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South Tulsa Pathology Laboratory, Inc. v. Commissioner, 118 T. C. 84 (U. S.
Tax Ct. 2002)

In  a  pivotal  tax  case,  the  U.  S.  Tax  Court  ruled  that  South  Tulsa  Pathology
Laboratory’s spinoff of its clinical business to shareholders and immediate sale to
NHL was a device to distribute earnings and profits, thus not qualifying for tax
deferral under IRC sections 368 and 355. This decision underscores the scrutiny
applied  to  prearranged  sales  in  corporate  restructurings  and  impacts  how
companies structure such transactions to avoid being classified as a device for tax
evasion.

Parties

South Tulsa Pathology Laboratory,  Inc.  (Petitioner) was the plaintiff,  seeking to
challenge the determination of the Commissioner of Internal Revenue (Respondent)
that the spinoff and subsequent sale of its clinical business did not qualify for tax
deferral.

Facts

South  Tulsa  Pathology  Laboratory,  Inc.  (STPL),  an  Oklahoma  professional
corporation, provided pathology services, including anatomic and clinical pathology,
in northeastern Oklahoma. In 1993, STPL decided to sell its clinical business due to
increasing competition from national laboratories. STPL formed Clinpath, Inc. on
October 5, 1993, to which it transferred its clinical business assets on October 29,
1993, in exchange for all of Clinpath’s stock. On October 30, 1993, STPL distributed
the Clinpath stock to its shareholders, who immediately sold the stock to National
Health Laboratories, Inc. (NHL) for $5,530,000. STPL had accumulated earnings
and profits as of July 1, 1993, and did not prove the absence of current earnings and
profits on October 30, 1993.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in STPL’s federal
income tax for the fiscal year ended June 30, 1994, asserting that the distribution of
Clinpath stock did not qualify for tax deferral under IRC sections 368 and 355
because it was a device to distribute earnings and profits. STPL petitioned the U. S.
Tax Court, arguing that the transaction had a valid corporate business purpose and
that the fair market value of the Clinpath stock should be based on the underlying
asset  value  rather  than  the  sale  price  to  NHL.  The  Tax  Court  sustained  the
Commissioner’s determination.

Issue(s)

Whether the distribution of Clinpath stock to STPL’s shareholders qualified as a
nontaxable distribution under IRC section 355?
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Whether the fair market value of the Clinpath stock for calculating STPL’s gain
under IRC section 311(b)(1) should be based on the price paid by NHL or the value
of the clinical business’s assets contributed to Clinpath?

Rule(s) of Law

IRC section 355(a)(1) allows a nontaxable distribution of a controlled corporation’s
stock if the distribution meets four requirements: (1) solely stock distributed; (2) not
principally  a  device  for  distributing  earnings  and  profits;  (3)  active  business
requirement met; and (4) control distributed. IRC section 368(a)(1)(D) defines a
reorganization including a divisive D reorganization, which requires a qualifying
distribution under section 355. IRC section 311(b)(1) mandates gain recognition on
the distribution of appreciated property as though sold to the distributee at fair
market value.

Holding

The Tax Court held that the distribution of  Clinpath stock did not qualify as a
nontaxable distribution under IRC section 355 because it was a device to distribute
earnings  and profits.  The  court  further  held  that  the  fair  market  value  of  the
Clinpath stock for calculating STPL’s gain under IRC section 311(b)(1) was the price
paid by NHL, $5,530,000, rather than the value of the clinical business’s assets.

Reasoning

The court found substantial evidence that the spinoff and subsequent sale were a
device for distributing earnings and profits. This evidence included the pro rata
distribution of Clinpath stock and the prearranged sale to NHL. STPL’s arguments of
a valid corporate business purpose, including economic environment changes, state
law  restrictions,  and  covenants  not  to  compete,  were  deemed  insufficient  to
overcome the device evidence. The court rejected STPL’s contention that the fair
market value of the Clinpath stock should be based on the underlying asset value,
finding the actual sale price to NHL as the best evidence of fair market value. The
court noted that the transaction’s structure was not compelled by state law or other
factors and that the sale price reflected the stock’s value on the distribution date.

Disposition

The Tax Court sustained the Commissioner’s determination, and STPL was required
to recognize a gain of $5,424,985 on the distribution of Clinpath stock.

Significance/Impact

This case underscores the rigorous scrutiny applied to corporate restructurings that
include prearranged sales, emphasizing that such transactions must have a strong
non-tax business purpose to qualify for tax deferral under IRC sections 368 and 355.
It also clarifies that the fair market value for gain recognition under IRC section



© 2025 SCOTUSreports.com. All rights reserved. | 3

311(b)(1) should be based on actual sales between unrelated parties, even if the sale
price exceeds the underlying asset value. The decision has implications for how
companies structure spinoffs and sales to avoid being classified as a device for tax
evasion,  and it  may influence future interpretations of  what constitutes a valid
corporate business purpose.


