14 T.C. 842 (1950)

A corporation is entitled to deduct losses from a continuing, albeit unprofitable,
business operation even after a change in ownership and the addition of a profitable
business, and the IRS cannot disregard the tax consequences of the loss simply
because the corporation later acquired a profitable business.

Summary

A. B. & Container Corporation sought to deduct losses from its book business,
including loss carry-overs, after new owners acquired the company and added a
profitable container business. The IRS disallowed the deductions, arguing that the
acquisition was for tax evasion purposes and that a ‘new corporation’ effectively
came into existence. The Tax Court held that the IRS could not disregard the
corporation’s losses from its existing business simply because new owners had
acquired the corporation and introduced a profitable venture. The Court emphasized
that the corporation continued to exist without interruption and that the IRS’s
attempt to increase taxes without statutory authority was erroneous.

Facts

American Book Exchange, Inc. (later A. B. & Container Corporation) was engaged in
the textbook business and owned by Zola Harvey. The company had sustained losses
for several years. Harvey, facing potential military service, sold all the stock to the
Kramers, who were engaged in a profitable paper container business as a
partnership. The Kramers purchased the corporation’s accounts payable at a
discounted rate, transferred the partnership’s assets and liabilities to the
corporation, changed the company’s name to A. B. & Container Corporation, and
continued both the book and container businesses. The book business continued to
incur losses.

Procedural History

A. B. & Container Corporation filed its tax return, deducting the loss from the book
business and loss carry-overs from prior years. The Commissioner of Internal
Revenue disallowed these deductions and an unused excess profits credit carry-over.
The corporation appealed to the Tax Court.

Issue(s)

1. Whether the Commissioner erred in disallowing the loss incurred in the
operation of the book business during the taxable year.

2. Whether the Commissioner erred in disallowing the net loss carry-over
sustained in the two preceding fiscal years.

3. Whether the Commissioner erred in disallowing the benefits of an unused
excess profits credit carry-over in the computation of its excess profits credit.
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Holding

1. Yes, because the corporation continued to operate the book business, and the
losses were legitimate business losses.

2. Yes, because the net losses were properly carried over from prior years and
should be recognized.

3. Yes, because the unused excess profits credit carry-over was attributable to
the existing corporation and should be included in the computation.

Court’s Reasoning

The Tax Court found that the Commissioner’s position was unsupported by the
Internal Revenue Code or any decided case. The court emphasized that there was
only one corporation, and it existed without interruption or statutory reorganization.
The Kramers transferred their partnership assets to the corporation, increasing
corporate taxes. The Commissioner was attempting to tax the income of the
container business to the corporation without recognizing the losses from the book
business, which the corporation had always carried on. The court stated that the
Commissioner’s method would increase taxes without authority. The court
distinguished this case from situations where a corporation acquires another for tax
benefits through statutory reorganization, noting, “Here there was but one
corporation. It existed without interruption, without going through any statutory
reorganization, and without its assets being combined with those of any other
corporation.” The court found that the Kramers bought the accounts payable and
acquired the capital stock for legitimate business purposes and not for tax evasion.

Practical Implications

This case establishes that the IRS cannot simply disregard losses incurred by a
corporation in a continuing business merely because there has been a change in
ownership or the addition of a profitable business. It clarifies that a corporation’s
tax attributes, such as loss carry-overs, remain with the corporation unless there is a
specific statutory provision to the contrary. This case is significant for businesses
undergoing ownership changes or mergers, as it provides assurance that legitimate
business losses can still be recognized for tax purposes, provided the business
operations are continuous and the transactions are not solely for tax evasion. Later
cases distinguish this ruling by focusing on whether the primary purpose of the
acquisition was tax avoidance, potentially limiting the application of A. B. &
Container Corporation in such scenarios.
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