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The tax war pitting substance against form has had many great 
battles, including a few that are raging in 2005 and of which we will 
speak later, but the one we remember most clearly is what can be labeled 
as the “Professional Corporation Confrontation.” The taxpayers were 
licensed professionals prohibited by state law from using business 
corporations to practice their professions. The tax result was that they 
were denied the retirement plan benefits available to corporate 
employees.1 Medical professionals led the professional corporation 
charge against those state laws. The tax practice community thought the 
doctors had achieved a final victory, although it turned out to be only 
an early skirmish, when the appeals court took a substance-over-form 
approach and recognized the Western Montana Clinic, a partnership under 
state law, as a corporation for federal income tax purposes in United 
States v. Kintner , 216 F.2d 418 (9th Cir. 1954).  
 

Dr. Kintner and the Western Montana Clinic 
 

Dr. Arthur R. Kintner was a member of the unincorporated 
association that practiced under the name of the Western Montana Clinic. 
It was a partnership under Montana law because Montana law did not 
permit medicine to be practiced by a corporation. The association had 
set up a pension plan in which Dr. Kintner was one of the participants. 
His 1948 income tax return did not include as part of his income the 
association’s contribution on his behalf to the pension plan for that 
year. The IRS determined that it should have, and assessed a $780.13 tax 
deficiency. He paid, sued for a refund in the U.S. District Court for 
Montana, and was successful. The appeals court affirmed. 
 

The issue was whether the Western Montana Clinic was an 
association taxable as a corporation within the meaning of what is now 
section 7701(a)(3). The two courts applied the four criteria of 
Morrissey v. Commissioner , 296 U.S. 344 (1935): (1) centralized 
management; (2) continuity of life; (3) transferability of interest; and 
(4) limited liability. The judges were satisfied that the Western 
Montana Clinic had the first three, and they found it to be an 
association properly taxable as a corporation. In affirming the district 
court decision for Dr. Kintner, the appeals court noted: 
 

The Government's contention here goes counter not only to the 
policy of the Internal Revenue Department, which, at all times, 
declines to be bound by State law, but also to the latest Treasury 
regulation on the subject which reads: “The term 'association' is 
not used in the Internal Revenue Code in any narrow or  technical 
sense. It includes any organization, created for the transaction 
of designated affairs, or the attainment of some object, which, 
like a  corporation, continues notwithstanding that its members or 
participants change, and the affairs of which, like corporate 
affairs, are conducted by a single individual, a committee, a 
board, or some other group, acting in a  representative capacity. 
It is immaterial whether such organization is created by an 
agreement, a declaration of trust, a statute, or otherwise.” 

1 At the time, the self-employed could not use qualified plans. Even when Keogh plans came into the law in 
1962, the deductible contribution was capped at $2,500. Today, of course, there are no substantial 
differences between the self-employed and corporate employees. 
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Regulation 111, Sec. 29.3797-2, 26 Code of Federal Regulations, 
1949 Ed., p. 6553. The section on partnerships provides in part: 

 
“… If an organization is not interrupted by the death of a 
member or by a change in ownership of a participating 
interest during the agreed period of its existence, and its 
management is centralized in one or more persons in their  
representative capacities, such an organization is an 
association, taxable as a corporation.” Regulation 111, Sec. 
29.3797-4, 26 Code of Federal Regulations, 1949 Ed., p. 
6555. 

 
After Kintner  was decided, and certiorari not sought, Treasury 

promised that regulation amendments would be forthcoming to reflect the 
decision. The regulations that were released in 1960, however, were 
dubbed the anti-Kintner regulations because they emphasized the role of 
state law and would have resulted, without more, in licensed 
professionals being denied corporate status and the related retirement 
plan advantages. The states provided that “more.” They enacted 
legislation allowing the creation of professional associations and 
professional corporations under statutes specially designed to preserve 
the distinctive features of the professions. For example, only licensed 
persons could be owners. A wave of state legislation swept the country. 
Here in Arizona, our first professional corporation statutes were 
enacted in 1962.2

The government was not, however, willing to abandon the field. It 
mounted its own substance-over-form campaign. In 1965 it added to the 
section 7701 regulations language preventing professional service 
corporations from meeting the Morrissey  tests. The approach was to focus 
on the then-existing provisions of professional corporate statutes that 
differed from regular business corporations, such as the following 
language on continuity: 
 

A professional service organization does not have continuity of 
life within the meaning of paragraph (b) of this section if the 
death, insanity, bankruptcy, retirement, resignation, expulsion, 
professional disqualification, or election to inconsistent public 
office of any member will (determined without regard to any 
agreement among the members) cause under local law the dissolution 
of the organization. A business corporation has a continuing 
identity as an entity that is not dependent upon a shareholder's 
active participation in any capacity in the production of the 
income of the corporation. Furthermore, the interest of a 
shareholder in an ordinary business corporation includes a right 
to share in the profits of the corporation, and such right is not 
legally dependent (determined without regard to any agreement 
among the shareholders) upon his participation in the production 
of the corporation's income. However, the interest of a member of 
a professional service organization generally is inextricably 
bound to the establishment and continuance of an employment 
relationship with the organization, and he cannot share in the 
profits of a professional service organization unless he also 
shares in the performance of the services rendered by the 
organization. For purposes of this paragraph, the term "employment 
relationship" is used to describe such active participation by the 
member and is not restricted to the common-law meaning of such 
term. If local law, applicable regulations, or professional ethics 
do not permit a member of a professional service organization to 
share in its profits unless an employment relationship exists 
between him and the organization, and if in such case, he or his 

2 The late Berrien C. Eaton’s six-volume magnum opus, Professional  Corporations and Associations, was 
first published in 1970. 
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estate is required to dispose of his interest in the organization 
if the employment relationship terminates, the continuing 
existence of the organization depends upon the willingness of its 
remaining members, if any, either to agree, by prior arrangement 
or at the time of such termination, to acquire his interest or to 
employ his proposed successor. The continued existence of such a 
professional service organization is similar to that of a 
partnership formed under the Uniform Partnership Act, whose 
business continues pursuant to an agreement providing that the 
business will be continued by the remaining members after the 
withdrawal or death of a partner (see paragraph (b) of this 
section), and is essentially different from the continuity of life 
possessed by an ordinary business corporation. Consequently, such 
a professional service organization lacks continuity of life. 

 
The hostilities continued for many years, though. Finally, after a 
series of court defeats, the IRS capitulated and agreed, in Rev. Rul. 
70-101, 1970-1 C.B. 278, that professional service corporations and 
associations would be recognized as corporations. Substance had 
triumphed over form -– but not completely. To achieve the tax goal, 
taxpayers had had to intervene in the political process to create new 
legal structures within which most larger professional firms would 
henceforth carry on their practices. The ultimate IRS concession was 
issuance of the check-the-box regulations in 1996, effective January 1, 
1997. In those regs, the IRS finally decided that the form really did 
not matter that much after all, and that taxpayers should have relative 
freedom to choose whether they wanted to be taxed as corporations or as 
partnerships. Of course, the issue by then was no longer the use of 
retirement plans by professionals, and the IRS seemed no longer to have 
its heart in the new issue, which was merely what provisions LLCs had to 
have in their agreements to get rulings allowing them to obtain or 
retain partnership tax treatment.  
 

The 2005 Battlefield 
 

The battle continues. These days, the government is usually the 
party arguing that substance should control over form. An example is the 
government’s appeal from the district court’s decision in Black & Decker 
Corp. v. U.S.,  340 F. Supp.2d 621, Doc 2004-20866, 2004 TNT 207-13  (D.C. 
Md. 2004), which was argued last month before the Fourth Circuit Court 
of Appeals. The case involves what has been labeled a contingent 
liability tax shelter in which form triumphs over substance because of a 
tax law provision designed to cure the problem of phantom income 
resulting from a transfer to a corporation under section 351. The 
original problem was that a cash basis taxpayer could be charged with 
income under section 357(c) when forming a corporation because of 
ordinary trade liabilities resulting in an excess of liabilities over 
the tax basis of assets. That problem was resolved by section 
357(c)(3)(A), which provided that a liability that would give rise to a 
deduction when paid would not be considered a liability under section 
357(c). 
 

However, no good deed goes unpunished. Congress made an exception 
to prevent an inequity. Tax practitioners, however, saw an opportunity 
for a tax windfall. Black & Decker (B&D) spun off the management of its 
employee and retiree health benefit plans to Black & Decker HealthCare 
Management Inc. (Healthcare) in 1998 in a transaction that was tax-free 
under section 351. Healthcare received $561 million in cash in exchange 
for its stock and assumption of the Black & Decker contingent healthcare 
liabilities for the years 1997 through 2007. The actuaries put a present 
value of $560 million on those future claims. Taxwise, that left B&D 
with stock that had a tax basis, represented by the cash it paid, of 
$561 million, but an actual market value of $1 million. B&D then sold 
its stock in Healthcare to an unrelated third party, a retired B&D 

Doc 2005-23384 (7 pgs)

(C
) T

ax A
nalysts 2004. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



executive, for that $1 million and claimed a capital loss of $560 
million. That might be a somewhat useless loss for some corporations, 
because net capital losses produce no tax benefit to a C corporation, 
but in 1998 B&D had sold three of its business and recognized 
significant capital gains. It also had capital gains in other years 
against which part of the capital loss could be applied.   
 

U. S. District Judge William D. Quarles Jr. saw the question as 
whether the law supported the loss that B&D had claimed. It did so if 
the transfer to Healthcare was not a sham. As to that, Judge Quarles’s 
analysis was straightforward: 
 

It is undisputed that BDHMI: (1) "assumed the responsibility for 
the management, servicing, and administration of plaintiff's 
employee and retiree health plans;" (2) has considered and 
proposed numerous healthcare cost containment strategies since its 
inception in 1998, many of which have been implemented by B&D; and 
(3) has always maintained salaried employees. Moreover, as a 
result of the BDHMI transaction, BDHMI became responsible for 
paying the healthcare claims of B&D employees, and such claims are 
paid with BDHMI assets. Pl.'s Ex. 17 (Mark Hirschey Depo. at 414). 
The BDHMI transaction, therefore, had very real economic 
implications for every  beneficiary of B&D's employee benefits 
program, as well as for the parties to the transaction.  

 
The court may not ignore a transaction that has economic 
substance, even if the motive for the transaction is to avoid 
taxes. Rice’s Toyota World v. Commissioner , 752 F.2d 89 (4th Cir. 
1985), at 96. Accordingly, the BDHMI transaction cannot be 
disregarded as a sham.  

 
The district court decision thus can be viewed as a taxpayer victory in 
which form controlled over substance. That specific opportunity, and 
others that are similar, was subsequently forestalled by section 358(h), 
added in 2000, which reduces the tax basis of property received in 
exchange for the assumption of certain liabilities to the lesser of what 
would otherwise be its tax basis under section 358 or its fair market 
value as of the date of the exchange.3

Santa Monica Pictures 
 

Credit Lyonnais, the French banking giant, owned Metro-Goldwyn- 
Mayer (MGM) and its parent, Santa Monica Holdings Corp. Credit Lyonnais 
sold MGM to a group headed by Kirk Kerkorian. The Ackerman group, having 
been unsuccessful in its own bid to acquire MGM, then proceeded to 
acquire Santa Monica Holdings from Credit Lyonnais. By then, with MGM 
stripped out, Santa Monica was largely devoid of assets, although it had 
plenty of liabilities. The tax basis to Credit Lyonnais of the Santa 
Monica stock was about $665 million, while Santa Monica owed $1 billion 
to Credit Lyonnais and its associated companies. The value of Santa 
Monica to the Ackerman group lay in the Credit Lyonnais’s $1.665 million 
of tax basis in Santa Monica Holdings ($1 billion of debt and $665 
million of stock). Somehow, that tax basis had to be transferred to the 
Ackerman group. 
 

To do that, the Ackerman group formed a new LLC, Santa Monica 
Pictures, LLC (SMP), which elected partnership treatment. Credit 
Lyonnais contributed to Santa Monica Holdings a library of B-grade 
films. It contributed to the new LLC its high-basis ($1 billion), low-
value indebtedness, plus its high-basis ($665 million), no-value stock 

3 Also, in Notice 2001-17, 2001-9 IRB 730, Doc 2001-2017, 2001 TNT 13-4, the contingent liability 
transaction was identified as a listed transaction. 
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in Santa Monica Holdings Corp. For its contributions to SMP, Credit 
Lyonnais received a preferred interest in SMP and a $5 million advisory 
fee. Under a side agreement, the Ackerman group agreed to purchase the 
preferred interest in SMP for $5 million, on demand. Three weeks after 
the debt and stock went into SMP, Credit Lyonnais exercised its “put” 
and sold its interest to an  Ackerman nominee.     
 

Tax Court Judge Michael B. Thornton summed up his book-length 
opinion as follows: 
 

On the basis of all the evidence in the record, we conclude that 
the transaction whereby the banks purported to become partners in 
SMP, only to exit some 3 weeks later, was not in substance what it 
appeared to be in form. The exclusive purpose of this apparent 
transaction, we conclude, was to transfer to the Ackerman group 
enormous tax attributes associated with the banks' high-basis, 
low-value receivables and SMHC stock. To that end, the banks 
purported to join SMP as partners, contributing these receivables 
and stock. 

 
To transfer the tax attributes, however, the banks had to do more 
than enter into the partnership; they also had to exit the 
partnership, leaving their receivables behind. And so they did, as 
soon as possible, by "putting” their partnership interests to one 
of the Ackerman group members. In essence, then, the parties 
purposed that the banks should join the partnership so as to 
withdraw from it. It is this schizophrenic purpose which "defeats 
or contradicts the apparent transaction." Chisholm v. 
Commissioner , 79 F.2d at 15. 
 
We conclude that, in substance, the banks did not become partners 
of SMP; rather, they transferred their high-basis, low-value 
receivables and SMHC stock, along with whatever associated tax 
attributes might survive the transfer, to the Ackerman group for 
$10 million.  

 
SMP then disposed of various of the LLC’s assets, relying on the rules 
of subchapter K to claim as its basis the carryover basis from Credit 
Lyonnais and thus generate large capital losses that it passed through 
to its members. Judge Thornton disallowed the losses, noting in passing 
that 2004 legislation changed sections 704(c)(1)(C), 743(a), and 743(d) 
through (e) so that the partnership provisions sought to be exploited in 
Santa Monica Pictures  could even more clearly not be used in that way. 
 

Estate of Maniglia 
 

Substance vs. form can involve estate tax as well as income tax. 
In Estate of Marie A. Maniglia v. Commissioner , T.C. Memo. 2005-247, Doc 
2005-21754, 2005 TNT 207-9 , property that was titled in the name of a 
trust of which the decedent was the sole beneficiary was sought by the 
estate to be treated as owned by a partnership in which the decedent 
owned only a 50 percent interest. That way, half of the property could 
be excluded from the estate, while the other half would be a partnership 
interest eligible for marketability and lack-of-control discounts.  
 

Tax Court Judge Thomas B. Wells agreed with the estate that bare 
legal title did not conclusively establish ownership. He agreed that 
there are circumstances in which a taxpayer may rely on substance over 
form. But after listening to testimony from the decedent’s son, 
daughter-in-law, and accountant, he concluded: 
 

The estate has not produced sufficient credible evidence to show 
that the ownership of the property is different from the form set 
forth in all the relevant documents and, therefore, has not proved 
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that the substance of the transaction was different from its form. 
. . . Neither the filing of partnership returns in the name of 
“Family Trust” for taxable years 1978 through 1999 nor the fact 
that Joseph S. Maniglia [the son] performed managerial tasks  with 
respect to the property is sufficient proof that a partnership 
owned an interest in the property. There is no written partnership 
agreement. There are no balance sheets showing the partnership 
assets or formal financial statements indicating the property was 
owned by a partnership. To the contrary, the trust documents, 
deeds, and other documents admitted into evidence indicate that 
the Fam-Trust owned the property, that the decedent was the sole 
beneficiary of the Fam-Trust, and that Joseph S. Maniglia was the 
trustee of the Fam-Trust. 

 
Conclusion 

 
In Chisholm v. Commissioner,  79 F.2d. 14 (2d Cir. 1935), rev’g 29 

B.T.A. 1334 (1934), Judge Learned Hand held that the form the taxpayer 
had adopted should be respected and noted that: 
 

The question always is whether the transaction under scrutiny is 
in fact what it appears to be in form; a marriage may be a joke; a 
contract may be intended only to deceive others; an agreement may 
have a collateral defeasance. In such cases the transaction as a 
whole is different from its appearance. True, it is always the 
intent that controls; and we need not for this occasion press the 
difference between intent and purpose. We may assume that purpose 
may be the touchstone, but the purpose which counts is one which 
defeats or contradicts the apparent transaction, not the purpose 
to escape taxation which the apparent, but not the whole, 
transaction would realize. . . . [Citations omitted.] 

 
However, the taxpayer who relies solely on “substance vs. form” 

rarely prevails. It helps to have support in the tax law as well. Even 
Dr. Kintner used the language of long-standing regulations as his basic 
argument. Falconwood Corporation, the subject of our article in the 
October 10, 2005, Tax Notes  (p. 199), overcame the IRS substance-over-
form step-transaction argument because of the language of the 
regulations and because what it did had a business purpose, and the 
substance of what it did made sense within the framework of the 
regulation. 
 

Substance vs. form is a type of Catch-22 for the taxpayer. It is 
primarily a weapon for the IRS to wield and not a safe harbor for the 
taxpayer who has inadvertently taken a wrong route to a desired result 
or who would like to use the benefit of hindsight to avoid an unpleasant 
tax consequence. As in Maniglia , the taxpayer will usually be held to 
the steps that were taken, the agreements that were signed, the 
organizational forms that were adopted -– and not allowed to prevail by 
pointing out that the same economic result could have been accomplished 
in another way with more favorable tax consequences than those proposed 
by the IRS. The IRS, on the other hand, will argue either form or 
substance, as best suits its purpose. While the taxpayer must take 
consistent positions in dealing with the government, the government 
freely changes its positions when dealing with different taxpayers. 
Thus, the IRS tried to get around the language of its own regulations in 
arguing against Dr. Kintner’s Western Montana Clinic being an 
association taxable as a corporation. It then changed the regulations to 
bolster its case. When state laws were changed so as to allow 
professionals to take advantage of those changed regulations, it amended 
the regulations to reinterpret the standards in such a way as to deny 
corporate status to any professional service organization. Only after 
repeated court defeats did the IRS finally concede. 
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The B&D basis shift is an example of the taxpayer complying 
literally with the law as written. The substance of what took place 
cannot possibly be what Congress intended, contended the IRS. That is 
probably true -– but should it matter? We will know in the near future 
whether the appeals court will allow the taxpayer to take advantage of 
the law as clearly written or will accept the IRS argument that the 
consequences in the B&D future liability situation are so beyond what 
Congress was trying to do or even contemplated that they should not be 
allowed to stand.  
 

A similar case with a similar outcome to Black & Decker , Coltec 
Industries Inc. v. United States , 62 Fed. Cl. 716, Doc 2004-21316, 2004 
TNT 214-16 (Fed. Cl. 2004), is awaiting decision by the Court of Appeals 
for the Federal Circuit. In our October 10, 2005, article on Falconwood ,
we noted that in Falconwood  the Federal Circuit had relied on Gould v. 
Gould , 245 U.S. 151, 153 (1917), to the effect that: 
 

In the interpretation of statutes levying taxes it is the 
established rule not to . . . enlarge their operations so as to 
embrace matters not specifically pointed out. In case of doubt 
they are construed most strongly against the government, and in 
favor of the citizen. 

 
We think that approach is sound.4 When loopholes exist, Congress  knows 
how to deal with them. There could not be a B&D or Coltec transaction 
today. The law has changed. Nor could tax professionals conclude today 
that a technical argument could even be advanced that the partnership 
provisions at issue in Santa Monica Pictures  would allow that type of 
basis shifting. Again, the law has been changed. In other words, when 
the law fails to deal with matters to the liking of Congress, Congress 
has the power to rewrite the law -– and it does so. Courts, on the other 
hand, are not there to rewrite the law, only to interpret the law as 
written. Substance over form as a judicial doctrine may give them a 
broad charter for that interpretation, but there are and should be 
limits to how far they can go.   
 

Perhaps the Fourth Circuit will join the Federal Circuit in 
reaffirming that Gould & Gould  is still the law and that ambiguities in 
the law or regulations should be resolved against the party that wrote 
the law. While there may be revenue losses from time to time with that 
approach, the point of view reflected in Gould & Gould  can help prevent 
IRS extremism just as surely as the First Amendment helps prevent 
government censorship and control. Whatever Gould & Gould  may cost the 
fisc from time to time, its repudiation would entail a much greater loss 
–- and of something not easily measured in terms of money.  
 

4 It is certainly consistent with the classic commercial law rule as applied to contractual provisions that are 
not the result of negotiation. See, e.g., S.I. Management L.P. et al. v. Wininger et al., 707 A.2d 37 (S. Ct. 
Del. 1997), in which the Delaware Supreme Court commented:     

This was not a bilateral negotiated agreement. Rather, 
it appears that the General Partner solicited and 
signed on 1,850 investors to the Agreement that those 
investors had no hand in drafting. Based on that 
premise, the principle of contra proferentem applies. 
Accordingly, ambiguous terms in the Agreement should 
be construed against the General Partner as the entity 
solely responsible for the articulation of those 
terms.
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