21 T.C. 953 (1954)

A corporation or partnership will be recognized as a separate entity for tax purposes
if it is established for legitimate business purposes, even if the controlling parties
are the same as another entity, and even if tax avoidance is a secondary motive,
provided the transactions are real and not shams.

Summary

In Polak’s Frutal Works, Inc. v. Commissioner, the U.S. Tax Court addressed
whether the income of two export entities, Frutal Export Company (a partnership)
and Frutal Export Company, Inc. (a corporation), should be attributed to Polak’s
Frutal Works, Inc. (Frutal), a related corporation, for tax purposes. The court held
that the export entities were separate and distinct from Frutal and should be
recognized as such, despite common ownership and control. The court found that
the formation of the export entities served valid business purposes, including freeing
the export business from Dutch government control and providing an equity interest
to younger family members. Consequently, the court rejected the Commissioner’s
attempt to allocate the income of the export entities to Frutal under both Section
22(a) and Section 45 of the Internal Revenue Code, because the export entities were
not shams and the transactions were conducted at arm’s length.

Facts

Polak’s Frutal Works, Inc. (Frutal) was a New York corporation engaged in
manufacturing and selling essential oils and allied products. Due to the invasion of
Holland in 1940 and subsequent Dutch government controls, Jacob Polak and his
family sought to separate the export sales from Frutal’s domestic business. In 1945,
they formed Frutal Export Company, a partnership, to handle export sales. In 1947,
the partnership was incorporated as Frutal Export Company, Inc. Both export
entities purchased products from Frutal. The Commissioner of Internal Revenue
determined that the income of the export entities should be attributed to Frutal. The
Commissioner argued that the export entities should be disregarded, or,
alternatively, that income should be allocated to Frutal under Section 45 of the
Internal Revenue Code due to common control. The taxpayers argued the export
entities were separate and valid business entities.

Procedural History

The Commissioner determined deficiencies in income and excess profits taxes
against Polak’s Frutal Works, Inc. (Frutal) and the individual shareholders for the
years 1945-1948. The taxpayers challenged the Commissioner’s determination in the
U.S. Tax Court. The Tax Court consolidated multiple cases filed by the petitioners.
The primary issue was whether the income of the export entities should be
attributed to Frutal. The Tax Court ruled in favor of the taxpayers.
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Issue(s)

1. Whether the organizational entities known as Frutal Export Co. and Frutal
Export Co., Inc., should be disregarded for tax purposes, and whether allocated
portions of the net income reported on partnership and corporate returns filed
in the respective names thereof should be included in the gross income of
petitioner for the calendar years 1946, 1947, and 1948 in accordance with the
provisions of Section 22(a), Internal Revenue Code.

2. In the alternative, whether certain sums determined by respondent as being
allocated portions of the gross profits from sales of petitioner’s products
handled by Frutal Export Co. in the calendar years 1946 and 1947 and by
Frutal Export Co., Inc., in 1947 and 1948, are properly includible in the gross
income of petitioner for the calendar years 1946, 1947, and 1948 in
accordance with provisions of Section 45.

Holding

1. No, because the export entities were not shams created solely for tax
avoidance and served legitimate business purposes, the export entities should
be recognized as distinct from Polak’s Frutal Works, Inc.

2. No, the court found that the charges made by Frutal to the export entities were
fair and reasonable.

Court’s Reasoning

The court applied the principle that a taxpayer is free to choose the form in which to
conduct its business, even if the motive includes tax avoidance. The court
emphasized that the export entities were formed for legitimate business reasons,
including mitigating Dutch government control over Frutal’s operations and
providing an equity interest to younger family members. The court distinguished this
case from situations where entities were created solely to evade taxes and had no
real business purpose. The court found that the export entities carried on real
business. The court held that the Commissioner could not disregard the separate
existence of the export entities under Section 22(a), because the export entities
were not shams. Regarding the application of Section 45, the court determined that
the prices Frutal charged to the export entities for its products were fair and
reasonable, and the Commissioner failed to provide evidence to the contrary.
Consequently, there was no shifting of income that would warrant reallocation
under Section 45.

Practical Implications

Polak’s Frutal Works, Inc. v. Commissioner provides crucial guidance for tax
planning and structuring business entities. It underscores that:

» The IRS cannot disregard a business entity and reallocate its income unless it
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finds the entity to be a sham or finds evidence of significant income shifting
that justifies the reallocation under Section 45.

» Businesses can choose their organizational structure to minimize tax burdens if
the arrangement is supported by valid business purposes and the transactions
between related entities are conducted at arm'’s length.

» Businesses should maintain documentation that justifies the chosen structure
and arm’s-length pricing.

» The case highlights the importance of a multi-factored approach to
determining whether a business entity is valid for tax purposes. The presence
of real business activity, separate books and records, and valid non-tax
business motivations are factors that support entity recognition.

Later cases have distinguished the ruling by finding the entities were merely shams.
This case is a key precedent for establishing when to treat related entities
separately for tax purposes.
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