12 T.C. 507 (1949)

When multiple parties transfer property to a corporation in exchange for stock, the
exchange is tax-free under Section 351 only if the stock received by each transferor
is substantially proportional to their interest in the property before the exchange.

Summary

L.W. Tilden, Inc. challenged the IRS’s determination that the exchange of its stock
for property was a nontaxable transaction under Section 112(b)(5) of the Revenue
Act of 1936. The Tilden family had transferred property to the corporation in
exchange for stock, but the IRS argued this was a tax-free incorporation because the
stock distribution was proportional to the property contributed. The Tax Court
agreed with the IRS, finding that the transfers were part of a plan to refinance debt
and equitably distribute the family’s assets, and the stock was issued proportionally.
This determination affected the corporation’s basis in the assets and, consequently,
its depreciation deductions.

Facts

L.W. Tilden, facing financial difficulties, initially transferred portions of his land to
his wife and children to secure loans from the Federal Land Bank. When this failed,
he formed L.W. Tilden, Inc. The family members then transferred their land to the
corporation in exchange for shares of stock. The stated purpose was to consolidate
the family’s assets and refinance debt. The stock was divided equally among L.W.
Tilden, his wife, and eight of their children. The corporation also assumed certain
liabilities of the transferors.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in L.W. Tilden, Inc.’s
income, declared value excess profits, and excess profits taxes for the fiscal years
ended September 30, 1941 and 1942. The Commissioner treated the 1936 exchange
as nontaxable, which affected the corporation’s basis in the transferred assets and
therefore its depreciation deductions. L.W. Tilden, Inc. petitioned the Tax Court,
contesting the Commissioner’s determination.

Issue(s)

Whether the 1936 transaction, in which L.W. Tilden, Inc. exchanged its stock for
property owned by the Tilden family, constituted a nontaxable exchange under
Section 112(b)(5) of the Revenue Act of 1936, as amended, because the stock was
distributed proportionally to the transferors’ interests in the contributed property.

Holding

Yes, because the Tax Court found that the transfers were part of an overall plan to
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equitably distribute L.W. Tilden’s assets among his family and refinance his debt,
and that the stock was in fact distributed proportionally, even if the initial land
transfers were not perfectly equal in value.

Court’s Reasoning

The Tax Court reasoned that despite the initial transfers of land to family members,
the overarching intent was to operate the properties as a single unit and to
distribute the benefits (and burdens) equally among the family. The court
emphasized that the deeds recited that they were subject to a pro rata share of
outstanding mortgage debt. The court found the evidence suggested a resulting
trust, where those who received more property than their proportionate share held
the excess in trust for those who received less. The court emphasized the
importance of the intent and conduct of the parties, stating that “all of the members
of the Tilden family understood that L. W. Tilden intended to distribute his
properties equally among his wife and children.” Because the stock distribution
ultimately reflected an equal division of interests, the exchange met the
proportionality requirement of Section 112(b)(5), making the incorporation tax-free.
The Court stated, “when each of Tilden’s grantees formally conveyed to petitioner
the property which the deeds from Tilden purported to convey to them and, in
return, each received a one-tenth interest in the stock of petitioner, these resulting
trusts became executed, and any frailties in their original creation were cured.”

Practical Implications

This case highlights the importance of ensuring proportionality in Section 351 tax-
free incorporations when multiple transferors are involved. It demonstrates that
courts will look beyond the mere form of transactions to determine the true intent
and economic substance of an exchange. Attorneys structuring incorporations need
to carefully document the relative values of contributed assets and the distribution
of stock to ensure compliance with the proportionality requirement. Failure to
maintain proportionality can result in a taxable exchange, triggering immediate
recognition of gain or loss. Furthermore, the case illustrates the possibility of a
resulting trust arising in such transactions if the initial transfers are not equitable,
potentially impacting the tax consequences of the incorporation.
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