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25 T.C. 132 (1955)

To qualify as a tax-free reorganization, the owners of a corporation must maintain a
continuing proprietary interest in the reorganized entity, distinguishing a sale from
a reorganization.

Summary

In Heintz v. Commissioner, the U.S. Tax Court addressed whether a transaction was
a taxable sale or  a  tax-free corporate reorganization.  The petitioners,  Jack and
Heintz, sold their stock in Jack & Heintz, Inc. to a purchasing group for cash and
preferred stock in the acquiring corporation. Although the sale was followed by a
merger, the court found that the transaction constituted a sale, not a reorganization,
because the petitioners intended to fully divest their interests and had arranged for
the prompt sale of the preferred stock they received. The court emphasized the lack
of continued proprietary interest and the intent of the parties, distinguishing the
transaction from a tax-free reorganization.

Facts

Ralph M. Heintz and William S. Jack organized Jack & Heintz, Inc., and held all its
stock. Facing challenges with wartime production conversion, they decided to sell
their entire interest. After unsuccessful attempts for an all-cash sale, they agreed to
sell their stock for cash and preferred stock in the acquiring corporation, Precision
Products Corporation. They received assurances that the preferred stock would be
quickly sold to a public offering. Subsequently, Jack & Heintz, Inc., merged into
Precision. The preferred stock was sold shortly after, apart from the stock held in
escrow.  The IRS argued the  deal  was  a  reorganization,  while  Jack  and Heintz
claimed it was a sale.

Procedural History

The Commissioner of Internal Revenue determined tax deficiencies against Heintz
and Jack, arguing that the transaction was a corporate reorganization, and the cash
received should be taxed as ordinary income. Heintz and Jack filed petitions with the
U.S. Tax Court seeking a redetermination, claiming the transaction was a sale, and
they were entitled to capital gains treatment. The Tax Court consolidated the cases.

Issue(s)

1. Whether the exchange of petitioners’ stock in Jack & Heintz, Inc., for cash and
preferred stock was a sale or part of a plan of reorganization?

2. If the exchange was a reorganization, did the cash received have the effect of a
taxable dividend?

Holding
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1.  No,  the Tax Court held that the exchange was a sale,  not a reorganization,
because the petitioners did not intend to maintain a proprietary interest.

2. The second issue was not addressed directly due to the holding on the first issue;
since  the  exchange was  a  sale,  the  cash did  not  represent  a  taxable  dividend
distribution from a reorganization.

Court’s Reasoning

The court looked at  whether the transaction was a sale or a reorganization as
defined by the Internal Revenue Code. The court cited Roebling v. Commissioner,
which  found  that  a  reorganization  requires  a  “readjustment  of  the  corporate
structure”  and  that  the  prior  owners  must  maintain  “a  substantial  proprietary
interest.”  The  court  found  that,  while  the  merger  could  satisfy  the  formal
requirements of a reorganization, the intent of the parties and the structure of the
deal demonstrated that the Heintz and Jack intended to entirely divest themselves of
their interests and have their preferred shares sold promptly. The court found that,
even though they helped to facilitate the merger, the sale was the central objective.
Because the sale was for cash and the preferred stock was a means to facilitate the
sale of the stock, the transaction qualified as a sale, not a reorganization, since the
petitioners wanted to dispose of their entire interest in the company. The court cited
the agreement documents, which termed the transaction a “sale,” to determine the
intent.

Practical Implications

This  case  is  important  for  determining  the  tax  implications  of  corporate
transactions.  It  highlights  the  significance  of  intent  and  the  maintenance  of
proprietary interest  in  distinguishing between a sale  and a reorganization.  The
court’s  emphasis  on  the  planned  sale  of  the  preferred  stock  emphasizes  the
importance  of  the  step  transaction  doctrine.  It  has  practical  implications  for
structuring acquisitions and sales,  particularly  when using stock as part  of  the
consideration. It highlights the need to carefully document the intent of the parties.
Practitioners  must  consider  whether  the  transaction  constitutes  a  “mere
readjustment of corporate structure” and how it affects the prior owners’ continuous
financial stake. This case is frequently cited in tax law regarding reorganizations
and sales. Tax lawyers use this case to help clients structure transactions that are
treated the way they intend under the tax code.


