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16 T.C. 182 (1951)

A corporation’s formation will not be considered primarily for tax avoidance under
Section 129 of the Internal Revenue Code if the principal purpose is a legitimate
business reason, even if tax benefits are considered and realized.

Summary

Berland’s  Inc.,  a  retail  shoe  store  chain,  formed 22  subsidiary  corporations  to
operate individual stores, aiming to limit liability on new leases in a rising rental
market. The IRS disallowed the subsidiaries’ specific tax exemption, arguing tax
avoidance was the primary purpose. The Tax Court disagreed, finding the principal
purpose  was  to  realign  lease  liabilities  and  facilitate  business  expansion,  not
primarily to evade taxes. The court emphasized that considering tax consequences
doesn’t  automatically  equate  to  tax  avoidance  as  the  main  driver  behind  the
corporate structure.

Facts

Berland’s Inc. operated a chain of retail shoe stores. To expand without incurring
direct  liability  on  new  leases  amid  rising  rental  costs,  Berland’s  formed  22
subsidiary corporations, each operating a single store. Berland’s transferred the
assets of existing stores to these subsidiaries in exchange for stock. The subsidiaries
operated independently, maintaining their own bank accounts and paying operating
expenses, though Berland’s handled merchandise buying and accounting. Before
this, Berland’s had experienced financial difficulties due to long-term leases with
high rental rates.

Procedural History

The  Commissioner  of  Internal  Revenue  assessed  deficiencies  against  the  20
petitioning subsidiary corporations, disallowing the specific exemption of $10,000
under Section 710(b)(1) of the Internal Revenue Code, arguing that Section 129
applied. The cases were consolidated in Tax Court. The Tax Court ruled in favor of
the petitioners, finding the principal purpose of the corporate formation was not tax
avoidance.

Issue(s)

Whether  Section  129  of  the  Internal  Revenue  Code  denies  the  petitioners  the
specific exemption of $10,000 provided for in Section 710(b)(1) of the Code because
the subsidiaries were organized principally  for  the purpose of  avoiding Federal
income or excess profits tax.

Holding

No, because the principal purpose of forming the subsidiary corporations was to
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realign lease liabilities and facilitate business expansion, not primarily to evade or
avoid Federal income or excess profits tax.

Court’s Reasoning

The court focused on whether tax avoidance was the “principal purpose” behind the
formation of the subsidiaries. The court acknowledged that tax consequences were
considered but found that the primary motivation was a legitimate business purpose:
to  limit  Berland’s  liability  on leases.  Berland’s  had learned from past  financial
difficulties caused by burdensome leases and sought to avoid similar problems in the
future. The court noted that Berland’s initially planned to incorporate all stores but
modified  the  plan  based  on  counsel’s  advice,  indicating  a  balanced  approach
considering various business and tax factors. The court stated, “It does not follow
automatically  from  the  fact  that  tax  consequences  were  considered,  that  tax
avoidance was the principal purpose of Berlands’ organization of the petitioning
corporations. On the record, we have found to the contrary and that such was not
the principal purpose.” The court cited Alcorn Wholesale Co., 16 T.C. 75, in support
of its decision.

Practical Implications

This case clarifies that merely considering tax implications when making business
decisions does not automatically trigger Section 129. To invoke Section 129, the IRS
must  demonstrate  that  tax  avoidance was the “principal  purpose,”  outweighing
other  legitimate  business  reasons.  Businesses  can structure  their  operations  to
minimize tax liabilities, but a substantial non-tax business purpose is crucial to avoid
the application of Section 129. This case highlights the importance of documenting
the business rationale behind corporate formations and reorganizations. Subsequent
cases have relied on Berland’s  Inc.  to  evaluate the primary motivations behind
business  decisions  involving  potential  tax  benefits,  emphasizing  a  fact-specific
inquiry into the taxpayer’s intent.


