T.C. Memo. 1950-257

The true ownership of a business for tax purposes is determined by the parties’
intent and actual contributions, not solely by stock book entries, especially when
those entries don’t reflect the parties’ agreement.

Summary

Hill and Adah formed a company, intending to own it equally. While stock records
showed Hill owning 99% of the shares, they orally agreed to a 50-50 ownership.
When the company liquidated and became a partnership, the IRS argued Hill’s
partnership share should mirror the stock ownership. The Tax Court ruled that the
true intent of Hill and Adah was equal ownership based on their equal capital
contributions and services, disregarding the stock book entries. This case
emphasizes that substance over form governs in tax law, especially when clear
intent is demonstrated.

Facts

» Hill and Adah agreed to acquire and operate a company on a 50-50 basis.

e Hill borrowed $12,500, and Adah borrowed $8,000; the total of $20,500 was
put into a joint account to acquire company stock and initial operating funds.

» The company’s stock book indicated Hill owned 89 shares, Ungar (for business
reasons) owned 10 shares, and Adah owned 1 share.

» Certificates were not properly executed.

» Both contributed substantial capital and full-time services to the business.

Procedural History

The Commissioner of Internal Revenue assessed a deficiency against Hill,
contending he had a 99% interest in the company and the succeeding partnership
for income tax purposes. Hill petitioned the Tax Court for a redetermination,
arguing he owned only 50%. The Tax Court ruled in favor of Hill.

Issue(s)

1. Whether the stock book entries are controlling in determining the extent of
Hill’s interest in the company for income tax purposes.

2. Whether the partnership interests should be reallocated for tax purposes based
on the stock book entries of the predecessor company, despite the partners’
intent for equal ownership.

Holding

1. No, because the parties’ understanding and agreement as to equal ownership
and participation is controlling, not the stock book entries.
2. No, because the partnership was bona fide, with equal capital contributions
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and vital services from both partners, justifying no alteration of the partnership
interests for tax purposes.

Court’s Reasoning

The court emphasized the parties’ intent to acquire equal interests in the company,
noting that both contributed substantial capital and full-time services. The court
disregarded the stock book entries, viewing them as secondary to the clear and
undisputed intentions of Hill and Adah. The court reasoned that even if the stock
certificates had been issued, Hill would be deemed to have held the stock in trust for
Adah with respect to her one-half interest. The court distinguished this case from
others where the partnership agreement lacked the necessary reality to determine
taxability. The court concluded there was no justification for rearranging or
modifying the terms of the partnership agreement or altering the partnership
interests for tax purposes, as it was a valid partnership with equal contributions
from both partners.

Practical Implications

This case underscores the importance of documenting the true intent of parties
involved in business ownership, especially when it deviates from formal records. It
highlights that the IRS and courts will look beyond mere formalities like stock
certificates to determine true economic ownership and control. The ruling cautions
against relying solely on book entries and emphasizes the significance of
demonstrating actual capital contributions and services rendered. Later cases cite
Hill to support the proposition that substance prevails over form in tax law,
especially when determining ownership interests in closely held businesses and
partnerships. Attorneys must advise clients to maintain thorough documentation
that reflects their actual agreement and conduct regarding ownership,
contributions, and responsibilities.
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