Ragghianti v. Commissioner, 71 T. C. 346 (1978)

Beneficial ownership, rather than record ownership, determines shareholder status
for tax reporting purposes in Subchapter S corporations.

Summary

In Ragghianti v. Commissioner, the court determined that beneficial ownership,
rather than record ownership, is the critical factor in identifying shareholders of a
Subchapter S corporation for tax purposes. Arno Ragghianti and Robert Whitacre,
both 50% shareholders of Mac’s Tea Room, were embroiled in a dispute leading to a
buyout of Whitacre’s shares. The court held that Ragghianti was the beneficial
owner of Whitacre’s shares from the date he exercised his option to purchase them,
even though Whitacre remained the record owner until the actual transfer.
Consequently, Ragghianti was required to report all of Mac’s income for the fiscal
year ending October 31, 1972, under IRC section 1373.

Facts

Arno Ragghianti and Robert Whitacre each owned 7,500 shares of Mac’s Tea Room,
a Subchapter S corporation. Disputes over management led Whitacre to file for
involuntary dissolution in November 1971. Ragghianti exercised his option to buy
Whitacre’s shares on December 1, 1971, and posted a bond on December 28, 1971,
which effectively removed Whitacre from management. The court valued Whitacre’s
shares as of December 28, 1971, and ruled he was not entitled to profits after that
date. Whitacre transferred his shares to Ragghianti on November 21, 1972, after the
fiscal year ending October 31, 1972, for which Mac’s reported $33,436 in taxable
income.

Procedural History

Whitacre filed a complaint for involuntary dissolution in November 1971. Ragghianti
elected to purchase Whitacre’s shares in December 1971, and a bond was posted to
ensure payment. The California Superior Court issued a memorandum decision in
June 1972, valuing Whitacre’s shares as of December 28, 1971, and denying him
post-valuation profits. A final judgment was entered in November 1972, and the
shares were transferred to Ragghianti. The IRS issued deficiency notices to both
parties, leading to the consolidated case before the U. S. Tax Court.

Issue(s)

1. Whether Arno Ragghianti or Robert Whitacre was the shareholder required to
report the additional $16,718 of income from Mac’s Tea Room for its fiscal year
ending October 31, 1972, under IRC section 1373.

Holding
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1. Yes, because Arno Ragghianti was the beneficial owner of Robert Whitacre’s
shares as of December 28, 1971, and therefore was the sole shareholder of Mac’s
Tea Room on October 31, 1972, obligated to report all of its income under IRC
section 1373.

Court’s Reasoning

The court emphasized that beneficial ownership, not record ownership, is the
controlling factor in determining shareholder status for tax purposes in Subchapter
S corporations. The court found that Ragghianti, by exercising his option and
posting a bond on December 28, 1971, effectively became the beneficial owner of
Whitacre’s shares. This was evidenced by Whitacre’s removal from management,
lack of compensation, and exclusion from shareholder and board meetings. The
court cited Pacific Coast Music Jobbers, Inc. v. Commissioner, which states that the
party with the greatest number of ownership attributes is considered the owner. The
court concluded that Ragghianti had all the incidents of ownership from December
28, 1971, and thus was the sole shareholder on October 31, 1972.

Practical Implications

This decision clarifies that beneficial ownership is the key factor in determining
shareholder status for Subchapter S corporations, affecting how attorneys and tax
professionals should advise clients in similar situations. Practitioners must ensure
that all attributes of ownership are considered when advising on tax reporting
obligations. The ruling may influence how buyout agreements are structured and
executed to ensure clarity on beneficial ownership. Subsequent cases have
reinforced this principle, such as Walker v. Commissioner, emphasizing the
importance of beneficial ownership in tax law. Businesses should be aware that
disputes over ownership can have significant tax implications, and proper
documentation and legal action can shift the tax burden to the beneficial owner.
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