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30 T.C. 487 (1958)

When a transaction is comprised of a series of interdependent steps, the steps must
be integrated to determine whether the requisite control survived the exchange so
as to bring it within the provisions of section 112 (g) (1) (D) of the 1939 Code.

Summary

The United States Tax Court addressed whether a series of transactions, including a
stock purchase, liquidation, and the formation of a new corporation, constituted a
tax-free corporate reorganization under Section 112(g)(1)(D) of the 1939 Code. The
court held that the steps were interdependent and should be viewed as a whole.
Because the ultimate transaction resulted in a shift of control from one unrelated
group  to  another,  the  court  determined  that  the  transaction  was  not  a
reorganization and that the new company could use the fair market value of the
assets  as  their  basis  for  depreciation.  The court  emphasized the importance of
“continuity of interest” to satisfy reorganization requirements and whether there
was a “change of ownership” in fact.

Facts

The Southwell Wool Combing Company (old company) was owned primarily by the
Smith Group. The Southwell Group (7%) purchased the remaining 93% of the old
company. The Smith group were interested in disposing of their interest in the old
company, which was sought after for its combing facilities. The Southwell Group did
not have the financing to effect the purchase. Nichols & Company, a top-maker, was
approached  to  finance  the  transaction.  The  plan  involved  a  stock  purchase  by
Southwell,  liquidation of  the old company,  and the transfer of  assets to a new
corporation (petitioner). Nichols and Wellman Group’s stockholders would get 75%,
and Southwell’s group, 25% of the stock, to assure continued access to combing
facilities. The new company issued bonds to the old company’s shareholders. Nichols
transferred its shares to a voting trust for the benefit of the Wellman Group. The
petitioner redeemed all the bonds. The IRS determined that the transaction was a
reorganization and that the petitioner’s basis in the assets was the same as the old
company’s.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  that  the  transaction  was  a
reorganization,  disallowing  the  petitioner  from  using  a  stepped-up  basis  for
depreciation  purposes.  The  U.S.  Tax  Court  originally  ruled  in  favor  of  the
Commissioner. Following a motion for reconsideration, the court vacated its initial
decision and allowed the petitioner to present further evidence.  The Tax Court
ultimately ruled in favor of the Petitioner.

Issue(s)



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

1. Whether the liquidation of the old company and the transfer of its assets to the
petitioner constituted a reorganization within the meaning of section 112 (g) (1) (D)
of the 1939 Code?

Holding

1. No, because the steps were interdependent and should be integrated, resulting in
a shift of control, not a reorganization.

Court’s Reasoning

The  court  applied  the  “step  transaction  doctrine,”  integrating  the  series  of
transactions into a single event. The Court stated “where a transaction is comprised
of a series of interdependent steps…the various steps are to be integrated into one
for the purpose of arriving at the tax consequences of the transaction.” The court
looked at the state of affairs at the beginning and end of the transaction. Initially,
the Smith Group and the Southwell Group controlled the old company. At the end,
the Wellman Group (Nichols) and the Southwell Group controlled the new company.
The court found that the “continuity of interest” was lacking. The court stated,
“Inherent in the concept of ‘reorganization’ as used in the statute is that there must
be a real continuity of interest in the owners of the old corporation and the owners
of the new.” Since there was a shift of control from one unrelated group to another,
the court determined that the transaction was a purchase and sale entitling the
petitioner to use the cost of the assets to it.

Practical Implications

This case provides critical guidance on applying the step transaction doctrine in the
context of corporate reorganizations. Tax practitioners must carefully analyze all
steps  in  a  multi-stage transaction  to  determine whether  those  steps  should  be
integrated.  The  decision  in  this  case  reinforces  that  a  significant  change  in
ownership, even if structured in a series of steps, can preclude treatment as a tax-
free reorganization, allowing the acquiring entity to use a fair market value basis for
depreciation and other tax purposes. Any tax planning for corporate acquisitions
needs to consider the shift in control. This case emphasizes the importance of “real
continuity of interest” among owners for the purpose of meeting reorganization
requirements. The focus is on the economic substance of the transaction.

This case has been cited in a multitude of cases, including:

– King Enterprises, Inc. v. United States, 418 F.2d 511 (Ct. Cl. 1969) – applied step-
transaction to find a taxable stock purchase followed by a liquidation and transfer of
assets; and a

– Peninsular Steel Co. v. Comr., 78 T.C. 224 (1982) – applied step transaction to find
a tax free reorganization.
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