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

Hospital Corp. of America v. Commissioner, 81 T. C. 520 (1983)

Income can be allocated between controlled entities under Section 482 to ensure a
clear reflection of income when services and intangibles are not compensated at
arm’s length.

Summary

Hospital  Corp.  of  America (HCA) formed a Cayman Islands subsidiary,  LTD,  to
manage a hospital in Saudi Arabia. The IRS challenged this arrangement, asserting
that  LTD was a sham and all  income should be taxed to HCA. The Tax Court
recognized LTD as a separate entity but allocated 75% of its 1973 income to HCA
under Section 482, finding that HCA provided substantial uncompensated services
and intangibles to LTD. The court rejected the IRS’s arguments that LTD was a
sham and  that  HCA  transferred  the  management  contract  to  LTD  without  an
advance ruling under Section 367.

Facts

HCA, a U. S. hospital management company, formed LTD in the Cayman Islands to
manage the King Faisal  Specialist  Hospital  in Saudi Arabia.  HCA’s officers and
resources were instrumental in negotiating and executing the management contract.
LTD received management fees but did not compensate HCA for its services and use
of HCA’s expertise and systems. In 1973, LTD earned a profit from the contract,
which HCA did not report on its tax return.

Procedural History

The IRS issued a deficiency notice asserting that HCA transferred the management
contract to LTD without an advance ruling under Section 367, and alternatively, that
all income should be taxed to HCA under Section 61 or allocated under Section 482.
HCA petitioned the Tax Court,  which recognized LTD as a  separate entity  but
allocated 75% of its 1973 income to HCA under Section 482.

Issue(s)

1. Whether LTD is a sham corporation so that all of its income should be taxed to
HCA under Section 61?
2. Whether HCA transferred the management contract to LTD without an advance
ruling under Section 367?
3. Whether income should be allocated to HCA under Section 482 due to services
and intangibles provided to LTD?

Holding

1. No, because LTD was formed for a business purpose and conducted business
activities, warranting recognition as a separate entity.
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2. No, because HCA did not transfer the management contract to LTD; rather, LTD
negotiated and executed the contract itself.
3. Yes, because HCA provided substantial services and intangibles to LTD without
adequate compensation, justifying a 75% allocation of LTD’s 1973 income to HCA
under Section 482.

Court’s Reasoning

The court found that LTD was not a sham because it was formed for the business
purpose of managing the hospital and conducted business activities. HCA’s control
over LTD did not negate LTD’s separate existence. The court rejected the IRS’s
Section 367 argument, as HCA did not transfer the contract to LTD. For Section
482, the court noted that HCA provided significant uncompensated services and
intangibles  to  LTD,  including  expertise  and  systems  crucial  to  the  contract’s
success.  The  court  allocated  75%  of  LTD’s  income  to  HCA,  reflecting  HCA’s
substantial contribution to LTD’s profits. The court’s decision was based on ensuring
that income was clearly reflected between controlled entities.

Practical Implications

This  case  emphasizes  the  importance  of  arm’s-length  transactions  between
controlled entities  to avoid Section 482 allocations.  It  illustrates that  even if  a
subsidiary is recognized as a separate entity, income may still be allocated to the
parent if services and intangibles are not properly compensated. Legal practitioners
should ensure that intercompany agreements reflect market rates for services and
intangibles  to  withstand  IRS  scrutiny.  Businesses  should  be  cautious  when
structuring  international  operations  through  foreign  subsidiaries  to  ensure
compliance with tax laws. Subsequent cases have cited this decision when analyzing
Section 482 allocations in controlled group settings.


