Capri, Inc. v. Commissioner, 65 T. C. 162 (1975)

A corporation’s acquisition of control of another corporation is not disallowed for tax
avoidance under Section 269(a) if the principal purpose was not tax evasion, and net
operating loss carryovers are not disallowed under Section 382(a) if the business
continues substantially the same after the acquisition.

Summary

Capri, Inc. , purchased a controlling interest in Hotel Florence Co. , which owned a
loss-making hotel. Hotel Florence sold its hotel to Capri’s subsidiary at a loss and
leased it back. Capri later acquired 80% of Hotel Florence’s stock and claimed its
net operating losses on a consolidated return. The court held that Capri’s primary
purpose in acquiring control was not tax avoidance under Section 269(a), as
business motives were evident. Additionally, the court found that Hotel Florence’s
business did not substantially change post-acquisition, so the net operating loss
carryovers were not disallowed under Section 382(a). The sale and leaseback
transaction was upheld as having substance, and the resulting loss was deductible.

Facts

Capri, Inc. , a diversified holding company, owned 56% of Hotel Florence Co. ‘s
stock in 1967. Hotel Florence operated a hotel in Montana that was incurring losses.
Immediately after Capri’s acquisition, Hotel Florence sold the hotel to Glacier
General Assurance Co. , a Capri subsidiary, at a loss of $330,526 and leased it back.
Capri later attempted to acquire the remaining Hotel Florence shares, reaching 80%
ownership by January 1969. Hotel Florence was liquidated in July 1969, and Capri
claimed Hotel Florence’s net operating loss carryovers on its consolidated tax return
for the year ending June 30, 1970.

Procedural History

The Commissioner of Internal Revenue disallowed Capri’s deduction of Hotel
Florence’s net operating losses, citing Sections 269(a), 382(a), and 482. Capri
challenged the disallowance in the U. S. Tax Court, which held in favor of Capri,
allowing the deductions under Sections 269(a) and 382(a) and recognizing the
substance of the sale and leaseback transaction.

Issue(s)

1. Whether Capri’s acquisition of control of Hotel Florence was for the principal
purpose of tax avoidance under Section 269(a)?

2. Whether Hotel Florence’s net operating loss carryovers are disallowed under
Section 382(a) due to a substantial change in business after Capri’s acquisition?

3. Whether the loss from Hotel Florence’s sale of the hotel to Glacier was
deductible, or whether the transaction lacked substance or was a like-kind
exchange?
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Holding

1. No, because the principal purpose of Capri’s acquisition was not tax avoidance.
Capri demonstrated valid business motives for the acquisition.

2. No, because Hotel Florence continued to operate substantially the same business
after Capri’s acquisition.

3. Yes, because the sale and leaseback transaction had substance, and it was not a
like-kind exchange under Section 1031.

Court’s Reasoning

The court analyzed the intent at the time of Capri’s acquisition of 56% of Hotel
Florence’s stock, focusing on business motives rather than tax evasion. John
Hayden, who recommended the acquisition to Capri’s president, outlined business
benefits such as using the hotel’s real estate taxes to offset Glacier’s premium taxes.
The court found no evidence that tax considerations were the primary purpose of the
acquisition. Regarding Section 382(a), the court noted that Hotel Florence
continued to operate as a hotel post-acquisition, with no substantial change in
business. The sale and leaseback were seen as having business substance, with valid
reasons articulated by Hayden. The court rejected the Commissioner’s argument
that the transaction lacked substance or constituted a like-kind exchange due to the
absence of a renewal clause in the lease.

Practical Implications

This case underscores the importance of demonstrating a business purpose when
acquiring a corporation to avoid the disallowance of net operating loss deductions
under Section 269(a). It also clarifies that a change in ownership does not
automatically trigger Section 382(a) if the business remains substantially
unchanged. For tax practitioners, it highlights the need to carefully document
business motives in acquisitions and the validity of transactions like sale and
leasebacks. Subsequent cases may cite Capri when analyzing the principal purpose
of acquisitions and the continuity of a business’s operations post-acquisition.
Businesses should ensure that their transactions, particularly those involving related
parties, have clear economic substance to withstand IRS scrutiny.
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