Coastal Oil Storage Company v. Commissioner, 25 T.C. 1304 (1956)

Under I.R.C. § 15(c), a corporation that acquires property from another corporation,
where the transferor controls the transferee, is denied surtax exemptions and excess
profits credits unless it can prove that securing those benefits was not a major
purpose of the transfer.

Summary

Coastal Oil Storage Company (Coastal) was formed by Coastal Terminals, Inc.
(Terminals) to hold oil storage tanks. Terminals transferred the tanks to Coastal in
exchange for stock, after which Terminals controlled Coastal. The IRS disallowed
Coastal’s claimed surtax exemption and excess profits credit under I.R.C. § 15(c),
arguing that the transfer’s major purpose was tax avoidance. The Tax Court agreed
that the benefits should be disallowed because Coastal failed to establish by a clear
preponderance of evidence that obtaining the tax benefits was not a major purpose
of the transfer. The court distinguished between the periods before and after the
enactment of I.R.C. § 15(c) and considered the impact of I.R.C. § 129, which
addresses acquisitions made to evade or avoid tax.

Facts

Coastal was incorporated on February 1, 1951, to engage in petroleum product
storage. Terminals, the parent company, sold seven oil storage tanks to Coastal for
stock and a note. Terminals controlled Coastal after the sale. Coastal utilized the
tanks for commercial storage under contract with Republic Oil Refining Company.
Terminals had been operating storage facilities, including some government
contracts, and aimed to separate the commercial business from the renegotiable
government business. The government was threatening a claim of excessive profits
under renegotiation acts. Coastal claimed a $25,000 surtax exemption and a $25,000
minimum excess profits credit on its income tax return. The Commissioner of
Internal Revenue disallowed these claims.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Coastal’s income
tax and excess profits tax. Coastal petitioned the United States Tax Court to
challenge the disallowance of the surtax exemption and excess profits credit. The
Tax Court reviewed the case, considering the applicability of I.R.C. §§ 15(c) and 129,
and determined that the Commissioner’s actions were correct for the portion of the
year after the statute’s enactment.

Issue(s)

1. Whether, under I.R.C. § 15(c), the Commissioner properly denied Coastal the
surtax exemption and excess profits credit for the portion of its taxable year
after March 31, 1951.
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2. Whether, under I.LR.C. § 129, the Commissioner properly denied Coastal the
surtax exemption and excess profits credit for the portion of its taxable year
before April 1, 1951.

Holding

1. Yes, because Coastal failed to prove that securing the exemption and credit
was not a major purpose of the transfer of assets from Terminals.

2. No, because I.R.C. § 129 only applies if the benefit of the exemption or credit
stems from the acquisition itself; the exemption and credit are not directly
linked to the acquisition of tanks.

Court’s Reasoning

The court first addressed the application of I.R.C. § 15(c). The court noted that the
statute was enacted in the middle of Coastal’s tax year, and the relevant regulations
stated that the statute applied only to the portion of the tax year after March 31,
1951. The court found that the disallowance of the exemption and credit was
automatic unless Coastal could prove the tax benefits weren’t a major purpose for
the transfer. The court found that the evidence showed that the segregation of the
commercial operations was a purpose in forming Coastal, however, this purpose did
not demonstrate that the securing of the exemption and credit was not a major
purpose of the transfer. The court noted: “unless such transferee corporation [the
petitioner] shall establish by the clear preponderance of the evidence that the
securing of such exemption or credit was not a major purpose of such transfer.”

The court then addressed I.R.C. § 129, which deals with acquisitions made to evade
or avoid tax. The court held that under I.R.C. § 129, a disallowance is proper where
the principal purpose of the acquisition is tax evasion by securing a benefit “which
such [acquiring] person or corporation would not otherwise enjoy.” The court
reasoned that the right to the exemption and credit was not dependent upon the
acquisition of the tanks because the tanks did not carry with them a right to an
exemption or a credit. Thus, I.R.C. § 129 did not apply to disallow the tax benefits
for the period before April 1, 1951.

Practical Implications

This case underscores the importance of documenting and demonstrating the
business purposes behind corporate acquisitions. When a parent company transfers
assets to a newly formed subsidiary and controls that subsidiary, the subsidiary has
the burden to prove that tax benefits weren’t a major reason for the transfer to
secure tax advantages such as surtax exemptions or credits. Furthermore, the case
highlights that the acquisition must directly lead to the tax benefit; otherwise, I.R.C.
§ 129 will not be applicable. The case serves as a reminder that taxpayers must
provide clear, convincing evidence to overcome the presumption that tax benefits
were a major factor in the acquisition. Failure to do so will result in the disallowance
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of such benefits. Future cases involving similar fact patterns would need to
demonstrate that the taxpayer had other reasons for the corporate reorganization
beyond tax benefits.
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