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American Pipe & Steel Corp. v. Commissioner, 24 T.C. 372 (1955)

Under  Section  129  of  the  Internal  Revenue  Code,  if  the  principal  purpose  of
acquiring a corporation is to evade or avoid federal income or excess profits tax by
securing tax benefits, those benefits will not be allowed.

Summary

The Commissioner of  Internal  Revenue determined that  American Pipe & Steel
Corp. acquired Palos Verdes Corporation primarily to avoid taxes. American Pipe
sought to file consolidated tax returns, a benefit it could obtain if Palos Verdes was
considered  part  of  its  affiliated  group.  The  Commissioner  disallowed  these
consolidated  returns,  arguing  that  the  acquisition’s  principal  purpose  was  tax
avoidance. The Tax Court sided with the Commissioner, concluding that American
Pipe had not demonstrated that its primary motivation for acquiring Palos Verdes
was a legitimate business purpose rather than tax avoidance. This case clarifies the
application of  Section 129 of  the Internal  Revenue Code,  which is  designed to
prevent corporations from using acquisitions to secure tax benefits they would not
otherwise  be  entitled  to,  emphasizing  the  importance  of  proving  the  acquiring
corporation’s primary intent.

Facts

American  Pipe  & Steel  Corp.  acquired  complete  ownership  of  Palos  Verdes  in
December 1943. The acquisition was made after American Pipe’s war contract was
canceled. American Pipe argued it acquired Palos Verdes to use as an outlet to sell
surplus gas tanks from its canceled war contract, and also to obtain an outlet for
pipes and other products. Management believed Palos Verdes would provide an
avenue for engaging in auxiliary activities. The Commissioner determined that the
principal purpose of the acquisition was to evade or avoid federal income taxes,
disallowing the corporation’s  ability  to  file  consolidated returns.  American Pipe
argued  that  its  principal  purpose  was  legitimate  business  activities,  not  tax
avoidance.

Procedural History

The Commissioner of Internal Revenue disallowed American Pipe’s consolidated tax
returns,  concluding  that  the  acquisition  of  Palos  Verdes  was  primarily  for  tax
avoidance purposes, pursuant to Section 129 of the Internal Revenue Code of 1939.
American  Pipe  petitioned  the  Tax  Court  to  challenge  the  Commissioner’s
determination.

Issue(s)

Whether the principal purpose behind American Pipe’s acquisition of Palos Verdes
was the evasion or avoidance of income or excess profits taxes under Section 129 of
the Internal Revenue Code of 1939.
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Holding

Yes, because American Pipe did not successfully prove that the principal purpose of
the acquisition was a legitimate business reason, and not tax avoidance.

Court’s Reasoning

The court cited the legislative history of Section 129, indicating that the law was
created to stop the practice of tax avoidance through corporate acquisitions. The
court stated that Section 129 requires that the acquisition have occurred after a
certain date, that the principal purpose be to evade taxes, and that the acquisition
be for the purpose of securing a tax benefit not otherwise available. The court noted
that, although intent is a state of mind, it must be determined from the facts and
inferences.  The  court  placed  the  burden  on  the  taxpayer  to  prove  that  the
Commissioner’s determination of tax avoidance was incorrect. The court found that
American Pipe did not meet its burden of proof. The court emphasized that the
taxpayer must demonstrate that the tax benefits were not the primary motivation.

Practical Implications

This case reinforces that under Section 129, the primary intent behind a corporate
acquisition is key. The IRS will scrutinize transactions to determine whether tax
avoidance  was  the  principal  purpose.  Taxpayers  must  carefully  document  and
present  evidence  of  legitimate  business  motivations  behind  an  acquisition  to
overcome a challenge from the IRS. This can involve presenting evidence of the
business  reasons  for  the  acquisition,  such  as  synergy,  market  expansion,  or
operational efficiencies.  If  the taxpayer can show the acquisition was driven by
sound business purposes, the tax benefits may be allowed. Later cases have cited
this case to illustrate the importance of demonstrating a legitimate business purpose
when dealing with corporate acquisitions for tax benefits. The court’s reasoning
supports the principle that courts will look beyond the form of the transaction to its
substance, especially when tax benefits are involved.


