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TAX-FREE EXCHANGES OF PROPERTY PURS
CORPORATE MERGERS AND CONSOLIDATIONS
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N this jurisdiction, every exchange of one piece of property for anothecr1
I— is a.taxable event. The rule observed is thgt any property cxchangr;
has its équivalerit in money, in a sum equal to its falr markfat value at the
time the exchange was made. The only quahflca}txon to this rule may be
found in éiur income tax regulations which provide that the propert}; rlf-
ceived, in order to be deemed the equivalent of money, n.lust be e‘ssengoy
different from the property transferred. As to what this essentxfxl ‘dx er-
ence should consist of, the law does not specify. Nevert?xeless, it is cerI;
tain that if a taxpayer exchanges his stock in one gorporfatnon for the stocl
of another corporation, gain or loss in the transaction .wﬂl be deemed real-
ized to the extent of the difference in cost or other basns'of the stock tr‘a.ns~
ferred and the market value of the stock received. This was the declxsx(gn
of our Supreme Court in Ogan v. Meer, (Q.R. No. ’49102, 194;9}, t;
only case in this jurisdiction -which dealt directly with the exchange
stock for stock. : ‘

When this mandate of the Supreme Court is‘ applied to every efchan‘gte
of "property incident to corporate reorganization or recapxtaixza%oE,n ; i
application will result in unfavorable tax consequences. TherT w11 né an
imposition of tax or allowance of loss both on the _co’r’poratf evel a >
the stockholders’ level due entirely to Spaper profits” or losses” in the
transaction. This disadvantageous treatment of corporate exchax}ges pur(i
suant to a reorganization proved deleterious o the fOfmatlor} of hlgge}f anIt
cost-saving enterprises which are necessary for our 1{1dastna1 gr«fywt 1 th
discouraged corporate shifts of property and made ex@mg corporat}.;fst oa ;
to expand their activities through corporatercombmatlcfnsy IF es rok)fi
incentive to pool corporate resources for the purpose of. 111,§:reas1r‘x§ WO, ’: g
capital by putting a high premium on purely “paper profits” and “losses.

% AB. Atenco de Manila, 1951; LI.B., Ateneo Law School, 1954; LL.M,
Georgetown Univ., 1956, )
1 Ign Ogan v. Meer, the Court reasomed that when stpckholders of 1§n§f c;:ge
poration becon{e the stockholders of éhe Ot‘lgi?e cﬁ;‘ggiattsmr;ngs :Ll vgerf?ages Jhe
X ] hange, they earned Dpositive . ) ,
31?1‘1:?2:? nthzrg‘:;{: c?r %(?ss should be included in the computation of the taxable
3

income of the taxpayer.
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Republic Act 19212 which may be called our “reorganization statute,”
seeks to remedy this by amending Section 35 (¢} of our Tax Code. Before
this law took effect there was no specific provision of law governing the
income tax status of corporate reorganizations, and while the Bureau of
Internal Revenue, in rare instances, agreed to consider certain reorganiza-
tions to be tax-free, the broad conditions imposed by the Bureau in such
cases made it desirable that Jegislation be enacted expressly governing cor-
porate reorganizations.

As amended, Section 35, paragraph (¢} (2} now provides that no gain
or loss shall be recognized, if in pursuance of a plan of merger or conso-
lidation, P

a) & corporation which is a party to the merger or consolidation exchanges
property solely for stock in a corporation which is a party to the merger
or consolidation;

b

—

a shareholder exchanges stock in a corporation which is a party to the
merger or consolidation solely for the stock of another corporation, also a
party to the merger or consolidation; or

e) a security holder of a corporation which is a party to the merger or con-
solidation exchanges his securities in such corporation solely for stock or
securities in another corporation.

The statute further provides new rules where, in the foregoing exchanges,
money and/or other property is received by the transferor in addition to
stocks and securities. It also contains definitions of terms and provides
for the basis of property exchanged. These rules and definitions will be
discussed in their logical order in this paper.

The recognized scheme and purpose of Republic Act 1921 is to omit
from tax a mere change in form and to postpone the tax until there is a
change in substance or a realization in money. In brief, it was enacted
to free from the imposition of income tax, purely “paper profits” or
“losses” wherein there is no realization of gain or loss in the business sense,
but merely the recasting of the same interests in a different form.

At the outset, it is pointed out that the new law applies only to cases
where two or more corporations are involved and is not applicable to cases «
where a going concern being carried on as a single proprietorship- or a
registered partnership is to be incorporated. Nevertheless, although only
paragraph {c} of Section 35 of the Tax Code is amended, and although only
corporations and their stock or security holders are affected, the change
is so far-reaching as to make Section 35 (c¢) assume a new facade. It
may be said that the change initiates the modernization of our Tax Code
with respect to corporate taxation.

To understand the scope of the new law, we must acquaint ourselves
with the fundamental purposes and assumptions underlying tax-free

2 Lffective as of June 22, 1957.
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exchanges in mergers or consolidations and thus avoid pitfalls which might
result in the imposition of tax. In this respect, we must look to the rules
and regulations established under the Federal Internal Rcven}xc Code of
the United States after whose reorganization provisions, Republic Act 1921
has been closely patterned. In the absence of our own jurispruc?ence on
corporate reorganization, it is believed that said rules and regulations will
be of authoritative weight until superseded or modified by our own tax
authorities. The discussions following are premised on this assumptlol.l.
.The ‘cardinal rule in corporate reorganizations is that the transactions
peftaining’thereto must be undertaken for a “bona fide” business'purpose
and hot solely for the purpose of escaping the burden of taxation. .To
deterrﬁ‘ine this “bona fide” business purpose, every step of t].1c transaction
will be considered and the whole transaction or the whole series of transac-
tions will be treated as a single unit. On this matter, the Supreme Court
of the United States has consistently held® that the taxpayer may not rely
solely on' the literal compliance with the apparently cl‘ear language of Ithc
statute. The Supreme Court has, in effect, circumscribed the reorganiza-
tion provisions with certain requirements, and failure to conform to them
will frustrate even the most conscientious compliance with the law. Thus,
a transfer of some assets of a corporation owned wholly by the taxpayer
to a new corporation wholly owned by the same taxpayer and creatcsl Sf)lely
for the purpose of receiving and transfering assets to thfe taxpayer as 11qu1<‘1‘at-
ing dividends, after which the-new corpcration was dl'ssolvc.ac?, is not a “re-
organization” under the law exemption from tax, gain arising out of the
transfer of assets. This is a mere device which put on the form of corporats
reorganization as a disguise for concealing its real cha;?cter to transfer a
parcel of corporate shares to the taxpayer at capital gain rates.* )
On the other hand, the business purpose is generally deemed cor}]plled
with if the i'eadjustments in the exchange effected in the corsummation of
the p]én of reorganization are undertaken for reasons germane to t.he .con:
tinuarce of -the business of a corporation, a party to the reorganization.’
The immediate dissolution of the transferee corporation does not destroy
a valid business purpose; but the continuance of the business in the hand’s,
of the transferee is sufficient indication of the required “business purpose.
Furthermore, the immediate liquidation of the transferor is frequently a

3 In Bazély v. Commissioner 34 AFTR 1319, (1947); and Adams v. Com-

missioner, 85 AFTR 1190, (1947) — a sole stockholder of a corporation with.

a large surplus had turned in a portion of hjs common stock, receiving in ex.-
ch;ng'g(: 10 ;r’ear debentures callable at the option of th(_a corporation, th}:ie co}:qur"'.
held that the net effect of the exchange was the same as if 'the stockho ea "t
received the bonds as dividends, and taxed them as such, (The Sup.rdemgz Jout
might have neached the same result because of the absence .of a vali 5 nsu;.eoss
purpose, in' which even the transacgondwo;]ll)d thus be considered a re-empti
tock essentially equivalent to a dividend.) B

Of“SGl‘elg,'01‘3"v. Hizllver;ing 14 AFTR 1191; 293 U:S. 465, (1935).. "

5 This is especially true in our jurisdiction which only recognizes mergers or

consolidations.
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part of the plan of reorganization and does not prevent the transaction
from being within the statute.

Under the new law, the term “reorganization” refers only to an ordinary
“merger” or “consolidation” and to the acquisition by one corporation .of
all or substantially all the properties of another corporation solely for
stock.® There is a merger when two or more corporations combine and
one of the corporations retains its corporate existence and absorbs the other
or others, which thereby lose their corporate existence; there is consolida-
tion when a new corporation is created to take the place of the constituent
corporations which are themselves dissolved in the process.” Other forms
of reorganization do not fall within the purview of our statute. Hence,
mere recapitalization of a single corporation or divisive reorganization
will not derive any tax advantage from the law.

Every exchange pursuant to a merger or consolidation wili have a two-
fold effect. It will affect the corporation and it will affect the stock or
security holder.

On the corporate level, the non-recognition of gain or loss is prescribed
for two specifically described types of exchanges, namely, that exchange in
which stock or securities in a corporation, a party to the merger Or Conso-
lidation, are in pursuance of a plan of reorganization, exchange for stock
or securities in another corporation, a party to the same merger or con-
solidation; and that exchange in which a corporation, a party to a merger
or consolidation exchanges property, in pursuance of a plan of reorganiza-
tion, for stock or securities in another corporation, also a paity to the
same merger or consolidation.®

In this area of the new law, care should be exercised lest the transaction
or series of transactions result in what may very well be a taxable liquida-
tion, or a mere sale of assets, or even an attempt to siphon off corporate
earnings at capital gain rates. As already pointed out, literal compliance
with the requirements of the statute is not always sufficient to bring the
transaction under a tax-free reorganization. The underlying scheme and
assumptions of the reorganization provisions must be fully satisfied before
the tax may be postponed.

A safeguard against the happening of any of the mentioned events is te
have the transaction or transactions satisfy the “continuity of interest” re-
quirement of tax-free reorganization. Tax authorities, in scrutinizing the

¢ Henceforth, in this article, “reorganization” will only refer to these two
forms of corporate combinations.

7 Von Weise et al v. Commissioner 13 AFTR 708, (1934); Cortland Special-
t(yggé)j v. Commissioner, 11 AFTR 857 Affirming 22 BTA 808, 60 F. 2d. 937,

1 .

8 The term “party to a merger or consolidation” includes a corporation re-
sulting from a reorganization and both corporations in a transaction yualify-
ing as a reorganization where one corporation acquires stock or properties of
another corporation. A corporation remains a party to the reorganization
although it transfers all or part of the assets acquired to a controlled sub-
sidiary.
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steps of a tax-free reorganizations, will require not only a continuity of
the business enterprise under the modified corporate form but also a con-
tinuity of interest by the persons who were the owners of the enterprise
befors reorganization.

The “continuity of interest” requirement originated in Pinellas Ice and
Cold Storage Co. v. Commissioner.® In this case, a corporation, contem-
plating dissolution, transferred 99% of its assets for cash, and secured
notes of a new company organized to take title. The secured notes were
shart term notes which Pinellas claimed were securities exchanged for its
asséts. The Court did not see its way clear to recognize a tax-free reor-
ganization’® and held that the short term notes were not securities and
hence were equivalent to cash to be taxed as gain. This was clearly a
sale of élsscts clothed in the appearance of an exchange of property for
cash and'securities to escape taxation, and being an outright sale, there
could be no continuity of interest from the old to the new corporation.

In subsequent cases, the crudeness in the Pinellas case was refined in
the vain hope of qualifying the transfer of asscts as a tax-free exchange.
Thus, in another case, a sale of corporate assets through the exchange of
the corporate stock for cash, and preferred stock of the purchasing cor-
poration, was held to be a sale in fact rather than a reorganization €x-
change of stock for preferred stock and cash. The Court discovered in
this case that the sellers were stepping out and the preferred stock which
they received was o be held-only temporarily until its sale was arranged
by the purchasing group. Consequently, the profit on the sale was taxable
as a capital gain.™

In still another case, another refinement of the sale transaction was dis-
allowed. Here, one corporation exchanged its preferred stock for the first
mortgage bonds of another corporation pursuant to a statutory merger.
Again the Court held the transaction te be a taxable exchange because of
the loss of proprietary interests in the assets.? Likewise, no tax-free re-
organization was upheld where stock of a merged corporation was ex-
changed- for common stock of small actual value, mortgage, bonds and
cash.® Conversely, the acquisition of stock in exchange for debentures
does not eonstitute the proprietary interest required.™*

However, even in this fringe area of taxable exchanges which has been
established by the “continuity of interest” requirement, many cases have

® 11 AFTR 1112, 287 U.S. 462, (1933).

10 Rev, Act of 1926, Section 203 (h) (1) defines “reorganization as meaning
X X x a merger or consolidation (including the 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 eclasses of stock of another corporation, or sub-
stantially all the properties of another corporation.)

i1 Ralph M. Heintz, et al, 25 T.C. 182, (1947).

12 F, W. Roebling, 143 F. 2d. 810; 32 AFTR 1083, (1944)

13 Suthwest Natural Gas Co. 14 TC 81, 189 F. 2d. 332, 40 AFTR 1180, (1936).

14 Margaret S. Bullock, Parag. 44,406 P-H Memo TC, (1936).
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been decided in favor of the taxpayer. The continuity of interest was satis-
fied, and gain was not recognized upon an exchange of notes of and an
open account against a corporation, where the old stockholders’ rights had
Pass;d to creditors in receivership proceedings before the plan of reorgan-
ization was filed.* Again, the continuity of interest requirement was held
to have been satisfied despite the sale by a stockholder of the stock of
the transferee corporation after distribution; the exchange of stock by the
corporation and the subsequent sale (loss of proprietary interest) of the
stockholder, not being interdependent transactions.'®

Finally, the required “continuity of interest” was upheld where the evi-
dence showed that a holding company, which was merged into an operating
subsidiary, had exchanged their preferred stock for common stock and
debentures of the subsidiary.’”

The foregoing cases have been cited to illustrate the varying treatment
accorded by the courts to every set of particular circumstances surround-
ing each transaction where doubtful compliance with the “business pur-
pose” or “continuity of interest” requirements subjected the transactions
to close scruting. To safely qualify the transaction as a tax-free reor-
ganization, much will depend on the fulfillment by the corporate parties
of the following conditions:

1. the transaction must be pursuant to a plan of merger or consolidation,

2. wherein on: corporation acquires “substantially all” the properties of an-
other corporation,

3. in exchange solely for all or a part of the voting stock of the acquiring
corporation,

Although the first condition speaks of a plan of reorganization, the re-
gmrement of a formal written document evidencing the plan of reorgan-
ization is not essential where the circumstances of the transaction indicate
that the several steps to be taken are pursuant to a plan. But it is always
advisable that the taxpayer should also incorporate in his income tax re-
turn for the year in which the exchange takes place, a complete statement
of all the facts pertinent to the non-recognition of gain or loss upon such
exchange. In the case of corporations, the statements should include?
(a) a certified copy of the plan of merger or consolidation with *a state-
mcnt under oath or affirmation showing in full the purpose thereof and
in detail all transaction incident to or pursuant to the plan; (b) a com-
plete siatement of the cost or other basis of all property including all stock
and securities transferred incident to the plan; (c) a statement of the
amount of stock or securities and other property or money received from
the exchange, including a statement of all distributions or other disposition

i5 Estell P. Erdman, et al. Parag. 46,033 P-H Me
1 Rena B. Farr, 23 TC 266, (1941). emo T, (1938).
17 H. Grady Manning Trust, et al, 15 TC 930, (1930).



24 ‘ ATENEO LAY JOURNAL [Vol. 7

made thereof; (d) a statement of the amount and nature of any liabilit'{es
assumed upon the exchange and the amount and nature of any liabilities
to which any of the property acquired in the exchange is subject. In the
case of a stock or security holder who receives stock, securities, money
or other property in a tax-free exchange, the statement must include a
statement of the cost or other basis of the stock or securities transfe%—r-ed
in th.e exchange and a statement in full of the amount of stock or securities
and other property or money received from the exchange, including‘ any
liabilities assumed upon the exchange, and any liabilities to which .p-roperty
received is subject. The amount of each kind of stock or securities 'and
other property (other than liabilities assumed upon the exchange) received
shall beiset forth upon the basis of the fair market value thereof at the
date of exchange. ' i

The setond condition makes the acquisition of all or “substantially all
the property of a merging corporation a prerequisite to a tax-frf:e exchange.
Under thepresent statute, “substantially al” has not been defined but le'ft
for future determination to the Collector of Internal Revenue. Even in
the Federal Jurisdiction of the United States, the phrase has not been de-
fined by law. However, many decisions on the matter have more or l'ess
defined the limits of the term “substantially all.” Where a corporation
transferred 75% of its assets, the exchange has been held not sufficien.t.“
And where the transferor-corporation transferred all of its assets but im-
mediately received a “kick-back” of 32% thereof, the exchange was hf:ld
not to be “substantially all” of its property.’® Likewise a corporation which
retained about one-fifth of its assets which it distributed to its stockholders,
was held not to have transferred substantially all of its assets.”

Generally; where 86%% to 90%?* of the assets were transferred, the
exchange was considered to be “substantially all” the assets of the tr.afls—
feror. In this regard, the statnte expfessly provides that in d.etermmmg
whether the property transferred constitutes a substantial portion of the
prdperty of the transferor, “cash assets” of the transferor shall be dee-n.led
included in the term “property”. However, there is authority to the view
that “only cash as was needful for working capital” is part of the assets;
but that “surplus cash distributed to the stockhclders of the old corpora-
tion, was not a substantiai part of the business properties.”?*  Going fur;
ther, there is also authority to the view that “substantially all of the assets
is not restricted to “operating properties but includes also accounts re-

ceivable.”*

18 I.T. 2378 CB Dec. 1927 p. 19.

12 Arctic Ice Machine Co., ig2]gTA(1%)32‘7?, (1934).

20 Alice V. St. Onge, 3i BT 5, ). ] _

21 Colrslinissioner vg Tirst Natl Bank of Altoona. Pa. 104 F 2d 865, (1939).
22 Schuh .Trading Co., 95 F 2d 404, 20 AFTR 1114, (1938).

23 Gross v. Commissioner, 88 F 2d 567, 19 AFTR 158, (1937). 973
24 Pillar Rock Packing Co. v. Commissioner, 90 F 2d 949, 19 AFTR 973,

(1937).
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In determining the percentage of property transferred and of property
retained, the fair market value, rather than the cost to the transferor, should
be used.? o

The third condition of a tax-free exchange is that property must be ac-
quired in an exchange “solely for voting stock.” However, if at least 806%
ot the fair market value of all the property of the other corporation 'is: ac-
quired “solely for voting stock,” the remainder of the property may be
acquired for cash or other property. For the purpose of determining the
percentage of assets acquired for cash or other property, a liability to be
assumed by the acquiring corporation and the amount of any liability to
which any property acquired by the acquiring corporation is subject, are
treated as cash paid for the property. On the other hand, such assump-
tion by the acquiring corporation of a liability of the other corporation, or
the fact that property acquired is subject to a liability, shall be disregarded
for the purpose of qualifying the exchange as one “solely for voting stock.”
But a word of warning; the assumption of a liability may be examined for
its effect on the character of the reorganization. . .

An example of an assumption of liability which would affect the nature
of the transaction.would be the issuance of bonds of a new company for
bonds of the old company. Here, there is an assumption of liability. But
if the bonds received by the new company is secured by a mortgage for
a previously unsecured debt, there is apparently more than a mere assump-
tion of liability. And if a new corporation acquired assets for voting stock,
cash paid by the acquiring corporation to satisfy delinquent mortgage in-
terest and taxes of assets, is considered as payment of an obligation of
the predecessor and not as additional consideration for the assets.

A slight variation in the treatment of a tax-free exchange is applied when
money and,or other property (other than stock or securities) is received
in the iransaction. If the exchange qualifies as non-taxable under the fore-
going requirements, the receipt of other property or money does not result
in the recognition of gain or loss provided the corporation distributes it in
pursuance of the plan of merger or consolidation. If the transferor does
not distribute the other property or money in pursuance to the plan of merger,
or consolidation, the gain is recognized, but only in the amount not in ex-
cess of the sum of the money and the fair market value of the other property
so received, which is not distributed.? '

The following transactions were held to be non-taxable exchanges pur-
suant to a plan of merger or consolidation:

1. Where,' p_ursuant to a plan of 1‘e01'ganization, T corporation merged with R
corporation, and stockholders of T delivered practically its entire stock
and received stock of R in exchange, tl.e non-recognition of gain or loss was

?5 American Foundation Co., Parag. 62, 822, P-H Fed., (1941).
26 Federal Regulations- (TD 6152) Section 1. 368-2.
27 Jd. note 28. ’
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upheld under all the circumstances, notwithstanding the temporary lodging
of T company stock in R company’s subsidiary.?®
2. Where a holding company was merged into an operating subsidiary and
stockholders exchanged common and preferred stock of the Holding com-
pany for the common stock and debenture bonds of the subsidiary, there was
a business purpose in the merger and the transaction was a statutory reor-
ganization and no gain or loss was recognized to the stockholders.2®
3. A tax-free reorganization occurred where an operating company was merged
into a holding company. The holding company acquired all the stock of the
_ operating company by issuing’ its voting stock (common and preferred)
“to stockholders of the operating company.3°
4. A statutory merger of subsidiary and parent corporations was carried out
by ‘the cancellation of subsidiary’s stock but without the surrender of the
parent corporation’s stock nor issuance of new shares. This resulted in
a non-taxable exchange under the law rather than a taxable liquidation.
The merger agreement had the effect of changing the stock of the parent
corporation into stock of the consolidation and an actual exchange of cer-
tificaté\s would have been an idle gesture.31

Finally, with regard to tax-free exchanges on the corporate level, it must
be remembered that every step of the transaction will be closely scrutinized.
And whether a series of steps should be treated separately or as a single
transaction, depends upon whether there was a previously binding legal
obligation  to carry through the entire plan. If such an obligation exists,
and the steps of the plan are mutuvally interdependent, the entire plan is
treated as one transaction. Recognition or non-recognition of gain or loss
will depend on the last step. But where no such legal obligation exists,
the taxability of the transaction is usually determined after an intermediate
step, or rather, the last step that is considered by the court to be mutually
interdependent. The binding obligation can be an oral agreement.?

The second effect of tax-free exchanges is reflected in the subsequent
distribution of stock and/or securitiestto stock or security holders of the
combining corporations. The statute provides that no gain or loss is re-
cognized if stock or securities in a- corporation, a party to the merger or
consolidation, are, in pursuance of a plan of reorganization, exchanged sole-
ly for stock or securities in another corporation, a party to the merger or
consolidation. Under the statute, “securities” refer only to bonds and
debentures ‘and not notes of whatever class or duration.

Two types of reorganization are contemplated by this provision of the

statute: first, an ordinary merger or consolidation, and second, the acquisi- .

tion of substantially all of the property of another corporation through an

7423 ((3 B. )Chase, 44 BTA 39, (1944) ; Margaret Kahn, 133 F. 2d 199, 30 AFTR
29 H, Grady Manning Trust et al., 15 TC 930, (1934).
30 Forest Hotel Corp. v. Fly, 112 F. Supp. 782, 43 AFTR 1073, (1948)
31 Guthro Holding Co., v. Commissioner, 138 F 2d 16, 31 AFTR 618, (1943).
32 But an oral agreement unexecuted for six years was held insufficient in
Schmieg, Hungate and Kotjian, Inc., 27 BTA 337, (1927).
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exchange of all or part of the voting stock of the acquiring corporation.
The statute provides that under the foregoing conditions, no gain or loss
is recognized to a shareholder who surrenders his stock in exchange for
other stock, or to a security holder who surrenders his securities in ex-
change for stock or securities. )

However, in the case of a security holder, certain limitations are im-
posed. A security holder may surrender his securities and receive securities
only in the same principal amount, or in a lesser principal amount, with-
out the recognition of gain or loss to him. If securities in any greater
amount are received, the fair market value of the excess amount is treated
as “other property.” Secondly, if securities are received and no securities
are surrendered, such securities are also treated as “other property.”

If an exchange were attempted of common stock alone for securitics alone,
it would apparently fail as not being in pursuance of a plan of reorganiza-
tion. The distribution might then be taxable as a dividend to the extent
of the earnings and profits of the corporation, or, should the distribution
be non-pro-rata, as a redemption of stock by the corporation. But the fact
that properties retained by the transferor corporation or received in ex-.
change for the properties exchanged in.the merger or consolidation, are used
to satisfy existing liabilities not represented by securities, and which were
incurred in the ordinary course of business before the reorganization does
not prevent the non-recognition of gain cr loss in the transaction.

Mention has already been made of money and/or “other property” re-
ceived as additional consideration in tax-free exchanges. The statute also
provides for the treatment of this additional consideration in transactions
that would otherwise qualify as tax-free exchanges. If the rules for non-
recognition of gain' o loss would apply to an exchange, but for the fact
that in addition to the property (stock and securities) permitted to be re-
ceived, there is received also “other property” or money, then the gain,
if any, is recognized but not in excess of the sum of money and the fair
market value of the other property so received. In the event of a loss,
however, 10 loss is recognized.*

And it an exchange (in which gain is to be recognized because of the
receipt of other property or money) has the effect of a distribution of” a
dividend, then there is taxed as a dividend to each distributee’ such an
amount of the gain as is not in excess of his ratable share of the undis-
tributed earnings and profits of the corporation, and the remainder of the
gain, if any, is treated as gain from the exchange of property. Thus, in a
statutory merger, stockholders of the absorbed corporation received in
exchange for their stock, stock of the surviving corporation, vlus cash in
lieu of fractional shares. The cash was paid by the surviving corporation.
The gain was recognized on the exchange to the extent of the cash and

33 Federal Regulations, Section 1. 356-1.
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was taxable as a dividend to the extent of the earnings and profits of the
absorbed corporation.** And in a statutory.consolidation of two corpora-
tions into a new . corporation, the taxpayer, a shareholder in one of the
corporations, received a lesser number of shares. in the new corporation
than she otherwise would have been entitled to, the difference in the amount
of the new. shares went to the stockholders- of the other corporation as
the result of the cancellation of a debt owed by the taxpayer to her cor-
poration, and for other considerations. The court held that the cancel-
lation of the taxpayer’s debt was equivalent to the receipt of other property
or monvy, having the effect of a distribution taxable as a dividend.®

In tl;ls particular area of the law, difficulty is most likely to be encoun-
tered when part of the assets of a corporation are transferred to a new
corpo1ah0n for all of the latter’s stock, and the old corporation makes a
dlstrlbutloh in liquidation to its shareholders of the mew stock with cash
and other assets not transferred. In such a case, the question will arise
as to whether the shareholders have received a liquidating dividend, (to
be reported as capital gain or loss), or a distribution in connection with
a reorganization, and because of the receipt of cash and other property,
subject to the rules, that no loss is recognized but part of the gain may
be taxed as a dividend. Should there be a finding that there was in fact
a reorganization, the result would be adverse to the taxpayer as the dis-
tribution would be taxed as dividends. The fact that the transaction may
also be viewed as a'contfactie_)n of the business and therefore a partial
liquidation will not alter the character of the transaction.®®

But this adverse effect may be offset if it can be shown that the new
corporation which acquired part of the assets of the liquidating corporation
did so for the purpose of continuing the, orderly liquidation of such proper-
ty, ‘as distinguished from continuation or operation of a business with the
transferred assets.’ ®

Another area of doubt is whether an exchange where both stock and
cash is involved, is an exchange of stock for stock and cash, or an exchange
of stock for stock and a subsequent sale of part of the stock for cash. The
answer will inevitably depend on the nature of the particular transaction.
In a decided case® it appeared that after the taxpayer had agreed to sell
200 shares of stock in a corporation for cash, the purchaser agreed to
exchange shares of its own stock for her remaining 500 shares. The court
heid that under the circumstances, the sale and the exchange were two se-
parate transactions, and that the determination of the Commissioner and

3+ Rev. Ruling 56-220, BIR 1956-22.

35 Hawkinson v. Commlssxonu 23 TC 933, (1931). :

36 Lewis et al., Trustees V. Commlsswnel 176 P 2d 646, 38 AFTR 377, (1942).
(This situation would most probably not be covered by our statute, it being
a transfer of only part of the assets.)

37 George D. Graham, 37 BTA 623, (1939).

38 Bruce v. Helvering, 76 F 2d 442, 15 AFTR 1137, (1935).
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the Board that there was an exchange of 700 shares of stock for stock
and cash, was unwarranted. But where a purchasing corporation agrees
to buy back part of its stock given in a tax-free exchange, the court held
that there was an exchange of stock for stock and cash.®®

When “other property” or money is received in an otherwise non-taxable
exchange, the computation of the amount of gain, if any, recognized upon
the -exchange, depends first on the computation of the amount of gain
realized on the exchange. Consequently, when as part of the consideration
to the taxpayer, another party to the exchange assumes a liability of the
taxpayer or acquires from the taxpayer property subject to a liability,
the liability plays a dual role: 1) with respect to its treatment in computing
the gain realized; and 2) with respect to its treatment in computing gain
recognized. In computing the gain realized, the amount of the liabilities
is tieated as cash received by the taxpayer. However, in computing the
amount of gain recognized, the statute provides that such assumption or
acquisition of liability will not be treated as money and/or other property
(with respect to the rules for partial recognition of gain and non-recognition
of loss), and if the only type of consideration received by the taxpayer
in addition to that permitted to be received under the statute, consists of
such assumption or acquisition, and the transaction otherwise qualifies, it
is deemed to be non-taxable.

If the principal purpose of the taxpayer with respect to the assumption
or acquisition by another of the liability was a purpose to avoid tax on
the exchange, or if it was not for a “bona fide” business purpose, then
liabilities will be treated as money received on the exchange.

The exception provided for by the statute does not affect the general
rule that liabilities assumed are to be taken into account for the purpose
of cemputing the amount of gain or loss realized. But as previously men-
tioned in the earlier part of this paper, the assumption of liabilities will
be disregarded in determining whether the exchange is solely for voting
stock.

The foregoing rules have been expounded to indicate under what con-
ditions gain or loss will not be recognized in corporate reorganizations.
However, it cannot be inferred that the described transactions which qualify
under the statute are altogether exempt from tax. A so-called non-tax-
able exchange is in reality merely a postponement of the recognition of
gain or loss because property received tax-free must take a substituted or

2 First Seattle Dexter Horton National Bank et al, executors, 27 BTA
1242, (1935).

40 Example: An individual trvansfers to a controlled corporation property
with an adjusted basis of P10,000 and subject to a liability of P4,000. He re-
ceived in exchange stock of the corporation worth P8,000 and P3,000 cash. The
realized gain of the individual is P5,000 (3,000 -- 3,000 + 4,000 minus 10,000).
However, gain is recognized only tu the extent of P3,000 cash received since
the statute provides that for such purpose the liability is not to be treated as
other property or money.
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carry-over basis which is the same as the basis of the property given in
the ‘exchange, or in certain cases, the same as the basis of the property
in the hands of the transferor. Different rules apply in determining basis
as to corporations and basis as to distributees.

The basis of property acquired by a corporation in connection with a
reorganization under the statute, is the same as it would be in the hands
of the transferor increased in the amount of gain recognized to the trans-
feror on the transfer. This rule does not apply if the property acquired
consists of stock or securities in a ‘corporation a party to the reorganization,
unless acquired by the issuance of stock or securities of the transferee as
all or part of the consideration for the transfer. And if the basis of the
property received has the same basis, in whole or in part, as it would have
in the hands of the transferor, then the holding period includes the period
during wﬁich the property was held by the transferor. This will be ad-
vantageous to the taxpayer as it allows him to tack on to his holding period
that of hi§ predecessor, thus accelerating the required holding period to
qualify the property’s taxability at long term capital gain rates.

The basis to distributees of non-recognition property (stock and securities
permitted to be received in tax-free exchanges), is the same as the basis
of the property transferred, (adjusted to the date of exchange) —
decreased by —

1. the fair market value of any other property (except money) received by
the taxpayer, and -

2. the amount of any meney received by the taxpayer, and,

increased by —

1. the amount that was treated as a dividend, and,
2. the amount of gain to the taxpajer recognized on the exchange, (except any
part of the gain that was treated as a.dividend).

For the purpose of determining the basis of the property received in
a wholly or partly tax-free exchange, the amount of any liability to which
the property transferred by the taxpayer is subject, or the amount of any
liabilities of the taxpayer assumed by another party to the exchange, is
treated as money received by the taxpayer on the exchange, whether or not
the assumption of liabilities resulted in a recognition of gain or loss to the
taxpayer. And when more than one class of non-recognition property is
received in a wholly or partly tax-free exchange, the subsiituted basis is to
be allocated among the properties received tax-free, pursuant to such rules
and regulations that the Collector of Internal Revenue might promuigate.

The basis of any “other property” (except money) received by the tax-
payer in any of the foregoing exchanges is the fair market value as of the
date’ of exchange.

The foregoing discussion of rules and regulations govermm tax-free ex-
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changes of property makes no pretense of embodying a complete and de-
tailed coverage of the law. The broadness of the subject matter makes
this impossible. Rather, its sole purpose is to expound general principles
which may serve as starting points in the pursuit of a more detailed under-
standing of the law. To indicate the way towards this understanding has
been the task of this paper.

In closing, it must be remembered that the mnew -statute-has not yet
found its clear delineations within this jurisdiction. Only the passage of
time and the authoritative interpretations by our tax authorities and our
courts will establish its clear-cut applicability to some given situations.
And even in these defined areas, the complexities of corporate reorganiza-
tion will be forever testing the scope and limits of the statute.



