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29 T.C. 1012 (1958)

Under Internal  Revenue Code of  1939 § 129, a tax deduction or credit  will  be
disallowed if a corporation acquires another corporation and the principal purpose
of the acquisition is tax avoidance.

Summary

Elko Realty Company, a real estate and insurance brokerage, acquired all the stock
of  two  apartment-owning  corporations  operating  at  a  loss.  Elko  then  filed
consolidated tax returns with the two subsidiaries, offsetting their losses against its
income. The IRS disallowed the deductions under Section 129 of the 1939 Internal
Revenue Code, finding the principal purpose of the acquisition was tax avoidance.
The Tax Court upheld the IRS, determining that Elko failed to demonstrate the
acquisitions had a bona fide business purpose other than tax avoidance.

Facts

Elko Realty Company, a New Jersey corporation, was primarily engaged in real
estate and insurance brokerage. In 1950, the company’s vice president, Harold J.
Fox, learned that Spiegel Apartments, Inc. and Earl Apartments, Inc. (both operating
at a loss) were for sale. He acquired all the stock of both corporations in January
1951. Elko then filed consolidated tax returns for 1951, 1952, and 1953, offsetting
the losses of the apartment corporations against its income. The Commissioner of
Internal Revenue disallowed the deductions, and the Tax Court examined whether
Elko acquired the corporations primarily to evade or avoid federal income tax.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Elko’s income
taxes for 1951, 1952, and 1953, disallowing deductions related to the losses of the
acquired corporations. Elko Realty Company petitioned the United States Tax Court
to contest the deficiencies. The Tax Court heard the case and ultimately ruled in
favor of the Commissioner, upholding the disallowance of the deductions.

Issue(s)

1. Whether the principal purpose of Elko Realty Company’s acquisition of Spiegel
Apartments, Inc. and Earl Apartments, Inc. was the evasion or avoidance of federal
income tax, thereby triggering the application of Internal Revenue Code § 129?

2. Whether Spiegel Apartments, Inc. and Earl Apartments, Inc. were affiliates of
Elko Realty Company within the meaning of Internal Revenue Code § 141, allowing
for the filing of consolidated returns?

Holding
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1. Yes, because Elko failed to prove by a preponderance of the evidence that the
principal purpose of the acquisitions was not tax avoidance.

2. No, because the court found the acquisitions were made solely for tax-reducing
purposes, thus the corporations were not affiliates.

Court’s Reasoning

The court applied Section 129 of the 1939 Code, which disallows tax benefits where
the principal purpose of an acquisition is tax avoidance. The burden of proof was on
Elko to demonstrate that tax avoidance was not the principal purpose. The court
noted Elko’s  limited income before  the  acquisitions  and subsequent  substantial
losses from the apartment projects. The court found that Elko, through Fox, failed to
conduct thorough due diligence before the acquisitions and could not reasonably
have believed the apartment projects were financially sound. The court concluded
that Elko’s asserted business purposes were not credible.  The court specifically
found that Elko did not demonstrate a bona fide business purpose, other than tax
avoidance, for acquiring the apartment corporations.

Practical Implications

This case underscores the importance of establishing a legitimate business purpose
for corporate acquisitions, especially when losses are involved. Attorneys should
advise clients to conduct thorough due diligence to document a business rationale
that goes beyond tax savings. Corporate acquisitions motivated primarily by the
desire to use a target’s tax attributes to offset the acquirer’s income are likely to be
scrutinized by the IRS. The decision emphasizes that even if the taxpayer had a
smaller tax liability at the time of acquisition, a tax-avoidance motive could still
exist.  Additionally,  the  court’s  emphasis  on  the  lack  of  due  diligence  by  the
purchaser highlights the need to have evidence demonstrating a genuine business
purpose beyond simply acquiring losses. This case is a warning to taxpayers that the
substance of a transaction will be examined and that the court will look past the
form if it determines that the principal purpose of the acquisition was tax avoidance.
This case also shows that the IRS can, in fact, challenge the formation of affiliated
groups when tax avoidance is the primary motivation. It is important to note that
Elko Realty Company’s financial and tax situation, including the fact that the entity
was newly reactivated, was taken into account by the court.


