Gregory Hotel Florence Corp. v. Commissioner, 73 T. C. 193 (1979)

The principal purpose for acquiring control of a corporation must be assessed at the
time of acquisition to determine if it was for tax avoidance under Section 269(a).

Summary

In Gregory Hotel Florence Corp. v. Commissioner, the court addressed whether the
acquisition of Hotel Florence by Gregory Hotel was primarily for tax avoidance
under Section 269(a) and whether a subsequent sale and leaseback transaction was
a valid business move or a tax evasion scheme. The court found that Gregory Hotel’s
acquisition was driven by business motives, not tax avoidance, and the sale and
leaseback of Hotel Florence’s assets had valid business purposes, allowing the
deduction of net operating losses. The decision underscores the importance of
examining the intent at the time of acquisition and validates business restructuring
moves if supported by legitimate business motives.

Facts

Gregory Hotel Florence Corp. (petitioner) acquired 56% of Hotel Florence’s stock
from Mercantile in one transaction, which did not give it enough control to file a
consolidated return with Hotel Florence. Hotel Florence had sustained losses in
1965 and 1966, and continued to do so in 1967 after the acquisition, but losses
reduced in 1968. Petitioner later acquired 80% of the stock, liquidated Hotel
Florence, and sold the hotel property in 1972. A sale and leaseback transaction was
executed with Glacier, a related corporation, resulting in a claimed loss by Hotel
Florence.

Procedural History

The Commissioner disallowed petitioner’s deduction for net operating losses of
Hotel Florence, asserting the acquisition was for tax avoidance under Section
269(a). The Tax Court reviewed the case, focusing on the intent at the time of
acquisition and the validity of the sale and leaseback transaction, ultimately ruling
in favor of the petitioner.

Issue(s)

1. Whether the principal purpose for petitioner’s acquisition of 56% of Hotel
Florence’s stock was to evade or avoid federal income tax under Section 269(a)?

2. Whether Hotel Florence substantially changed its business after petitioner’s
acquisition, affecting the applicability of Section 382(a)?

3. Whether the sale and leaseback transaction between Hotel Florence and Glacier
was a valid business move or a tax evasion scheme?

Holding
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1. No, because the evidence showed that the principal purpose for the acquisition
was not tax avoidance but was driven by valid business motives.

2. No, because Hotel Florence did not substantially change its business after the
acquisition, so Section 382(a) did not apply to disallow the net operating loss
carryovers.

3. The sale and leaseback transaction was valid and not a tax evasion scheme,
allowing the deduction of the loss incurred by Hotel Florence.

Court’s Reasoning

The court’s analysis focused on the intent at the time of the acquisition of Hotel
Florence. It relied on the Hawaiian Trust Co. v. United States decision, emphasizing
that the intent at acquisition is crucial, not subsequent actions. The court found that
the testimony of John Hayden, who recommended the acquisition, was significant in
demonstrating business motives rather than tax motives. The court rejected the
Commissioner’s arguments, citing the lack of evidence that tax avoidance was the
principal purpose at the time of the 56% stock acquisition. For Section 382(a), the
court found no substantial change in Hotel Florence’s business, as it continued to
operate as a hotel. Regarding the sale and leaseback, the court recognized valid
business reasons presented by John Hayden and rejected the Commissioner’s
arguments that it lacked substance or was a like-kind exchange under Section 1031.

Practical Implications

This case provides guidance on how courts assess the principal purpose of corporate
acquisitions under Section 269(a), emphasizing the importance of examining the
intent at the time of acquisition. It reinforces that business restructuring, such as
sale and leaseback transactions, can be upheld if supported by valid business
motives, not merely as tax avoidance schemes. Legal practitioners should focus on
documenting and proving business motives at the time of acquisitions to support
their clients’ positions in similar tax cases. This decision also highlights the
relevance of jurisdiction-specific precedents, as the court adhered to Ninth Circuit
rulings. Subsequent cases may refer to this decision when analyzing corporate
acquisitions and related tax implications, particularly in distinguishing between
business and tax motives.
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