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28 T.C. 553 (1957)

In determining whether a corporate reorganization qualifies for tax-free treatment
under Section 112(g)(1)(D) of the 1939 Internal Revenue Code, the Tax Court will
analyze the substance of the transaction to ascertain if the “control” requirement is
met, which necessitates an examination of the interdependence of the steps taken
and the intent of the parties involved.

Summary

The Southwell Combing Company challenged the Commissioner’s determination that
the liquidation of its predecessor and the subsequent transfer of assets constituted a
tax-free reorganization, which would require the use of the predecessor’s basis for
depreciation purposes. The court examined whether “control” of the new company
resided  with  the  transferor’s  shareholders  after  the  asset  transfer.  The  court
determined that the reorganization began when a company, Nichols & Company,
acquired an interest in the old company. The court disregarded the creation of a
voting trust, holding it was not an interdependent step. Therefore, the transferor’s
shareholders (including Nichols) had control immediately after the transfer, thus a
tax-free reorganization occurred, and the basis carried over.

Facts

Southwell  Combing Company (petitioner)  was incorporated on July  1,  1947.  Its
predecessor, Southwell Wool Combing Company (old company), had its stock owned
by the Smith Group. Nichols & Company, a top-making company, sought to secure
combing facilities due to a shortage. Nichols acquired a 60% interest in the old
company on June 25, 1947, followed by another 15% on June 30, 1947. On June 30,
the old company was liquidated, transferring its assets to its shareholders.  The
petitioner was then formed, taking over the assets in exchange for stock and bonds
issued to the former shareholders. On July 15, 1947, Nichols created a voting trust
of its shares in the petitioner. The Commissioner determined the liquidation and
transfer constituted a tax-free reorganization and applied the carryover basis rules,
which Southwell contested.

Procedural History

The case was brought before the United States Tax Court. The court considered
stipulated facts and briefs from both parties. The Tax Court issued a decision in
favor of the Commissioner, holding that the reorganization met the requirements for
tax-free treatment under section 112(g)(1)(D).  Decisions will  be entered for the
respondent.

Issue(s)

Whether the liquidation of the old company and the transfer of assets to the1.
petitioner constituted a taxable reorganization or a tax-free reorganization



© 2025 SCOTUSreports.com. All rights reserved. | 2

under section 112 (g) (1) (D) of the 1939 Code.
Whether, for purposes of determining “control” after the transfer, the2.
acquisition of stock by Nichols and the creation of the voting trust were
interdependent steps in the overall transaction.

Holding

No, because the liquidation and transfer met the requirements of a tax-free1.
reorganization under section 112(g)(1)(D).
No, because the acquisition of stock by Nichols was an interdependent step,2.
while the voting trust was not, and thus could be disregarded.

Court’s Reasoning

The court referenced Section 112(g)(1)(D) of the 1939 Code, which defines a tax-
free reorganization as a transfer by a corporation of assets to another corporation
where, immediately after the transfer, the transferor or its shareholders, or both,
are in control of the transferee. The court focused on determining whether the
transferor’s shareholders, including Nichols & Company, had control immediately
after  the  transfer.  The  court  looked  to  the  substance  of  the  transaction  and
determined that  the reorganization began no earlier  than June 25,  1947,  when
Nichols acquired an interest in the old company. In determining whether the voting
trust was an essential step in the reorganization, the court noted that it would be
disregarded as an interdependent step. The court found that the parties had not
committed  themselves  irrevocably  to  the  creation  of  the  trust  before  the
transaction’s completion, and therefore it did not affect the outcome. The court
determined the Southwell Group and Nichols had control of the transferee, thus
qualifying for a tax-free reorganization.

Practical Implications

This case is highly relevant for any legal professional involved in corporate tax
planning, particularly concerning reorganizations. It establishes the importance of
carefully analyzing the sequence of events in a reorganization to determine when
the reorganization commences and concludes. It underscores the need to assess
whether  various  steps  are  mutually  interdependent  or  whether  some steps  are
merely ancillary and can be disregarded. The “control” test, central to determining
tax-free status, requires understanding beneficial ownership and not just nominal
ownership. This case emphasizes that the substance of the transaction, not merely
its form, will govern the tax implications. Attorneys should advise clients to carefully
document all steps of a reorganization, including the intent behind each action, to
support a particular tax treatment. Also, the Court highlights the significance of the
“mutual interdependence” test, which emphasizes that steps taken by the parties
must be so linked that one would have been fruitless without completing the others.


