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Robert Dollar Co. v. Commissioner, 18 T.C. 444 (1952)

For a corporate reorganization to be tax-free, the stock and securities received by
each transferor must be substantially in proportion to their interest in the property
before  the  exchange,  even  if  the  reorganization  occurs  in  an  arm’s-length
bankruptcy proceeding.

Summary

The case involved a dispute over whether a corporate reorganization was tax-free
under Section 112(b)(5) of the Revenue Act of 1934. The Tax Court considered
whether  the  exchanges  made during  a  77B bankruptcy  reorganization  met  the
statutory requirements for a tax-free transaction. The key issue was whether the
stock  and  securities  received  by  creditors  and  stockholders  were  substantially
proportional to their pre-exchange interests in the property. The court found that
the reorganization was tax-free, emphasizing that the arm’s-length nature of the
bankruptcy negotiations and the fact that the equity of the stockholders was not
completely extinguished indicated the substantial proportionality required by the
statute.

Facts

Robert  Dollar  Co.  (petitioner)  was  first  organized in  1919 and engaged in  the
limestone and cement business until  1927,  when its  assets were transferred to
Delaware, which continued the business. Delaware faced financial difficulties and
defaulted on its bonds. A foreclosure action was initiated, leading Delaware to file
for reorganization under Section 77B of the Bankruptcy Act. A reorganization plan
was developed, under which petitioner was revived to take over Delaware’s assets.
Delaware’s  bondholders  and mortgage  holders  received  stock  and securities  of
petitioner, and Delaware’s stockholders received shares of petitioner’s stock.

Procedural History

The case originated in the United States Tax Court. The Commissioner of Internal
Revenue argued that the reorganization was taxable. The Tax Court had to decide if
the reorganization qualified as a tax-free transaction under Section 112(b)(5) of the
Revenue Act of 1934. The Tax Court ruled in favor of the taxpayer, holding the
reorganization to be tax-free.

Issue(s)

1.  Whether  the  reorganization  qualified  as  a  tax-free  exchange  under  Section
112(b)(5) of the Revenue Act of 1934.

2. Whether, for the purpose of Section 112(b)(5), the stock and securities received
by Delaware’s creditors and stockholders were substantially in proportion to their
respective interests in the property before the exchange.
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Holding

1. Yes, the reorganization qualified as a tax-free exchange.

2. Yes, the stock and securities received by Delaware’s creditors and stockholders
were substantially in proportion to their interests.

Court’s Reasoning

The court focused on whether the exchanges met the conditions of Section 112(b)(5)
of the Revenue Act of 1934, which required property to be transferred solely for
stock or securities, the transferors to be in control of the corporation after the
exchange, and the stock and securities to be distributed substantially in proportion
to  the  transferors’  pre-exchange  interests.  The  court  found that  Delaware  was
insolvent  in the equity  sense (unable to pay debts as they came due),  but  not
necessarily insolvent in the bankruptcy sense (liabilities exceeding assets at a fair
valuation).  Crucially,  the  court  found  that  because  the  stockholders  had  some
remaining  equity  in  the  company,  their  interest  had  to  be  considered  in  the
proportionality analysis. The court emphasized that the creditors did not receive all
of the stock and that stockholders received a portion, which indicated that they were
not  being excluded.  The court  relied heavily  on the arm’s-length nature of  the
reorganization proceedings, indicating that the allocation of stock and securities,
decided by conflicting interests, satisfied the proportionality requirement. The court
cited "the fact that the transfers here were the result  of  arm’s length dealings
between conflicting interests is, on this record, adequate to satisfy us that within the
meaning of section 112 (b) (5) the securities received by each were substantially in
proportion to his interest in the property prior to the exchange."

Practical Implications

The decision clarifies the application of the tax-free reorganization provisions in
bankruptcy scenarios. It  underscores that the proportionality requirement under
Section 112(b)(5) is still  crucial even in reorganizations involving creditors. The
arm’s-length nature of negotiations is significant in determining proportionality. It
guides tax professionals in structuring corporate reorganizations to minimize tax
liabilities. This case reinforces that an equity interest held by shareholders, however
small,  must  be  considered  in  the  proportionality  analysis.  If  creditors  and
stockholders are participating in the plan, the creditors must be made whole. The
case provides an analysis of insolvency in equity versus bankruptcy senses, which is
important  in  understanding tax treatments of  bankruptcy reorganizations.  Later
cases dealing with tax-free reorganizations often cite Robert Dollar Co. on issues of
proportionality and the importance of arm’s-length transactions.


