Edwin D. Davis v. Commissioner, 60 T. C. 590 (1973)

Income generated by separate corporations, even if controlled by the taxpayer, is
not taxable to the taxpayer if the corporations are legitimate business entities and
the taxpayer’s role in generating their income is minimal.

Summary

In Edwin D. Davis v. Commissioner, the Tax Court ruled that income earned by two
corporations owned by Dr. Davis and his children was not taxable to Dr. Davis
himself. Dr. Davis, an orthopedic surgeon, established Clinical Orthopaedic X-Ray,
Inc. , and Medical Center Therapy, Inc. , to provide X-ray and physical therapy
services, respectively, to his patients. The IRS argued that the income should be
attributed to Dr. Davis under various tax code sections, asserting that he controlled
the income generation. However, the court found that the corporations were
legitimate, separate entities with their own employees and operations, and Dr.
Davis’s involvement was minimal. The decision emphasizes the importance of
corporate separateness and the need for the IRS to justify income reallocations
under sections 61, 482, and 1375(c).

Facts

Dr. Edwin D. Davis, an orthopedic surgeon, established Clinical Orthopaedic X-Ray,
Inc. (X-Ray) and Medical Center Therapy, Inc. (Therapy) in 1961 and 1962,
respectively, to provide X-ray and physical therapy services to his patients. He
transferred 90% of the stock in each corporation to his three minor children,
maintaining a 10% interest himself. Both corporations elected to be taxed as small
business corporations under subchapter S. Dr. Davis prescribed the necessary X-
rays and physical therapy treatments, but the corporations employed their own
technicians and therapists who performed the services. The IRS determined
deficiencies in Dr. Davis’s income taxes, asserting that the income of the
corporations should be attributed to him under sections 61, 482, or 1375(c) of the
Internal Revenue Code.

Procedural History

The IRS issued statutory notices of deficiency to Dr. Davis for the taxable years 1966
and 1967, asserting that the income of X-Ray and Therapy should be attributed to
him. Dr. Davis and his wife, Sandra W. Davis, filed petitions with the Tax Court to
contest these deficiencies. The cases were consolidated for trial, briefs, and opinion.
The Tax Court ultimately ruled in favor of Dr. Davis, finding that the income of the
corporations was not taxable to him.

Issue(s)

1. Whether the income of Clinical Orthopaedic X-Ray, Inc. , and Medical Center
Therapy, Inc. , should be attributed to Dr. Davis under section 61 of the Internal
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Revenue Code because he controlled the income generation.

2. Whether the income should be allocated to Dr. Davis under section 482 to prevent
tax evasion or to clearly reflect income.

3. Whether the income should be allocated to Dr. Davis under section 1375(c) to
reflect the value of services he rendered to the corporations.

Holding

1. No, because the income was generated by the corporations’ employees, not by Dr.
Davis’s services.

2. No, because the IRS abused its discretion under section 482 in attempting to
allocate the net taxable income of the corporations to Dr. Davis.

3. No, because Dr. Davis’s minimal involvement with the corporations did not justify
allocating their entire net taxable income to him under section 1375(c).

Court’s Reasoning

The Tax Court emphasized that the corporations were legitimate business entities
with their own operations, employees, and income generation capabilities. Dr.
Davis’s role was limited to prescribing treatments, which was analogous to a doctor
prescribing medication filled by a pharmacist. The court rejected the IRS’s
arguments under sections 61, 482, and 1375(c), finding that Dr. Davis did not
generate the corporations’ income and that the IRS’s reallocation of the entire net
taxable income was unreasonable. The court noted that the IRS failed to plead
specific items for reallocation and that Dr. Davis’s minimal direct involvement with
the corporations did not justify the proposed allocations. The court cited cases like
Sam Siegel, 45 T. C. 566 (1966), to support the legitimacy of using the corporate
form to insulate from liability and to separate business operations.

Practical Implications

This decision reinforces the importance of corporate separateness and the need for
the IRS to provide clear justification for income reallocations under sections 61, 482,
and 1375(c). Taxpayers who establish separate corporations for legitimate business
purposes can rely on this case to argue against IRS attempts to attribute corporate
income to them, especially if their direct involvement in the corporations’ operations
is minimal. The case also highlights the need for the IRS to be specific in its
pleadings when seeking to reallocate income. Practitioners should advise clients to
maintain clear distinctions between their personal and corporate activities to
support claims of corporate separateness. Subsequent cases applying this ruling
include those involving similar issues of income attribution and corporate
separateness.
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