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Fleetlines, Inc., 32 T.C. 893 (1959)

To disallow tax benefits, tax avoidance must be a major purpose of a transaction,
determined by its effect on the decision to create or activate a new corporation.

Summary

In  this  case,  the  Tax  Court  addressed  two  primary  issues  related  to  the  tax
treatment of Fleetlines, Inc. (the parent company) and its subsidiary. The court first
examined whether securing tax exemptions and credits was a major purpose in
activating the subsidiary and transferring assets. The court then considered whether
the  transfer  of  motor  vehicular  equipment  from  the  parent  to  the  subsidiary
constituted a sale or a contribution to capital, impacting the subsidiary’s cost basis
for depreciation and capital gains purposes. The court found that tax avoidance was
not a major purpose of the subsidiary’s formation, but that the equipment transfer
was  a  capital  contribution.  The  court’s  rulings  significantly  impacted  the  tax
liabilities of both corporations.

Facts

Fleetlines, Inc., transferred assets, including motor vehicular equipment, to a newly
activated subsidiary. The Internal Revenue Service (IRS) challenged the transaction,
arguing that it was primarily for tax avoidance. Fleetlines had an agreement with its
subsidiary for the purchase and sale of the motor vehicular equipment. Fleetlines
initially transferred equipment to the subsidiary, and the subsidiary made payments
over  time.  The  IRS  contended  that  the  sale  of  equipment  was,  in  reality,  a
contribution of capital from Fleetlines to its subsidiary. The IRS also argued that the
subsidiary’s cost basis for depreciation and capital gains should be determined by
the parent’s adjusted basis, not the purported sales price between the companies.

Procedural History

The case was initially  brought  before the U.S.  Tax Court.  The IRS determined
deficiencies in the taxes of both companies, primarily based on the nature of the
transfer  of  the  equipment  and  whether  the  subsidiary’s  formation  was  for  tax
avoidance. The Tax Court examined the facts, the intent of the parties, and the
applicable  tax  laws to  resolve  the issues.  The Tax Court  ruled in  favor  of  the
taxpayer on the issue of tax avoidance being a major purpose and sustained the
IRS’s determination regarding the equipment transfer.

Issue(s)

Whether securing tax exemptions and credits was a major purpose of1.
activating the subsidiary and transferring assets.
Whether the transfer of motor vehicular equipment constituted a sale or a2.
contribution of capital, affecting the subsidiary’s cost basis.
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Holding

No, because securing tax exemptions and credits was not a major purpose of1.
the activation of the subsidiary.
Yes, because the transfer of the motor vehicular equipment was a contribution2.
of capital, thus impacting the subsidiary’s cost basis.

Court’s Reasoning

The court  determined that  whether  tax  avoidance was a  major  purpose was a
question of fact. The court cited that “obtaining the surtax exemption and excess
profits tax credit need not be the sole or principal purpose of the activation; that it
was a major purpose will suffice to support the disallowance.” The court concluded,
based on the evidence, that tax avoidance was not a primary driver in activating the
subsidiary. The court emphasized the need to consider all relevant circumstances
and the effect of tax considerations on the decision to create or activate the new
corporation. The court noted that the subsidiary had numerous business reasons for
the equipment transfer.

Regarding the second issue, the court found that the transfer of the equipment did
not constitute a bona fide sale. The court considered the intent of the parties and the
substance of the transaction, not just the form. The court looked for “valid business
reasons independent of tax considerations” for choosing the sale as the method of
transfer.  The  court  noted  the  subsidiary’s  lack  of  independent  capital  and  the
parent’s  control  over  payments  and  finances.  The  court  reasoned  that  the
transaction was, in substance, a capital contribution. The court emphasized, “the
transfer, regardless of its form, was intended to be a capital contribution by which
the  assets  transferred  were  placed  at  the  risk  of  the  petitioner’s  business.”
Therefore, the court held that the subsidiary’s cost basis for depreciation and capital
gains was the same as it would have been for the parent company.

Practical Implications

This case provides guidance on analyzing corporate transactions, particularly those
between parent companies and subsidiaries.  It  highlights that tax avoidance, to
result  in  the  disallowance  of  tax  benefits,  must  be  a  major  purpose  of  the
transaction, and that the substance of a transaction prevails over its form. The court
emphasized  that  the  determination  of  whether  a  transaction  is  a  sale  or  a
contribution of capital depends on all relevant facts and circumstances. The case
underscores that taxpayers must demonstrate legitimate business purposes to avoid
the recharacterization of transactions for tax purposes. Attorneys should carefully
document the business motivations for transactions and structure them to reflect
economic reality and business needs.


