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T.C. Memo. 1977-12

Beneficial  ownership,  rather  than mere legal  title,  is  the determining factor  in
establishing direct  stock ownership for  the purpose of  consolidated tax returns
under  Section  1504(a)  of  the  Internal  Revenue  Code,  particularly  in  situations
involving security arrangements like subordinated securities accounts.

Summary

Miami National Bank (MNB) sought to file consolidated income tax returns with
Data Lease Financial Corp. (Data Lease). The central issue was whether Data Lease
“owned directly” at least 80% of MNB’s voting stock, as required by Section 1504(a)
for consolidated returns. A portion of the stock Data Lease purchased was held in a
subordinated securities account of the seller with a broker. The Tax Court held that
Data Lease was eligible to file consolidated returns, finding that Data Lease held
beneficial  ownership of  the shares from the closing date of  the stock purchase
agreement, even though the stock certificates for some shares were held in the
subordinated account. The court reasoned that beneficial ownership, not legal title,
controls  for  consolidated  return  purposes  and  that  the  agreement  effectively
transferred beneficial ownership to Data Lease.

Facts

Data Lease agreed to purchase 870,000 shares of Miami National Bank stock from
Samuel Cohen and other sellers. A purchase agreement was executed on September
18, 1969, and the closing occurred on December 16, 1969. At the closing, Data
Lease paid the full purchase price but received physical certificates for only 837,129
shares.  The  remaining  32,871  shares,  due  from  Mr.  Cohen,  were  held  in  a
“subordinated securities account” Cohen maintained with First Devonshire Corp., a
broker.  Cohen had established this account in July 1969 under a subordination
agreement,  subordinating  his  rights  to  the  stock  to  the  claims of  the  broker’s
creditors until December 31, 1970. Cohen retained the right to dividends and to vote
the  shares.  He  could  reacquire  the  stock  by  substituting  cash  or  equivalent
securities. Monthly brokerage statements to Cohen listed the stock as “long” in his
account, though the broker was the record owner. Dividends were paid to the broker
as record owner, then passed to Cohen, and treated by Data Lease as income and
payments on the stock purchase.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Miami National
Bank’s corporate income taxes for fiscal years ending April 30, 1970, and 1971,
disallowing  consolidated  returns  filed  with  Data  Lease.  Miami  National  Bank
petitioned the Tax Court, contesting the deficiency. The sole issue before the Tax
Court was the eligibility to file consolidated returns, hinging on whether Data Lease
“owned directly” the requisite 80% of MNB’s stock.
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Issue(s)

1. Whether Data Lease “owned directly,” within the meaning of Section 1504(a) of
the Internal Revenue Code of 1954, at least 80 percent of the voting power of all
classes of stock of Miami National Bank during the relevant periods, considering
that 32,871 shares were held in a subordinated securities account.

Holding

1. Yes. The Tax Court held that Data Lease did “own directly” the requisite stock
because beneficial ownership, not merely legal title, satisfies the “owned directly”
requirement of Section 1504(a), and Data Lease possessed beneficial ownership of
the 32,871 shares.

Court’s Reasoning

The court reasoned that the term “directly” in Section 1504(a) is intended to prevent
tracing ownership through shareholders, not to restrict ownership to legal title. The
purpose of consolidated returns is to recognize corporations operating as a single
economic unit. The court stated, “If consolidation were allowed to turn on mere legal
or record ownership, then corporations with no real common ownership or economic
relationship could consolidate their income and deductions, in clear violation of the
statutory purpose.” Precedent establishes that beneficial ownership is sufficient for
consolidated return purposes in nominee, pledge, and security arrangements. The
subordination agreement between Cohen and the broker created a bailment, where
Cohen remained the beneficial owner. The court noted, “In such a bailment, the
bailor remains the beneficial  owner of  the bailed property,  and thus,  beneficial
ownership was retained by Mr. Cohen while his stock was held in the subordinated
account.” Cohen’s rights to dividends, voting, and substitution of assets, along with
the intent  of  Data  Lease and Cohen to  transfer  ownership,  demonstrated Data
Lease’s beneficial ownership. The court cited Stahl v. United States, 441 F.2d 999
(D.C. Cir. 1970), and Shearson, Hammill & Co. v. State Tax Commission, 19 App.
Div. 2d 245 (3d Dept. 1963), which treated similar subordination agreements as
bailments.  The  court  rejected  the  Commissioner’s  arguments  that  the  broker’s
bankruptcy altered ownership or that physical delivery of stock certificates was
necessary for ownership transfer, emphasizing that under Florida law and federal
tax principles, beneficial ownership depends on the agreement and intent of the
parties, which clearly indicated a transfer of ownership to Data Lease.

Practical Implications

Miami National Bank clarifies that for consolidated tax return eligibility, tax advisors
must  focus  on  beneficial  ownership,  not  just  legal  title,  especially  in  complex
financial arrangements. This case is particularly relevant when dealing with stock
held in security arrangements like pledges or subordinated accounts. It underscores
that  the  substance  of  agreements  and  the  parties’  intent  are  paramount  in
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determining ownership for tax purposes.  Legal  professionals should analyze the
rights and obligations created by agreements to ascertain beneficial ownership. This
case has been cited in subsequent tax cases to support the principle that beneficial
ownership is sufficient for meeting stock ownership requirements in consolidated
return contexts and other areas of tax law where ownership is relevant. It serves as
a  reminder  that  tax  law often  looks  beyond  mere  formalities  to  the  economic
realities of transactions.


