22 T.C. 581 (1954)

Corporate income is taxable to the corporation even if it is diverted to shareholders
through a scheme designed to evade price controls and reduce tax liability.

Summary

Miller-Smith Hosiery Mills (the petitioner) sold silk and nylon hosiery to a customer
through an arrangement that diverted profits to the corporation’s officer-director
stockholders to avoid price controls and tax liabilities. The U.S. Tax Court held that
the entire profit from the sales was taxable to the corporation under Section 22(a) of
the Internal Revenue Code, rejecting the petitioner’s argument that the sale was
conducted through a “joint venture” or a “partnership” among its shareholders. The
court emphasized that the transaction was, in substance, a direct sale by the
corporation, and the diversion of profits to shareholders was a mere subterfuge. The
court underscored that the corporation earned the income regardless of how the
profits were ultimately distributed. This decision highlights the importance of
substance over form in tax law and the government’s ability to disregard artificial
transactions designed to avoid tax obligations.

Facts

Miller-Smith Hosiery Mills manufactured hosiery. During 1945, the corporation was
controlled by several shareholders who also served as directors and officers.
Because of wartime regulations, the corporation decided to sell its stock of silk and
nylon hosiery through one of its regular customers, J.N. Hartford. Hartford agreed
to purchase the hosiery at O.P.A. ceiling prices and sell it at ceiling retail prices.
Hartford agreed to remit five-sixths of his net profit to C.U. Smith, an officer of the
corporation. Smith then deposited the money in his personal account, paid a portion
of the receipts to the corporation, deducted expenses, and divided the remainder
between himself, G.B. Smith, and Elizabeth S. Miller (wife of Felix G. Miller), all of
whom were shareholders or closely related to shareholders. The corporation’s
records reflected a sale to Hartford at the O.P.A. ceiling price, with a discount.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the petitioner’s
excess profits tax liability for 1945, claiming that the entire profit from the hosiery
sales was taxable to the corporation. The case was brought before the United States
Tax Court, which reviewed the facts and the arguments to determine the tax
liability.

Issue(s)

Whether the entire profit from the sale of hosiery to Hartford was taxable to Miller-
Smith Hosiery Mills under section 22(a) of the Internal Revenue Code, despite a
portion of the profit being diverted to officer-director stockholders.

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



Holding

Yes, because the court found that the transaction, in substance, was a direct sale by
Miller-Smith Hosiery Mills to Hartford, and the diversion of profits was a subterfuge.
The court held that the entire profit from the sales represented taxable income to
the corporation.

Court’s Reasoning

The court found that the transaction was a sale by the corporation directly to
Hartford, despite the attempt to disguise it as a sale through a “joint venture.” The
hosiery was shipped by the petitioner to Hartford. The court focused on the
economic substance of the transaction. The court applied the general rule in Section
22(a) of the Internal Revenue Code that “gross income” includes all income from
whatever source derived. The court rejected the argument that a partnership
existed, pointing out that the alleged partners did not contribute capital or assume
risks. The court emphasized that “in substance it was a direct sale.”

The court cited United States v. Joliet & Chicago R. Co., to reinforce the principle
that a corporation cannot avoid taxation by diverting income to its shareholders.
Furthermore, the court distinguished the case from L.E. Shunk Latex Products, Inc.,
because in the present case, the court found that the corporation was the actual
seller, unlike in L.E. Shunk Latex Products, Inc., where there was a valid sale to a
legitimate partnership.

Practical Implications

This case serves as a reminder to attorneys that substance prevails over form in tax
law. If a transaction has the characteristics of a direct sale by the corporation and
the income is earned by the corporation, it will be taxed to the corporation
regardless of how the proceeds are distributed. Tax advisors must structure
transactions in a manner that reflects their economic reality. It also signals that
courts will disregard schemes designed to avoid tax liabilities through artificial
arrangements. The case is frequently cited in tax cases, highlighting the principle
that income earned by a corporation is taxable to the corporation, irrespective of the
ultimate recipient. Later cases continue to apply the ‘substance over form’ doctrine,
reinforcing the importance of accurately reflecting the economic realities of
transactions.

© 2025 SCOTUSreports.com. All rights reserved. | 2



