OFFICE OF THE ATTORNEY GENERAL OF TEXAS
AUSTIN

" GROVER SELLERS
“ ATTORNEY GENERAL

Honorable George H. Shoppard
Comptroller of Public Accounts
Austin, Texas

Dear Sir: Opinion No. 0-%59
Re: Inheritan

1nlll

In your letter of
quested an opilaion frg
subject.

: 1545, you have re-
N ficeAelative to the above

The fpét ) Res@Puted in your request,
is briefly as follg - ‘ #ife married in June,
1936, at which N owned al) of the stock in
an incorporated g opupany. Husband snd wife

' at1]l the death of the wife

resided

on Nargi g tipe the husband still owned

all . . y vife DeQueathed all of her ocom-
nugfty 4sta - . 44, During the marriage a sub-
stdnt 1§ ‘ pdded to the surplus of the corporation.
The : gxted his personal business through the

coounts recelvable through & method not

and 1t eppéurt that thesse investments made their way into the
asvets of the ocorporation prior to the wife's death. It is
contsnded that no ocdamunity eostate vas accumulated during
coverture.

Whether any part of the above meationed additions
to surplus accruing during the marriage are asubject to in-
heritunce taxes under the Texsas statutes turns on a deter-
mination of the nature and ownership of the property which
they reyresent.
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Recessarily, an inquiry iato the nature of this
property must begian vith the presumption that {pursuvant to
Article k619, Verunon's Aanotated Civil 3tatutes) the praop-~
erty represeated by the owaership of the corporation is som«
munity, Article %019, Vernon's Annotated Civil Statutes,
is in part quoted: ,

"Sec. 1. All property acquired by either
the husband or vife during merriage, except that
whiah is the separate property of either, shall
be dsemsd the common property of the hushand and
vifes and &ll the effects wvhich the husband and
wife poisess at the time the marriage may be dis-
solved shall be regarded as common effects or
gaine, unless the coantrary be satisfactorily
proved. ..."

8¢9 8130, Specr's law of Marital Relations in Texas, .
Section 298, page 36Y.

S8ince it 1s 2sontunded tiwi no community property
vas sceunuleted during the marrisge, it 1a assumed that the

. eontrary to the sbove presumption vwill be subtmitted on the

basis either (2) that ths stvek 11 the separite property of
the husband as it was owned by him prior to marriags and
that the additions to surylus repressnt no more than an et~
hancement in the value of the stock and remain, therefors,
separate property; or (b) that the additlons to surplus vere

“aot in the possession of the husband at the time the marrisge

vas dissolved by the desth of the wife since no distribu-
tion, eithsr through dividends or otherwise, had been made.

Before passing to thes more peculier dspects of the
instant case, some ¥well settled principles pertaining to the
detersination of property sz community or separate in Texas
vhich arae here applicadble should be noted. It may be steted
88 & genersl rule thet profits from & businesns in which
separate property is invested becoms ¢ormunity property
(Eardee v, Vincent, 147 8.W. (2d) 107?; Gist *. Tsesmelis,
153 8.W. (24) 277; Bulloek v. Engbert, 1°5 8.1, t‘ea) 663;
Logsn v. Logau, 11? a.W. (24) 515; Brittiea v. (‘'Renion,

56 3.W. (74 ?59; Schwethelm v. Schwethelm, 1 3.W. (?4) 91x)
s vell &s profits from invesiments or reianveutments of sep-
arate propercy (EBrend v. Brand, 10? 8.w, (2d) 310; A. B.
Richerds Medicine Co. v. Jenaing, °83 S.W. 29¢; Schvwethelm
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v. 3chvethelm, 3u rng Commissioner of Internal Revenue v.
Wilson, 76 F. (24) 766; Speer's Law of Marital Relations in
Texas, Section 367, page %47, and cases cited). One test

as to an increase of sepsarate property becoming a part of the
community is the severabllity of the increase from the ori-
ginal (Speer's Lav of Harital Relations in Texas, Sectlon
360, page #40). Another applicable rule is that generally
all property and pecuniary rights obtained by either spouse
during marriage through the toil, talent, energy, thrift or
industry of either becomes community property rigaan Yo
logan, supra; 31 Corpus Juris, Seotion 1095, glso 20; or's
Lav of Marital Relations in Texas, Seation 360, page 241),
However, an increase in separate property whioh is no more
than an enhancement of its value resulting from fortuitous
ceuses such as natural grovth or the fluctustions of the
market remains a part of the separate estate {3tringfellow

v. Sorrels, 18 S.W, 689; Oglesby v, Potts, 40 8.W. (24) 815;
4) Corpus Juris 3ecundum, Section 479Yd, page 1015; Speer's
Lev of Marital Relations in Texas, Section 360, page 4i0),
and ths test of severability sbove noted is an important con-
sideration here,

From the above, it seems clear that vere the oil
company in this cese a8 proprietorship of the husbend, the
earnings from the business vould be community property. Kot
only would they fell fnto community by reason of belng pro-
fits from a business or from investments, but they would
also stand the sbove mentionsd tests of severabillity from
original property and of having been produced by the toil,
taleat, or industry of the husband,

But the differentiating factor in the instant
case 1s that the husband concducted his dbusiness affairs
through the instrumentality of s corporation., Ordinarily,
dividends paid to either spouse on acoount of stock separ-
ately ovned are coxmmunity property, dut an incresse in the
value of such stock through accumulated surplus remains sep-
arate property even though the husband 1s an officer of the
corporation and the inoresse was due largely to his toll,
talent, or industry. It is said that if the husband is paid
a salary for his services by ths corporation, this reimburses
the community for his time snd labor, and although the
equities of the community's claim in a corporation of a
“family character" are strong, they should not de invoked
to defeat an election to preserve the separate form of an
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investment {Scofield v. Weiss, 131 F. (?d] 651; Beals v.
Fontenot, 111 P. (2d) 356; In Re Herberts Estate, 1% P,
(28} 6; 2 Corpus Juris Secundum, Section 475b, page 1015).

Generslly then, where the corporate stock is the
separate property of oae of the spousses, the community has
no ¢laim o or interest in ths sdditions to or the accumula-
tions of corporate surplus accruing during msarrisge, unless
distribution thereof is msde. But in the iastant c¢ase (pre-
c13¢1y in poiant vith which ao precedent has beea found) re
are certain facts vhich carry the inguiry further. The husband
ownad all of the stock in this corporation and oconducted
virtually all of his business affairs through it. In sudb-
stance and fact the corporation was the husband's ifnstru- _
mettality Hr the conduet of his business affairs or & method
of operation therefor. Indeed, it might even be vieved ar
no more than & method of accounting.

Controlling, therefors, of the several questions
presented by the husbsnd's operation through & corporation,
is vhether the legal flction that a corporation is an entity
or lagal person existing separttely and spsrt from its mem-
bers or stockholders will obtain under the facts herein.

) While the recoguition of a corporation as au an-
tity separate and distinet from the members who compose it
is fundamental, it is & legal fiction and 13 not & sacrosanct
principle lnevitably feollovwed when the fiction 1s opposed
to the facts., Fractically, it is necessary to disregard the
fiction 1n order to cope with some abuses of the corporate
method of conducting busimess. (10 Texas Juris, 3ection 45,

es 639, 640, 641; 13 American Jurils,, Section 7, pages
160, 1613 18 Corpus Juris Secundum, Section 6, pages 376,
3775 The larger principles of justice must not de obscured
:y the corporate véil. A fiction should not prevail over
aoct. :

The ovnership of all of a corporation's stock by
ons man 1s not prohibited in Texas, dut when a stockholder
is the sole owaer {or even prastically the soles owner) and
treats the ecorporation as his alter ego, the corporate en- .
tity sholld be disregarded if its use is repugnant to broad-
or principles or provisicns of lav. (3tagcke v. Roulledge,
241 8.W. 994; Home v, Co. v, Strnnga, 157 8.%. 510; Bond
Reed Hdv. Co. v. Walssh, 153 S.W. 1148; Gamer Paper Co. v,
rulcan%, 264 8.W. 132; Merrill v. Timmons, 1A0 8.W. (?4)
382; 10 Texas Juris., Seotion 50, pages 651, 652, 653; also
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In Re Chas. K. Horton, Ine., 22 Ped. Suppd, 9906) In Merrill
v. Timmons, the aqourt (Court of Civil Appeals, Galveston)
saids . -

"eese It 1is well settled in such instances
that, to preveat injustice, our courts will
look throufh the mere corporate form of things
to the reality, and hold one who is in that
ranner and form mersly carrying on transactions
for and in behalf of himself personslly; ..."

In Re Chas. K. Horton, Inc., the language of the
court is particularly applicable here:

"It must be conceded that a corporation
ontit{ ¥will not be ignored because one indi-
vidusl ovas all of the stosk. Courts exercise
great caution in ignoring the artificial entity
and such ignoring only comes if and when the
proof substantiates the thought, and drives any
other conclusion from ths mind, that the entity
is in fact the tool or mere agency of the owner
of the stock., Ceatmoant Corp. v. Marsch, 1
Cir., 68 F. 22 460; In re Kentucky Wagon, D.C.,
3 r. aubp. 9583 Id!, 6 Gl.rc., 8} r. 2d 756;
Woodbury v. Pickering Lbr. Co., D.C., 10 F.
Supp. 761." -

There 1s a groving tendency upon ths parts of
courts to disregard the corporate entity and to treat the
stockholders as an assoclation of individuals wvhen the in-
terest of justice are thereby served. (CGamell Papar Co. V.
Tuscany, 264 3.W. 137; Metropolitan Holding Co. v. Sayder,
76 r. {éd) 263; Lav v. Mclaughlin, 2 Ped. Supp. 601; 5 Texas
Lav Revievw 77; 18 Corpus Juris 3Secundum, 3ection &, psges
376, 377 and footnotes and cases citod; 13 American Juris,,
3ection 7, and cases cited) In Camer Peper Co. v. Tusceny,
other authorities vere quoted es follows:

"As said in Re Rieger, Kspaer & Altmark
{D.C.) 157 Fed. 609

“!The doottine of corporate entity is not
30 sacred that a court of squity, looking through
forms to the substance of thiags, may not in a
proper case ignore it to preserve the rights of
innocent parties, or to circumvent fraud,'
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*The United States Supreme Cowrt expressed
the same thought in McCaskill v. U.8., 216 U.8.
50~, w Sup. Ot. 386, 5”’ L. Bd. 590‘

®tA groving tendency is therefore exhibit-
ed in the courts to look beyond the corporate
form to the purposs of it, ®### Such cases as
these are becoming common and the courts are
becoming more and more inclined to ifgnore the
corporste existence vhen uecessary to gipoum-
vent fraud,'

'Losd Nansfield, in Johnson v, Smith, 2
Burr. 962, said:

"i7he court would not endure that a mere
form or fiction of law, introduced for the sake
of justice, should wvork a wroang contrary to the
real truth and sudbstance of the thing.'

*And in St, L. & 3. F. Ry. Co. v. Hale
{Tex. Civ. App.) 153 3.¥W. 411

. "%hen one corporation makes use of another
as its instrument through which to perform its
business, the principal corporation is really
represented by the agents of the subcorpors-
tion, and its liability i1s just the same as if
the principal corporation had done the busi-~
ness in its ovn name.’

WAnﬁ in Bond-Reed Hdw., Co. v, Walsh (Tex.
Civ, App.) 181 8.¥. 2a8;

®'The testimony showed that the corpora-
tions were but the outward manifestations of
Geo. H. Bond, owned and controlled by him, He
was the inspiration and soul of the corporations
and ?E' court proyerly rendered judgment sgainst
him, ‘

And in Lav v. Mclasughlin, the court said:

feee The tendency of the Supreme Court of
the United States to disregard changes in form
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of ownership without change i sudstance ia csses
of corporate reorganication is declared in Welss
Y. at.‘rn, 265 Uv.9. ?hj, ‘. S. cto ‘90, 68 L.
3‘5 1001, 33 A.L.R. 570, and Risoer v. Nacomber,
52 U.8, 189,30 8, ot. 189, 68 L. Rd. 521, 9
A.L.A., 1570, The same tendency toward disre-
garding the corporate fiction is shown in other
situations vhere all of the stock of a corpors-~

tion is owaed by che person or cornpaoration.
Davis v. Alexander, 269 U.3. 114, k6 S, Cct. 34,
;0 L. Ed. 186; U.8. v. Reading Co., °53 U.8.
6, 40 8, Ct., 476, 64 L. Ed. T60; Weunben Fatate

v. Hevlett, 193 Cal. 675, €27 P, 7°3."

Among the circumstances vhen this will be dons are
included those situstions in vhich the use of the ¢orporste
fiction operates to circumvent a statute, prejudice the rights
of third parties, or result in an evasiocn or existing legel
cbligation. 2gontinnnttl Suppli.co. v. Porrest E. Gilmore
Co., 55 8.¥. (¢4} 672; 5 Texas lav Reviev 77, and cases cited
Egdgezggj The folloving is Quoted from the case cited (55 3.W.

4

"Upon ascertainment of the faots, the courts
will dilre?nrd the fioction of corporate eatity
vhere the fioction (1) is used as & means of per-
petrating frasud; (?) where & corporatiion is or-
genized and operated as & mere tool or duslness
conduit of snother corporation; (3) where the
corporate fiction is resorted to sa a means of
evading sn existing legal obligation; (4) where
the corporate fiction is employed to achieve or
perpetrate monopoly; (5) where the corporate
fiction is used to circumvent a statute; and
{6) wvhere the corporate fiotion is relie€ upon
as 8 protection of crime or to justify wrong." =

The reasons for disregarding the corporate eatity
in the instant case sre compelling. To recognize it would
glve effect to & circumvention of Article 4615, Revised Civil
Statutes of Texas, as amended. The facts that (1) the surplus
was produced by the toll, telent, or industry of the husband,
(2) the surplus ls severable from the original valus of the
stosk, (3) the incresse othervise fulfills all the require-
ments of community property “acquired during marriage pur-
suant to said statute, and (%) the husband's control of it ia
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tantamount to ownership and its incideatal rights, notvith-
standing, the reccguition of the corporate fiction would
nullify the provisions of the said article. And 1t follows
that such ia turno would result in a circumvention of Article
7117, Revised Civil Statutes of Texas, as amended.

More violence would be done to the community prop-
orty system of Texas by recognition of a corporation under
such circumstances than by upholding the validity of con-
tracts altering the legal orders of descent. (3ee Speer's
lav of Marital Rights in Tezes, Section 56, pege 67, and
Saction 59, page 7O0.) It would be an invitation to anyone
desiring to defeat ths rights of his wife and her heirs and
also the inheritsnce tax statutes, to incorporats prior to
marrisge sad operate through an aitor ego. It operate
to create a right of electiou vwith regerd %o property coming
iato the community.

It mast be concluded, therefore, that the corporate
edtity in the present case ihould be disregarded and the addi-
tions to surplus or the profits agoruing or earned during the
merriage should be held community property. At the time of
her death the vife had an undivided one-half interest there-
in and this tuterest passed to ths husband.

Accordingly, you are advised that it is the opinion
of this office that ane-half of the additions to surplus &c-
cruing ring marriage ars subject to an i{nheritance tax under
the Inhdritance Tax lavs of Texas,

Very truly yours

Og) ‘ . | ATTORNEY GENERAL OF
. ) - ; i h
— W W By W
. . Jackson Littleton
JL1dd
N
CRIM \
] LOMMITV CE
\ CHAIRMAN
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