Lewisville Investment Company, et al. , Petitioners v. Commissioner of
Internal Revenue, Respondent, 56 T. C. 770 (1971)

The formation of multiple corporations primarily for the purpose of tax avoidance,
such as securing multiple surtax exemptions, may lead to the disallowance of such
tax benefits under Section 269 of the Internal Revenue Code.

Summary

The case involved three corporations set up to operate a potato-processing business,
with one corporation (Lewisville) owning the land and managing the business,
another (Processors) handling the manufacturing, and the third (Sales) intended for
sales but never fully operational. The IRS disallowed surtax exemptions for
Lewisville and Sales, arguing they were formed mainly to avoid taxes. The Tax Court
upheld the disallowance for Sales, finding it was established primarily to secure tax
benefits, but allowed Lewisville’s exemption, noting it served other valid business
purposes. Additionally, the court found the compensation paid to the managing
families reasonable under Section 162(a)(1).

Facts

In 1960, investors formed a joint venture to establish a potato-processing operation
in Lewisville, Idaho. They organized three corporations: Lewisville Investment Co.
(Lewisville) to own the land and buildings and provide management services, Fresh-
Pak Processors, Inc. (Processors) to own the equipment and handle manufacturing,
and Idaho Fresh-Pak Potatoes, Inc. (Sales) to handle sales. However, Sales never
carried out any sales activities; instead, an external broker managed sales. The IRS
challenged the surtax exemptions claimed by Lewisville and Sales and the
reasonableness of compensation paid to the managing families (Clements and Balls).

Procedural History

The IRS issued notices of deficiency disallowing the surtax exemptions for Lewisville
and Sales and challenging the compensation paid to the Clements and Balls. The
case was heard by the United States Tax Court, where the IRS conceded some
issues but maintained its position on the surtax exemptions and compensation.

Issue(s)

1. Whether Lewisville Investment Co. and Idaho Fresh-Pak Potatoes, Inc. were
organized for the principal purpose of evasion or avoidance of Federal income tax by
securing multiple surtax exemptions under Section 269(a)?

2. Whether the compensation paid to the Clements and Balls was reasonable under
Section 162(a)(1)?

Holding
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1. No, because Lewisville was organized for valid business purposes other than tax
avoidance, but Yes, because Sales was organized primarily to secure an additional
surtax exemption.

2. Yes, because the compensation paid to the Clements and Balls was reasonable
under all the circumstances.

Court’s Reasoning

The Tax Court determined that Sales was created primarily to secure an additional
surtax exemption, as evidenced by its lack of operational activities and eventual
merger into Processors due to administrative burdens outweighing tax benefits. In
contrast, Lewisville served valid business purposes by owning the land and
managing the operation, thus justifying its surtax exemption. For the compensation
issue, the court found the payments to the Clements and Balls reasonable,
considering the contingent nature of the compensation agreed upon in the joint
venture agreement and the success of the business under their management. The
court emphasized that the reasonableness of compensation should be assessed in
light of the services rendered by the units rather than by individual members.

Practical Implications

This case underscores the importance of demonstrating valid business purposes for
forming multiple corporations, especially when tax benefits are at stake. Legal
practitioners must carefully structure corporate formations to avoid the application
of Section 269, which disallows tax benefits if the principal purpose of the corporate
structure is tax avoidance. Additionally, the case reaffirms the validity of contingent
compensation agreements, provided they are negotiated at arm’s length and are
reasonable in light of the services rendered. For similar cases, attorneys should
focus on documenting the business rationale for corporate structures and the
fairness of compensation agreements to withstand IRS scrutiny.
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