Adam Glass Manufacturing Co. v. Commissioner, 14 T.C. 708 (1950)

When a company acquires assets through a reorganization where bondholders
exchange bonds for preferred stock, the company’s equity invested capital is limited
to the fair market value of the stock issued, not the purported fair market value of
the assets acquired, particularly when the bondholders’ role is merely a conduit for
transferring the property.

Summary

Adam Glass Manufacturing Co. sought to increase its equity invested capital and
depreciation deductions based on a claimed fair market value of assets acquired
during a reorganization. The company argued that it should use the transferor’s
(trustee for bondholders) basis, which reflected the higher fair market value. The
Tax Court held that the company’s equity invested capital was limited to the fair
market value of the preferred stock issued in exchange for the bondholders’
interests, as the bondholders acted as a conduit in the reorganization, and there was
no intent to contribute paid-in surplus. This ruling also impacted the depreciation
deduction.

Facts

» Adam Glass Manufacturing Co. (Petitioner) acquired assets from a trustee
representing bondholders of a predecessor company (Glass Co.) during a
reorganization.

» The reorganization was initiated to secure a loan from the Reconstruction
Finance Corporation.

» The plan involved foreclosing two mortgages on the Glass Co.’s assets.

» Bondholders exchanged their first mortgage bonds for preferred stock in Adam
Glass.

» The assets were initially recorded on Adam Glass’s books at $38,163.38,
reflecting the bond face value, interest, tax liens, and foreclosure costs.

» Adam Glass later wrote up the asset value to $115,777.47 and claimed equity
invested capital and depreciation based on this higher amount.

Procedural History

e The Commissioner of Internal Revenue (Respondent) determined deficiencies
in Adam Glass’s taxes.

» The Commissioner calculated equity invested capital based on the fair market
value of the preferred stock issued ($31,200) plus assumed liabilities
($6,963.38), totaling $38,163.38.

» Adam Glass petitioned the Tax Court for a redetermination of the deficiencies.

Issue(s)

1. Whether Adam Glass’s equity invested capital should include the difference
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between the recorded cost of assets ($38,163.38) and the claimed fair market
value ($115,777.47) as paid-in surplus under Section 718(a)(2) of the Internal
Revenue Code.

2. Whether Adam Glass is entitled to a depreciation deduction based on the
stepped-up basis of $115,777.47.

Holding

1. No, because the bondholders acted as a conduit in transferring the property to
Adam Glass, and there was no intention to contribute paid-in surplus. Their
role was simply to exchange their lien for preferred stock.

2. No, because the depreciation deduction is tied to the equity invested capital
issue and the company is not entitled to a stepped-up basis.

Court’s Reasoning

The Tax Court reasoned that the reorganization plan, viewed as a whole, indicated
that the bondholders were merely acting as a conduit for transferring the assets to
Adam Glass. The court emphasized:

» The bondholders agreed to substitute their lien for preferred stock, implying
no intention of owning the assets outright.

» The company’s own resolution suggested it viewed itself as the owner of the
property subject to the bondholders’ lien.

» There was no evidence the bondholders intended to contribute capital or that
the amount was ever recorded as paid-in surplus.

» The effect of the plan was that Adam Glass acquired the lien of the
bondholders for shares of its preferred stock, without regard to the actual
value of the property.

The court distinguished Dill & Collins Co., 18 B.T.A. 638, noting it was under a
different statute. The Tax Court also noted that property donated by non-
stockholders cannot be included in invested capital, citing Frank Holton & Co., 10
B.T.A. 1317 and other cases. Since the bondholders had no independent property
rights to transfer as a contribution, and the Glass Co. stockholders did not become
stockholders of Adam Glass, there was no consideration for the property to justify a
stepped-up basis. The court held that the fair market value of the preferred stock
represented the cost of the assets to the petitioner. Concerning depreciation, the
court stated, “Petitioner’s arguments with respect to exhaustion of the property is
based upon the contentions it made under the invested capital question and
concedes that our ruling on that issue controls this one.”

Practical Implications

This case clarifies the limitations on stepping up the basis of assets acquired during
reorganizations, particularly where creditors or bondholders are involved. Attorneys
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should analyze the substance of the transaction to determine whether a true
contribution to capital occurred. This case emphasizes the importance of
demonstrating intent to contribute capital and proper accounting treatment to
support a claim for increased equity invested capital. When analyzing
reorganizations, counsel should consider: (1) whether the transferring parties had
true ownership rights in the assets, (2) whether they became stockholders of the
acquiring company, and (3) how the transaction was recorded on the company’s
books. This case is often cited in disputes about calculating equity invested capital
and determining the appropriate basis for depreciation deductions following
corporate reorganizations or acquisitions involving debt restructuring.
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