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Southern Dredging Corporation v. Commissioner of Internal Revenue, 54 T.
C. 705 (1970)

The principal purpose for forming a corporation must be a valid business purpose,
not tax evasion, to qualify for tax benefits like the surtax exemption.

Summary

Southern  Dredging  Corporation  and  its  related  entities  formed  separate
corporations to limit liability in their dredging business. The IRS challenged this
structure,  arguing  it  was  primarily  to  evade  taxes  by  securing  multiple  surtax
exemptions.  The Tax Court held that the corporations were not formed for the
principal  purpose  of  tax  evasion  but  for  valid  business  reasons,  specifically  to
insulate each dredge from the liabilities of the others. The court’s decision was
based on the  genuine  concern for  liability  limitation  and the  credibility  of  the
testimony provided by the corporate officers.

Facts

The Merritt Dredging Co. partnership, originally formed in 1934, evolved into a
business involving riskier open-water dredging. This change prompted the partners
to consider incorporation to limit liability. In 1959, Harry Merritt sold his interest to
his  son  Richard  and  nephew  Duane,  who  agreed  to  form  three  separate
corporations: Merritt Dredging Co. for operations, and Dredge Clinton, Inc. , and
Dredge Cherokee, Inc. to own the dredges. Later, Southern Dredging Corp. was
formed to operate a new portable dredge. The IRS challenged the tax benefits these
corporations  claimed,  asserting  they  were  formed  primarily  to  secure  multiple
surtax exemptions.

Procedural History

The IRS issued notices of deficiency to Southern Dredging Corporation, Dredge
Clinton, Inc. , and Dredge Cherokee, Inc. , disallowing their surtax exemptions for
1964. The taxpayers petitioned the Tax Court, which consolidated the cases. The
court  heard  testimony  and  reviewed  evidence  regarding  the  purpose  of  the
corporate formations.

Issue(s)

1.  Whether  Southern Dredging Corporation,  Dredge Clinton,  Inc.  ,  and Dredge
Cherokee, Inc. were incorporated for the principal purpose of evasion or avoidance
of Federal income tax, within the purview of section 269, by securing the benefit of
the surtax exemption.

Holding

1. No, because the court found that the principal purpose for the formation of these
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corporations was not tax evasion but a valid business purpose, namely the limitation
of liability.

Court’s Reasoning

The Tax Court applied section 269, which disallows tax benefits if  the principal
purpose of acquiring control over a corporation is tax evasion. The court scrutinized
the entire circumstances surrounding the formation of the corporations, focusing on
the testimony of Richard Merritt, who convincingly demonstrated that the primary
motive was to limit liability due to the increased risks associated with open-water
dredging.  The  court  found  that  the  concern  over  liability  was  genuine  and
reasonable, especially given the hazardous nature of the business and the precedent
set  by other  cases  where limitation of  liability  was upheld as  a  valid  business
purpose. The court also noted that while the taxpayers might have been aware of the
tax benefits, this knowledge alone did not establish tax evasion as the principal
purpose. The court emphasized that the formation of separate corporations was a
prudent business decision, not driven primarily by tax considerations.

Practical Implications

This decision clarifies that corporations formed for valid business purposes, such as
limiting  liability,  can  still  claim  tax  benefits  like  the  surtax  exemption.  Legal
practitioners should emphasize the business rationale behind corporate structuring
to  withstand  IRS  challenges  under  section  269.  The  case  underscores  the
importance of credible testimony and thorough documentation of business reasons
for corporate formation. Businesses operating in high-liability environments can use
this  precedent  to  justify  separate  corporate  entities  for  different  assets  or
operations.  Subsequent  cases  have  cited  Southern  Dredging  to  uphold  the
legitimacy  of  liability  limitation  as  a  business  purpose  for  incorporation.


