Warsaw Photographic Associates, Inc. v. Commissioner, 84 T. C. 21 (1985)

A transfer of assets to qualify as a D reorganization must strictly adhere to the
statutory requirements of stock transfer and distribution, with no exceptions unless
ownership is identical between the transferor and transferee.

Summary

In Warsaw Photographic Associates, Inc. v. Commissioner, the court held that a
transaction involving the transfer of assets from Warsaw Studios, Inc. to Warsaw
Photographic Associates, Inc. did not qualify as a D reorganization under IRC
Section 368(a)(1)(D) because it failed to meet the statutory requirement of stock
transfer and distribution. The new corporation could not carry over the transferor’s
net operating losses or use its bases for depreciation. The court also ruled on the
deductibility of legal expenses and the amortization period of a covenant not to
compete, denying the taxpayer’s claims for favorable tax treatment in these areas as
well.

Facts

Ten shareholders of Warsaw Studios, Inc. (Studios), holding about 20% of its
common stock, formed Warsaw Photographic Associates, Inc. (Petitioner). Studios
transferred most of its assets to Petitioner in exchange for $21,000 and the
assumption of certain obligations. Additionally, Petitioner issued 100 shares directly
to the ten shareholders, not to Studios. Studios later made a general assignment for
the benefit of creditors, unable to pay them due to its financial situation.

Procedural History

The Commissioner determined deficiencies in Petitioner’s corporate income tax and
Petitioner challenged these in the U. S. Tax Court. After a trial, the Tax Court ruled
on the reorganization, legal expenses, and covenant not to compete issues.

Issue(s)

1. Whether the transaction between Studios and Petitioner qualified as a D
reorganization under IRC Section 368(a)(1)(D), allowing Petitioner to succeed to
Studios’ net operating losses and use its bases for depreciation?

2. If not a reorganization, whether Petitioner was entitled to increase its bases in the
transferred assets on account of the fair market value of the 100 shares issued to
the shareholders?

3. Whether Petitioner’s legal fees were organizational expenses subject to
amortization under IRC Section 2487

4. Whether the payments for a covenant not to compete should be amortized over
the covenant’s 6-year term or the 31-month payment period?

Holding
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1. No, because the transaction failed to satisfy the statutory requirement of stock
transfer and distribution to Studios, which is essential for a D reorganization.

2. No, because the 100 shares issued directly to the shareholders did not constitute
part of the consideration paid for the assets.

3. No, because Petitioner did not make a timely election under IRC Section 248 to
amortize the legal fees, which were organizational expenses.

4. No, because the payments for the covenant not to compete must be amortized
over its 6-year term, not the 31-month payment period.

Court’s Reasoning

The court applied the strict statutory requirements for a D reorganization,
emphasizing that the transferor must receive and distribute the transferee’s stock.
Since the 100 shares were issued directly to shareholders and not to Studios, the
court found no compliance with the statute. The court rejected Petitioner’s
argument that the direct issuance should be treated as if the shares were first
issued to Studios, as ownership between the two corporations was not identical. The
court also noted that the 100 shares did not change the shareholders’ positions and
were not part of the consideration for the assets. Regarding the legal expenses, the
court found that without an election under IRC Section 248, the expenses could not
be amortized. For the covenant not to compete, the court determined that the
payments should be amortized over the full 6-year term as stated in the agreement,
not the shorter payment period.

Practical Implications

This decision underscores the importance of strictly adhering to the statutory
requirements for a tax-free reorganization. Tax practitioners must ensure that the
transferor corporation receives and distributes the transferee’s stock as part of the
transaction. The ruling also highlights the necessity of making proper elections
under IRC Section 248 for organizational expenses. For covenants not to compete,
this case clarifies that amortization should follow the term of the covenant, not the
payment schedule. Subsequent cases continue to apply this ruling, emphasizing the
need for compliance with statutory formalities in corporate reorganizations.
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