Harold T. and Marie B. Paulsen v. Commissioner of Internal Revenue, 78 T.
C. 291 (1982)

Savings accounts in a mutual savings and loan association can be treated as ‘stock’
for the purpose of tax-free reorganizations under Section 368(a)(1)(A).

Summary

In Paulsen v. Commissioner, the Tax Court addressed whether the exchange of
guaranty stock in a state-chartered savings and loan for savings accounts in a
federally chartered mutual savings and loan qualified as a tax-free reorganization
under Section 354(a). The court held that savings accounts could be considered
‘stock’ due to their proprietary rights, such as voting, receiving earnings
distributions, and sharing in liquidation assets. This decision was influenced by prior
court rulings and the need for legal certainty in reorganization planning. The
practical implication is that similar exchanges might be treated as tax-free, allowing
for more flexible reorganization strategies in the savings and loan industry.

Facts

In 1976, Harold and Marie Paulsen exchanged their guaranty stock in Commerce
Savings & Loan Association, a state-chartered institution, for savings accounts in
Citizens Federal Savings & Loan Association, a federally chartered mutual
association, as part of a merger plan. Commerce’s guaranty stock provided
proprietary interests, while Citizens’ savings accounts offered voting rights, pro rata
distributions of earnings, and shares in assets upon liquidation. The Paulsens
treated the exchange as tax-free under Section 354(a), but the Commissioner argued
it did not meet the ‘continuity of interest’ requirement for a tax-free reorganization.

Procedural History

The Paulsens filed a petition challenging the Commissioner’s determination of a
$40,913 tax deficiency for 1976. The case was fully stipulated and submitted to the
U. S. Tax Court, which reviewed the legal nature of the savings accounts received in
the exchange and compared it to prior judicial decisions on similar issues.

Issue(s)

1. Whether the exchange of guaranty stock in Commerce Savings & Loan for savings
accounts in Citizens Federal Savings & Loan qualifies as a tax-free reorganization
under Section 354(a)?

Holding

1. Yes, because the savings accounts in Citizens Federal Savings & Loan possess
proprietary rights akin to stock, satisfying the ‘continuity of interest’ requirement
for a reorganization under Section 368(a)(1)(A).
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Court’s Reasoning

The court reasoned that savings accounts in a mutual savings and loan association
have characteristics of both debt and equity, but the equity features, such as voting
rights, rights to earnings, and liquidation shares, are sufficient to treat them as
‘stock’ for reorganization purposes. The court relied on prior decisions like Everett
v. United States, West Side Federal S. & L. Ass’n v. United States, and Capital S. &
L. Ass’n v. United States, which uniformly held that such savings accounts meet the
continuity of interest test. The court also emphasized the need for legal certainty in
reorganization planning, especially given the financial condition of the savings and
loan industry at the time, and followed these precedents to avoid disrupting well-
planned mergers.

Practical Implications

This decision allows savings and loan associations to treat the exchange of stock for
savings accounts in mutual associations as tax-free under certain conditions,
facilitating mergers and reorganizations. It impacts how similar transactions are
analyzed by focusing on the proprietary nature of savings accounts. Legal
practitioners must consider these accounts as potential ‘stock’ in reorganization
planning, and businesses may find more flexibility in restructuring. The ruling has
been applied in later cases, reinforcing the treatment of savings accounts as equity
interests in reorganizations within the savings and loan sector.
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