3T.C.57 (1944)

When an insolvent company transfers assets to satisfy debts, it only recognizes
taxable income to the extent it becomes solvent as a result of the transaction.

Summary

Texas Gas Distributing Co., insolvent with liabilities exceeding assets, sold all its
assets to Russ. Russ assumed debts, canceled a $400,000 note, and paid $14,610
cash. The Commissioner argued for a taxable gain based on the liabilities assumed
exceeding the asset cost. The Tax Court held that because Texas Gas was insolvent
and only became solvent to the extent of the cash received, only the cash was
taxable income. Transferring credit balances from reserve accounts to surplus was
also deemed non-taxable due to the company’s insolvency.

Facts

Texas Gas Distributing Company was in the business of selling and distributing
natural gas. By December 31, 1940, the company was insolvent with a $400,000
note payable and $108,649 in other liabilities, while its assets were valued at
$235,000. On November 2, 1940, Texas Gas entered into an agreement to sell all its
assets to A.M. Russ. As part of the deal, Russ agreed to assume the company’s
liabilities and acquire the $400,000 note, which he would then cancel. The cash
consideration was $14,610.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Texas Gas
Distributing Co.’s income and excess profits taxes for the fiscal year ended June 30,
1941. The Commissioner calculated a taxable gain of $68,103.18 from the asset sale
and increased taxable income by $3,438.59 due to reserve accounts closed to
surplus. Texas Gas contested these deficiencies in the Tax Court.

Issue(s)

1. Whether Texas Gas Distributing Co. realized a taxable gain from the sale of its
assets to A.M. Russ, considering its insolvency at the time of the sale.

2. Whether the transfer of credit balances from reserve accounts to the company’s
surplus constituted taxable income.

Holding

1. No, because Texas Gas was insolvent, and the transaction only rendered it solvent
to the extent of the cash received ($14,610), which was already reported as income.

2. No, because the bookkeeping entries transferring reserve accounts to surplus did
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not create taxable income for the insolvent petitioner.
Court’s Reasoning

The court reasoned that to be taxable, income must be “derived” by the taxpayer,
reflecting the reality of the situation. Texas Gas was insolvent, with liabilities
exceeding its assets before the sale. The sale relieved the company of its debts, but
only made it solvent to the extent of the $14,610 cash received. Citing precedent
such as *Lakeland Grocery Co.*, the court stated that when an insolvent debtor
transfers property to creditors, no taxable gain is realized unless the debtor
becomes solvent as a result. Here, Texas Gas only became solvent to the extent of
the cash, which it already reported. Regarding the reserve accounts, the court held
that transferring those balances to surplus did not create taxable income because
the company remained insolvent, and no assets were freed for its use.

Practical Implications

This case establishes a crucial principle for tax law: insolvency affects how gains
from asset sales are taxed. It clarifies that an insolvent company selling assets is not
taxed on the full amount of liabilities discharged if the company remains insolvent or
only becomes solvent to a limited extent. This ruling provides a significant tax
advantage for struggling companies, allowing them to restructure without incurring
substantial tax liabilities unless they truly gain value beyond their debts. Later cases
cite this to distinguish situations where the taxpayer becomes solvent as a direct
result of the transaction. Attorneys advising businesses on restructuring or asset
sales must consider the insolvency exception to avoid overstating taxable income.
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