
Income Tax -Nonrecognition of Gain or Loss in Corporate Liquida-
tions-Casualty Damage or Destruction Must Occur After Adoption of
a Plan of Liquidation to Qualify for Nonrecognition Under Section 337.
Central Tablet Manufacturing Co. v. United States, 481 F.2d 954 (6th
Cir. 1973), affd, 42 U.S.L.W. 4961 (U.S. June 9, 1974).

Central Tablet Manufacturing Co. was engaged in the manufacture
of school supplies. A fire extensively damaged its plant and machinery.
Due to a dispute with the insurers over the amount due under policies
covering the loss, payment of insurance proceeds was delayed. Subse-
quent to the fire, but prior to settlement of the insurance claims, the
stockholders voted to dissolve the corporation and liquidate its assets.
This liquidation was effected within the succeeding year. The corpora-
tion realized a gain on receipt of the insurance proceeds from the prop-
erty destroyed by fire. It treated this gain as nonrecognizable under
section 337(a)' of the Internal Revenue Code. This section allows for
nonrecognition by a corporation of any gain or loss in the sale or ex-
change of property occurring pursuant to a plan of complete liquida-
tion .'

The Commissioner of Internal Revenue took the position that Cen-
tral Tablet Manufacturing Co. had not qualified for nonrecognition
under section 337 because the involuntary conversion (destruction by
fire) occurred prior to adoption of a plan of complete liquidation. The
Commissioner regarded the time of destruction of the property rather
than the time of payment of the insurance proceeds as the point at which
the conversion occurred. Thus, the corporation did not qualify for non-
recognition because the conversion did not occur after adoption of a
plan of liquidation. The corporation paid the deficiency assessed by the
Commissioner and initiated a refund suit in the district court. The court
followed United States v. Morton3 which held that an involuntary
conversion does not occur until the time of payment of policy proceeds.4

The Commissioner appealed. The Sixth Circuit declined to follow
Morton and reversed.' It held that, for purposes of nonrecognition, the
involuntary conversion occurred on the date of the fire.' Accordingly,

I. INT. REv. CODE OF 1954, § 337(a).
2. Id.
3. 387 F.2d 441 (8th Cir. 1968).
4. Central Tablet Mfg. Co. v. United States, 339 F. Supp. 1134 (S.D. Ohio 1972), rev'd,

481 F.2d 954 (6th Cir. 1973).
5. Central Tablet Mfg. Co. v. United States, 481 F.2d 954 (6th Cir. 1973).
6. Id. at 960.
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since the corporation failed to adopt a plan of liquidation before the
conversion, it did not qualify for nonrecognition of gain.7

The court reached its decision by relying upon congressional intent
found in the legislative history of section 337. It found a clear intent by
Congress to grant nonrecognition treatment only to a corporation that
had decided to cease operations and liquidate before completing the sale
or exchange of corporate assets.8 The purpose of the section was to
eliminate the necessity of determining whether a sale of corporate assets
by shareholders to whom they had been distributed in a liquidating
dividend was, for tax purposes, a sale by the corporation.9 It was not
designed as a relief measure for corporate taxpayers who by fortuity had
suffered a destruction of assets and still realized a gain. 0 The court
accepted the continued efficacy of prior decisions which had held an
involuntary conversion to be a section 337 "sale or exchange."" But
judicial extension of the statute to allow for nonrecognition of gain when
assets are involuntarily converted was intended only to prevent injustice
to shareholders who had adopted a plan of liquidation but who there-
after lost their property before it could be sold. 2 It was not intended to
convert the statute into a general relief measure granting nonrecognition
in liquidation to any corporation suffering an involuntary conversion.' 3

The court relied upon the "well settled principle" that statutes granting
exemptions or deferments must be strictly construed. 4

Section 337 was enacted as a remedial section to prevent the tax
consequences arising from sales made in the course of liquidation from
depending upon the formal manner in which transactions were ar-
ranged. 5 Great difficulty had been experienced in distinguishing be-
tween a sale by the corporation and a sale by its shareholders of assets
sold upon liquidation of a corporation. This problem became particu-
larly acute in liquidations of closely-held corporations because of the
difficulty in ascertaining whether corporate management was acting in
its capacity as management or as shareholder distributees in negotiating
a sale of corporate assets. The enactment of section 337 permitted the

7. Id.
8. Id.
9. Id.
10. Id.
II. Id. at 957 n.6. See text accompanying notes 20-24 infra.
12. Id. at 960.
13. Id.
14. Id.
15. S. REP. No. 1622, 83d Cong., 2d Sess. 258 (1954).
16. Id.. citing Commissioner v. Court Holding Co., 324 U.S. 451 (1945) and United States

v, Cumberland Pub. Serv. Co., 338 U.S. 451 (1950).
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imposition of a single tax at the shareholder level upon the proceeds of
property sold during liquidation irrespective of whether the shareholder
or the corporation in fact effected the sale. 7 Even negotiations by the
corporation prior to the liquidation do not cause a tax liability for the
corporation. 9 The statute requires, however, the adoption of a plan of
complete liquidation before the sale or exchange of property occurs. 9

Shortly after the passage of the Internal Revenue Act of 1954, the
Commissioner of Internal Revenue, through Revenue Ruling 56-3722o
took the position that a casualty loss was not a sale within the meaning
of section 337. But in Towanda Textiles, Inc. v. United States2' the
Court of Claims rejected the position taken in the Revenue Ruling and
held that a capital gain resulting from collection of insurance proceeds
was exempt from recognition under section 337.1 In Towanda, a corpo-
rate asset was destroyed by fire three days after adoption of a plan of
complete liquidation. The court said:

Literally, an involuntary conversion is not a sale, but what Congress
had in mind was a conversion of a corporation's capital assets into
cash, whether voluntary or involuntary, and the distribution of cash to
the stockholders.

2 3

After pointing out that it was inconceivable that Congress would have
drawn a distinction between a gain from a voluntary conversion and an
involuntary conversion, the court held an involuntary conversion was
within the intent of Congress when it exempted the corporation from
liability for a tax on the gain derived from a sale of its property upon
liquidation.24 The Commissioner of Internal Revenue adopted the hold-
ing of Towanda in Revenue Ruling 64-100.25

United States v. Morton"9 dealt with the recognition by a corpora-

17. Id.
18. H.R. REP. No. 1337, 83d Cong., 2d Sess. - (1954).
19. INT. REV. CODE OF 1954, § 337(a).
20. Rev. Rul. 372, 1956-2 CUM. BULL. 187 provides in part:
Accordingly, it is held that the receipt of fire insurance proceeds from the complete
destruction of a building by fire, resulting in an involuntary conversion, does not consti-
tute a 'sale' for the purpose of obtaining nonrecognition of gain or loss benefits where
liquidation of corporate assets is made pursuant to § 337(a) of the INTERNAL REVENUE

CODE OF 1954.
21. 180 F. Supp. 373 (Ct. Cl. 1960).
22. Id. at 337.
23. Id. at 376.
24. Id.
25. Rev. Rul. 100, 1964-1 CUM. BULL. 130.
26. 387 F.2d 441 (8th Cir. 1968).
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tion of gains resulting from a fire which occurred prior to the adoption
of a plan of liquidation. The case involved facts virtually identical to
those in Central Tablet, but the district court held that the involuntary
conversion occasioned by the fire loss was not taxable to the corporation
because of section 337.2? The Court of Appeals for the Eighth Circuit
affirmed."8 The position of the Commissioner on appeal was virtually
the same as in Central Tablet-the time of the fire should be considered
the time of the conversion. The government argued that in the case of
a fire conversion, the question of passage of title is irrelevant because
actually no title passes. There remains only a claim for reimbursement
of the fire loss. The court rejected this argument. It said that in any sale
or exchange something of value is received for the article sold or ex-
changed. 9 The mere conversion of a tangible capital asset into a chose
in action against an insurance company for an undetermined amount
was held not to constitute a completed sale or exchange. 0 The court
then said that a sale or exchange by involuntary conversion is not com-
pleted until either the policy proceeds are received, an enforceable claim
of a specific amount is agreed upon, or a court judgment is obtained.'
The court reasoned that there could be no gain to recognize until the
amount of proceeds is determined and made available. 2 Therefore, the
gain resulting from the collection of insurance proceeds was found to
be entitled to nonrecognition because such collection did not occur until
after adoption of the plan of liquidation. 3

1

The disparate results in Morton and Central Tablet illustrate the
difficulty of decision in an area in which Congress has not expressed its
intent. The legislative history of section 337 is silent on the question of
involuntary conversions. Yet, in cases like Towanda, it seems correct
to hold that the "sale or exchange" language of the section implicitly
includes such conversions. The difference in result in Morton and
Central Tablet arises from a difference in judgment as to how far this
implication is to be carried. The difficulty in resolving the issue arises
because one result seems to treat the corporate taxpayer suffering an
involuntary conversion prior to a liquidation too harshly while the other
seems to give him an advantage over other taxpayers. The Morton result
permits the corporation to decide after destruction of the property

27. 258 F. Supp. 922 (W.D. Mo. 1966).
28. 387 F.2d 441 (8th Cir. 1968).
29. Id. at 447.
30. Id. at 448.
31. Id.
32. Id.
33. Id.
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whether to rebuild with the insurance proceeds or to liquidate. Under
Morton, it is allowed nonrecognition of gain under either choice. 4 But
the noncorporate taxpayer is allowed nonrecognition of the gain realized
only if he elects to rebuild." On the other hand, the result in Central
Tablet allows a fortuitous circumstance to preclude a corporation from
taking advantage of nonrecognition of gains on the sale of its plant upon
liquidation. Either result causes some inequity in the treatment of simi-
larly situated taxpayers, and furthermore, the two alternatives appear
to exhaust the possibilities under the existing statutory scheme.

In this close question, public policy and the general judicial ap-
proach to tax questions support the result in Central Tablet. The legisla-
tive history indicates that section 337 was enacted to enable close corpo-
rations to take advantage of nonrecognition provisions upon dissolution
without a detailed inquiry into the mechanics of the subsequent sale of
corporate assets.36 Nothing in the cases resulting in the legislation, nor
in the legislative history, indicates a purpose of allowing corporations
nonrecognition of gains realized prior to a decision to liquidate. 7 Other
provisions of the Internal Revenue Code provide relief for taxpayers
realizing unplanned and totally fortuitous gains as the result of involun-
tary conversions.3 8 These two facts argue against a judicial interpreta-
tion of section 337 which would make its nonrecognition feature gener-
ally available to corporations suffering involuntary conversions. In
questions of revenue generation, courts should not allow tax benefits
beyond those necessary to implement the purposes of a provision. 9 As
a general rule, courts should construe tax exemptions strictly, leaving
to Congress the correction of inequities in the tax laws.4° Additionally,
where inequities seem unavoidable, as they do in this case, it would seem
that Congress is better equipped to determine where the burden should
fall. For these reasons Central Tablet is the better judicial resolution of
this difficult problem.

Earnest C. Casstevens

34. This result occurs because Morton allows the corporate taxpayer nonrecognition of gain
on destroyed property if it liquidates, and section 1033 of the Internal Revenue Code of 1954 allows
for nonrecognition of gains if the insurance proceeds are used to replace destroyed property.

35. INT. REV. CODE OF 1954 § 1033(a).
36. S. REP. No. 1622, 83d Cong., 2d Sess. 258 (1954).
37. Id., citing United States v. Cumberland Pub. Serv. Co., 338 U.S. 451 (1950); Commis-

sioner v. Court Holding Co., 324 U.S. 331 (1945).
38. INT. REV. CODE OF 1954 § 1033(a).
39. See, e.g., Commissioner v. Jacobson, 336 U.S. 28, 49 (1948).
40. Id.
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