Adamston Flat Glass Co. v. Commissioner, 13 T.C. 359 (1949)

To qualify as a tax-free reorganization, a transaction must demonstrate a continuity
of interest, meaning the transferor corporation or its owners (stockholders or
creditors in cases of insolvency) must retain a substantial stake in the new
corporation.

Summary

Adamston Flat Glass Co. sought to use the Clarksburg Glass Co.’s basis in certain
property for depreciation purposes, arguing it acquired the property through a tax-
free reorganization. The Tax Court disagreed, finding no reorganization because the
creditors of the old company who became stockholders in the new company held
only a small fraction of the old company’s debt, and Pittsburgh Plate Glass Co.’s
independent acquisition and sale of the assets broke the continuity of ownership
necessary for a reorganization.

Facts

Clarksburg Glass Co. went into receivership. Pittsburgh Plate Glass Co. (Pittsburgh)
was a major creditor. To protect its interests, Pittsburgh purchased Clarksburg’s
assets at a commissioner’s sale. Some creditors of Clarksburg formed Adamston Flat
Glass Co. and purchased the assets from Pittsburgh. Two creditors of Clarksburg,
Sine and Curtin, acquired the majority stock in Adamston. These two held only a
small fraction of the debts against the old corporation.

Procedural History

Adamston Flat Glass Co. claimed a depreciation deduction using the basis of
Clarksburg Glass Co., arguing that the acquisition of assets constituted a tax-free
reorganization. The Commissioner of Internal Revenue disallowed the stepped-up
basis. Adamston appealed to the Tax Court.

Issue(s)

1. Whether the acquisition of Clarksburg Glass Co.’s assets by Adamston Flat Glass
Co. constituted a reorganization under Section 203(h) of the Revenue Act of 1926.

2. If a reorganization occurred, whether 50% or more interest or control in the
property remained in the same persons or any of them as required by Section
113(a)(7)(A) of the Internal Revenue Code.

Holding

1. No, because there was no continuity of interest between the old corporation and
the new corporation due to the lack of substantial participation by the old
corporation’s owners (creditors) in the new corporation.

2. The court did not explicitly rule on the second issue but assumed for the sake of
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argument that the 50% ownership requirement was met.
Court’s Reasoning

The court reasoned that a reorganization requires the transferor corporation, or
someone representing the ownership of its property (stockholders or creditors), to
retain a “substantial stake” in the new corporation, citing Helvering v. Minnesota
Tea Co., 296 U.S. 378 (1935) and LeTulle v. Scofield, 308 U.S. 415 (1940). Here,
Sine and Curtin, while creditors of the old company, represented only a small
fraction of the old company’s debt. The court also found that Pittsburgh acted as an
independent owner, setting its own terms for the sale of the assets, which negated
the idea of a continuous plan of reorganization. The court emphasized that the new
stock in Adamston was issued for cash, not for the old claims against Clarksburg.
The court stated, “Here, in fact, only the creditors, and not the debts they held,
emerge in the second organization, and the only connection the debts against the
old corporation have with the new is to cause the creditors to help organize and buy
stock in the new.”

Practical Implications

This case clarifies the “continuity of interest” requirement for tax-free
reorganizations. It demonstrates that simply acquiring the assets of another
company does not automatically qualify a transaction as a reorganization. The
owners of the acquired company must maintain a substantial stake in the acquiring
company for the transaction to be considered a tax-free reorganization. This case
also highlights that an independent acquisition and sale of assets by a third party
can break the chain of continuity required for a reorganization, even if the ultimate
goal is to transfer the assets to a new entity formed by creditors of the original
company. The case emphasizes the importance of the nature of the consideration
received. If new stock is issued for cash instead of old claims, continuity is less likely
to be found. Later cases cite Adamston for the principle that mere participation by
some creditors is insufficient to establish the continuity of interest required for a
reorganization when those creditors hold only a small amount of the old company’s
debt. The case also serves as a warning that the IRS and courts will look to the
substance, not just the form, of a transaction to determine whether a valid
reorganization has occurred.
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