3T.C.113 (1944)

Short-term notes exchanged for debentures and stock in a corporate reorganization
do not automatically qualify as “securities” under Section 112(b)(3) of the Revenue
Act of 1936, thus triggering potential tax liability on any realized gain.

Summary

Neville Coke & Chemical Co. exchanged short-term notes of a debtor corporation for
debentures and stock as part of a reorganization. The Tax Court addressed whether
these notes qualified as “securities” under Section 112(b)(3) of the Revenue Act of
1936, which would have made the exchange tax-free. The court held that the notes
were not securities because they represented short-term financing, not a long-term
investment. Therefore, Neville Coke realized a taxable gain equal to the fair market
value of the stock received in addition to the debentures.

Facts

Hillman Coal & Coke Co. and W.]. Rainey, Inc., large creditors of Davison Coke &
Iron Co., formed Neville Coke & Chemical Co. to consolidate their claims against
Davison. Neville Coke received short-term notes (three, four, and five-year) from
Davison, along with other assets, in exchange for its stock and notes. Davison then
underwent a reorganization under Section 77B of the Bankruptcy Act. As part of the
reorganization, Neville Coke exchanged its Davison notes for new debentures and
common stock of the reorganized entity, Pittsburgh Coke & Iron Co.

Procedural History

The Commissioner of Internal Revenue determined that Neville Coke realized a
taxable gain on the exchange of notes for debentures and stock in the corporate
reorganization. Neville Coke petitioned the Tax Court, arguing the notes were
“securities,” making the exchange tax-free. The Tax Court upheld the
Commissioner’s determination, finding that the notes were not securities and that
Neville Coke realized a taxable gain.

Issue(s)

1. Whether the three, four, and five-year notes held by Neville Coke constituted
“securities” within the meaning of Section 112(b)(3) of the Revenue Act of
1936.

2. Whether the exchange of notes for debentures and stock should be treated as a
purchase of the debentures and stock, rather than a taxable exchange of
property.

Holding

1. No, because the notes represented short-term financing, not a long-term
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investment or proprietary interest in the debtor corporation.

2. No, because the transaction did not eliminate the debt; it merely substituted
one form of debt (notes) for another (debentures), and Neville Coke also
received stock, representing a realized gain.

Court’s Reasoning

The Tax Court reasoned that the term “securities” under Section 112(b)(3) does not
encompass short-term notes representing temporary financing. The court relied on
Sisto Financial Corporation, 47 B. T. A. 425, stating the notes evidenced “current
financing for operating expenses” and gave petitioner “no proprietary interest.” The
court distinguished the exchange from a purchase, as in the Sisto case (although
noting that Sisto was reversed on appeal on this point), because the debt was not
eliminated but merely restructured. The court found Neville Coke realized a gain
because it received both debentures (equal in value to the notes) and stock. The
court determined the stock’s value based on market conditions, adjusting the
Commissioner’s valuation to reflect failed attempts to sell the stock at a higher price
shortly after the reorganization. The court emphasized the importance of valuing the
stock “as of the time of the receipt of the stock and the result of efforts made to
purchase or to sell it at about that time.”

Practical Implications

This case clarifies the definition of “securities” in corporate reorganizations for tax
purposes. It highlights that the term is not simply defined by the instrument’s
maturity date, but by the nature of the debt and the creditor’s relationship to the
debtor. Legal practitioners must carefully analyze the underlying purpose of the
debt instrument to determine if it qualifies as a security. The case also demonstrates
the importance of accurately valuing assets received in a reorganization,
emphasizing that contemporaneous market conditions and actual attempts to buy or
sell those assets are critical evidence of value. Later cases may distinguish Neville
Coke based on differing facts regarding the nature of the debt or the degree of
proprietary interest held by the creditor.
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