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Stoddard v. Commissioner, 5 T.C. 222 (1945)

When a taxpayer receives stock in a corporation as payment for the release of a
guaranty  obligation,  rather  than  in  exchange  for  securities  in  a  corporate
reorganization, the fair market value of the stock is taxable income.

Summary

The case concerns the taxability of preferred stock received by a trust beneficiary as
a  result  of  corporate  reorganizations.  The  Buildings  Company’s  preferred
stockholders received new preferred stock in the Terminal Company in exchange for
releasing the Terminal Company’s guaranty of the Buildings Company’s preferred
stock.  The court held that this was not a tax-free exchange within a corporate
reorganization,  but  rather  taxable  income  as  payment  for  the  release  of  a
contractual obligation. The court also determined that this income was currently
distributable to the trust beneficiary and therefore taxable to the beneficiary.

Facts

The Buildings Company had outstanding 7% cumulative preferred stock guaranteed
by the Terminal  Company.  Both companies  underwent  separate  reorganizations
under Section 77(B) of the Federal Bankruptcy Act. As part of the reorganization,
the  preferred  stockholders  of  the  Buildings  Company  released  the  Terminal
Company from its guaranty in exchange for new preferred stock of the Terminal
Company. The trustee of several trusts, of which the petitioner, Stoddard, was a
beneficiary, received some of this Terminal Company stock. The trust indentures
directed the trustee to pay income to the beneficiaries “as frequently as may be
convenient.”  The  trustee  did  not  distribute  the  stock,  believing  it  to  be  trust
principal. The Commissioner determined that the fair market value of the stock was
taxable income to the petitioner.

Procedural History

The Commissioner assessed a deficiency against Stoddard. Stoddard appealed to the
Tax Court,  contesting the  taxability  of  the  stock  and arguing it  should  not  be
considered current income to him.

Issue(s)

1. Whether the new preferred stock of the Terminal Co. was received by the trustee
as part of a nontaxable reorganization under section 112 (b) (3) of the Internal
Revenue Code.

2. Whether the fair market value of the preferred stock is taxable to the trustee or to
the petitioner, a life beneficiary of the trusts.

Holding
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1. No, because the receipt of the stock was not an exchange of stock or securities in
a  corporation  that  was  a  party  to  a  reorganization,  but  rather  a  payment  in
settlement or compromise of the Terminal Company’s own obligations.

2. Yes, because the trust income was intended to be distributed currently to the
beneficiary; therefore, the income is taxable to the petitioner.

Court’s Reasoning

The  court  reasoned  that  the  Terminal  Company  was  not  a  “party  to  a
reorganization” of the Buildings Co. within the meaning of Section 112(b)(3) of the
Internal Revenue Code. Even though the Terminal Co. owned all the common stock
of the Buildings Co., this did not make it a party to the reorganization. The court
distinguished  this  case  from  cases  involving  mergers  or  consolidations.
Furthermore, the court stated that the transfer of the stock in exchange for the
release of  the  guaranty  was not  an “exchange” within  the meaning of  Section
112(b)(3),  but  merely  a  payment  or  compromise  of  the  Terminal  Co.’s  own
obligations.

Regarding the second issue, the court examined the trust indentures to ascertain the
intent of the grantor. It determined that the grantor intended periodic payments of
trust  income  to  the  life  beneficiaries.  The  phrase  “as  frequently  as  may  be
convenient” did not give the trustee discretion to accumulate income. Thus, the
income was currently distributable to the beneficiaries and taxable to them.

The court considered the provision that allowed the trustee to determine how much
of payments in the form of stock dividends should be treated as income. But it
concluded that the stock was not a stock dividend, because the trustee received the
stock in compromise of an obligation, not by virtue of stock ownership.

Practical Implications

This case clarifies that the receipt of stock in exchange for releasing a guaranty is
treated  as  income,  not  as  a  tax-free  exchange  in  a  corporate  reorganization.
Attorneys must carefully analyze the specific facts of a corporate reorganization to
determine whether the transaction qualifies for tax-free treatment. If the stock is
received in payment of an obligation, rather than as part of a true exchange of stock
or securities within a reorganization, the recipient will likely have taxable income.

The case also serves as a reminder that trust documents should be carefully drafted
to  clearly  express  the  grantor’s  intent  regarding  the  distribution  of  income.
Ambiguous  language  can  result  in  unintended  tax  consequences  for  the
beneficiaries.


