6 T.C. 664 (1946)

Payment of a claim for rent in a debtor’s assets is taxable as ordinary income in the
year of receipt, even if the creditor simultaneously acquires the debtor’s remaining
assets in a tax-free reorganization.

Summary

Fifth Street Store, an accrual-basis taxpayer, received assets from Walker’s, Inc.
(bankrupt) in 1937 in satisfaction of a rent claim. Simultaneously, Fifth Street Store
acquired Walker’s Inc.’s remaining assets in exchange for stock, potentially a tax-
free reorganization. The Tax Court addressed whether the payment of the rent claim
constituted taxable income and what basis Fifth Street Store had in the acquired
assets. The court held that the rent claim payment was taxable as ordinary income
in 1937. The court reasoned that receiving assets in satisfaction of the rent claim
was a separate taxable event, irrespective of any tax-free reorganization. The basis
of the assets acquired was determined by the cost to Fifth Street Store, including
the value of the rent claims, liabilities assumed, and the fair market value of the
stock issued.

Facts

Fifth Street Store owned buildings leased to Walker’s, Inc. Walker’s, Inc. filed for
bankruptcy in 1934, and the trustee rejected the leases. Fifth Street Store filed
claims for rent damages against Walker’s, Inc., totaling $427,236.77. Fifth Street
Store offered to purchase Walker’s, Inc.’s assets in exchange for the satisfaction of
allowed claims and assumption of liabilities. To finance the purchase, Fifth Street
Store filed a petition for reorganization under Section 77-B of the National
Bankruptcy Act. The reorganization plan involved adjustments to bonds and stock, a
bank loan, and the purchase of Walker’s, Inc.’s assets. As part of the plan, Fifth
Street Store agreed to waive its rent claims if its bid to purchase Walker’s, Inc.’s
assets was accepted.

Procedural History

Walker’s, Inc. filed for bankruptcy in the United States District Court for the
Southern District of California. Fifth Street Store then filed for reorganization under
section 77-B of the National Bankruptcy Act in the same court. The District Court
confirmed Fifth Street Store’s reorganization plan in February 1937 and directed its
consummation. The bankruptcy referee approved Fifth Street Store’s offer to
purchase Walker’s, Inc.’s assets in July 1937. The IRS determined deficiencies in
Fifth Street Store’s income tax for 1937 and 1939, leading to the present case
before the Tax Court.

Issue(s)

1. Whether Fifth Street Store realized taxable income of $427,236.77 in 1937
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related to the disallowance of rent claims against Walker’s, Inc., upon the transfer of
the bankrupt’s assets.

2. What is the proper basis, in the hands of Fifth Street Store, of the assets it
acquired from Walker’s, Inc., in August 19377?

Holding

1. Yes, because the payment of the rent claim with assets constitutes ordinary
income and a separate taxable event, regardless of a simultaneous tax-free
reorganization.

2. The basis is the cost to Fifth Street Store, which includes the value of the rent
claims satisfied, the liabilities assumed, and the fair market value of the stock
issued, because this reflects the actual economic outlay made by Fifth Street Store
to acquire the assets.

Court’s Reasoning

The court reasoned that the satisfaction of the rent claim was a taxable event,
separate from any potential tax-free reorganization. The court noted that the claim
was unliquidated and disputed until 1937, so the income was only accruable in that
year, stating, “the right to receive any amount whatever became fixed until the year
in issue when the settlement of the law and the consummation of the transaction
both occurred.” The court emphasized that the payment of the claim was not an
exchange within the meaning of Section 112 and that Walker’s Inc. was solvent,
implying that the payment of the rent claim was independent of the reorganization.
The court cited established precedent, stating, “Payment of petitioner’s claim under
the lease was ordinary income taxable to its full extent.” For the basis calculation,
the court agreed with the Commissioner that the amount of the rent claim should be
added to the fair market value of the stock and liabilities assumed. The court
rejected the argument that Section 270 of the Chandler Act applied to increase the
basis beyond cost.

Practical Implications

This case clarifies that the receipt of assets in satisfaction of a claim can be a
taxable event even when intertwined with a corporate reorganization. Legal
professionals should analyze these transactions separately to determine potential
tax liabilities. Specifically, practitioners must determine whether there is an
independent taxable event irrespective of the tax-free reorganization treatment. It
confirms that even when a transaction involves multiple steps or components, each
step must be analyzed independently for its potential tax consequences. Later cases
have cited this ruling to support the principle that distinct parts of a transaction can
have different tax treatments. It reinforces the importance of properly valuing stock
issued as consideration in acquisitions when determining the basis of acquired
assets. Further, it emphasizes the importance of establishing the point at which
claims become fixed to ensure proper accrual.
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