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The Internal Revenue Code provides as a general rule that gain or
loss realized on the sale or exchange of property must be recognized
"[e]xcept as otherwise provided" by the Code.' One group of statutory
exceptions to this rule involves corporate liquidations,2 and a second
group pertains to corporate reorganizations.' This Comment examines
the concurrent application of these two groups of exceptions when a
corporation transfers substantially all of its assets in a "C" reorganiza-
tion, sells other assets to third parties, and then liquidates pursuant to
the reorganization. The issue to be discussed is whether the corporation
may properly claim nonrecognition of gain or loss on the sales to third
parties under section 337, a liquidation provision.'

A "C" reorganization5 involves the acquisition by one corporation
(the "acquiring corporation") of substantially all of the properties of
another corporation (the "transferor corporation")6 in exchange prima-
rily for voting stock of the acquiring corporation or its parent.7 After

1. I.R.C. § 1001(c).
2. Id. §§ 331-346.
3. Id. §§ 354-368.
4. Whether § 337 applies to the transfer of assets to the acquiring corporation if the transac-

tion fails to qualify as a reorganization is a separate issue not discussed herein.
5. "Reorganizations" entitled to special nonrecognition treatment are limited to the six

specific types of transactions defied in subparagraphs (A) through (F) of § 368(a)(1). These
statutory reorganizations are customarily referred to by subparagraph letter. Thus a "C" reor-
ganization is one defined in § 368(a)(1)(C).

6. Relevant factors in determining whether "substantially all of the properties" of the trans-
feror corporation are acquired for purposes of§ 368(a)(1)(C) include the nature and amount of the
properties retained by the transferor corporation and the purpose of the retention. Rev. Rul. 57-
518, 1957-2 C.B. 253, 254. For ruling purposes, the Internal Revenue Service requires the transfer

of at least 90% of the fair market value of the net assets and 70% of the fair market value of the
gross assets held by the transferor corporation immediately prior to the transfer. Rev. Proc. 77-
37, 1977-2 C.B. 568, 569. This ruling position does not defime the lower limits of the "substan-
tially all" requirements as a matter of law, however. Id.

For a general discussion of the "substantially all" requirement, see B. BITTKER & J. EUSTICE,
FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS 14-41 to 14-45 (3d ed.
1971) [hereinafter cited as BITTKER & EUSTICE].

7. Section 368(a)(1)(C) states that the acquisition must be in exchange solely for all or a
part of the voting stock of the acquiring corporation or of its parent, but several statutory provi-
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this exchange the transferor corporation is a holding company. Typi-
cally it liquidates as part of the plan of reorganization8 and distributes
all of its assets (solely or primarily stock in the acquiring corporation or
its parent) to its shareholders in exchange for all of their stock in the
transferor corporation. In general, neither the acquiring corporation 9

nor the transferor corporation'0 recognizes gain or loss on the reorgani-

sions relax this requirement to a limited extent. For example, that the acquiring corporation
assumes a liability of the transferor corporation or takes property subject to a liability is disre-
garded. I.R.C. § 368(a)(1)(C). (In a triangular "C" reorganization, the assumption by the ac-
quiring corporation's parent of a liability of the transferor corporation is generally not
disregarded, however. See note 22 infra). Also, consideration other than voting stock may be
given if at least 80% of the gross fair market value of all the property of the transferor corporation
is acquired for voting stock. I.R.C. § 368(a)(2)(B). For the limited purpose of determining
whether 80% of all property is acquired for voting stock, liabilities assumed by the acquiring
corporation or to which the acquired property is subject are treated as money paid for the prop-
erty. Id. Thus if the liabilities assumed exceed 20% of the fair market value of all the properties
of the transferor corporation, as is generally the case, no consideration other than voting stock
may be given by the acquiring corporation. See generally BITTKER & EUSTICE, supra note 6, at
14-45 to 14-49.

8. The transferor corporation is not required to liquidate in a "C" reorganization, however.
See Helvering v. Minnesota Tea Co., 296 U.S. 378 (1935); John A. Nelson Co. v. Helvering, 296
U.S. 374 (1935); World Serv. Life Ins. Co. v. United States, 471 F.2d 247 (8th Cir. 1973); Rev. Rul.
73-552, 1973-2 C.B. 116; Rev. Rul. 68-358, 1968-2 C.B. 156. For a discussion of the use of a "C"
reorganization in which the transferor corporation does not liquidate, see Bloom, How to use a
non-liquidating C reorg and avoid running afoul of the overlaps, 42 J. TAX. 358 (1975).

9. The acquiring corporation is accorded nonrecognition treatment under § 1032 on the
exchange of its own stock for the properties of the transferor corporation. There is no statutory
provision that accords nonrecognition treatment to an acquiring corporation which uses the stock
of its parent as consideration, but the Internal Revenue Service has ruled (without discussion) that
the subsidiary does not recognize gain or loss in this situation. See Rev. Rul. 57-278, 1957-1 C.B.
124, 126.

The basis of property received by the acquiring corporation in a reorganization is ordinarily
equal to the basis of the property in the hands of the transferor corporation, increased by any gain
recognized to the transferor corporation on the transfer. I.R.C. § 362(b).

10. Section 361(a) provides that the transferor corporation does not recognize gain or loss on
the exchange of its propertysolely for stock in the acquiring corporation or its parent. If the
transferor corporation receives any boot, it must recognize its gain on the exchange to the extent of
the fair market value of the boot received unless it distributes the boot to its shareholders as part
of the plan of reorganization. I.R.C. § 361(b)(1). Application of the boot to pay debts of the
corporation does not qualify as a distribution under § 361(b)(1), nor does a transfer of cash boot to
the shareholders together with corporate liabilities. See Minnesota Tea Co. v. Helvering, 302
U.S. 609 (1938).

The basis to the transferor corporation of stock received in a "C" reorganization is the same
as the transferor's basis in the property it transfers, increased by any gain (or decreased by any
loss) recognized to it on the exchange, and decreased by the fair market value of any boot received
and by the amount of any liabilities assumed by the acquiring corporation on the exchange.
I.R.C. § 358(a)(1), (d). The basis of any other property received is its fair market value, Id. §
358(a)(2). If the transferor corporation is liquidated pursuant to the reorganization, these basis
rules are of importance only if it disposes of part of the property received (for example, to pay the
expenses of the reorganization, see note 13 infra).

It is also well-established that the transferor corporation does not recognize gain or loss if it
distributes its assets to its shareholders pursuant to the plan of reorganization. The statutory
authority for nonrecognition on this exchange is generally assumed to be § 336. See note 90 infra
and accompanying text.
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zation exchanges. The shareholders of the transferor corporation gener-
ally do not recognize gain or loss if they receive only stock in the
acquiring corporation or its parent in the liquidating distribution." If
they also receive cash or other property, however, they must immedi-
ately recognize any gain to the extent of the sum of the money and the
fair market value of the other property received.' 2

The acquiring corporation is not required to assume the liabilities
of the transferor corporation in a "C" reorganization. 3 To satisfy lia-
bilities that it retains' 4 or for other reasons, '5 the transferor corporation
might sell part of its assets to third parties before it liquidates. No reor-
ganization provision permits nonrecognition of gain or loss by the
transferor corporation on sales to third parties made in the course of a
reorganization. Nonrecognition treatment would be appropriate, how-
ever, if section 337 applies.

11. I.R.C.§354(a)(I). This general nonrecognition rule is not applicable, however, if(l) the
principal amount of securities received exceeds the principal amount of securities surrendered, or

(2) securities are received and no securities are surrendered. Id. § 354(a)(2). See generally BIrr-
KER & EUSTICE, supra note 6, at 14-87 to 14-88.

12. I.R.C. § 356(a)(1). Section 356 applies only to shareholders who receive boot in addi-
tion to stock in the acquiring corporation or its parent. Distributions of boot alone (for example
to dissenting shareholders who are paid in cash) are treated as redemptions under § 302.
Rev. Rul. 74-515, 1974-2 C.B. 118; Rev. Rul. 73-102, 1973-1 C.B. 186; see Treas. Reg. § 1.3541(d)

(1955) (example 3).
The basis to a shareholder of the stock received in a § 354 or § 356 exchange is the same as

that of the stock in the transferor corporation surrendered, decreased by the fair market value of
any boot received and increased by the amount of any gain (including the amount of any dividend
income) recognized to the shareholder on the exchange. I.R.C. § 358(a)(1). Thus assuming that
the stock received does not change in value, any gain or loss deferred on the liquidating distribu-
tion will be recognized when the stock is ultimately disposed of in a taxable transaction. (This
deferral theory may be breached in practice, however, if the shareholder holds the stock received
in the exchange until his death. See id. §§ 1014, 1023(h).)

13. A transferor corporation might choose to retain some of its liabilities in a "C" reorgani-
zation because liabilities whose nature and amount are determined and fixed in the reorganization
may constitute boot under the principle of Helvering v. Southwest Consol. Corp., 315 U.S. 194
(1942). See, e.g., Rev. Rul. 73-102, 1973-1 C.B. 186 (amounts paid by the acquiring corporation
to satisfy claims of the transferor corporation's dissenting shareholders held to be boot under the
Southwest Consolidated principle). The assumption of such liabilities by the acquiring corpora-
tion would invalidate the "C" reorganization unless the "boot relaxation" rule of § 368(a)(2)(B),
see note 7 supra, applied.

14. To discharge its liabilities, the transferor corporation might sell assets prior to the reor-

ganization, or it might retain part of its assets for subsequent sale. Both these approaches may be
circumscribed, however, by the requirement that substantially all of the transferor corporation's
assets be transferred to the acquiring corporation in the "C" reorganization. See note 6 supra
and accompanying text. The transferor corporation might alternatively discharge its retained
liabilities by selling part of the stock or other assets which it received as consideration from the
acquiring corporation. See, e.g., Sinrich & Bailer, Payment in Buyer's Stock-Tax-Free Acquisi-
'ions ofBusinesses-The Tax-Free Reorganization, in I BUSINEss AcQUISITIONS: PLANNING AND

PRACTICE 463,481 (Practising Law Institute 1971). This latter approach was taken by the taxpay-
ers in the two cases that are the focus of this Comment.

15. For example, the transferor corporation might have retained a limited amount of assets
that the acquiring corporation did not wish to acquire, see note 6 supra and accompanying text,
and it might not be practical or desirable to distribute these assets in kind to the shareholders.
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Section 337(a) provides that a corporation which adopts a plan of
complete liquidation and distributes all of its assets in complete liqui-
dation within the following twelve months does not recognize gain or
loss from the sale or exchange of its properties during this twelve-
month period. Section 337 is technically not elective because a corpora-
tion cannot choose to avoid its application if the statutory requirements
have been met.16 The provision is elective, however, in the sense that a
corporation may plan and execute the liquidation so as to fall within or
without the rules of the section. 17

It is possible for a transferor corporation that makes sales to third
parties and then liquidates pursuant to both a "C" reorganization and a
plan of complete liquidation to meet the statutory requirements of sec-
tion 337. In FEC Liquidating Corp. v. United States,18 however, the
Court of Claims held that section 337 does not apply in this situation
because a "reorganization" and a "complete liquidation" are by defini-
tion mutually exclusive. A United States District Court rejected this
reasoning in General Housewares Corp. v. United States'9 and allowed
nonrecognition of gain under section 337 on facts similar to those in
FEC.20

16. See, e.g., Anchorage Nursing Home, Inc., 33 T.C.M. (CCH) 1372 (1974); Bird Manage-
ment, Inc., 48 T.C. 586 (1967).

17. See, e.g., Vern Realty, Inc., 58 T.C. 1005, 1009 (1972), aflldmem., 73-1 U.S. Tax Cas. 81,
113.

It is sometimes possible for a corporation to straddle § 337 by selling its depreciated property
before the shareholders adopt the liquidation plan and selling its appreciated property thereafter.
See generally BrrrKER & EusTIcE, supra note 6, at 11-59 to 11-61; Kovey, Rigged.4nswers to
Troublesome Liquidation Plan Questions, 54 TAXES 260, 263-65 (1976). A corporation that has
adopted a plan of complete liquidation can avoid § 337 altogether by deliberately delaying the
distribution of part of its assets beyond the twelve-month period. Rev. Rul. 77-150, 1977-1 C.B.
88. See also Bird Management, Inc., 48 T.C. 586, 594 (1967).

18. 548 F.2d 924 (Ct. Cl. 1977) (Nichols, J.).
19. Nos. CA 75-G2028S and CA 75-M0782S (N.D. Ala. Aug. 31, 1977) (Guin, J.) (cases

consolidated for the reason discussed at note 39 infra), appeal docketed, No. 78-1241 (5th Cir.
Feb. 1, 1978).

20. FEC and GeneralHousewares are apparently the only cases in which this issue has been
directly addressed. A few cases have considered whether § 337 applies to sales to third parties by
a transferor corporation that liquidates pursuant to a "D" reorganization (transfer of assets to
controlled corporations, see I.R.C. § 368(a)(1)(D)). Those cases were concerned primarily with
tax avoidance in the liquidation-reincorporation context, however, and they do not establish that §
337 can never apply to sales to third parties in the context of a reorganization. See notes 85-86
infra and accompanying text.

In Rev. Rul. 70-271, 1970-1 C.B. 166 (situation 1), the Internal Revenue Service impliedly
denied the applicability of § 337 in the context of a "C" reorganization. That ruling involved a
transaction in which a transferor corporation discharged a retained liability by transferring part of
the stock it had received in the reorganization to a creditor. Noting that the transfer of stock in
satisfaction of an outstanding obligation is equivalent to a sale pursuant to § 1001, the Service
ruled that the gain realized by the transferor corporation on the transfer of the stock must be
recognized under § 1002 (now § 1001(c)). The ruling did not mention § 337 or why it was not
applicable to the transfer in question.
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This Comment examines whether section 337 should apply to sales
to third parties by a transferor corporation in a "C" reorganization.
Part I reviews the FEC and General Housewares decisions and dis-
cusses the courts' reasoning. Part II demonstrates that the mutual ex-
clusivity theory under which the Court of Claims denied section 337
treatment in FEC is unsupportable. Part III analyzes and refutes the
government's argument in these two cases that section 337 cannot apply
in a reorganization because recognition of the shareholders' gain or loss
on the liquidating distribution is governed by the reorganization rather
than the liquidation provisions. Finally, Part IV discusses the reasons
for the enactment of section 337 and shows that the application of sec-
tion 337 in the present context is consistent with the legislative purpose
of that provision.

I
THE FEC LIQUIDATING AND GENERA4L HOUSEWARES

DECISIONS

A. FEC Liquidating Corp. v. United States

1. The Facts

Fanon Electronic Industries, Inc.21 and Whittaker Corporation en-
tered into an acquisition agreement and plan of reorganization under
which Fanon agreed to transfer substantially all of its assets to a Whit-
taker subsidiary in exchange for Whittaker common stock and Whitta-
ker's assumption of certain of Fanon's liabilities.22 Fanon retained all
of its liabilities not expressly assumed by Whittaker. The transaction
qualified as a tax-free "C" reorganization. Since one of the assets being
acquired was the right to use Fanon's name, Fanon agreed to change its
name to FEC Liquidating Corp.23

FEC also adopted a plan of complete liquidation. Both the liqui-
dation plan and the reorganization plan provided that FEC would sell
enough of the Whittaker stock it received to discharge the liabilities not

21. The opinion erroneously referred to this corporation as Fanon Electronics Industries,
Inc. 548 F.2d at 925.

22. Acquisition Agreement and Plan of Reorganization I (recitals) & para. 5.2.1 (Sept. 15,
1967) (attached to Stipulation of Facts as Exhibit 1A).

If the acquiring corporation's parent assumes liabilities of the transferor corporation in a
triangular "C" reorganization, as was done in FEC, the solely for voting stock requirement of §
368(a)(1)(C) will not be met unless the boot relaxation rule of § 368(a)(2)(B), see note 7 supra, is
satisfied. See Rev. Rul. 70-107, 1970-1 C.B. 78; Profit Mate, Inc., 36 T.C.M. (CCH) 568, 573 n.8
(1977). Also, the parent's assumption of the liabilities triggers recognition of the transferor corpo-
ration's gain on the exchange, if any, under § 361(b)(1), see note 10 supra. See BITTKER &
EUSTICE, supra note 6, at 14-82. For these reasons, the parent normally does not assume the
transferor corporation's liabilities.

23. Acquisition Agreement and Plan of Reorganization, supra note 22, at para. 3.4. Fanon
is hereinafter referred to as FEC.

1978]
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assumed by Whittaker. FEC would then liquidate and distribute the
remainder of the Whittaker shares to its shareholders in cancellation of
all of their FEC stock. The liquidation plan provided further that the
liquidation would be completed within twelve months after the adop-
tion of that plan.24

After the stock for assets exchange was executed, FEC sold some
of its newly acquired Whittaker stock to third parties for cash and used
the proceeds to pay its retained liabilities.25 Within twelve months of
the date on which the liquidation plan was adopted, FEC distributed
the remainder of the Whittaker stock in complete liquidation. The dis-
tributed stock represented less than one percent of Whittaker's total
outstanding stock.26 The FEC shareholders treated the liquidating dis-
tribution as having been made in exchange for their stock in the trans-
feror corporation pursuant to the reorganization, and accordingly they
did not recognize gain or loss on the distribution.27

On its tax returns for the periods encompassing the sales to third
parties, FEC recognized gain on the sales and paid the tax attributable
to the gain.28 It subsequently filed claims for refund on the ground that
the gain should not have been recognized because section 337 ap-
plied.29 The Commissioner disallowed the claims, and FEC brought

24. 548 F.2d at 925.
25. Plaintiffs' Brief in Support of Motion for Summary Judgment at I.
26. As of August 31, 1967 (three months before the plan of complete liquidation was

adopted by the FEC shareholders), Whittaker had 4,082,302 shares of common stock and 413,674
shares of preferred stock outstanding. Acquisition Agreement and Plan of Reorganization, supra
note 22, at para. 4.3.1. Whittaker transferred 48,480 shares of common stock to FEC pursuant to
the "C" reorganization. Plaintiffs' Brief in Support of Motion for Summary Judgment at 1. FEC
sold a total of 5,776 shares to pay its liabilities. See id. Thus the remaining 42,704 shares that
FEC distributed in complete liquidation represented about one percent of the outstanding com-
mon stock of Whittaker and less than one percent of the total value of the outstanding Whittaker
common and preferred stock.

27. See I.R.C. § 354 (discussed at note 11 supra and accompanying text).
28. Cross-Motion of the United States for Partial Summary Judgment and Brief in Support

Thereof and in Opposition to Plaintiffs' Motion for Summary Judgment at 6 [hereinafter cited as
Brief for the Defendant, FEC].

29. In rebutting the government's argument in FEC that § 337 should not apply at the cor-
porate level because § 331 did not apply at the shareholder level, see notes 98-99 infra and accom-
panying text, FEC noted that virtually all of its shareholders had sold the Whittaker stock they
received. Thus gain had actually been recognized at the shareholder level notwithstanding the
applicability of§ 354. Plaintiffs Reply Brief to Defendant's Brief in Support of Cross-Motion for
Summary Judgment and in Reply to Defendant's Brief in Opposition to Plaintiffs Motion for
Summary Judgment at 17. While perhaps bolstering the position that § 337 should apply, such an
argument could have jeopardized the reorganization because of the continuity-of-interest require-
ment discussed at note 53 infra and accompanying text.

FEC filed its refund claims only a few days before the statute of limitations on its final
returns was due to run. See Plaintiffs' Petition at paras. 18, 21, 47, 50; I.R.C. § 6501. Since the
statute of limitations on a federal income tax return begins to run from the date of the filing of the
original return even if an amended return is subsequently filed, see Alfonzo L. Dowell, 68 T.C.
646, 649-50 (1977), aqpealdocketed, No. 78-1341 (10th Cir. May 5, 1978), FEC may have timed its
refund claims so that the statute of limitations would have run on the reorganization before it
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suit in the Court of Claims to recover the taxes paid.

2 The Decision

The Court of Claims structured its opinion by summarizing its un-
derstanding of the government's and FEC's arguments and then con-
cluding that the former were persuasive.

The government conceded that the transaction in question met the
literal requirements of section 337 but argued that literal compliance
with statutory criteria does not entitle a taxpayer to the desired treat-
ment if that result contravenes an underlying tax policy. According to
the government, the cornerstone of a qualifying corporate reorganiza-
tion is that the shareholders retain a proprietary interest in the business
which continues in modified corporate form. A corporate liquidation,
on the other hand, occurs when the shareholders surrender their inter-
ests in the business and disassociate themselves from it. Since con-
tinuity of interest is logically incompatible with disassociation from the
business, the government argued that a given transaction could be ei-
ther a reorganization or a liquidation but could never be both. °

As support for its theory that liquidations and reorganizations are
mutually exclusive, the government cited a comment in the treatise on
corporate taxation by Professors Bittker and Eustice. The authors state
that, in a transaction deemed to be a reorganization rather than a liqui-
dation, the reorganization sections preempt section 337 and section 337
does not apply even to sales to third parties.3 They draw this conclu-
sion from a series of Tax Court cases that applied the reorganization
provisions and denied the applicability of the liquidation provisions to
transactions in which taxpayers liquidated their corporations and rein-
corporated the operating assets in separate corporations that they con-
trolled.32 The government argued that these cases supported its theory
that corporate liquidations and corporate reorganizations cannot coex-

brought the shareholders' sales of their stock to the attention of the Internal Revenue Service by
filing the refund claims based on § 337.

30. 548 F.2d at 926.
31. Id. The passage referred to states:

A point to be noted in this context, however, is that §337 is preempted by the reor-
ganization provisions if the transaction is held to constitute a reorganization rather than
a liquidation. Moreover, it has been held that §337 is ousted of jurisdiction even over
sales to outsiders in a liquidation occurring in the course of a reorganization.

Brrr.ER & EuSTICE, supra note 6, at 11-78 (footnote omitted). The context referred to in the first
line is the liquidation-reincorporation situation that is described at note 55 infra and accompany-
ing text.

32. BrrrKER & EUsTICF, supra note 6, at 11-78 n.143 (citing, among other authorities, Wer-
ner Abegg, 50 T.C. 145 (1968), aff'd, 429 F.2d 1209 (2d Cir. 1970), cert. denied, 400 U.S. 1008
(1971), and Ralph C. Wilson, Sr., 46 T.C. 334 (1966)). The government also cited Davant v.
Commissioner, 366 F.2d 874 (5th Cir. 1966), cert. denied, 386 U.S. 1022 (1967), and James
Armour, Inc., 43 T.C. 295 (1964). See 548 F.2d at 926.
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ist for tax purposes because of the contradictory nature of these trans-
actions.

FEC denied that the concurrent application of the liquidation and
reorganization provisions necessarily offends any tax policy. It sup-
ported its position with a different passage from the Bittker and Eustice
treatise, which states in part:

Use of §337 to obtain non-recognition [sic] for gains realized on deal-
ings with outsiders in the context of a reorganization cum liquidation of
the transferor does not seem to be prohibited by any express provisions
of the statute or by any compelling reasons of policy.33

FEC noted that each of the liquidation-reincorporation cases relied on
by the government involved a transfer of assets between two corpora-
tions both of which were controlled by the same shareholders. In those
cases it was appropriate to disregard the purported liquidation and to
recast the whole transaction as a "D" or "F" reorganization,34 as the
courts had done, because the shareholders who possessed control over
the assets at the outset maintained control at the end. In contrast, in
FEC the shareholders of the liquidated corporation relinquished con-
trol of the corporate assets when the assets were transferred to the
Whittaker subsidiary. Since the liquidation-reincorporation cases were
distinguishable, FEC contended that it should not be denied section
337 treatment under the precedent of those decisions.35

The court agreed with FEC that the liquidation-reincorporation
cases cited by the government were distinguishable, and it therefore
declined to base its decision solely on their authority. But the court
found the cases to be instructive because in each the transaction in

33. 548 F.2d at 926-27 (quoting BITT'KER & EuSTICE, supra note 6, at 14-81). The full
passage from the Bittker and Eustice treatise states:

If the transferor corporation is required to recognize gain on the 'disposition of part
of its assets, either because boot received from the acquiring corporation is not fully
distributed to shareholders, or because part of its assets are sold to persons other than the
acquiring corporation, is it nevertheless possible to claim the nonrecognition benefits of
§337 with respect to this gain? Use of §337 to obtain nonrecognition for gains realized
on dealings with outsiders in the context of a reorganization cum liquidation of the
transferor does not seem to be prohibited by any express provisions of the statute or by
any compelling reasons of policy. Priority of the reorganization rules is probably justi-
fied where gain would be recognized under §361, absent applicability of §337, since §337
ought not to be allowed to function as a backstop to §361 where the two conflict; but
nonrecognition of gain under §337 from sales to outsiders (even though effected as part
of the overall plan of reorganization) does not seem to be incompatible with the provi-
sions of §361, whose focus is on dealings between the transferor corporation and the
acquiring corporation. Even so, however, the Service, in Rev. Rul. 70-271, and the
courts have so far denied use of §337 to a corporation that is also subject to the jurisdic-
tion of §361.

BITrKER & EusTICE, supra note 6, at 14-81 (footnotes, citations, and cross-references omitted).
34. For purposes of those cases, a "D" reorganization is a transfer by a corporation of sub-

stantially all of its assets to a controlled corporation, followed by a complete liquidation of the
transferor corporation. I.R.C. § 368(a)(l)(D); see id. § 354(b)(1). An "F" reorganization is "a
mere change in identity, form, or place of organization, however effected." Id. § 368(a)(l)(F).

35. 548 F.2d at 927.

[Vol. 66:623
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question was taxed either as a liquidation or as a reorganization but
never as both. The court accepted the government's theory that reor-
ganizations and liquidations are mutually exclusive because this theory
explained the liquidation-reincorporation decisions as well as the re-
sults in two similar cases decided by the Court of Claims.36

B. General Housewares Corp. v. United States

1. The Facts

The facts of GeneralHousewares are virtually identical to the facts
of FEC. U.S. Industries, Inc. (USI) and Olivier Company, Inc. entered
into an agreement which provided that Olivier would transfer its sole
asset, all of the outstanding stock of a third corporation, to USI in ex-
change for USI stock in a "C" reorganization. Olivier also adopted a
plan of complete liquidation. Following the exchange between USI and
Olivier, Olivier sold part of its newly acquired USI stock to unrelated
third parties and used most of the proceeds to pay its creditors. It then
distributed all of its assets (the remaining shares of USI stock plus
$98,004) to its shareholders, who recognized their gain to the extent of
the cash they received.37 After receiving the liquidating distribution,
these shareholders owned a total of .6% of the outstanding USI stock.38

On its final tax return, Olivier disclosed its gain from the sales of
the USI stock but did not include the gain in income because it con-
tended that section 337 applied. The Internal Revenue Service dis-
agreed. The former shareholders of Olivier, who were the transferees of
the assets distributed in liquidation, paid the tax attributable to the gain
and brought suit for a refund in the district court.39

2. The Decision

The district court disagreed with the Court of Claims' holding in
FEC that a "complete liquidation" and a "reorganization" are neces-
sarily mutually exclusive.4° Looking to the regulations and the legisla-
tive history of the liquidation provisions, it concluded that the term
"complete liquidation" should generally take on its normal mean-

36. Id. (citing Mitchell v. United States, 451 F.2d 1395 (Ct. Cl. 1971), and Simon Trust v.
United States, 402 F.2d 272 (Ct. Cl. 1968)). These cases are discussed at note 79 infra.

37. See I.R.C. § 356 (discussed at note 12 supra and accompanying text).
38. General Housewares Corp. v. United States, Nos. CA 75-G2028S and CA 75-M0782S,

slip op. at 2-3 (N.D. Ala. Aug. 31, 1977), appeal docketed, No. 78-1241 (5th Cir. Feb. 1, 1978).
39. General Housewares was the successor in interest to Plantation Patterns, Inc., which had

owned two-thirds of the stock of Olivier, William D. Sellers owned the remaining one-third. Id.
at 2. As transferees of Olivier, General Housewares and Mr. Sellers were liable for the deficiency
assessed. See I.R.C. § 6901(a)(1)(A)(i); see, e.g., Francis L. Hine, 54 T.C. 1552 (1970). Their
refund claims were consolidated for purposes of resolving the common issues of fact and law.
Slip op. at 1.

40. Slip op. at 6.
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ing-the distribution of substantially all of the corporate assets and the
dissolution of the corporate shell.4' This definition of a liquidation is
not conceptually incompatible with that of a reorganization. As sup-
port for the notion that the liquidation and the reorganization provi-
sions can coexist in a single transaction, the court stated that a
liquidation provision, section 336, provides nonrecognition treatment
to a transferor corporation when it liquidates pursuant to a reorganiza-
tion.42

According to the court, there is only one type of transaction in
which liquidation treatment should not apply if a complete liquidation
has occurred within the "normal meaning" of that term. In a liquida-
tion-reincorporation, where part of the assets of the liquidated corpora-
tion are reincorporated in another corporation controlled by
substantially the same shareholders, liquidation treatment is inappro-
priate because the purported "complete liquidation" may be under-
taken for tax avoidance purposes.43 In General Housewares, however,
there was no possibility of abuse of the liquidation provisions because
the shareholders who had owned 100% of Olivier wound up owning
less than one percent of USI. They had exchanged their control over a
small holding company for the stock of a large national corporation. In
the court's view, these facts clearly distinguished General Housewares
from the liquidation-reincorporation cases in which the liquidation
provisions are inapplicable.'

The government made the additional argument that nonrecogni-
tion of corporate gain under section 337 is implicitly linked to recogni-
tion under section 331 of any gain realized by the shareholders on the
liquidating distribution. Thus in the government's view section 337
should not apply in the context of a reorganization, since recognition of
the shareholders' gain or loss on a distribution pursuant to a reorgani-
zation is ordinarily governed by sections 354 and 356.41 The govern-
ment argued alternatively that, if section 337 applies in the context of a
reorganization, the shareholders must immediately recognize the full
amount of their gain or loss under section 33 1.46

41. Id. at 7. It is unclear why the court thought that dissolution of the corporate shell is a
prerequisite for a "complete liquidation." While the regulations under § 337 do not address this
question, the regulations under § 332 pertaining to the "complete liquidation" of subsidiaries state
that "legal dissolution of the corporation is not required." Treas. Reg. § 1.332-2(c) (1955). The
General Housewares opinion quoted this regulation with apparent approval. Slip op. at 6.

42. Slip op. at 24-27.
43. Id. at 7-20. These tax avoidance objectives are discussed at notes 56-59 infra and ac-

companying text.
44. Slip op. at 20-21.
45. See id. at 27-28. See also Brief for the Defendant at 30-32. The government also made

this argument in its FEC briefs, see Brief for the Defendant, FEC, supra note 28, at 22-23, but the
Court of Claims did not refer to the argument in its opinion.

46. See slip op. at 28-29. See also Brief for the Defendant at 37-44.
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The court rejected both arguments as contrary to section 337 and
its legislative history.47 It also noted that section 331 is not a recogni-
tion provision but rather defines the character (ze., capital versus ordi-
nary) of gain or loss recognized pursuant to section 1001(c), the general
recognition provision of the Code.48 The court concluded that Olivier
should not recognize its gain on the sales to third parties under section
337 and that Olivier's shareholders should recognize their gain on the
liquidating distribution only to the extent of the cash received under
section 356.

II
THE MUTUAL EXCLUSIVITY THEORY

4. The Compatabili&y of the Requirements for Reorganizations and
Liquidations

The mutual exclusivity theory adopted by the Court of Claims in
FEC was based on the implicit assumption that there cannot be a com-
plete liquidation if any of the shareholders of the transferor corpora-
tion retain an equity interest in the acquiring corporation. Since
continuity of proprietary interest is one of the requirements for a reor-
ganization, the court concluded that a single transaction can be either a
reorganization or a liquidation but can never be both. The fallacy in
this reasoning is that the continuity-of-interest requirement for a reor-
ganization is completely different than the continuing shareholder in-
terest that may render a liquidation "incomplete."

1. The Continuity-of-Interest Requirement for a Reorganization

Congress granted special tax treatment to statutory reorganizations
because it realized that the tax laws should not prevent corporations
from undertaking economic restructurings necessary to meet their
changing business needs where the new corporate structure is substan-
tially a continuation of the old.49 To confne the benefits of the reor-
ganization provisions to restructurings of continuing corporate entities,

47. Slip op. at 28, 30.
48. The court's reasoning was as follows: Section 331 says nothing about the recognition of

gain or loss upon the liquidation of a corporation. It merely provides that the liquidating distri-
bution shall be treated by the shareholders as payment in exchange for their stock and thus brings
a liquidating distribution within the "sale or exchange" requirement of the capital gain provisions
of§ 1222. Recognition of the shareholders' gain or loss on the distribution is governed by § 1002
(now § 1001(c)), which provides that the entire amount of gain or loss on a sale or exchange of
property must be recognized except as otherwise provided by the Code. Section 354 as modified
by § 356 is one of the provisions that provides otherwise. Thus where a corporation liquidates as
part of a plan of reorganization, §§ 354 and 356 control the "recognition" of any gain or loss
realized on the "exchange." Slip op. at 29-30.

49. See, e.g., Treas. Reg. § 1.368-1(b) (1955); Turnier, Continuity oflnterest-ItsAplication
to Shareholders oftheAcquiring Corporation, 64 CALIF. L. REV. 902, 912-16 (1976).
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the Code and the courts have imposed a "continuity-of-interest" re-
quirement on the transferor corporation and its shareholders." This
requirement focuses on (1) the type of consideration given by the ac-
quiring corporation (stock versus debt or other property);5' (2) the pro-
portion of the shareholders of the transferor corporation who maintain
a continuing equity interest in the reorganized corporation;5 2 and (3)
the length of time those shareholders retain their equity interest in the
reorganized corporation. 3 All of these elements of the continuity-of-
interest requirement were apparently satisfied in FEC and General
Housewares.

54

50. The continuity-of-interest doctrine as it is presently construed appears to apply only to
the transferor corporation and its shareholders and not to the acquiring corporation or its share-
holders. See BiTrKER & EusTica, supra note 6, at S 14-3 to S14-4 (Cum. Supp. No. 1 1978 by J.
EUSTICE) [hereinafter cited as BiTrTKER & EUSTICE Supp.]. For an argument that the requirement
should not be so limited, see Turnier, supra note 49, at 928-42.

For a general discussion of the continuity-of-interest requirement, see BirrKER & EuSTICE,
supra note 6, at 14-16 to 14-26; Bloom & Sweet, How IRS uses continuity of interest to raise new
problems in reorganizations, 45 J. TAX. 130 (1976).

51. See, e.g., Helvering v. Minnesota Tea Co., 296 U.S. 378 (1935) (the transferor corpora-
tion must acquire an interest in the affairs of the acquiring corporation which represents a sub-
stantial percentage of the value of the assets transferred); Cortland Specialty Co. v. Commissioner,
60 F.2d 937 (2d Cir. 1932), cert. denied, 288 U.S. 599 (1933) (a reorganization presupposes that the
transferor corporation or its shareholders have a continuity of interest in the properties trans-
ferred).

This aspect of the continuity-of-interest requirement will necessarily be satisfied in a "C"

reorganization, since the consideration given by the acquiring corporation must be primarily its
own voting stock or that of its parent. See note 7 supra.

52. See Treas. Reg. § 1.368-1(b) (1955). The Internal Revenue Service will issue a ruling if
one or more shareholders of the transferor corporation have a continuing equity interest in the
acquiring corporation or its parent that is equal in value as of the date of the reorganization to at
least 50% of the value as of the same date of all the transferor corporation's outstanding stock.
Rev. Proc. 77-37, 1977-2 C.B. 568, 569. This ruling position does not establish the lower limits of
the continuity-of-interest requirement as a matter of law, however. Id.

53. In determining whether the value of the stock acquired by the transferor corporation's
shareholders meets the 50% minimum that is discussed in note 52 supra, the Internal Revenue
Service takes into consideration any transactions that occur prior to or subsequent to the exchange
that are part of the plan of reorganization. Rev. Proc. 77-37, 1977-2 C.B. 568, 569. Thus if the
shareholders of the transferor corporation promptly and as part of a preconceived plan dispose of
the stock they receive in the acquiring corporation or its parent, the continuity-of-interest doctrine
may be applied to invalidate the reorganization. Shareholders of the transferor corporation ap-
parently may dispose of part or all of the stock they receive without invalidating the reorganiza-
tion, however, if there is no intention to dispose of the stock at the time of the reorganization.
See Bloom & Sweet, supra note 50, at 133-34; BITTKER & EuSTICE, supra note 6, at 14-22 to 14-
23.

54. FEC noted in one of its briefs that virtually all of its shareholders had sold the Whittaker
stock which they had received in the liquidating distribution. See note 29 supra. In auditing
FEC's final returns, however, the Internal Revenue Service apparently did not question the post-
acquisition continuity of shareholder interest.



SECTION 337 IN A "C" REORGANIZATION

2 The Continuing Interest that May Render a Liquidation
"Incomplete"

a. The Requirement of Shareholder Disassociation

As discussed in the preceding section, the continuity-of-interest re-
quirement for a reorganization mandates that a substantial proportion
of the transferor corporation's shareholders maintain a continuing eq-
uity interest in the acquiring corporation. The proportion of the out-
standing shares of the acquiring corporation that this continuing
interest represents is irrelevant. In the context of a liquidation, how-
ever, the focus of the inquiry is on the latter consideration-whether a
substantial percentage of the outstanding shares of the transferee cor-
poration are owned by the shareholders of the liquidated corpora-
tion-without regard to the proportion of the shareholders of the
liquidated corporation who maintain an interest in the transferee cor-
poration. Such an inquiry is necessary to ensure that the liquidation
provisions are not used for tax avoidance purposes.

The liquidation provisions offer a variety of tax advantages that
might prompt taxpayers to undertake a so-called "liquidation-
reincorporation" transaction in which a corporation is liquidated and
its operating assets are reincorporated in another corporation con-
trolled by the same shareholders." Such a transaction is a liquidation
in form, but in substance the operation and ownership of the corporate
business continue substantially as before. Typically the goal of a liqui-
dation-reincorporation is to extract corporate earnings and profits as
capital gains under section 33 1,56 rather than as dividends, by distribut-

55. The liquidation-reincorporation sequence generally follows one of the following two pat-
terns. In the first, the original corporation liquidates and transfers all of its assets to its sharehold-
ers who in turn transfer all or part of the operating assets to a second corporation that they
control. In the second pattern, the original corporation transfers all or part of its operating assets
to a second corporation controlled by its shareholders in exchange for stock or cash. The original
corporation then liquidates, and its shareholders receive the assets retained plus the consideration
received from the second corporation.

In the first pattern, the shareholders claim nonrecognition of gain or loss on their transfer of
the assets to the second corporation under § 351. In the second pattern, the corporation claims
nonrecognition on the exchange with the second corporation under § 337. In either case, the
liquidated corporation does not recognize gain or loss on the liquidating distribution under § 336,
and the shareholders recognize their gain or loss on the liquidating distribution under §§ 331 and
1001 measured by the difference between the fair market value of the liquidating distribution and
their adjusted basis in the stock of the liquidated corporation.

For a general discussion of the liquidation-reincorporation device, see Nicholson, Liquida-
dion-Reincorporation, 335 TAX MNGM'T PORTFOLIO (BNA) (1976); BITTKER & EusTIca, supra
note 6, at 11 11.05, 11.67, 14.54; Pugh, The FReorganization: Reveillefor a Sleeping Giant?, 24 TAX
L. REv. 437 (1969).

56. Section 331 does not itself provide capital gain treatment. By providing that a liquidat-
ing distribution will be treated by the shareholders as payment in exchange for their stock, how-
ever, it brings the transaction within the "sale or exchange" requirement of § 1222, which defines
the terms capital gain and capital loss. The shareholders' gain or loss on the liquidating "ex-
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ing cash to the shareholders in the "liquidation."57 An additional ob-
jective of some liquidation-reincorporation transactions is the
nonrecognition of gain at the corporate level under section 337 when
the corporation wishes to sell a portion of its assets to unrelated third
parties but wants to retain other operating assets in corporate form.
Since section 337 applies only to a "complete liquidation," the liquida-
tion-reincorporation sequence is used to make a partial liquidation of
the business appear to be a complete liquidation. 8 Other tax avoidance
objectives might also prompt the liquidation-reincorporation transac-
tion.5

9

The Code does not address the liquidation-reincorporation prob-
lem,6" so the Internal Revenue Service and the courts have developed

change" will be capital in nature under § 1222 if their stock in the liquidating corporation is a
capital asset. See text accompanying notes 126-28 infra.

57. See, e.g., Ringwalt v. United States, 549 F.2d 89 (8th Cir.), cert. denied, 432 U.S. 906
(1977); Davant v. Commissioner, 366 F.2d 874 (5th Cir. 1966), cert. denied, 386 U.S. 1022 (1967);
Ralph C. Wilson, Sr., 46 T.C. 334 (1966); James Armour, Inc., 43 T.C. 295 (1964); John G. Mof-
fatt, 42 T.C. 558 (1964), aflfd, 363 F.2d 262 (9th Cir. 1966), cert. denied, 386 U.S. 1016 (1967);
David T. Grubbs, 39 T.C. 42 (1962).

58. See, e.g., Telephone Answering Serv. Co., 63 T.C. 423 (1974), affdmem., 546 F.2d 423
(4th Cir. 1976), cert. denied, 431 U.S. 914 (1977) (discussed at text accompanying notes 62-65
infra); Werner Abegg, 50 T.C. 145 (1968), affid, 429 F.2d 1209 (2d Cir. 1970), cert. denied, 400
U.S. 1008 (1971); Ralph C. Wilson, Sr., 46 T.C. 334 (1966); Retail Properties, Inc., 23 T.C.M.
(CCH) 1463 (1964). (Abegg Wilson, and Retail Properties are discussed at note 86 infra.)

59. These include the recognition of a loss by the shareholders under § 1001(c) if their stock
in the liquidating corporation has declined in value; a step-up in the tax basis for various assets of
the business under § 1012 if the assets have increased in value; elimination of the earnings and
profits account; injection of preferred stock into the corporation's capitalization without the § 306
taint; and issuance of debt securities without dividend consequences. See, e.g., BITrKER & EUS-
TICE, supra note 6, at 14-121 to 14-122.

60. The House version of the 1954 Code contained a provision designed to make it impossi-
ble to withdraw earnings and profits at capital gains rates or to obtain a step-up in the basis of
corporate assets by using the liquidation-reincorporation device. The proposed bill provided that
assets distributed to the shareholders in a liquidation and retained by them would be taxed as
dividends if 50% or more of the stock of the transferee corporation was owned by shareholders of
the liquidated corporation and if 50% or more of the assets of the liquidated corporation (exclud-
ing money and securities) were reincorporated within five years of the final liquidating distribu-
tion. If those conditions were met, the basis of the assets transferred would be the same as the
basis to the transferor corporation. These provisions would be inapplicable if the taxpayer estab-
lished that the principal purpose of the transaction was not tax avoidance. See H.R. Rpt. No.
1337, 83d Cong., 2d Sess. A129-31, reprinted in [19541 U.S. CoDE CONG. & AD. NEws 4017, 4267-
69 (describing proposed § 357).

The Senate Finance Committee deleted this House provision without comment. The confer-
ence report gave the following explanation for the deletion:

It is the belief of the managers on the part of the House that, at the present time, the
possibility of tax avoidance in this area is not sufficiently serious to require a special
statutory provision. It is believed that this possibility can appropriately be disposed of
by judicial decision or by regulation within the framework of the other provisions of the
bill.

H.R. Rat'. No. 2543, 83d Cong., 2d Sess. 41, reprinted in [1954] U.S. CODE CONG. & AD. NEWS
5280, 5301.

Subsequently the Subchapter C Advisory Group recommended that the liquidation-
reincorporation problem should be dealt with by broadening the definition of a "D" reorganiza-



SECTION 3371 AN "C" REORGANIZATION

their own reasons for denying the desired liquidation treatment. One of
their theories is that a transaction is not a "complete liquidation"' 6' if
substantially the same shareholders continue to control the business as-
sets of the liquidated corporation in uninterrupted corporate form.

A recent Tax Court case, Telephone Answering Service Co. v.
Commissioner,6 2 illustrates the type of liquidation-reincorporation
transaction in which it is appropriate to conclude that there has not
been a complete liquidation. Telephone Answering Service Co., Inc.
(TASCO) operated a telephone answering service and also owned all of
the stock of two subsidiaries, Houston and North American, which op-
erated answering services in other parts of the country. An unrelated
party offered to buy all of Houston's stock, but TASCO would have
had a substantial gain on the sale. To avoid recognizing this gain,
TASCO adopted a plan of complete liquidation, sold the Houston
stock to the unrelated party for cash, transferred all of its directly
owned operating assets to a newly-organized subsidiary ("New
TASCO") in exchange for all of that corporation's stock, and then dis-
solved and distributed to its shareholders the stock in New TASCO and
North American plus the cash it had received from the sale of the
Houston stock. TASCO realized a gain of $268,995 on the sale of the
Houston stock but claimed nonrecognition under section 337.

The Tax Court found that the language of section 337
evidences an intent to require a bona fide elimination of the corporate
entity and does not include a transaction in which substantially the same
shareholders continue to utilize a substantial part of the directly owned

tion to include transactions in which the transferor or its shareholders own 50% or more of the

transferee's stock rather than 80% or more as required by the existing statute. See Hearings
Before the House Committee on Ways and Means on Advisory Group Recommendations on Sub-
chapters C, J, and K of the Internal Revenue Code, 86th Cong., 1st Sess. 597, 1030 (1959). See
generally, Nicholson, Recent Developments in the Reincorporation Area, 19 TAX L. REv. 123
(1964). Congress has not acted in this area, however.

61. Although a number of Code provisions grant favorable tax treatment to a "complete
liquidation," see I.R.C. §§ 331-337, the Code does not define the term. The House version of the
1954 Code would have defined the term as the distribution of substantially all of the corporate
assets in redemption of all of the corporation's stock pursuant to a plan. See H.R. REP. No. 1337,
83d Cong., 2d Sess. A112, rearintedin [1954] U.S. CODE CONG. & AD. NEws 4017, 4250 (describ-
ing proposed § 336(b), which defined the term "complete liquidation"). This definitional provi-
sion was dropped from the Senate version without explanation. The only regulation that defines
a complete liquidation focuses as did the House definition on the divestiture by the liquidating
corporation of all of its property and the redemption of all of its stock:

To constitute a distribution in complete liquidation within the meaning of section 332,
the distribution must be. . .made by the liquidating corporation in complete cancella-
tion or redemption of all of its stock in accordance with a plan of liquidation. ... A
status of liquidation exists when the corporation ceases to be a going concern and its
activities are merely for the purpose of winding up its affairs, paying its debts, and dis-
tributing any remaining balance to its shareholders.

Treas. Reg. § 1.332-2(c) (1955).
62. 63 T.C. 423 (1974), af/'dmem, 546 F.2d 423 (4th Cir. 1976), cert. denied, 431 U.S. 914

(1977).
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assets of the same enterprise in uninterrupted corporate form.63

The business that TASCO had operated was continued uninterrupted
by New TASCO, and the shareholders of TASCO owned more than
eighty-four percent of New TASCO.64 The court held that because of
this continuity of business and shareholder interest there had not been
a complete liquidation.6

It is not clear what degree of continuing shareholder interest is
permissible in a "complete liquidation" in which the enterprise is con-
tinued in corporate form.66 The Internal Revenue Service will not issue
advance rulings regarding the applicability of section 337 "where more
than a nominal amount of the stock (that is, more than 20 percent in
value) of both the selling corporation and the purchasing corporation
are owned by the same persons." 67 Apparently the Service believes that
if the shareholders of the liquidated corporation own less than twenty
percent of the stock of the acquiring corporation, there is no possibility
for the liquidation-reincorporation types of abuse.

This ruling policy establishes that a continuing shareholder inter-
est in the transferee corporation of less than twenty percent will not
preclude liquidation treatment, while Telephone Answering Service sug-
gests that a continuing interest which exceeds eighty percent will render
a liquidation "incomplete," at least absent a showing that the transac-
tion was undertaken for valid business reasons.68 No definitive stan-
dard exists for continuing interests in the twenty to eighty percent
range, but the Internal Revenue Service has generally been unsuccess-

63. Id. at 433 (emphasis added).
64. The stock of a 15.7% shareholder was redeemed in a contemporaneous but apparently

unrelated transaction. See id. at 429, 436.
65. Id. at 436.
The dissent argued that the majority was "preoccupied with a continuity of shareholder inter-

est approach. The minimal (less than 15 percent) continuity of assets is ignored. Even the House
version of section 357 of the 1954 Code required, among other things, a 50-percent continuity of
assets before ignoring a purported liquidation." Id. at 438 (Sterrett, J., dissenting). This argu-
ment, however, overlooks the fact that the continuity of assets test of the proposed House provi-
sion would have excluded money and securities. See note 60 supra.

The issue of continuity of assets presumably would not arise in the context of the liquidation
of a transferor corporation pursuant to a "C" reorganization because in that situation substantially
all of the assets of the transferor corporation must be transferred to the acquiring corporation.
See note 6 supra and accompanying text.

66. The dissent in Telephone Answering Service criticized the majority for leaving "up in the
air what magic percentage combination of shareholder and asset transfer will, in the future, invali-
date an asserted liquidation." 63 T.C. at 438 (Sterrett, J., dissenting).

67. Rev. Proc. 72-9, 1972-1 C.B. 718, 719.
68. The court noted in Telephone Answering Service that the "formation and utilization [of

New TASCO] served no purpose other than masking a distribution as one in complete liquida-
tion." 63 T.C. at 435.

The provision proposed by the House in 1954 to remedy the liquidation-reincorporation
problem would not have precluded liquidation treatment, even if the statutory degree of con-
tinuity of interest was exceeded, if the principal purpose of a transaction was not tax avoidance.
See note 60 supra.
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ful in attacking liquidations in which the continuing interest is less than
eighty percent.69 Since a "C" reorganization in which the transferor
corporation's shareholders own more than eighty percent of the acquir-
ing corporation's stock is treated as a "D" reorganization, 70 a "C" reor-
ganization ordinarily does not involve the degree of continuing
shareholder control that has thus far been held to preclude liquidation
treatment in the liquidation-reincorporation cases.

b. FEC ' Interpretation of the Disassociation Requirement

In considering whether section 337 should apply in the context of a
reorganization, the Court of Claims in FEC looked to the definition of
a complete liquidation set forth in Pridemark, Inc. v. Commissioner,71 a
liquidation-reincorporation case decided by the Fourth Circuit.
Pridemark held that, to have a complete liquidation, "[tihe corporation
must have ceased to be a going corporate concern, or f the enterprise is
continued in corporate form, the shareholder must have disassociated
himselffrom it." 72

In Pridemark the court found that the corporation had ceased to
be a going concern, and it did not discuss its dictum that shareholder
disassociation is necessary if the enterprise is continued in corporate
form.73 The Court of Claims in FEC interpreted the dictum to mean
that, if the business is continued in corporate form, a complete liquida-
tion cannot occur unless all of the shareholders completely terminate
their interests in the business.74 There is no support for this conclusion.

69. See BiTrKER & EUSTICE, supra note 6, at 14-128.
70. I.R.C. § 368(a)(2)(A).
71. 345 F.2d 35 (4th Cir. 1965).
72. Id. at 41 (citing Treas. Reg. § 1.332-2(c) (1955)) (emphasis added).
The Court of Claims' definition of a complete liquidation in FEC was almost identical:
[A] complete liquidation, as the tax law knows it, involves either the dissolution of a
business conducted in corporate form, or the planned disassociation of the shareholders
from the business if the enterprise continues. See Treas. Reg. § 1.332-2(c) (1955).

548 F.2d at 928.
73. Treas. Reg. § 1.332-2(c) (1955), cited in both Pridemark and FEC as support for the

disassociation requirement, makes no reference to any such requirement. See note 61 supra,
which quotes this regulation in relevant part.

74. In one of its FEC briefs, the government noted that Pridemark had analogized a com-
plete liquidation to the shareholders' selling their stock for cash. Brief for the Defendant, FEC,
supra note 28, at 15-16 (quoting Pridemark, 345 F.2d at 41). The Court of Claims apparently
agreed with this analogy, for it stated that the transaction in question might have constituted a
liquidation if FEC had received cash in exchange for its assets and had distributed the cash to its
shareholders. 548 F.2d at 928.

Pridemark derived its analogy of a complete liquidation to a sale of stock for cash from a
1924 Senate Finance Committee Report explaining the legislation that first extended capital gains
treatment to shareholders who received liquidating distributions. See 345 F.2d at 41 (citing S.
REP. No. 398, 68th Cong., 1st Sess. 12 (1924), reprintedin 1939-1 (Part 2) C.B. 266,274 (explaining
Internal Revenue Bill of 1924, § 201(c) (now I.R.C. § 331))). The implication that a sale of the
corporate assets is required for a complete liquidation is misleading, for "it is well established that
a distribution in kind is equally efficacious." BITTKER & EusTIcE, supra note 6, at 11-5.
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Other decisions citing the Pridemark dictum have assumed that it re-
fers to the requirement that a controlling interest must be relin-
quished.75

3. The Compatabilily of the Continuify-of-Interest and the
Disassociation Requirements in FEC and General
Housewares

In FEC and General Housewares the continuity-of-interest re-
quirement for a reorganization was satisfied because the transferor cor-
poration and its shareholders received primarily voting stock in the
acquiring corporation or its parent. In both cases, however, the stock
that the shareholders received in the liquidating distribution repre-
sented less than a one percent interest in the acquiring corporation or
its parent. This degree of control is far less than the twenty percent
maximum allowed by the Internal Revenue Service in rulings issued
under section 337.76 Thus, far from illustrating a conflict between the
requirements of a reorganization and those of a complete liquidation,
FEC and General Housewares illustrate the zone in which the con-
tinuity-of-interest requirement of a reorganization and the disassocia-
tion requirement of the liquidation-reincorporation cases may both be
satisfied in a single transaction.

B. The Significance of the 'Either Reorganization or Liquidation"
Inquiry in Other Cases

In FEC the government cited only liquidation-reincorporation
cases in support of its theory that reorganizations and liquidations are
mutually exclusive.77 While the Court of Claims recognized that those
cases were not controlling,7" it found them to be relevant because the
government's mutual exclusivity theory explained the results in those

75. See, e.g., Simon Trust v. United States, 402 F.2d 272 (Ct. CI. 1968) (Nichols, J., who also
wrote the FEC opinion), in which the Cou'rt of Claims noted with apparent approval the way in
which the government paraphrased the Pridemark dictum: "Defendant says that a transaction
involving a liquidation and reincorporation cannot be treated as a complete liquidation unless the
business of the liquidated corporation is discontinued, or the controlling shareholders have disas-
sociated themselves from it." Id. at 279 (emphasis added). In Simon Trust the court found that
the business of the liquidated corporation was discontinued and therefore did not discuss the
disassociation requirement.

76. See note 67 supra and accompanying text.
77. See text accompanying notes 31-32 supra and cases cited at note 32 supra. All of the

cited cases involved a liquidation coupled with a transfer of part of the assets of the liquidated
corporation to another corporation that was owned solely by the shareholders of the liquidated
corporation. The Tax Court reclassified the transactions as "D" reorganizations. In one case,
the Fifth Circuit held that the transaction in question constituted an "F" as well as a "D" reorgan-
ization. Davant v. Commissioner, 366 F.2d 874 (5th Cir. 1966), afg in relevantpart 43 T.C. 540
(1965), cert,. denied, 386 U.S. 1022 (1967).

78. The court agreed with FEC that the instant case was distinguishable because the share-
holders relinquished control of the assets transferred to the Whittaker subsidiary. 548 F.2d at 927.
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cases. The court also noted that the theory "seems to have been our
court's unstated premise" in deciding two other liquidation-
reincorporation cases.79

The Court of Claims misconstrued the significance of the "either
reorganization or liquidation" nature of the inquiry in the cases it re-
lied on, for those cases dealt with whether a liquidation-reincorpora-
tion should be reclassified as a reorganization in order to prevent tax
avoidance. 80 Courts have held in the liquidation-reincorporation con-

79. Id. (citing Mitchell v. United States, 451 F.2d 1395 (Ct. Cl. 1971), and Simon Trust v.
United States, 402 F.2d 272 (Ct. Cl. 1968)).

Both Mitchell and Simon Trst involved the transfer of assets from one corporation to an-
other corporation owned by substantially the same shareholders and the subsequent liquidation of
the first corporation. In both cases there were valid business reasons for carrying on the business
in separate corporations and for liquidating the first corporation. In each case the Court of
Claims held (I) that there was a complete liquidation because the business of the liquidated cor-
poration was discontinued and (2) that the transaction did not constitute a "D" reorganization.
Accordingly, the distributions to the shareholders were treated under § 331 as in full payment in
exchange for their stock, and their gain was capital in nature.

80. It was crucial in Tax Court cases for the government to establish that the transaction in
question satisfied the requirements of a reorganization because the Tax Court had held in Joseph
C. Gallagher, 39 T.C. 144 (1962), that a reincorporation could be challenged only by classifying it
as a reorganization:

Congress intended... that this problem of the continuation of a business must be dealt
with, if at all, under the reorganization sections. Since these facts do not fall within the
careful language of those sections, the distributions should be treated as payment in
exchange for the stock [ie., as distributions in complete liquidation under § 331].

Id. at 163 (emphasis added). This position was arguably more restrictive than Congress had
intended, however, for in declining to include a specific statutory provision to deal with the liqui-
dation-reincorporation problem in the bill which became the 1954 Code, the conference commit-
tee had implied that the courts had considerable leeway to attack the problem. See note 60
supra.

In Telephone Answering Serv. Co., 63 T.C. 423 (1974), affdmem., 546 F.2d 423 (4th Cir.
1976), cer. denied, 431 U.S. 914 (1977) (discussed at text accompanying notes 62-65 supra), the
Tax Court impliedly rejected the position it had taken in Gallagher by denying liquidation treat-
ment on the theory that there was not a complete liquidation without deciding whether there was
also a reorganization. See id. at 432 n.4. The dissent argued that the court should have followed
its prior decisions:

Since the transaction then does not fall within the reorganization provisions, which
are designed to cover the instances of the continuation of an existing business through a
liquidation coupled with an intercorporate transfer, it follows under the teachings of
prior case law that the transaction must, perhaps by definition of terms, be treated as a
liquidation.

Id. at 437 (Sterrett, J., dissenting).
It is significant that the government can now attack a liquidation-reincorporation transaction

in the Tax Court without having to classify the transaction as a reorganization because it is fre-
quently impossible to fit such transactions within the statutory requirements of a reorganization.
The Internal Revenue Service has often attempted to classify liquidation-reincorporation transac-
tions as "D" reorganizations (transfers of assets to controlled corporations, see I.R.C. §
368(a)(1)(D)), but the 1954 changes in the statutory definition of a "D" reorganization preclude
application of that provision to many transactions. In a "D" reorganization the transferee corpo-
ration must acquire substantially all of the assets of the transferor corporation, id. § 354(b)(l)(A),
and the transferor corporation must in turn distribute the stock or other property received in the
reorganization as well as its other property in pursuance of the plan of reorganization, id. §
354(b)(1)(B). To find a "D" reorganization in the liquidation-reincorporation context, a court
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text that, if a reorganization provision directly conflicts with a liquida-
tion provision, the former p'revails. 8' Since the tax avoidance goals of a
liquidation-reincorporation depend on the application of the liquida-
tion provisions,12 many such goals are foreclosed automatically if the
government can establish that the requirements of a reorganization are
satisifed. For example, if a liquidation-reincorporation transaction is
deemed to be a reorganization, sections 354 and 356 apply at the share-
holder level rather than section 331, and thus distributions of boot to
the shareholders may under appropriate circumstances be taxed as div-
idends.83 Other tax avoidance goals may be similarly defeated if the
transaction is held to constitute a reorganization. 84

may have to interpret these requirements broadly. See, e.g., James Armour, Inc., 43 T.C. 295
(1964) ("substantially all" requirement of § 354(b)(1)(A) applied to the operating assets of the
business and not to liquid assets that were not necessary to the conduct of the business; actual
exchange of stock unnecessary under § 354(b)(l)(B) because the shareholders owned 100% of both
corporations). A few courts have found that liquidation-reincorporation transactions satisfy the
requirements of an "F" reorganization (mere change in identity, form, or place of organization,
I.R.C. § 368(a)(1)(F)), but in those cases the requirements for a "D" reorganization were probably
also met. See, e.g., Davant v. Commissioner, 366 F.2d 874 (5th Cir. 1966), cert. denied, 386 U.S.
1022 (1967).

81. See, eg., American Mfg. Co., 55 T.C. 204, 217 (1970).
82. See notes 56-59 supra and accompanying text.
For some purposes, however, reorganization treatment may be more advantageous to the

taxpayer than liquidation treatment. For example, if § 1245 or § 1250 property is transferred
pursuant to a reorganization, depreciation is recaptured only to the extent that gain is required to
be recognized pursuant to § 361(b). See I.R.C. §§ 1245(b)(3), 1250(d)(3). Sections 1245 and
1250 override § 337, however. Treas. Reg. §§ 1.1245-6(b) (1971), 1.1250-1(c)(2) (1971).

83. That § 356 is applicable does not necessarily mean that distributions of boot will be
taxed to the shareholders as dividends.

Distributions are not taxed under § 356 unless the shareholder realizes a gain on the distribu-
tion. To avoid this limitation of § 356, the Fifth Circuit held in one liquidation-reincorporation
transaction that was reclassified as a reorganization that the distribution of boot to the sharehold-
ers was "functionally unrelated" to the reorganization. Davant v. Commissioner, 366 F.2d 874,
888 (5th Cir. 1966), cert. denied, 386 U.S. 1022 (1967). Under this rationale the distribution was
taxed to the shareholders as a dividend under § 301 measured by the earnings and profits of both
corporations.

Even if the shareholder realizes a gain on a distribution, the gain is not automatically taxed as
ordinary income under § 356. See Rev. Rul. 74-515, 1974-2 C.B. 118; Rev. Rul. 74-516, 1974-2
C.B. 121. Section 356(a)(2) provides that gain recognized by the shareholder must be treated as a
dividend to the extent of his ratable share of post-1913 earnings and profits if the exchange "has
the effect of the distribution of a dividend." In the typical liquidation-reincorporation where
there is minimal shift in ownership, distributions may be equivalent to dividends. See Treas.
Reg. § 1.33 1-1(c) (1955). Any gain in excess of the shareholder's ratable share of earnings and
profits is treated as gain from the exchange of property (ie., as capital gain unless the taxpayer is
a dealer in securities). I.R.C. § 356(a)(2). Seegeneral, BITrKER & EUSTICE, supra note 6, at 14-
91 to 14-93; BITrKER & EUSTICE Supp., supra note 50, at S14-27 to S14-29.

84. For example, the transferee's basis in assets acquired in a reorganization is the same as
the basis of the assets in the hands of the transferor corporation increased by any gain recognized
to the transferor. I.R.C. § 362(b). Thus the transferee corporation obtains at most a limited step-
up in basis for assets acquired in a reorganization. Also, the shareholders cannot recognize a loss
on the stock exchanged in a reorganization. Id. §§ 354(a), 356(c).

If the liquidation-reincorporation is held to be a reorganization, § 361 rather than § 337 or §
351, see note 55 supra, prevents the recognition of gain or loss by the liquidating corporation or its
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If a transferor corporation makes sales to third parties, no reorgan-
ization provision conflicts with and overrides section 337. A few cases
have denied the applicability of section 337 to sales to third parties
where a liquidation-reincorporation was deemed to be a "D" reorgani-
zation,85 but those cases involved partial liquidations of a business.8 6

Thus the liquidation-reincorporation cases do not establish that section
337 can never apply to sales to third parties in the context of a reorgani-
zation. 7

shareholders on the transfer of its operating assets to the transferee corporation. Even though all
three sections are nonrecognition provisions, the tax consequences may in some cases differ de-
pending on which section is applicable. For example, if one of the parties to a reorganization is a
foreign corporation, gain or loss realized on a § 351 or a § 361 exchange must be recognized unless
the corporation obtains a ruling that the exchange is not in pursuance of a plan having as one of
its principal purposes the avoidance of federal income tax. I.R.C. § 367; see, eg., Werner Abegg,
50 T.C. 145, 158 (1968), affd, 429 F.2d 1209 (2d Cir. 1970), cert. denied, 400 U.S. 1008 (1971);
Retail Properties, Inc., 23 T.C.M. (CCH) 1463, 1470-73 (1964). Section 367 does not apply to a §
337 exchange, however. See I.R.C. § 367(a).

85. See Werner Abegg, 50 T.C. 145 (1968), affd, 429 F.2d 1209 (2d Cir. 1970), cert. denied,
400 U.S. 1008 (1971); Ralph C. Wilson, Sr., 46 T.C. 334 (1966); Retail Properties, Inc., 23 T.C.M.
(CCH) 1463 (1964).

86. See text accompanying note 58 supra.
In Ralph C. Wilson, Sr., 46 T.C. 334, 351-52 (1966), and Retail Properties, Inc., 23 T.C.M.

(CCH) 1463, 1473 (1964), the Tax Court denied § 337 treatment because there had not been a
complete liquidation. In Werner Abegg, 50 T.C. 145 (1968), aff'd, 429 F.2d 1209 (2d Cir. 1970),
cert. denied, 400 U.S. 1008 (1971), however, the Tax Court stated that § 337 did not apply because
the liquidation provisions do not apply when a reorganization occurs:

The respondent correctly determined that a reorganization was effected under sec-
tion 368(a)(l)(D).

Since a reorganization occurred, the tax consequences are to be governed by theprovi-
sions f/the Code dealing with reorganizations sections 354 to 368, and not those dealing
with liquidations, sections 331 to 346. Commissioner v. Morgan, 288 F.2d 676 (C.A. 3,
1961), reversing 33 T.C. 30 (1959), certiorari denied 368 U.S. 836, rehearing denied 369
U.S. 826; Liddon v. Commissioner, 230 F.2d 304 (C.A. 6, 1956); affirming on this point
22 T.C. 1220, certiorari denied 352 U.S. 824; David T Grubbs, 39 T.C. 42 (1962). It
follows that. . .[the liquidated corporation's] gain of $932,701.27 realized upon sales of
stock is not subject to nonrecognition under section 337 as in a liquidation, but is to be
recognized under section 1002.

Id. at 157 (footnote omitted) (emphasis added). The cases cited as support for the statement that
the liquidation provisions cannot apply in the context of a reorganization dealt with whether the
liquidation or the reorganization provisions would apply at the shareholder level. Those cases
did not consider whether a liquidation provision could apply if it did not conflict with a reorgani-
zation provision. In affirming the Tax Court decision, the Second Circuit merely stated:

[The plaintiff] does not dispute that if the result of the 1957 transactions had been
achieved by a straightforward reorganization under § 368(a) (1) (D), the gains realized
by ... [the liquidated corporation] on sales of securities [to unrelated third parties]
would not come under the nonrecognition shelter of § 337 ....

429 F.2d at 1212.
87. Recognizing that § 337 could be applied in the context of a reorganization, in 1959 the

Subchapter C Advisory Group proposed that § 337 be amended to provide that it would not apply
to a sale or exchange involving a transfer of property to which a "C," "D," or "F" reorganization
applied. The proposal was not adopted. See note 117 infra and accompanying text.
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C Contexts in Which Liquidation and Reorganization Provisions
Coexist

The mutual exclusivity theory relied on by the Court of Claims in
FEC is further weakened by examples of single transactions in which
the reorganization and liquidation provisions have both been applied. 88

When a transferor corporation liquidates as part of a "C" reorgan-
ization and distributes all of its assets to its shareholders in exchange
for their stock, no reorganization provision explicitly exempts the cor-
poration from the general rule 9 that gain or loss must be recognized on
a sale or exchange. Yet the transferor corporation clearly does not rec-
ognize gain or loss, and the applicable statutory exception is generally
assumed to be section 336, a liquidation provision, which provides that
"no gain or loss shall be recognized to a corporation on the distribution
of property in partial or complete liquidation." 90

88. As one such example, the plaintiff in GeneralHousewares noted that § 356 applies only
to shareholders who receive boot in addition to stock in the acquiring corporation or its parent. It
argued that if a transferor corporation distributes only cash to some of its shareholders in a liqui-
dation pursuant to a reorganization, the taxation of those shareholders must be governed by § 331,
a liquidation provision. Trial Brief for the Plaintiff at 26-27. This reasoning is not persuasive,
however, for such distributions are treated as redemptions under § 302. See note 12 supra.

89. I.R.C. § 1001(c).
90. The district court in General Housewares assumed that § 336 accords nonrecognition

treatment to the transferor corporation when it liquidates pursuant to a reorganization. See note
42 supra and accompanying text. In discussing the assertion made by the Court of Claims in
FEC that liquidation and reorganization provisions cannot coexist, the supplement to the Bittker
and Eustice treatise makes a similar assumption: "Presumably the court did not intend to hold
that the transferor-corporation must recognize gain when it distributes the transferee's stock to its
shareholders in complete liquidation pursuant to the plan (§336 clearly would seem to apply to
protect the distributing corporation here. . .)." BITrKER & EUSTICE Supp., supra note 50, at S14-
24 (emphasis added).

The government argued in General Housewares that § 336 could not be the applicable non-
recognition provision in a liquidation pursuant to a reorganization because it was first enacted as
part of the 1954 Code, whereas the reorganization provisions are a product of the 1921 Revenue
Act. Reply Brief for the Defendant at 7-8. This argument, however, overlooks that the basic rule
of § 336 was applied under the 1921 Revenue Act by Treas. Reg. 62, art. 548 (1921), which pro-
vided: "No gain or loss is realized by a corporation from the mere distribution of its assets in kind
upon dissolution, however they may have appreciated or depreciated in value since their acquisi-
tion." The regulations under the Internal Revenue Code of 1939 contained a similar provision.
See Treas. Reg. 103, § 19.22(a)-21 (1939).

The government's argument that § 336 is not the applicable nonrecognition provision is also
weakened by the fact that no other nonrecognition provision could apply.

Section 311(a) provides: "[N]o gain or loss shall be recognized to a corporation on the distri-
bution, with respect to its stock, of. . .property." The regulations, however, state that § 336
rather than § 311 is intended to apply to liquidating distributions. See Treas. Reg. § 1.311-1(a)
(1955).

The literal language of § 354(a)(1) might also seem to accord nonrecognition treatment to
liquidating distributions pursuant to a reorganization: "No gain or loss shall be recognized if stock
or securities in a corporation a party to a reorganization are, in pursuance of the plan of reorgani-
zation, exchanged solely for stock or securities in such corporation or in another corporation a
party to the reorganization." While § 354 might apply if the transferor corporation distributed
solely stock in the acquiring corporation or its parent to its shareholders, that provision would not
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Another type of transaction in which liquidation and reorganiza-
tion provisions coexist is a parent-subsidiary merger. If an eighty per-
cent subsidiary is merged into its parent corporation, the combination
may in some cases be treated both as a complete liquidation under sec-
tion 33291 and as a reorganization.92

The Second and Sixth Circuits, the Court of Claims, the Tax
Court, and the Internal Revenue Service have all held that such a
merger may be treated as an "F" reorganization for purposes of deter-
mining whether post-merger net operating losses may be carried back
against pre-merger profits of the former subsidiary even though section
332 also applies to the merger.93 In Performance Systems, Inc. v. United
States,94 the district court explained:

This Court holds that the reorganization and liquidation pro visions of
Subchapter C of the Internal Revenue Code are not mutually exclusive,
and a transaction qualifying as an "F" reorganization is not precluded
from the benefits conferred upon "F" reorganizations under Section
381(b) of the Internal Revenue Code merely because the transaction
also qualifies under Section 332 of the Internal Revenue Code.95

The Tax Court has also suggested that a merger might be treated as a
liquidation for the purpose of determining the basis of the assets trans-
ferred and as an "A" reorganization for other purposes.96 Finally, a

accord nonrecognition treatment to the transferor corporation on the distribution of boot. Thus
some other nonrecognition provision must apply to a transferor corporation in at least some liqui-
dations pursuant to a reorganization.

The government argued in GeneralHousewares that it is § 361 which protects the transferor
corporation when it makes a liquidating distribution pursuant to a "C" reorganization. Reply
Brief for the Defendant at 8. Section 361(a) states: "No gain or loss shall be recognized if a
corporation a party to a reorganization exchanges property, in pursuance of the plan of reorgani-
zation, solely for stock or securities in another corporation a party to the reorganization." (Em-
phasis added.) In liquidating, the transferor corporation normally exchanges property for its own
stock, and thus the literal language of§ 361 would not appear to be met in an exchange with the
corporation's own shareholders.

91. Section 332 provides that under certain conditions gain or loss shall not be recognized by
a parent corporation on the receipt of property distributed in complete liquidation of a subsidiary.

92. Liquidation versus reorganization treatment can have a number of important tax conse-
quences, such as determining the basis of the assets transferred, whether gain or loss will be recog-
nized on the transfer, and whether post-merger net operating losses may be carried back against
pre-merger profits of the former subsidiary. See generally Freling & Martin, Current Reorganiza-
tion Techniques, 55 TAXES 852, 869-71 (1977); Krane, Current Problems in Acquisitive
Reorganizations, 51 TAXES 737, 755-57 (1973); McManus, Judicial Law-Making: The Liquidation
ofa Corporation Treated as an FReorganization, 2 J. CoRP. TAX. 273 (1975); Seago, The Upstream
Merger: Liquidation of a Subsidiary or an F Reorganization?, 53 TAXES 88 (1975).

93. See Aetna Cas. & Sur. Co. v. United States, 568 F.2d 811 (2d Cir. 1976); Performance
Syss., Inc. v. United States, 501 F.2d 1338 (6th Cir. 1974) (per curiam); Movielab, Inc. v. United
States, 494 F.2d 693 (Ct. Cl. 1974); Eastern Color Printing Co., 63 T.C. 27 (1974); Rev. Rul. 75-
561, 1975-2 C.B. 129.

94. 382 F. Supp. 525 (M.D. Tenn. 1973), affdper curiam, 501 F.2d 1338 (6th Cir. 1974).
95. Id. at 534 (emphasis added).
96. See Kansas Sand and Concrete, Inc., 56 T.C. 522, 530 (1971), affdper curiam, 462 F.2d

805 (10th Cir. 1972):
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parent-subsidiary merger may be treated as a liquidation under section
332 to the parent but as a reorganization to the minority shareholders.97

D. Summary

The theory that complete liquidations and reorganizations are mu-
tually exclusive is not supported by the Court of Claims' rationale in
FEC and is inconsistent with the law in related areas. There is no nec-
essary conflict between the requirements of a reorganization and those
of a complete liquidation, at least when the shareholders of the liqui-
dated transferor corporation do not maintain a controlling interest in
the acquiring corporation or its parent. Some cases have employed an
"either reorganization or liquidation" inquiry in determining whether
reorganization provisions should override conflicting liquidation provi-
sions in the liquidation-reincorporation context. Prior to FEC, how-
ever, no case explicitly held that a liquidation provision can never
apply in a reorganization, and in fact reorganization and liquidation
provisions do coexist in some situations. Thus the mutual exclusivity
theory is not a valid basis for denying section 337 treatment to a trans-
feror corporation that liquidates pursuant to a "C" reorganization.

III
THE THEORY THAT SECTION 337 Is LINKED TO SECTION 331

The mutual exclusivity theory was not the government's only
ground for arguing that section 337 was inapplicable in FEC and Gen-
eralHousewares. In both cases the government also contended that sec-
tion 337 implicitly requires immediate recognition under section 33198
of any gain realized by the shareholders on the liquidating distribution.
In a reorganization, recognition at the shareholder level is ordinarily
governed by sections 354 and 356 rather than by section 331. From this
the government concluded that section 337 was not intended to apply
to a liquidation that is undertaken pursuant to a reorganization. An
alternative argument made by the government in GeneralHousewares,
though not in FEC, was that if section 337 applies at the corporate

[O]ur decision today does not necessarily require that a transaction considered a distri-
bution in complete liquidation within the meaning of section 332 for the purpose of
applying section 334(b)(2) may not be considered a reorganization under section
368(a)(1)(A) for some other unrelated purpose.

But cf American Mfg. Co., 55 T.C. 204, 220 (1970) (liquidation treatment under § 332 may be
precluded when the liquidation is pursuant to a "D" reorganization).

97. See May B. Kass, 60 T.C. 218 (1973), affdmem., 491 F.2d 749 (3d Cir. 1974); Treas.
Reg. § 1.332-2(d) (1955).

98. Section 331 is technically not a recognition provision. See text accompanying notes
124-30 infra. In analyzing the government's argument, however, this Part will retain the govern-
ment's terminology.

[Vol. 66:623
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level the shareholders must recognize their gain, if any, under section
331.

A. The Theory that Section 337 is Inapplicable When Section 331

Does Not Apply

There is no explicit statutory requirement that any gain realized by
the shareholders on a liquidating distribution must be recognized
under section 331 for section 337 to apply. The government based this
argument on its interpretation of the legislative history and the purpose
of section 337. The Court of Claims did not refer to this argument in
FEC, presumably because it held for the government on the mutual
exclusivity theory. The district court summarily rejected the argument
in General Housewares without analyzing the government's position.99

The following will demonstrate that the government's reasoning is un-
supportable.

1. The House Committee Report

In revising the Internal Revenue Code in 1954, both the House
and the Senate proposed legislation designed to grant nonrecognition
treatment to a corporation that sold assets while in the process of liqui-
dating. A committee report explaining the House proposals stated:

[YIour committee has provided that if a corporation in process of liqui-
dation sells assets there will be no tax at the corporate level, but any
gain realized will be taxed to the distributee-shareholder, as ordinary in-
come or capital gain depending on the character of the asset sold."°

The government argued in its FEC and GeneralHousewares briefs that
the italicized phrase shows that Congress intended for section 337 to
apply to a complete liquidation only when the shareholders recognize
their gain, if any, under section 331.101

The government's argument overlooks the fact that the liquidation
proposals described in the House committee report differed substan-
tially from the Senate provisions which were actually enacted as sec-
tions 331 and 337 of the Code. The statement in the House committee

99. The opinion stated merely:
This court holds that the immediate recognition of gain at the shareholder level is

not an "implicit" requirement for the application of Section 337. The clear intent of
Congress in enacting Section 337 was to remove the need to make a formalistic determi-
nation as to whether the corporation or its shareholders sold corporate property during
the course of a liquidation. Neither Section 337 nor its legislative history requires the
immediate recognition of gain by the shareholders of the liquidating corporation in or-
der for the section to apply.

Slip op. at 28 (footnote omitted).
100. H.R. REP. No. 1337, 83d Cong., 2d Sess. 39, refprintedin [1954] U.S. CODE CONG. & AD.

NEWS 4017, 4064 (emphasis added), quoted in Brief for the Defendant, FEC, supra note 28, at 22
and Brief for the Defendant at 30, 41, General Housewares.

101. Brief for the Defendant, FEC, supra note 28, at 22-23; Brief for the Defendant at 30-31,
General Housewares.
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report that any gain realized would be taxed to the distributee-share-
holder referred, not to the shareholders' recognition of their gain under
section 331, but rather to the shareholders' recognition of the corpora-
Mion's gain. Under the House proposals, any gain realized by the corpo-
ration on the sale of assets that was not recognized under the House
analog of section 337102 would have been includable in the income of
the distributee-shareholders in the year the liquidating distribution was
received.10 3 The shareholders' basis in their stock would have been in-
creased by the amount of this corporate gain recognized, 1°4 and thus
the shareholders' gain realized on the liquidating distribution would
have been decreased (or their loss increased) by the amount of the cor-
porate gain they were required to recognize. Whether the shareholders
would have been required to recognize their gain or loss on receipt of
the liquidating distribution would have been determined by a complex
set of rules.10 5

The liquidation provisions actually enacted provide a completely
different set of rules to govern the timing of the recognition of gain or
loss realized by shareholders on a liquidating distribution. 106 The legis-

102. Section 333(a), the analog of§ 337 proposed by the House, would generally have been
more favorable to liquidating corporations. It would have provided that a corporation would not
recognize gain (but would recognize loss) on the sale of an asset after the adoption of a plan of
partial or complete liquidation if the liquidation was completed within the taxable year in which
the sale occurred or within the fllowing taxable year. See H.R. REP. No. 1337, 83d Cong., 2d
Sess. A106-07, reprinted in [1954] U.S. CODE CONG. & AD. NEws 4017, 4244.

103. Id. at A106, reprinted in [1954] U.S. CODE CONG. & AD. NEws at 4244 (describing
proposed House § 332(c)). The character of this shareholder gain would have been the same as
that recognized to the corporation absent the application of proposed § 333(a). Id.

104. Id. at A104, reprinted in [1954] U.S. CODE CONG. & AD. NEWS at 4242 (describing
proposed House § 331(e)(3)).

105. Recognition would have depended on the relationship between the adjusted basis of the
assets distributed ("X"), their fair market value ("Y"), and the adjusted basis of the stock with
respect to which the distribution was made ("Z"), as shown by the following table:

If Then

X & Y > Z Gain recognized
Z > Y Loss recognized
Y L Z > X Gain or loss not recognized

See id. at A101-02, reprinted in [1954] U.S. CODE CONG. & AD. NEWS at 4239-40 (describing
proposed House § 331(b)-(d)).

106. The Senate Finance Committee report gave only the following explanation of why it
rejected the proposed House provisions:

[Y]our committee has made a substantial change in the approach adopted by the House
with respect to corporate liquidations generally. Under the House provisions, part II
limited the amount subject to tax at the time of complete or partial liquidation of a
corporation to the excess of the basis of assets in the hands of the liquidating corporation
over the basis of the stock in the shareholder's hands. This approach does not appear in
part II of your committee's bill. In lieu of this your committee has in large measure
returned to the basic provisions relating to liquidations under the 1939 code.

S. REP. No. 1622, 83d Cong., 2d Sess. 254, reprinted in [1954] U.S. CODE CONG. & AD, NEWS
4621, 4891-92. The conference report did not indicate why the Senate liquidation provisions
rather than the House provisions were adopted. See H.R. REP. No. 2543, 83d Cong., 2d Sess.,
reprinted in [1954] U.S. CODE CONG. & AD. NEWS 5280.
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lative history of the proposed House provisions therefore is not a relia-
ble indicator of the meaning of sections 337 and 331 as enacted.

2 The Congressional Purpose of Eliminating Double Taxation

As additional support for its theory that section 337 should not
apply unless section 331 also applies, the government argued that Con-
gress enacted section 337 to eliminate double taxation. 107 Since double
taxation would not occur unless the shareholders recognize their gain
on the liquidating distribution, the government concluded that Con-
gress implicitly intended for section 337 to apply only when the share-
holders are taxed under section 331.108

While some cases'0 9 and commentators" 0 have assumed that one
of the congressional purposes of section 337 was to eliminate double
taxation, the Supreme Court has rejected such reasoning, stating:
"There is nothing in the legislative history indicating that § 337 was en-
acted in order to eliminate 'double taxation' as such. Rather, the statute
was designed to eliminate the formalistic distinctions recognized and
perhaps encouraged by the decisions in Court Holding and
Cumberland.""I1 The Tax Court 11 and the Internal Revenue Service"13

have likewise rejected the theory that section 337 was intended to elimi-

107. Double taxation refers to the taxation of income at the corporate level and then again at
the shareholder level if the income is distributed to the shareholders. See generally BITTKER &
EuSTICE, supra note 6, at 1.03.

108. See Brief for the Defendant, FEC, supra note 28, at 23; Brief for the Defendant at 31,
General Housewares.

109. See, e.g., Pridemark, Inc. v. Commissioner, 345 F.2d 35, 44-45 (4th Cir. 1965); Kent Mfg.
Corp. v. Commissioner, 288 F.2d 812, 815 (4th Cir. 1961); Central Tablet Mfg. Co. v. United
States, 339 F. Supp. 1134, 1137 (S.D. Ohio 1972), rev'd, 481 F.2d 954 (6th Cir. 1973), aff'd, 417
U.S. 673 (1974); Kinney v. United States, 73-1 U.S. Tax Cas. 80,128, 80,129 (N.D. Cal. 1972);
Maniow v. United States, 315 F. Supp. 28, 32 (N.D. Ill. 1970).

110. See, e.g., Grant, Some Pitfalls in a One-Year Liquidation, 12 U.C.L.A. L. REv. 1135
(1965); Note, The Tax Benefit, Recoveries, and Sales of Property Under Section 337, 9 WM. &
MARY L. REV. 476, 482 (1967).

Ill. Central Tablet Mfg. Co. v. United States, 417 U.S. 673, 682 (1974) (emphasis added).
The formalistic distinctions recognized in the Cumberland and Court Holding cases are discussed
at text accompanying notes 134-48 infra.

112. In Frank W. Verito, 43 T.C. 429 (1965), the Tax Court stated:
The purpose of the section (337] was not to eliminate one level of taxation. This could
be done without the aid of section 337 .... The purpose of the section was aimed at
eliminating the uncertainties attendant upon the Supreme Court decisions in Court
Holding Co. and Cumberland Pub. Serv. Co. and to make moot the question as to
whether a sale of assets was accomplished by the corporation or its stockholders.

Id. at 439 (citation omitted).
113. At one time the Service disallowed § 337 treatment to an insolvent corporation whose

liquidating distribution was entirely to creditors. One of its grounds for so holding was the belief
that the purpose of§ 337 was to eliminate double taxation and that the provision therefore should
not apply where there was no possibility that the proceeds from the sale of corporate assets would
be taxed to the shareholders. Rev. Rul. 56-387, 1956-2 C.B. 189. The Service subsequently re-
tracted this position, ruling that § 337 may apply irrespective of whether the shareholders realize a
gain and hence are taxed on the liquidating distribution. Rev. Rul. 73-264, 1973-1 C.B. 178.
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nate double taxation. Thus the government's argument discussed in the
preceding paragraph is based on an erroneous premise.

3. The Statutory Exceptions to Section 337

The government's argument that section 337 was intended to be
linked to section 331 is also implicitly refuted by the statutory excep-
tions to section 337. Congress did not make section 337 inapplicable to
all liquidations in which section 331 does not apply. Rather, section 337
is by its terms inapplicable only to liquidations in which either section
333114 or section 332' 15 applies at the shareholder level or in which the
liquidating corporation is collapsible." 6

In 1959 the Subchapter C Advisory Group recommended to Con-
gress that it enact an additional statutory exception that would make
section 337 inapplicable "to a sale or exchange involving a transfer of
property to which section 368(a)(1) (C), (D), or (F) applies." ' 1 7 The
proposal was not enacted, however, and thus there is no statutory basis
for the argument that section 337 cannot apply if the reorganization
provisions rather than section 331 apply at the shareholder level." 8

114. I.R.C. § 337(c)(1)(B). Section 333 provides that if certain requirements are met a share-
holder may elect not to recognize gain on distributions received in a complete liquidation of a
corporation occurring within one calendar month.

115. Id. § 337(c)(2). This exception applies if there is a complete liquidation of a subsidiary
under § 332 and in accordance with the general basis rule of § 334(b)(1) the subsidiary's basis in
the assets transferred carries over to the parent.

116. Id. § 337(c)(l)(A). A "collapsible corporation" is one "formed or availed of. . .with a
view to the sale or exchange of stock by its shareholders (whether in liquidation or otherwise) . .
before the realization by the corporation . . . of a substantial part of the taxable income to be
derived from such property .... " Id. § 341(b)(1).

The legislative history does not indicate why the § 337(c) exceptions were enacted. See S.
REP. No. 1622, 83d Cong., 2d Sess. 259-60, reprinted in [1954] U.S. CODE CONG. & AD. NEws
4621, 4897 (describing I.R.C. § 337(c)).

117. Hearings Before the House Committee on Ways and Means on Advisory Group Recommen-
dations on Subchapters C, J, andKof the Internal Revenue Code, 86th Cong., 1st Sess. 585 (1959).

The Advisory Group stated.
Section 337 is designed to eliminate the corporate tax with respect to sales and ex-

changes in connection with complete liquidations which involve taxable distributions to
the shareholders. Liquidations incident to corporate reorganizations are not considered
under the Code to be in connection with such complete liquidations as the property
transferred in reorganization continues in corporate solution. For example, under some
circumstances sales or exchanges of corporate property to corporations controlled by the
same interests may constitute reorganizations within the definition contained in section
368 (a) (1) (D); and in such situations, though liquidation distributions may be incident
thereto, no gain or loss is recognized to the stockholders except where "boot" is received.
In order to correlate section 337 and the reorganization provisions and prevent an im-
proper overlap, it is recommended that the amendment of section 337 (c) initially pro-
posed be revised so as to make the section expressly inapplicable to sales or exchanges
involving transfers to which section 368 (a) (1) (C), (D), or (F) applies.

Id. at 534.
118. The regulations likewise do not impose such a restriction. Treas. Reg. § 1.337-5(a)

(1961) states that § 337(d), which contains special rules for certain minority shareholders, applies
only with respect to distributions in complete liquidation under § 331 and does not apply if § 354
or § 356 applies, but the regulations do not similarly restrict the applicability of § 337(a).
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B. The Theory that Section 331 Must Apply When Section 337
Applies

As an alternative to the theory that section 337 is inapplicable
when section 331 does not apply, the government argued in General
Housewares that, if section 337 does apply to the transferor corporation
in a reorganization, the shareholders must recognize their full gain or
loss under section 331. 19 It based this theory primarily on the statutory
scheme of the Code, reasoning that a "complete liquidation" to which
section 337 applies must be taxed to the shareholders as a "complete
liquidation" under section 331.120 It also found support for its theory in
a House committee report explaining the House analog of section
337.21

As discussed above, reliance on the House committee report is
misplaced because the liquidation provisions proposed by the House
were not enacted. 122 The government's interpretation of the statutory
scheme is also erroneous, as the district court concluded in General
Housewares. 1

23

Section 33 l(a)(1) provides that "[a]mounts distributed in complete
liquidation of a corporation shall be treated as in full payment in ex-
change for the stock." The government apparently assumed that since a
liquidating distribution is treated as an "exchange" the shareholders
must automatically recognize their gain or loss on the distribution. 24

The assumption that an "exchange" is necessarily a taxable event is
erroneous, however.' 25

The significance of the legislative creation of an exchange in sec-
tion 331 is that the liquidating distribution is therefore treated as a sale

119. Requiring the shareholders to recognize their gain or loss under §§ 331 and 1001, see
text accompanying notes 124-30 infra, on distributions pursuant to a reorganization would in
some cases increase their immediate tax liability, since any gain that would ordinarily be deferred
under §§ 354 and 356 would be recognized at the time of distribution. Also, a corporate share-
holder's tax liability might be greater if §§ 331 and 1001 rather than § 356 (a)(2) (relating to
distributions equivalent to dividends, see note 83 supra) applies because of the deduction for
dividends received allowed corporations under § 243.

Ironically, however, application of§§ 331 and 1001 rather than §§ 354 and 356 would in some
cases decrease the shareholders' tax liability because (1) loss realized on a liquidating distribution
is recognized under § 1001 but not under §§ 354 and 356, see I.R.C. §§ 1001(c), 354(a), 356(c), and
(2) gain is generally capital in nature under § 331 but may be ordinary income under § 356, see
notes 56 & 83 supra.

120. See Brief for the Defendant at 37-44, General Housewares.
121. See id. at 40, 41 & n.5.
122. See notes 100-06 supra and accompanying text.
123. See note 48 supra and accompanying text.
124. See Brief for the Defendant at 38, General Housewares.
125. The Code provides nonrecognition treatment for several types of exchanges. See, e.g.,

I.R.C. §§ 351-368 (nonrecognition on exchanges pursuant to corporate organizations and reorgan-
izations); id. § 1031 (nonrecognition on "like-kind" exchanges).
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of the shareholders' stock rather than as a dividend. 126 Accordingly, the
gain or loss that the shareholders realize on the liquidating distribution
is measured by the difference between the value of the distribution and
their adjusted basis in their stock'27 and is capital in nature if their
stock in the liquidating corporation is a capital asset.1 28

The relevant recognition provision is not section 331 but rather
section 1001(C), 129 which states: "Except as otherwise provided in this
subtitle, the entire amount of the gain or loss, determined under this
section, on the sale or exchange of property shall be recognized." In the
context of a reorganization, sections 354 and 356 provide an exception
to this general rule, and the shareholders do not recognize gain or loss
on the liquidating "exchange" except to the extent of any boot distrib-
uted.

30

C Summary

Neither the Code nor the legislative history supports the theory
that for section 337 to apply at the corporate level section 331 must
apply concurrently at the shareholder level. The statutory exceptions to
section 337 establish that section 337 generally may not apply when
section 332 or section 333 applies at the shareholder level, but Congress
has not enacted a specific proposal to make section 337 inapplicable in
the context of a reorganization. That part or all of the shareholders'
gain may be deferred on a liquidating distribution pursuant to a reor-
ganization should not necessarily preclude the application of section
337, for the purpose of that provision was not to eliminate double taxa-
tion as such.13 ' Thus the government's theory discussed in this Part
does not establish that section 337 should not apply concurrently with
sections 354 and 356 in a liquidation that is undertaken pursuant to a
reorganization.

126. See generally BITTKER & EUSTICE, supra note 6, at 11.01.
127. See I.R.C. § 1001.
128. See id. § 1222. The term "capital asset" is defined in § 1221.
129. For taxable years beginning before 1977, this provision was contained in § 1002.
130. See, eg., 3 STAND. FED. TAX REP. (CCH) % 2509.25 (1978):

Code Sec. 331 provides for the computation of gain or loss from the receipt of liqui-
dation distributions. But gain or loss will not be recognized if the liquidation distribu-
tion is part of a tax-free reorganization exchange and it comes within the terms of the
reorganization sections of the Code. This is so because, under Code Sec. 331, a liquida-
tion distribution is treated as payment in "exchange" for the stock. And the fact that the
exchange is also a liquidation distribution does not make it any the less a tax-free ex-
change if the reorganization provisions are complied with ...

[.. [T]he general rule for computation of gain or loss on liquidation is subject to
the specific rule that, in certain exchanges of stock for stock in reorganization, any gain
as computed under other sections of the Code (Sec. 331, for example) is not recognized

131. For a further discussion of the significance of the tax consequences at the shareholder
level in a liquidation pursuant to a reorganization, see notes 160-64 infra and accompanying text.

[Vol. 66:623
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IV
THE LEGISLATIVE PURPOSE OF SECTION 337

The district court concluded in General Housewares that section
337 applied to the sales to third parties by the transferor corporation
because the literal requirements of that provision were met and none of
the government's counterarguments was persuasive.' 32 This holding is
also supported by the congressional purpose behind section 337. 133

4. The Pre-1954 Tax Treatment of a Liquidation Coupled with a
Sale of Corporate Assets

Before the enactment of section 337 in 1954, the tax consequences
of a complete liquidation of a corporation coupled with a sale of the
corporate assets depended on the form of the transaction. If the corpo-
ration sold the assets and distributed the proceeds to its shareholders in
liquidation, the corporation recognized its gain or loss on the sale, 134

and the shareholders recognized their gain or loss on the liquidating
distribution.135 Since a corporation did not recognize gain or loss on the
distribution of property in liquidation, however, 136 the corporate tax
could be eliminated if the corporation liquidated in kind and the share-
holders sold the assets. The shareholders still recognized their gain or
loss on the liquidating distribution. 137 Their basis in the property re-
ceived was its fair market value at the time of the distribution, 38 and
they realized no further gain or loss if they subsequently sold the prop-
erty for an amount equal to its fair market value at the time of distribu-
tion.139

Since a corporate sale of assets followed by a distribution of the
proceeds to the shareholders is economically indistinguishable from a
distribution of the assets in kind followed by a sale by the shareholders,
the pre-1954 rules exalted form over substance. Taxpayers who were
aware of the rules could in theory avoid the corporate tax by distribut-
ing corporate assets in kind. But distributions in kind were awkward

132. See notes 40-48 supra and accompanying text.
133. Surprisingly, neither the FEC opinion nor the General Housewares opinion discussed

the legislative purpose of § 337 or whether that purpose would be served by applying the provision
in the context of a "C" reorganization.

134. Int. Rev. Code of 1939, ch. 1, § 22(a), 53 Stat. 9 (now I.R.C. § 61); Treas. Reg. 103, §
19.22(a)-19 (1939).

135. Int. Rev. Code of 1939, ch. 1, 8§ 115(c), 112(a), 53 Stat. 46-47, 37 (now I.R.C. §§ 331,
1001(c)).

136. Treas. Reg. 62, art. 548 (1921), superseded, Treas. Reg. 103, § 19.22(a)-21 (1939).
137. Int. Rev. Code of 1939, ch. 1, §§ 115(c), 112(a), 53 Stat. 46-47, 37 (now I.R.C. §§ 331,

1001(c)).
138. See id. § 113(a)(18), 53 Stat. 44. (This rule is now codified in I.R.C. § 334(a).)
139. See id. § 11l(a), 53 Stat. 37 (now I.R.C. § 1001(a)).
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where shareholders were numerous or the assets indivisible.140 More-
over, the difficulties of avoiding taxation at the corporate level by dis-
tributing assets in kind were compounded by a landmark Supreme
Court case, Commissioner v. Court Holding Co.,4' which upheld the
imposition of a corporate tax where shareholders who sold corporate
assets were found to have acted merely as a "conduit" for what was in
essence a sale by the corporation.

Court Holding involved a closely held corporation whose sole as-
set was an apartment building. The corporation negotiated the sale of
the building, and the buyer made a partial payment of $1000. Before
the sales agreement was put in writing, however, the corporation
learned that the sale would result in a large corporate gain. The next
day it liquidated and distributed the building to its shareholders, who
then conveyed the building to the purchaser under substantially the
same terms as had originally been agreed on and applied the $1000
previously paid to the corporation against the purchase price. The
Supreme Court upheld the Tax Court's determination1 42 that the sale
and resulting gain were attributable to the corporation rather than to
the shareholders. In other words, although the sale was technically
made by the shareholders, the Court treated the transaction as if the
corporation had made the sale prior to liquidating.143

A subsequent Supreme Court case, United States v. Cumberland
Public Service Co.,' indicated that, notwithstanding Court Holding,
the corporate tax could still be avoided by liquidating in kind if the
proper formalities were observed. In Cumberland a closely held corpo-
ration that generated and distributed electric power was unable to com-
pete with a local cooperative which distributed Tennessee Valley
Authority power in the same area. The shareholders of the corporation
offered to sell all of their stock to the cooperative, but the cooperative
refused and countered with an offer to buy the corporation's transmis-
sion and distribution equipment. The corporation rejected the offer be-
cause of the large corporate tax that would have been imposed on gain
from the sale. The shareholders and the buyer then agreed that the
former would acquire the transmission and distribution equipment and

140. See, e.g., Emery, Liquidating Distributions by Corporations Preceding Sale afAssets, 27
TAXES 1057, 1060-61 (1949).

141. 324 U.S. 331 (1945).
142. 2 T.C. 531 (1943), rev'd, 143 F.2d 823 (5th Cir. 1944), rev'd, 324 U.S. 331 (1945).
143. After Court Holding, a body of ritual developed to ensure that the corporation would not

be deemed to have been involved in the sale. See, e.g., Beck, Newer Methods Designed to Avoid
the Court Holding Company Problen Does a Case Like Westover v. Smith Eliminate the Court
Holding Company Problem?, N.Y.U. 8TH ANN. INST. ON FED. TAx. 955 (1950).

144. 338 U.S. 451 (1950).
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sell it to the cooperative themselves. 145 The corporation transferred this
equipment to the shareholders in partial liquidation, sold the remain-
ing assets, and then dissolved. The shareholders subsequently sold the
equipment to the cooperative. The Supreme Court upheld the Court of
Claims' determination 146 that no corporate tax was due on the sale of
the equipment to the cooperative because the corporation itself did not
at any time plan to make the sale.

Justice Black, who wrote for a unanimous Court in both cases,
recognized in Cumberland that the distinction between a sale by a cor-
poration and a sale by the shareholders is "particularly shadowy and
artificial" when shareholder-officers of a closely held corporation have
negotiated the sale.' 47 Nevertheless, he concluded that the distinction
was mandated by the Code that was then in effect. 148

B. The Congressional Response

In 1954 Congress responded to this emphasis on formalities by en-
acting section 337, which provides, with stated exceptions, 149 for non-
recognition of gain or loss on a sale or exchange of property by a
corporation that adopts a plan of complete liquidation before the sale
or exchange and distributes all of its assets in liquidation within the
twelve-month period following the adoption of the plan. Application of
section 337 results in permanent nonrecognition of gain or loss realized
on the sale or exchange, which is comparable to the treatment of distri-
butions in kind under section 336.110

In enacting section 337 Congress clearly intended to eliminate the
Court Holding-Cumberland distinction between shareholders acting on
their own behalf or on behalf of the corporation in selling corporate
assets. The provision is not restricted to liquidations of closely held cor-
porations in which such a distinction might be made, however, and the

145. Cumberland Pub. Serv. Co. v. United States, 83 F. Supp. 843, 853 (Ct. Cl. 1949), afftd,
338 U.S. 451 (1950).

146. Id. at 843.
147. 338 U.S. at 454-55.
148. "Congress having determined that different tax consequences shall flow from different

methods by which the shareholders of a closely held corporation may dispose of corporate prop-
erty, we accept its mandate." Id. at 456.

149. See notes 114-16 supra and accompanying text (describing the exceptions contained in §
337(c)). Nonrecognition under § 337 is also inapplicable to sales of a corporation's inventory
unless sold in bulk and to most sales of installment obligations. I.R.C. § 337(b).

150. Section 336 is broader in scope than is § 337, however, for while § 336 applies to partial
as well as complete liquidations, § 337 applies only to complete liquidations. Thus the pre-1954

emphasis on formalities still exists with respect to partial liquidations. The House version of §
337 would have applied to both partial and complete liquidations, see note 102 supra, but the
Senate version which was enacted dropped the partial liquidation provision without explanation,
see note 106 supra. For an argument that § 337 should not have been limited in this way, see
Gelberg, The Court Holding Cumberland Situation: Liquidation as an Incident to Sale ofAssets,
N.Y.U. 13TH ANN. INST. ON FED. TAx. 605, 614-15 (1955).
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legislative history suggests that Congress also intended to eliminate the
tax distinction between (1) a corporate liquidation in kind followed by
shareholder sales of the assets and (2) a corporate sale of the assets
followed by a liquidating distribution of the sales proceeds to the share-
holders. 5 ' In recognition of this latter objective, the Tax Court, 152 the
Internal Revenue Service, 153 and various commentators 5 4 have stated

151. The Senate Finance Committee report stated:
Section 337. . . concerns the problems raised by the decisions in Commissioner v.

Court Holding Company... and U.S. v. Cumberland Public Service Co .... These
decisions involve the question of whether the corporation or the shareholder effected a
sale of property in connection with the liquidation of the corporation. Under the deci-
sion in Cumberland Public Service Co., supra, it is indicated that in the case of a distribu-
tion of property in liquidation of a corporation followed by its sale made in fact by its
shareholders, a single tax is imposed at the shareholder level. Where the shareholders in
fact did not effect the sale, tax is imposed both at the corporate and at the shareholder
level. Accordingly, under present law the tax consequences arising from sales made in
the course of liquidations may depend primarily upon the formal manner in which the
transactions are arranged. Your committee intends in section 337 to provide a definitive
rule which will eliminate the present uncertainties.

S. REP. No. 1622, 83d Cong., 2d Sess. 258, reprinted in [1954 U.S. CODE CONG. & AD. NEWS
4621, 4896.

A number of cases have cited this passage for the proposition that § 337 was enacted to
achieve tax parity between sales followed by liquidations and liquidations in kind. See, e.g.,
Midland-Ross Corp. v. United States, 485 F.2d 110, 114-15 (6th Cir. 1973); Commissioner v.
Kuckenberg, 309 F.2d 202, 205-06 (9th Cir. 1962), cert. denied, 373 U.S. 909 (1963); Estate of
David B. Munter, 63 T.C. 663, 672 (1975).

152. In holding that § 337 applies to the assignment of executory contracts, the Tax Court
stated:

Since the main objective of section 337 was to provide identical tax consequences
whether a corporation sells its assets and then distributes the proceeds to its shareholders
in complete liquidation or distributes the assets in kind to its shareholders, there arises, at
least in most circumstances, a need/orparily between sections 336 and 337.

John T. Stewart III Trust, 63 T.C. 682, 693 (1975), acq., 1977-1 C.B. I (emphasis added) (footnote
quoting § 336 omitted). See also Estate of David B. Munter, 63 T.C. 663, 676-77 (1975) (since the
court had not ruled on whether the tax benefit rule applied in a § 336 liquidation, it was free to
make an independent ruling on the applicability of the rule in a § 337 situation; the court held that
income was realized under the tax benefit rule on a § 337 sale of previously expensed property).

153. The Service has stated that "[t]he purpose of enacting section 337 was to make tax con-
siderations a neutral factor in the determination of whether a liquidating corporation would itself
sell its assets and distribute the proceeds, or, alternatively, distribute the assets to its shareholders
for sale at that level." Rev. Rul. 74-396, 1974-2 C.B. 106, 107. It has issued rulings consistent with
this objective. See Rev. Rul. 77-190, 1977-1 C.B. 88, 89 (§ 337 applied to the sale of rights to
service mortgage contracts, thus maintaining parity with § 336). See also Rev. Rul. 74-396, 1974-
2 C.B. 106 (tax benefit recapture principles of § 337 cases applied to a § 336 liquidation under the
parity rationale).

154. See, e.g., BITrKER & EuSTICE, supra note 6:
The function of §337-to eliminate the distinction between Court Holding Co. liqui-

dations and Cumberland Public Service Co. liquidations-strongly suggests that §337
should be interpreted, whenever possible, in such a way as to minimize the disparities
between. . . [corporate sales under §337 and liquidations in kind under §336]. . . . In
keeping with this approach, the cases and rulings exhibit a tendency to limit §337 so as to
achieve a parity between sales of assets by the corporation and distributions in kind.

.. . On balance, the "parity" treatment of sales under §337 and distributions in
kind under §336... has much to commend it as a solution to the interpretive problems
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that in a novel context section 337 should generally be interpreted and
applied so that the income tax consequences at the corporate level are
identical whether the corporation sells the assets under section 337 or
distributes the assets in kind to the shareholders under section 336 for
sale by them.

C. The Applicability of Section 337 to the Transferor Corporation in
a "C" Reorganization

In a "C" reorganization the transferor corporation might sell part
of its assets to third parties prior to liquidating to discharge liabilities it
retained or for other reasons.1 55 Alternatively, it might distribute all of
its assets and any retained liabilities to its shareholders, 56 who might
later sell part of the assets received to discharge the liabilities assumed
or for other reasons. Section 337 should apply to the sales to third par-
ties under the former alternative if this would further the congressional
objective of eliminating tax distinctions between these two alternative
ways of structuring a liquidation coupled with a sale of corporate as-
sets.

A transferor corporation that liquidates pursuant to a "C" reor-
ganization does not recognize gain or loss on the distribution of prop-
erty to its shareholders.1 57 If it retains liabilities in the reorganization
and distributes these to its shareholders in liquidation, the transaction
is considered for tax purposes to be an additional investment by the
shareholders in their stock in the acquiring corporation, and thus the
shareholders' assumption of the corporate liabilities does not result in
gain to the transferor corporation.15 8 Since the transferor corporation's
unrealized gain or loss on its assets is permanently eliminated if the
assets are distributed in kind and the shareholders make the sale, the
application of section 337 to sales by the corporation is consistent with
the objective of neutralizing the tax consequences of these alternative
ways of accomplishing a liquidating sale.159

Id. at 11-69, 11-72. See also Bonovitz, Problems in Achieving Parity in Tax Treatment Under
Sections 337 and 334(b)(2), N.Y.U. 34TH ANN. INST. ON FED. TAX. 57 (1976); Fleming, Judicial
Error Under Section 337,Resurrects Cumberland-Court Holding Uncertainties, 2 J. CoRPe. TAx. 5
(1975); Galant, The Enigmatic Section 337.4 Current Sounding, N.Y.U. 34TH ANN. INST. ON FED.
TAx. 493, 496-99 (1976); Morrison, Assignment of Income and Tax Benefit Princoiles in Corporate
Liquidations, 54 TAXES 902 (1976).

155. See notes 14-15 supra and accompanying text.
156. See, e.g., Rev. Rul. 70-271, 1970-1 C.B. 166 (situation 3); Rev. Rul. 67-411, 1967-2 C.B.

124.
157. The applicable nonrecognition provision is generally assumed to be § 336. See note 90

supra.
158. Rev. Rul. 70-271, 1970-1 C.B. 166 (situation 3).
159. That the transferor corporation sells stock that it received in the reorganization rather

than assets that it owned prior to the reorganization exchange should not preclude the application
of § 337. In Frank W. Verito, 43 T.C. 429 (1965), the Tax Court held that § 337 applied to the
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Irrespective of whether section 337 applies, the timing of the recog-
nition of gain or loss at the shareholder level on a liquidating distribu-
tion pursuant to a reorganization may differ depending on whether the
corporation sells the assets or distributes them in kind for sale by the
shareholders. This results from the fact that gain that the shareholders
would have to recognize if they sell corporate assets following a liqui-
dation in kind can be deferred in the context of a reorganization if the
corporation sells the assets and does not distribute the proceeds as such
to the shareholders. 160 The issue thus arises whether section 337 should
apply in such situations despite the absence of comparable shareholder

sale of stock purchased with the proceeds of the sale of operating assets to which § 337 applied.
The court stated:

We feel that as long as the sale is not inconsistent nor incompatible with the pending
liquidation, that is, as long as the corporation is in fact in the process of complete liqui-
dation, and the sale does not violate any other subsection of section 337, it is covered by
section 337 regardless of the fact that it takes place after the permanent operating assets
have been sold.

Id. at 440.
160. Such situations fall into three categories.

First, if the transferor corporation sells stock received in the reorganization and uses all of the
proceeds to discharge retained liabilities, as was the case in FEC, the shareholders do not recog-
nize their gain or loss on the liquidating distribution under § 354. The shareholders likewise would
not have recognized gain or loss under § 354 had the stock and liabilities been distributed in kind,
but the liabilities assumed would have increased the basis of the stock received pro rata. See Rev.
Rul. 70-271, 1970-1 C.B. 166 (situation 3); Rev. Rul. 67-411, 1967-2 C.B. 124. Thus the sharehold-
ers would have recognized gain or loss had they sold part of the stock received to discharge the
liabilities assumed. (This timing difference may be offset in whole or in part if there are excess
proceeds after the corporation discharges the liabilities, as was the case in General Housewares.
See text accompanying note 37 supra. In this case, the shareholders must recognize their gain on
the liquidating distribution to the extent of the cash distributed under § 356, whereas had the
corporation distributed the stock and liabilities in kind and the shareholders sold sufficient stock
to raise the same amount of excess cash, only the difference between the proceeds and their basis
in the stock sold would have been recognizable.)

Second, the basis rules also create a timing difference at the shareholder level if the transferor
corporation sells retained assets and uses the proceeds to discharge its liabilities. In this case, the
shareholders do not recognize their gain or loss on the liquidating distribution, but they would
have been required to recognize their gain to the extent of the fair market value of the assets
distributed had the assets and liabilities been distributed in kind. (The liabilities assumed would
not have been netted against the fair market value of the assets distributed for purposes of deter-
mining the shareholders' recognizable gain under § 356 but rather would have served to increase
the basis in their stock in the acquiring corporation. See Rev. Rul. 70-271, 1970-1 C.B. 166 (situa-
tion 3).) The timing difference in this situation is generally greater than that in the FEC situation
described in the preceding paragraph, since there the gain recognized if the shareholders made the
sale following a liquidation in kind was net of the shareholders' basis in the stock sold.

Third, there is a timing difference in the tax consequences to the shareholders between a
liquidation following a corporate sale and a liquidation in kind if the transferor corporation sells
retained assets to third parties and either (1) transfers the proceeds to the acquiring corporation in
the reorganization in exchange for additional stock in the acquiring corporation or its parent or (2)
uses the proceeds to buy stock in the acquiring corporation or its parent on the open market. In
either case, the shareholders do not recognize their gain on the liquidating distribution under
§ 354, but they would have been required to recognize gain under § 356 (or § 331, if the assets sold
represented a substantial proportion of the transferor corporation's assets, see note 6 supra and
accompanying text) on an in-kind distribution of the assets sold.
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level tax consequences between these two alternative scenarios. 161

The overriding purpose of Congress in enacting section 337 was to
neutralize the tax treatment at the corporate level of corporate sales
followed by liquidations and liquidations in kind followed by share-
holder sales. Applying section 337 to sales to third parties by a trans-
feror corporation in a "C" reorganization is consistent with this
objective. The fact that under certain circumstances16 the sharehold-
ers' gain on a liquidating distribution pursuant to a reorganization may
be deferred if the corporation sells its assets rather than distributes
them in kind for sale by the shareholders cannot justify administrative
or judicial amendment of section 337. 163 A contrary conclusion "would
cause the question of taxation to once again depend upon who made
the sale" and therefore "would be a direct violation of the section." 164

CONCLUSION

Under the literal language of the statute, section 337 is applicable
to a transferor corporation that sells assets to third parties and then
liquidates pursuant to both a "C" reorganization and a plan of com-
plete liquidation. Thus the question presented in the FEC and General
Housewares cases is whether a judicial exception should be read into
section 337 to prevent its application in that context. There is no per-
suasive argument for such an implied exception, and in fact limiting
section 337 in that way, as the Court of Claims did in FEC, is contrary
to the legislative purpose of neutralizing the corporate level tax conse-
quences of corporate sales followed by liquidations and liquidations in
kind followed by shareholder sales. Accordingly, as the district court
properly concluded in General Housewares, section 337 should apply to

The timing differences in these situations will generally be reversed when the shareholders
dispose of the stock received in the reorganization in taxable transactions. See note 12 supra.

161. The government did not raise this issue in either FEC or General Housewares.
162. See note 160 supra. Gain is not necessarily deferred at the shareholder level in a § 337

liquidation pursuant to a reorganization compared with a liquidation in kind since (1) the share-
holders may realize a loss on the liquidating distribution; (2) gain is recognized under § 356 if the
proceeds of the corporate sale of assets are distributed to the shareholders; and (3) gain may be
recognized in the year the liquidating distribution is received notwithstanding the applicability of
§ 354 if the shareholders promptly dispose of their stock in the acquiring corporation or its parent,
as may have been the case in FEC. See note 29 supra. But Sf. note 53 supra and accompanying
text (prompt disposition of the stock may invalidate the reorganization because of the continuity-
of-interest requirement).

163. The most equitable rule might be to apply § 337 in the context of a reorganization but to
require the shareholders to recognize their gain or loss on the liquidating distribution to the same
extent as they would have if the assets sold to third parties had instead been distributed in kind
and sold by the shareholders. There is no basis in the existing law for such a requirement, how-
ever.

164. Frank W. Verito, 43 T.C. 429, 440 (1965).

1978]
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sales to third parties by a transferor corporation in a "C" reorganiza-
tion.
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