Haggard v. Wood, 298 F.2d 24 (9th Cir. 1961)

When the substance of a transaction indicates the sale of a going business, the sale
of a partnership interest will be recognized for tax purposes even if the agreement is
structured as a sale of assets.

Summary

The case involves a dispute over the tax treatment of a sale of a coffee and tea
manufacturing business. The taxpayers, partners in the business, reported the sale
as a sale of partnership interests, resulting in capital gains treatment. The
Commissioner of Internal Revenue argued the sale was of the partnership’s assets,
which would have yielded ordinary income. The Ninth Circuit Court of Appeals sided
with the taxpayers, determining that the substance of the transaction demonstrated
a sale of the entire business, including the partnership interests, even though the
agreement was written to transfer the assets. This decision highlights the
importance of looking beyond the form of a transaction to its underlying economic
substance when determining its tax consequences.

Facts

Haggard and his partner (the “sellers”) owned a coffee and tea manufacturing
business. They entered into a sales agreement with Baker to sell their “coffee and
tea manufacturing business,” including all tangible and intangible assets except
cash on hand. The agreement included provisions for the buyer to operate the
business with minimal interruption, the transfer of goodwill, franchises, licenses,
and the buyer took possession immediately following the sale. The sellers agreed to
refrain from competing with the business for ten years. The agreement did not
explicitly state the sale of partnership interests. The Commissioner argued that the
transfer was merely of assets. The sellers contended they sold their partnership
interests, allowing for capital gains treatment.

Procedural History

The case originated in the Tax Court of the United States, which ruled in favor of the
taxpayers, determining the sale was of partnership interests. The Commissioner
appealed to the Ninth Circuit Court of Appeals, which affirmed the Tax Court’s
decision.

Issue(s)

1. Whether the sale of the coffee and tea manufacturing business constituted a sale
of partnership interests, as reported by the taxpayers.

Holding

1. Yes, because the substance of the transaction indicated a sale of the entire
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business, including the partnership interests.
Court’s Reasoning

The court emphasized that in tax cases, the substance of a transaction is more
important than its form. The court considered several key factors. First, the sales
contract provided for a specified amount in payment of the “coffee and tea
manufacturing business”. Second, the buyer took over the operations of the business
and continued to run it. Third, there was testimony confirming the intent to sell the
entire business. Fourth, the contract specifically transferred all franchises and
licenses, including the critical import license necessary for operations. Finally, the
court noted that the partnership discontinued its business activities and engaged in
liquidation, which indicated that the transfer was of the going concern rather than
just assets. The Court distinguished this case from Estate of Herbert B. Hatch,
where the sale excluded the partnership name and the seller’s franchise.

Practical Implications

This case highlights the importance of carefully drafting agreements and analyzing
the substance of transactions for tax purposes. Attorneys and business owners
should consider the following:

» Substance over Form: Tax consequences are determined by the underlying
economic reality of the transaction, not solely by the way it is structured on
paper. Lawyers should advise clients on the tax implications of how a sale is
conducted.

» Intent Matters: Evidence of intent, such as testimony, can be crucial in
determining whether a transaction is treated as a sale of assets or of
partnership interests.

» Due Diligence: Thorough due diligence, including examining all relevant
documents and the parties’ conduct, is essential to ascertain the true nature of
the transaction.

» Drafting Considerations: Contracts should clearly reflect the parties’
intentions. Ambiguities may be interpreted against the drafter.

» Going Concern: If the goal is to sell partnership interests to get capital gains
treatment, the entire business must be sold as a going concern.

This case has been cited in later cases that have also looked to the substance of
transactions to determine tax consequences, underscoring the continuing relevance
of this principle.
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