Atlas Tool Co. v. Commissioner, 71 T. C. 668 (1979)

A corporate reorganization under Section 368(a)(1)(D) can be found despite a
temporary cessation of business, and transferee liability can be imposed on a
successor corporation under state law principles.

Summary

Atlas Tool Co. , Inc. and its related entities faced tax deficiencies for failing to
distribute earnings and for improperly characterizing a corporate liquidation as a
reorganization. The Tax Court determined that the transfer of assets from Fletcher
Plastics, Inc. to Atlas constituted a reorganization under Section 368(a)(1)(D),
despite a temporary halt in Fletcher’s operations. The court also found Atlas liable
as a transferee for Fletcher’s tax deficiencies under New Jersey law, applying
principles of de facto merger and continuation. Additionally, the court ruled that
Atlas’s accumulation of earnings beyond its reasonable business needs subjected it
to the accumulated earnings tax, as it failed to prove a non-tax avoidance purpose
for these accumulations.

Facts

Atlas Tool Co. , Inc. (Atlas) and Fletcher Plastics, Inc. (Fletcher) were corporations
owned by Stephan Schaffan. In 1970, Fletcher transferred its operating assets and
inventory to Atlas in exchange for cash, then distributed its remaining assets to
Schaffan and was dissolved. Atlas, initially reliant on foreign suppliers, restarted
Fletcher’s manufacturing operations due to supply issues. The IRS challenged the
characterization of these transactions as a sale and liquidation, asserting they were
a reorganization and that Atlas was liable for Fletcher’s tax deficiencies.

Procedural History

The IRS issued notices of deficiency to Atlas and Schaffan for the tax years
1968-1970, alleging improper treatment of the corporate transactions and
accumulated earnings tax liabilities. Atlas and Schaffan petitioned the Tax Court,
which consolidated the cases. The court addressed the reorganization issue,
transferee liability, and the accumulated earnings tax, ultimately ruling against the
petitioners.

Issue(s)

1. Whether the transfer of assets from Fletcher to Atlas and the subsequent
distribution to Schaffan constituted a reorganization under Section 368(a)(1)(D).

2. Whether the distribution to Schaffan should be treated as a dividend under
Section 356(a).

3. Whether Atlas is liable for Fletcher’s tax deficiencies as a transferee under New
Jersey law.

4. Whether Atlas is subject to the accumulated earnings tax for its fiscal years
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ending June 30, 1969, and June 30, 1970.
Holding

1. Yes, because the transactions satisfied the statutory and nonstatutory
requirements for a reorganization, despite the temporary cessation of Fletcher’s
operations.

2. Yes, because the distribution was treated as a dividend to the extent of Fletcher’s
earnings and profits under Section 356(a).

3. Yes, because under New Jersey law, Atlas was found to be a continuation of
Fletcher and a de facto merger had occurred, making Atlas liable for Fletcher’s tax
deficiencies.

4. Yes, because Atlas’s earnings and profits were accumulated beyond its reasonable
business needs, and it failed to prove a non-tax avoidance purpose.

Court’s Reasoning

The court applied Section 368(a)(1)(D) to find a reorganization, noting that all assets
necessary for Fletcher’s business were transferred to Atlas, and the same
shareholder controlled both corporations. The court rejected the argument that a
reorganization required continuous operation of the transferor’s business, citing
cases where the transferee used the assets differently or temporarily. The
distribution to Schaffan was treated as a dividend under Section 356(a), limited to
Fletcher’s earnings and profits. For transferee liability, the court applied New Jersey
law, finding a de facto merger and continuation due to the transfer of all assets,
retention of employees, and identical ownership and management. On the
accumulated earnings tax, the court determined that Atlas’s accumulations
exceeded its reasonable business needs, and it failed to prove a non-tax avoidance
purpose, thus subjecting it to the tax.

Practical Implications

This case clarifies that a reorganization can occur even if the transferor’s business is
temporarily halted, emphasizing the importance of the overall plan and control by
shareholders. It also highlights the potential for transferee liability under state law
principles, which can extend to tax liabilities, even without an express assumption of
debts. For corporate tax planning, this decision underscores the need to carefully
consider the form and substance of transactions, as well as the potential tax
consequences of asset transfers and liquidations. Additionally, it serves as a
reminder of the scrutiny applied to corporate accumulations of earnings, requiring
clear evidence of business needs to avoid the accumulated earnings tax. Subsequent
cases have applied these principles in similar contexts, reinforcing the importance of
Atlas Tool Co. in corporate and tax law.
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