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MICHIGAN LAW REVIEW

Vol. 53 MAY 1955 No. 7

TAX-FREE CORPORATE ACQUISITIONS—THE LAW
AND THE PROPOSED REGULATIONS*

Robert L. Merrittt

The king cried aloud to bring in the astrologers, the Chaldeans,
and the soothsayers. And the king spake, and said to the wise men
of Babylon, Whosoever shall read this writing, and show me the inter-
pretation thereof, shall be clothed with scarlet, and have a chain of
gold about his neck, and shall be the third ruler in the kingdom.

Danger 5:7

uE quest for interpretation is indeed an ancient one. Our life

path is pervaded by a search for meanings.

It has been said of the law that it is sometimes better to have a
bad rule than to have no rule. I suppose the rationale is that unsatis-
factory certainties at least permit action, and are susceptible to a change
for the better, the very badness of the rule serving to accelerate the
equitable resolution. Being neither philosopher nor historian, I do
not know whether that patience which awaits ultimate improvement
is always a virtue.!

Two tools of the practicing lawyer in dealing with the affairs of
his clients are the Internal Revenue Code and the Treasury Regula-
tions which, to paraphrase the learned judge, are the administrative
moons reflecting the light of the statute. In a measure, the writer
and enforcer of the Regulations is the “third ruler in the kingdom.”
The Congress enacts the law, and the courts are the last resort® of
interpretation and application. In between lies great responsibility.®

* This article is based in part on 2 paper, “Tax-Free Acquisition of Corporate Busi-
ness” which was delivered by the author on November 9, 1954 at the New York Univer-
sity 13th Annual Institute on Federal Taxation. The proceedings of that Institute are
published by Matthew Bender & Company, Albany, New York.

+ Member, New York and Ohio Bars.—Ed.

1 Cf. Justice Reed’s dissenting opinion in Commissioner v. Estate of Sternberger, 348
U.S. 187 at 200201, 75 S.Ct. 229 (1955): “There is a certain hesitation in dissenting
from an interpretation of a tax statute remediable by Congress, but as the Court’s decision
springs, we think, from an overemphasis on regulations, a protest may have usefulness as
a counterweight against future extensions of such treatment to statutory language.”

2 Pending, of course, a further round when the Congress enacts additional or remedial

legislation.
8 The Internal Revenue Service should be ever mindful that “unless the tax asserted
by the Commissioner has been authorized by Congress, it fails of validity. . . .” Helvering

v. Griffiths, 318 U.S. 371 at 394, 63 S.Ct. 636 (1943).
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The Bar is particularly concerned at this time that this responsibility be
conscientiously fulfilled. Forthrightness in interpretation should
cause no one to fear the lion’s den.

This article will illustrate, by reference to some aspects of the new
“B” (corporate acquisition of stock) and “C” (corporate acquisition of
property) reorganization definitions, instances in which the impatient
practitioner would replace proposed certainties (or neglected or in-
advertent uncertainties) with more seemly interpretations.

Corporate mergers and acquisitions are part of the dynamics of
the business world. The financial pages report the increasing rate at
which mergers and other corporate acquisitions are being effected.
The strengthening of the economy through these means, subject to
the restraints and philosophy of the antitrust laws, is generally to be
encouraged.* Since 1918 the tax law has contained rules causing the
nonrecognition of gain or loss realized as a result of such corporate
transactions.® The particular rules governing nonrecognition have
been changed over the years,® and periodically a reexamination has
been made of the directions chosen and the effectiveness of the statutory
solutions.

The preparation of H.R. 83007 offered a splendid opportunity to
the Congress and the Treasury to reexamine the reorganization pro-
visions of the 1939 code with a view toward clarifying uncertainties in
meaning, writing into the statute some of the products of judicial
decision and remedying by clear language the occasional harsh imprints
on the body of law which have resulted therefrom. Unfortunately, the

4Burrers, Lintner anp Cary, Errecrs orF Taxarion—CorroraTE MERCGERS,
c. 1 (1951), discuss opposing viewpoints as to whether recent merger activity is signifi-
cantly promoting industrial concentration and monopoly. The book analyzes the effect of
taxes on the sale of profitable closely held companies. See also RerorT oF THE ATTORNEY
GeneraL’s Nationan Commrrree To STupy THE Antrrrust Laws (March 31, 1955);
Rerort oF TEE FEpERAL TrADE CommrssioN oN CorroraTE MERGERS AND AcCQUISI-
rrons (May 1955).

5'The Revenue Act of 1918, §202(b) provided certain nonrecognition rules in the
case of a “reorganization, merger or consolidation.” No definition of these terms appeared
in the statute until §202(c)(2) of the Revenue Act of 1921 was enacted.

6 See 3 MERTENS, LAwW oF Feprrar, IncoMme TaxaTron, c. 20 (1942 and 1954 Supp.);
Paur, Stupmes v Feperar Taxarrow, Third Series, 1-165 (1940). See also H. Rep.
1337, 83d Cong., 2d sess., p. 34 (1954).

7H.R. 8300, as passed by the House of Representatives on March 18, 1954, will be
referred to as the “House Bill,” and as passed by the Senate on July 2, 1954 will be
referred to as the “Senate Bill.” H.R. 8300, as passed by Congress on July 29, 1954 and
enacted into law on August 16, 1954 as P.L. 591, 83d Cong., 2d sess., will be referred
to as the “Internal Revenue Code of 1954,” “1954 code” or “LR.C. (1954).” The prior
law will be referred to with 1939 designations. See LR.C. (1954), §7701(a)(29). If no
code designation is indicated, the 1954 code is meant.
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reach exceeded the grasp; the result of the legislative effort has been
to multiply the uncertainties. The fault is not all in the statute; the
interpretation thereof is wanting. The Proposed Regulations under
section 368 (the “reorganization” definitions section) deal with the
new areas of doubt by either ignoring their existence or resolving them
in favor of recognition of gain or loss. The first course, while dis-
appointing, is not affirmatively harmful. The solutions obtained
through the second course warrant reconsideration by the Treasury.

I. “Ner Errecr” anp “Step Transaction” PrOBLEMS

The House Bill and the accompanying Ways and Means Com-
mittee Report are keys to the proper interpretation of section 368.%
This is so even though the House Bill abandoned the familiar re-
organization terminology and introduced entirely new concepts. Much
of the substance of the House Bill with respect to corporate acquisitions
of stock® or property'® was continued in modified form in the Senate
Bill, and was enacted as the “B™* and “C"? reorganization definitions.

The Ways and Means Committee had admirable objectives, one
of which was to make the law sufficiently definite to permit taxpayers
to ascertain in advance the tax consequences of their actions when
effecting corporate distributions and adjustments. The House Bill
was designed to promote clarity and certainty and “to insure that the
same tax consequences result from the different types of transactions
which are available to accomplish substantially the same result.”*?
Taxpayers were to be prevented from in effect choosing the type of
tax for which they would be liable through a choice of one road rather
than another to the same destination.

The Senate Finance Committee agreed with the above objectives,
but balked at the House Bill solutions. It felt that the House Bill
achieved certainty at the sacrifice of the legislative flexibility needed to

8'The history of how the House Bill came into being and the extent of the influence
of the Income Tax Project of the American Law Institute on that bill is discussed in
Darrell, “The Internal Revenue Code of 1954,” 1955 SourmrrN Carrrormia Tax Instr-
qare 1 (1955). See American Law Institute, Federal Income, Estate and Gift Tax
Project, CompaRrisoN oF THE AMERICAN Law Instrrore Fesruary, 1954 Incomz Tax
Drarr anp 1954 InTerNaL Revenuae Cobg, p. 20 (February 1, 1955).

9 House Bill, §359(b).

10 House Bill, §359(c).

11LR.C. (1954), §368(a)(1D(B).

121LR.C. (1954), §368(a)(1)(C).

13 H, Rep. 1337, 83d Cong., 2d sess., p. 39 (1954). See 2lso p. 34. H. Rep. 1337 is
hereinafter referred to as “House Report.”
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provide an equitable statutory pattern for taxing the numerous varieties
of corporate reorganizations.**

It is surprising, in view of these expressions of intent, to find that
the Proposed Regulations under section 368 fail to mention the possible
application of a “net effect” test or the “step transaction” rule either
generally, or in connection with specific situations, such as those dis-
cussed below. Continuing in substance the language of the Regula-
tions'® which interpret the 1939 code, the Proposed Regulations'®
provide, “Section 368(a)(1) limits the definition of the term ‘re-
organization’ to six kinds of transactions and excludes all others. From
its context, the term ‘a party to a reorganization’ can only mean a party
to a transaction specifically defined as a reorganization by section
368(a). . . . A plan of reorganization must contemplate the bona
fide execution of one of the transactions specifically described as a
reorganization in section 368(a) and for [sic] the bona fide consumma-
tion of each of the requisite acts under which nonrecognition of gain
is claimed. . . ™7 This is a strong brew of “specificallys,” made even
stronger by the further statement in the Proposed Regulations'® that
“The application of the term ‘reorganization’ is to be strictly limited
to the specific transactions set forth in section 368(a). . . .”

If there were not a history of the courts applying a “net effect”®
test, and of the Internal Revenue Service itself urging such a test in
particular cases, this would be troublesome language indeed. But
even so, the problem is not a simple one and requires some attention.
Primarily, if there is to be a net effect test contended for by the Service
and applied by the courts, the Regulations should leave some leeway
for the application of such a test. The Regulations should not be
written so as to be disregarded on suitable occasions. In addition,
where does the taxpayer stand where the convenient and direct path
is not “specifically” spelled out in the statute or the Regulations, but

14 S, Rep. 1622, 83d Cong., 2d sess., pp. 4142 (1954). S. Rep. 1622 is hereinafter
referred to as “Senate Report.”

15 Treas. Reg. 118, §39.112(g)-1.

16 Proposed Regulations §1.368-1(c). The Proposed Regulations were published in
the Federal Register on December 11, 1954.

17 Ttalics supplied. This provision may have originally been based on the statutory
statement that “the term ‘reorganization’ means” etc. See Hendricks, “Federal Income Tax:
Definition of ‘Reorganization,”” 45 Harv. L. Rev. 648 at 650 (1932), which observes
that “The use of this word probably indicates that the definition shall not be susceptible
of expansion or addition. . . .”

18 Proposed Regulations, §1.368-2(a). See also Proposed Regulations, §1.368-2(g).

19 See Mintz and Plumb, “Step Transactions in Corporate Reorganizations,” N.Y.U.
122 Annuar Instrrure o Feperar Taxarion 247 at 250 (1954), which refers to this
as an “end result” test, under which a given intended result will have the same tax effect
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the inconvenient and roundabout route clearly meets one of the re-
organization definitions? Does getting to Scotland on the low road
require the giving up of (nonrecognition) rights which accompany

the taking of the high road?

A. The Groman and Bashford Rules

The “net effect” problems created by the 1954 code, which the
Proposed Regulations leave unresolved in some instances and which
they unsatisfactorily resolve in others, can be illustrated by examples of
the operation of the revised Groman®® and Bashford®® rules.?

In the Groman case Glidden Company formed an Ohio corpora-
tion and became the owner for a cash consideration of all of its com-
mon stock. Pursuant to an agreement contemplating such action,
to which agreement Glidden was a party, the shareholders of an
Indiana corporation transferred all their shares of stock in that corpo-
ration to Ohio in exchange®® for the latter’s nonvoting 6 percent cumu-
lative preferred stock, 7 percent prior preferred stock of Glidden, and
cash. After Ohio acquired all of Indiana’s outstanding stock, the latter
was dissolved. Ohio thus coming into possession of all of Indiana’s
assets.?* Theissue in the case was whether the receipt of the Glidden
7 percent prior preferred stock by Indiana’s shareholders constituted
taxable income to them, it being conceded that the receipt of Ohio’s
preferred stock did not and that the receipt of the cash did.

whether achieved directly or by circuitous steps. The authors consider this to be a refine-
ment of the “step transaction” doctrine that a single transaction cannot be broken up into
its component steps.

20 Groman v. Commissioner, 302 U.S. 82, 58 S.Ct. 108 (1937), opinion amended
and rehearing den. 302 U.S. 654, 58 S.Ct. 108 (1937).

21 Helvering v. Bashford, 302 U1.S. 454, 58 S.Ct. 307 (1937).

228ee also Merritt, “Tax-Free Acquisition of Corporate Business,” N.Y.U. 13th
Annuar Instrrure oN Feperar Taxzarion 693 (1955); Lurie, “Namorg—Or Groman
Reversed,” 10 Tax L. Rev. 119 (1954).

28 The Supreme Court, in the Groman case, originally stated that the shareholders of
Indiana received nothing from Glidden. The record was not clear as to whether Indiana’s
shareholders received the Glidden stock from Glidden or from Ohio. The taxpayer peti-
tioned for a rehearing on the ground, unsupported by the record, that the stock was received
from Glidden. Apparently to eliminate any implication that this factor was important to
its decision, the Supreme Court corrected its opinion by deleting the statement. Groman
v. Commissioner, 302 U.S. 654, 58 S.Ct. 108 (1937). See Lawrence v. Commissioner,
(7th Cir. 1941) 123 F. (2d) 555 at 558; Michigan Steel Corp. of New Jersey, 38 B.T.A.
435 at 451 (1938), appeal dismissed (6th Cir. 1940) 116 F. (Zd) 280; Paux, Stunies ¥
Frperar Taxarion, Third Series, 107 (1940).

24 Under the Revenue Act of 1928, §112(3)(1)CA), these transactions qualified as a
“reorganization” because there was “an acquisition by one corporation of at least a majority
of the voting stock and at least a majority of the total number of shares of all other classes
of stock of another corporation, or substantially all the properties of another corporation. . . .”
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It was unanimously held that Glidden, although it contracted for
the exchange and made it possible by subscribing and paying for Ohio’s
common stock in cash so that Ohio could consummate the exchange,
was not a party to the reorganization, for it received nothing from the
shareholders of Indiana, the exchange being between Indiana’s share-
holders and Ohio. The Supreme Court characterized Glidden as
merely “the efficient agent in bringing about a reorganization. It was
not, in the natural meaning of the term, a party to the reorganization.”*®
Moreover, the shareholders of Indiana, through ownership of Glidden
preferred stock, did not retain a “continued substantial interest” in the
assets conveyed to Ohio. Further, said the Supreme Court, Glidden’s
preferred stock was “other property” “in the sense that its ownership
represented a participation in assets in which Ohio, and its shareholders
through it, has no proprietorship.” Accordingly, the receipt by
Indiana’s shareholders of Glidden’s preferred stock was treated as the
receipt of boot.

The failure of the Supreme Court to find the requisite continuity
of interest of Indiana’s shareholders in the assets transferred to Ohio,
through their ownership of Glidden prior preferred stock, was indeed
unfortunate.?®* The Groman decision and its progeny, with their un-
duly narrow application of the “continuity of interest” doctrine, stymied
many a desired reorganization. It was generally recognized that a
legislative reversal was necessary.?” The 1954 code has offered some
relief, but either due to a faulty analysis of the problem or to the haste
in which the Senate Bill was written, some further legislative relief is
still required. Moreover, since the Proposed Regulations ignore the
“net effect” test, even areas in which Congress has acted will require
judicial or statutory clarification unless the final Regulations adopt a
more reasonable approach.

To facilitate an analysis of the 1954 code provisions, and the
Proposed Regulations thereunder, I will first outline some of the
factual patterns in which the Groman and Bashford and related cases
arose. (It should be borne in mind in considering the examples that
the facts have been considerably simplified, and that some of the cases
arose under statutes which treated the actual transactions involved as
“reorganizations,” although under present definitions they would not

so qualify.)

25302 U.S. 82 at 89, 58 S.Ct. 108 (1937).

28 For criticisms of the Groman decision, see Lurie, “Namorg—Or Groman Reversed,”
10 Tax L. Rev. 119 at 123-124 (1954); Macrir, Taxasre IncomMs, rev. ed., 160 (1945);
Paur, Stupres v Feperar. TaxatioN, Third Series, 119-121 (1940).

27 See Paur, Stupres v FeperaL Taxarion, Third Series, 121 (1940).
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Example 1: Corporation P wishes to acquire all the assets of
Corporation W. Corporation P forms a new subsidiary, Corpo-
ration A, to which the shareholders of Corporation W transfer
all their stock in exchange for voting stock of Corporation P.
Corporation W is then dissolved.?®

(a) The Corporation W shareholders receive the Corpo-
ration P stock from Corporation A.

(b) The Corporation W shareholders receive the Corpora-
tion P stock from Corporation P.2°

Example 2: The same facts as in Example 1(b), except that
Corporation P receives the Corporation W stock and then as part
of the plan of reorganization, or within the contemplation thereof,
transfers it to Corporation A, so that Corporation P has momen-
tary possession of Corporation A’s stock.®

Example 3: Corporation W transfers all its assets to Corpora-
tion A in exchange for voting stock of the latter’s parent, Corpora-
tion P. Corporation W distributes the Corporation P stock to its
sharebolders and dissolves.®

(2) Corporation W (or its shareholders) receives the Corpo-
ration P stock from Corporation A.

(b) Corporation W (or its shareholders) receives the Corpo-
ration P stock from Corporation P.

Example 4: 'The same facts as in Example 3 (b), except that
Corporation P receives the Corporation W assets and then as a
part of the plans of reorganization, or within the contemplation
thereof, transfers them to Corporation A, so that Corporation P
has momentary possession of Corporation W’s assets.®?

28 Groman v. Commissioner, 302 U.S. 82, 58 S.Ct. 108 (1937). Cf. Lawrence v.
Commissioner, (7th Cir. 1941) 123 F. (2d) 555.

29 See note 23 supra,

80 This is essentially the difference in facts between the Bashford and Groman cases.
Cf. Gertrude B. Chase, 44 B.T.A. 39 (1941) (zeviewed) non-acq. 1941-1 Cum. Bul. 13;
1942-1 Cum. Bul. 20, affd. per curiam (2d Cir. 1942) 128 F. (2d) 740; Commissioner
v. Kahn, (6th Cir. 1942) 133 F. (2d) 199. In both of these cases Corporation P temporarily
put Corporation W’s stock in the possession of Corporation A; Corporation P was held to be a
party to the reorganization.

81 Hedden v. Commissioner, (3d Cir. 1939) 105 F. (2d) 311, cext. den. 308 U.S.
575, 60 S.Ct. 117 (1939), xehearing den. 308 U.S. 636, 60 S.Ct. 172 (1939); Davis v.
United States, (Ct. Cl. 1939) 26 F. Supp. 1007, cert. den. 308 U.S. 574, 60 S.Ct. 90
(1939); Neidlich v. Commissioner, (3d Cir. 1939) 105 F. (2d) 1019, cert. den. 308
U.S. 599, 60 S.Ct. 130 (1939); Michigan Steel Corp., 38 B.T.A. 435 (1938), appeal
dismissed (6th Cir. 1940) 116 F. (2d) 280; Park & Tilford, 43 B.T.A. 348, 374, 375
(1941) (zeviewed); Richard K. Mellon, 12 T.C. 90 (1949), affd. on another issue (3d
Cir. 1950) 184 F. (2d) 157.

32 Apheuser-Busch, Inc. v. Helvering, (8th Cir. 1940) 115 E. (2d) 662, cert. den.
312 U.S. 699, 61 S.Ct. 739 (1941).
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Example 5: Corporation W transfers all its assets for 80 percent
of the common stock of Corporation A, only common being issued
and outstanding. Corporation W, as part of the plan of reorgani-
zation, or within the contemplation thereof, then transfers the
stock of Corporation A thus received by it, for voting stock of
Corporation P, which thereupon becomes the parent o% Corpora-
tion A. Corporation W distributes the Corporation P stock to its
shareholders and dissolves.®®

Example 6: The same facts as in Examples 2 or 4, except that
the second transfer is not part of the plan of reorganization or
a contemplated variant thereof, but is an independent transaction
and not an éssential (or indeed any) part of the plan.®*

The above examples are simplified for the purposes of this dis-
cussion by having Corporation W or its shareholders receive only
voting stock of Corporation P, and no other stock or cash or other
property. Under section 354(a) and its predecessors®® no gain or loss
is recognized (with certain limitations not pertinent at the moment)
“if stock or securities in a corporation a party to a reorganization are, in
pursuance of the plan of reorganization, exchanged solely for stock
or securities in such corporation or in another corporation a party to
the reorganization.” In each of the above examples, other than example
6, Corporation P was held not to be a party to a reorganization, and the
receipt of its stock was treated as the receipt of “boot.”

B. The Revised Groman and Bashford Rules

It is not clear exactly how far the Congress intended to go with
respect to offering legislative relief. The Ways and Means Committee
Report states, “Your committee eliminates the technical requirements
of existing law that the corporation cannot acquire assets in a merger
in exchange for the stock of its parent|,] thus overruling Groman . . .

38 Whitney Corp. v. Commissioner, (8th Cir. 1939) 105 F. (2d) 438; United Light
& Power Co. v. Commissioner, (7th Cir. 1939) 105 F. (2d) 866, cert. den. 308 U.S. 574,
60 S.Ct. 90 (1939); Commissioner v. First Nat. Bank of Altoona, (3d Cir. 1939) 104 F.
(2d) 865; American Light & Traction Co., 42 B.T.A. 1121 (1940) (non-acq.), affd. on
other grounds (7th Cir. 1942) 125 F. (2d) 365. But cf. Ballwood Co. v. Commissioner,
(3d Gir. 1936) 84 F. (2d) 733.

34 Robert Campbell, 15 T.C. 312 (1950) (acg.). See Mintz and Plumb, “Step
Transactions in Corporate Reorganizations,” N.Y.U. 121a ANNUAL INSTITUTE ON FEDERAL
TaxaTion 247, 252 (1954).

35 L.R.C. (1939), and the Revenue Acts of 1938, 1936, 1934, 1928, §112(b)(3).
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and . . . Bashford. . . ”*® Referring to another aspect of the problem,
the Report states that under the House Bill “a corporation may acquire
assets for immediate transfer to a controlled subsidiary, or may arrange
for the transfer of the assets directly from the transferor corporation to
such subsidiary, thus changing present law under . . . Groman . . .
and . Bashford. . . ”® The Senate Committee Report adds
nothmg 51gn1ﬁcant to this language,® except that it refers to the new
rule which deals with the first aspect of the problem as modifying®®
rather than overruling Groman and Bashford.

The ultimate test, of course, is what the statute provides. The
“C” reorganization definition has been modified by adding thereto
the parenthetical expression in section 368(a)(1)(C), which would
permit the acquisition by one corporation of substantially all of the
properties of another corporation, “in exchange solely for all or a part
of its voting stock (or in exchange solely for all or a part of the voting
stock of a corporation which is in control of the acquiring corporation)

” In addition, section 368(3)(2)((3) spec1ﬁcally provides that
a transactlon otherwise qualifying as an “A” or a “C” reorganization
is not disqualified as such “by reason of the fact that part or all of the
assets which were acquired in the transaction are transferred to a
corporation controlled by the corporation acquiring such assets.”

In addition to the modification of the “C” reorganization definition
in the manner indicated above, the “party to a reorganization” defini-
tion has been expanded to include Corporation P where Corporation
A acquires substantially all of the properties of Corporation W in
exchange for a part or all of the voting stock of Corporation P, the

86 House Report, p. 40. Emphasis added. The Summary or H.R. 8300, Tae Pro-
rosEp INTERNAL REvenue Copr or 1954 as Passep sy tae House orF REPRESENTATIVES,
which was prepared for the use of the Senate Committee on Finance by the technical staff
of the Joint Committee on Internal Revenue Taxation, makes the remarkable statement that
the House Bill “eliminates a formality of existing law.” See Hearings Before the Com-
mittee on Finance, United States Senate, 83d Cong., 2d sess., part I, p. 34 (April 7 and
8, 1954). Perhaps here is the key to why the statute leaves so many loose ends—its
drafters may not have had time to study fully the problem and its ramifications. See text
to note 109 infra, indicating a situation where the Groman decision may be far from
“overruled.”

87 Page A134. Emphasis added.

38'The Senate Bill, §368(a)(2)(C), however, did extend the House Bill rules “to
include a case where the parent corporation receives the assets in a statutory merger or
consolidation and immediately transfers part or all of the assets to a subsidiary.” Senate
Report, p. 52.

301d, at 273. See also Summary or THE NEW Provisions oF TEE INTERNAL Ruve-
~ue Cope or 1954 (H.R. 8300) as Acreep To BY THE ConrEreEs (Pusruic Law 591,
83d Cone.), prepared by the Staff of the Joint Committee on Internal Revenue Taxation,
p. 44 (1955).
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issued, but in lieu thereof any shareholder who deposited a number
of shares not divisible by ten was given the option either to sell his
interest in less than one share of Standard or to purchase an interest
sufficient to entitle him to one additional full share of Standard.®*
Standard engaged and paid an agent to perform “the necessary minis-
terial functions attendant to effectuating the exchange of Standard
stock for Humble stock, including the sale or purchase of fractional
interests.”

Before consummating the exchange, Standard obtained a Treasury
ruling®® that the handling of the fractional shares did not prevent the
transaction from qualifying as a “B” reorganization under the 1954
code.®® The ruling states, “It will be considered that the stockholders
actually received any fractional shares to which they were entitled.
Upon the sale of any fractional share by the exchange agent for the
account of a particular stockholder, such stockholder will realize gain
or loss measured by the difference between the amount received for
such fractional share and the cost or other basis of his stock of Humble
properly allocable to the fractional share of Standard stock sold . . . .”

Note that the agent, paid iz cash by and acting for Standard, is
apparently treated as the agent of the Humble shareholders for the
purpose of receiving fractional (and other) shares of Standard and
selling the fractional shares for cash.®* One explanation for the
favorable Treasury attitude is that Standard gave up solely a part
of its voting stock, and the statute is framed in terms of what the
acquiring corporation gives up, rather than what the shareholders
of the acquired corporation actually take down. This ignores the fact
that the agent was paid in cash and if it acted on behalf of the share-
holders, then some cash was paid by Standard to the benefit of the
shareholders; if the agent acted solely on behalf of Standard then in
effect Standard sold the fractional shares and paid a small amount of
cash to some of Humble’s shareholders. Either explanation of the
agent’s role presents difficulties. The very fact that the Treasury will
accommodate itself to the device employed in the Standard-Humble

84 Cf. the approved issuance of scrip certificates for fractional shares in Rev. Rul. 55-
59, Int. Rev. Bul. 1955-6, 7, dealing with a “C” reorganization.

85 Letter Ruling dated October 28, 1954, bearing symbols “T:R:R GP.”

86 Neither did the fact that Standard paid the agent and the agent’s expenses in con-
nection with the exchange, and paid all state and federal issuance and transfer taxes.

87 Cf. Daisy M. Ward, 29 B.T.A. 1251 (1934), note 75 supra; The Fifth Avenue
Bank of New York, 31 B.T.A. 945 (1934), note 75 supra; Rev. Rul. 54-65, 1954-1 Cum.
Bul. 101.
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reorganization indicates the desirability of not construing the “B”
reorganization definition narrowly. Under section 368(a)(1)(B),
properly interpreted, the artificial nature of the procedure would not
have been necessary had Standard been certain that it would obtain
enough shares of Humble for whole shares of Standard to give it 80
percent control of Humble—in such case it could have itself given cash
for fractional shares without the intervention of an agent.

III. Buyme Our Mmorrry INTERESTS FOorR CasH

When it was desired, under the 1939 code, to buy out a small
minority interest for cash upon the merging of two corporations, a
statutory merger (an “A” reorganization) rather than a “practical
merger’ (a “C” reorganization) offered the solution to the problem.
The trouble was that it was (and still is) not always possible to effect
a statutory merger; not all states have merger statutes.®®

The striking feature of the “A” reorganization provision under both
the 1939 and 1954 codes®® is that there is no spelling out of what the
shareholders of the merged or of the continuing corporation must
receive. Thus, it is possible for any combination of voting and non-
voting stock, securities, cash and other property to be received by them
without disqualifying the reorganization from meeting the “A” re-
organization requirements.®®

The 1954 code narrows considerably the differences in tax treat-
ment of “A” and “C” reorganizations. An important change designed
to make practical mergers more feasible from a tax viewpoint is one
providing®® that (1) if a corporation acquires substantially all of the
properties of another corporation, and (2) if the “C” reorganization
definition would be met but for the fact the acquiring corporation ex-
changes “money or other property” in addition to voting stock, and

88 For a compilation of states not permitting statutory mergers or consolidations of a
“domestic” and a “foreign” corporation, or even of two domestic corporations, see Fahey
“Income Tax Definition of Reorganization,’” 39 Cor. L. Rrv. 933 at 948 (1939). Mr,
Fahey also discusses at pp. 946-947 the application of the “A” reorganization definition
to mergers and consolidation under federal statutes. See also Gutkin, “Merger and Con-
solidation Problems,” N.Y.U. 8t Annuar InstiTure oN Feperar, Taxzarion 174 at 175
(1950). Some state statutes have been amended since the lists were compiled.

89 LR.C. (1939), §112(g)(1)(A); LR.C. (1954), §368(a)(1)(A).

90 However, the judicially developed concepts of “continuity of interests” and of
“business purpose” must be met, and the taxation of “boot” provisions must be taken into
account.

911 R.C. (1954), §368(a)(1D(B). See Senate Report, pp. 263, 274. Cf. House Bill
§359(c), and the discussion in H. Rep., pp. A133-A134.
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(3) if the acquiring corporation acquires solely for its own voting stock
or solely for voting stock of a corporation controlling it, property of the
transferor corporation having a fair market value which is at least
80 percent of the fair market value of all (not merely the transferred
portion) of the transferor corporation’s property, then such acquisition
will be treated® as a “C” reorganization. Solely for the purpose of this
determination, “the amount of any liability assumed by the acquiring
corporation and the amount of any liability to which any property
acquired is subject,”® is treated as money paid for the property.

Thus, under the 1954 code, as long as voting stock is given for
property having a fair market value which is at least 80 percent of the
fair market value of all of the property of the transferor corporation,
the remaining consideration paid by the acquiring corporation can be
money or other property. Moreover, there is no requirement that the
consideration other than voting stock be distributed pro rata to the
stockholders of the transferor corporation.®* Even if a corporation’s
entire assets are transferred in a “C” reorganization for voting stock
plus cash not exceeding the 20 percent restriction, the “continuity of
interest” rule will not be violated if one group of shareholders receives
only voting stock and the other group of shareholders receives only
cash.®® All this is in furtherance of the congressional intent to alleviate
the difficulties in completing transactions which existed under the 1939
code where certain shareholders of the transferor corporation wished
to receive property rather than stock in the acquiring corporation.

92 Subject to the provisions of LR.C. (1954), §368(a)(2)CA), which provides that if
a transaction meets both the “C” and the “D” reorganization definitions it is treated as a
“D” reorganization.

93]t would seem, since a liability which is assumed may also be a liability to which
an acquired property is subject, that modification of this language would be in order when
the “Technical Changes Act of 1955” is under consideration.

94Jf the transferor corporation does mot distribute the money or other property
received (other than stock or securities of the acquiring corporation) in pursuance of the
plan of zeorganization, gain will be recognized, but not in excess of the money and fair
market value of other property received and not distributed. LR.C. (1954), §361(b)(1)(B).

Shareholders of the transferor corporation who wish to receive securities, money or
other property in addition to voting stock, should be aware of the possibility of realization
of some ordinary income under IR.C. (1954), §356(2)(2). See LR.C. (1954),
§§354(a)(2), 356(a)(1)(B) and 356(d)(2)(B). Cf. LR.C. (1954), §302(b).

95 Implicit in the adoption of this rule is that paying out 20% of the shareholders in
cash does not run afoul of the “continuity of interest” rule. See Senate Report, p. 52.
See also Lyons, “Realignment of Stockholders’ Interests in Reorganizations Under Section
112(g)(1)(D),” 9 Tax L. Rev. 237 (1954).
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A. The 80 Percent-20 Percent Rule

The application of the 80 percent-20 percent rule may be illus-
trated®® as follows: Corporation A has assets worth $100,000 and
$10,000 in liabilities. Corporation Y acquires $98,000 worth of assets
subject to a liability of $10,000. In exchange for these assets, Corpora-
tion Y transfers its own voting stock, assumes the $10,000 liability, and
pays $8,000 in cash. This transaction qualifies as a “C” reorganization
even though a part of the assets of Corporation A is acquired for cash.
If, however, the assets of Corporation A in the above example were
subject to $50,000 in liabilities rather than only $10,000, an acquisi-
tion of all the assets subject to the liabilities could only be for voting
stock because Corporation A’s liabilities alone are in excess of 20 per-
cent of the fair market value of all of the property transferred. In such
a case, a statutory merger or consolidation would be required in order
to have the transaction qualify as a reorganization.®”

Although the transferor corporation can transfer up to 20 percent
(in fair market value) of its property for other than voting stock, in
practice this provision will not have wide application. The reason for
this is the revival to a limited extent of the rule derived from the
Hendler*® case, which would treat the assumption by a transferee cor-
poration of the liabilities of a transferor as the receipt of “boot” by the
latter. This “melancholy victory™® by the government was reversed
by the enactment of section 213 of the Revenue Act of 1939, the pro-
visions of which are continued in the 1954 code®® Nevertheless,
since the transfer of substantially all of the properties of one corporation
to another in a “C” reorganization situation is commonly accompanied
by the latter assuming the indebtedness of the transferor, any hoped-for
benefit from the liberalization of the “C” reorganization rules by sec-
tion 368(2)(2)(B) may prove to be illusory in many instances.

-

96°The illustration is taken from Senate Report, pp. 274-275. See also Proposed
Regulations, §1.368-2(d)(3).

97 If there were some special reasons for not transferring certain assets to the acquiring
corporation, these assets could be distributed to the stockholders of the transferor corpora-
tion as part of the plan of reorganization, the state law as to mergers and consolidations
permitting.

98 United States v. Hendler, 303 U.S. 564, 58 S.Ct. 655 (1938), rehearing den. 304
U.S. 588, 58 S.Ct. 940 (1938). The ramifications of the Hendler decision are discussed
in Surrey, “Assumption of Indebtedness in Tax-Free Exchanges,” 50 Yars L.J. 1 (1940).

99 See Paur, Srupres mv Feperar Taxarron, Third Series, 138 (1940); Surmey,
“Assumption of Indebtedness in Tax-Free Fxchanges,” 50 Yare L.J. 1 at 10-14 (1940),
which recite the difficulties the Treasury was faced with after the government won the
Hendler case.

100 See LR.C. (1954), §§357 and 368(2)(1)(C).
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The assumption of all liabilities of the transferor, including con-
tingent or undisclosed liabilities, could cause a violation of the terms
of 80 percent-20 percent exception which would not show up until
some time after the consummation of the reorganization. The excep-
tion in section 368 (2)(2)(B) is not written in terms of the estimated
amount of liabilities assumed, but rather in terms of “the amount,”
which could perhaps be determined by hindsight. The discreet will
therefore, in such circumstances, choose the statutory merger or con-
solidation route to accomplish their purposes and not risk the uncer-
tainty of a practical merger qualifying as a tax-free “reorganization.”
The limited assumption of liabilities could also be considered.

The Proposed Regulations show no awareness of the need to define
what is meant by “the amount” of liabilities assumed. It is arguable
that where all the liabilities of the transferor are assumed by the trans-
feree, including contingent and undisclosed liabilities, “the amount”
of the liabilities for the purpose of applying the 80 percent-20 percent
rule should be the estimated amount value thereof based on the facts
known to the parties on the date of the transfer, rather than the actual
ultimate amount of liability.*** Otherwise, in some instances it may be
years after a transaction takes places before one could be certain that
the terms of the 80 percent-20 percent exception have been met.

There are certain practical difficulties attendant upon the above
suggestion. For one thing, parties to a corporate reorganization would
always run the tax risk, in valuing contingent and disputed liabilities,
that the Service would later'®? disagree with the valuation. The Serv-
ice is especially likely to raise the issue if subsequent events should
be such that the estimated valuation in fact proves to have been too low.
The parties should not be required to run this tax risk where they can
show that the valuation of contingent and disputed liabilities was
arrived at in good faith and as a result of arm’s-length negotiations seek-
ing to fix their relative interests.

How should a liability be valued if its actual or potential existence
is undisclosed (innocently or otherwise) by the transferor to the trans-
feree? In such a case there can be no value estimated by the transferee,

101Cf. dissenting opinion of Justice Reed in Commissioner v. Estate of Louis Stern-
berger, 348 U.S. 187 at 200, 75 S.Ct. 229 (1955). Interpreting IR.C. (1939), §812,
which allows as a deduction “the amount of all bequests . . . to . . . any corporation
organized and operated exclusively for . . . charitable . . . purposes . . . ,” Justice Reed
states at 201: “It is the ‘amount’ of the bequest that is deductible—its presently ascertain-
able value.”

102]¢t is doubtful that the Service would give an advance ruling on the valuation
question. See Int. Rev. - Mimeograph No. 100, Com. No. 11, January 12, 1953, paragraph 4,
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to whom the actual or potential liability has no known existence. Also,
neither party may be aware of the existence of a potential liability.
For example, if the transferee assumes all liabilities, and thereafter
the Service asserts the existence of a completely unexpected tax liability
on the part of the transferor on a theory which everyone had thereto-
fore assumed was clearly settled in favor of the taxpayer,°* whose
judgment as to “the amount” (as of the reorganization date) of the
tax liability assumed by the transferee is to be accepted—the taxpayer’s
or the Service’s (based on the Service’s internal administrative think-
ing on the problem)? Here again, a party acting in good faith and at
arm’s length should be permitted to rely on the estimated value of as-
sumed contingent and other liabilities.

In view of the above difficulties, it is likely that the 80 percent-20
percent rule will in practice be little availed of, except in those cases
where the transferee does not assume contingent and undisclosed lia-
bilities. Perhaps in the future the Congress may see fit to exempt such
liabilities (or indeed, all assumed liabilities)*** from the 80 percent-20
percent formula provided in section 368(a)(2)(B)(i).

IV. Recerer or Vormie Stock or Bora Acoummne CorPoRATION
AND ITs ParenT or Sussmiary m “C” REorRGANIZATION

The new “C” reorganization definition does not specifically permit
the corporation transferring substantially all of its assets (Corporation
W), or its shareholders, to receive both voting stock of the acquiring
corporation (Corporation A) and voting stock of its parent (Corporation
P); the acquisition by one corporation of substantially all of the prop-
erties of another corporation must be in exchange “solely for all or a
part of its [the acquiring corporation’s] voting stock (or in exchange
solely for all or a part of the voting stock of a corporation which is in
control of the acquiring corporation). . . .”

It is questionable whether any valid “continuity-of interest” policy
decision underlies this particular legislative restriction. If Congress
has chosen to decree that the transferor corporation (Corporation W)

108 For example, the Godley-Hirshon problem. See Mintz and Plumb, “Dividends in
Kind—The Thunderbolts and the New Look,” 10 Tax L. Rav. 41 (1954); Michael P.
Erburu, 23 T.C. No. 104, January 31, 1955.

104 CE. LR.C. (1954), §368(a)(1)(C): “. . . in determining whether the exchange
is solely for stock the assumption by the acquiring corporation of a liability of the other,
or the fact that property acquired is subject to a liability, shall be disregarded. . . .”



1955 ] Tax-Free CorrorRATE ACQUISITIONS 941

or its shareholders have a sufficient continuity of interest in the assets
transferred to Corporation A where the consideration for the transfer is
voting stock in Corporation P, it defies logic for it to deny that there is a
sufficient continuity of interest where Corporation W or its sharehold-
ers receive not only some voting stock in Corporation P but also voting
stock in Corporation A.*°® Indeed, the necessary continuity of interest
was found to exist in such a situation by both the Board of Tax Appeals
and the Court of Appeals for the Third Circuit,1°¢ prior to the Supreme
Court’s decision in the Groman case. The restriction is even more per-
plexing since the possibility exists under the new “C” reorganization
provision of Corporation W transferring its assets to Corporation A in
exchange for voting stock of Corporation P, and of Corporation A
immediately transferring the assets to a subsidiary of Corporation A.**7
The assets of Corporation W in such a case are twice removed from
Corporation P, and yet the Corporation W shareholders, through own-
ership of a part of Corporation P’s voting stock, are deemed to have a
sufficient continuity of interest in the transferred assets to constitute
the transaction as a “C” reorganization.

Regardless of the failure of section 368(a)(1)(C) specifically to
permit Corporation W or its shareholders to receive both voting stock
of Corporation P and voting stock of Corporation A, the 80 percent-
20 percent rule does appear to permit in a limited way the giving
of both Corporation P voting stock and Corporation A voting stock.
The Proposed Regulations do not take this possibility into account, and
the following sentence in section 1.368-2(d) of the Proposed Regula-
tions requires modification: “. . . if the properties of Corporation W
are acquired in exchange for voting stock of both Corporation P and
Corporation A, the transaction will not constitute a reorganization un-

der Section 368(a)(1)(C).”

105 Perhaps what Congress was concerned with here, if it thought of the problem at
all, was the possibility of a “bail-out” should the Corporation W shareholders receive
voting stock of both Corporation P and Corporation A. Cf. LR.C. (1954), §306.

108 Commissioner v. Fifth Avenue Bank of New York, (3d Cir. 1936), 84 F. (2d)
787, affg. 31 B.T.A. 945 (1934), interpreting the Revenue Act of 1928. Antitoxin
transferred all of its assets to Laboratories (2 newly-formed subsidiary of Cyanamid) under
a reorganization agreement drawn up between Antitoxin and Cyanamid, in exchange for
64,500 shares of Cyanamid Class B common and 75,000 shares of Laboratories nonvoting
preferred. Both Cyanamid and Laboratories were held to be parties to the reorganization.
The Third Circuit said: “Undoubtedly, there is the continuity of interest in the Antitoxin
assets through acquisition of the stock in both companies which is stressed in Helvering v.
Minnesota Tea Company. . . .” 84 F. (2d) 787 at 789.

1071R.C. (1954), §368()(1D(C) and (2)(C).
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One of the conditions of the 80 percent-20 percent rule is that it
applies only if “the acquisition would qualify under paragraph (1)(C)
but for the fact that the acquiring corporation exchanges money or
other property in addition to voting stock. . . .” Suppose all of the
assets of Corporation W are acquired and 80 percent of the considera-
tion therefor is voting stock of Corporation A and 20 percent is voting
stock of Corporation P (Corporation A being the acquiring corpora-
tion), or suppose it is the other way around and it is 80 percent Cor-
poration P and 20 percent Corporation A voting stock (Corporation P
being the acquiring corporation, with an immediate transfer of Cor-
poration W’s assets to Corporation A’s). It would appear that the voting
stock in the 20 percent category may properly be treated as “other
property * within the meaning of the above-quoted qualification. There
is nothlng in the statute'®® which requires that the “money or other
property” referred to in section 368(a)(2)(B)(ii) constitute “boot,”
the receipt of which is subject to the recognition of gain rules of sec-
tion 356, or which indicates that voting stock (or nonvoting stock) of
a party to the reorganization was not meant to be included in the scope
of “other property.”

It may be that ultimately the Treasury will recognize, either volun-
tarily or through judicial mandate, that there is a “C” reorganization
and that the 80 percent-20 percent rule applies where all of the
assets of Corporation W are acquired and 80 percent of the considera-
tion therefor is voting stock of Corporation A and 20 percent of the
voting stock of Corporation P (Corporation A being the acquiring
corporation), or where 80 percent is voting stock of Corporation P and
20 percent is voting stock of Corporation A (Corporation P being the
acquiring corporation, with an immediate transfer of Corporation W's
assets to Corporation A). The Treasury, nevertheless, may couple such
recognition with a contention that the Groman decision is still good
law, and that at least in the case where the 20 percent is voting stock
of Cmporatlon P (Corporation A being the acquiring corporation),
Corporation P is not a party to the reorganization.® Under this ap-
proach the voting stock of Corporation P would constitute “boot” re-
ceived as part of a “C” reorganization. However, where Corporation P
is the acquiring corporation, with an immediate transfer of Corpora-
tion W’s assets to Corporation A, I believe there is substance to the
petition that Corporation A as well as Corporation P is a party to the

108 See also Senate Report, p. 52; House Report, p. A133.
109 But cf, note 106 supra, and the text thereto, See note 36 supra.
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“C” reorganization, and that no “boot” is involved in the transaction.
Indeed, the Bashford case'® assumes this conclusion as to Corporation
A, and the 1954 code'* brings about this result as to Corporation P.

Concrusion

It seems appropriate to conclude by quoting Justice Reed’s recent
pronouncement'** on the Regulations problem:

“Regulations do not have the safeguards of federal statu-
tory enactments. Interested parties outside the Internal Rev-
enue Service perhaps may not be heard. Reports explaining the
action are not available. Public discussion, such as happens in
Congress, does not take place. In short, we think that reenact-
ment of a statute after the due adoption of a regulation does not
make the regulation a part of the statute. It is only an indication
of congressional purpose to be weighed in the context and circum-
stances of the statutory language.”

When the Proposed Regulations under subchapter C of chapter 1
of the 1954 code, which includes the corporate reorganization provi-
sions, were published in the Federal Register on December 11, 1954,
the Treasury announced that prior to the adoption of the final Regu-
lations, consideration will be given to “any data, views, or arguments
pertaining thereto” which were submitted in writing (in duplicate) by
January 10, 1955 to the Commissioner of Internal Revenue. This
30-day deadline was later extended to January 24, 1955. It is to be
hoped that the Treasury will carefully consider the suggestions made to
it, bearing constantly in mind that its proper function is to interpret
and administer within the framework of the statutory language and
congressional intent.**® One of the deans of the tax bar has observed,

110 In Commissioner v. Bashford, (3d Cir. 1937) 87 F. (2d) 827, revd. sub nom.
Helvering v. Bashford, 302 U.S. 454, 58 S.Ct. 307 (1938), the Commissioner conceded
that Corporation A was a party to the reorganization; the issue was whether Corporation P
was also a party thereto.

111 Section 368(b), last sentence.

112 Commissioner v. Estate of Louis Sternberger, 348 U.S, 187 at 206, 75 S.Ct. 229
(1955) (dissenting opinion).

113 While the words of Congress often are sufficient in and of themselves to determine
the purpose of legislation, and the plain meaning of the words will be followed, where the
meaning would lead to absurd or futile results, or even merely an unreasonable one “plainly
at variance with the policy of the legislation as a whole,” the Supreme Court has followed
that policy rather than the literal words. United States v. American Trucking Association,
Inc, 310 U.S. 534 at 543, 60 S.Ct. 1059 (1940); Markbam v. Cabell, 326 U.S. 404 at
409, 66 S.Ct. 193 (1945).
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“The government cannot be expected to abandon its past tendency to
press the courts as far as possible to interpret and develop the tax law
in its favor.”*'* Nevertheless, the exercise of a measure of self-imposed
Treasury restraint when promulgating the final Regulations would be a
wholesome development. Experience indicates that over-zealousness in
taking the narrow view does not always serve the Treasury well, and
that the reasonable approach better serves the common weal.**®

114 Darrell, “The Internal Revenue Code of 1954,” 1955 SourmernN CALIFORNIA
Tax Instrrure 1 (1955). It is equally true, as Mr. Darrell observes, that “Taxpayers
cannot be expected to cease their never ending search for means of cutting down their
taxes.”

115 See, for example, the article and treatise cited in note 99 supra, discussing the
Treasury’s difficulties with the problem of assumption of indebtedness in corporate reorgani-
zations.



