26 T.C. 692 (1956)

When property is transferred to a corporation by an individual in exchange for the
corporation’s securities, and the individual controls the corporation immediately
after the exchange, the corporation’s basis in the property is the same as the
transferor’s basis.

Summary

The case concerns the tax consequences of a corporation’s acquisition of
management contracts from its controlling shareholder. The court addressed
whether the corporation, Ernest W. Brown, Inc., could claim a deductible loss when
the contracts were terminated. The court held that the corporation’s basis in the
contracts was zero because the shareholder, Brown, had acquired the contracts at
no cost. Furthermore, the court found the issuance of debentures by the corporation
to Brown wasn’t an arm’s-length transaction and didn’t establish a cost basis. As a
result, the corporation couldn’t claim a loss when the contracts were cancelled. The
case emphasizes the importance of determining a property’s basis when transferred
between related parties and the implications for subsequent deductions.

Facts

Ernest W. Brown, Inc. (the petitioner) was formed to manage two reciprocal
insurance exchanges. Ernest W. Brown, the sole shareholder, controlled the
insurance exchanges. Brown individually held the powers of attorney and was
manager of the exchanges, enabling him to conduct a profitable business. Brown
transferred the management of the exchanges to the corporation, which issued
debentures to Brown in exchange. The contracts were later terminated. The
Commissioner of Internal Revenue disallowed the corporation’s claimed deduction
for a loss related to the canceled contracts, arguing that the debentures weren't a
genuine indebtedness and there was no established cost basis for the contracts.

Procedural History

The case was brought before the United States Tax Court. The Commissioner of
Internal Revenue disallowed the deduction. The Tax Court reviewed the
Commissioner’s decision based on the facts of the case, including the terms of the
contract, and the applicable sections of the Internal Revenue Code regarding the
determination of basis.

Issue(s)

1. Whether the petitioner was entitled to a deductible loss for the cancellation of
contracts at the end of 1952?

2. Whether the petitioner had a basis in the contracts, considering they were
transferred from Brown in exchange for the petitioner’s securities.
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Holding

1. No, because the petitioner must have been acting under some new arrangement
after Brown’s death, and no cost of this new arrangement was shown.

2. No, because the petitioner acquired the contracts with a zero basis because
Brown, the transferor, had a zero basis in those contracts.

Court’s Reasoning

The court focused on the provisions of the Internal Revenue Code regarding the
determination of basis. It applied the principle that if property is transferred to a
corporation by a person (or persons) solely in exchange for stock or securities, and
immediately after the exchange, the transferor(s) are in control of the corporation,
the corporation’s basis in the property is the same as the transferor’s basis. In this
case, Brown had no cost basis for the management contracts. The issuance of
debentures to Brown in exchange for the contracts, where Brown controlled the
corporation both before and after the exchange, was deemed a non-taxable
transaction. The court stated, “Whatever went from Brown to the petitioner, went
with a zero basis.” Because of this zero basis, when the contracts terminated, the
petitioner had no deductible loss.

Practical Implications

This case highlights the importance of correctly determining the basis of assets,
particularly in transactions involving related parties. For attorneys, it underscores
the significance of scrutinizing the consideration paid and how the transaction is
structured when a business is transferred. Businesses and their owners must
carefully document the acquisition of assets and their cost basis to ensure proper
tax treatment and avoid disallowed deductions. It demonstrates that transferring
assets from an individual to a controlled corporation in exchange for securities may
result in the corporation inheriting the transferor’s low or zero basis. Subsequent
events, such as the cancellation of contracts, can have significant tax consequences,
as the absence of basis prevents claiming a loss.
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