Robert M. Gruendler v. Commissioner, 48 T.C. 53 (1967)

A transfer of assets qualifies as a corporate reorganization under Section
112(g)(1)(D) of the Internal Revenue Code only if the transferee corporation
continues the business of the transferor, demonstrating a continuity of business
enterprise.

Summary

Rice, Inc. liquidated its assets, distributing three mills to its shareholders. The
shareholders then formed Gruendler, a new corporation, to sell the mills. Gruendler
sold the mills shortly thereafter. The IRS argued the transaction was a
reorganization, requiring Gruendler to use Rice’s basis in the mills, resulting in a
taxable gain. The Tax Court disagreed, holding that because Gruendler was formed
solely to liquidate the assets and did not continue Rice’s business, there was no
reorganization. Therefore, Gruendler was entitled to use the fair market value of the
mills at the time of transfer as its basis.

Facts

* Rice, Inc. decided to liquidate and dissolve.

» Rice distributed three mills to its shareholders as a liquidating dividend.

e The shareholders then formed Gruendler to sell the mills.

» Gruendler’s cash resources were minimal and inadequate for operating the
mills.

» Gruendler promptly negotiated and completed the sale of the mills.

» The purpose of using a corporation for the sale was to avoid potential probate
issues.

Procedural History

e The Commissioner determined a deficiency in Gruendler’s income tax based on
the premise that the sale of the mills resulted in a taxable gain because
Gruendler was required to use Rice’s basis in the mills.

e Gruendler petitioned the Tax Court for a redetermination of the deficiency.

Issue(s)

1. Whether the transfer of the mills from Rice’s shareholders to Gruendler
constituted a reorganization under Section 112(g)(1)(D) of the Internal
Revenue Code.

2. Whether Gruendler was required to use Rice’s basis in the mills when
computing gain on the sale of the mills.

Holding

1. No, because the transfer did not involve a continuation of Rice’s business
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operations by Gruendler, a necessary element for a reorganization under
Section 112(g)(1)(D).

2. No, because the transaction was not a reorganization, Gruendler was not
required to use Rice’s basis and could use the fair market value of the mills at
the time of transfer.

Court’s Reasoning

The court reasoned that while the literal requirements of Section 112(g)(1)(D) might
appear to be met (transfer of assets from Rice to Gruendler, with Rice’s
shareholders in control of Gruendler immediately after), the substance of the
transaction lacked a crucial element: continuity of business enterprise. The court
emphasized that a reorganization must involve a plan to reorganize a business, not
merely to liquidate assets. The court distinguished this case from others where a
liquidation was part of a larger reorganization plan involving the continuation of the
transferor’s business by the transferee. The court quoted Gregory v. Helvering,
stating the transfer must be “in pursuance of a plan of reorganization * * * of
corporate business; and not a transfer of assets by one corporation to another in
pursuance of a plan having no relation to the business of either.” The court found
that Gruendler was formed solely to dispose of the mills and did not carry on any
business. Thus, the transfer did not qualify as a reorganization, and Gruendler was
entitled to use the fair market value of the mills as its basis. As the court stated,
“The plan of reorganization must comprehend, and the new corporation created,
must when consummated carry on in whole or in part the corporate business of the
old corporation.”

Practical Implications

» This case reinforces the principle that a corporate reorganization requires a
continuity of business enterprise.

« It clarifies that a transfer of assets, even if it meets the literal requirements of
Section 112(g)(1)(D), will not be considered a reorganization if the transferee
corporation is merely a vehicle for liquidating the assets.

» Tax planners must ensure that any transaction intended to qualify as a
reorganization involves a genuine continuation of the transferor’s business by
the transferee to achieve the desired tax consequences.

« This ruling impacts how businesses structure transactions involving the
transfer of assets, particularly when liquidation is involved, and provides a
benchmark for determining if the continuity of business enterprise
requirement is met.

» Later cases have cited Gruendler to emphasize the importance of continuity of
business enterprise in determining whether a transaction qualifies as a
reorganization.
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