H.G. & S. Corporation v. Commissioner, 12 T.C. 125 (1949)

In tax law, courts will examine the substance of a transaction rather than merely its
form to determine its true nature and tax consequences.

Summary

The H.G. & S. Corporation, a construction equipment seller, entered into
agreements styled as “Equipment Rental Agreements” with accompanying purchase
options. The Tax Court examined these agreements alongside the purchase options
and determined that the transactions were, in substance, installment sales, not
rentals. The court found the corporation had disposed of installment obligations
when transferring the agreements to a financing company. Further, the court
addressed issues of bad debt deductions, attorney’s fees, and salary deductions. The
court ruled that the corporation could deduct attorney fees and a portion of its
secretary-treasurer’s salary as ordinary and necessary business expenses but
disallowed a claimed bad debt deduction based on the substance of the transaction.
The court also addressed the imposition of penalties, finding reasonable cause for
the failure to file an excess profits tax return.

Facts

H.G. & S. Corporation, during 1946 and 1947, entered into 26 “Equipment Rental
Agreements” each with a simultaneous purchase option. The corporation transferred
these agreements to Contractors Acceptance Corporation immediately. H.G. & S.
claimed the transactions were equipment rentals and sought favorable tax treatment
for these transactions. In a separate issue, Tractor owed H.G. & S. about $67,000;
H.G. & S. settled the debt, receiving a note and notes from a third party (Seaboard).
H.G. & S. claimed a loss on the Seaboard notes when they were sold. The
corporation also claimed a deduction for attorney’s fees and a salary deduction. The
IRS disagreed with the corporation’s characterization of the transactions and
disallowed some of the deductions claimed. The IRS also assessed a penalty for
failure to file an excess profits tax return for 1946.

Procedural History

The Commissioner of Internal Revenue determined tax deficiencies against H.G. &
S. Corporation. The corporation filed a petition with the United States Tax Court,
contesting the IRS’s determinations concerning the characterization of the
agreements, deductions, and penalties. The Tax Court heard the case and issued a
decision addressing each of the contested issues, ultimately upholding several of the
Commissioner’s determinations while modifying others.

Issue(s)

1. Whether the agreements were, in substance, installment sales, or rentals of
equipment.

© 2025 SCOTUSreports.com. All rights reserved. | 1



2. Whether the transfer of installment obligations to Contractors Acceptance
Corporation constituted a disposition of those obligations, triggering tax
consequences.

3. Whether the corporation was entitled to a bad debt deduction regarding the
settlement with Tractor.

4. Whether the corporation could deduct the claimed attorney’s fees.
5. Whether the corporation’s claimed salary deduction was reasonable.

6. Whether the corporation was subject to penalties for failing to file an excess
profits tax return.

Holding

1. Yes, because the court determined the transactions to be installment sales rather
than equipment rentals by examining the substance of the agreements and the
attached purchase options.

2. Yes, because the court found that the corporation sold and transferred the
installment obligations to Contractors Acceptance Corporation.

3. No, because the court was unconvinced that the transaction was a bona fide
settlement of an indebtedness.

4. Yes, because the court determined the attorney’s fees were ordinary and
necessary business expenses.

5. Yes, the court allowed a portion of the claimed salary deduction.

6. No, the court found that the corporation had reasonable cause for not filing the
return.

Court’s Reasoning

The court emphasized that in tax law, substance prevails over form. It refused to
view the rental agreements in isolation, considering the purchase options as part of
the same transaction. The court found it inconceivable that the lessees would not
exercise the purchase options, effectively paying for the equipment through the
“rental” payments. The court also noted the corporation did not claim depreciation
on the equipment. Regarding the transfer of installment obligations, the court found
this was a sale, not a pledge, noting that Contractors Acceptance Corporation
treated the obligations as its own. Regarding the debt settlement, the court was not
persuaded that the transaction was bona fide, and it noted that the same persons
controlled all three corporations. The court deemed the attorney’s fees as ordinary
and necessary, and the secretary-treasurer’s salary as reasonable within a specified
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range. Lastly, the court found that the corporation had reasonable cause for not
filing the tax return, as it had relied on the advice of its accountant and attorney.

The court stated, “As between substance and form, the former must prevail.”
Practical Implications

This case highlights the critical principle that the IRS and the courts will scrutinize
the substance of a transaction to determine its tax consequences, even if the form of
the transaction suggests a different result. Taxpayers must structure transactions
with an understanding of this principle and ensure that the substance of their
transactions aligns with the desired tax treatment. The court’s willingness to look
beyond the face of agreements to determine the true nature of the transaction
means that taxpayers can’t merely rely on labels. Businesses and individuals
involved in transactions that could be subject to different tax treatments must keep
good records of their intent, the economic realities of the transaction, and the
motivations behind it. This case also informs the analysis of similar transactions
involving sales of equipment, installment sales, and related tax implications such as
bad debt deductions and deductions for business expenses.
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