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Internal Revenue Code Section 269 is one provision of 

the tax law which can be used to disallow deductions, credits, 

or other allowances resulting from the acquisition of another 

corporation. This provision of the law was enacted to prevent 

so-called "trafficking" in tax benefits (i.e., the acquisition 

of a corporation with the principal purpose of tax avoidance 

or evasion, rather than for a valid business purpose). 

A requirement for the application of Section 269 is a 

determination, based on the relevant facts and circumstances, 

of whether the "principal purpose" of the acquisition was tax 

avoidance or evasion. If a court determines it is not, 

Section 269 cannot be applied to disallow the tax benefits to 

which an acquirer would otherwise be entitled. 

The purpose of this study was an empirical investigation 

of the factors considered by the United States Tax Court in 

determining whether the principal purpose for an acquisition 

was tax avoidance (or alternatively, given the totality of 

the surrounding circumstances, whether there was an overriding 

business purpose for the acquisition). 



A review was conducted of the tax literature and of 

leading cases involving the determination of principal purpose 

under Section 269. This review identified six variables 

considered by the courts in determining whether the principal 

purpose of an acquisition was tax avoidance. Ordinary least 

squares multiple regression analysis was used to construct a 

model incorporating these variables. The model was used to 

determine the predictive power of the variables identified and 

their relative importance in influencing judicial decisions. 

Since a dichotomous dependent variable was involved, a logit 

transformation was also employed to confirm the results 

indicated by the ordinary least squares analysis. The source 

for the data analyzed was United States Tax Court cases 

involving acquisitions in which the determination of principal 

purpose under Section 269 was at issue. 

The results confirmed that three of the variables 

mentioned in the literature as being important in predicting 

the outcome of such cases did explain a large percentage of 

the variance. The study should lessen the complexity of the 

tax law by providing a better understanding of the factors 

considered by a court in a Section 269 "principal purpose" 

determination. 
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CHAPTER I 

INTRODUCTION 

Section 269 was first enacted in 1943 as Section 129 of 

the Internal Revenue Code of 1939. Its primary purpose was to 

prevent so called "trafficking" in net operating losses and 

other tax benefits (3). This practice involved the 

acquisition of a target corporation (the "target") primarily 

to acquire its beneficial tax attributes, rather than for a 

valid business reason. 

The provisions of Section 129 were codified as Section 

269 in the Internal Revenue Code of 1954. Section 269 is 

today one of several weapons available to the Internal Revenue 

Service (IRS) to limit such trafficking in tax benefits. 

Other such provisions of the law include Internal Revenue Code 

Section 382 and the provisions of the federal income tax 

regulations for corporations filing consolidated tax returns 

(2). Section 382 and the consolidated tax return regulations 

are mechanical in nature and therefore can be applied 

objectively. To the contrary, Section 269 is more subjective 

in nature and requires a facts and circumstances determination 

of whether it is applicable in a specific situation (1). 

Nature of Internal Revenue Code Section 269 

Specifically, Section 269 allows the Secretary of the 



Treasury (through the IRS) to disallow deductions, credits, or 

other allowances resulting from the acquisition of control of 

a corporation or a tax free acquisition of a corporation's 

assets if it is determined that the "principal purpose" of the 

acquisition was tax evasion or avoidance. Thus, there are two 

criteria for the application of Section 269: the control 

requirement and the principal purpose requirement (1). 

With respect to the control requirement, Section 269 can 

apply in the following instances: 

a. any person or persons acquire (directly or indirectly) 

control of a corporation; or 

b. any corporation acquires (directly or indirectly) property 

of anther corporation (not controlled by the acquiring 

corporation or its stockholders immediately before the 

acquisition) and the basis of the property in the hands of 

the acquirer is determined by reference to its basis in 

the hands of the target corporation (i.e., a carryover 

basis) (2). 

The control requirement for application of Section 269 

is, like the provisions of Section 382, rather mechanical in 

nature. Consequently, the satisfaction of this criterion has 

rarely been the subject of litigation. As explained below, it 

is the application of the "principal purpose" criterion, and 

not the control criterion, that will be the subject of this 

study. 



Statement of the Problem 

The second requirement for the application of Section 269 

is that the "principal purpose" of the acquisition must have 

been the evasion or avoidance of federal income tax. It is 

this second and more subjective "principal purpose" 

requirement for the application of Section 269 that has been 

the subject of much litigation (1). 

A review of the tax literature was conducted to gain 

insight into the operation of Section 269 and how principal 

purpose has been interpreted. Major court cases in the area 

were also reviewed. 

Regulations promulgated by the IRS indicate that for 

purposes of Section 269, the term tax avoidance or evasion 

means the securing of the benefit of a deduction, credit or 

other allowance which the taxpayer would not otherwise 

enjoy. The regulations further indicate that if the purpose 

to evade or avoid federal income tax exceeds in importance any 

other purpose, it is the principal purpose (Treasury 

Regulation 1.269-3(a)). 

The review of the literature and court cases indicated 

that instead of attempting to determine the existence of 

multiple "other" purposes for the acquisition (and contrasting 

each with the alleged tax avoidance purpose), the courts have 

tended to combine all factors indicative of a non-tax 

avoidance motive under the umbrella description of "business 

purpose." Thus, instead of specifying individual non-tax 



reasons for the acquisition, the courts have typically treated 

all non-tax avoidance considerations as a single business 

motive for the acquisition. The importance of this business 

purpose is then compared by the court to the perceived 

importance of tax avoidance in the transaction. If business 

purpose dominates, Section 269 is not applicable. However, if 

the court determines that tax avoidance dominates, then 

Section 269 is applied to limit the utilization of tax 

benefits by the acquirer (1). 

A review of the literature supports this conclusion and 

suggests possible reasons for the approach taken by the 

courts. For example, Barr (1) notes that, 

Although the concept of "principal purpose" is stated in 
the singular, it is probable the "principal purpose" can 
refer to the totality of related business purposes. It 
is frequently impossible to isolate a single business 
purpose for an acquisition. Moreover, it would be very 
difficult to quantify each of the purposes for an 
acquisition. 

Similarly, Solinga (8) comments that "a sensible 

construction of the statute would suggest treating the tax 

avoidance purposes together and similarly combining multiple 

business motives." 

In Bobsee Corporation vs. United States (69-1 USTC, 

3F9375), the Fifth Circuit Court of Appeals stated with respect 

to Section 269, "as we view the operation of the statute there 

are only two relevant classes of purpose: tax avoidance and 

non-tax avoidance; the statute applies only if the former 

class exceeds the latter." 



Therefore, a taxpayer's substantiation of an overriding 

business purpose for an acquisition is a vital consideration 

in determining whether Section 269 will be applicable. 

Significance of the Study 

The purpose of this study will be an empirical 

investigation of the factors considered by a court in 

determining whether the principal purpose for an acquisition 

was tax evasion or avoidance. Specifically, the study will 

seek to determine those factors considered most important by a 

court in establishing that a business purpose was more 

important than the tax avoidance purpose alleged by the IRS, 

and that therefore, Section 269 should not be applied to limit 

tax benefits from the acquisition. 

A review of the literature concerning Section 269 

indicates that prior studies have been informal in nature, 

consisting of analyses of selected judicial decisions to 

identify factors relevant to the determination of the 

principal purpose for an acquisition (e.g., (1), (4) and (8)). 

The results of this prior research were utilized in 

identifying the independent variables included in this 

study. However, unlike the prior research, this study (as 

explained more fully in Chapter III) will exhaustively analyze 

all relevant judicial decisions. It will also seek (through 

appropriate statistical techniques) to formally identify the 

relative importance of various factors in substantiating that 

business purpose outweighed tax avoidance. Thus, the study 



will represent a more thorough and mathematically rigorous 

approach. 

Such research can be useful to lawmakers in producing a 

better understanding of how the courts are interpreting and 

applying Section 269. The results of the study could also 

serve to reduce uncertainty in the tax law. The prior 

research has produced few clear guidelines which taxpayers can 

utilize in understanding and complying with the law. Several 

analyses of the current system of taxation have suggested that 

the complexity of our current system of corporate taxation has 

resulted in hardships being imposed on taxpayers, and also 

resulted in manipulation and abuse of the tax law (7). 

Specifically with respect to the uncertainty present 

under Section 269, one commentator (5) observed that, 

In spite of all that has been written about the business 
purpose doctrine, no authoritative, explicit 
rationale for judicial intervention to frustrate plans 
for tax avoidance has been given. The unpleasant 
conclusion remains that predicting the outcome of a 
concrete case in ... (this) area, after a flood of 
decisions, remains often difficult and impossible. 

Limitations of the Study 

As discussed in Chapter II, cases involving a principal 

purpose determination under Section 269 can be tried in the 

United States Tax Court, a district court, or the Court of 

Claims (9). For the reasons discussed in that chapter, the 

decision was made to limit the cases analyzed to regular and 

memorandum decisions of the United States Tax Court. Although 



there were reasons for this decision, the conclusions reached 

in this study do not necessarily apply to the other courts. 

The temporal effects of the passage of time were also a 

limitation. Most of the cases analyzed were litigated later 

than 1960. However, because of the desire to perform a 

comprehensive study of the determination of principal purpose, 

cases litigated as early as 1948 were included in the study. 

As discussed in Chapter III, an additional independent 

variable (representing the decade in which each case was 

litigated) was included in the regression analysis to assess 

the impact of this temporal effect. 

It must also be noted that this study included only those 

cases which reached the point of litigation, since cases 

actually tried contain the only available published data. 

There are opportunities for the IRS and a taxpayer to reach a 

settlement prior to trial. Bias may be introduced by limiting 

the analysis to cases actually litigated. For example, it has 

been suggested that taxpayers with weaker cases may be more 

likely to compromise. Conversely, taxpayers may feel that they 

will have a more sympathetic hearing from a judge than from the 

IRS. It is not possible to quantify this potential bias (6). 

It is also possible that the court based decisions on 

factors not considered explicitly in this study. For example, 

the prejudices of a judge may influence the outcome of a case. 

Another factor which cannot adequately be measured is the 

relative expertise of the attorneys representing the taxpayer 
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and the IRS. It is conceivable that one attorney might 

influence a judge's decision more than another. The impact of 

the relative credibility of testimony could also not be 

quantified. 

Since these factors were not specifically addressed in the 

study, an effort was made to deal with the selective exclusion of 

data. In the coding of the cases, a variable was generally not 

assumed to be present or absent unless specifically noted in the 

case. A variable indicating the presence or absence of missing 

data for each case was included in the regression analysis to 

determine if omissions of data followed some nonrandom pattern. 

Preview of the Chapters 

Chapter II will discuss the history of Section 269 and 

the particular focus of this study. 

Chapter III will discuss the methodology utilized in this 

study. This will include a discussion of how the cases 

analyzed in the study were selected. It also includes an 

explanation of how the variables selected for analysis were 

operationally defined and measured, and how they were 

statistically analyzed. 

Chapter IV will present the results of the statistical 

analysis. The statistical results will be discussed and 

interpreted. 

Chapter V will summarize the conclusions of the previous 

chapters. It will also contain implications of the research 

findings and suggestions for future research. 
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CHAPTER II 

BACKGROUND FOR THE STUDY 

Section 269 originated as Section 129 of the Internal 

Revenue Code of 1939 (3). As discussed below, the provisions 

of Section 129 were renumbered (substantially unchanged) as 

Section 269 in connection with the enactment of the Internal 

Revenue Code of 1954. A summary of the history of Internal 

Revenue Code Sections 129 and 269 follows. 

History of Section 269 

Enactment of Section 129 in 1943 was prompted by a desire 

to curb a growing market for defunct corporate shells with a 

history of large amounts of invested capital coupled with 

significant net operating losses (2). Such "hollow" entities 

were in demand due to the World War II excess profits tax 

which excluded from taxation a corporation's normal profits. 

The owners of prospering war businesses hoped to avoid 

excess taxable profits by carrying on their activities within 

corporations that previously had substantial earnings and/or 

invested capital to minimize their tax exposure. Other tax 

benefits of interest included net operating loss carryovers 

( 2 ) . 

In discussing the provisions of Section 129, House Report 

871 (5) provided, in part, that, 

10 
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This section adds a new Section 129 to Chapter 1 of the 
Code providing that in the case of acquisitions on or 
after October 8, 1940, of an interest in or control of 
corporations or property which the Commissioner finds to 
be principally motivated by or availed of for the 
avoidance of income or excess profits tax by securing the 
benefit of a deduction credit or other allowance, then the 
tax benefits are to be disallowed or allowed only in part 
in a manner consistent with the prevention of tax 
avoidance. This section is designed to put an end 
promptly to any market for or dealings in, interests in 
corporations or property which have as their objective the 
reduction through artifice of the income or excess profits 
tax liability. 

Section 129 was enacted based on the recommendation of 

the United States Department of the Treasury (2). The review 

of cases discussed in Chapter III indicates that several cases 

were litigated under Section 129 that involved the 

determination of a taxpayer's principal purpose for an 

acquisition. 

The Internal Revenue Code of 1939 was replaced by the 

Internal Revenue Code of 1954 as a result of legislation 

passed by the 83rd Congress. House Report 1337 (6) indicated 

that subsections (a) and (b) of new Section 269 would 

"correspond to the provisions of Section 129 of the 1939 

code." A review of numerous decisions confirms that the 

courts viewed the sections as virtually identical with respect 

to the principal purpose requirement (e.g., Pauline Ach (42 TC 

114, 1964); Kershaw Manufacturing Co. Inc. (P-H TC Memo 

561,098, 1965; J.J. O'Donnell (P-H TC Memo 564,038, 1964; and 

J.T. Slocomb Co. (38 TC 752, 1962)). 

While the existing provisions of Section 129 were to be 

substantially unchanged, the Internal Revenue Code of 1954 
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included an additional provision. House Report 1337 (6) 

discussed the addition of the provisions of new Section 

269(c), commenting, 

A provision added by (the) Committee has the effect of 
throwing on the corporation the burden of proving that 
there was no purpose of evasion or avoidance in cases 
where the consideration paid in acquiring control of 
another corporation or corporation's property is 
substantially disproportionate to the sum of the adjusted 
basis of the property and the tax benefits not otherwise 
available. This provision will apply to cases where the 
tax basis of the property acquired for depreciation and 
other purposes together with the tax value of other tax 
benefits such as net operating loss carryovers is 
substantially greater than the amount paid for the 
property. 

Thus, the House version of new Section 269(c) indicated 

that if the amount paid to acquire control of another 

corporation was substantially disproportionate to the basis of 

the property and the tax benefits acquired, this would be 

determinative of the principal purpose of evasion or avoidance 

of federal income tax, unless the taxpayer showed to the 

contrary by a clear preponderance of evidence. 

The corresponding Senate Report 1622 (8) also indicated 

that Sections 269(a) and (b) correspond to the provisions of 

Section 129 of the 1939 code. However, while the Senate 

agreed with the objective of the House version of new Section 

269(c), it felt the language contained in the House version 

would almost automatically disallow the tax benefits otherwise 

available in acquisitions to which Section 269 would apply. 

The Senate version (which was ultimately enacted) indicated 

that when the purchase price was substantially dispro-
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portionate, this was only to be "prima facie" evidence of the 

principal purpose to avoid tax (8). As will be discussed in 

Chapter III, the provisions of Section 269(c) were repealed in 

1976, and were accorded little weight by the courts during the 

time they were in effect. 

Although originally enacted to curb a growing market for 

defunct corporate shells to avoid the excess profits tax, 

Section 269 continued to be applied after the excess profits 

tax was repealed. The provisions of Section 269 have been 

applied primarily to disallow the deduction of net operating 

loss carryovers. Such transactions typically involved the 

acquisition of a target corporation (the "target") with 

historical net operating losses that the acquirer sought to 

offset against the income generated by its own business 

activities (2). 

Initially, the United States Tax Court interpreted the 

provisions of Section 269 to be limited to the above type of 

situation in which the net operating loss carryovers were 

obtained by the acquiring corporation. Following a number of 

reversals of its decisions by appellate courts, however, the 

Tax Court agreed that the provisions of Section 269 could be 

applied as well to an acquiring corporation where the 

"benefit" of the net operating loss carryover was being 

acquired although the carryover itself was that of the 

acquiring corporation (1). An example of the latter type of 

transaction is one in which a target corporation with 



14 

carryover losses is sold and the buyer then uses the target 

corporation to acquire profitable businesses. The income 

generated from these businesses is then offset against the 

historic losses of the target (1). 

Focus of the Study 

For the reasons discussed below, the focus of this study 

will be cases that were litigated by the United States Tax 

Court involving application of Section 269 to acquisitions. 

Taxpayers have a choice of three different judicial 

forums if they wish to litigate an assessment by the IRS. 

These three are the Tax Court, the appropriate district court 

and the Claims Court. If a taxpayer does not pay the assessed 

amount before the trial commences, the case must be tried in 

the Tax Court. Alternatively, if the taxpayer pays the 

proposed deficiency, then a claim for refund may be filed with 

either the district court or the Claims Court (9). 

There are other procedural differences between the 

courts. For example, trial by jury is available in the 

district courts but not in the Tax Court or the Claims 

Court. The avenues for appeal also differ between the 

courts. Taxpayers appealing a decision of the Tax Court or a 

district court must file their appeal with the appropriate 

Circuit Court of Appeals. Appeal from a Claims Court decision is 

made to the Special Court of Appeals in Washington D.C. (10). 



15 

Nature of the Tax Court 

The Board of Tax Appeals was created in 1924. The name 

of this court was changed to the Tax Court of the United 

States in 1942. 

The court consists of nineteen judges, who are appointed 

by the President, with the consent of the Senate. Justices 

are appointed for a term of fifteen years. The court's 

principal officer is the Chief Judge, who is elected by the 

members of the court. 

The Chief Judge reviews all opinions of the Tax Court to 

provide greater consistency. He determines whether a 

particular decision will be reviewed by all Tax Court judges 

(an "en banc" review). 

The Chief Judge also decides whether an opinion of the 

court will be in "regular" or "memorandum" form. There is no 

clear distinction between these types of decisions with 

respect to their use. Traditionally, it was believed that 

memorandum decisions resulted from cases in which either no 

new principle of law was involved, or in which the facts 

involved were sufficiently unique that the decision would 

furnish no suitable precedent. However, such attempts to 

distinguish between the two types of decisions have not proven 

to be successful and the decisions may be regarded as of equal 

weight (9). 

For a number of reasons, the decision was made to limit 

this study to Tax Court cases. First, the review of cases 
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involving a principal purpose determination under Section 269 

(as discussed in Chapter III) indicated that the majority of 

such cases were tried in the Tax Court. The potential problem 

of differing precedents in the various district courts is 

avoided by limiting the study to Tax Court cases. Also, the 

nature of the reported record of district court decisions can 

vary greatly. While a complete opinion (similar to that 

included in a Tax Court decision) may be reported, sometimes 

only the decision itself will be reported. Consequently, many 

district court decisions do not provide data for the type of 

analysis undertaken in this study. 

The review of all decisions by the Chief Judge and the 

"en banc" review of selected decisions result in a more 

homogeneous group of decisions than is available in the other 

courts. Also, Tax Court judges preside only over cases 

involving tax issues. Accordingly, they tend to be more 

familiar with the tax law. This is in contrast to a district 

court or Claims Court justice, who may preside over cases 

involving many areas of the law. Because of this expertise, 

it has been suggested that Tax Court cases may be more 

internally consistent than cases tried in the other courts 

(7). 

Summary 

This study focuses on cases involving a principal purpose 

determination under Section 269 and its predecessor under the 

Internal Revenue Code of 1939, Section 129. Section 129 was 
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renumbered as Section 269 when the Internal Revenue Code of 

1954 was enacted. A review of the legislative and judicial 

history of Sections 129 and 269 indicate that both sections 

are substantially identical with respect to the principal 

purpose requirement. 

Section 269(c) was added to the Internal Revenue Code in 

1954. However, as discussed in Chapter III, Section 269(c) 

was largely dismissed by the courts as merely a "procedural 

device" in making decisions as to the "principal purpose" for 

an acquisition, and was ultimately repealed in 1976. 

Tax Court cases were chosen for analysis because of the 

greater homogeneity of such decisions. Use of Tax Court cases 

avoids the problems presented by other judicial forums. These 

include inadequate reported data and a lack of internal 

consistency (resulting from differing precedents and 

relatively limited tax expertise). 
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CHAPTER III 

METHODOLOGY 

This study sought to determine the relative importance of 

various factors in the determination of principal business 

purpose under Section 269. The goals of this chapter are to 

discuss (1) how the cases included in the study were selected, 

(2) how the independent variables selected for analysis were 

operationally defined, and (3) the procedures used for 

analyzing the data. 

In discussing the operational definitions of the 

independent variables, reference will be made to previous 

research and articles appearing in major tax journals which 

attempted to assess and summarize those factors considered 

most critical in reaching a "principal purpose" decision under 

Section 269. This chapter will include a discussion of the 

more thorough recent analyses of the issues. 

Procedure for Collecting Data 

A Lexis search (8) and a subsequent citator search (13) 

were conducted to determine those cases involving a Tax Court 

determination of principal purpose under Sections 269 and 129 

through June of 1986. These searches revealed approximately 

130 regular and memorandum Tax Court decisions in which one or 

both or these sections were mentioned. 

19 
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However, for the reasons discussed below, many of these cases 

were excluded from consideration in this study. 

Some of the excluded cases involved situations in which 

the IRS advanced Section 269 as an argument for the 

disallowance of tax benefits but in which the case was decided 

on other grounds. Hence, it was not necessary for the court 

to decide as to the principal purpose for the transaction, and 

these cases did not provide data for analysis. 

Other cases were found which involved the determination 

that the first requirement for application of Section 269 (the 

control requirement) was not satisfied. In these cases it was 

(again) not necessary for the court to rule on the principal 

purpose issue. Thus, these cases also did not provide data 

for analysis. 

Finally, some cases involved the application of Section 

269 to disallow the tax benefits available from the formation 

rather than the acquisition of a corporation. Primarily, 

these cases involved the formation of corporations to take 

advantage of the now repealed multiple surtax exemption. 

Since cases involving the application of Section 269 to deny 

the benefits from the formation (rather than the acquisition) 

of a corporation are now of rather limited application and 

interest, these cases were also excluded from this analysis. 

The 56 regular and memorandum Tax Court decisions 

ultimately selected for inclusion in this analysis are shown 

in Table I. As shown in the table, forty were decided under 
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Section 269, seven were decided under Section 129 and nine 

were decided under both sections. Table I also summarizes the 

year each case was litigated and whether it was a regular or 

memorandum decision. 

TABLE I 

CASES INCLUDED IN THE STUDY 

Case 
No. Name Year TC/TCM Section 

01 Pauline Ach 1964 TC 269/129 

02 American Pipe 1955 TC 129 

03 Army Time Sales 1961 TC 269/129 

04 Arwood Corp. 1971 TCM 269 

05 Barclay Co. 1964 TCM 269 

06 Baton Rouge Supply 1961 TC 269 

07 Brick Milling 1963 TCM 269 

08 Brown Dynalube 1961 TCM 269/129 

09 Brumley-Donaldson 1969 TCM 269 

10 Canaveral Intl. 1974 TC 269 

11 Capri, Inc. 1975 TC 269 

12 Clarksdale Rubber 1965 TC 269 

13 Commodore Point 1948 TC 129 

14 Continental Machine 1962 TCM 269/129 

15 D'Arcy-MacManus 1975 TC 269 

16 Daytona Beach Kennel 1978 TC 269 
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Case 
No. Name Year TC/TCM Section 

17 J.G. Dudley 1961 TC 269/129 

18 Elko Realty 1958 TC 129 

19 Fairfield Comm. 1984 TCM 269 

20 Fawn Fashions 1963 TC 269 

21 F.C. Publication 1961 TC 129 

22 Frederick Steel Co. 1964 TC 269 

23 Glen Raven Mills 1972 TC 269 

24 Goodwyn Crockery Co. 1961 TC 269 

25 Hart Metal Products 1969 TCM 269 

26 Herculite 1966 TCM 269 

27 The Huddle Inc. 1961 TCM 269/129 

28 Inductotherrn Ind. 1984 TCM 269 

29 Industrial Suppliers 1968 TC 269 

30 Kershaw Manufacturing 1965 TCM 269 

31 Key Buick Co. 1976 TCM 269 

32 Herbert Luke 1964 TCM 269 

33 Naeter Brothers 1964 TC 269 

34 J.J. 0'Donnell 1964 TCM 129 

35 PEPI, Inc. 1969 TC 269 

36 Power Line Sales 1977 TCM 269 

37 Princeton Aviation 1983 TCM 269 
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Case 
No. Name Year TC/TCM Section 

38 H.F. Ramsey Co., Inc. 1965 TC 269 

39 Scroll, Inc. 1969 TCM 269 

40 J.T. Slocomb Company 1969 TC 269 

41. Harry L. Snyder 1983 TCM 269 

42. Thomas E. Snyder 1960 TC 269/129 

43. Frank Spingolo 1961 TC 269 

44. Stange Co. 1977 TCM 269 

45. John B. Stetson Co. 1964 TCM 269 

46. Superior Garment Co. 1965 TCM 269 

47. Swiss Colony, Inc. 1969 TC 269 

48. John S. Taft 1961 TCM 269 

49. Temple Square Mfg. 1961 TC 269/129 

50. Urban Redevelopment 1960 TC 269/129 

51. Utah Bit & Steel, Inc. 1970 TCM 269 

52. VGS Corporation 1977 TC 269 

53. Virginia Metal 1960 TC 129 

54. W.A.G.E. 1952 TC 129 

55. The Wallace Corp. 1964 TCM 269 

56. Zanesville Investment 1962 TC 269 
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Measurement 

This research included a review of the existing 

literature and leading Tax Court cases to determine those 

factors considered by the Tax Court in determining principal 

purpose under Section 269. Based on the review, a preliminary 

list of variables and their operational definitions were 

developed. This list and the definitions were refined by a 

subsequent review of the cases selected for analysis. The 

independent variables identified as being most important in 

the determination of "principal purpose" were as follows: 

1. Was the target corporation an inactive shell at the time of 

the acquisition? 

2. Did the acquirer continue the historic business of the 

target? 

3. Was the acqiiisition of control of the target or its assets 

useful/related to the preacquisition business activities of 

the acquirer? 

4. Was the acquirer aware, prior to the acquisition, of the 

tax attributes of the target? 

5. Was the acquisition structured in a certain form to obtain 

the tax attributes of the target? 

6. What was the magnitude of the tax benefit denied by the IRS 

because of the principal purpose issue? 

For ease of reference, the independent variables will 

occasionally be referred to in an abbreviated format, as 

follows: 
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1. "Shell" 

2. "Continuity" 

3. "Usefulness" 

4. "Awareness" 

5. "Form" 

6. "Magnitude" 

Operationalization of the Independent Variables 

Each of these variables and the way in which they were 

operationally defined will now be discussed. Based on these 

operational definitions, each of the nominal independent 

variables could be scored as "yes," "no," or "missing." 

1. Was the target an inactive shell at the time of the 

acquisition ("Shell")? 

Solinga (15) suggests that this is an important factor in 

the determination of principal purpose. To substantiate 

primary business purpose, it is helpful to demonstrate that 

the target was engaged in some meaningful ongoing business 

activity at the time of the acquisition. 

This variable was operationalized as follows. If there 

was evidence that the target had ceased active business 

operations prior to the acquisition, the factor was scored 

"yes." This was the case even in those situations where the 

target still possessed nonoperational assets (such as real 

estate, charters, or franchise rights) at the time of the 

acquisition. 



26 

As discussed in Chapter II, in some cases where Section 

269 was invoked, the target corporation is the nominal 

"acquirer" in a transaction (e.g., the corporation that was in 

substance the acquirer was merged into the target). In these 

cases, this variable was scored based on whether the target 

corporation was a shell, even though in form it may have been 

the "acquirer." 

If the evidence indicated that the target was conducting 

active business operations to some extent at the time of the 

acquisition, the factor was scored "no." If it was unclear 

from the facts of the case whether the target was engaged in 

an active business at the time of the acquisition, the factor 

was scored "missing." 

2. Did the acquirer continue the historic business of the 

target ("Continuity")? 

Evidence that the acquirer has continued the historic 

business activities of the target is generally considered by 

the court to support a taxpayer's contention of primary 

business purpose ((4) and (15)). 

In several cases, it was noted that the acquirer 

continued the historic business activities of the target for 

some period of time but eventually abandoned this effort. For 

purposes of this study, the time period of two years was used 

to determine if the historic line of business was continued. 

Thus, evidence that the acquirer had continued the historic 

business activities of the target (or some closely related 



27 

line of business) for a period of at least two years caused 

this factor to be scored "yes." If there was evidence that 

either the acquirer failed to continue the historic business 

of the target, or did so for a period of less than two years, 

this factor would be scored "no." Although the time period 

chosen was admittedly arbitrary, no more definitive cut off 

was suggested by previous research and it was necessary to 

establish some time line in scoring the cases. 

If the acquirer caused the target to engage in a line of 

business totally unrelated to its historic business 

activities, this factor was scored "no." 

In those cases where it was determined that the target 

was a shell at the time of the acquisition (see factor 1. 

above), the historic business activity of the target was 

considered to be its line of business prior to its becoming 

dormant. Thus, the determination that the target was a shell 

did not necessitate this factor being scored "no." 

In some situations, it was noted that the acquirer 

maintained part of the business of the target, even though it 

may have sold off some of the target's assets or otherwise 

contracted its preacquisition business. In this case, no 

attempt was made to quantify the extent to which the target's 

business was contracted. Instead, if there was evidence the 

target's historic business was maintained to any extent, this 

factor was scored "yes." 
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If it was unclear whether the acquirer had continued the 

historic business of the target to some extent for at least 

two years, the factor was scored "missing." 

3. Was acquisition of control of the target or its assets 

useful/related to the preacquisition business activities of 

the acquirer ("Usefulness")? 

This factor involved evidence of whether the acquisition 

was useful to the preacquisition business operation of the 

acquirer. According to Brown, et. al. (4), evidence that the 

acquisition was motivated to enhance the acquirer's historic 

business activities is support for a taxpayer's argument for 

principal business purpose. 

To allow greater objectivity in scoring, it was necessary 

to clearly define what evidence would satisfy the concept of 

"operational usefulness." For purposes of this study, the 

following operational definition was used. 

This factor was scored "yes" if there was evidence that 

the acquisition of control of the target or its assets 

satisfied at least one of the following criteria: 

A. Vertical Diversification 

B. Horizontal Diversification 

C. Economies of Scale 

D. Liquidity/Financing Needs 

E. Bargain Purchase 

F. Conglomerate Diversification 

Each of these criteria will now be discussed. 
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A. Vertical Diversification of the Acquirer's Preacquisition 

Line of Business 

This involved evidence that the acquisition provided the 

acquirer one or more of the following: 

1. channels of distribution for its production; 

2. raw material supply for its production; or 

3. a manufacturing activity related to raw materials 

produced by the taxpayer. 

B. Horizontal Diversification of the Acquirer's Preacquisition 

Line of Business 

This criterion was satisfied by evidence that control of 

the target allowed the acquirer to expand in its 

preacquisition line of business by: 

1. acquisition of a company in the same line of business; 

2. acquisition of a company in a closely related line of 

business; or 

3. acquisition of facilities or other assets needed for 

current or expanded production (e.g., a manufacturing 

plant, land on which to build such a plant, or 

production machinery). 

C. Economies of Scale 

This criterion involved evidence that the acquisition 

allowed the acquirer to realize economies of scale in: 

1. production; or 

2. administration. 
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D. Liquidity/Financing Needs 

This criterion was satisfied by evidence that the 

acquisition provided the acquirer with: 

1. cash needed for operation or expansion of the 

acquirer's operations; or 

2. a financial consolidation that would allow the acquirer 

access to third party financing (i.e., acquisition of 

the target made the consolidated financial statements 

of the acquirer more attractive). 

The first four criteria above deal with acquisitions that 

relate to the historical business activities of the 

acquirer. However, the following two additional criteria were 

defined which (if satisfied) caused the "Usefulness" factor to 

be scored "yes" (even though the acquisition did not directly 

relate to the historical business activities of the acquirer). 

E. Bargain Purchase 

This criterion was only considered satisfied if there was 

evidence that the acquirer had reason to believe acquisition 

of the target or its assets represented a bargain purchase 

that the acquirer could "turn over" for a profit. 

F. Diversification Into a Line of Business Unrelated to the 

Historic Business Activities of the Acquirer 

Generally, diversification was considered to satisfy the 

"Usefulness" criterion if the historic line of business of the 

target was related to the preacquisition business of the 

acquirer. An exception was an acquisition by a conglomerate 
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with a history of acquisitions in a wide range of 

activities. Thus, if the evidence indicated that the acquirer 

had historically expanded by diversification in unrelated 

business activities, this factor was scored "yes." 

In scoring this factor, no attempt was made to quantify 

the relative strength/credibility of the evidence. The factor 

was scored on the basis of whether evidence was presented by 

the taxpayer to substantiate usefulness. 

If the evidence indicated none of the above 

relationships, the factor was scored "no." If the evidence 

was inconclusive, the factor was scored "missing." 

4. Was the acquirer aware of the tax attributes of the target 

prior to the acquisition ("Aware")? 

The courts do not appear to have taken a consistent 

approach as to the importance of this factor (15). A review 

of cases tended to confirm this conclusion. In some 

instances, evidence that the acquirer was aware of the 

potential tax benefits of the acquisition prior to its 

completion supported a conclusion that the principal purpose 

for the acquisition was tax avoidance. In other cases, 

evidence that the acquirer had such knowledge was not fatal to 

the acquirer's argument for principal business purpose. 

The factor was scored "yes" if the evidence indicated 

that the taxpayer was aware of the tax benefits from the 

acquisition prior to its being formally completed. The factor 

was scored "no" if there was evidence the acquirer was not 
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aware of the tax benefits of the acquisition at the time it 

was completed. 

In some cases included in this study, the evidence 

indicated the acquirer was aware of the potential tax benefits 

of the acquisition but these benefits had not been formally 

quantified prior to the acquisition. In such cases the factor 

was scored "yes" (while the tax benefits may not have been 

quantified, there was evidence that the acquirer was 

nevertheless aware of the potential benefits in arriving at 

the acquisition decision). 

In the event the evidence was unclear as to whether the 

tax benefits were known by the acquirer prior to the 

acquisition, the factor was scored as "missing." 

5. Was the acquisition structured in a certain form to obtain 

the tax attributes of the target ("Form")? 

An acquiring corporation is entitled (subject to certain 

restrictions, including Section 269) to the tax attributes of 

the target when it either: 

a. obtains the assets of the target in a tax free 

reorganization; or 

b. obtains the stock of the target. 

To the contrary, if the acquirer simply acquires the 

assets of the target in a taxable purchase, the tax attributes 

of the target do not flow to the acquirer. Instead, they 

remain with the target (2). 
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Consequently, a frequently occurring issue is whether the 

alleged business reasons for an acquisition of a target 

corporation could have been accomplished in a form that would 

not have allowed the acquirer access to the target's 

beneficial tax attributes (1). 

Also, absent the provisions of Section 269, there is 

generally no prohibition against a corporation with its own 

net operating losses from acquiring a profitable entity or its 

assets to rehabilitate itself. As discussed in Chapter II, 

Section 269 has been successfully invoked by the IRS in 

arguing that such an acquisition by a corporation with 

carryover losses was dominated by tax avoidance motives (2). 

There is case law indicating that if an acquirer could 

have achieved its alleged business purpose through a simple 

asset acquisition but instead structured the acquisition to 

gain the target's tax attributes, this suggests a principal 

tax avoidance purpose. However, there are judicial decisions 

indicating that this evidence may be refuted by showing that 

either the seller insisted on the form of the sale or that the 

acquisition objectives of the acquirer could not be achieved 

through an alternative structure (15). 

For purposes of this study, this factor was scored "yes" 

if the facts of the case indicated that the form of the 

transaction was tailored to achieve tax avoidance motives 

(i.e., the alleged business motives for the transaction, even 

if credible, could have been accomplished in a different 
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format). This would generally be the result when the IRS 

advanced this argument. 

However, the factor would be scored "no" if the taxpayer 

submitted rebuttal evidence indicating that either: 

a. the seller insisted on the form of the transaction; or 

b. the overall business objectives of the acquirer could 

not be readily accomplished through an alternative form 

that would not have allowed the acquirer access to the 

tax attributes of the target. 

In those cases where the form of the transaction was not 

mentioned as a factor for consideration in determining 

principal purpose, the factor would be scored "missing." 

6. What was the magnitude of the tax benefit denied by the IRS 

because of the principal purpose issue ("Magnitude")? 

The provisions of Section 269 were discussed in Chapters 

I and II. As discussed there, Section 269 (if applicable) can 

deny such tax benefits as net operating losses, tax credits, 

or capital losses (among others). Previous research suggests 

the relationship which the size of the tax benefit at issue 

bears to the determination of principal purpose is unclear. 

Some judicial decisions suggest that the size of the tax 

benefits resulting from the acquisition may be correlated to 

the court's decision (i.e., the larger the potential tax 

benefit, the more likely the conclusion that tax avoidance 

predominated). However, there is also case law indicating that 

the absolute magnitude is not critical to the decision (15). 
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For purposes of this study, the magnitude of this factor 

was the amount of tax benefit (in U.S. dollars) disallowed by 

the IRS upon audit that related to the Section 269 "principal 

purpose" issue. If the magnitude of the tax attributes could 

not be determined, the variable was scored "missing." 

Missing Data 

Not all 56 cases identified for analysis contained data 

for all six of the independent variables. In these instances, 

the group mean of values which were present was plugged for 

missing values. This technique is suggested by Cohen and 

Cohen (5). An additional independent variable ("Missing") was 

added to the regression equation to determine if missing data 

occurred in a nonrandom pattern. This factor was scored "0" 

if a case contained no missing data points, and was scored "1" 

if a case contained one or more missing data points. 

Assessment of Temporal Effects 

As discussed in Chapter II, this study sought to assess the 

possible impact of temporal effects that can occur when court 

decisions (rendered over an extended period of time) are being 

analyzed. Consequently, an eighth independent variable ("Time") 

was added to the regression equation. It was scored as follows: 

Time Period Case Was Litigated Variable Value 
1948-1959 1 
1960-1969 2 
1970-1979 3 
1980-1986 4 
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Other Considerations 
! 

As mentioned previously, the available literature was 

reviewed to identify the preceding independent variables. Due 
i 

to the relatively few cases (observations) involved, it was 

considered desirable to only include those independent 

variables the literature suggested were most important in 

influencing a court's determination of principal purpose. For 

the reasons discussed below, three additional variables 

mentioned in the literature were excluded from formal 

consideration in this study. 

The review of prior research indicated a factor 

occasionally considered in the principal purpose determination 

involved the provisions of Section 269(c). As discussed in 

Chapter II, Section 269(c) wfis added to the law upon enactment 

of the Internal Revenue Code of 1954. It provided that if the 

purchase price was substantially disproportionate to the sum 

of: 

a. the adjusted basis of the target's property; and 

b. the tax benefits arising from the acquisition, 

this was "prima facie" evidence that the principal purpose of 

the acquisition was tax avoidance. 

Section 269(c) was repealed in 1976. However, Solinga's 

analysis (15) indicates that its provisions were accorded 

little importance by the counts during the time it was in 

effect. This conclusion was supported by the review of cases 
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undertaken in this study. Section 269(c) was mentioned in 

only 16 of the 55 cases analyzed. Furthermore, in 13 of the 

cases in which Section 269(c) was mentioned, the court's 

determination of principal purpose was based on other 

factors. Thus, the tendency of the court (in those relatively 

few instances in which Section 269(c) was mentioned) was to 

dismiss it was a "procedural device," which only added to the 

burden of proof which the taxpayer already bore. Therefore, 

it was considered appropriate to exclude this factor from 

formal analysis in this study. 

Another factor suggested is whether the acquirer 

committed resources to make the target a successful 

enterprise. Evidence that the acquirer made such a commitment 

would support the conclusion that the acquisition was 

principally business motivated (15). However, the review of 

cases in this study suggests that it would have been difficult 

to objectively determine whether the acquirer committed 

resources to the target's operations. More importantly, this 

factor was at least partially subsumed by the "Continuity" 

variable discussed previously. That is, evidence the acquirer 

continued the historical operations of the target suggests the 

commitment of resources (financial, managerial, etc.) to its 

operations. Because of the above considerations and the 

desire to limit the number of independent variables to the 

extent possible, this factor was not included in the study. 

A final factor suggested by Solinga (15) concerns 
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documentation of the acquirer's historical expansion through 

acquisition rather than by internal growth. Such 

documentation would tend to support a judicial determination 

of principal business purpose. However, such documentation 

was only mentioned as a factor in two of the cases reviewed. 

Therefore, it was considered appropriate to delete this factor 

from formal consideration in this study. 

Expected Correlation 

Table II formally specifies the expected correlation 

between each of the nominal independent variables and the 

dependent variable ("Outcome"). The dependent variable is 

dichotomous. It was assigned a value of "1" if the court 

determined a principal business purpose for the acquisition. 

If a principal purpose of tax avoidance or evasion was found, 

it was assigned a value of "0." 

TABLE II 

PREDICTED DIRECTION OF CORRELATION 

Outcome 
Predicted 
Correlation 

With Dependent 
Variable 0 1 

Predicted 
Correlation 

With Dependent 
Variable 

Form 1 0 Negative 
Usefulness 0 1 Positive 

Expected Continuity 0 1 Positive 
Coding Shell 1 0 Negative 

Awareness 1 0 Negative 

Broadly speaking, a case in which a court determines that 

tax avoidance was not the principal purpose for an acquisition 
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(i.e., the business purpose predominated) would tend to be 

characterized by one or more of the following circumstances: 

1. the target corporation was not a "shell;" 

2. the acquirer continued the business of the target; 

3. acquisition of the target was useful in the historical 

business of the acquirer; 

4. the acquirer was not aware of the tax attributes of the 

target; 

5. the form of the transaction was not structured to acquire the 

tax attributes of the target company; and 

6. the target possessed a relatively small loss carryover or 

other beneficial tax attribute. 

Alternatively, a case in which a court determines that tax 

avoidance is the principal purpose would tend to be characterized 

by one or more of the following circumstances: 

1. the target corporation was a mere "shell;" 

2. the historic business of the target was not continued by the 

acquirer; 

3. acquisition of the target was not useful to the historic 

business of the acquirer; 

4. the acquirer was aware of the target's tax attributes; 

5. the form of the transaction was structured to acquire the tax 

attributes of the target; and 

6. the target possessed a relatively large loss carryover or 

other beneficial tax attribute. 
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Table III in Appendix A summarizes the scoring of each of 

the 56 cases included in this study, based on the manner in which 

the variables have been operationally defined. 

Procedure for Analyzing Data 

The eight independent variables (factors) identified were 

of two types. All but one had unordered, binary responses 

(yes or no). Based on their operational definitions, those 

variables other than the variables introduced to assess 

temporal effect ("Time") and the nonrandom occurrence of 

missing data ("Missing") could also be scored as "missing". 

One independent variable (the magnitude in dollars of the 

target's tax attributes) was an ordered, categorical response. 

Prior research involving the empirical analysis of 

judicial decisions has utilized a variety of methods, to 

include multiple linear regression, multiple discriminant 

analysis, probit analysis and logit analysis (for example, see 

Kramer (7); Madeo (9); Robison (14); and Stewart (16)). For 

the reasons discussed below, both ordinary least squares 

multiple regression and logit analysis were utilized in this 

study. 

The dependent variable in this study is dichotomous, 

being assigned a "yes" or "no" response to the question: did 

the court determine that business purpose was the principal 

purpose for the acquisition? Since the dependent variable is 

dichotomous rather than continuous in nature, a binary choice 

model is involved. 
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Due to the dichotomous nature of the dependent variable, 

the analytic procedure in this study involved a two stage 

process. First, an ordinary least squares regression model 

was developed, using the regression program in the Statistical 

Package for the Social Sciences (11). However, while an 

ordinary least squares regression model may be appropriate 

when a binary response variable is involved (i.e., a linear 

relationship exists between the dependent and independent 

variables), Neter (10) and Pindyck (12) suggest potential 

problems in using this technique when the dependent variable 

is dichotomous. 

Both Pindyck (12) and Neter (10) have suggested the use 

of probit or logit analysis when a binary response variable is 

involved. Although both can have application, the probit 

model generally involves nonlinear estimation and therefore 

additional computational costs. Additionally, the theoretical 

justification for employing the probit model is often rather 

limited (10). For these reasons, the logit model was utilized 

in this study to confirm the results indicated by the ordinary 

least squares method. 

The logit model is based on the cumulative logistic 

probability function. In the logit analysis, the dependent 

variable was expressed as a logistic function of the 

continuous independent variable discussed earlier (the dollar 

magnitude of the tax attributes of the target). This created 

a frequency distribution based upon the dependent variable and 
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the dollar magnitude variable. The "LOGIST" computer program 

included in the Statistical Analysis System (6) was utilized 

to perform this logit transformation. 

The models utilized in this study (the ordinary least 

squares regression and the logit transformation) both employed 

a hierarchical strategy. This strategy is an alternative to 

the simultaneous model. In this approach, the independent 

variables are entered cumulatively according to some specified 

hierarchy which is dictated in advance by the purpose and 

logic of the research (5). 

A major advantage of the hierarchical regression approach 

is that once the order of the independent variables has been 

specified, a unique partitioning of the total variance in the 

dependent variable accounted for by the different independent 

variables may be made (5). 

As discussed above, use of the hierarchical model 

requires that the independent variables be entered into the 

regression equation in accordance with some "a priori" 

understanding of their relative importance in explaining the 

variance of the dependent variable. Although the theory in 

the area under analysis is not well developed, the review of 

the literature and major cases provided some guidance as to 

the relative importance of the independent variables in 

determining the outcome of a case. 

While a precise ordering is not suggested, the following 

variables appeared to be those with the greatest impact on the 
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dependent variable: 

1. "Form" Variable 

2. "Usefulness" Variable 

3. "Continuity" Variable 

4. "Shell" Variable 

Conversely, the literature suggested that the following 

variables are less important in determining the outcome of a 

case: 

1. "Awareness" Variable 

2. "Magnitude" Variable 

Specifically, the "Form" variable seemed to be the most 

important in explaining variance in the dependent variable. 

If the IRS can sustain an argument that the form of the 

acquisition was tailored to allow access to the tax attributes 

of the target, this could undermine an otherwise valid 

argument for principal business purpose (1). 

The "Usefulness" variable appeared to be the next most 

important variable in explaining the outcome of a case. An 

acquirer would find it difficult to sustain an argument that 

the acquisition was primarily motivated by business 

considerations if the target was totally unrelated to the 

acquirer's ongoing business activities (15). 

The "Continuity" variable also seemed important in 

successfully arguing that the acquisition was principally 

motivated by business concerns. Evidence that the acquirer 

actually continued the historic business of the target for an 
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extended period of time would lend credence to the argument 

that the acquisition was principally business motivated (15). 

Finally, evidence that the target was an inactive "Shell" 

would be damaging to the argument for principal business 

purpose. This variable was considered less important than the 

previous three variables since a target could be categorized 

in this study as a shell even though it held assets 

potentially useful in the acquirer's business activities. 

With repect to the two remaining variables, evidence that 

the acquirer was unaware of the potential tax benefits from 

the acquisition would indicate that the acquisition was not 

principally tax motivated. However, the fact that the 

acquirer was aware of the tax benefits would not necessarily 

be fatal to the taxpayer's position (i.e., knowledge of the 

tax benefits of an acquisition can be viewed as part of 

prudent business planning (15)). 

As discussed previously, the importance of the 

"Magnitude" variable was unclear (15). Accordingly, it was 

considered, a priori, to be the least important of the 

independent variables in predicting the outcome of a case. 

Although the lack of well developed theory in this area 

does not preclude other possible hierarchical orderings of the 

independent variables, the following ordering was considered 

reasonable based on the existing literature and previous 

analysis, and was utilized in this study: 
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1. "Form" 

2. "Usefulness" 

3. "Continuity" 

4. "Shell" 

5. "Awareness" 

6. "Magnitude" 

7. "Time" 

8. "Missing" 

Summary 

This study analyzes 56 Tax Court cases which involved a 

judicial determination of "principal purpose" for purposes of 

Section 269. Six independent variables were identified which 

appeared to be most important in explaining variance in the 

dependent variable (i.e., the outcome of the case). Each of 

these variables was operationally defined to facilitate 

measurement. 

Each of the 56 cases was then reviewed and the status of 

each of the independent variables was scored (i.e., "yes," 

"no," or "missing"). Two additional variables were introduced 

to assess possible temporal effects and the nonrandom 

occurrence of missing data. The dependent variable 

("Outcome") was scored "0" if the court held that tax 

avoidance was the principal purpose for the acquisition. It 

was scored "1" if the court held that a business purpose was 

the principal reason for the acquisition. 

A model explaining variance in the dependent variable was 
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then constructed using ordinary least squares multiple 

regression. The hierarchical analytic strategy included in 

the model was based on the review of the literature and 

relevant cases. Due to potential shortcomings in using 

ordinary least squares regression when a binary response 

variable is involved, a model utilizing a logit transformation 

(using the same data and hierarchical ordering as employed in 

the ordinary least squares regression) was developed to be 

compared with the results of the ordinary least squares 

approach. 
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CHAPTER IV 

ANALYSIS AND INTERPRETATION OF THE DATA 

The purpose of the data analysis was to ascertain the 

relative importance of the identified variables in the 

determination of whether a business purpose was the principal 

reason for an acquisition. If a business reason is the 

principal purpose, Section 269 cannot be applied to limit the 

tax benefits. 

Multiple regression seeks to find the combination of 

independent variables that will best explain variance in the 

dependent variable (2). Ordinary least squares multiple 

regression (in which the dependent variable was scored as a 

"0" or "1") was utilized to analyze the 56 cases which were 

the subject of this study. Logit analysis was used to confirm 

the results indicated by the ordinary least squares 

regression. 

Empirical Findings 

Figure 1 summarizes the means and the standard deviations 

for the independent variables and includes a correlation 

matrix. The matrix indicates the correlations between the 

dependent variable ("Outcome") and the eight independent 

variables included in the study. 

Figure 2 represents the final stage in the regression 

analysis. At this point, all of the independent variables 
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have been entered into the equation in accordance with the 

analytic strategy discussed in Chapter III. Since the 

dependent variable is nominal, the values in the "B" column 

represent (for the nominal independent variables) the 

difference in the probability of the dependent variable being 

a "1" when the independent variable is coded "0" versus "1." 

The values in the column "SIG T" represent the probability 

that the indicated statistical results occurred by chance (4). 

Finally, Figure 3 represents a summary of the ordinary 

least squares regression. The "RSQ" values represent the 

variance in the dependent variable explained at each stage of 

the hierarchical regression. The RSQ value is a measure of 

the goodness of fit of a particular model. The "SIGF" column 

represents a measure of the statistical significance of the 

regression equation (4). 

Interpretation of the Empirical Findings 

One of the first steps in developing an equation with 

several independent variables is to calculate a correlation 

matrix for the variables (4). This matrix is provided in 

Figure 1. The matrix indicates the correlations between the 

dependent variable and the independent variables and the 

correlations between the independent variables. 

In Chapter II (Table II), an "a priori" prediction of the 

direction of correlation between the dependent variable and 

each of the nominal independent variables was summarized. A 

comparison of Table II to the correlation matrix contained in 
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Figure 1 indicates that the actual direction of correlation 

between the dependent and nominal independent variables is, in 

all cases, consistent with that predicted. 

Figure 1 does not indicate any large intercorrelations 

between the independent variables. The correlation coefficients 

between the dependent variable ("Outcome") and the independent 

variables suggest the strength of linear relationships. The 

larger the absolute value of the coefficient, the stronger the 

linear association (4). This would indicate that the independent 

variables with the strongest linear relationship with the 

dependent variable are the "Form," "Useful," and "Shell" 

variables. 

Figure 2 indicates that only one of the independent 

variables ("Form") is statistically significant at the .05 level 

(SIG T = .0000). However, the indicated "SIG T" value generated 

is for a two tail test of significance. Since the correlations 

between the dependent and independent variables shown in Figure 1 

were consistent with the predicted correlations, the relevant 

level of significance is one half the indicated value of "SIG 

T." Based on such a one tailed test, the independent variables 

"Useful" and "Shell" are also statistically significant at the 

.05 level (.0789/2 = .039 and .0828/2 = .0414, respectively). 

However, the results for the other independent variables are not 

statistically significant. Since the results for the other 

independent variables are not statistically significant, it is 
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not appropriate to address measures of analytic significance for 

these variables. 

Since both the dependent variable and the independent 

variable "Form" are nominal, the indicated "B" value for "Form" 

represents the difference in probability of the dependent 

variable being a "1" when the "Form" variable is a "0" versus 

when it is a "1" (2). 

The dependent variable was scored as a "1" when the court 

determined there was a principal business purpose for an 

acquisition. The variable was scored as a "0" when the court 

determined that the principal purpose was tax avoidance or 

evasion. The independent variable "Form" was scored as a "1" 

when the facts of the cases indicated that the form of the 

acquisition was structured to gain access to the tax attributes 

of the target, and there was no alternative reason advanced for 

the structuring by the taxpayer. 

Thus, the "B" value for the "Form" variable (-.7356) 

indicates that it is 73.56% less likely that a principal business 

purpose for an acquisition will be found (dependent variable = 1) 

when there is unrefuted evidence that the form of the transaction 

was tailored to gain access to the tax attributes of the target 

(independent variable = 1). This result is consistent with the 

relationship suggested by the literature. 

In Chapter III, the independent variable "Useful" was scored 

as a "1" if acquisition of control of the target satisfied one of 

the specified criteria. This variable was scored as a "0" if the 
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evidence in the case suggested none of the specified relation-

ships between the target and the acquirer. 

Since this independent variable is also nominal, the value 

of "B" (.2063) indicates that it is 20.6% more likely that a 

principal business purpose for an acquisition will be found 

(dependent variable = 1) when there is evidence that acquisition 

of control of the target was "useful" (as defined herein) to the 

ongoing business of the acquirer (independent variable = 1). 

This result is also consistent with that predicted in Chapter 

III. 

Finally, the independent variable "Shell" was scored as a 

"1" if the target had ceased active business operations at the 

time of the acquisition. It was scored as a "0" if the facts of 

the case indicated that the target was still conducting active 

business operations at the time of the acquisition. 

Thus, the "B" value for the "Shell" variable of -.1975 

indicates that it is approximately 20% less likely that a 

principal business purpose will be found (dependent variable = 1) 

when the target is a shell (independent variable = 1). This 

result is also consistent with the literature. 

Figure 3 represents the results of the fully partialled 

system (i.e., the results when each of the independent variables 

has been entered according to the analytic hierarchy). The 

overall "RSQ" value for the equation is .6261, indicating that 

62.61% of the variance in the dependent variable is explained by 

the independent variables (2). The overall "SIG F" value of .000 
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shown in Figure 3 for the equation (in which all eight 

independent variables have been entered) indicates that the "RSQ" 

value is statistically significant. 

The "RSQCH" values indicate the increase in the "RSQ" value 

as each successive independent variable is entered into the 

equation. The results indicate that approximately 51% of the 

variance in the dependent variable is explained by the value of 

the "Form" independent variable. An additional 7.2% of the 

variance in the dependent variable is explained by the "Useful" 

independent variable. An additional 1.72% of the variance in the 

dependent variable is explained by the "Shell" variable. 

The results indicate that the three independent variables 

above are responsible for 59.7% of the variance in the dependent 

variable (.5078 + .0718 + .0172 = .597). 

The total variance explained by all eight of the independent 

variables is 62.61%. Therefore, the incremental increase in the 

amount of dependent variable variance explained as the other 

independent variables are entered into the equation is only 3.1% 

(62.61% - 59.5%). 

The results of the ordinary least squares multiple 

regression were subjected to verification by a logit analysis. 

The raw data for the 56 cases analyzed in this study were input 

into the "LOGIST" program, which is part of the SAS statistical 

package (3). The hierarchical entry used in the logit analysis 

was identical to that used in the ordinary least squares 

analysis. 
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The results of the "LOGIST" analysis are shown in Figure 4. 

The "LOGIST" analysis involves a maximum likelihood estimate. 

The program produces an "R" value which when squared, produces a 

result roughly equivalent to the "RSQ" value generated by the 

ordinary least squares multiple regression techniques (3). The 

"R" value generated by the "LOGIST" program was .737, suggesting 

an "RSQ" value of .543. The results also indicated that the 

overall regression equation was statistically significant. 

The results of this logit analysis confirmed that the 

"Form," "Useful" and "Shell" variables are important in 

explaining variance in the dependent variable. This result, and 

the relatively high "RSQ" value of the ordinary least squares 

model, suggest that a linear relationship exists between the 

dependent and independent variables. This adds credibility to 

the results of the ordinary least squares regression. 

Summary 

Possibly due to the relatively small number of 

observations (56), only three of the independent variables 

("Form," "Useful," and "Shell") were statistically significant 

at the .05 level (1). Since the results for these other 

independent variables indicated a lack of statistical 

significance, it was not appropriate to formally analyze 

measures of analytic significance. However, the results of 

Figure 3 indicate that the three statistically significant 

independent variables explained approximately 60% of the 

variance in the dependent variable. This suggests that the 
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model incorporating these three variables is analytically 

significant. The results of the subsequent logit analysis 

supported the results of the ordinary least squares 

regression. 
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CHAPTER V 

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS 

In Chapter II, the history of Section 269 was traced to 

the implementation of its predecessor under the Internal 

Revenue Code of 1939. The legislative evolution of Section 

129 and its eventual implementation as Section 269 in the 

Internal Revenue Code of 1954 was discussed. 

Chapter III explained the methodology used in this 

study. The chapter included a discussion of how cases were 

selected for inclusion in this study. The operational 

definitions of the independent variables included in the 

analysis were also discussed. Finally, the procedures used 

for analyzing the data were discussed. The methodology 

involved the utilization of both ordinary least squares 

regression and a logit transformation. 

Chapter IV contained the analysis and interpretation of 

the data. The results indicated that at the .05 level of 

significance, three of the identified variables explained 

approximately 60% of the variance in the dependent variable 

(i.e., the outcome of the case). 

Summary 

The provisions of Section 269 were implemented to prevent 

"trafficking" in net operating losses (i.e., acquisitions that 

were principally motivated by the desire to obtain the 
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target's beneficial tax attributes, rather than by business 

reasons). Since application of this section requires that the 

principal purpose for the acquisition must be tax avoidance, a 

facts and circumstances determination must be made to 

ascertain the taxpayer's motivations. If business purpose 

predominated the transaction, the tax benefits will be 

allowed. To the contrary, if tax avoidance predominated, the 

tax benefits otherwise available can be disallowed under 

Section 269. 

This study involved a detailed review of all Tax Court 

decisions dealing with the principal purpose determination. 

The purpose of the study was to assess the relative importance 

of certain identified variables in determining the outcome of 

such cases. Each of these cases was scored as to whether a 

principal business purpose for the acquisition was found to 

exist by the court. Each case was also scored as to the 

presence or absence of certain factors the previous research 

indicated were considered by the courts in making the 

principal purpose determination. 

A statistical analysis was then performed to formally 

address the relative importance of the factors considered by 

the Tax Court in making the principal purpose determination. 

Conclusions 

The results of the analysis indicate that a linear model 

incorporating three of the predictor variables suggested by 

the literature explained approximately 60% of the variance in 
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the outcome of the cases. Specifically, the results indicated 

that the three variables most important in predicting the 

outcome of a case are the "Form," "Useful," and "Shell" 

variables. 

The results of the study have important implications to 

taxpayers and their advisors. The results suggest that 

application of the "principal purpose" criterion of Section 

269 can best be avoided by: 

1. Being able to refute the IRS's argument that the form of 

the acquisition was structured to gain access to the 

target's tax attributes ("Form"). Taxpayers should be 

able to produce evidence that the seller insisted on the 

form of the acquisition, or be able to demonstrate that 

the overall objectives of the acquisition could not have 

been accomplished through an alternative format; 

2. Acquiring a target which is useful (as defined herein) to 

the ongoing business activities of the acquirer 

("Useful"); and 

3. Acquiring a target which has not ceased active business 

operations at the time of the acquisition ("Shell"). 

Since this study was the first attempt to formally assess 

the relative importance of the independent variables, no 

extensive guidance was available as to hierarchical ordering 

and the operational definitions of the variables. Although 

the hierarchical strategy utilized in this analysis was not 

predicated on a strong theoretical basis, it was reasonable 
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based on a review of prior research and a review of leading 

cases. 

The results of this study must be interpreted considering 

the operational definitions used in measuring the variables, 

and the hierarchical strategy utilized. Changes in the 

operational definitions or the hierarchical ordering in which 

the variables were entered into the regression equation would 

impact the results of the study. 

Recommendations for Future Research 

One area for future research would be to obtain Tax Court 

records directly and analyze these, rather than relying on 

printed opinions. Although it was considerd too costly and 

time consuming to do so in this study, such an approach could 

serve to reduce the possible bias introduced by the trial 

judge. 

As mentioned previously, the results of this study were 

based on the operational definitions adopted. It would be 

interesting to replicate the analysis with certain 

modifications in these definitions. For example, one 

modification could be to redefine the "Continuity" variable, 

which was scored based on whether the acquirer continued the 

historic business of the target for at least two years. It 

would be interesting to determine if changes in the 

statistical results occurred when the two year time period 

used in this study was lengthened or shortened. 
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The statistical methodologies utilized in this study 

(ordinary least squares regression and logit analysis) should 

have continuing application in tax policy research. Logit 

analysis should be of particular importance in research 

involving judicial decisions, since such research tends to 

involve dichotomous dependent variables. The logit 

transformation can be useful in such a situation. 

Studies of this type can continue to clarify how the 

courts are interpreting and applying various provisions of the 

Internal Revenue Code, thereby reducing uncertainty and 

complexity in the tax law. Furthermore, an improved 

understanding of how the judiciary is implementing the tax law 

can serve as an impetus for tax policy makers to implement 

changes. 
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APPENDIX B 

Figures 1-3 are copies of the SPSS-X computer output showing 

(respectively) the summary descriptive statistics, final 

regression equation statistics and summary table for the ordinary 

least squares regression. Figure 4 is a copy of the computer 

output from the Statistical Analysis System which shows the 

results of the logit transformation using the "LOGIST" program. 
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