13T.C. 472 (1949)

When a corporation undergoes a tax-free reorganization where property is
transferred in exchange for stock and securities, the transferee corporation’s equity
invested capital is determined by the transferor’s basis in the property.

Summary

Gage Brothers & Co. (petitioner) sought a redetermination of deficiencies in its
excess profits tax for 1942 and 1943. The core issue was the calculation of
petitioner’s equity invested capital following a 1936 reorganization. The Tax Court
held that the 1936 reorganization was a tax-free exchange under Section 112(b)(5)
of the Internal Revenue Code. Consequently, the petitioner’s equity invested capital
was the same as the transferor’s basis in the property, but the petitioner could not
inherit the transferor’s deficit in earnings and profits because the transferor’s
shareholders did not own all of the transferee’s stock immediately after the transfer.
Additionally, the court lacked jurisdiction over income tax issues because no
deficiency had been determined.

Facts

Old Gage, an Illinois corporation, faced financial difficulties in the 1930s and
became heavily indebted to Slocum Straw Works. In 1936, Slocum proposed a
reorganization where a new corporation, New Gage (later the petitioner), would
acquire Old Gage’s assets. Old Gage would issue stock to Slocum and its existing
shareholders, and Slocum would receive a promissory note for part of the debt. The
plan was implemented through a merger under Illinois law, with Galo Hat Co. (New
Gage) merging into Old Gage and then changing its name to Gage Brothers & Co.
(petitioner). The fair market value of Old Gage’s goodwill was at least $100,000.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioner’s
excess profits tax for 1942 and 1943. The petitioner challenged this determination in
the Tax Court, claiming a higher equity invested capital and an overpayment. The
Commissioner also determined income tax overpayments but argued the Tax Court
lacked jurisdiction to redetermine income tax liability.

Issue(s)

1. Whether the merger of Old Gage and New Gage resulted in the same taxable
entity, allowing the petitioner to inherit Old Gage’s equity invested capital.

2. Whether the 1936 reorganization constituted a tax-free exchange under
Section 112(b)(5) of the Internal Revenue Code.

3. Whether the petitioner was entitled to include Old Gage’s deficit in earnings
and profits in its equity invested capital under Section 718(a)(7) of the Internal
Revenue Code.

© 2025 SCOTUSreports.com. All rights reserved. | 1



4. Whether the Tax Court had jurisdiction to determine income tax liability when
the Commissioner had not determined a deficiency.

Holding

1. No, because the varying provisions of local corporate enactments are not
decisive when applying a Nationwide system of corporate taxation and the
parties treated the corporations as different.

2. Yes, because the transaction was an arm’s length dealing where creditors and
stockholders transferred property to the new corporation and the interests of
the parties were substantially unaltered and the transfer qualifies under
Section 112(b)(5) of the IRC.

3. No, because the majority of petitioner’s stock was owned by a creditor
(Slocum) of the old company, not a shareholder as required by Section
718(c)(5).

4. No, because the Tax Court’s jurisdiction is dependent on the existence of a
deficiency determination by the Commissioner.

Court’s Reasoning

The court reasoned that the Illinois merger statute could not override federal tax
law. The parties themselves had treated the old and new companies as separate
entities for tax purposes. The reorganization qualified as a tax-free exchange under
Section 112(b)(5) because Old Gage’s assets were transferred to the petitioner,
controlled by the transferors (Slocum and the Old Gage shareholders), in exchange
for stock and securities. Citing Alexander E. Duncan, 9 T.C. 468, the court
emphasized that Section 112(b)(5) applied even when old stockholders retained
some equity. However, the petitioner could not inherit Old Gage’s deficit because
Slocum, a creditor, owned a majority of the petitioner’s stock, failing the
requirement of Section 718(c)(5)(D) that the transferor’s shareholders own all the
transferee’s stock immediately after the transfer. The court lacks jurisdiction over
income tax issues when no deficiency was determined.

Practical Implications

This case clarifies how tax-free reorganizations affect a corporation’s equity invested
capital for excess profits tax purposes. It highlights that while a reorganization can
be tax-free under Section 112(b)(5), the transferee corporation’s ability to inherit
the transferor’s tax attributes, like deficits in earnings and profits, is subject to strict
statutory requirements. The case emphasizes the importance of structuring
reorganizations to comply with Section 718(c)(5) if the goal is to utilize the
transferor’s deficit. It also reinforces the principle that the Tax Court’s jurisdiction is
limited to cases where the Commissioner has determined a deficiency. Later cases
would distinguish Gage Brothers based on differing facts and statutory
interpretations regarding reorganizations and equity invested capital.
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