Hugh Smith, Inc. v. Commissioner, 8 T.C. 660 (1947)

Section 45 of the Internal Revenue Code allows the Commissioner to allocate income
between controlled entities to clearly reflect income, even if one entity does not
directly receive the income, and income from trademarks can be classified as
royalties for personal holding company purposes.

Summary

Hugh Smith, Inc. was a Coca-Cola bottling company controlled by Hugh Smith. The
Commissioner allocated income to the corporation under Section 45, arguing that
Smith improperly diverted royalty income. The Tax Court upheld the allocation,
finding that Smith controlled both the corporation and his individually owned
bottling plants. The court also addressed whether the corporation was a personal
holding company, finding it was due to the nature of its income as royalties. Finally,
the court considered penalties for failure to file personal holding company returns,
finding reasonable cause existed for the failure in certain years.

Facts

Hugh Smith owned a controlling interest in Hugh Smith, Inc., a Coca-Cola bottling
company. The corporation held a contract with Thomas, Inc., granting it the right to
purchase syrup and use the Coca-Cola trademark in a specific territory. Smith also
owned several Coca-Cola bottling plants individually. Smith’s plants ordered syrup
directly from the parent Coca-Cola Company and paid Thomas, Inc., directly, rather
than going through Hugh Smith, Inc. The Commissioner adjusted the corporation’s
royalty income, attributing 20 cents per gallon of syrup used by Smith’s plants to the
corporation.

Procedural History

The Commissioner determined deficiencies in Hugh Smith, Inc.’s income tax,
asserting adjustments to royalty income, disallowing certain deductions, and
determining the corporation was a personal holding company subject to surtax and
penalties. Hugh Smith, Inc. petitioned the Tax Court for review of these
determinations.

Issue(s)

1. Whether the Commissioner properly allocated income to Hugh Smith, Inc. under
Section 45 of the Internal Revenue Code.

2. Whether Hugh Smith, Inc. was a personal holding company under Section 351 of
the Revenue Act of 1934 and corresponding sections of later revenue acts.

3. Whether penalties should be imposed on Hugh Smith, Inc. for failure to file
personal holding company returns.

Holding
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1. Yes, the Commissioner properly allocated income because Hugh Smith controlled
both the corporation and his individual plants, and the transactions were effectively
conducted under the contract between the corporation and Smith.

2. Yes, Hugh Smith, Inc. was a personal holding company because more than 50% of
its stock was owned by five or fewer individuals, and at least 80% of its gross income
was derived from royalties.

3. No, penalties should not be imposed for all years. The failure to file was due to
reasonable cause for years after 1935 because the revenue agent had previously
indicated no cause for concern.

Court’s Reasoning

The Tax Court reasoned that Smith controlled both the corporation and his
individually owned plants, making Section 45 applicable. The court rejected the
argument that the corporation did not operate under its contract with Smith, finding
the direct ordering and payment arrangements were immaterial deviations. The
court found the corporation bought and sold syrup under its contract with Smith, or
at least carried out its obligation to “obtain and furnish” the syrup to Smith.

Regarding the personal holding company issue, the court determined the income
was in the nature of royalties, as it was derived from the right to use the Coca-Cola
trademark. The court cited Puritan Mills, noting that payments for the use of a
trademark constitute royalties. The court stated, “In these circumstances, we are of
the opinion that the income which we have held under the first issue to have been
properly allocated to petitioner must also be held, for Federal income tax purposes,
to be income of the petitioner from ‘royalties’ within the purview of section 351 (b)
(1), supra.”

Regarding the penalties, the court found that for 1934 and 1935, the amounts
retained by Smith constituted preferential dividends, eliminating any undistributed
net income subject to surtax. The court quoted Spies v. United States, stating, “It is
not the purpose of the law to penalize frank difference of opinion or innocent errors
made despite the exercise of reasonable care.” For the years following 1935, the
court deemed the failure to file returns was due to reasonable cause, given a
previous revenue agent’s report that did not suggest the corporation was subject to
personal holding company tax.

Practical Implications

This case illustrates the broad scope of Section 45 in allocating income between
controlled entities, even when income is not directly received. It highlights that
deviations from contractual terms do not necessarily negate the applicability of
Section 45. This case also provides guidance on what constitutes royalty income for
personal holding company purposes, emphasizing the importance of trademark
licensing agreements. The court’s consideration of penalties also underscores the
importance of reasonable cause in avoiding penalties for failure to file required
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returns, especially when relying on prior IRS guidance or interpretations.
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