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18 T.C. 444 (1952)

When a corporation undergoes reorganization and a  stockholder  exchanges old
stock and claims for new stock, no gain or loss is recognized at the time of the
exchange, and the basis for the new stock is the combined basis of the old stock and
claims.

Summary

The  Robert  Dollar  Co.  sought  review  of  tax  deficiencies  assessed  by  the
Commissioner of Internal Revenue. The Tax Court addressed two primary issues: (1)
whether the surrender of stock during a corporate reorganization qualified as a tax-
free exchange, impacting the basis of the new stock, and (2) whether the sale of
ships resulted in ‘net abnormal income’ attributable to prior years. The court held
that the stock surrender was part of a tax-free exchange, thus the basis of the new
stock included the basis of the old stock and claims. It also ruled that the income
from the ship sales was not attributable to prior years.

Facts

Admiral  Oriental  Line  (Admiral)  owned  all  stock  in  American  Mail  Line,  Ltd.
(American). American also owed Admiral a significant unsecured debt. American
entered  reorganization  proceedings  due  to  an  inability  to  pay  debts.  Admiral
surrendered its American stock and claims against American in exchange for new
stock in the reorganized entity. Later, Admiral sold the new stock. Admiral also
purchased and sold two ships, SS Admiral Laws and SS Admiral Senn, in 1940,
generating substantial income. The Commissioner sought to tax the gain on the sale
of stock and challenged Admiral’s treatment of the ship sale income. Robert Dollar
Co. was the successor to Admiral.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  deficiencies  in  income  and
excess profits taxes against The Robert Dollar Co.,  as the successor to Admiral
Oriental Line. The Robert Dollar Co. petitioned the Tax Court for review. The case
was heard by the Tax Court, which issued a decision on May 29, 1952.

Issue(s)

Whether the surrender of old stock and claims in exchange for new stock1.
during a corporate reorganization constitutes a tax-free exchange under
Section 112(b)(3) of the Internal Revenue Code, affecting the basis of the new
stock under Section 113(a)(6).
Whether the income from the sale of two ships constitutes ‘net abnormal2.
income’ attributable to prior years under Section 721 of the Internal Revenue
Code.
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Holding

Yes, because the surrender of stock was part of the reorganization plan and1.
represented a continuity of interest, and both stock and claims were
exchanged for new stock.
No, because the income from the ship sales was a result of an investment2.
(purchase and rehabilitation) and subsequent gain, and regulations prohibit
attributing gains from investments to prior years.

Court’s Reasoning

Regarding the reorganization, the court reasoned that the exchange qualified under
Section 112(b)(3) as a tax-free exchange because it was part of a recapitalization.
The court emphasized that Admiral’s surrender of stock represented a ‘continuity of
interest,’  even though the new ownership structure differed. While the Referee-
Special Master stated Admiral received nothing for the stock, the court found that
the stock possessed some equity value, and the new stock was issued in exchange
for both the claims and the old stock. Because the exchange was tax-free, Section
113(a)(6)  mandated  that  the  new  stock’s  basis  be  the  same  as  the  property
exchanged (old stock and claims). Regarding the abnormal income issue, the court
relied on regulations stating that  income derived from an investment in  assets
cannot be attributed to prior years. The court determined that the profit from the
ship sales was directly linked to the investment in purchasing and rehabilitating the
ships and therefore could not be considered abnormal income attributable to 1939.

Practical Implications

This case provides guidance on the tax treatment of  corporate reorganizations,
particularly regarding the surrender of stock and claims. It clarifies that even if old
stock is surrendered during reorganization, it can still be considered part of a tax-
free exchange if it represents a continuity of interest and has some equity value.
This  decision also underscores the importance of  adhering to  specific  Treasury
Regulations  when  determining  ‘net  abnormal  income’  for  excess  profits  tax
purposes. The case emphasizes that gains from asset sales are generally tied to the
investment in those assets and are not easily attributable to prior periods based on
value appreciation alone. This ruling continues to inform how tax attorneys advise
clients during corporate restructurings and asset sales, especially in industries with
fluctuating asset values.


