15 T.C. 936 (1950)

A corporate reorganization qualifies for tax-free status under Section 112 of the
Internal Revenue Code when it complies with the statutory requirements and is
motivated by a legitimate business purpose, not solely for tax avoidance.

Summary

The Manning Trust case addresses whether the merger of Southwest Hotels into
Lamark was a tax-free reorganization under Section 112 of the Internal Revenue
Code. The Tax Court held that the merger qualified as a reorganization because it
met the statutory requirements and was motivated by a legitimate business purpose,
namely, simplifying the corporate structure, eliminating inter-company obligations,
and resolving accumulated preferred stock dividends. The court rejected the
Commissioner’s argument that the debentures received in the exchange were
taxable as a dividend, finding no evidence of a tax avoidance motive.

Facts

Southwest Hotels, Inc., was created to acquire hotel properties. After the death of
its founder, H. Grady Manning, the company sought to consolidate rather than
expand. Southwest had outstanding debentures, serial notes with unpaid interest,
and preferred stock with accumulated dividends. Lamark Hotel Corporation was the
principal operating company of the hotel group. Southwest merged into Lamark.
Preferred stockholders of Southwest exchanged their preferred stock for common
stock and 20-year, 6% debentures of Lamark.

Procedural History

The Commissioner of Internal Revenue determined that the debentures received by
the preferred stockholders were taxable as a dividend. The H. Grady Manning Trust
and Ruth Manning, preferred stockholders of Southwest, challenged the
Commissioner’s determination in the Tax Court.

Issue(s)

Whether the merger of Southwest Hotels into Lamark Hotel Corporation was a
reorganization within the meaning of Section 112(g) of the Internal Revenue Code.

Whether the exchange by preferred stockholders of Southwest of their preferred
stock for common stock and debentures of Lamark was a tax-free exchange within
the provisions of Section 112(b)(3) of the Internal Revenue Code.

Whether the receipt by the preferred stockholders of Southwest of 20-year 6 percent
debentures of Lamark constitutes a taxable dividend.

Holding
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Yes, the merger of Southwest into Lamark was a reorganization because it met the
statutory requirements of Section 112(g).

Yes, the exchange by preferred stockholders was a tax-free exchange because it falls
directly within the provisions of Section 112(b)(3).

No, the receipt of debentures was not a taxable dividend because the reorganization
was motivated by a legitimate business purpose and not tax avoidance.

Court’s Reasoning

The court found that the merger satisfied the literal requirements of a
reorganization under Section 112(g)(1)(A) and (D) of the Internal Revenue Code.
The court emphasized the credible testimony of corporate officers and accountants,
who articulated valid business reasons for the merger, including simplifying the
corporate structure, eliminating inter-company obligations, and addressing
accumulated preferred stock dividends. The court distinguished Gregory v.
Helvering and Bazley v. Commissioner, noting that those cases involved
reorganizations primarily motivated by tax avoidance. The court stated that absent
evidence to support a tax avoidance motive, it would not infer one. The court
concluded that the exchange of preferred stock for common stock and debentures
qualified for non-recognition treatment under Section 112(b)(3).

Practical Implications

Manning Trust reinforces the importance of establishing a legitimate business
purpose when undertaking a corporate reorganization. It provides an example of
what constitutes a valid business purpose, such as simplifying corporate structure or
eliminating intercompany obligations. The case clarifies that a literal compliance
with the reorganization provisions of the statute is not enough; the entire
transaction must be motivated by a genuine business objective. This ruling impacts
how tax attorneys advise clients on structuring corporate reorganizations,
emphasizing the need to document and articulate the non-tax reasons behind the
transaction. Subsequent cases have cited Manning Trust to support the proposition
that valid business reasons can justify a reorganization even if there are incidental
tax benefits. The case underscores that courts will not infer a tax avoidance motive
without supporting evidence.
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