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Brazoria Building Corp., 15 T.C. 95 (1950)

When a shareholder gratuitously forgives a corporation’s debt, the transaction is
treated as a contribution to capital, and the corporation’s basis in the property is
determined  by  the  contributor’s  basis,  or  zero  if  the  contributor  had  already
deducted the cost.

Summary

Brazoria  Building  Corp.  constructed  houses,  using  materials  supplied  by  a
partnership,  Greer  Building  Materials  Company,  composed  of  the  corporation’s
principal shareholders. The partnership initially sold the materials to Brazoria on
credit but later forgave the debt. The Tax Court addressed whether Brazoria’s basis
in the houses should be reduced by the forgiven debt and whether the shareholders’
basis in their stock should be increased due to the debt forgiveness. The court held
that the basis in the houses was zero, as the partnership had already deducted the
cost of the materials, and that the shareholders could not increase their stock basis,
preventing a double tax benefit. The court emphasized the importance of preventing
taxpayers from improperly benefiting from tax deductions more than once for the
same item.

Facts

Brazoria Building Corp. built 191 houses, obtaining interim financing from a lender.
The Greer Building Materials Company, a partnership owned by Brazoria’s principal
shareholders, supplied materials to Brazoria. The partnership recorded the sales
price of the materials on an open account with Brazoria but did not include this in its
income. The partnership included the cost of the materials in its cost of goods sold.
The partnership forgave the debt  owed by Brazoria.  Brazoria treated this  as  a
contribution to capital. Brazoria’s books included the materials in the cost of the
houses.

Procedural History

The case was heard before the United States Tax Court. The issues related to the
adjusted  bases  of  the  houses  for  purposes  of  determining  gain  or  loss  and
depreciation, and the amount of gain realized upon a liquidating dividend.

Issue(s)

1. Whether Brazoria’s basis in the houses should be reduced by the amount of the
forgiven debt.

2. Whether the amount of the debt forgiven should be included in the basis of the
shareholders’  stock  in  Brazoria  for  the  purpose  of  determining  the  liquidating
dividend.
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Holding

1.  No,  because the partnership,  which had supplied the materials,  had already
deducted the cost of the materials as part of its cost of goods sold, so a zero basis
was assigned.

2. No, because the shareholders would receive a double tax advantage if they were
allowed to increase their basis.

Court’s Reasoning

The court determined that the debt forgiveness was a contribution to capital. The
materials had a zero basis when the contribution was made, as the partnership had
recovered  its  cost  by  including  it  in  the  cost  of  goods  sold.  The  court  cited
*Commissioner v. Jacobson, 336 U.S. 28* and *Helvering v. American Dental Co.,
318 U.S.  322*.  The  court  stated,  “Where  a  stockholder  gratuitously  forgives  a
corporation’s debt to himself, the transaction is considered to be a contribution to
capital.” The court referenced section 113(a)(8)(B) of the Internal Revenue Code,
which governs the basis of property acquired as a contribution to capital. Citing the
Brown Shoe Co. decision, the court emphasized that the forgiven debt should be
linked to the property. Because the partnership, as the transferor of the materials,
had already recovered the cost, a substituted basis of zero was assigned to the
property, meaning that Brazoria could not include the forgiven debt in its basis in
the houses. The court was concerned with preventing a double tax benefit for the
partners.

Practical Implications

This case highlights that when a shareholder’s contribution to a corporation takes
the form of debt forgiveness, it is treated as a contribution to capital, potentially
impacting the  corporation’s  basis  in  the  assets.  If  the  shareholder  has  already
deducted  the  cost  of  the  asset  that  is  the  subject  of  the  forgiven  debt,  the
corporation generally  takes a carryover basis  from the shareholder.  This  ruling
underscores  the  importance  of  carefully  considering  the  tax  implications  of
shareholder contributions and transactions that involve debt forgiveness, especially
when the contributor has already received a tax benefit related to the contributed
property.  Taxpayers  must  be  cautious  to  avoid  creating  double  tax  benefits  or
improperly increasing their basis in assets.


