<strong><em>Lodi Iron Works, Inc. v. Commissioner, 29 T.C. 696
(1958)</em></strong></p>

A taxpayer cannot avoid the effects of a federal tax statute by claiming non-
compliance with state law in a corporate stock-for-assets exchange.

<p><strong>Summary</strong></p>

The U.S. Tax Court addressed whether assets received by Lodi Iron Works, Inc. in
exchange for its stock were part of a nontaxable exchange under Section 112(b)(5)
of the 1939 Internal Revenue Code, thus determining the basis for calculating
depreciation. The court found that despite potential violations of California
corporate securities law, the exchange qualified as nontaxable because the
transferors (former partners) controlled the corporation immediately after the
exchange. The court held that the assets should have the same basis for
depreciation as they would have in the hands of the transferor partnership and
rejected the taxpayer’s argument that the transaction was void due to the
misstatement of asset values in the original permit from the California corporation
commissioner.

<p><strong>Facts</strong></p>

Lodi Iron Works, Inc. (taxpayer) incorporated in California in August 1946 and
commenced business in September 1946. In September 1946, it was granted a
permit to issue 15,000 shares of stock and issued 7,000 shares in exchange for the
assets of the Lodi Iron Works partnership to the two equal partners. The partners
received the shares in exchange for the partnership’s assets. The taxpayer’s counsel
later determined the initial stock issuance might have been void due to an
overstatement of the partnership assets’ value. The taxpayer subsequently amended
its permit, re-issued stock, and took the position that the exchange did not meet the
requirements of I.R.C. § 112(b)(5). The IRS agent determined that the exchange
qualified under section 112(b)(5) and the taxpayer’s depreciation deductions were
reduced accordingly. The taxpayer filed an income tax return for fiscal year ending
May 31, 1951, later amended it, and filed a claim for refund. The Commissioner
determined a deficiency of $2,268.32 in petitioner’s income tax for the fiscal year
ended May 31, 1951.

<p><strong>Procedural History</strong></p>

The Commissioner of Internal Revenue determined a tax deficiency against Lodi Iron
Works, Inc. for the fiscal year ended May 31, 1951, disallowing certain depreciation
deductions claimed by the taxpayer. The taxpayer petitioned the United States Tax
Court to challenge the Commissioner’s determination. The Tax Court heard the case,
reviewed the stipulated facts, and issued its decision.

<p><strong>Issue(s)</strong></p>
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1. Whether the assets received by the petitioner in exchange for its stock should be
awarded the same basis for computing depreciation as they would have in the hands
of the transferor.

2. Whether the taxpayer could avoid the application of [.LR.C. § 112(b)(5) by asserting
its failure to comply with California corporate securities law.

<p><strong>Holding</strong></p>

1. Yes, because the transaction was a nontaxable exchange under I.R.C. § 112(b)(5),
the assets should be awarded the same basis for computing depreciation as they
would have in the hands of the transferor.

2. No, because the petitioner cannot rely on its alleged noncompliance with its own
state law to avoid the effect of a federal tax statute.

<p><strong>Court's Reasoning</strong></p>

The court examined whether the stock-for-assets exchange qualified under I.R.C. §
112(b)(5). The court held that the initial transfer of assets by the partnership to the
corporation was a valid exchange for stock, and that the partners, were in control of
the corporation immediately after the exchange, as defined by the statute. The court
emphasized the importance of control “immediately after the exchange,” stating that
“momentary control is sufficient.” The court found that the fact that additional stock
was later issued to the public did not affect whether the initial exchange qualified
for non-recognition of gain or loss. It cited prior case law, holding that a taxpayer
could not avoid federal tax consequences by arguing a failure to comply with state
law. The court stated, “The petitioner may not rely upon its self-asserted failure to
comply with its own State law to avoid the effect of a Federal tax statute.” The court
also noted that the taxpayer had not met the procedural requirements for
establishing estoppel against the Commissioner regarding prior audits.

<p><strong>Practical Implications</strong></p>

This case underscores that the substance of a transaction, particularly the control of
a corporation after a stock exchange, is critical for determining its tax
consequences. Practitioners must carefully analyze whether the requirements of
I.R.C. § 112(b)(5) are met, focusing on whether the transferors retain the requisite
control immediately after the exchange, and whether the stock-for-assets exchange
is the only consideration. This case is a reminder that violations of state securities
laws will not automatically invalidate an exchange for federal tax purposes.
Moreover, taxpayers bear the burden of proving noncompliance. The court’s ruling
demonstrates the importance of proper documentation and legal compliance,
because even perceived violations of state law will not automatically alter the
federal tax treatment of the transaction. The case reinforces the principle that a
taxpayer cannot avoid federal tax liability by asserting a violation of state law and
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that momentary control immediately after the exchange is sufficient to satisfy I.R.C.
§ 112 (b)(5).
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