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gain or loss inherent in their shares. Offsetting this, the new corporation
takes a basis for the reincorporated assets equal to their fair market value,
and the tax attributes of the old corporation, particularly its earnings and
profits account, disappear. However, all of these objectives are lost if
the overall transaction is a reorganization within the meaning of section
368(a) (1). In that event, the property retained by the old stockholders
is boot, which may have the effect of a dividend, and the tax attributes
of the old corporation, including the basis of its assets, carry over to the
new corporation. In the first instance, then, the character of the corpo-
rate distribution incident to a liquidation-reincorporation transaction is
a function of whether the transaction is a reorganization.

At first glance, the proper definition of a corporate reorganization ap-
pears quite removed from the issues considered thus far—the character-
ization of corporate distributions in redemptions and reorganizations. At
the level of technical statutory analysis, the issues are indeed quite differ-
ent. At the level of income tax policy, however, the issues are strikingly
similar, except that the reorganization definition focuses attention on the
shareholders of the old corporation as a group rather than individually
as was previously the case. Thus, the question previously addressed was
whether the characterization of a distribution to a particular stockholder
should be affected by fresh investment obtained as a part of the same
transaction. In the present context, the question is whether the character-
ization of a transaction (in the form of a liquidation-reincorporation) as
a mere continuation of investmert pursuant to the reorganization pro-
visions or as a termination of that investment should be affected by the
presence of fresh investment. In both contexts, the greater the signifi-
cance accorded to fresh investment, the greater is the likelihood that the
shareholder will have sales treatment.

By virtue of the wealth of detail, statutory and interpretative, accom-
panying the definition of a reorganization, a wide variety of events may
cause a liquidation-reincorporation transaction to be regarded as suffi-
ciently altering the character of the old shareholders’ investment interest
to preclude reorganization characterization. That definitional detail,
however, is not of present interest. It is assumed that the liquidation-
reincorporation transactions examined comply with all requirements for
reorganization treatment except those pertaining to the question here
addressed: the extent to which fresh investment alone can properly cause
what would otherwise be characterized as a reorganization to be treated
instead as a disposition subject to capital gains taxation.

Over the surprisingly weak objections of the Commissioner, relatively
sparse case law has established the proposition, now widely accepted,
that the mere addition of fresh investment to a liquidation-reincorpora-
tion transaction causes the transaction to fall outside the scope of the
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reorganization provisions of the Code. That is, in this context, fresh
investment alone can convert a mere continuation of an incorporated
investment into a termination of that investment, taxed as a sale. The
granting of such extreme significance to fresh investment is inconsistent
not only with the present rules governing Zenz redemptions and boot
distributions but also with the rule suggested here. The consequence of
this faulty analysis of fresh investment is that taxpayers willing to take
this more circuitous route can obtain far more favorable income tax
consequences for their distributions of corporate profits than can be ob-
tained through the financially identical Zenz redemption. If the rele-
vance of fresh investment to the characterization of the transaction were
evaluated properly, the consequences of the liquidation-reincorporation
would be virtually identical to the Zenz redemption.

The Proper Relevance of Fresh Investment:
Continuity of Interest Test

Aside from the statutory detail, a transaction is a reorganization if the
investment of the stockholders of an old corporation is continued into
a new one in a form insufficiently altered to warrant, as a matter of tax
policy, the imposition of tax. A finding that a transaction is not a re-
organization thus implies that the investment has been so changed that
the transaction should be treated as a disposition of the prior investment.
The characterization of the transaction is made on an overall basis, ad-
dressing the change in the form of the investment of the old stockholders
as a group.®® From the earliest cases arising under the reorganization
provisions, the courts have been attentive to this fundamental character
of a reorganization and have actively undertaken to limit reorganization
treatment to transactions that, in substance, produced continuations of
the prior investment. Independently of the statutory definition, the courts
have evolved a judicial conception of the essence of a reorganization and

88 The wisdom of extending nonrecognition treatment to individual stockholders
as a function of the continuity of interest by the stockholders as a group has
recently been questioned by the American Law Institute. ALI, FEDERAL INcOME
Tax Progect (Tent. Draft No. 1, 1977) (Corporate Acquisitions (except for
Special Limitations on Loss Carryovers)). Moreover, the study proposes to
eliminate the continuity of interest test for reorganization treatment and disconnect
the consequences of a corporate combination at the corporate level from the
consequences at the stockholder level. For discussions of these proposals, see
Beghe, The American Law Institute Subchapter C Study: Acquisitions and Dis-
tributions, 33 Tax Law. 743 (1980); Wolfman, “Continuity of Interest” and the
American Law Institute Study, 57 Taxes 840 (1979). The suggested downgrading
of the continuity test is not inconsistent with the treatment of fresh investment
suggested herein.
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have insisted that a transaction conform to that conception before allow-
ing reorganization treatment, notwithstanding that the transaction meets
the literal requirements of the statutory definition.®®

One result of these judicial efforts has been the continuity of interest
doctrine, which requires that the old stockholders as a group retain a
“definite and substantial” proprietary interest in the affairs of the con-
tinuing corporation.®® The continuity of interest doctrine serves a func-
tion in the reorganization definition similar to the function of section 302
in the taxation of redemptions. The doctrine defines the reduction in the
continuing interest of the prior stockholders that is deemed so substantial
as to require that their exchange be taxed as a sale. Obviously, the re-
sults of this measurement are different under the reorganization provi-
sions than they are under section 302. The reorganization provisions
require that the overall transaction be characterized as either a reorga-
nization or a taxable transaction. That characterization has implications
with respect to the holdings of all parties to the transaction. Under sec-
tion 302, by contrast, the determination characterizes only the redemp-
tion distribution. Notwithstanding these differences in the significance
of the determinations under the continuity of interest doctrine and section
302, both sets of rules apply an essentially identical approach to the
definition of a disposition.

The standard formulation of the continuity test, now contained in
Revenue Procedure 77-37,! is that continuity of interest is present if
the stockholders of the target corporation acquire stock in the acquiring
corporation “which is equal in value, as of the effective date of the re-
organization, to at least 50 percent of the value of all of the formerly
outstanding stock of the [target] corporation as of the same date.” Con-
tinuity, therefore, is a function of the extent to which the stockholders of
the target corporation have retained their prior investment. Their con-
tinuing interest has always been measured with respect to the value of
that investment immediately prior to the reorganization.

In so measuring the continuity of interest retained by the old stock-

89 In addition to the continuity of interest test, early decisions established the
requirement that a reorganization serve a business purpose and applied a step
transaction analysis for determining whether the spirit, as well as the form, of the
statutory requirements had been met. See Helvering v. Elkhorn Coal Co., 95 F.2d
732 (4th Cir.), cert. denied, 305 U.S. 605 (1938); Helvering v. Gregory, 69 F.2d
809 (2d Cir. 1934), aff'd, 293 U.S. 465 (1935).

90 The doctrine originated in the early decisions in Pinellas Ice & Cold Storage
Co. v. Commissioner, 287 U.S. 462 (1933), and Cortland Specialty Co. v. Com-
missioner, 60 F.2d 937 (2d Cir. 1932), cert. denied, 288 U.S. 599 (1933). The
ultimate form of the requirement was fashioned in LeTulle v. Scofield, 308 U.S.
415 (1940). See generally BITTKER & EUSTICE, supra note 13, at § 14.11.

91§ 3.02, 1977-2 C.B. 568.
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holders, fresh investment attributable to the acquiring corporation is
entirely relevant.® Without this fresh investment, there would be no
change in the ownership of the target corporation as a result of corporate
distributions incident to the transaction and no occasion to question the
continuity of ownership. The corporation might contract and the propor-
tionate interests in the corporation might shift among the old stock-
holders but, absent new investment or direct sales of stock to new in-
vestors, the old stockholders as a group would retain complete ownership
of the resulting corporation. Therefore, to the extent that fresh invest-
ment obtained in a reincorporation produces a result that is the func-
tional equivalent of a direct sale of stock at the shareholder level, that
investment creates a discontinuity of interest. However, fresh investment
attributable to the acquiring corporation which has the effect of expand-
ing the resulting corporate entity beyond the preacquisition size of the
target is wholly irrelevant to the test and, thus, to the characterization of
the reorganization.”® As a result, the proportionate interests of the old
stockholders in the resulting corporation are not relevant. A reorganiza-
tion remains free of tax and is not treated as a disposition even if the old
stockholders convert their 100 percent interest in the target into an in-
significant fractional interest in the acquiring corporation.

While the formulation of the continuity of interest test in Revenue
Procedure 77-37 is entirely appropriate in the context of acquisitive re-
organizations resulting in corporate expansions, the context in which the
rule was fashioned, it must be modified to accommodate corporate con-
tractions, which typically occur in liquidation-reincorporations. In any
such transaction in which the old stockholders withdraw from corporate
solution an amount exceeding 50 percent of the net worth of the target
corporation, the test as formulated by Revenue Procedure 77-37 is not
met. Even in the total absence of fresh investment, a pro rata distribu-
tion of liquid assets incident to a reincorporation thus may cause the
transaction to fail the continuity of interest test under this formulation
and to be treated as a complete liquidation. Since the old stockholders
have retained complete ownership of their incorporated investment in
this case, the result is plainly wrong. A mere distribution not accom-

92 More generally, any transfer of an ownership interest from the old stock-
holders of the target corporation to a new owner is relevant to the continuity of
interest test. Thus, discontinuity can also be produced by a direct sale of stock
by a target stockholder, incident to the reorganization, whether to the acquiring
corporation or to an outsider to the transaction. See Rev. Proc. 77-37, 1977-2
C.B. 568. Whether a sale is factually related to the reorganization can pose a
difficult question. See McDonald's, Inc. v. Commissioner, 76 T.C. 972 (1981),
rev'd, 688 F.2d 520, (7th Cir. 1982).

93 See, e.g., Helvering v. Minnesota Tea Co., 296 U.S. 378 (1935); General
Housewares Corp. v. United States, 615 F.2d 1056 (5th Cir. 1980).
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panied by any shift in proportionate interest does not amount to a dis-
position; reorganization treatment is clearly appropriate.

Neither the Commissioner nor the courts have applied this traditional
formulation of the continuity of interest doctrine to a corporate con-
traction incident to a liquidation-reincorporation transaction. In Reve-
nue Ruling 61156, in which the Commissioner set forth his basic posi-
tion with respect to such transactions, the net worth of the resulting
corporation was approximately one third of the value of the liquidated
predecessor. Stockholders of the old corporation obtained 45 percent
of the stock of the new corporation while new investors acquired 55 per-
cent. Although the ruling does not expressly define the continuity of
interest test that it applied, it treats the old shareholders as retaining a
45 percent continuity of interest which, the ruling concludes, was suffi-
cient to permit reorganization characterization. Similarly, in the two
cases in which the Commissioner has asserted that liquidation-reincor-
porations were F reorganizations, notwithstanding the presence of fresh
investment, the transactions produced substantial corporate contrac-
tions.”® While in both cases reorganization treatment was denied, in
neither did the court suggest that the absence of continuity of interest
was a factor in the decision.’®

Consistently with the measurement of the continuing proportionate
interest of a stockholder following a simple fedemption, in a reorganiza-
tion resulting in a corporate contraction, continuity must be measured
with respect to the value of the continuing corporate entity. Continuity
of interest is present in such a case if the stockholders of the old corpo-
ration emerge from the transaction owning at least 50 percent of the stock
of the resulting corporation, giving full effect to any fresh investment.

This continuity of interest test takes fresh investment into account, for
the purpose of determining whether a disposition should be taxed as a
sale, in exactly the same manner as it is suggested here that section 302
should take fresh investment into account, for the same purpose, in con-
nection with a Zenz redemption or a boot distribution. To the extent

94 1961-2 C.B. 62.

95 Berghash v. Commissioner, 43 T.C. 743 (1965), aff'd, 361 F.2d 257 (2d Cir.
1966); Gallagher v. Commissioner, 39 T.C. 144 (1962), acq., reviewed (3 dis.).

96 A corporate contraction commonly occurs in a recapitalization consitituting
a reorganization under § 368(a) (1) (E). In that context, the courts and the Com-
missioner have agreed that continuity of interest is not broken merely because a
majority of the stock is exchanged for debt. However, this result has been
achieved, not by recognizing that a modification of the continuity doctrine must
be made for corporate contractions, but by asserting that the doctrine does not
apply to E reorganizations. See Hickok v. Commissioner, 32 T.C. 80 (1959),
nonacq., 1959-2 C.B. 8, nonacq. withdrawn, 1977-2 C.B. 3; Rev. Rul. 77415,
19772 C.B. 311.
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that the old stockholders shift their ownership of the old corporation to
new investors through the combined effect of a corporate distribution and
fresh investment, but only to that extent, the fresh investment is relevant
to the characterization of the transaction.

If a corporate combination meets this continuity of interest test, the
presence of fresh investment should not be a ground for denying reorga-
nization treatment. The relevance of fresh investment to the reorganiza-
tion definition is given full effect in the continuity of interest doctrine;
the investment has no greater relevance.

Fresh investment is not given any greater relevance in an acquisitive
reorganization or Zenz transaction. An acquisitive reorganization which
passes the continuity of interest test is not barred from reorganization
treatment regardless of the further level of fresh investment that may be
obtained. There is no reason for a different approach to fresh investment
in the context of an F reorganization than is applied by the courts to an
acquisitive reorganization or to an analogous Zenz redemption. Fresh
investment alone is not reflective of a disposition and does not alter the
character of a reincorporation any more than it alters the character of an
acquisitive reorganization or a Zenz redemption.

Nevertheless, the courts have attached a significantly greater impor-
tance to fresh investment in the definitions of the nondivisive D and the
F reorganizations. While that greater importance may arguably have
been required by the specific statutory requirements for the nondivisive
D reorganization, its significance to the F reorganization is entirely of
judicial manufacture. In so exalting the importance of fresh investment
in the definition of the F reorganization, the courts committed a clear
error which allows taxpayers to obtain far different tax consequences
upon a shift in investment executed pursuant to a liquidation-reincorpo-
ration than pursuant to a Zenz redemption.

Historical Treatment of
Liquidation-Reincorporations

The statutory definitions of the several categories of reorganizations
have become excessively technical and complex. Fortunately for present
purposes, little of that technicality is of interest. Broadly speaking, three
types of reorganizations are recognized by section 368: acquisitive,”

97 Acquisitive reorganizations are described in §§ 368(a) (1) (A), (B), and (C)
as including, respectively, statutory mergers and consolidations, stock acquisitions,
and asset acquisitions, including countless hybrids and variations. For such re-
organizations, the statutory requirements are quite technical and precise. For that
reason, only the most extraordinary failure of planning could cause a liquidation-
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divisive,”® and merely formal.*® If a liquidation-reincorporation trans-
action is to be a reorganization, it must fall within the last category,
specifically the nondivisive D or F reorganization.

The D Reorganization

In the earliest efforts to impose reorganization treatment on these
transactions, the Commissioner relied upon the nondivisive D.°® That
provision, however, together with the provisions of section 354 with
which the distribution must comply, imposes an impressive series of pre-
requisites to reorganization treatment, which, if applied at all literaily,
would have made the nondivisive D a useless weapon against the liquida-
tion-reincorporation.’®* It requires that a “corporation” transfer “sub-
stantially all” 1% of its assets to another corporation and then distribute

reincorporation transaction to fall within the definition of one of the acquisitive
reorganizations.

98 Divisive reorganizations are endorsed by one of the two categories of re-
organizations described in § 368(a) (1) (D). The D reorganization contemplates
the formation of a corporate subsidiary, but then requires that the stock of the
subsidiary be distributed to the stockholders of the parent in a manner that com-
plies with either § 354 or § 355. A divisive reorganization is one in which the
distribution complies with § 355; that can only occur if after the transaction two
or more corporations exist and are actively engaged in business. L.R.C. § 355(b)(1).
Thus, the transactitons in question normally cannot be a divisive D reorganization.

99 In addition to the two reorganizations discussed in the text, § 368(a) (1) (E)
treats a recapitalization as a reorganization. However, since that provision ap-
pears limited to the recapitalization of a single corporation, a reincorporation
cannot normally be an E reorganization. See BITTKER & EUSTICE, supra note 13,
at § 14.17.

A reincorporation may encompass not only a shift in investment but also an
alteration in the nature of the securities retained by the old stockholders. In that
event, before nonrecognition treatment can be imposed upon the transaction, it
may need to be regarded as an E reorganization and another form of formal re-
organization. That necessity creates considerable confusion for, in a startling and
quite off-hand passage in an early opinion, the Supreme Court once remarked that
to obtain reorganization treatment, a transaction must consist of only one of the
formal changes. Helvering v. Southwest Consol. Corp,, 315 U.S, 194 (1942).
Thus, if the transactions combined two immaterial changes, it could not be a re-
organization. While the logic of that limitation is elusive at best and the Service
has announced its disagreement with the Court (Rev. Rul. 61-156, 1961-2 C.B.
62), it remains uncertain what result would be reached by the Supreme Court
today. The requirement of only one formal change per transaction may remain
as a technical limitation upon the treatment of the transaction in question as a
reorganization.

100 Baker, Recent Developments in the Service’s War Against Liquidation-
Reincorporations, 49 J. TaxX'N 82 (1978). See also Lane, The Reincorporation
Game: Have the Ground Rules Really Changed?, 77 Harv. L. Rev. 1218 (1964).

101 Hertzog, The Reincorporation Problem in Subchapter C: A Question of
Semanties?, 9 WM. & Mary L. Rev. 928, 930-31 (1968).

1021 R.C. § 354(b) (1).
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all of its property, including the stock or other property received in ex-
change for its assets, to its stockholders “in exchange” for their stock in
the old corporation.’®® Moreover, these stockholders must then “con-
trol” the newly formed corporation by owning at least 80 percent of the
voting power of its outstanding stock and 80 percent of the number of
all nonvoting shares outstanding.'®*

From the very beginning, however, the courts adopted extremely lib-
eral constructions of the requirements of the nondivisive D when they
were needed to impose reorganization treatment upon what appeared a
mere reincorporation of the predecessor corporation. The transfer of as
little as 15 percent of the assets of the old corporation has been regarded
as “substantially all” when these assets permitted the continuation of the
old business.’® The requirement that the old corporation distribute all
of its property has in effect been waived, the court treating the retained
property as constructively distributed and reinvested.!®® Similarly, the
predicate for nonrecognition at the stockholder level, an exchange of
securities, has been ignored when the stockholders received the stock of
the new corporation directly upon its formation.%

On the other hand, the courts, almost uniformly, have been unwilling
to introduce any degree of flexibility in the requirement that the old
stockholders must control the new corporation. No decision has found
a D reorganization where over 20 percent of the stock of the new corpo-
ration was owned by persons who had not been stockholders in the old
corporation or closely related to these stockholders.!®® In general, the
Commissioner does not appear to have seriously argued that a D could
be found on such facts. In Gallagher v. Commissioner,'® the first case
arising under the 1954 Code to present such facts, the Commissioner

103 TR.C. § 368(a) (1) (D).

10+TR.C. § 368(c).

105 Smothers v. United States, 642 F.2d 894 (5th Cir. 1981). See also Moffatt
v. Commissioner, 363 F.2d 262 (9th Cir. 1966), cert. denied, 386 U.S. 1016
(1967).

108 Grubbs v. Commissioner, 39 T.C. 42 (1962), reviewed.

107 Smothers v. United States, 642 F.2d 894 (5th Cir. 1981); James Armour,
Inc. v. Commissioner, 43 T.C. 295 (1964), appeal dismissed.

108 Although the stock attribution rules of the Code are not applicable to the
reorganization provisions in general or to the 80 percent requirement of §
368(a) (1) (D) in particular, the Commissioner has succeeded in two relatively
recent cases in persuading a court to find a D reorganization although over 20
percent of the stock of the new corporation was owned by persons who were not
stockholders of the old corporation but were related to the continuing stockholders.
Ringwalt v. United States, 549 F.2d 89 (8th Cir.), cert. denied, 432 1U.S. 906
(1977) (Clifford trust); Stanton v. United States, 512 F.2d 13 (3d Cir. 1975)
(wife). For an earlier decision to the contrary, see Breech v. United States, 439
F.2d 409 (9th Cir. 1971).

109 39 T.C. 144 (1962), acq., reviewed (3 dis.).
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specifically declined to assert the application of the D reorganization.
Three years later, the argument was made in Berghash v. Commis-
sioner,**® but only in a relatively weak form and as a secondary argu-
ment. It is far from clear why the Commissioner and the courts, which
had shown such creativity in avoiding the other statutory requirements
for a D reorganization, lapsed into such literalism in the face of fresh
investment. The substantive distortion of the statutory description of the
D reorganization that would result from a relaxation of the requirement
of 80 percent control would be no greater than the distortion that oc-
curred in relaxing the requirements that the old corporation transfer sub-
stantially all of its assets to the new corporation and that it distribute all
of its remaining assets to its stockholders in exchange for their stock. It
can be inferred that the courts, and possibly the Commissioner, perceived
that the addition of fresh investment possesses a substantive importance
that could not be brushed aside, that fresh investment is not compatible
with a formal reorganization.*!*

110 43 T.C. 743 (1965), aff’d, 361 F.2d 257 (2d Cir. 1966). The Commissioner
placed reliance upon the finding of an F reorganization under the approach set
forth in Revenue Ruling 61-156, 1961-2 C.B. 62, discussed infra in text accom-
panying notes 112-117.

111 There is some support for the suspicion that the Commissioner was at least
equivocal regarding the relationship between fresh investment and the nonacquisi-
tive reorganizations in the Commissioner’s contemporaneous, and perhaps continu-
ing, attitude towards the divisive D reorganization. While the Commissioner was
somewhat reluctantly arguing that fresh investment perhaps ought not destroy a
nondivisive D reorganization, he was quite clearly asserting that fresh investment
should destroy a divisive D.

It sometimes happens that an acquiring corporation in a contemplated acquisi-
tive reorganization does not wish to take all of the assets of the target company.
One solution is to segregate the unwanted assets into a separate corporate entity
which is distributed to the stockholders of the target company prior to the acqui-
sition in what the taxpayers characterize as a tax-free, divisive D reorganization.
For many years, the Commissioner took the position that a subsequent acquisitive
reorganization involving either the old corporation or its newly distributed sub-
sidiary would destroy the tax-free character of the divisive reorganization for the
stated reason that divisive and acquisitive reorganizations were inherently in-
compatible. See Commissioner v. Morris Trust, 367 F.2d 794, 799-800 (4th Cir.
1966). Although the illogic of the Commissioner’s position did not prevail, and
this limitation of the divisive D has now been somewhat eroded, his litigating
position with respect to the divisive D reorganization was plainly inconsistent
with a liquidation-reincorporation analysis.

Moreover, the Commissioner apparently continues to adhere to a strict applica-
tion of the control requirement for a divisive D reorganization. When the corpo-
rate division involves a preexisting subsidiary, the transaction need only comply
with the distribution requirements of § 355 and does not have to be a D reorgani-
zation. LR.C. § 355(a)(2)(C). In that situation, the Commissioner will not
attack an acquisitive reorganization involving either the old parent or the old
subsidiary. See, e.g., Rev. Rul. 75-406, 19752 C.B. 125. Nor will the Com-
missioner attack an acquisitive reorganization involving the distributing corpora-
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The F Reorganization

Rather than confront this statutory limitation on the use of the D re-
organization, the Commissioner turned to the F reorganization. Early
case law, however, had suggested that this type of reorganization, de-
scribed in section 368(a) (1) (F) as a “mere change in identity, form,
or place of organization, however effected,” was of very narrow scope.*'*
Perhaps for that reason, the Commissioner has not argued that such a
reorganization can include the obtaining of fresh investment by a con-
tinuing corporation. Rather, in Revenue Ruling 61-156,'*® the Com-
missioner adopted the position that even though fresh investment was
obtained contemporaneously with a reincorporation and as a part of a
single overall plan, the investment could nevertheless be regarded as a
“separate transaction” from the reincorporation.

The ruling addressed a transaction in which an existing corporation
formed a shell corporation to which it transferred all of its assets in ex-
change for stock and notes of the shell and cash obtained through a bor-
rowing. Immediately following this reincorporation, the old corporation
was liquidated, and the new corporation made a public issue of its stock,
leaving the old stockholders with a 45 percent interest in the new corpo-
ration and the new investors with 55 percent. The ruling divided the
transaction into three components: the public offering, the reincorpora-
tion and the recapitalization, and the distribution. The analysis of the
relationships among these components was vague at best. The ruling
asserted that the fresh investment could be “disregarded as being a sepa-
rate transaction” in analyzing the balance of the transaction because the
“dominant purpose” of the transaction was to withdraw funds from a con-
tinuing corporate entity and that purpose was achieved without the stock
issuance. The ruling contained no facts to support its characterization
of the dominant purpose of the transaction, except that the amount of the
distribution to the old stockholders exceeded the amount of the fresh

tion following a D reorganization. See, e.g., Rev. Rul. 68-603, 1968-2 C.B. 148;
Rev. Rul, 70-434, 1970-2 C.B. 83. However, to date, the Commissioner has not
endorsed the acquisition of a distributed corporation, newly formed in a D re-
organization. Rather, the Commissioner appears to take the position that such an
acquisition would violate the control requirement of a D reorganization, thus
destroying the D and possibly converting the acquisitive reorganization into a tax-
able transaction. See Rev. Rul. 70-225, 1970-1 C,B. 80. See generally Handler,
Variations on a Theme: The Disposition of Unwanted Assets, 35 Tax L. Rev. 389
(1980). The anomaly so produced seems less reflective of principle than of
technical construction.

112 In Helvering v. Southwest Consol. Corp., 315 U.S. 194, 202-03 (1942), the
Supreme Court had stated that “a transaction which shifts the ownership of the
proprietary interest in a corporation is hardly ‘a mere change in identity, form, or
place of incorporation.’ ”

113 19612 C.B. 62.
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investment. It thus was unclear whether the Commissioner was referring
to particular, undisclosed facts of the transaction in question or was sug-
gesting that such a purpose, and thus separation, could always be inferred
from a reincorporation transaction resulting in a corporate contraction.
In the former case, which seems unlikely, the ruling would not be of
general significance. In the latter, the analysis is flatly inconsistent with
other applications of the step transaction doctrine. Most particularly,
the ruling, under the latter reading, is contrary to the Zenz integration
doctrine which the Commissioner has fully accepted and repeatedly
extended.'!

The separate treatment of the fresh investment, the ruling concluded,
permitted the treatment of the balance of the transaction as an “(E) and
(F)” reorganization “coupled with a withdrawal of funds.” ' The am-
biguous word “coupled” likely reflects the Commissioner’s uncertainty
about the separate character of that aspect of the transaction. While
the ruling concluded that the distribution was separate from the reorga-
nization, it contained no independent reasoning with respect to the issue
and merely contained the non sequitur that “viewing the issuance of
stock . . . as a transaction separate from the reorganization, it is con-
cluded that the distribution” should be treated as a separate dividend
taxable under section 301.11°

While the analysis contained in Revenue Ruling 61-156 is thus some-
what obscure, the Commissioner seemed to be asserting that the two
corporate actions were lacking a sufficient identity of purpose and inter-
dependence to be treated as factually related. By negative implication
the ruling thus appeared to concede the relevance of fresh investment to
the characterization of the transaction and the incompatibility of fresh
investment and a formal reorganization occurring as parts of the same
transaction. With this concession, reorganization treatment was pre-
cluded unless the Commissioner was able to pursuade a court that the
investment and the reincorporation were factually unrelated.

In two cases arising shortly after the publication of Revenue Ruling
61--156, the Commissioner was unable to pursuade the Tax Court of
this.*” Consequently, the court concluded that far more had occurred
than a mere shift in the place of incorporation and that the transaction
could not be considered an F reorganization.

114 When Revenue Ruling 61-156 was issued, the Zenz doctrine had not been
expanded to its present scope. However, the Commissioner has yet to refine the
approach taken in the 1961 ruling.

113 19612 C.B. 62, 63.

118 Id. at 65.

117 Berghash v. Commissioner, 43 T.C. 743 (1965), aff'd, 361 F.2d 257 (2d Cir.
1966); Gallagher v. Commissioner, 39 T.C. 144 (1962), acq., reviewed (3 dis.).
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Inadequacy of Current Law

As a result of relatively slim case law, the characterization of corporate
distributions incident to a liquidation-reincorporation has come to be
controlled by the level of fresh investment attracted as a part of the trans-
action.'*® Transactions that otherwise would be regarded as possessing
a sufficient continuity of investment interest to be treated either as non-
divisive D or as F reorganizations are instead treated as taxable disposi-
tions of the prior investment in the presence of fresh investment. As a
result, corporate distributions by way of a purported corporate dissolu-
tion are automatically eligible for favorable capital gains taxation rather
than being subjected to the more discriminating tests of section 302,
applicable to redemptions or reorganization boot.

This is plainly in error, as can be demonstrated by examining the
factual circumstances presented in Gallagher v. Commissioner.'*® In a
classic liquidation-reincorporation, five stockholders of the old corpora-
tion who owned 62 percent of its stock formed a new corporation which
purchased the assets of the old. The five stockholders acquired 72 per-
cent of the stock of the new corporation and the balance was acquired
by seven employees of the company. In the liquidation of the old corpo-
ration, approximately $400,000 was distributed to stockholders who did
not participate in the new company and $670,000 was distributed to the
five continuing stockholders, of which $220,000 was reinvested in the
new corporation. The new investors contributed a total of $82,000 for
their stock.

The Gallagher transaction could as easily have been accomplished by
a Zenz redemption in which the stockholders of the old corporation
caused all or a portion of their stock to be redeemed and the corporation
sold new stock to its employees. Since the corporation did not expand
as a result of the new investment, Revenue Ruling 75-447 properly
would be applicable to the characterization of the distributions to the
continuing stockholders. Since four of the five continuing stockholders
increased their proportionate interests in the corporation, the distribu-
tions to them would fail the substantially disproportionate test and most
likely would be found to be dividend equivalents. One continuing stock-
holder reduced his proportionate interest from 21 percent to ten percent
and he, along with those completely terminated, would have been en-
titled to sales treatment.

118 Notwithstanding the relative paucity of authority, the commentators have
generally assumed that the courts will not find an F reorganization when material
new investment is present. See, e.g., BirTkeER & EUsTICE, supra note 13, at §
14.54.3; Hjorth, supra note 85, at 759-60; Lane, supra note 100, at 1248-49.

119 39 T.C. 144 (1962), acq., reviewed (3 dis.).
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If the transaction had been found to be a reorganization, comparable
tax consequences would have obtained. The old stockholders would
have been taxed only on the cash boot distributed to them. As demon-
strated earlier, the proper characterization of the boot would parallel the
characterization that would be imposed in a Zenz redemption and con-
sistent results thus would be obtained with respect to these two forms of
functionally equivalent transactions. The effects of the transaction at the
corporate level would also parallel the consequences of a Zenz redemp-
tion. The tax attributes of the old corporation, including its earnings and
profits 2% and the basis for the assets remaining in corporate solution,***
would be preserved, while the basis of assets acquired with the newly
contributed cash would equal the full value of those assets. Thus, in a
reorganization, the income tax consequences to each of the parties would
be appropriately tailored to the financial effect of the transaction upon
each of them. For that reason, the finding of a reorganization, where
appropriate, will normally produce superior tax results than will the
contrary finding.

By contrast, the failure of the court in Gallagher to find a reorganiza-
tion produced quite different results. The continuing stockholder who
substantially reduced his interest recognized all gain inherent in his stock-
holdings, notwithstanding that a portion of that investment was not, in
substance, withdrawn from corporate solution. The remaining four stock-
holders also obtained capital gains taxation despite their increased pro-
portionate interests. Gallagher suggests that as long as the new investors
acquire more than 20 percent of the stock of the new company, sales
treatment is achieved even if all of the stockholders of the old corpora-
tion continue in the new corporation, their proportionate interests do
not change materially, and the net distribution retained by them is wholly
pro rata.'*®

Prospects for a Judicial Solution

Although the early judicial construction of the F reorganization
seemed to establish a narrow and technical scope for the provision, it is
clear that the significance so extended to fresh investment was not only
wrong in principle but also produced wrong substantive results to the
parties to the transaction. There is some evidence in the more recent
cases in which the scope of the F reorganization has been considered that

120 L R.C. § 381(c)(2).

121 L R.C. § 362(b).

122 Indeed, the effect of the Gallagher approach on such a reincorporation
would be to impose a moratorium upon dividend treatment not unlike the results
of applying Revenue Ruling 75—447 literally to a corporate expansion.
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the courts are beginning to recognize that the earlier approach was erro-
neous and that in the future fresh investment may be accorded a more
appropriate significance.

In several cases, beginning with Davant v. Commissioner,'* the courts
have held that corporate distributions, even if resulting in material shifts
in proportionate ownership, did not destroy what would otherwise be an
F reorganization because the distributions were irrelevant to the char-
acterization of the transaction. In Davant, the Fifth Circuit held that the
combination of two corporations under common control accompanied
by a distribution (found to be the equivalent of a dividend) of $900,000
constituted an F reorganization. With little hesitation, the court con-
cluded that the mere distribution of unneeded cash did not alter the char-
acter of the transaction as a mere change in form within the meaning of
the reorganization provisions. Later that year, the same court, in Reef
Corp. v. Commissioner,*>* found a reincorporation was an F reorganiza-
tion, notwithstanding that the holders of 48 percent of the stock of the
old corporation were completely redeemed as a part of the transaction.
The court reasoned that neither the reincorporation nor the redemption
effected a sufficient change in the character of the continuing investment
to deny reorganization treatment and that the combination of these two
corporate actions should not produce a different result. While the reason-
ing of the court in Reef is not compelling—the whole may, contrary to
the court’s view, exceed the sum of its parts—the Fifth Circuit correctly
perceived that a shift in proportionate ownership was not relevant to the
characterization of a reincorporation.

Significantly, the court in Reef also observed that it might have reached
a different conclusion “if the change in proprietary interests were to new
persons and less than 50% of the former stockholders’ interest in the old
corporation remained in the new corporation.” '** The court appeared
to be suggesting that an F reorganization might properly be found in the
presence of any shift in proportionate ownership which does not violate
the continuity of interest doctrine.

This suggestion in Reef was subsequently repeated by the Second Cir-
cuit in a case posing similar facts. In Aetna Casualty and Surety Co. v.
United States,**® the court examined a transaction designed to eliminate
minority stockholders who owned 38 percent of the stock of a subsidiary
corporation of the corporate taxpayer. The parent corporation formed a

123 366 F.2d 874 (5th Cir. 1966), cert. denied, 386 U.S. 1022 (1967). The
holdings in some of these cases have subsequently been limited by statutory amend-
ment. See note 128 infra.

124 368 F.2d 125 (5th Cir. 1966), cert. denied, 386 U.S. 1018 (1967).

125 Id. at 137.

126 568 F.2d 811 (2d Cir. 1976).
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new shell subsidiary, merged the existing subsidiary into the shell, and
caused the issuance of parent company stock to the minority stock-
holders. The court concluded that the transaction was an F reorganiza-
tion, notwithstanding what it characterized as the redemption of over 38
percent of the stock of the reorganized corporation. The court specifi-
cally stated that the redemption of a minority of the stockholders of a
corporation as part of a reincorporation transaction was not inconsistent
with F reorganijzation treatment.

The court noted that the prohibition against shifts in proprietary in-
terest in connection with F reorganizations derived from a “broad dictum”
in the opinion of the Supreme Court in Helvering v. Southwest Consoli-
dated Corp.** While Southwest had involved the virtual elimination of
the stockholders of the old corporation in an insolvency reorganization,
in the case at hand “there was merely a shift in the proprietary interest
of the minority stockholders.” Having thus deprecated the restrictive
prior decisions, the Second Circuit noted its agreement with the Fifth
Circuit that while the traditional continuity of interest doctrine was ap-
plicable to the F reorganization, fresh investment not violating that rule
should not destroy an F reorganization.

While the full import of this line of decisions cannot now be known,
they demonstrate at the very least that the courts no longer regard them-
selves as bound by the narrow and inflexible construction of the F re-
organization that influenced the decision in Gallagher. Moreover, these
two circuits have clearly held that corporate action which is undertaken
simultaneously with a reincorporation, but is not relevant to the char-
acterization of that transaction, can be ignored in testing for the presence
of an F reorganization. While both cases involved shifts in interest at-
tributable to corporate distributions, no reason appears for treating shifts
in ownership attributable to fresh investment differently. Indeed, lan-
guage from the opinion in Reef, quoted by the Second Circuit, suggests
as much. It seems reasonable, therefore, to conclude that the congres-
sional formulation of the definition of the F reorganization does not pre-
clude the judicial construction of that provision consistently with the
general principles governing the finding of a reorganization. Under such
a construction, fresh investment not violating the continuity of interest
doctrine is irrelevant to the characterization of a liquidation-reincorpo-
ration.'*®

127 Id, at 823 n.15.

128 The application of the F reorganization to liquidation-reincorporation trans-
actions has been somewhat limited by the addition in 1982 of the requirement that
the reorganization be “of one corporation.” Pub. L. No. 97-248, § 255(a), 96 Stat.
324 (1982). The amendment was intended to prohibit F reorganization treat-
ment of a combination of two or more operating companies, such as occurred in
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Characterization of Distributions

If a liquidation-reincorporation is deemed a reorganization, the
amounts retained by the stockholders should be characterized under the
reorganization rules. That is, the net amount retained should be viewed
as a distribution by a continuing corporation to its stockholders in ex-
change for a portion of their stock in connection with a reorganization.
It would appear that this amount should thus be treated as boot in a re-
- organization, its character determined in the same manner as in other
boot distributions. Under the approach to boot characterization sug-
gested above, the boot would be characterized under the same tests that
are applicable to the characterization of redemptions. Thus, the con-
sequences to a participant in a liquidation-reincorporation would parallel
the consequences to a participant in a Zenz redemption.

In Revenue Ruling 61-156, however, the Commissioner appeared to
adopt a contrary view. The ruling held that a liquidation-reincorporation
was a reorganization. The retained assets, however, were not treated
as boot. Rather, they were characterized as though they had been dis-
tributed to the stockholders in a distribution separate from the reorga-
nization. The ruling did not consider the possibility that such a separate
distribution might be a redemption taxable under section 302 but instead
asserted that the distribution was taxable as a dividend under section
301.

For present purposes, it is unnecessary to address the still open ques-
tion of whether distributions incident to an F reorganization constitute
boot taxable under section 356 or are to be taxed outside of the reorga-
nization provisions.' Regardless of the ultimate resolution of this doubt,

Aetna Casualty & Surety Co. v. United States, 568 F.2d 811 (2d Cir. 1976), which
otherwise constitutes another form of reorganization but is categorized as an F
reroganization solely for the purpose of obtaining the more favorable limitations
on net operating loss carrybacks available under § 381(b). See Conr. Rep. No.
760, 97th Cong., 2d Sess. 540 (1982). There was no suggestion that the amend-
ment was designed to restrict the use of the F reorganization in attacking
liquidation-reincorporations, although such a restriction appears unavoidable.
Davant v. Commissioner, 366 F.2d 874 (5th Cir. 1966), cert. denied, 386 U.S.
1022 (1967), for example, involved the combination of two operating companies
and presumably could not be regarded as an F reorganization under the amend-
ment, Moreover, taxpayers may now be well advised to operate both the old and
the new corporation for a period of time before combining all operating assets in
the new corporation and dissolving the old. While the more transparent of such
schemes should not avoid F characterization, the Commissioner’s technical prob-
lems in securing reorganization treatment for liquidation-reincorporation trans-
actions plainly have been increased under the amendment.

129 Compare Davant v. Commissioner, 366 F.2d 874 (5th Cir. 1966), cert.
denied, 386 U.S. 1022 (1967), with American Mfg. Co. v. Commissioner, 55 T.C.
204 (1970), reviewed (2 dis.).
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the effect of the fresh investment should be the same. In 1961, when the
ruling was issued, dividend treatment of the distribution may have ap-
peared appropriate because the automatic dividend rule was then applied
to boot in reorganizations and it was entirely unclear whether the Zenz
integration doctrine was applicable to partial redemptions. Today, how-
ever, it is clear that whether a distribution is regarded as boot incident
to a reorganization or as a discretely taxable event, it is taxed as a sale
if, as in the ruling, it occurs as part of a transaction in which the pro-
portionate ownership of the old stockholders in reduced from 100 per-
cent to 45 percent.

If the distribution constitutes reorganization boot, it should be taxed
in the manner set forth in the earlier section of this article on boot. Con-
versely, if the distribution is regarded as separate from the reorganization
exchange, it nevertheless is a distribution in exchange for a portion of the
recipient’s interest in the continuing corporation and should be tested for
dividend equivalence under the rules of section 302. There is no basis
whatsoever for avoiding the application of that section simply because
the redemption assumed the form of a distribution in complete liquida-
tion. Indeed, even in Gallagher, the court construed the Commissioner’s
argument in favor of taxation under section 301 as an assertion that the
distributions failed the tests of section 302 and for that reason were to be
taxed under section 301.%° The more recent cases finding an F reorga-
nization have assumed that distributions to minority stockholders whose
interests were terminated constituted redemptions taxable as sales.’®* If
distributions incident to an F reorganization can be redemptions taxable
as sales pursuant to the complete termination rule of section 302(b) (3),
no reason appears why a distribution cannot be similarly taxed under the
substantially disproportionate rule of section 302(b)(2). Indeed, the
notion that the consummation of an F reorganization should bar sale
treatment for a concurrent redemption, thereby producing a harsher tax
than would be imposed on distributions occurring in the absence of the
reorganization, is the nonsensical result obtained under the now discarded
automatic dividend rule. Since the dividend characterization contained
in the 1961 ruling is presumably derived from that rule, it too should now
be discarded. Accordingly, whether the distribution is taxable under
section 302 or under section 356, the tax consequences to the parties to
a liquidation-reincorporation can be made consistent with the conse-

130 39 T.C. at 155. See also Hertzog, supra note 101, at 945-47. The author
suggests that the government would have improved its chances of victory in
Gallagher and Berghash if it had conceded the application of § 302,

131 Reef Corp. v. Commissioner, 368 F.2d 125 (5th Cir. 1966), cert. denied,
386 U.S. 1018 (1967). See aiso Casco Prods. Corp. v. Commissioner, 49 T.C, 32
(1967), reviewed (5 dis.).
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quences that would be obtained if they had chosen to structure their
transaction as a Zenz redemption.'**

Conclusion

The more favorable treatment that taxpayers have obtained in liquida-
tion-reincorporations than in redemptions has been attributable to the
difficulty that the Service and the courts have experienced in attempting
to quantify the effect of fresh investment on the characterization of
formal reorganizations. Instead of directly addressing the relevance of
fresh investment to the finding of a reorganization, the Commissioner
sought victory by manipulating the definition of the relevant transaction
—the same unsatisfactory approach later adopted to obtain a favorable
characterization of boot. When his unpersuasive separate transaction
approach was rejected, the Commissioner lost his most effective weapon
against the liquidation-reincorporation device. That defeat, in turn, led
the Commissioner to press his attack through far less rational theories
which, had they succeeded, would have materially disrupted the coher-
ence of subchapter C.13°

132 Complete consistency, however, would not be obtained. A Zenz redemption
can presumably occur, although the old stockhbolders emerge with stock having a
value far less than 50 percent of the value of the old corporation. If the trans-
action were structured as a liquidation-reincorporation, that radical a shift in
ownership would violate the continuity of interest test, thereby precluding re-
organization treatment.

133 From as early as Gallagher v. Commissioner, 39 T.C. 144 (1962), acq.,
reviewed (3 dis.), the Commissioner has argued that even if a liquidation-
reincorporation transaction did not amount to a reorganization, capital gains tax-
ation should be denied because the transaction also was not a complete liquidation
within the meaning of § 331. That argument was accepted by the Tax Court in
Telephone Answering Serv. Co., v. Commissioner, 63 T.C. 423 (1974), reviewed
(3 dis.), affd, 39 AF.T.R. 2d (P-H) ¢ 77-786 (4th Cir. Nov. 8, 1976), cert.
denied, 431 U.S. 914 (1977), and Casco Prods. Corp., 49 T.C. 32 (1967), re-
viewed (5 dis.). The court seemed relatively untroubled that its decisions in these
cases determined what tax consequences were not available to the parties but gave
not the slightest clue as to what tax consequences were available. The appellate
courts have not concurred in this approach. For example, in Aetna Casualty &
Surety Co. v. United States, N. 128 supra, the Second Circuit disapproved the rea-
soning in Casco and stated that the transaction was an F reorganization. 568
F.2d at 822 n.13.

More recently, the Commissioner has argued that the formation of a new
corporation and the transfer of assets to it could be combined into a § 351 trans-
action. That argument has had little success in the courts. See, e.g., Stevens Pass,
Inc. v. Commissioner, 48 T.C. 532 (1967). However, the Commissioner has
recently expanded this attack. Under Revenue Ruling 78-294, 1978-2 C.B. 141,
the transaction described in Revenue Ruling 61-156 might now be regarded as a
§ 351 exchange. Section 351, a nonrecognition provision closely related to the
reorganization sections, is a poor second choice as the vehicle for attacking the
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It is suggested here that the rules which emerge from a proper under-
standing of the relevance of fresh investment to the disposition of an
interest in a corporation lead to a result that is both correct and reason-
able. And, of perhaps greater importance, the consistent application of
these rules yields consistent treatment for comparable but quite differently
structured transactions, thus furthering the rationality and coherence of
the Code.

Epilogue

Three types of transactions have been considered. While they are
structured quite differently, they have identical financial effects upon
the parties involved. Moreover, the transactions are frequently viewed
by taxpayers as alternative routes to a desired result and are chosen solely
for their income tax consequences. It should not have been terribly sur-
prising to discover that under current law, each form of transaction is
taxed very differently from the others. While regrettable, such incon-
sistency of treatment is not uncommon under the Code. What should be
surprising, however, is that these inconsistent tax burdens are not re-
quired by the Code itself, but are attributable to inconsistent analysis of
the significance of fresh investment in the three contexts.

There is little basis for the hope that the bewildering complexity of the
tax laws will ever be materially diminished through a simplification of
the statutory detail. But the complexity, as well as the inappropriate tax
burden, produced by simple misapplication of Code provisions can and
must be reduced. It would be foolish to suggest that erroneous construc-
tions of the tax laws can be entirely eliminated or that they derive from
a single identifiable cause. Courts will err and litigants on both sides will
assert extreme positions that at times will prevail. Indeed, the positions
criticized herein are in part attributable to a variety of causes ranging
from good faith human error to excessive adversarial zeal.

From the broadest perspective, however, the inconsistent analysis of
comparable transactions is often attributable to an excessively narrow
approach to the fashioning of rules of taxation. If rules are adopted by

liquidation-reincorporation. Not only does such a use stretch the scope of the
section beyond comprehensible limits, but § 351 lacks a dividend equivalence pro-
vision. Thus, even if the § 351 attack succeeds, all boot is entitled to capital gains
taxation and the resulting corporation thereby obtains an upwards basis adjust-
ment for assets transferred to it. L.R.C. § 362(a). As a result, transactions brought
within § 351 will receive substantially different treatment from that imposed
upon transactions governed by the F reorganization, although the only difference
between the transactions is the amount of fresh investment obtained. As stated
repeatedly in the text, fresh investment properly does not have such significance
to the taxation of the old stockholders.
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the Treasury, or by Congress and the courts, simply with a view to the
expedient resolution of immediate problems and with inadequate con-
sideration of the consistency of the rules with other developed doctrines
within the taxing system, anomalies such as those addressed herein will
be unavoidable. Such myopia in the development of the taxing system
could well create a law of unmanageable complexity. It has been demon-
stated here that, in at least some contexts, the consistent application of
developed principles both is productive of a more rational taxing system
and is an entirely practical objective.
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