Goldstein Brothers, Inc., 23 T.C. 1047 (1955)

For a transaction to qualify as a tax-free corporate reorganization under Section
112(b)(10) of the Internal Revenue Code, there must be a continuity of interest,
meaning the transferor or its owners must receive a proprietary interest in the new
corporation by reason of their interest in the old corporation.

Summary

Goldstein Brothers, Inc. (petitioner) acquired property through a foreclosure sale
and claimed a carryover basis from the original owner, Olympia. The IRS challenged
this, arguing that the transaction didn’t meet the requirements of a tax-free
reorganization. The Tax Court sided with the IRS, finding that the bondholders, who
became the new shareholders, didn’t receive their stock in exchange for their prior
proprietary interest in Olympia, thus failing the continuity of interest requirement.
The court determined that for the reorganization provision to apply, it needs to have
a business continued in a new form by substantially the same proprietary interests.
The Goldsteins, while bondholders, didn’t exchange their bonds for stock in the new
corporation. Instead, they may have provided new capital. Therefore, the transaction
was taxable, and Goldstein Brothers could not use the carryover basis.

Facts

Olympia was in receivership, and its assets were subject to foreclosure. A
bondholders’ protective committee formed a plan to create the petitioner to acquire
the assets. The plan had alternatives; one involved the exchange of new bonds for
old ones, while another included cash payments. The Goldsteins owned
approximately 34% of the bonds initially, increasing to 65% before the plan’s
consummation. The Goldsteins and Lares received all the stock of the petitioner. For
tax purposes, the petitioner claimed depreciation based on Olympia’s adjusted basis.
The IRS disallowed a portion of this, arguing the transaction was not a tax-free
reorganization under section 112(b)(10).

Procedural History

The case was heard by the U.S. Tax Court. The IRS disallowed portions of the
depreciation deductions claimed by Goldstein Brothers. The Tax Court ruled in favor
of the IRS, determining the transaction did not qualify as a tax-free reorganization.

Issue(s)

1. Whether the transaction, by which the petitioner acquired the G.B. properties,
qualified as a reorganization under section 112(b)(10) of the Internal Revenue Code
of 1939.

2. Whether the petitioner, therefore, was entitled to use the carryover basis of the
properties from Olympia for depreciation purposes.
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Holding

1. No, because the transaction did not satisfy the continuity of interest requirement
necessary for a tax-free reorganization under the statute.

2. No, because without a tax-free reorganization, the petitioner was not entitled to
use the carryover basis of the properties from Olympia for depreciation.

Court’s Reasoning

The court began by noting that while the petitioner technically complied with the
literal requirements of section 112(b)(10), this wasn’t sufficient. The court
emphasized that the intent and purpose of the reorganization statutes, specifically
the need for continuity of business and interest, must also be satisfied. The court
rejected the argument that the fact the Goldsteins and Lares held 100% of the
petitioner’s stock was sufficient because the continuity of interest required by the
reorganization statutes meant the former owners of the property interest must
receive a proprietary interest in the new corporation *by reason of* their interest in
the transferor corporation. The court found that the Goldsteins and Lares didn’t
receive their stock in exchange for their previous ownership. It stated that the
record was silent as to what they exchanged for the stock, potentially involving the
provision of new capital. Furthermore, one-third of the bondholders received no
continuing proprietary interest at all. The court cited prior cases like *Helvering v.
Alabama Asphaltic Limestone Co.*, emphasizing the need for the reorganized
company to continue in business in modified corporate form. The court found that
the bondholders weren’t exchanging their bonds for the stock, and therefore no
carryover basis was allowed.

Practical Implications

This case underscores the critical importance of the continuity of interest doctrine in
corporate reorganizations. It serves as a cautionary tale for transactions where the
previous owners of the company do not maintain a proprietary interest in the new
entity. Attorneys must structure transactions to ensure that the former owners
receive stock or securities in the acquiring corporation *in exchange for* their
previous ownership. This case highlights the importance of detailed documentation
to clearly demonstrate the exchange of proprietary interests, including the tracing
of ownership from the original owners through the reorganization. Without this clear
connection, the IRS is likely to deny tax-free treatment. If the transaction doesn’t
meet this requirement, it may be treated as a taxable event, potentially triggering
recognition of gain or loss. This case demonstrates that while it’s helpful to comply
with the literal requirements of the statute, a close examination of the substance of
the transaction is necessary to determine if it achieves the underlying purpose of
nonrecognition.
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