construc-
t ion ser v ices. However, he did not pay
his company a profit margin on its costs.
On audit, the IRS al leged that the profit
margin that Welle did not pay to the con-
struct ion company was a taxable con-
str uct ive div idend to the closely  held
company ow ner.

In its decision, the Tax Court held that
Welle, the sole shareholder of  the cor-
porat ion, did not receive a construct ive
div idend when the company prov ided
construct ion ser v ices  to the company
shareholder at cost.

The facts of the case
TWC is the name of  a closely held con-
struct ion company that specialized in
multifamily housing projects. Terry Welle
was  T WC’s  pres ident  and s ole  share-
holder.

We l l e  p e r s o n a l l y  ow n e d  l a ke f ro nt
proper t y in Detroit  Lakes, Minnesota.
Wel le  decided to bui ld a  second home

( t h e  “ l a ke f r o nt  h o m e” )  o n  t h i s
vacat ion proper t y. In 2004, Wel le
began the construction of  the lake-
f ront  home. To keep track of  the
mater ia l  and other  const r uc t ion
cos t s , Wel le  aut hor i z e d  T WC  to
open a “cost  plus” job account on
its company books. However, Welle
personally contacted all of  the sub-
cont rac tors  and bui lding supply
vendors that built or supplied mate-
r ia ls  for  the lakef ront  home, and

he personal ly  acted as  his  ow n general
cont r ac tor  dur ing the  vacat ion home
constr uct ion.

Dur ing the  const r uc t ion, T WC paid
the subcontractors and vendors directly,
and the T WC f raming crew f ramed the
lakef ront  home. Wel le  repaid T WC for
a l l  of  the  amounts  that  T WC p aid  to
the subcont rac tors , and he a lso reim-

b u r s e d  T WC  fo r  a l l  o f  i t s  l a b o r  a n d
overhead costs . T WC, however, did not
charge to  Wel le , and Wel le  did not  pay
to T WC, an amount  equal  to  the  cus-
tomar y prof it  marg in that  T WC nor-
m a l l y  u s e d  to  c a l c u l ate  t h e  cont r a c t
pr ice  that  it  would charge to  its  unre-
lated cl ients  ( its  “forgone profit”) .

On  aud it , t he  I R S  de ter m i ne d  t hat
Welle received a construct ive div idend
of  $48,275 from TWC in 2006. The IRS
determined that this construct ive div i-
dend was equal to the TWC forgone profit
on the construction ser vices it  provided
to Welle. Welle chal lenged the IRS’s tax
deficiency notice in Tax Cour t.

Constructive dividends
Under Internal  Revenue Code Sect ion
61(a)(7), a taxpayer includes div idends
in gross income. Sect ion 316(a) defines
a div idend as any distr ibution of  prop-
erty that a corporation makes to its share-
holders (1) out of  its earnings and profits
accumulated after Februar y 28, 1913, or
(2) out of  its  earnings and profits  for
the subject tax year. Under Section 317(a),
property includes money, securities, and
any other proper t y except stock in the
cor porat ion mak ing the  dist r ibut ion.
Under some circumstances, the provision
of  ser v ices prov ided by a closely held
corporat ion to its  shareholders const i-
tutes  proper t y  w ithin the  meaning of
Sect ion 317(a).

A constructive div idend occurs when
a corporation confers an economic ben-
efit  on a shareholder w ithout the expec-
t at i o n  of  re p ay m e nt . G e n e r a l l y, t h e
amount  of  a  const r uc t ive  div idend is
measured by the fair market value (FMV)
of  the economic benefit  confer red on
the company’s shareholder.

The Tax Court’s decision
In its decision, the Tax Cour t held that
Welle did not receive a constructive div-
idend when T WC prov ided const r uc-
tion services to him at cost and he timely
paid TWC for the services. The Tax Court
found that the TWC provision to Welle
of  construct ion ser v ices at cost did not
re su lt  i n  ( 1 )  a  d ive rs ion  of  t he  T WC

24 CONSTRUCTION ACCOUNTING AND TAXATION MARCH/APRIL 2014 CONSTRUCTIVE DIVIDENDS

IN ITS DECISION, THE
TAX COURT HELD THAT

WELLE DID NOT
RECEIVE A

CONSTRUCTIVE
DIVIDEND WHEN TWC

PROVIDED
CONSTRUCTION

SERVICES TO HIM AT
COST AND HE TIMELY

PAID TWC FOR THE
SERVICES.

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     



. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     

assets or (2) a distr ibution of  the TWC
earnings and profits.

At  t r i a l , t he  I R S  re l ie d  on  t he  Ta x
C ou r t’s  d e c i s i on  i n  Mag n on v. C o m -
mi ss ioner . 2 In  Mag non , a  shareholder

received a  con-
s t r u c t i v e  d i v i -
d e n d  e q u a l  t o
t h e  c o s t  o f  t h e
construction ser-
v i c e s  p r o v i d e d
by a corporation
t o  t h e  s h a r e -
holder  plus  t he
c o r p o r a t i o n ’s
customary profit

marg in. At  t r ia l , Wel le  arg ued that  he
did not receive a construct ive div idend
f rom T WC. This  was  b ecause  a  share-
holder  do es  not  receive  a  const r uc t ive
div idend w hen a  cor porat ion prov ides
ser v ices  to  t he  comp any  shareholder
at  cost .

T h e  Ta x  C o u r t  a d m i t t e d  t h at  i n  a
n u m b e r  o f  p r i o r  c a s e s , i n c l u d i n g
Mag non , i t  had  held  t hat  t here  was  a
constr uct ive div idend where a  cor po-
rat ion prov ided constr uct ion ser v ices
to  a  shareholder  and the  shareholder
did not  pay for  those constr uct ion ser-
v ices. However, the Tax Cour t  stated it
had not  held in any of  these pr ior cases
that the amount of  the constructive div-
idends should include the construct ion
company’s  forgone profits .

Cit ing a  w ide var iet y  of  i ts  ow n and
appellate court precedent, the Tax Court
found that, for  a  constr uct ive div idend
to occur, there  must  be  a  dist r ibut ion
or divers ion of  cor porate  proper t y  to
or  for  the  benef it  of  the  shareholder,
and that  distr ibut ion or diversion must
have  reduced the  cor por at ion’s  ear n-
i n g s  a n d  prof i t s . T h e  Ta x  C ou r t  h ad
held in the past  that  a construct ive div-
idend occurs  (1)  w here  there  is  a  bar-
gain sa le  of  proper t y  by a  cor porat ion
to a  shareholder, or  (2)  w here  a  share-
h o l d e r  u s e s  c o r p o r at e  p r op e r t y  a n d
does not pay full value for the use of  that
p r o p e r t y. Ho w e v e r, t h e  Ta x  C o u r t
pointed out  that  it  had a lso found that
a n  i nc i de nt a l  or  i ns i g n i f i c a nt  u s e  of
cor p or ate  prop e r t y  m ay  not  b e  con -
sidered a  const r uc t ive  div idend.

L o ok ing  at  t he  fac ts  in  t he  inst ant
case, the Tax Court noted that TWC had
a n  ex is t i ng  cor p or ate  wor k force  a nd
inf rastr ucture for  its  general  business
p u r p o s e s . T h e  Ta x  C ou r t  n o t e d  t h at
Wel le’s  use  of  T WC was incidental  to
those business purposes. Because Welle
ful ly reimbursed the corporat ion for al l
of  its  costs, including overhead, T WC
did not  diver t  ac tual  va lue other w ise
available to it  by fai ling to apply its cus-
tomar y prof it  marg in  in  deter mining
how much Welle  had to pay for the con-
str uct ion ser v ices.

Accordingly, the Tax Court concluded
that the provision of  construct ion ser-
v ices by TWC to Welle was not a vehicle
for the distribution of  earnings and prof-
its  to Wel le. Therefore, the Tax Cour t
concluded that Welle had not received a
construct ive div idend from TWC.

Implications of this decision
As the Tax Cour t mentions early in its
published opinion, the usual measure of
a constructive dividend is the FMV of the
economic benefit conferred on the share-
holder. Under this measure, the discus-
sion in this case should have been about
the FMV of  the construct ion ser v ices
that TWC provided to Welle, not about
whether any forgone profits were a con-
struct ive div idend to Welle.

The IRS argued that  the value of  the
construction ser vices provided to Welle
should be the FMV of  the ser v ices to an
arm’s-length client of  TWC. That is, the
IRS claimed that  the cost  to the ar m’s-
leng th cl ient  would be T WC’s costs  for
the construct ion ser v ices plus the com-
pany’s  nor mal  profit  marg in markup.
Therefore, the issue to the IRS was not
that  forgone profits  were not  included
in the  const r uc t ive  div idend. Rather,
the issue to the IRS was the value of  the
c o n s t r u c t i v e  d i v i d e n d  f o r  t h e  c o n -
struction services was improperly deter-
m i n e d . No n e t h e l e s s , t h e  Ta x  C o u r t
elected to focus on whether there had
been a distr ibut ion or diversion of  cor-
p or ate  prop er t y  t hat  b enef i te d  Wel le
and reduced the cor porat ion’s  earnings
and profits. The Tax Cour t decided that
the mere use of  the closely  held cor po-
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rat ion as  a  conduit  did not  amount to
a distr ibut ion that  reduced its  earnings
and profits .

Conclusion
It  is  sur pr is ing , g iven the  results  in  the
long l ine  of  judic ia l  decis ions  that  the
IRS c ited, that  the  Tax Cour t  did  not
f ind a  const r uc t ive  div idend in  Welle .
Perhaps this  decis ion may s ig nal  a  new
and less str ingent standard in these sit-
uat ions. However, g iven the  IRS’s  l i t i -

gat ion posit ion and pr ior  case  histor y,
c l o s e l y  h e l d  c o n s t r u c t i o n  c o m p a ny
ow ners  should probably  not  count  on
it . In  other  words, the  IRS w i l l  proba-
bly  cont i nu e  to  pu rs u e  cons t r u c t ion
comp any ow ners  w ho do not  p ay  f u l l
price for the construct ion ser v ices pro-
v i d e d  t o  t h e m  by  t h e i r  c l o s e l y  h e l d
comp any.  n

NOTES
1 Welle v. Commissioner, 140 T.C. No. 19 (2013).
2 Magnon v. Commissioner ,  73 T.C. 980 (1980).
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