10 T.C. 840 (1948)

A corporation does not realize taxable gain when it distributes assets in kind to its
stockholders as part of a complete liquidation, provided the corporation does not
engage in pre-liquidation negotiations or sales of those assets.

Summary

J. T. S. Brown’s Son Co. liquidated in 1942, distributing whiskey warehouse
certificates to its sole stockholder, Favret. The IRS asserted the corporation realized
a gain on this distribution and a subsequent sale by Favret in 1943. The Tax Court
held that the corporation did not realize a gain on the distribution of assets in
liquidation. Furthermore, the sales in 1943 were made by Favret individually after
the liquidation and distribution; therefore, the corporation was not liable for taxes
on those sales. Creel Brown ]Jr., a previous stockholder, was not liable as a
transferee because he sold his stock before liquidation. Favret was liable as a
transferee.

Facts

J. T. S. Brown’s Son Co., a Kentucky distillery, decided to liquidate in late 1942.
Creel Brown, Jr., the majority stockholder, sold his shares to James Favret. Before
the sale, the corporation owned whiskey warehouse receipts. After acquiring all the
stock, Favret initiated the corporation’s liquidation, distributing its assets, including
the warehouse receipts, to himself. Favret then sold the whiskey represented by the
receipts in 1943.

Procedural History

The Commissioner of Internal Revenue determined deficiencies against the
corporation for 1942 and 1943, asserting the corporation recognized gains from the
distribution and subsequent sale of the whiskey warehouse receipts. The
Commissioner also sought to hold former and current stockholders, Brown and
Favret, liable as transferees. The Tax Court consolidated the cases.

Issue(s)

1. Whether a corporation realizes taxable income when it distributes assets in kind
to its stockholders as part of a complete liquidation.

2. Whether sales of assets by a stockholder after receiving them in a corporate
liquidation are attributable to the corporation for tax purposes.

3. Whether Brown and Favret are liable as transferees for any deficiencies.

Holding
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1. No, because a corporation does not realize income from the distribution of its
property in kind in liquidation to its stockholders.

2. No, because the sales were negotiated and made by Favret individually after the
liquidation and distribution of assets. The corporation did not participate in these
sales.

3. No as to Brown, because he sold his stock prior to the liquidation. Yes as to
Favret, because he received the assets of the corporation in liquidation and those
assets had a value much greater than all the liabilities of the corporation, including
its liabilities for Federal taxes.

Court’s Reasoning

The Tax Court relied on Treasury regulations stating, “No gain or loss is realized by
a corporation from the mere distribution of its assets in kind in partial or complete
liquidation, however they may have appreciated or depreciated in value since their
acquisition.” The court emphasized that the sales were negotiated and executed by
Favret after the liquidation. The court distinguished this case from those where the
corporation actively negotiated the sale before liquidation, stating, “The
negotiations which led to the sale in the present case were begun after the
liquidating distribution, were carried on by trustees elected and representing only
stockholders, were not participated in by the corporation in any way, and had no
important connection with any prior negotiations.” Since Brown sold his stock
before liquidation, he did not receive any assets as a distribution and therefore was
not liable as a transferee.

Practical Implications

This case clarifies that corporations distributing assets in liquidation generally do
not recognize taxable gains from the distribution itself. However, it underscores the
importance of ensuring that the corporation does not engage in any pre-liquidation
sales activities or negotiations; otherwise, the IRS might attribute the subsequent
sale to the corporation, resulting in corporate-level tax liability. This ruling is
significant for tax planning during corporate liquidations, emphasizing the need to
cleanly separate corporate actions from post-liquidation stockholder activities. It
reaffirms the principle that a distribution in liquidation transfers ownership, and
subsequent actions by the new owner are generally not attributed back to the
corporation.
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