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Transportation Building Corporation v. Commissioner, 6 T.C. 934 (1946)

Payment received by a landlord for settlement of a lease claim constitutes ordinary
taxable income, even if the payment is made in property rather than cash and occurs
during a tax-free reorganization.

Summary

Transportation Building Corporation (TBC) settled a claim against its  lessee for
rental damages, receiving assets in exchange. The Tax Court addressed whether the
settlement income should have been accrued in a prior year, whether it was part of
a tax-free reorganization, and what TBC’s basis in the acquired assets should be.
The court held that the income was taxable in the year the settlement was finalized,
was not part of a tax-free reorganization, and that TBC’s basis in the assets should
be determined by their cost, including the value of the stock issued and liabilities
assumed.

Facts

TBC had a lease agreement with a tenant who subsequently went bankrupt. TBC
held a claim for rental damages against the bankrupt tenant. TBC entered into an
agreement with the bankruptcy trustee to accept a transfer of the debtor’s assets in
discharge of its rent claim and to pay all  other claims against the debtor.  The
amount  of  TBC’s  claim  was  initially  unliquidated  and  subject  to  uncertainty
regarding liability.

Procedural History

The Commissioner determined a deficiency in TBC’s income tax for  1937.  TBC
petitioned the Tax Court for a redetermination, contesting the taxability and basis of
the assets acquired in the settlement. The Tax Court reviewed the case to determine
the tax implications of the settlement and the basis of the acquired assets.

Issue(s)

1. Whether the income from the settlement of the lease claim should have been
accrued in a prior tax year.
2. Whether the receipt of assets in settlement of the lease claim constituted part of a
tax-free reorganization under Section 112 of the Internal Revenue Code.
3. What TBC’s basis should be for the assets acquired in the settlement.

Holding

1.  No,  because  the  liability  and  amount  of  the  claim  were  not  sufficiently
ascertainable until the year in issue when the settlement was finalized.
2. No, because the transfer of assets in payment of the rental damage claim was not
a sale or exchange within the meaning of Section 112.
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3. The basis is determined by the cost of the assets at the time TBC acquired them,
including the fair market value of TBC’s stock and the liabilities assumed.

Court’s Reasoning

The court reasoned that income is accruable when both the liability and the amount
are certain or sufficiently ascertainable. Because the claim was unliquidated and the
liability doubtful until 1937, the income was not accruable until that year. The court
further  reasoned that  the  settlement  was  not  part  of  a  tax-free  reorganization
because  the  transfer  of  assets  for  the  rental  damage claim was  not  a  sale  or
exchange. The court noted that the payment of the claim was independent of the
reorganization. Citing Hort v.  United States, 313 U.S. 28,  the court stated that
payment of the lease claim was ordinary income taxable to its full extent, regardless
of whether it was made in property or cash. Regarding the basis, the court held that
TBC’s basis in the acquired assets should be their cost, including the value of the
stock issued and liabilities assumed. The court rejected the application of Section
270 of the Chandler Act, which pertains to debt reduction in reorganizations, as it
was not relevant in this context.

Practical Implications

This case clarifies that settlements of lease claims are generally treated as ordinary
income,  regardless  of  the  form  of  payment.  It  emphasizes  the  importance  of
determining when income is properly accruable based on the certainty of liability
and amount. Furthermore, it distinguishes between transactions that are part of a
reorganization  and  those  that  are  separate  and  taxable,  even  if  they  occur
simultaneously.  This  case  informs  tax  planning  by  highlighting  that  payments
received in satisfaction of claims, even during reorganizations, can trigger taxable
events. It affects how attorneys structure settlements involving property transfers
and ensures proper recognition of income and determination of asset basis in similar
circumstances.


