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CHAPTER I

INTRODUCTION

The problem of establishing "continuity of interest" 
as sufficiently present to warrant a tax deferral on 
any potential gain in a corporate reorganization repre­
sents a difficulty that has pervaded the United States 
tax system for many years. As the issue now stands, 
taxpayers involved in reorganizations cannot rely mere­
ly upon literal compliance with governing statutes. 
Rather, they must, in addition, satisfy a very subjec­
tive judicial assessment as to whether the legislative 
intent upon which the statutes were founded has been 
fulfilled. The basis for this judicial assessment, in 
turn, hinges upon the continuity doctrine.

Ideally, continuity of interest represents a tool 
with which the judicial system can accurately.discern 
the substance of a reorganization transaction and there­
by render decisions in accordance with the legislative 
intent. The doctrine was first utilized for this pur­
pose in response to what the courts perceived to be sim­
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plistic statutes governing the taxation of reorganiza­
tions. For instance, at one time, outright sales of 
corporations (events which clearly merit taxation) met 
the literal statutory requirements and thus qualified 
under the law as tax-free reorganizations. The courts, 
however, instead of blindly applying such obviously in­
adequate provisions, acted to preserve the integrity 
of the law by focusing on the substance of the trans­
action so as to distinguish between true reorganizations 
and mere disguised sales.

While the reorganization statutes have often been 
revised over the years, the courts' jurisdiction over 
continuity of interest has never been challenged. Thus, 
it remains the case today that a literal fulfillment 
of the statutes is not sufficient to guarantee tax-free 
status. Taxpayers still must demonstrate to the courts 
that a significant continuity in the ownership of the 
entities has been maintained.

It is with respect to this burden of proof placed 
on the taxpayers that the greatest perceived weakness 
of reorganization taxation exists. It is evident, a 
priori, that corporations are allowed to reorganize for 
a purpose —  primarily, to enable business entities to 
select that form of business in which they feel best 
able to efficiently conduct operations. Moreover, to 
the extent that any legislation prevents or unduly penal-



izes attempts to increase efficiency, that legislation 
does a disservice to society. Conversely, however, it 
is equally clear that taxpayers should not be allowed 
to disguise transactions which merit taxation as reor­
ganizations solely for the purpose of evading taxes.

A cursory assessment of this dilemma might produce 
a feeling that this blend of legislation and judicial 
discretion might result in an effective and equitable 
balance of power among the contending parties. Unfor­
tunately, a closer analysis reveals that such is not 
the case —  a result primarily due to the large scale of 
the finances involved in most reorganizations. Given 
the persistent inflation prevalent in recent decades, 
corporations considering reorganizations will almost 
assuredly possess net assets for which the fair market 
value far exceeds their basis. Consequently, if tax- 
free reorganization status is striven for and not achieved, 
a severe tax would result on the assets' appreciation.
With such a significant "at risk" position, most corpora­
tions are naturally hesitant about taking chances and, 
accordingly, tend to structure their reorganizations 
so that potential conflicts with the Administrative posi­
tion are avoided. This impasse prevents the hoped for 
balance of power and, instead, results in an inflated 
Internal Revenue Service authority. Rather than allow­
ing firms to utilize the most efficient means of form­



ing what they perceive to be more competitive positions, 
corporations are impelled to proceed inefficiently ac­
cording to possibly uneconomic criteria forced on them 
by the Service.

This dilemma within the reorganization area has 
resulted in substantial litigation involving contin­
uity of interest in which the courts have been forced 
to decide what variables they consider important in a 
given set of circumstances in deciding whether continuity 
is present. While case law cites numerous factors which 
the courts have considered relevant, no definitive cri­
teria or guidelines are apparent from the litigation.

PURPOSE OF THE STUDY

The purpose of this empirical investigation is to 
assess the judicial application of the continuity of 
interest doctrine in determining the tax status of cor­
porate reorganizations. Since such determinations in- 
vo3ve multiple and interactive variables, taxpayers have 
often been at odds with the Service with respect to the 
proper tax treatment. This controversy has resulted 
in a large body of case law relating directly to continuity 
of interest. Even though this should represent a source 
of considerable insight into the issue, little systematic 
analysis has been undertaken to identify which variables



or facLors significantly influence judicial decisions.
This study proposes such an analysis, involving four 
specific research questions.

Research Questions

Research Question #1 : How does the Tax Court weigh
various factors in making 
their determinations as to 
continuity of interest?

Research Question #2: How well does a model con­
sisting of the Tax Court's key 
variables perform with respect 
to predicting determinations 
for internally generated hold­
out samples of Tax Court 
cases?

Research Question #3: How stable is the Tax Court's
assessment of continuity of 
interest over the approxi­
mately fitty year period dur­
ing whicn the issue has been 
litigated?

Research Question #4: How well does the Tax Court
model perform with respect to



predicting determinations of 
continuity of interest for 
District Court and Court of 
Claims cases involving con­
tinuity of interest?

CONTINUITY OF INTEREST DATA

One hundred and fifty-six cases involving assessments 
of continuity of interest during the period 1932 to 1931 
were identified through a Lexis search^ and manual tech­
niques. Of these, three cases failed to provide suffi­
cient information with respect to the study's variables 
and were deleted from the analysis. All of the Tax Court 
cases (122 in total) that were analyzed in the study 
are listed chronologically in Table 6-1 and all relevant 
District Court and Court of Claims cases are similarly 
listed in Table 6-11. In addition, citations for each 
case and values for all of the study's independent varia­
bles are presented alphabetically in Appendix A.

Since the assessment of continuity of interest in­
volves a question of fact, and since the court of original

2jurisdiction is the court for fact determination , each 
case was analyzed in the court in which it originated. 
Initial decisions can be overturned on appeal only if 
the decisions are based on significant errors of law^. 
Courts of appeal were utilized, however, for data-gather-



ing purposes when original courts tailed to provide suf­
ficient detail with respect to the variables.

RESEARCH METHODOLOGY 

Research Question #1

The initial task in this study involved the iden­
tification of variables or factors which are intuitively 
interrelated with judicial assessments of continuity 
of interest. In the attempt to uncover these variables, 
the statutory and administrative regulations provided 
little assistance since, for the most part, determina­
tions have been left up to judicial discretion. Qualita­
tive discussions of corporate reorganizations, in general, 
are numerous and a significant number of these deal speci­
fically with continuity of interest. These sources, 
in concert with key Supreme Court decisions relating

4to this issue , provided the source for most of the varia­
bles. In addition, a careful review of all continuity 
of interest cases should have uncovered any previously 
overlooked factors.

After these variables were identified (the variables 
themselves are discussed in Chapter IV), the factors 
were used to develop mathematical models of the courts' 
decision-making processes. In addition, the study foc­
used primarily on the Tax Court, for several reasons.
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First, the Tax Court represents the court of technical 
expertise for tax issues in that only tax-related cases 
are heard in this forum and since Tax Court judges invaria­
bly are selected from tax practice backgrounds. Converse­
ly, courts such as the District Court and the Court of 
Claims hear primarily non-tax litigation and, consequent­
ly, are generally less sophisticated with respect to 
tax issues. And second, since a large majority of con­
tinuity of interest cases are resolved in the Tax Court, 
it seems propitious to focus the decision-making model 
on that forum most likely to be encountered by the par­
ties involved in a reorganization.

The model based on Tax Court cases was used primarily 
to identify important variables with respect to the jud­
icial decisions and to use those variables to classify 
cases as either possessing or not possesing continuity 
of interest. The key variables are identified in the 
methodology utilized (the methodology is discussed in de­
tail in Chapter V) by a stepwise procedure in which varia­
bles are entered into the model one at a time based upon 
the greatest resulting increases in the maximum likelihood 
function. This iterative process is continued until 
the increase from the next variable to be entered into 
the model is not significant. Thus, the ordered variables 
resulting in significant increases in the maximum like­
lihood function constitute the model.



Once the model nas been so estimated, it can be 
transformed arithmetically to provide a predicted prob­
ability for a finding of continuity by the Tax Court.
This probability, in turn, can be used to classify each 
case with respect to the presence or absence of continuity.

Research Question §2

In order to assess the validity of the Tax Court 
model produced in Research Question § 1 , a method was 
devised in which internally generated random hold-out 
samples (each consisting of approximately 10% of the 
entire Tax Court sample) will be withdrawn from the over­
all sample. Subsequently, the withheld cases will be 
classified by a model based on the retained cases (90%). 
Reiterating this process ten times, that is, until all 
Tax Court cases have been withheld once, and examining 
resulting cumulative classification accuracies should 
provide evidence concerning the validity of the original 
model-

This assessment of validity is particularly import­
ant since Research Question #1's model utilized a given 
sample of Tax Court cases to classify those very same 
cases. As a result, it is probable that the classifica­
tion accuracy will be somewhat overstated. This inflated 
accuracy (referred to as "upward biasness") is caused 
by the model's incorporation of characteristics unique
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to the sample which enables the model to more accurate­
ly classify outlying or unusual cases within the sample.
By withholding sets of cases, the resulting models can­
not incorporate potential idiosyncracies that may exist 
in the hold-out sets. Therefore, the resulting classi­
fication accuracies relating to the hold-out sets should 
provide an accuracy rate that has been adjusted for pot­
ential upward biasness.

Research Question #3

Since continuity of interest has been litigated 
over a considerable period of time, it is conceivable 
that independent variables in the model may have been 
applied inconsistently over time. Given the nature and 
development of the doctrine, it appears likely that a 
fair degree of temporal stability should exist since 
continuity of interest has served the same basic purpose, 
from the same general perspective of the Tax Court since 
its inception. While statutory changes have rendered 
it superfluous in some areas by detailing objective safe 
harbor requirements which guarantee reorganization status 
for certain transactions, such restrictions in its scope 
have never altered how the doctrine has been applied 
when still appropriate.

The temporal stability of the Tax Court model will 
be assessed by chronologically dichotomizing the Tax
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Court sample cases into two subsets. The sets will be 
divided by an event which is perceived as potentially 
having altered the judicial assessment of continuity 
of interest. An investigation into possible changes 
in the subset models' significant variables and an ana­
lysis of the respective models' classification accuracies 
will provide the basis for assessing temporal stability.

Research Question #4

The primary focus of this study is the Tax Court 
for the reasons identified previously. However, it is 
at least interesting to consider possible differences 
between the Tax Court and other forums i n which continuity 
of interest may arise (the District Court and the Court 
of Claims). For instance, it is feasible that where 
a relatively weak case might face almost certain failure 
under the expert scrutiny of the Tax Court, it could 
have a significantly better prospect for success in a 
less rigorous Court of Claims' examination.

To assess the potential variations between the exist­
ing judicial systems, the Tax Court model from Research 
Question #1 will process raw data from District Court 
and Court of Claims cases and classify each according 
to the model's output. Differences in classification 
accuracy from those observed in prior research questions 
would constitute evidence of structural differences among
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the various courts. However, this analysis must be lim­
ited to the identification of possible differences, and 
no conclusions will be drawn with respect to the degree 
or direction of variations that may exist.

LIMITATIONS

This study identifies numerous variables that are 
thought to be relevant to the judicial assessments of 
continuity of interest, and then develops a model ot 
the courts' decision-making processes. One aspect of 
this study's potential contribution involves some pre­
dictive application of the model towards future reorgan­
ization transactions. However, the certainty of being 
able to predict future assessments is shaken somewhat 
by the dynamic nature of the U.S. tax structure. That 
is, while it might seem reasonable to suggest that a 
model based upon data gathered over a fifty year time 
span will possess significant predictive capabilities, 
the possibility for the introduction of new variables 
via changes in the law or by the courts undermines such 
an assurance. Nonetheless, it should be strongly emphas­
ized that this predictive capacity of the model is not 
viewed as the study's primary contribution and, there­
fore, this limitation is not critical. To the contrary, 
the primary goal is to identify those variables which 
the courts view as most important with respect to assess­
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ing continuity of interest. One possible utilization 
of these significant variables involves an enactment 
of new legislation aimed at reducing the current reliance 
on the subjectivity of the courts. If this proves to 
be the case, then the predictive capacity of the model 
would assume only minimal importance.

At this point, several potential sources of bias 
suggest themselves and should be discussed before pro­
ceeding. First, a possibility exists for situations 
in which one side or the other possess such a strong 
case that litigation is unnecessary. Since a large maj­
ority of litigated cases will involve situations in whicn 
both parties anticipate reasonable probabilities of suc­
cess, a model based on the characteristics of such "bal­
anced" cases may provide a distorted perspective if blind­
ly applied to "imbalanced" situations. However, even 
a slight modicum of rationality in the use of the model 
snould preclude such a likelihood.

A second potential bias exists in that the source 
of data consists of the written opinions of ruling judges. 
This introduces the possibility that judges may (either 
consciously or subconsciously) report only those variables 
which tend to support their conclusions. This is a ser­
ious possibility but, fortunately, one which is lessened 
by the infrastructure of the U.S. court system. In order 
to minimize the likelihood of having decisions reversed
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on appeal (a source of professional embarassment), judges 
tend to disclose fully all factors considered in reach­
ing their decisions so as to demonstrate, at the least, 
tnat all relevant factors were taken under judicial re­
view.

A fourth potentially serious problem involves the 
prospect of missing data. It is almost certain that 
not all variables identified as potentially significant 
will be discussed in each written opinion. Having noted 
this as a general problem, a more detailed description 
of both the problem and implemented solutions to the 
problem will be deferred until the discussion of indiv­
idual variables in Chapter IV.

Another potential limitation in the study involves 
the significant length of time during which continuity 
of interest has been litigated in the courts. Specific­
ally, changes in the pertinent statutes over the years 
have altered the environment in which continuity of in­
terest has been assessed. While these statutory changes 
have never altered how continuity of interest has been 
applied, they have changed the situations in which the 
doctrine is more commonly applicable. This change, in 
turn, could have indirectly influenced the relative im­
portance of the independent variables. On the positive 
side, however, it is relatively certain that such temporal 
instability will be observed (in Research Question § 3 )
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if, in fact, it does exist. Moreover, its existence 
is not necessarily destructive to the intended purpose 
of the study. Rather, it would necessitate a refocusing 
on only the more recent continuity of interest cases 
(which would, of course, reduce the size of the data 
base and consequently diminish the reliability of the 
study's results).

And finally, a last limitation of the study involves 
the generalizability of results. -The empirical investiga­
tion focuses on an assessment of the Tax Court (to the 
exclusion of other possible forums in which continuity 
of interest may be litigated) and upon an assessment 
of the Tax Court model's validity. Assuming that the 
aforementioned limitations prove to be manageable, it 
seems likely that the model will be generalizable to 
a Tax Court environment. However, only a surface inves­
tigation into possible differences between the Tax Court 
and the District Court or Court of Claims is possible. 
Furthermore, no attempt at explaining or measuring possi­
ble variations is feasible. Consequently, no general­
izability of the Tax Court model to other judicial forums 
will exist.

IMPLICATIONS OF THE STUDY

As a preface to this discussion, it should be noted 
that the tax research undertaken in this study falls



16

into a micro-level type of research in that the basic 
issue involves a definite and clearly identifiable prag­
matic tax problem. Consequently, the contributions of 
the study will tend to be more practical and specific 
than one might associate with more purely theoretical 
research. Accordingly, the potential contributions of 
this study are perceived to be twofold. First, if the 
study is successful in identifying key variables which 
can produce an accurate classification model, then the 
balance of power between the Service, the courts, and 
taxpayers will be enhanced. That is, the inflated author­
ity of the Service will be reduced to a level at which 
taxpayers may be more willing to litigate. And second, 
the utilization of a more sophisticated and justifiable 
research methodology (discussed in Chapter V) than those 
utilized by prior researchers represents a contribution 
of the study in itself.

To elaborate on the initial potential contribution, 
it is a widely accepted principle of taxation that rev­
enues should be generated in a manner providing consistent, 
equitable and anticipatable results. Even further, it 
is desirable that any tax statute achieve these results 
without creating artificial constraints which might re­
strict the efficient flow of goods and services in the 
economy. To the extent that any statute can be demon­
strated as lacking in these regards, the efficacy of
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that law is clearly brought into question.
It appears that an analogous situation exists with 

respect to the taxation of corporate reorganizations.
The various types of reorganizations are provided pri­
marily to permit business entities to select a form of 
business in which they may operate most efficiently and 
competitively in world markets. Furthermore, the basic 
tenet of reorganization taxation requires that mere changes 
in business forms intended to enhance efficiency should 
not be burdened with taxation. However, an artificial 
constraint does seem to exist which often precludes the 
implementation of this concept. That is, the ambiguity 
inherent in the current legal environment of corporate 
reorganizations tends to render taxpayers unwilling to 
risk litigation. Perhaps the greatest potential contribu­
tion of this study, therefore, involves the identifica­
tion of the process by which the Tax Court assesses con­
tinuity of interest. If this process can be adequately 
modeled, two beneficial scenarios could result. First, 
objective tax statutes (safe harbor rules) could be enacted 
which might achieve the equity of current judicial assess­
ments without producing unacceptable subjectivity. And 
second, failing this, it is still possible that taxpayers 
may be more willing to risk litigation under the current 
statutes if they better understand the judiciary's deci­
sion-making process with respect to continuity of inter-
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est. If so, the inflated authority now wielded by the 
Internal Revenue Service could be at least partially 
offset.
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FOOTNOTES

1. Lexis is a computerized retrieval system which iden­
tifies all court cases in which specified words or 
series of words exist.

2. H.J. Berman and W.R. Griener, The Nature and Function
of Law (Mineola, N.Y.: Foundation Press, Inc., 1972).

3. Supra, Footnote #2.
4. Minnesota Tea Co. 296 U.S. 398.

Cortland Specialty Co. 60 F.2d 937.
John A. Nelson 296 U.S. 374.
Pinella's Ice & Cold Storage 287 U.S. 462.



CHAPTER II

This chapter first reviews the basic tenet under­
lying the taxation of corporate reorganizations in the 
United States. Subsequently, the inception and develop­
ment of the continuity of interest judicial doctrine 
are discussed -- with particular emphasis on the inter­
relationships between the objective statutes and the 
subjective judicial assessments of corporate reorganiza­
tions.

CORPORATE REORGANIZATIONS

The Internal Revenue Code specifies that "gains
derived from dealings in property" should be included
in gross income^ and allows, in general, for the deduc-

2tion of losses sustained in similar activities . The 
rationale inherent in this administrative position is 
that an event relating to the property which extends 
beyond any mere appreciation or depreciation in the value 
of the property should result in taxation for the parties 
involved. However, since transactions which may consti-

20



21

tute such taxable events can take extremely diverse forms, 
any purely rigid statutory approach will almost certain­
ly fail to achieve equitable and consistent results.
A more propitious statutory solution to this dilemma, 
nevertheless, does involve the utilization of a rigid 
approach that efficiently covers most related exigencies.
In addition, however, to provide the desired flexibility, 
exceptions are allowed for events which, although they 
may literally fit the criteria for a taxable event, are 
inconsistent with the aforementioned rationale. Corpor­
ate reorganizations constitute one such exception.

Before discussing the specific interrelationships 
that exist between corporate reorganizations and continuity 
of interest, several general aspects of reorganizations 
should be noted. Initially, it is essential to focus 
on reorganizations as they are precisely defined in the 
Code and not upon possibly misleading connotations asso­
ciated with the term. To many, corporate reorganizations 
elicit images of mismanagement and bankruptcy. However, 
while such conditions do fall within the Code's defini­
tion, a much more diverse group of corporate transactions 
are also covered by the reorganization statutes -- in­
cluding mergers, consolidations, recapitalizations, cor­
porate acquisitions of the stock or assets of other cor­
porations, and changes in the form or place of corporations,

Confronted with such a diverse group of transac-
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tions that potentially qualify as reorganizations, the 
legislature opted for a statutory definition which foc­
used primarily upon the form (as opposed to the substance) 
of the reorganizations. As might have been anticipated, 
however, the application of such a rigid approach to 
a variegated set of transactions achieved little with 
respect to sorting out the economic consequences of the 
various transactions. The reorganization statutes them­
selves are, naturally, extremely complex since they at­
tempt to prescribe the tax treatment for an amorphous 
group of transactions possessing little economic common­
ality. The complexity is heightened even further by 
regular amendments to the statutes (usually ad hoc, in 
nature) and by existing interplay with other statutory 
provisions^.

The importance of the reorganization concept for 
both corporate and estate tax purposes should be noted. 
That is, even though large corporate reorganizations 
may receive most of the public's attention, a significant 
majority of reorganizations involve more moderately sized 
firms. It has been estimated that two million closely- 
held corporations exist in the United States as opposed 
to only some 100,000 firms whose securities are listed

4on exchanges or traded in over-the-counter markets. 
Furthermore, due to the added potential for shareholder 
manipulation, the closely-held corporations may face
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d o s e r  scrutiny by the Service in regard to both the 
letter and spirit of the statutes.

CONTINUITY OF INTEREST

The Code provides that the reorganization of a cor­
poration need not result in taxation if the transaction 
"simply changes the form of the corporate holdings and 
that what was formerly a corporate business carried on 
by a particular corporation(s) is subsequently carried 
on by other and perhaps new corporations under a new 
corporate form"^. The rationale, herein, involves the 
aforementioned aim of reflecting the substance of an 
economic transaction as opposed to a mere contrived and 
artificial form. Extending this concept, it is equally 
clear that tax-free reorganization status should not 
be granted in cases involving acquisitions of one cor­
poration by another (either through purchases of the 
corporation's stock or assets) even though the acquisi­
tion might literally comply with existing statutes.
In accordance with this reasoning, the judiciary has 
tended to rely more on their perceptions of legislative 
intent than on the explicit wording of the statutes.
Two judicial doctrines -- business purpose and continuity 
of interest -- have evolved from this process to such 
an extent that they, rather than the statutes, are the 
primary determining factors in reorganization litiga­
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tion. As a result, taxpayers cannot rely solely on lit­
eral interpretations of the statutes but must also sub­
jectively assess the impact that these judicial doctrines 
will have on their particular situations.

The first of these doctrines -- business purpose 
-- is widely applicable throughout the Code. Since busi­
ness purpose hinges primarily upon the existence of tax 
avoidance motives, its assessment has been generally 
consistent and straightforward. Continuity of interest, 
on the other hand, pertains almost exclusively to cor­
porate reorganizations and has resulted in little consis­
tency upon which taxpayers may rely. To the contrary, 
a bewildering array of complications have arisen that 
virtually preclude any simple assessment of continuity 
of interest.

Thus, continuity of interest has evolved as a judi­
cial doctrine in response to what the courts perceived 
to be simplistic and rudimentary statutes controlling 
the taxation of corporate reorganizations. This simpli­
city, in the early statutes, is illustrated by an absence 
of differentiation between acquisitions of corporations 
for cash and acquisitions through the issuance of new 
capital stock. In other words, outright sales of cor­
porations (events which clearly extend beyond mere changes 
in property value) were not viewed as taxable under the 
early explicit statutes. Confronted with such inadequacy.
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the courts imposed doctrines of their own to preserve 
the "spirit" of the law -- the essence of which involved 
a segregation of disguised sales of corporations from 
true reorganizations.

Throughout the ensuing years, the reorganization 
statutes have often been revised, but Congress has never 
removed from the,Courts their jurisdiction over continuity 
of interest. Thus, it remains the case that the literal 
statutes are insufficient to guarantee the "spirit" of 
the law and the courts continue to apply continuity of 
interest wherever necessary. The recognition by the 
Service of the legitimacy and importance of this doc­
trine is explicitly stated in the Regulations®:

Under the general rule, upon the exchange of 
property, gain or loss must be accounted for 
if the new property differs in a material par­
ticular, either in kind or extent, from the 
old property. The purpose of the reorganiza­
tion provisions of the Code is to except from 
the general rule certain specifically described 
exchanges incident to such readjustments of 
corporate structures made in one of the parti­
cular ways specified in the Code, as are re­
quired by business exigencies and which effect 
only a readjustment of continuing interest 
in property under modified corporate forms.
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Requisite to a reorganization under the Code 
are a continuity of the business enterprise 
under the modified form. In order to exclude 
transactions not intended to be included, the 
specifications and their underlying assumptions 
and purposes must be satisfied in order to 
entitle the taxpayer to benefit from the gen­
eral rule.

CASE LAW DEVELOPMENT

The earliest involvement of continuity of interest 
in case law entailed relatively straightforward trans­
fers of assets that were, in reality, sales but which 
nevertheless met the letter of the applicable statutes.
In the landmark Cortland Specialty Co.^ case, for in­
stance, all of the property of one corporation was ac­
quired by a second corporation solely for cash and short­
term debt securities. While this transaction fulfilled 
the literal statutory requirements, the Supreme Court 
went beyond such a cursory analysis and, instead, sought 
to determine whether "a continuance of interest on the 
part of the transferor in the properties transferred" 
existed. Such a continuance was deemed not to exist 
and, consequently, the transaction was denied reorganiza­
tion status. In a related decision, the Supreme Court 
elaborated on its Cortland ruling by specifying in Pinella's
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QIce & Cold Storage Co. v. Comm. that "the seller must 
acquire an interest in the affairs of the purchasing 
company more definite than that incident to ownership 
of its short-term purchase-money notes. "

The issue of continuity soon broadened to encompass 
transactions which were not obvious sales, that is, ex­
changes which did not involve the mere transfer of cor­
porate assets for cash or quasi-cash. In these less 
straightforward cases, the courts focused upon what made 
particular interests significant enough to qualify trans­
actions as tax-free reorganizations. In Minnesota Tea 

gCo. V .  Comm. , the Supreme Court was confronted with 
a transaction in which substantially all of the assets 
of one corporation were acquired by another firm in ex­
change for certificates representing common stock worth 
approximately $540,000 and $425,000 in cash. The Court 
held that this transaction did qualify as a reorganiza­
tion in as much as the "seller acquired an interest in 
the affairs of the purchasing company." In accepting 
this interest for reorganization purposes, the Court 
further specified that:

... this interest must be definite and material; 
it must represent a substantial part of the 
value of the thing transferred. This much 
is necessary in order that the result accomp- 
plished may genuinely partake of the nature
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of merger or consolidation. The transaction here 
was no sale, but partook of the nature of a 
reorganizaLiou in that the seller acquired 
a definite and substantial interest in the 
purchaser.
With respect to these Supreme Court interpretations, 

it is significant that no implications are made concern­
ing the volume of the interest in the acquiring corpora­
tion that is retained by the shareholders of the acquired 
corporation. Instead, the Court simply mandated that 
the shareholders of the acquired corporation receive 
a definite and material interest that constituted a sub­
stantial part of the value of the assets transferred.
The importance of this point is that, if this were not 
the case, then mergers of small firms into larger cor­
porations (which constitute a significant proportion 
of all mergers) would automatically be denied reorganiza­
tion status. Naturally, this would be contrary to both 
the legislative and judicial intents.

An additional point should be noted. That is, no 
statute exists requiring that all, most, or even a sub­
stantial number of the shareholders of the acquired cor­
poration receive stock in the acquiring corporation. 
Instead, the assessment focuses only upon the lume 
of outstanding stock of the acquired corporation and 
not on blocks of such stock owned by individual share­
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holders. The inference here is that an exchange may 
constitute a direct sale for some shareholders without 
precluding reorganization status for others (providing, 
of course, that the other shareholders represent control 
over a significant proportion of the overall equity in­
terest). Consequently, the presence of contentious min­
ority shareholders does not eliminate or significantly 
impair the feasibility of.a tax-free reorganization.

At this point in its evolution, continuity of inter­
est had certainly not achieved any significant degree 
of uniformity. While the Supreme Court had identified 
some general characteristics for qualifying interests, 
many corollary issues remained unresolved and would re­
quire subsequent interpretations by the courts on a case- 
by-case basis. For the most part, these issues centered 
around two primary questions concerning the qualifying 
interest: (1) What types of consideration qualify for
the purposes of continuity of interest?; and (2) What 
proportion of the total value of items exchanged in the 
transaction must consist of qualifying consideration?

THE NATURE OF THE CONSIDERATION

The first of these issues — the type of qualifying 
consideration —  is the less complicated of the two.
The judiciary has universally held that only equity in­
terests in acquiring corporations qualify for reorganiza-
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tion purposes. While this interpretation does not en­
tirely eliminate complications, the debt versus equity 
controversy has already been well-thrashed out for the 
purposes of taxation. As a result, it is a relatively 
simple task for the courts to rule on this issue in a 
consistent and uniform manner.

One consequence of this equity interest requirement 
is that all forms of debt securities are automatically 
excluded from qualifying consideration status. The ration­
ale for this holding (as expressed earlier by the Supreme 
Court) is fairly intuitive, i.e., an exchange involving 
debt securities results in a creditor relationship and 
not in a proprietary interest. However, while this reason­
ing seems to be valid for short-term debt, it appears 
less sound when viewed from a context of longer-term 
debt. Long-term debt securities do result in greater 
degrees of continuity between the exchanging parties 
in regard to the timing of their relationships. Taxpayers 
have litigated whether, at some point, this enhanced 
continuity of longer-term debt equates itself with the 
acceptable continuity of equity interests. The Supreme 
Court, however, struck down any such hopes with its 
LeTulle decision^ ̂  by ruling that it "cannot be said 
that the transferor retains any proprietary interest 
in the enterprise". Instead, the transferor becomes 
a "creditor of the transferee" when long-term debt is
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transferred for substantially all of the assets of a 
corporation. Furthermore, the Court specified that neither 
the length of the debt instruments nor the fact that 
the debt might be secured by assets of the acquired cor­
poration would have any impact on the determination.
Such a denial of proprietary interest for debt instruments

11has also been upheld for convertible debt , subordinated 
1 2debt , and unusually long-term debt securities (200

1 3year debentures, for instance)
In contrast to these consistently negative interpreta­

tions concerning debt securities, equity securities have 
resulted in much more favorable determinations. Even 
"impure" equity securities such as non-voting, non-con­
vertible preferred stock and sinking fund preferred stock 
(each of which vary only slightly from long-term debt 
with respect to the rights accruing to their holders)
have qualified in the courts^^ and the Service's private 

1 5rulings , respectively. The justice in such disparate 
treatment accorded to essentially equivalent securities 
has been questioned and, in fact, it does seem that both 
the courts and the Service have relied excessively on 
the form of the contrivance as opposed to its substance.
On the other hand, however, a justification for this 
interpretation can also be cited. Since the alternative 
forms of the securities do differ only slightly with 
respect to their rights, no major hardship seems to be
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placed on taxpayers by essentially forcing them to struc­
ture the reorganization within the stated equity con­
straints. Concurrently, a significant advantage is gained 
in that the judicial assessment of reorganization trans­
actions is greatly facilitated by the elimination of 
potentially complex and disguisive structures from con­
sideration.

A further and potentially troublesome point should 
be noted with respect to the nature of a qualifying inter­
est. The Supreme Court, in its Alabama Alphaultic 
decision, ruled that the unsecured debt of a firm enter­
ing bankruptcy proceedings should be construed as equival­
ent to an equity interest for the purposes of continuity 
of interest. The strengths and weaknesses of this judi­
cial position will be discussed in detail subsequently 
but let it suffice at this juncture to note that a poten­
tially serious dilemma may result from undertaking similar 
assessments of two widely divergent situations -- the 
willing reorganization of two profitable corporations 
and the essentially forced reorganizations undertaken 
by financially troubled corporations.

QUANTITATIVE REQUIREMENTS AS TO CONSIDERATION

The second issue -- concerning the required propor­
tion of qualifying consideration —  has resulted in con­
siderably greater ambiguity than the first. As with



the nature of the consideration, the quantitative require­
ments issue has also been taken to the Supreme Court, 
and two cases, in particular, constitute the basis for 
judicial authority.

As noted previously, in Helvering v. Minnesota Tea
1 7Co. , the Court stipulated that 56% of the consideration 

received by the shareholders of an acquired corporation 
consisted of equity interest (stock) in an acquiring 
corporation. The pertinent question, then, was whether 
that proportion constituted a "definite and material" 
interest and whether it represented a "substantial propor­
tion of the value of the things transferred ." In its 
determination, the Court literally interpreted the word­
ing of the statutes so that negative indications (the 
existence of a sizable proportion of non-qualifying con­
sideration) were not consequential. This liberal assess­
ment appears to be equitable and in accordance with the 
legislative intent, particularly since the tax-deferring 
benefits of the reorganization accrue only to the qualify­
ing shareholders. Naturally, it seems reasonable that 
the existence of positive qualifying evidence should 
carry more influence than the negative evidence of non­
qualifying consideration.

1 8In a related decision, John A. Nelson , the Supreme 
Court rendered an even more liberal judgment concerning 
the minimum acceptable proportion of qualifying considéra-
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tion. in Nelson, from 38% to 41% of the consideration 
(depending on the inclusion or not of a contingent stock 
issuance) was deemed to constitute an equity interest, 
and the Court considered that proportion acceptable for 
continuity of interest purposes. Moreover, the Court 
explicitly stated that "neither a controlling interest 
nor even participation in the management of the acquiring 
corporation through voting rights" is essential for a find­
ing of substantial equity interest.

The Court also addressed, in Nelson, the issue as 
to whether certain equity securities might possess less 
than pure equity characteristics which might require 
relatively greater proportions of qualifying considera­
tion. In other words, where a 40% proportion might suf­
fice for an exchange of common stock, some greater pro­
portion could be required if the exchange involved non­
voting, non-convertible preferred stock. However, any 
such distinction was ruled out when the Court held that 
all types of equity consideration should receive equival­
ent treatment for the purpose of assessing the adequacy 
of the proportion of qualifying consideration.

The Code and Regulations provide minimal guidance 
as to their interpretations of this proportion require­
ment. The only substantive reference to this issue is 
Revenue Procedure 77-37^^ in which a guide to the propor­
tion of qualifying consideration necessary for an ad­
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vance ruling is offered. While this proportion (a mini­
mum of 50%) does not strictly represent a matter of law, 
the Procedure does provide at least indirect evidence 
concerning the Service's position on the issue.

EFFECTS OF POST & PRIOR TRANSACTIONS ON CONTINUITY 

Post-Acquisition Continuity

Revenue Ruling 66-23^^ imposes a minimum time period 
during which the shareholders of an acquired corporation 
must retain their proprietary interest in the acquired 
corporation. Specifically, the Ruling notes that "unre­
stricted rights of ownership for a period of time suf­
ficient to warrant the conclusion that such ownership 
is definite and substantial" is necessary. In addition, 
the Ruling also notes that the Service will usually ac­
cept five years of unrestricted ownership as sufficient 
for continuity of interest purposes. However, this de­
lineation is accompanied by the proviso that preconceived 
arrangements to dispose of the acquiring corporation's 
stock could result in an adverse determination.

An example of a post-acquisition attempt to circum­
vent the reorganization intent might involve an acquisi­
tion of a corporation through the issuance of the acquir­
ing corporation's stock with an immediate redemption 
of the newly-issued stock for cash. Clearly, such an
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arrangement merits treatment as an acquisition of the 
corporation for cash and not as a tax-free reorganiza­
tion, particularly if the redemption is part of an over­
all plan. Nevertheless, any assessment of intent on 
the part of multiple parties in an extremely complex 
and amorphous environment is virtually impossible in 
a pure sense. As a practical matter, therefore, signifi­
cant emphasis is placed on the presence or absence of 
more objective criteria that relate to intent. Several 
indicators suggest themselves, but the most easily discern­
able and measurable evidence is the mere passage of time 
between the transactions involved (as noted above in 
reference to Rev. Rul. 66-23)i Indications other than 
time also exist as possible evidence of intent. For 
instance, the occurrence of some event between the related 
transactions which significantly altered the environment 
could certainly support a contention of no intent. It 
should be stressed, however, that intent itself is still 
the overriding determinant and the aforementioned objec­
tive criteria are merely circumstantial evidence of such 
intent. By extending this emphasis on intent, it has 
been held that arrangements calling for the redemption 
of stock on the occurrence of contingent events do not 
adversely affect continuity since the contingent event 
itself was beyond the control of the shareholders and 
naturally could not have been reasonably anticipated
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21with respect to intent

Prior to Acquisition Continuity

In addition to the post-acquisition period, events 
may occur prior to the acquisition that seriously affect 
determinations as to continuity. Two such events have 
occurred with sufficient regularity to merit discussion:
(1) purchases of stock by acquiring corporations prior 
to a reorganization; and (2) redemptions of stock by 
the acquired corporation prior to the reorganization.

With respect to the first event, it is a general 
rule that when an acquiring corporation purchases stock 
of an acquired corporation prior to a reorganization, 
the purchased stock will be treated as part of the qualify­
ing consideration if the purchase is deemed to be part 
of the reorganization plan. If this is the case, then 
the purchased stock will be treated as outstanding immed­
iately prior to the reorganization and the consideration 
relinquished for the stock will be treated as though 
it were given in the reorganization. It should be noted 
that this interpretation extends beyond the "step trans­
action" (which focuses on the aggregate effect of trans­
actions possessing an interdependent or causal relation­
ship). Instead, the primary focus here is upon a subjec­
tive assessment of the parties' intent.

As in post-acquisition assessments of intent, the
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time separating the transactions represents potentially 
persuasive evidence as to intent. While no direct author­
ity can be cited, general guidelines of six months and 
two years as reasonable upper and lower bounds on the 
requisite time between transactions have been established 
in Rev. Rul. 78-27“ . In other words, if less than six 
months have transpired, the transaction will almost assured­
ly be deemed part of the reorganization, but if more than 
two years have transpired, then shareholders can be reason­
ably assured that the transactions will not be linked 
into one plan.

As to the second event, redemptions of stock by the 
acquired corporation prior to a reorganization should 
be included in the measurement of shareholders' continuity 
of interest if the prior redemption represents an indirect 
purchase of stock by the acquiring corporation. This 
would be the case, for instance, if an acquired corpora­
tion redeemed a class of its own stock with funds obtained 
from the acquiring corporation as part of an overall plan 
of reorganization. Since such a plan would almost assured­
ly include the acquisition itself soon thereafter, any 
stock redeemed with the acquiring corporation's "laundered" 
funds would more realistically represent an acquisition 
of stock by the acquiring corporation.

Little explicit authority exists concerning such 
instances as they relate to continuity of interest. In
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23Revenue Procedure 77-37 , disguised redemptions are men­
tioned but minimal guidance is offered with respect to 
a determination as to whether the redemption is part of 
an overall plan. Nonetheless, it seems reasonable to 
assume that the assessment should be similar to those 
discussed previously involving subjective determinations 
(bolstered by objective evidence) as to whether the redemp­
tion is part of an overall plan.

THIRD PARTY TRANSACTIONS

Some confusion exists as to whether sales of stock 
to third parties at or near the time of a reorganization 
may affect the continuity of interest determination.
Before analyzing the ambiguity itself, a fundamental dis­
tinction should be noted between a sale of stock to a 
third party and those transactions discussed previously 
involving purchases and redemptions of stock by parties 
involved in the reorganization. The most pertinent charac­
teristic of the previous transactions as they relate to 
continuity of interest was a cash purchase of stock by 
one party or the other in an attempt (as perceived by 
the courts) to disguise the true situation for the purpose 
of tax evasion. A third party sale, in contrast, involves 
no such collusion between parties but, instead, entails 
only a shift in ownership at the shareholder level. With 
respect to continuity of interest, the impact of a third
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party sale of stock hinges upon whether the assessment 
is viewed as depending on a continuation of the acquired 
corporation's historic shareholders (which would necessar­
ily be altered by a third party sale) or alternatively, 
upon merely the proportion of qualifying to non-qualify­
ing consideration issued by the acquiring corporation 
in the transaction.

It appears that the Service adheres to the broader 
view (historic continuation) so that any sale of stock 
to a third party that is deemed to be part of the reorgan­
ization plan should be included in the continuity of inter­
est assessment^^. In contrast, however, the courts' inter­
pretations of this issue have generally been more in accord­
ance with the proportion of qualifying consideration view- 

25point . That is, the judiciary has indicated that it 
does not consider third party sales to be relevant with

2 crespect to assessments of continuity
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CHAPTER III

The objective of this chapter is to review past lit­
erature concerning the continuity of interest judicial 
doctrine as it relates to corporate reorganizations. 
Although numerous articles have been published on the 
topic of continuity of interest, none of the previous 
articles have undertaken systematic analyses of the judi­
cial assessment of this issue. To the contrary, these 
articles typically have involved qualitative and general 
discussions of individual aspects of the doctrine, usually 
failing to achieve an overall assessment of continuity 
of interest.

LITERATURE REVIEW

While the past literature does not relate particular­
ly well to the methodology utilized in this study, such 
a review,nonetheless, does offer the following substantive 
and important contributions to the overall project. First, 
the frequency with which publications relating to contin­
uity of interest that have occurred over a considerable 
period of time emphasizes both the relevance and longevity

43
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of the issue with respect to corporate taxation. Second, 
the articles themselves provide an excellent source for 
the identification, clarification and justification for 
the variables selected in the study as pertinent to con­
tinuity of interest. Third, the review provides for an 
assessment of the general strengths and weaknesses inher­
ent in the corporate reorganization area of taxation. 
Particularly important with respect to this contribution 
will be the establishment of both a strong inference of 
judicial competence in dealing with continuity of inter­
est and the existence of a structural inhibition (resulting 
from the subjectivity inherent in the judicial assessments) 
that tends to render taxpayers unwilling to risk litiga­
tion. And finally, the review demonstrates that a rela­
tive degree of consistency appears to exist in how the 
courts have applied continuity of interest over the period 
of time since the doctrine's inception.

Brookes

Brookes' analysis^ of the continuity of interest doc­
trine was undertaken during a time in which the debt versus 
equity issue as it relates to continuity of interest was 
under review by the courts. Naturally, then, much of 
his analysis pertains to that aspect of the issue and 
isn't particularly relevant to this study. Elsewhere 
in his analysis, however, Brookes very lucidly describes
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the objectivity/subjectivity dilemma that pervades the 
taxation of corporate reorganizations.

As a preface to this description, Brookes undertook 
an exhaustive discussion of the key Supreme Court deci­
sions in the area. Since these cases (Pinella's Ice &

2 3Cold Storage , Cortland Specialty Co. , Minnesota Tea
4 5 6Co. , John Nelson , LeTulle v. Scofield , and Alabama

Asphaultic Co.^) have been thoroughly analyzed in Chapter 
II, further discussion here in connection with various 
authors' articles would be repetitive. More to the point 
is Brookes' perception of a structural weakness inherent 
in the reorganization legislation, as indicated in the 
following quotation:

Since these provisions were deliberately intend­
ed to prescribe a precise statutory formula 
which business could read and follow and there­
by predetermine the tax consequences which would 
follow from thoughtfully evolved corporate 
readjustments, certainty of meaning was of the 
essence. Through an oversight, however, . . .  

the courts were simply unable to believe that 
that particular provision meant what it liter­
ally said, and in order to close the loophole 
that omission opened, they erected a barrier 
in the form of the continuity of interest test.

The primary implication herein is that the judicial
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response to inadequate legislation altered the reorgani­
zation environment to such an extent that very little 
certainty remained upon which taxpayers could rely in 
making sound economic decisions. Furthermore, one direct 
result of this uncertainty was a considerable expansion 
in the scope within which continuity of interest was deemed 
to be applicable (which even further increased the un­
certainty). That is, continuity of interest assumed "an 
extent and form wholly unforseeable at its inception ... 
resulting in sufficient uncertainty over their meaning 
to make it virtually unpredictable in reorganizations".
The irony in this result is that the original reorgani­
zation statutes were fostered for exactly the opposite 
purpose, i.e., to instill a degree of certainty into the 
area.

The primary conclusion of Brookes' analysis consisted 
of a clarion call for steps (either by the legislature 
or by the courts) which would instill a significantly 
greater degree of objectivity into the area. Unfortunate­
ly, some thirty-six years later, his call remains unan­
swered for the most part.

Griswald

gGriswald's analysis was undertaken concurrently 
with Brookes' and, therefore, many parallels exist between 
the articles. Griswald strongly endorsed the concept



47

of an absence of certainty with respect to the application 
of continuity of interest and the idea that the uncertain­
ty had led to an unanticipated and inflated scope for 
the doctrine. Also, analogously, Griswald analyzed the 
debt versus equity issue in considerable detail.

In addition, however, Griswald extended his analysis 
of continuity of interest to include instances of cor­
porate bankruptcy —  an exigency of considerable import­
ance to this study. As noted earlier, certificates of 
debt do not generally qualify as equity interests for 
reorganization purposes. Nonetheless, as the author notes, 
"if the creditors become proprietors by taking steps to 
enforce their demands against their insolvent debtor", 
a qualifying basis for the continuity of interest require­
ment is established.

Maxwell

9As his discussion relates to this study. Maxwell 
draws out one very important point with respect to con­
tinuity of interest. Throughout most of his article. 
Maxwell discusses the legislative changes in the 1934 
Act and the 1954 Code with particular emphasis on the 
impact that these events had on the continuity doctrine. 
Primarily, these changes entailed the enactment of express 
provisions which superseded the court-imposed continuity 
of interest requirement (for instance, by establishing
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objective safe harbor statutes as in "B" and "C" reorgani­
zations). However, as Maxwell notes, the mere availabil­
ity of objective alternatives that bypass the continuity 
dilemma does not assure economic efficiency. That is, 
the inherent rigidity within the "B" and "C" reorganiza­
tions may still impede desirable corporate adjustments 
necessary for a flexible and healthy economy.

In contrast. Maxwell argues that "A" reorganizations 
(statutory mergers) are more conducive to supplying the 
desired flexibility. Furthermore, to the extent that 
the Service and the courts force taxpayers to bypass the 
"A" reorganization (which offers the greatest potential 
for flexibility), artificial constraints are imposed on 
the free flow of goods and services in the economy. By 
inference, consequently, any measures which increase the 
taxpayers' willingness to utilize more efficient avenues 
should be perceived as positive influences on the economy.

Wilson

Wilson's^^ article represents the first of several 
quite recent articles concerning the continuity of inter­
est issue. Perhaps the most important inference to be 
gleaned from his article involves the consistency with 
which the doctrine has been applied both in the past and 
in the present. The recent flurry of continuity of inter­
est articles has been prompted, in large part, by the
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11recent issuance of an Internal Revenue Procedure (77-37 )
in which the Service agreed to offer rulings on an indiv­
idual basis for instances in which the continuing stock 
interest is in excess of 50% of the value of all items 
transferred in the exchange. This does constitute a sig­
nificant event with respect to continuity of interest 
in that, for the first time, the Service has offered a 
fairly objective indication of its perception of the issue 
(a development for which the Service should be commended). 
Nonetheless, striking similarities exist between the ap­
plication of this procedure and prior assessments of the 
issue. For example, the percentage refers to the total 
volume of items transferred in the exchange and does not 
relate at all to any mere proportion of shareholders re­
taining interests. Furthermore, the new stance does not 
require the retention of voting stock, i.e., "the stock 
which must be issued to stockholders of the transferor 
corporation to satisfy the continuity of interest require­
ment may be common or preferred, voting or nonvoting."
And finally, the new stance still recognizes the distinct 
possibility for the occurrence of disguisive transactions 
either prior or subsequent to the transaction that may 
obscure the true substance of the event. The maintenance 
of these fundamental tenets relating to the doctrine allow 
for a strong inference of consistency in the application 
of continuity of interest over the duration of its existence.
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Jacobs

1 2while Jacobs' treatise addresses the entire area 
of corporate reorganizations, his brief discussion of 
continuity of interest and the impact that legislative 
amendments in this area might have on the tax environment 
offer pertinent insights into the potential contributions 
of this study. Jacobs cites, as a rationale for amending 
the present statutes, the idea of certainty of treatment 
—  a concept which has divergent meanings within the tax 
environment (easing of complex tax provisions and equival­
ent treatment for similar situations are two prominent 
versions). Jacobs stressed the former definition since 
he noted that, for tax practitioners dealing with sophis­
ticated transactions such as corporate reorganizations, 
tax simplification should center upon the need to ascer­
tain, with reasonable certainty, the tax treatment to 
be accorded a given transaction. The absence of this 
certainty with respect to reorganizations clearly con­
stitutes the aforementioned dilemma which has tended to 
impede taxpayers' willingness to litigate continuity of 
interest cases.

To instill a greater degree of certainty, Jacobs 
averred that the controlling statutes must not only be 
simplified but also be designed so as to accord paramount 
or exclusive emphasis on the form of the reorganization 
transaction. Furthermore, Jacobs speculated on the impact
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that such a simplification might have on different areas 
such as the degree of corporate amalgamation that might 
occur and on the revenue production ability of the Service 
in this area. With respect to the former, Jacobs dis­
counted the likelihood of a flood of mergers and consoli­
dations since "larger American corporations, to whom con­
cerns of economic concentration are most often directed, 
presently engage a sufficiently expert battery of tax 
advisers to achieve the acquisitions and concentrations 
desired by their managements." Jacobs' inference is that 
simplification of the statutes would produce similar re­
sults and, at the same time, would avoid such an unproduc­
tive misuse of the firms' expertise. And finally, since 
major corporations do tend to achieve tax-free status 
under the present system, simplification would have a 
minimal impact on revenue production.

McGaffey & Hunt

1 3McGaffey and Hunt provide an excellent summary 
of the evolution of the continuity of interest doctrine, 
with particular emphasis on its current relevance. The 
authors note that the doctrine‘s importance has grown 
in recent years in that taxpayers have begun to shy away 
from the rigid "B" and "C" reorganizations and, instead, 
have devised more imaginative transactions involving size­
able cash payments. Naturally, the size of the cash pay-
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ment is inversely proportional to.the retained equity 
interest necessary for continuity of interest purposes. 
Consequently, particular caution must be exercised by 
the taxpayers with respect to the judicial assessment 
of this issue. It should be noted that the authors stress 
that the guidelines which must be met are essentially 
the same as those that have been offered in the past.

In addition, the authors reaffirm inferences sup­
ported by those researchers previously discussed. For 
instance, the impact that transactions involving the re­
organization parties occurring either prior or subsequent 
to the transaction is reaffirmed as crucial to any con-

1 4tinuity decision. In addition. Revenue Procedure 77-27 
is minutely analyzed and inferences similar to those of 
Wilson are offered.

And finally, as did all of the previous authors, 
McGaffey and Hunt attach considerable importance to the 
concept of certainty. The authors note that "although 
perhaps simple in concept, the continuity of interest 
requirement presents the practitioner with a formidable 
set of uncertainties, particularly with respect to the 
effect of contemporaneous transactions, in terms of plan­
ning transactions likely to be presented by cash-option 
mergers," The primary inference, here, is that under 
the present statutes, there may be no other way to deal 
with this dilemma than to incorporate a sufficiently large
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"cushion" of qualifying consideration into the transaction. 
Clearly, such a remedy is far from efficient.

SUMMARY

A review of the past literature relating to contin­
uity of interest emphasizes both the past importance and 
tne current relevance of the continuity doctrine. In 
addition, the review enhances and supports the previous 
discussion of the legislative aspects of the issue and 
the assessment of its evolution within the judicial system. 
And, perhaps most importantly, the review unequivocably 
emphasizes the importance of the concept of taxpayer un­
certainty with respect to the judicial assessment of con­
tinuity of interest and adds further insight into the 
inferences that may be drawn from the concept (primarily, 
that the resulting taxpayer unwillingness to litigate 
the issue inflates the Service's authority beyond the 
point envisioned by the legislature).
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CHAPTER IV

In this chapter, those factors perceived as poten­
tially influential on judicial determinations as to con­
tinuity of interest are identified. The assessment of 
these variables includes: (1 ) discussions of the sources 
for the variables; (2 ) definitions and specified coding 
for each variable; (3) potential problems with respect 
to insufficient data; and (4) various assumptions and 
adjustments that can be made to offset data deficiencies. 
In addition, the data problems posed by the quantitative 
independent variables in the model are specifically dis­
cussed in regard to the dual coding that these variables 
are accorded. And finally, significant emphasis is placed 
on the implications of controlling bankruptcy and non­
bankruptcy reorganizations with the same judicial and 
legislative strategy.

CONTINUITY OF INTEREST VARIABLES

The initial task with respect to the implementation 
of the study's research questions involved the identi­
fication of those variables or factors which are intui-

56
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tively interrelated with judicial assessments of continuity 
of interest. In the attempt to uncover these factors, 
the statutory and administrative regulations provide mini­
mal assistance since, for the most part, continuity deter­
minations have been left up to judicial discretion. Numer­
ous qualitative assessments of corporate reorganizations 
exist (cited in the Bibliography) which provide ample 
background for the overall reorganization area. Further­
more, a substantial number of these deal specifically 
with continuity of interest and provide a broad source 
for pertinent factors. These articles, in concert with
several key Supreme Court decisions (Cortland Specialty

1 2 Co. and Minnesota Tea Co. ), should provide a source
for most if not all of the important factors. In addition 
to these sources, a careful review of all continuity of in­
terest cases should uncover any previously overlooked 
factors.

The variables identified for input into the model 
are perceived as providing evidence with respect to three 
general areas: (A) the nature of the consideration ex­
changed in the reorganization transaction (continuity 
of interest requires that a definite and material inter­
est must be retained by the equity-holders of the acquired 
corporation that represents a substantial proportion of 
the value of the items transferred); (B) the possibility 
of transactions occurring prior or subsequent to the re­
organization that merit substantive treatment as part
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of the reorganization transaction; and (C) the existence 
of items which, although not directly related to the re­
organization, may predispose a court for or against a 
taxpayer.

In total, thirteen variables were identified as poten­
tially important with respect to continuity of interest 
determinations. As detailed in Exhibit I below, four 
of these variables related to Area A, six to Area B, and 
three to Area C. However, information concerning two 
of these variables (Variables 10-B and 11-B) was not con­
sistently available from the courts' written opinions.
As a result of this only intermittent availability, these 
two variables were excluded from the model.

EXHIBIT 4-1

Variables Description
1-A Nature of the equity interests surrendered

by shareholders of the absorbed corpora - 
tion.

2-A Nature of the equity interests retained
in the surviving entity by shareholders
of the absorbed corporation.

3-A Proportion of the total value exchanged
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in the reorganization that was transferred 
in exchange for equity interests.

4-A Existence of a plan among the absorbed
corporation's shareholders to dispose
of equity interests retained in the sur­
viving entity.

5-B Existence of a transaction related to
the reorganization occurring between the 
reorganization parties prior to the ac­
tual transaction.

6-B Existence of a transaction related to
the reorganization occurring between the 
reorganization parties subsequent to the 
actual transaction.

7-B Existence of either Variable 5-A or 6-A.

8-B Existence of a transaction related to
the reorganization involving an indepen­
dent third party.

9-B Nature of the absorbed corporation —
closely-held or publicly traded.

10-B Nature of the acquiring corporation --
closely-held or publicly traded.

11-C Existence of a sound business purpose
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for the reorganization (as opposed to 
tax avoidance motives).

12-C Continuation of operations subsequent
to the reorganization by the absorbed 
corporation in substantially the same 
manner as before.

1 3-C Existence of an event which fundamental­
ly altered the environment in which the 
absorbed corporation had operated.

Detailed explanations relating to these variables 
(including the two excluded from the model) are presented 
below.

Variable 1-A. The nature of the equity interests 
held by the shareholders of the acquired corporation prior 
to the reorganization that are surrendered in exchange 
for equity interests in the surviving corporate entity.

Variable 2-A. The nature of the equity interests 
held by the surviving shareholders of the acquired cor­
poration as a result of the reorganization transaction.

Continuity of interest, in its most basic form, re­
quires that a significant equity interest in the reor­
ganized corporate entity be retained by shareholders of 
the acquired corporation. However, the diversity of forms 
that such equity interests can assume (particularly with 
respect to the divergent rights associated with common
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and preferred stock) complicates any assessment of con­
tinuity of interest. While reorganization statutes have 
somewhat simplistically declined to differentiate between 
varying equity interests, it is quite possible that the 
relatively sophisticated adjudicators of the Tax Court 
may incorporate the economic substance of the equity in­
terest form into their deliberations -- even if only sub­
consciously.

This issue is even further complicated in regard 
to the prior equity interest of the acquired corporation's 
shareholders in that a condition of bankruptcy (a cir­
cumstance not infrequently associated with reorganiza­
tions) may completely distort all normal conceptions of 
equity ownership. That is, if a corporation is in a state 
of bankruptcy, no positive net assets exist in which stock­
holders may hold ownership interests. The courts have 
held, in such instances, that holders of debt which are 
not secured by specific assets of a bankrupt firm are 
essentially equivalent to stockholders and should be so 
treated for the purpose of determining continuity of in­
terest^. As a result, the retention of equity interests 
by such debtholders in the surviving entity is sufficient 
for continuity of interest purposes as long as the other 
requirements are fulfilled.

While the treatment prescribed for insolvency reor­
ganization situations is quite straightforward, the under­
lying rationale and effectiveness of the treatment is
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far from assured. In fact, one of the primary aims of 
this study involves an investigation into whether such 
homogeneous treatment should be accorded to such diverse 
situations. The implications and interactions of this 
potential controversy with several subsequent variables 
will be discussed as those variables are detailed.

A final complication relating to Variables 1-A and
2-A involves the possibility of a distribution by the 
acquiring corporation of the stock of a directly controlled 
subsidiary. The pertinent legal question herein deals 
with whether such a "once-removed” continuation of owner­
ship suffices for continuity of interest purposes. In 
general, it appears that the courts will not accept the 
exchange of an equity interest in a subsidiary corpora-

4tion as sufficient for continuity of interest.
Variables 1-A and 2-A will be coded as follows.

Since Variable 1-A represents equity interests that are 
surrendered in the transaction, the diverse rights associ­
ated with preferred stock (cumulative, participating, 
convertible, etc.) assume a lesser degree of importance. 
Hence, this variable will be designated as qualitative 
and will be raultichotomlzed as:

0 Only common stock.
1 Only preferred stock.
2 Any combination of 0 and 1.
3 Unsecured debt of a bankrupt 

firm.
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With respect to Variable 2-A, the rights of preferred 
and common stock will still exist, representing part of 
the economic substance of the resulting entity. Further­
more, it is possible that the transferred equity inter­
est may represent ownership in a corporation apart from 
the acquiring party in the transaction (such as a con­
trolled subsidiary corporation). Therefore, this variable 
(also designated as qualitative) will be coded as:

0 Common stock of the acquiring
corporation.

1 Preferred stock of the acquir­
ing corporation.

2 Any combination of 0 and 1.
3 An equity interest in a corpora­

tion other than the acquir­
ing corporation itself.

Variable 3-A. The proportion of the value of the 
items transferred in exchange for the equity interest 
in the acquiring corporation to the value of all items 
transferred in the reorganization.

This variable relates to the requirement that the 
interest acquired represent a "substantial part of the 
value of the items transferred." The values will be 
assigned as of the reorganization date.

The coding of this variable is complicated by an 
existing inconsistency in the manner in which various 
Tax Court judges have reported information concerning
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this factor. Specifically, judges quite often have felt 
no compulsion to report precise proportions relating to 
this variable -- particularly, when the proportion was 
substantial. Instead, judges often merely noted that 
the proportion was substantial and demured from report­
ing specific percentages. Thus, the research dilemma 
here involved a selection between maintaining this varia­
ble as quantitative (which would necessitate an arithmetic 
adjustment to the data) and dichotomizing the variable 
into easily identifiable categories (which might involve 
a loss of information content).

A crucial factor in making this decision involved 
what was viewed as a primary potential contribution of 
the study —  the development of "safe harbor" regulations 
which may achieve the equitable results of judicial as­
sessments without resulting in concomitant severe levels 
of subjectivity. With this in mind, dichotomizing the 
variable into categories within which it is likely that 
the courts will assign consistent degrees of importance 
appears to be more appealing. If a variable so coded 
proves significant, then a strong inference might be made 
that such "safe harbor" statutes are a practical alter­
native. Furthermore, the manner in which the courts have 
utilized this variable in making their decisions seems 
to lend itself to an efficient dichotomization. That 
is, it appears evident (from the key Supreme Court deci­
sions discussed previously and from the Service's Revenue
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Procedure 77-37^) that any value for this variable in 
excess of 50% constitutes persuasive evidence to the ef­
fect that continuity of interest is present. In fact, 
this variable seems to be so persuasive that any increases 
beyond the 50% level would probably not significantly 
increase the probability for a finding for continuity.
As such, it is intuitively reasonable to assign all varia­
bles within the 50% to 100% range a uniform classifica­
tion. Furthermore, from the same sources, it appears 
that any proportion less than 35% results in a very weak 
taxpayer position. Similar reasoning supports another 
assignation of a uniform classification. And finally, 
the remaining intermediate range (35% to 50%) represents 
essentially indifferent evidence which results in a prob­
ability that other variables will determine the outcome. 
Therefore, Variable 3-A will be designated as qualitative 
and will be coded as:

0 If <_ 35%.
1 If > 35% and < 50%.
2 If 2. 50%.

However, it does not seem propitious to merely dis­
miss the quantitative coding of this variable without 
at least attempting to assess the potential loss of in­
formation content. Therefore, a model will also be pro­
duced in which Variable 3-A remains quantitative, after 
necessary data adjustments are made. Since the level
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of this factor is almost invariably ascertainable as gen­
erally high, medium or low, the variable is very conducive 
to such an adjustment. To accomplish this, cases in which 
the level is ascertainable as highly significant will 
be assigned a proportion equal to the average of all known 
proportions from cases in which a qualitative value of 
2 has been assigned. Similarly, cases in which the level 
is ascertainable as indifferent or as low will be assigned 
values equal to the averages of all known proportions 
from cases in which qualitative values of 1 and 0 , respec­
tively, have been assigned. Finally, the comparison of 
the dichotomized and quantitative versions of the model 
will include assessments of: (1 ) the variables entered 
into each version of the model; (2 ) the magnitudes of 
the coefficients entered into each version of the model; 
and (3) the relative classification accuracies of each 
version. If substantial differences are observed among 
these criteria, a strong inference of lost information 
content will result.

And finally, both practical and theoretical prob­
lems are posed with respect to this variable by the afore­
mentioned bankruptcy controversy. From a practical per­
spective, it has been the case in a large majority of 
the insolvency reorganization litigation that the unse­
cured debtholders ultimately retained 100% of the equity 
interest in the surviving corporate entity. Consequently, 
it is at least possible that the consistently high result­
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ing proportions may distort the true significance of this 
variable. And theoretically, it appears potentially in­
consistent to combine non-bankruptcy proportions result­
ing from actual exchanges of ownership certificates through 
arms length dealings with what might be perceived as 
"negative" exchanges of debt for equity stock. That is, 
the two contrasting situations may be so diverse as to 
preclude any effective and realistic codification of this 
variable.

Variable 4-A. Whether a preconceived plan exists 
among the equity interest holders in the acquired cor­
poration to dispose of the equity interests retained in 
the acquiring corporation.

In order for the retained interest in the acquiring 
corporation to qualify under the reorganization statutes, 
it must be "definite" in nature. The presence of a plan 
to dispose of otherwise acceptable retained equity inter­
ests constitutes evidence to the contrary. This varia­
ble will be binary in nature and will be coded as:

0 The existence of a plan.
1 The absence of a plan.

Variable 5-B. The presence of a transaction related
to the reorganization occurring between the reorganiza­
tion parties prior to the actual transaction.

Variable 6-B. The presence of a transaction related 
to the reorganization occurring between the reorganiza­
tion parties subsequent to the actual transaction.
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Variable 7-B. The presence of either of the two pre­
vious variables.

The types of events that are characterized by Variables
5-B and 6-B are perceived as having a dual impact on reor­
ganization determinations. First, they alter the quantita­
tive assessment as to the "definite and material" nature of 
the retained interest. And second, they tend to increase 
the likelihood that some courts will psychologically re­
act to circumstantial evidence of manipulation by scrutin­
izing cases more closely —  possibly even to the point of 
requiring more definitive evidence before rendering a favor­
able decision.

With respect to this second point, it is quite possi­
ble that the psychological aspect of these variables may 
prove more influential than the quantitative aspect. As a 
result, since Variables 5-B and 6-B both possess the same 
potential for taxpayer collusion. Variable 7-B is included 
so as to focus more closely on potential psychological 
reactions without regard to the timing of the events. To 
avoid probable multicollinearity, two models will be gen­
erated -- one including Variables 5-B and 6-B while exclud­
ing 7-B and the second including only Variable 7-B. This 
arrangement should provide for an assessment of each indiv­
idual event in one model and for an assessment of the col­
lusive aspects of the variables in the second.

In addition, it is with respect to Variables 5-B,
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6-B and 7-B that the bankruptcy dilemma is viewed as pos­
ing its most formidable difficulties. That is, the very 
nature of premeditated and manipulative taxpayer actions 
infers a degree of flexibility that is inconsistent with 
reorganizations impelled by economic necessity. Thus, 
it is so unlikely that manipulative action will exist 
in insolvency litigation (which comprises approximately 
one quarter of this study's Tax Court sample) that what 
would logically seem to be an important factor in non­
bankruptcy cases may be obscured and underwhelmed by its 
marked absence in the unrelated litigation.

All three of these variables are binary and will 
be assigned a qualitative value of 0 if present and 1 
if absent.

Variable 8-B. The presence of a transaction related 
to the reorganization involving a third party who is in­
dependent of the reorganization parties.

As noted previously, the impact that independent 
third party transactions have on reorganizations is some­
thing of a controversy from the perspectives of the Serv­
ice and the courts. It is generally accepted, however, 
that the courts are not significantly influenced by this 
variable^. Therefore, if this variable proves to be sig­
nificant, then serious questions would be raised about 
the consistency that should exist between court ration­
ales and their subsequent related actions. This varia­
ble is also binary and will be coded as 0 if present and
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1 if absent.
Variable 9-B. Whether the corporation absorbed in 

the reorganization is a closely-held or publicly- traded 
corporation.

Variable 10-B. Whether the acquiring corporation 
in the reorganization is a closely-held or publicly-trad­
ed corporation.

Precedents exist to the effect that the publicly- 
traded nature (as opposed to closely-held) of corpora­
tions can affect how tax statutes are applied to particu­
lar transactions. For instance, the courts have held 
that accumulated earnings statutes (which are designed 
to force corporations to distribute earnings to their
shareholders) are not relevant with respect to publicly-

0traded corporations . The courts' reasoning therein is 
that the public nature of such entities reduces the po­
tential for tax evasion through manipulative action by 
a coordinated group in control of a corporation. Since 
manipulation aimed at beneficial tax status is a distinct 
possibility in reorganization situations, it is reasonable 
to expect that analogous reasoning may apply to corporate 
reorganizations. Even though sufficient information does 
not exist to allow the inclusion of these variables in 
the statistical analysis, this discussion of the varia­
bles' implications is presented here as potentially use­
ful with respect to the development of safe harbor regu­
lations .
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Variable 11-C. Whether the reorganization is based 
upon a sound business purpose or upon tax avoidance mo­
tives (as determined by the courts).

It appears reasonable to surmise that the existence 
of a valid business purpose for a reorganization could 
have a positive impact on a judge's decision —  prima­
rily in that a business purpose would tend to decrease 
the likelihood of purely manipulative taxpayer actions. 
Conversely, by analogous reasoning, mere tax motives could 
well have a detrimental effect on the judicial assessment. 
Furthermore, to allow for the possibility of both a busi­
ness purpose and tax motive occurring simultaneously, 
this variable will be designated as qualitative and will 
be coded as:

0 Existence of business purpose
only.

1 Existence of tax motivations
only.

2 Existence of both of the above.
Variable 12-C. Whether the acquired corporation

continues operations subsequent to the reorganization 
in substantially the same manner as before.

While such a continuation is not required by the 
statutes, its presence or absence could subjectively in­
fluence the courts' determinations as to continuity of 
interest. This variable is binary and will be coded as
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0 for a continuation of operations and as 1 for a dis­
continuation .

Variable 13-C. The presence of an event unrelated 
to the reorganization that significantly alters the envi­
ronment in which the acquired corporation has operated.

This variable is perceived as an offsetting influ­
ence to the adverse effects of previous variables. An 
alteration in the basic environment (political, legal 
or economic, for instance) could provide a justification 
for inter-party dealings between reorganization parties 
that otherwise might be construed as manipulative. This 
variable is binary and will be coded as 0 if a change 
has taken place and as 1 if no change has occurred.

Missing Data Assumptions

It is highly unlikely that all court decisions in­
volving continuity of interest will discuss all of the 
aforementioned variables and, furthermore, it appears 
that the qualitative and quantitative variables pose some­
what different problems with respect to missing data.

With respect to moderating data problems for the 
qualitative variables, it will be assumed that variables 
not discussed in particular court briefs had negligible 
impacts on the court decisions. Since failure to con­
sider relevant information constitutes grounds for re­
versal in the Tax Court, judges are strongly motivated
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to record their consideration of all relevant informa­
tion in their written opinions. Consequently, it appears 
reasonable to infer that variables not so recorded were 
minimally influential on the courts.

To implement this assumption, binary variables will 
all be coded as 0 if the variable is present and as 1 
if the variable is specifically noted as absent or if 
the variable is simply not mentioned in the judges' writ­
ten opinions.
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CHAPTER V

This chapter first reviews prior research efforts 
in the area of empirical analyses of tax issues. Sub­
sequently, the strengths and weaknesses of the methodol­
ogies utilized in these studies are assessed —  partic­
ularly with respect to their appropriateness for this 
study. And finally, an overview of the broad area of 
Log-Linear Analysis and the more specific area of Logit 
Analysis (which constitutes the primary methodology uti­
lized in this study) are presented.

Background

The concept of a precedent (which involves a general­
ization of a legal tenet illustrated in a particular case 
to a wider set of cases) constitutes a cornerstone upon 
which legal research (tax and otherwise) has been under­
taken in the past. The accurate assessment of such pre­
cedents, however, is often a very complex matter -- par­
ticularly when multiple and interacting factors are in­
volved in the determination of a case. One method of 
efficiently analyzing complex precedents involves the

75
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use of mathematical models which can incorporate the in­
teracting effects of the pertinent factors.

Perhaps the earliest use of these techniques involved 
analyses of Supreme Court decisions. For instance, Fred 
Kort (1957)^ assigned numerical values to qualitative 
factors relating to Supreme Court right-to-counsel cases 
and summed the values to obtain a "score" for each case.
He then used these scores to establish a cut-off point 
above which an affirmative Court decision would be anti­
cipated. This methodology successfully categorized a
14-case hold out sample of cases. Subsequently, Kort 

2(1963) utilized regression analysis to analyze Supreme 
Court involuntary confession cases as well as right-to- 
counsel cases. The resulting two regression models cor­
rectly categorized 23 of 26 involuntary confession cases 
and 29 of 35 right-to-counsel cases, respectively.

A second Supreme Court researcher, Sidney Ulmer, 
analyzed decisions of Justice Felix Frankfurter concern­
ing civil liberties for the period 1959 to 1962^. By 
developing a discriminant model based on six factors for 
the 1959-60 period, he correctly classified 5 of 7 re­
lated cases from 1960 to 1961 and 6 of 7 from 1961 to 
1962. While both of these studies were useful in that 
they broke the ice for future research, the quality of 
both studies' results was quite limited by the narrowness 
of the sample set.
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Related quantitative research has been greatly ad­
vanced in the area of taxation by recent dissertations 
involving mathematical models. The first such study (by 
Ted D. Englebrecht) utilized a multiple regression model 
to assess the Tax Court's application of Internal Rev­
enue Code Guidelines, the Regulations, and Revenue Rul­
ings to the valuation of closely held stock^. Englebrecht*s 
results indicated that the IRC Guidelines explained approx­
imately 87% of the total variance encountered in his study's 
cases. In addition, he determined that a simplified com­
promise valuation scheme (which simply averaged the pro­
posed 1RS and taxpayer valuations) explained approximate­
ly 97% of the variance.

In 1977, Joseph L. Boyd utilized a similar tech­
nique to investigate the issue of reasonable compensa­
tion for owner/managers of closely held corporations^.
Boyd used twelve independent variables identified by the 
Tax Court in the landmark Mayson Manufacturing Co. v. 
Commissioner case^. A multiple regression model incor­
porating these twelve variables explained 87% of the var­
iance that existed within seventy-five Tax Court cases 
involving the reasonable compensation issue.

Another tax issue which has been analyzed by empir­
ical research involves the accumulated earnings tax.
Sylvia Madeo utilized discriminant analysis to investi­
gate the application of guidelines from the Regulations 
and from the Service's Audit Manual in Tax Court cases
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involving this issue^. A discriminant function based 
on the Audit Manual classified Tax Court cases with sub­
stantially greater accuracy than did a similar function 
based on the Regulation's guidelines. It should be noted 
that Madeo's study differs fundamentally from the pre­
vious dissertations in that her dependent variable was 
binary in nature whereas Englebrecht's and Boyd's were 
both continuous. Consequently, Madeo was forced to uti­
lize a different statistical methodology which was not 
perfectly suited to her particular study (the inadequacies 
will be discussed later).

James Bond utilized both linear and nonlinear forms 
of discriminant analysis to investigate the Tax Court's

Qassessment of the debt versus equity issue . Bond's lin­
ear discriminant function (consisting of two variables) 
correctly classified 93% of the Tax Court cases in his 
study and 88% of the cases in a hold-out sample. The 
nonlinear discriminant function (quadratic) did not pro­
vide improved classification results. As with Madeo's 
study, discriminant analysis was not entirely appropriate 
for the purpose of Bond's study.

Stewart utilized discriminant analysis to study the 
distinction between employee and independent contractor 
status with the aim of identifying factors that, if en­
acted into legislation, could reduce the uncertainty sur­
rounding the common law definition of employee for fed­
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9eral tax purposes . His study produced five variables 
that were significant with respect to related judicial 
decisions in the Tax Court, the District Court and the 
Court of Claims. In as much as his study concluded that 
consideration should be given to the possible codifica­
tion of his variables into the Internal Revenue Code, 
Stewart's study is closely related to the objectives of 
this study.

Sandra Kramer utilized discriminant analysis and 
other methodologies (not pertinent to this study) to as­
sess the problem of determining the fair market value
of assets when no arms-length transaction has occurred

1 0between parties . Kramer's discriminant model (based 
on 75 Tax Court cases) incorporated 10 variables (although 
the addition of the last eight variables did not signif­
icantly increase the model's classification accuracy) 
and correctly classified 78% of the sample cases. A sec­
ond model, incorporating 18 variables, correctly classi­
fied 73% of the cases. Kramer tested for upward biasness 
in her discriminant model by utilizing a jackknife pro­
cedure and achieved only slightly lower accuracies (72% 
and 71%, respectively). Since Kramer's primary goal did 
not involve the production of a parsimonious model re­
flecting the Tax Court's prior assessments, the compara­
tive insight to be gained from her study is reduced.
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Prior Research Methodologies

The nature of the dependent variable of interest 
in a study is critically important to the selection of 
an appropriate methodology. The dependent variable in 
the primary research question in this study involves 
whether continuity of interest is deemed to be present 
in cases heard by the Tax Court. This variable is deter­
mined by a binary decision which can be represented by 
a "0" for the presence of continuity of interest and by 
a "1" for its absence.

Binary choice models assume that the decision-making 
entities choose between two alternatives and, further­
more, that the choice is a function of the respective 
alternatives' characteristics. If sufficient information 
is possessed concerning both the decision-making entities 
and choices they have made in the past, then it may be 
possible to estimate the decision-making process with 
a model which can be utilized to predict future decisions 
of entities outside of the sample group. While such a 
model would not produce conclusive findings, it could 
nonetheless enhance the analysis and understanding of 
a particular issue. Primarily, this added insight would 
involve predictions concerning the likelihood or proba­
bility that an entity will make a particular decision 
given information concerning the independent variables.



81

Linear Discriminant Analysis

Linear Discriminant Analysis, as noted, has been 
utilized by several researchers (Bond and Madeo) to esti­
mate models involving discrete binary dependent variables. 
However, theoretical problems exist with respect to such 
and application in that serious doubts exist as to whether 
the theoretical assumptions which underlie the methodology 
are met in situations involving discrete dependent varia­
bles. Specifically, the critical assumptions in ques­
tion are whether the variables used to characterize the 
subjects are multivariate normally distributed and whether 
the group dispersion matrices are equal across all groups. 
Although some researchers contend that discriminant analy­
sis is sufficiently robust to overcome these violations 
of its assumptions (Kazan and Gilbert), others have force­
fully argued that such violations severely impair its 
utility when dealing with discrete independent variables. 
Eisenbeis, for instance, holds that deviations from the 
normality assumption bias the tests for significance and 
estimated error rates and that relaxation of the disper­
sion matrix equality assumption affects the significance 
test for differences in group means.

Thus, the theoretical assumptions upon which linear 
discriminant analysis is based are clearly violated when 
discrete variables are utilized as independent variables. 
Furthermore, considerable doubt has been cast on the meth-
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odology's robustness to the assumptions which are violated 
in this case. Consequently, it appears reasonable to 
conclude that, if serious questions exist with respect 
to appropriateness of linear discriminant analysis, then 
other estimation techniques that result in better and 
more justifiable approximations should be utilized if 
available.

On a more intuitive level, an inconsistency can be 
demonstrated with respect to the use of linear discriminant 
analysis in conjunction with binary dependent variables. 
That is, if the presence of a particular factor is so 
strong in a particular case that a favorable decision 
is virtually inevitable, then changes in other variables 
will only minimally affect the outcome probability. Con­
versely, if the previously important variable is less 
strongly present, then the same changes in the other var­
iables will probably result in a significantly greater 
impact on the probability. It is precisely such inter­
action among the independent variables that cannot be 
incorporated into linear techniques.

Linear Probability Models

An alternative methodology involves describing the 
probability of the outcome of a binary dependent variable 
by using a linear probability model. The regression form 
of such a model is;
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= ot + /? f where
X^ represents the value of an attribute for the ith 

individual;
equals 1 for one decision and 0 for the alternative 

and jg, represents an independently distributed random 
variable with a mean equal to 0.

This model can be interpreted in regard to a linear 
probability model by solving for the expected value of 
the dependent variable Y.

E(Y^) = a + bX^.
Furthermore, since the dependent variable has only two 
possible values (0 and 1), the probability distribution 
of Y can be described by assigning:

= Probability (Y^ = 1), and

As a result.
1 - P\ = Probability (Y^ = 0).

(Y^)  = 1 ( P \ )  + 0 ( 1  -  P ^ )  = P ^ .

The inference, herein, is that the regression equation 
describes the probability that a decision-making entity 
will make a particular decision, given known information 
about the independent variables. The Linear Probability 
form of the regression equation is generally written as: 

'"•< + ^ X^, when 0£<<.+ ^ X ^ £ l
P^ = < 1, when ^ X^ > 1

0, when X^ < 0
Moreover, this results in the following probability 

distribution:
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®i Probability

Yi = l 1 ^i

Y^ = 0 c<- f 1 - ^ i

A problem exists at this point with respect to the 
Linear Probability model in that it can be shown that 
the variance of the error term is not constant for all 
observations. Instead, observations for which P is ap­
proximately 0 or 1 will have lower variances than will 
observations for which P is approximately 1/2. This con­
dition (known as heteroscedasticity) results in a loss 
of efficiency in the model.

A more serious problem with respect to linear prob­
ability models involves predictions outside of the unit 
interval. The possibility exists that a sample's obser­
vations may excessively reflect values associated with 
the two extreme choice probabilities (0 and 1). If such 
is the case, then a specification bias (illustrated graph­
ically below) will exist in the regression line which 
is not amenable to adjustment by nonlinear procedures.
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Illustration of Specification Bias.
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The implication of a specification bias is that when 
a dependent variable is artificially constrained into 
a binary mode, the possibility exists for bias in the 
model due to potentially uncharacteristic sample obser­
vations. With respect to this study, the dependent var­
iable is artificially constrained in the sense that all 
cases in which similar rulings have been rendered are 
accorded a certain equivalence. In reality, while judi­
cial decisions are determined according to thresholds 
of evidence as perceived by the judiciary, all cases on 
either side of this threshold still possess their own 
unique combinations of variables. As noted previously, 
most cases taken to litigation will be expected to lie 
relatively close to the threshold, i.e., both parties 
will anticipate reasonable prospects for success. None­
theless, if the sample group should possess numerous un­
characteristically "imbalanced" cases, then the incor­
poration of such outliers will create a specification
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bias in the model. Therefore, once more, if an alterna­
tive methodology exists in which the artificial constrain­
ing of the dependent variable is not necessary {that is, 
where the entire real line can be utilized), a potentially 
serious problem can be avoided.

RESEARCH METHODOLOGY FOR THIS STUDY

Log-Linear Analysis

Log-linear analysis possesses many similarities to 
ordinary regression. Regression typically attempts to 
predict numerical values for interval or ratio scale de­
pendent variables. However, if a dependent variable is 
binary in nature, regression output can be interpreted 
as showing how the probability of the occurrence of a 
particular response is affected by variation in the inde­
pendent variables. In the version of log-linear analysis 
utilized in this study (Logit Analysis), the underlying 
procedure is similar to a regression with the major dis­
tinction that the independent variables do not result 
in probabilities but instead determine "odds" with respect 
to the dependent variable.

Such an emphasis on odds necessitates a clear con­
ceptualization of this idea as the basic form of the var­
iation to be explained by the model. Knoke & Burke de­
fine an odds as "the ratio between the frequency of being
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in one category and the frequency of not being in that 
category." In other words, odds represent the chance 
that a randomly selected individual will fall into one 
classification of interest (possessing continuity of inter­
est, for instance) as opposed to another. Interwoven
into any conceptualization of odds is this sense of rela­
tivity or comparability between alternative forms.

A more refined version of the odds concept involves 
conditional odds which represent the chances of falling 
into one category of interest as opposed to another given
some known characteristics. The comparison of such con­
ditional odds constitutes the cornerstone of log-linear 
analysis. A summary statistic (referred to as the odds 
ratio) is produced by dividing one conditional odds by 
another . This statistic is constrained only by a lower 
limit of 0 (that is, it has no upper limit). Furthermore, 
an odds ratio of 1 indicates that no relationship exists 
between the variables since the conditional odds are, 
by definition, equal. For example, if a male has an equal 
chance of being a college graduate as does a female, then 
a variable representing individuals' genders would pos­
sess no explanatory power with respect to identifying 
potential college graduates. On the other hand, an odds 
ratio greater than 1 indicates a direct covariation or 
relationship between variables and an odds ratio less 
than one indicates an inverse relationship.



88

Log-Linear Model

A model, for the purpose of log-linear analysis, 
represents a statement of the expected frequencies as 
functions of parameters representing characteristics of 
and interactions between independent variables. The pri­
mary criterion with which this analysis assesses "good- 
ness-of-fit" involves the extent to which expected fre­
quencies generated by the model correspond to actual ob­
served frequencies.

Along these lines, two major categories of log-linear 
analysis exist: (1) the general log-linear model; and 
(2) the logit model. While this study utilizes the lat­
ter version, the general model nevertheless provides a 
theoretical basis for logit analysis and thus merits dis­
cussion.

At the outset, it should be stressed that parsimony 
(economy in the use of a means to an end) is a desired 
goal of any log-linear model. It is also clear that a 
saturated model (one which incorporates all independent 
variables and all interaction effects) will produce expect­
ed frequencies exactly equal to observed frequencies. 
Therefore, the practical utility and generalizability 
of any saturated model is limited since its use is anal­
ogous to defining a word with itself. Log-linear analysis 
moves away from the saturated model by assuming that most 
higher-order interactions between variables are equal
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to zero. While this produces discrepancies between expect­
ed and observed frequencies, a primary benefit is achieved 
if the true relationships among the variables are adequate­
ly described by relatively few and more easily interpret­
able parameters. This tradeoff between goodness-of-fit 
and understandability is central to the concept of par­
simony. Unfortunately, however, no clear delineation 
exists as to what constitutes a perfect or even an ade­
quate trade-off. To offset this inherent subjectivity, 
log-linear analysis has the capability of establishing 
an effective level of parsimony through a stepwise selec­
tion procedure -- of which two alternatives exist (back­
ward elimination and forward selection).

The backward elimination process starts with a sat­
urated model and eliminates those interaction effects 
and variables which do not contribute substantially to 
the model's goodness-of-fit. The primary drawback to 
this approach involves a potential for inefficiency.
That is, it automatically reviews every variable and inter­
action effect within the saturated version of the model 
even though it is probable that many of these are not 
significant. Consequently, this study utilizes the for­
ward selection process which, in contrast, estimates a 
constant term and then adds variables to the model which 
significantly increase the model's goodness-of-fit. This 
aspect of the model will be discussed in further detail 
with respect to Logit Analysis.
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One final point should be noted with respect to the 
general log-linear model concerning the generation of 
expected frequencies by the model. While direct formulas 
can be utilized for simple cases, complex analyses such 
as that involved in this study necessitate the use of 
some form of algorithm (a repetitive, mechanical solution 
to a mathematical problem). Consequently, this study 
utilizes the BMDP3F iterative proportional fitting algo­
rithm to produce its expected frequencies.

Logit Analysis

As noted, the general log-linear model treats all 
variables as response variables whose interrelationships 
are determined by multiplicative or additive functions 
incorporating the entire set of variables. The criterion 
modeled by the effect parameters is the expected cell fre­
quency. The logit model, in contrast, establishes one 
variable as dependent upon variation caused by the other 
variables. The criterion to be analyzed here is the odds 
of the expected cell frequencies. Importantly, Logit 
Analysis offers an alternative methodology to Linear Dis­
criminant Analysis (for which the underlying assumptions 
are violated) and to Linear Probability models (for which 
a specification bias results).

The Logit model is based upon the cumulative logis­
tic probability function of the form
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P, = _________1_________

where represents the probability that a decision-mak­
ing entity will make a certain choice given information 
concerning the independent variables. In relation to 
this research endeavor, the probability would be that 
of reaching a determination that continuity of interest 
is present, given the information presented in the judi­
cial brief.

By rewriting the cumulative logistic probability 
function, the following equation to be estimated can be 
derived:

log 1____  = o^ + j5X. = Z . .
1 - P^ ^ ^

The dependent variable in the revised equation represents 
the logarithm of the odds that a particular decision will 
be made.

One intuitively appealing aspect of Logit Analysis 
involves the transformation of the research problem from 
predicting within the 0,1 interval inherent in linear 
techniques to that of predicting along the range of the 
entire real line. Both the Linear Probability Model and 
the Logit Model can be graphically illustrated as follows.
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of the Logit function is greatest at the midpoint of its 
distribution. The inference to be drawn from this is 
that changes in the independent variables will result 
in their greatest impact at the midpoint and, conversely, 
similar quantitative changes in the independent varia­
bles will have significantly slighter impacts near the 
extremes of the distribution. The significance of this 
implication can easily be demonstrated by an example.
In order to predict how individual voters would react 
to an across-the-board tax cut proposal, an obvious fac­
tor to consider would be the income levels of the indiv­
iduals. Furthermore, it is intuitive that a uniform in­
crease in each individual's level of income (say, $1,000) 
would have only a modest impact on the voting preferences 
of the very rich and the very poor. That is, the rich 
would have voted for the proposal in any event, and the 
poor would be better off to an only marginal extent that



93

would most likely not alter their voting tendencies.
In the intermediate range, however, voters would tend 
not to have strong feelings for or against the proposal 
and a significantly greater impact would be anticipated 
from the same quantitative increase in income.

In summary, then, perhaps the most attractive fea­
ture of Logit Analysis involves its S-shaped distribution 
in that it represents a more realistic portrayal of the 
existing interactions among the independent variables.
In this sense. The Logit distribution is more representa­
tive than its linear alternatives. This can be demon­
strated in reference to the tax cut proposal example dis­
cussed earlier. Assuming that the rich and the poor will 
not be significantly affected by changes in the independent 
variable (level of income), it is clear that the Logit 
distribution more closely reflects the true underlying 
process than does the linear distribution. Whereas the 
linear model does not differentiate between the impact 
of the underlying process at varying points along its 
distribution. Logit Analysis does reflect the variables' 
interactions and correctly portrays the absence of a sig­
nificant impact near the distribution's extremes (the 
rich and the poor) and shows the significantly greater 
impact on the middle-income voters (as indicated by the 
steeper slope).

Thus, since Logit Analysis eliminates the problem 
of robustness associated with the violated assumptions
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of Linear Discriminant Analysis and' at the same time provides 
a more intuitively satisfying representation of the under­
lying process being modeled, this methodology represents 
a considerable advancement for this genre of accounting 
research.

Evaluation of Goodness-of-Fit

Having conceptualized log-linear models in both the 
general and Logit forms, it is now important to describe 
how an assessment of a Logit model's goodness-of-fit may 
be undertaken. Essentially, this process involves a com­
parison of expected frequencies (generated internally 
by the model) to observed frequencies using a likelihood- 
ratio statistic.

Logit Output

Two aspects of Logit Analysis output are particular­
ly relevant to this study. The first, the likelihood- 
ratio statistic (L=), follows a chi-square distribution 
with degrees of freedom equal to the number of parameters 
assumed to have no effect on expected cell frequencies. 
The larger the L* statistic (relative to the degrees of 
freedom), the more the expected frequencies differ from 
the observed or actual frequencies. Thus, in this study, 
relatively lower likelihood-ratio statistics will con­
stitute evidence of better fits to the data.
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Before proceeding with this discussion of the like- 
lihood-ratio statistic, one important limitation of Logit 
Analysis should be noted. That is, the methodology offers 
no direct criterion (such as R^) with which to assess 
the predictive capability of the fitted logistic model. 
Thus, Logit Analysis possesses an inherent limitation 
with respect to determining whether the model provides 
an adequate fit to the data. However, this limitation 
is not as formidable as it might appear initially, pri­
marily since Log-Linear Analysis does provide an indirect 
assessment of goodness-of-fit which constitutes a reason­
able analog to R “. Basically, a "baseline" model can 
be selected whose L^ statistic serves as a standard a- 
gainst which the improvement in fit resulting from more 
complex models can be judged. For this purpose, the base­
line model in this study will be that model in which all 
independent variables are assumed not to be significant. 
Thus, the model will relate to all of the variability 
within the sample data. Then, if the proportion of the 
baseline L^ accounted for by a more complex model (incor­
porating the significant independent variables) is high, 
the complex model may be adjudged as providing a satis­
factory fit to the data. The form of the R^ analog is 
as follows:

Baseline L^ - Maximum L^
Baseline L^
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Thus, while conclusive inferences will not be drawn 
with respect to goodness-of-fit, comparison of various 
model's L statistics (along with the analog to ) will 
provide the basis for sensitivity analyses that will be 
undertaken. For instance, one point of significance in 
the study involves whether the artificial dichotomiza- 
tion of a continuous independent variable will result 
in a loss of information content. A comparison of the 
respective L statistics and R analogs for models incor­
porating each version of this variable should provide 
valuable insight with respect to this issue.

Before proceeding to the second relevant Logit Analy­
sis output, a novel aspect of the L statistic merits at­
tention because it might result in confusion with respect 
to the research decision-making. The assessment of 
is the converse of that normally associated with tradition­
al chi-square tests of independence. In a typical chi- 
square test of independence, an attempt is made to reject 
a null hypothesis asserting an absence of association 
between the variables. Therefore, a large chi-square 
value relative to the degrees of freedom is hoped for.
In contrast. Logit Analysis attempts to find the best 
fitting model to a data set and, consequently, it is hoped 
that the hypothesized model will be accepted. Hence, 
a low L value relative to the degrees of freedom is re­
quired.
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The second aspect of the Logit output that is par­
ticularly useful for the purpose of this study involves 
the capability of the model to classify individual cases 
as either possessing or not possessing continuity of in­
terest. The classification is accomplished by applying 
the Logit coefficients relating to variables entered as 
significant into a model to an individual case's values 
for those significant variables. The result, a log-odds 
ratio, can be transformed into an estimate of the out­
come probability by the following arithmetic adjustment:

P = AL 
1 + AL

where P represents the probability estimate and AL rep­
resents the anti-log of the log-odds ratio. In addition, 
the BMDP computer routine for Logit Analysis automatically 
produces classification accuracies for the model with 
respect to all cases included in the sample upon which 
the model is based.
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CHAPTER VI

This chapter presents the results of the study's analy­
sis of the Tax Court's assessment of continuity of interest. 
In order to instill as much insight as possible into the 
issue, the presentation will include: (1) the results of 
sensitivity analysis conducted into the relative importance 
of different variables— including the potentially different 
forms in which some variables may be coded; (2) an assess­
ment of the potential lack of homogeneity between reorgani­
zations involving solvent and insolvent corporations; (3) 
the development of logit models based upon sets of cases 
paired so as to maximize the study's potential for develop­
ing guidelines under which more objective determinations 
of continuity of interest may be achieved; (4) the results 
of an assessment into potential upward biasness that may 
exist in the logit models; (5) results of the study's in­
vestigation into the temporal stability demonstrated by 
the model over the time period during which continuity 
of interest has been litigated; and (6) results of the 
application of the Tax Court logit model to continuity 
of interest cases decided in either the District Court 
or the Court of Claims-

1 00
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Research Question #1

The Tax Court Logit Model
The primary objective of this study involves the dev­

elopment of a logit model which will provide a parsimonious 
fit to the data relating to the Tax Court's assessment 
of the continuity of interest doctrine (a complete and 
chronological listing of the Tax Court cases is presented 
in Table 6-1). However, the nature of some of the indepen­
dent variables identified as potentially relevant to con­
tinuity of interest necessitates some form of sensitivity 
analysis aimed at focusing the study as clearly as possible 
upon the most relevant research questions. Primarily, 
two aspects of the independent variables merit such analysis. 
First, an assessment must be undertaken to determine whether 
significant informational content has been sacrificed as 
a result of artificially converting Variable 3-A (which 
represents the proportion of the value of all items trans­
ferred in the transaction that consists of equity interests) 
from a continuous to a discrete variable. And second, 
an assessment must be made as to whether those independent 
variables which represent potentially disquisive trans­
actions between the reorganization parties are significant 
in and of themselves and whether the psychological impact 
of such transactions has a significant impact on the judicial 
assessments. In addition, both of these aspects are
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inherently intertwined with a third--the insolvency/solvency 
dilemma discussed previously. That is, the consistently 
high proportions observed in the insolvency litigation 
with respect to Variable 3-A may distort the true signif­
icance of that variable regardless of how it is coded.
And, furthermore, the general lack of flexibility available 
to parties involved in insolvency reorganizations may have 
a dilutive effect on the significance of the disquisive 
variables in that taxpayer manipulation is generally not 
a viable option in reorganizations impelled by the economic 
necessity of bankruptcy. Both of these concepts are developed 
more fully in subsequent discussion. Thus, the aggregation 
of insolvency reorganizations with those involving econo- 
mically-healthy corporate entities may well have a dis­
torting impact on the meaningfulness of otherwise relevant 
variables.
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TABLE 6-1

Tax Court 
Continuity of Interest 

Litigation

Case
Bankruptcy vs. 

Citation Non-Bankruptcy

1 Michigan Limestone & Chemical 
Co.

26 BTA 928 Non.

2 Warner Co. 26 BTA 1225 Non.
3 Minnesota Tea Co. 28 BTA 591 Non.
4 Barker, Fred 28 BTA 657 Non.
5 Dolomite, Inc. 28 BTA 1271 Non.
6 Ward, D. 29 BTA 1252 Non.
7 Burns, R. 30 BTA 163 Non.
8 Woodard, J.S. 30 BTA 1216 Non.
9 Coleman, W.C. 31 BTA 319 Non.
10 Rockford Brick & Tile Co. 31 BTA 537 Bank
11 Dohme, A .L . 31 BTA 671 Non.
12 Bashford, L. 33 BTA 10 Non.
13 McNabb, P. 33 BTA 192 Non.
14 Flanders, E. 33 BTA 483 Non.
15 Berch, J. 35 BTA 385 Non.
16 Mellon, A.W. 36 BTA 977 Non.
17 Rawco, Ltd. 37 BTA 128 Non.
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TABLE 6-1 (cont.)

Case
Bankruptcy vs. 

Citation Non-Bankruptcy

18 Leckie, F. 37 BTA 252 Bank,
1 9 Graham, G . 37 BTA 623 Non.
20 Rex Manufacturing Co. 37 BTA 984 Bank.
21 Douglas, D.W. 37 BTA 1122 Non.
22 Whitney Corp. 38 BTA 224 Non.
23 Michigan Steel Corp. of 

New Jersey
38 BTA 425 Non.

24 United Power & Light Corp. 38 BTA 477 Non.
25 Kleeden, M. 38 BTA 821 Non.
26 Corpus Christi, Inc. 38 BTA 944 Non.
27 Neidrich, S. 38 BTA 1178 Non.
28 Pickard, S. 40 BTA 258 Non.
29 Fleischman, D. 40 BTA 672 Non.
30 Alabama Asphaltic Co. 41 BTA 324 Bank
31 Schweitzer & Conrad, Inc. 41 BTA 533 Non.
32 Hoagland, A. 42 BTA 13 Non.
33 Newton, J. 42 BTA 473 Bank
34 Miller & Paine, Inc. 42 BTA 586 Non.
35 American Light & Traction Co. 42 BTA 11 21 Non .
36 Skenandoa Co. 42 BTA 1287 Non •
37 Pulfer, R. 43 BTA 677 Non -
38 Chase, G. 44 BTA 39 Non
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Table 6-1 (cont.)

Bankruptcy vs.
Case Citation Non-Bankruptcy

39 Gilmore, A. 44 BTA 881 Non.
40 Muskegon Motors Corp. 45 BTA 551 Non.
41 Skourac, G. 45 BTA 1224 Bank
42 Hoboken, T. 46 BTA 495 Non.
43 Menefee, G. 46 BTA 865 Non.
44 Thatcher, M. 46 BTA 869 Non.
45 Stoddard, L. 47 BTA 584 Bank,
46 Capento Securities, Inc. 47 BTA 691 Bank
47 United Gas Improvements 47 BTA 715 Bank
48 Claridge Apartments 1 TC 1 63 Bank,
49 Alcazar Hotel Corp. 1 TC 872 Bank,
50 Bedford, F. 2 TC 1189 Non.
51 Illinois Water Service Co. 2 TC 1200 Non.
52 Morley Cypress Trust 3 TC 84 Non.
53 New Jersey Mortgage & Title Co .3 TC 1277 Non.
54 Clyde Bacon, Inc. 4 TC 1107 Non.
55 Survaunt P. 5 TC 665 Non.
56 Taylcr-Wharton Iron & Steel Co .5 TC 768 Bank
57 Southland Ice Co. 5 TC 842 Bank
58 Sheldon, I. 6 TC 510 Non.
59 Montgomery Bldg. & Realty Co. 7 TC 41 7 Bank.
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Table 6-1 (cont.)

Case
Bankruptcy vs.

Citation Non-Bankruptcy

60 Adamston Glass Co.
61 Peabody Hotel, Inc.

7 TC 493 
7 TC 600

Bank. 
Bank,

62 Central Kansas Telephone Co. PH TCM 43,151 Non.
63 Roebling, F. PH TCM 43,324 Non.
64 Duncan, A. 9 TC 468 Bank.
65 Republic National Bank of 

Dallas
9 TC 1039 Non.

66 Standard Realization Co. 10 TC 708 Non.
67 Industry Property, Inc. 4 CCR TCM 1118 Bank.
68 Lewis, J.B. 10 TC 1080 Non.
69 Hill, E. 10 TC 1090 Non.
70 Erdman, E . 5 CCH TCM 63 Bank.
71 Mellon, R. 12 TC 90 N o n .
72 Roosevelt Hotel Co. 13 TC 399 Bank.
73 Gage Brothers 13 TC 472 Bank.
74 Reilly Oil Co. 13 TC 919 Non.

75 Southwest Natural Gas Co. 14 TC 81 Non .
76 Ericson Screw Machine Co. 14 TC 757 Non .
77 Campbell, R. 15 TC 312 Non .
78 Connohio, Inc. PH TCM 50,295 Bank.

79 Williams, T. 15 TC 474 Non.

80 H. Grady Manning Trust 15 TC 930 Non .
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Table 6-1 (cont.)

Bankruptcy vs.
Case Citation Non-Bankruptcy

81 American Wire Fabrics Corp.
82 Miller, G.
83 Robert Dollar Co.
84 Spangler, C.
85 Russel, A.

86 Standard Coal Co.
87 Becher, E.
83 Goldstein Brothers
89 Western Massachusetts 

Theatres Corp.
90 Farr, R.
91 Murrin, J.
92 Howard, H.
93 Heintz, R.
94 Montana Dakota Utilities Corp. 25 TC 408
95 Wilson, P. ^
96 Avco Manufacturing Co.
97 Bullock, G.
98 George, W.
99 Williamson, F.
100 Morgan Manufacturing Co.
101 Truschel, W.

16 TC 607 Non.
1 7 TC 1308 Non.
18 TC 444 Non.
18 TC 976 Non.
1953 PH TCM 
53,147

Bank.

20 TC 208 Bank.
22 TC 932 Non.
23 TC 1 047 Bank.
24 TC 331 Bank.

24 TC 350 Non.
24 TC 502 Non.
24 TC 792 Non.
25 TC 123 Non-
25 TC 408 Bank.
PH TCM 64,017 Non.
25 TC 975 Bank.
26 TC 276 Non.
26 TC 396 Non.
27 TC 647 Non.
28 TC 837 Non.
29 TC 433 Non.
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Table 6-1 (cont.)

Bankruptcy vs.
Case Citation Non-Bankruptcy

102 Consolidated Office Building 
Co.

29 TC 479 Bank

103 Southwell Combing Co. 30 TC 487 Non .
104 Bausch & Lomb Optical Co. 30 TC 602 Non .
105 San Antonio Transit Co. 30 TC 1215 Bank
1 06 Berghash, G. 32 TC 80 Non .
107 Northwest Terra Cotta Corp. 34 TC 886 Bank
108 Long Island Water Corp. 36 TC 377 Non .
109 Atlas Oil & Refining Corp. 36 TC 675 Bank
110 Grubbs, D. 39 TC 42 Non .
111 Gallagher, R. 39 TC 144 Non .
112 Bateman, W . 40 TC 408 Non .
113 South Bay Corp. 41 TC 888 Non -
11 4 Morris Trust 42 TC 779 Non .
115 Norman Scott, Inc. 48 TC 598 Bank
116 Lammerts, H. 54 TC 420 Non •
117 Madison Square Garden Corp. 58 TC 61 9 Non •
11 8 Kass, M. 60 TC 218 Non .
119 Yoc Heating Co. 61 TC 168 Non.
120 American Bronze Corp. 64 TC 1111 Non .
121 Atlas Tool Co. 70 TC 86 Bank
122 Laure, G. 70 TC 1087 Bank
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The assessment of these complex and interacting rela­

tionships involvescomparisons and contrasts of a 2x2x2 
set of models consisting of all combinations of the three 
complicating factors (the loss of information content, 
the potentially disquisive variables, and the implications 
of the solvency/insolvency dilemma). The eight combina­
tions are delineated in Table 6-2 below. The criteria 
with which the various models were contrasted include the 
variables entered as significant into each model, likelihood- 
ratio statistics, analogs, and internal classification 
accuracies for each model.

Then, before proceeding to specific comparisons of 
models, a review and summary of the criteria upon which 
the relative assessments will be based and a summary of 
the values relating to these criteria for each of the eight 
models are presented in Tables 6-3 and 6-4 respectively.
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Characteristics of Individual Models

110

Treatment of 
Model Variable 

3-A
Disquisive
Variables
Entered

Scope of 
the Model

1 Continuous 6—B and 7—B all COI cases
2 Continuous 6—B and 7—B only solvent cases
3 Continuous only 8-B all CGI cases
4 Continuous only 8-B only solvent cases
5 Discrete 6—B and 7—B all COI cases
6 Discrete 6—B and 7—B only solvent cases
7 Discrete only 8-B all COI cases
8 Discrete only 8-B only solvent cases



111

TABLE 6-3

DESCRIPTIONS
CRITERIA
Variables Entered 

As Significant 
Into the Model

For the purposes of this study. Logit 
Analysis utilizes a forward stepwise 
procedure which adds one variable at 
a time into the model which results 
in the greatest increase in the good- 
ness-of-fit. This iterative process 
continues until the next variable to 
be entered does not significantly 
increase the fit.

L^ (Baseline) * statistics follow a Chi-square dis­
tribution with degrees of freedom 
equal to the number of parameters 
assumed to have no effect on the ex­
pected cell frequency. The larger 
the L', the more the expected fre­
quency differs from the observed.
The L “ (Baseline) is the L^ statistic 
relating to the model for which no 
independent variables are significant. 
As such, the statistic relates to all 
of the variance within the sample 
data.

L^ (Maximum)

R^ Analog

This L^ statistic relates to the logit 
model produced by the stepwise pro­
cedure that results in the best good- 
ness-of-fit to the sample data.

L^ (Baseline) - L° (Maximum)
L* (Baseline)

This statistic represents the propor­
tion of the L® (Baseline)—  which re­
lates to the total variance within 
the data —  that is accounted for by 
the more complex L^ (Maximum) model.
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TABLE 6-3 (cont.) 
DESCRIPTIONS

CRITERIA 
AnalogR:

Internal Class­
ification 
Accuracy

This statistic represents an adjust­
ment to the R “ Analog intended to en­
hance the comparability of goodness- 
of-fit between models possessing 
different numbers of observations 
and variables. Although the adjust­
ment is related primarily to regres­
sion, the same observation/variable 
problem exists in Logit and the ad­
justment should reveal any substan­
tial degree of differences in fit due 
to different numbers of variables in 
respective models. The form of the 
statistic is given below.
Analog = R^ Analog - (1 - R^ Analog)
where K equals the number of variables 
in each model and N equals the number 
of observations upon which each model 
was based .

As part of the BMDP computer routine 
for Logit Analysis*^, each model is 
utilized to classify every case in 
the data set and the resulting over­
all classification accuracy is re­
ported. While this accuracy will prob­
ably be slightly inflated due to up­
ward biasness, it will still suffice 
for comparative purposes.
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Variables R=
Model Entered As (Base- (MaxL- Ana- 

Signifleant line) mum) log

#1

§2

#3

#4

#5

#6

#7

#8

I -A
II -C
I -A
II -C
4-A 
1 3-C
7-B
13-C
2-A 
1 1 -C

209.03 97.18 53.5

209.03 95.52 54.3

113.68 27.38 76.1

113.68 22.96 79.8

209.03 75.60

2-A, 3-A 209.03 79.39
(Discr) &
11 -C
3-A(Discr) 113.68 17.83
6-B
11 -C 
1 3-C
3-A(Discr) 113.68 0.44
7-B
1 3-C

63.8

62.0

R:
.Ana­
log

75.6

79.3

63.2

61.0

85.2 84.5

Internal
Classi­

fication
Accuracy

52.7 76.8%

53.5 77.

88.5%

89.1%

78.8%

88.8%

91 .2%

99.4 99.4 100.0%
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TABLE 6-5

Variable Description of All Variables Entered as Sig­
nificant in at Least One Model

1-A The nature of the equity interest surrendered
by the shareholders of the acquired corpora­
tion.

2-A The nature of the equity interest retained by
the shareholders of the acquired corporation 
in the surviving entity.

3-A The proportion of the value of the items trans­
ferred in exchange for equity interests to
the value of all items transferred in the ex­
change. This variable is dually coded as 
both a continuous and a discrete variable in 
different models.

4-A The existence of a preconceived plan among the
shareholders of the acquired corporation to 
dispose of their equity interests retained in 
the surviving corporation.

6-B The presence of a transaction affecting the re­
organization between the involved parties 
occurring subsequent to the actual transaction.

7-B The presence of a transaction affecting the re­
organization between the involved parties 
occurring either prior or subsequent to the 
actual transaction.

8-B The presence of a transaction related to the re­
organization involving an independent third 
party.

11-C The presence of a sound business purpose for the
reorganization.

13-C The presence of an event unrelated to the re­
organization that significantly altered the 
basic environment.



115

Conversion of the Proportion Variable
One aspect of the coding of the independent variables 

which merits particular attention involves the conversion 
of Variable 3-A from a quantitative measure of the propor­
tion of the total value exchanged consisting of equity 
interest into a discrete variable (all discrete variables 
are designated as such in the computer programming of the 
models). In order to detect any potential deterioration 
in the informational content of the logit models as a con­
sequence of this conversion, comparisons were made of all 
pairs of models within which the only differences in input 
involved how Variable 3-A was coded (that is, as a continuous 
or discrete variable). Four such pairs exist within the 
eight models identified in Table 6-2:

Model 1 vs. Model 5 
Model 2 vs. Model 6 
Model 3 vs. Model 7 
Model 4 vs. Model 8 .

With respect to the comparative analysis of these 
pairs, a basic premise was asserted that any significant 
deterioration in informational content would result in 
observably declining goodness-of-fits (as measured by the 
criteria delineated in Table 6-3). It should be noted, 
a priori, that a significant reduction in fit was not 
anticipated in as much as it appears that the judiciary's
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application of this factor is quite compatible with the 
discrete version of the variable. That is, if the Tax 
Court does not attach increased importance to the propor­
tion level beyond some threshhold of acceptibility (as 
appears reasonable), then it is possible that the discrete 
version may reflect the underlying judicial assessment 
more accurately than does the continuous version.

Several conclusions appear to be inferrable from the 
comparison of these pairs of models focusing on the impact 
of the dual codification of the proportion variable. 
Primarily, it is evident in all four pairs that the models 
utilizing the discrete variable outperformed those utiliz­
ing the continuous version with respect to both internal 
classification accuracy and the R ’ analog (since only trivial 
and consistent differences resulted from adjusting the 
R* Analog for the number of observations and variables, 
the analysis will focus only on the R^ Analog so as to 
avoid redundancy). This constitutes very persuasive evi­
dence to the effect that a loss of informational content 
has not occurred. And, even more importantly, it constitutes 
at least probable evidence that the discrete version re­
presents a clearer reflection of how the Tax Court utilizes 
this variable in assessing continuity of interest.

This conclusion is obliquely supported by the fact 
that the continuous version of the variable was not found
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11 -C

78.8% 63.8 63.2

Model #2 
(con­
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77.6% 54.3 53.5
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2-A
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88.8% 62.0 61.0

Model #3 
(con­
tinuous )

4-A
13-C

88.5% 76.1 75.6

Model #7 
(discrete)

3-A(Discrete) 
6-B 
11 -C 
13-C

91 .2% 85.2 84.5

Model #4 
(con­
tinuous)

7-B
13-C

89.1% 79.8 79.3

Model #8 
(discrete)

3-A(Discrete)
7-B
13-C

100.0% 99.4 99.4
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to be significant in any of the four models in which it 
was incorporated (Model #'s 1 - 4), while the discrete 
version was entered as significant in three of its four 
models (Model §'s 6, 7 and 8 ). This does not constitute 
conclusive evidence as to the viability of either version 
(since no assurance exists that the proportion variable 
is significant). However, given the considerable import­
ance that has been placed on this variable by the legis­
lature, the courts and the Service, it is not unreasonable 
to have intuitively anticipated that this factor would 
figure prominently in any continuity of interest assess­
ment. Therefore, the observed significance of the discrete 
version constitutes at least indirect evidence to the effect 
that the discrete variable constitutes a more realistic 
portrayal of how this factor is utilized by the Tax Court.

And, finally, leading into another aspect of this 
sensitivity analysis, an inference appears to exist with 
respect to the solvency/insolvency dilemma's impact on 
the relevance of the proportion variable. That is, the 
discrete version was significant in both of the models 
based upon only solvent cases in which it was incorporated 
(Models #7 and §8), while the same version was significant 
in only one of the two models based upon all reorganization 
cases (Model #6 , but not Model #5). Assuming that the 
proportion variable does significantly influence judicial
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assessments of continuity of interest (as appears reasonable), 
the deterioration of significance observed for the models 
based on all continuity cases indicates a potential lack 
of homogeneity between solvent and insolvent reorganizations. 
Disguisive Aspects of the Independent Variables

A second aspect of this preliminary sensitivity analysis 
involves how transactions which constitute potential sources 
for taxpayer manipulation influence judicial assessments 
of continuity of interest. These variables (6-B, 7-B and
8-B) clearly have an impact on the courts' assessments 
in that they directly alter the proportion of the total 
value of items transferred in the exchange consisting of 
retained equity interest (Variable 3-A). In addition, 
the possibility exists that the judiciary may react to 
what it perceives to be taxpayer manipulation by requiring 
(either consciously or subconsciously) more rigorous evidence 
concerning continuity of interest before rendering favorable 
decisions. It is with respect to this possible psychological 
reaction by the judiciary that sensitivity analysis may 
add further insight.

The analysis, itself, involves a comparison of pairs 
of models in which the only differences in input involve 
the treatment of these potentially disquisive variables.
In half of the eight models, variables relating to trans­
actions between the reorganization parties which might
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occur either prior or subsequent to the actual reorganiza­
tion were included as separate variables. And, in the 
remaining half, only one variable representing a combination 
of both prior and subsequent inter-party transactions was 
utilized. This dual treatment was intended to allow for 
an assessment of each variable individually (thereby focus­
ing on the timing implications) and for an assessment of 
an aggregate variable that focuses more closely on the 
potential psychological reactions of the judiciary without 
regard to the timing of the transaction.

Several inferences may be elicited from this compara­
tive analysis. First, none of the disquisive variables 
were significant in any of the models based upon both solvent 
and insolvent reorganizations (Model #'s 1, 3, 5 and 7).
This seems to be in accordance with the premise (to be 
discussed in greater detail subsequently) that the absence 
of flexibility available to taxpayers involved in economically- 
imposed reorganizations dilutes the significance of these 
otherwise important disquisive variables. This inference 
is further supported by the fact that the combined version 
of this factor was significant in both of the models (#4 
and #8 ) based on only solvent reorganizations and that 
one of the individual variables was significant in one 
of the two models based on only solvent reorganizations 
(Model #6 ). Furthermore, given the combined version's
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4-A
13-C
I -A 
11-C
7-B
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6-B
11 -C 
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2-A
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88.8%

1 0 0.0%
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76.1

54.3

79.8

63.8

85.2

62.0

99.4

52.7

75.6

53.5 

79.3

63.2

84.5

61.0

99.4
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greater focus on the psychological aspect of the variable, 
it appears reasonable to suggest that the psychological 
aspect is the primary source of the factor's significance.

While no strong conclusions are inferred with respect 
to the relative merits of the various forms which the dis­
quisive variables may assume, it does seem clear, at the 
least, that psychological reactions to court-perceived 
taxpayer manipulation do have a significant impact on the 
Tax Court's assessment of continuity of interest in solvent 
reorganizations.
Homogeneity Between Solvent and Insolvent Reorganizations

Perhaps the most important aspect of this sensitivity 
analysis involves an assessment of the degree of homogeneity 
that exists between reorganizations involving economically 
solvent corporations and reorganizations entered into 
primarily for the economic motives of bankruptcy. While 
it is clear that the Tax Court's stated position on this 
solvency/insolvency dilemma is that continuity of interest 
should be applied in a consistent manner in both situations, 
it is far from certain whether the court's position is 
correct and whether, therefore, the current position should 
serve as the basis for future assessments of the issue.

The assessment of homogeneity will involve, for the 
most part, comparisons of those pairs of models in which 
the only differences in inputs relate to the scope of the
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models' data bases, i.e., encompassing all Tax Court 
assessments of continuity of interest or focusing only 
on those Tax Court Cases involving solvent corporate re­
organizations. If solvent and insolvent reorganizations 
are not particularly homogeneous, it is anticipated that 
the contrasting models will identify different significant 
variables and that the restricted-population models (those 
based only on solvent reorganizations) will outperform 
the unrestricted-population models with respect to classi­
fication accuracy and explanation of variance.

As anticipated, given the fundamentally divergent 
natures of solvent and insolvent reorganizations, the com­
parative analysis strongly suggests an inference that these 
contrasting situations possess only limited homogeneity.
In all four comparisons, the variables entered as significant 
for the restricted and unrestricted-population versions 
were strikingly different. In fact, only two of the nine 
variables entered as significant in the four unrestricted 
models were also significant in the restricted version. 
Conversely, only two of the eleven variables entered as 
significant in the restricted version were also significant 
in the unrestricted models. Since the only difference 
in the respective models involved the scope of their data 
bases, such disparate results clearly infer that the bases 
are far from homogeneous.
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This inference is further supported by two additional 

aspects of the comparison. First, in each of the four 
pairs contrasted, the models based on only solvent reor­
ganizations clearly outperformed the unrestricted-population 
models with respect to internal classification accuracy 
and explained variance. This is quite compatible with 
an inference of limited homogeneity in as much as it is 
clearly easier to fit a parsimonious model within a more 
homogeneous data base. And second, the consistent signifi­
cance of the potentially disquisive variables (primarily 
the combined version) in the restricted-population models 
in conjunction with the conspicuous absence of significance 
for these variables in the unrestricted models supports, 
at least indirectly, the inference of limited homogeneity.
As hypothesized previously, if the reduced flexibility 
available to taxpayers in bankruptcy situations automatically 
precludes the possibility of taxpayer manipulation, then 
the aggregation of solvent and insolvent reorganizations 
will almost certainly dilute the significance of the dis­
quisive variables. Since the comparison does demonstrate 
a strong dilutive effect with respect to these variables' 
significance, it appears reasonable to conclude that the 
cause of the dilution involves a substantial lack of homo­
geneity.

In addition, to provide possible additional insight 
into the degree of homogeneity, an analysis was undertaken
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with regard to whether the parameters of the models were 
similar in sign and magnitude. However, for several reasons, 
this did not prove to be a viable source for insight.
First of all, the mechanics involved in producing the para­
meters for the logit models severely limits any compara­
bility between models based on the size of parameters.
That is, the models automatically assign the discrete values 
which were designated as "0" a parameter of zero. Then, 
all other possible discrete values result in parameters 
that are centered upon the "0" value. Thus, each set of 
parameters is entirely internally-determined with respect 
to size and no valid comparisons can be made upon this 
basis. The relative signs of the parameters do offer a 
better basis for comparison but problems also exist for 
it. In each of the four pairs of models, the models to 
be compared possessed different significant variables.
As before, since the parameters for each model are internally- 
generated, this inconsistency between models clearly reduces 
comparability. Nonetheless, an assessment of parameter 
signs was undertaken for every variable that was significant 
in both models to be compared. One instance in which in­
consistency between signs was identified (with respect 
to the business purpose/tax motive variable for Models 
§5 and §6). However, the conclusion was drawn that the 
analysis on the whole was simply not amenable to analyzing
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homogeneity through the models' parameters.

A final assessment of homogeneity involved the utiliza­
tion of the logit model which provided the best fit to 
the restricted-population data set (Model §4) to classify 
those cases involving insolvent reorganizations (the mechanics 
of the classification procedure were discussed in Chapter 
V). This resulted in correct classifications in 21 of 
the 31 insolvent cases for an accuracy percentage of .71. 
Comparison of this percentage with Model §4's internal 
classification accuracy of 100% provides additional support 
to the limited homogeneity inference. It should be noted 
that this comparison is not entirely valid in that the 
internal classification accuracy possesses a slight degree 
of upward bias. A subsequently discussed adjustment for 
upward bias produced an adjusted accuracy percentage of 
.94 which is still markedly greater than the classification 
accuracy with respect to the insolvent cases.
Summary of Sensitivity Analysis

Probably the most important inference that may be 
gleaned from the sensitivity analysis involves the surmised 
lack of homogeneity. This inference is central to the 
interpretation of and the potential contributions from 
the study and, therefore, requires a precise and thorough 
understanding. Importantly, it should be stressed that 
the sensitivity results are in no sense critical of past
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insolvency decisions in the Tax Court. That is, a general 
concept of continuity of interest is applicable to insolvency 
reorganizations and a rationale for a tax-deferral on such 
transactions is as justifiable for insolvent as for solvent 
reorganizations. What _is inferred by the analysis, how­
ever, is that inherent differences do exist between the 
alternative situations and that the mechanics of applying 
the continuity doctrine should be tailored to the specific 
exigencies posed by the respective situations. One primary 
benefit that may be attained by segregating the solvent 
and insolvent litigation involves the much improved goodness- 
of-fits observed in the restricted models. The improved 
fit itself suggests that legislation which effectively 
models the Tax Court's assessment of continuity of interest 
without resulting in concomitantly unacceptable levels 
of subjectivity is at least feasible for solvent reorgani­
zations.

A second inference from the sensitivity analysis is 
that the conversion of Variable 3-A from a continuous to 
a discrete independent variable does not result in a loss 
of informational content. In fact, it appears to be the 
case that the discrete version more accurately reflects 
how the variable is used by the Tax Court in assessing 
continuity of interest. This inference is quite compatible 
with the a priori interpretations as to the relevance and
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utility of this variable which provided the justification 
for the variable's dual coding.

And finally, a less evident inference can be made 
with respect to the potentially disquisive independent 
variables. While the results are not conclusive as to 
the importance of individual transactions occurring prior 
or subsequent to a reorganization, the combined version 
of these factors clearly had a substantial impact on the 
Tax Court's continuity of interest assessment. Since the 
common characteristic shared by the diversely timed trans­
actions involved the potential for taxpayer manipulation, 
it appears not unreasonable to suggest that the judiciary's 
reaction to court-perceived tax evasion is the primary 
basis for this factor's significance.

As a result of this sensitivity analysis' strong 
inference of limited homogeneity, the remaining research 
undertaken in the study will center for the most part upon 
only solvent reorganizations. Furthermore, the remaining 
analysis will consist primarily of additional assessments 
of the model that produced the best fit to the study's 
data. This model (§8) utilized the discrete version of 
the proportion variable and the combined version of the 
disquisive variables. This focus appears to be strongly 
justified by the results of the sensitivity analysis.
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RESEARCH QUESTION #2
Whenever a predictive model that is based upon a given 

sample is used to predict the sample cases themselves, 
an inflated classification accuracy (referred to as upward 
bias) will almost certainly exist. This bias results from 
the model's incorporation of potentially unique character­
istics of unusual or outlying cases within the sample —  

thereby increasing the model’s ability to correctly classify 
those unusual cases.

Several strategies exist with which to assess and/or 
adjust for upward bias. One possibility involves the 
utilization of an independent hold-out sample of cases 
to be classified by the basic model. The independence 
of the hold-out sample negates the cause of the upward 
bias and, therefore, the resulting classification accuracy 
provides evidence of the model's external validity. However, 
given the relatively limited size of this study's data 
base, such a strategy was not considered to be efficacious.
A second strategy, which is often incorporated into com­
puter package routines, involves the systematic withhold­
ing of one case at a time from the sample, the development 
of a model based on all of the other cases, and the sub­
sequent classification of the withheld case. This process 
is reiterated for all cases in the sample and the result­
ing cumulative classification accuracy provides a criterion
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that has been adjusted for the effects of upward bias.
While the BMDP routine utilized in this study did not include 
this option, it was a relatively simple task to simulate 
the procedure.

Toward this end, the 92 cases involving solvent re­
organizations which provided the basis for Model §8 were 
randomly assigned to one of ten subsets. Then, one subset 
was withheld at a time and a logit model based on the re­
maining nine was utilized to classify the withheld subset's' 
cases. This procedure was reiterated until each subset 
had been withheld and the classification results are illus­
trated in Table 6-9.

The resulting cumulative classification accuracy rate 
(94.5%), while less than the unadjusted internal classi­
fication accuracy of Model §8, (100%), nonetheless provides 
independent corroborating evidence of the model's ability 
to efficiently and parsimoniously reconstruct the Tax 
Court's assessment of continuity of interest.
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TABLE 6-9

Subsets Number of Cases 
Assigned to 
Each Subset

Number of Cases 
Classified 
Correctly

1 9 8
2 10 10
3 9 9
4 8 8
5 11 10
6 8 8
7 8 7
8 9 9
9 10 9

10 10 9

Total 92 87
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RESEARCH QUESTION #3 

Since continuity of interest has been addressed by 
the Tax Court for an approximately fifty year period, the 
possibility exists that the variables identified as rele­
vant to the issue may not have been applied consistently 
by the court over the duration of the litigation. If this 
were the case, then serious doubts would be cast on the 
validity of the study’s data set. For several reasons, 
however, it appears likely that at least an acceptable 
degree of temporal stability does exist. First, it is 
clear from the analytic investigation into the background 
and development of continuity of interest that has been 
undertaken in this study that continuity of interest has 
served the same basic purpose, from the same general 
perspective of the Tax Court, since its inception. While 
changes in the statutes have altered the applicability 
of the doctrine from time to time, such changes in its 
scope have never altered how the doctrine has been applied 
when still appropriate. And second, the very positive 
results from the assessment of Research Question with 
respect to goodness-of-fit and classification accuracy 
constitutes indirect evidence of temporal stability. That 
is, if temporal stability was not present, then it would 
seem very unlikely that any model could produce the results 
observed with respect to Model #8 (a 94% classification
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accuracy and a 99% Analog). Consequently, a general pre­
sumption that temporal stability is present appears to 
intuitively supportable. The subsequent analysis will 
attempt to produce evidence to the contrary and, failing 
that, the supposition that temporal stability exists will 
be presumed tenable.

The analysis of temporal stability, itself, involved 
the dichotomization of the Tax Court's solvent reorganiza­
tion cases into two discrete chronological segments. The 
dichotomization was based on an event (changes in the re­
organization statutes in the 1954 Revenue Act) which was 
perceived as having had the greatest potential for having 
altered the judicial assessment of continuity of interest. 
The 1954 Code established definitive guidelines for cor­
porate reorganizations which, if met, guaranteed the parties 
involved a tax deferral on the transaction. The overall 
effect of this legislation on continuity of interest was 
that the scope of its applicability was reduced since tax­
payers could bypass the subjective continuity assessment 
by opting for restrictive (but objective) alternatives.
This reduction in scope is perceived as potentially having 
altered the judicial assessment of continuity of interest.

Alternative events which might have had similar effects 
were sought for but were either not found or were not 
amenable to incorporation into the analysis. With respect
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to the latter instance, the key Supreme Court cases^ af­
fecting continuity of interest that were discussed in 
Chapter II all occurred during the initial stage of con­
tinuity litigation and, therefore, do not suffice as 
dichotomizing events. In addition, the Service's recent

4Revenue Procedure 77-37 (which represents a fairly 
definitive guide to the proportion of qualifying considera­
tion necessary for an advance ruling) may constitute such 
an event. However, insufficient cases involving solvent 
reorganizations have been litigated since its pronouncement 
to allow for its incorporation into the analysis.

Both discrete groups of solvency reorganization cases 
—  pre-1954 Act and post-1954 Act —  were used to develop 
logit models which produced the same criteria that were 
utilized for comparative purposes in Research Question 
#1 (variables entered as significant, R* analogs and in­
ternal classification accuracies). In addition, each model 
was utilized to predict all of the cases in the other data 
set under the premise that, if temporal stability did not 
exist, a deterioration in classification accuracy should 
have resulted. The results of the analysis are presented 
in Table 6-10.



TABLE 6-10

Criteria

Data Sets

Number of 
Cases in 
Data Set

Variables
Entered

as
Significant

R* Analog Analog Internal
Classifi­
cation

Accuracy

Classifi­
cation

Accuracy
w.r.t.
Independent 
Data Set

Pre-1954 68 3-A(Discrete)
7-B
13-C

96.2 96.0 95.6% 89%

Post-1 954 24 3-A(Discrete) 98.4 
7-B

98.3 1 00% 91%
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Several inferences may be drawn from Table 6-10. 
Primarily, while the two models’ classification accuracies 
with respect to the independent data sets are slightly 
lower than the classification accuracy adjusted for upward 
bias of 94% for Model #8 (which was based on all solvent 
reorganization cases), the decrease in accuracy does not 
appear to be severe enough to suggest that an unacceptable 
degree of temporal instability is present. In addition, 
the significance in each chronological data set of the 
two independent variables which, were intuitively perceived 
to be the most important variables with respect to continuity 
of interest (the discrete version of the proportion variable 
and the combined version of the disquisive variables) sug­
gests that the Tax Court has assessed continuity of interest 
in an essentially consistent manner over time. The pre­
sence of Variable 13-C as significant in the prior chrono­
logical set but not the latter does suggest some degree 
of instability but it is not difficult to rationalize this 
phenomenon as not overly critical. For instance, it is 
quite possible that this variable (the presence or absence 
of an event that significantly altered the basic business 
environment thereby triggering the reorganization) con­
stituted an important but peripheral factor with respect 
to continuity of interest. Given the relative ease with 
which events that significantly alter the entire business
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environment (World War II or Prohibition, for instance) 
can be identified, once this factor was determined to be 
relevant to continuity of interest, it is probable that 
this aspect would not figure prominently in subsequent 
litigation due to the clarity of the precedent.

Thus, this analysis clearly does not present evidence 
of temporal instability. In fact, the evidence strongly 
suggests that stability is present. This, combined with 
the a priori analytical determination that temporal stab­
ility appeared to exist, provides a strong basis for a 
favorable conclusion with respect to temporal stability.

RESEARCH QUESTION §4 
Up to this point in the study, the analysis of con­

tinuity of interest has focused only upon the Tax Court, 
for the reasons noted previously (primarily relating to 
the more sophisticated tax expertise of the Tax Court). 
However, it is at least interesting to consider whether 
substantive differences may exist between how continuity 
of interest is assessed in the Tax Court as opposed to 
the other judicial forums in which reorganization litigation 
may be initiated (the Court of Claims and the District 
Court). However, a direct analysis of possible differences 
between the various courts was not feasible because the 
relatively limited litigation relating to continuity of
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interest that has been undertaken in the District Court 
and the Court of Claims is insufficient to support the 
development of separate models (only 31 cases involving 
continuity of interest were identified in these two courts 
—  the cases are listed in Table 6-11).

As a result, the analysis of differences between the 
courts was limited to a use of the most efficient Tax 
Court model (Model #8 ) to classify the independent District 
Court and Court of Claims cases. If the Tax Court model 
(which possessed an adjusted classification accuracy per­
centage of 94%) produced a disparate classification result 
with respect to the non-Tax Court cases, then evidence 
would exist to the effect that structural differences do 
exist between the various courts. In addition, this analysis 
will also focus on both possible outcomes (continuity . 
versus non-continuity) separately in an attempt to identify 
more specific differences. However, this approach provides 
no basis for hypothesizing about the direction or magnitude 
of possible differences and no attempt will be made to 
do so. The results of the application of the Tax Court 
model in regard to classifying the District Court and Court 
of Claims cases is subsequently provided in Table 6-12.
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TABLE 6-11

Case Citation Bankruptcy vs.
Non-Bankruptcy

1. Rocky Mountain Federal 473 F. Supp. 779 Non.
Savings

2. Pierson, J. 472 F. Supp. 957 Non.
3. First Federal Savings 452 F. Supp. 32 Non.

& Loan
4. General Housewares Corp. 488 F. Supp. 926 Bank.
5. Masters Key Co. 422 F. Supp. 836 Non.
6 . Aetna Casualty Co. 403 F. Supp 498 Bank.
7. Cinocca, J. 400 F. Supp. 527 Non.
8 . Home Savings & Loan 73-2 USTC 9609 Non.

Ass 'n
9. Hempt Brothers, Inc. 354 F. Supp. 1172 Bank.

10. West Side Federal 73-1 USTC 9178 Non.
Savings

11. Stockman Nat'l Life 71-2 USTC 9748 Non.
Insurance

12. Wilcox Supplies, Inc. 336 F. Supp. 1202 Non.
13. Calcote, H. 327 F. Supp. 363 Bank.
14. Yeaman, K. 69-2 USTC 9585 Non.
15. Holliman, E. 275 F. Supp. 927 Non.
16. Yuba Industries, Inc. 242 F. Supp. 561 Bank.
17. Home Savings & Loan 223 F. Supp. 134 Non.

Ass 'n
18. El Pomar Investment Co. 210 F. Supp. 333 Bank.
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TABLE 6-11 (cont.)

# Case Citation Bankruptcy vs. 
Non-Bankruptcy

19. Nadeau, H. 181 F . Supp. 752 Non.
20. Capital Savings & Loan 

Ass 'n
607 F.2d 970 Non.

21 . Jeffers, L. 214 Ct. Cl. 9 Non.
22. FEC Liquidating Corp. 212 Ct. Cl. 345 Bank.
23. Movielab, Inc. 204 Ct. Cl. 6 Non.
24. King Enterprises, Inc. 189 Ct. Cl. 466 Bank.
25. Ross Michael Simon 

Trust
185 Ct. Cl. 291 Non.

26. Columbia Gas of 
Maryland, Inc.

177 Ct. Cl. 97 Non.

27. McCullough, J. 170 Ct. Cl. 1 Non.
28. Wisconsin Central 

Railroad Co.
155 Ct. Cl. 781 Bank.

29. Berner, T. 151 Ct. Cl. 128 Non.
30. Texas City Terminal 

Railway Co.
138 Ct. Cl. 739 Non.

31 . Meyer, L . 129 Ct. Cl. 214 Non.
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Nature of Involved Cases
All District Court and Court 

of Claims Cases:
Pro-continuity rulings 20
Anti-continuity rulings 11

Total 31
Only District Court and 

Court of Claims Cases In­
volving Solvent Reorgani­
zations:

District Court cases 13
Court of claims cases __9_

Total 22
Only District Court and 

Court of Claims Cases In­
volving Solvent Reorgani­
zations:

Pro-continuity rulings 14
Anti-continuity rulings  _8_

Total 22

Number of Cases Correctly
Classified by the Tax Classification
Court Model____________________Accuracy

12

8
20

9
7

16

9
7

16

60%
73%
67%

69%
78%
73%

64%
88%
73%
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While caution was exercised to not elicit conclusions 
for which support was questionable, several points may 
nonetheless be noted. First, the improvement in the classi­
fication accuracy of the Tax Court model observed when 
the focus was altered from all District Court and Court 
of Claims cases to only those cases involving solvent 
reorganizations (64% to 73%) adds further support to the 
inference of limited homogeneity between solvent and in­
solvent corporate reorganizations. And second, it does 
appear that differences do exist between the continuity 
of interest assessments of the Tax Court and the other 
forums in which it may be addressed. The classification 
accuracy rate for the Tax Court model was considerably 
lower for both the District Court and the Court of Claims 
than was the internal classification accuracy of the Tax 
Court model adjusted for upward biasness (94%). Even further, 
it appears probable that the differences indicate a less 
rigorous application of the doctrine in that a large majority 
of the cases which were misclassified involved court rulings 
in favor of continuity. However, once again, due primarily 
to the limited number of' non-Tax Court cases, these con­
clusions are somewhat tenuous in nature.
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CHAPTER VII 
SUMMARY AND CONCLUSIONS 

In Chapter I, four research questions were presented 
relating to an assessment of continuity of interest by 
the Tax Court on cases involving corporate reorganizations. 
The initial question involved the identification of rele­
vant variables.

Research Question #1 : How does the Tax Court weigh
various factors in making their 
determinations as to continuity 
of interest?

In order to enhance the meaningfulness of the results, 
sensitivity analyses were also undertaken in order to assess 
the manner in which some independent variables would be 
coded and to determine the overall scope of the study.
The second research question involved an adjustment of 
the results produced with respect to Research Question 
#1 for potential upward biasness that may have existed 
in the models.

Research Question #2: How well does a model consist­
ing of the Tax Court's key 
variables perform with respect 
145
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to predicting determinations 
for internally generated hold­
out samples of Tax Court cases? 

Due to the relatively long period of time over which the 
cases comprising the basis for the study occurred. Research 
Question §3 involved an assessment of the temporal stability 
of the Tax Court model over the duration of the continuity 
of interest litigation.

Research Question #3: How stable is the Tax Court's
assessment of continuity of 
interest over the approximately 
fifty year period during which 
the issue has been litigated? 

And finally, an attempt was made to identify general differ­
ences that might exist between the usual forum for reorgani­
zation litigation (the Tax Court) and other possible forums 
for such litigation (the District Court and the Court of 
Claims).

Research Question #4: How well does the Tax Court
model perform with respect 
to predicting determinations 
of continuity of interest for 
District Court and Court of 
Claims cases involving con­
tinuity of interest?
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This chapter will provide a summary of the research results 
relating to these issues. A discussion of the internal 
and external validity of the study will follow along with 
conclusions and recommendations of the study.

Summary of Results
Research Question #1

Before proceeding to the explicit research questions 
relating to significant independent variables with respect 
to continuity of interest, an equally important aspect 
of Research Question #1 involved sensitivity analyses 
intended to focus the study as clearly as possible on the 
substance of the continuity of interest assessment. Three 
factors existed which complicated several independent varia­
bles in addition to the overall scope of the study. The 
first of these involved the proportion variable (#3-A)
—  a factor which intuitively constituted the basis of 
any continuity assessment (this importance was strongly 
supported by the emphasis that prior literature had placed 
on the factor). However, the use of this variable in the 
study was complicated by the fact that precise data concern­
ing the proportion was often not provided by the Tax Court 
judges, particularly when the proportion was obviously 
substantial. This inconsistency resulted in two research 
alternatives -- to make arithmetic data adjustments in 
order to maintain the variable as quantitative or to
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artificially convert the factor into a discrete variable 
with substantiation for the discrete categories based upon 
key Supreme Court cases and Administrative Revenue Rulings 
and Procedures. In view of the general intent of the study 
to investigate the feasibility of safe harbor statutes, 
it was decided to opt for the discrete version of the varia­
ble since it was perceived to be analogous to the form 
that future safe harbor statutes would necessarily take.
At the same time, it was viewed as desirable to at least 
attempt to assess whether informational content had been 
sacrificed in the conversion. The basis of this assess­
ment involved comparisons of pairs of models in which the 
only difference involved how the proportion variable was 
entered (as continuous or discrete). The clear result 
of this comparison was a conclusion that artificially con­
verting the proportion variable to a discrete variable 
did not result in a loss of informational content. In 
fact, the models utilizing the discrete version uniformly 
outperformed the models utilizing the continuous version 
with respect to goodness-of-fit and classification accuracy. 
Furthermore, an intuitive rationalization was thought to 
exist for this result in as much as the discrete version 
was thought to more closely represent how the Tax Court 
judiciary actually utilizes the proportion variable. That 
is, by implementing threshholds of evidence, the judiciary
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would assign decreasing marginal importance to the propor­
tion factor once it had passed the threshhold of acceptabil­
ity. Such a course of action would tend to explain why 
the judiciary often felt no compulsion to report precise 
information concerning the proportion once it had been 
determined to be substantial.

The second complicating factor involved the possibility 
of transactions related to the reorganization occurring 
either prior or subsequent to the actual reorganization 
in attempts to disguise the true nature of the transaction. 
The potential significance of such manipulative action 
was viewed as twofold. First, such actions would clearly 
have a direct impact upon the proportion variable since 
any assessment of the substance of the reorganization would 
necessitate a focusing on the overall impact of all related 
transactions. In addition, the manipulative action could 
result in the judiciary requiring (either consciously or 
subconsciously) more definitive evidence concerning con­
tinuity of interest than it would have if no manipulation 
had taken place. Therefore, comparisons were of pairs 
of models in which each model incorporated this disquisive 
aspect differently. On one hand, separate variables were 
included for related transactions occurring both prior 
and subsequent to the actual reorganization. And, on the 
other hand, only one combined variable was included for
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related transactions occurring either prior or subsequent 
to the reorganization. By eliminating all aspects of timing, 
the combined version focuses more closely on the possible 
psychological reaction of the courts. The comparative 
results from these pairs indicated that the models utiliz­
ing the combined version clearly outperformed the models 
using separate variables with respect to goodness-of-fit 
and classification accuracy. The inference from this con­
clusion is that the Tax Court has reacted more than 
mechanically to taxpayer manipulation and that such a reac­
tion is important to possible safe harbor statutes with 
regard to discouraging taxpayers from attempting such 
actions in the first place.

The third (and possibly most important) complicating 
factor involved the appropriate scope of the study, i.e., 
whether the study should focus on all continuity of interest 
cases or whether it should differentiate between reorgani­
zations involving solvent and insolvent corporations.
Such a possibility is necessitated by a fundamental differ­
ence in how continuity of interest is applied in solvent 
versus insolvent reorganizations. In reorganizations in­
volving combinations of two or more solvent corporations, 
assessments of continuity of interest focus on the degree 
of equity ownership in the surviving entity that is retained 
by shareholders of the absorbed corporation in exchange
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for prior equity interests. However, in reorganizations 
involving combinations of insolvent firms with economically- 
healthy corporations, the assessment of continuity is sub­
stantively different in that the prior equity interests 
in the absorbed insolvent corporations are without value 
(since, by definition, they constitute ownership in non­
existent net assets). The Supreme Court has held, con­
sequently, that holders of unsecured debt in the insolvent 
corporation should be treated as equity-interest holders 
for the purpose of assessing continuity of interest. Given 
this fundamental difference between solvent and insolvent 
reorganizations, an assessment of homogeneity between the 
alternatives is extremely important. If homogeneity is 
substantially lacking, then a conclusion would be warranted 
that any safe harbor statutes should not be based upon 
a mixed set of cases.

The assessment of homogeneity was undertaken by com­
paring pairs of cases in which the only difference involved 
the scope of the underlying data base (consisting of either 
all continuity cases or only upon solvent reorganization 
cases). The results of the comparisons strongly suggested 
that homogeneity between solvent and insolvent reorganiza­
tions is severely limited. The evidence included differ­
ences in significant variables for the two alternatives 
and much stronger goodness-of-fits and classification
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accuracies for the models based on only solvent reorganiza­
tions as opposed to the models based on both solvent and 
insolvent litigation.

As a result of the overall sensitivity analysis, 
several important decisions were made with respect to the 
remainder of the study. Primarily, it was decided to focus 
primarily upon the possible development of safe harbor 
statutes based only upon solvent reorganizations. In addi­
tion, it was thought that the development of such statutes 
would best be accomplished by utilizing the discrete ver­
sion of the proportion variable and the combined version 
of the disquisive aspects factor. The rationale for this 
decision included both intuitive support and the fact that 
the model with these characteristics (Model #8) produced 
the best empirical results.

In conclusion, the inferences to be drawn with respect 
to Research Question are threefold. First, it was con­
cluded that Model #8 does, in fact, reflect the essence 
of the Tax Court's assessment of continuity of interest 
for solvent corporate reorganizations. Second, a general 
consensus of opinion (based upon a review of prior literature) 
appears to exist to the effect that the Tax Court has done 
an equitable job of applying continuity of interest in 
the past (the need for safe harbor statutes, then, stems 
from the subjectivity of the judicial assessment which



153

has tended to prevent taxpayers from taking undue risks). 
Therefore, the variables identified as significant in Model 
#8 (the discrete proportion variable, the combined version 
of the disquisive aspects factor, and substantive changes 
in the operating environment of the absorbed corporation) 
provide a valid basis for the development of safe harbor 
statutes which reproduce the equitable assessment of the 
Tax Court without resulting in concomitantly high levels 
of subjectivity and uncertainty.
Research Question §2

In as much as each of the eight models utilized with 
respect to Research Question #1 involved the classifica­
tion of a set of cases by a model based on these same cases, 
the possibility of an upward bias existing in the classifi­
cation accuracies merited attention. Therefore, a proce­
dure was undertaken to assess whether any substantial 
degree of upward bias did exist. This procedure was applied 
to the logit model which was deemed to possess the most 
efficient research parameters —  the discrete proportion 
variable, the combined disquisive aspects variable and 
the restricted-population scope. This model (#8) resulted 
in an internal classification accuracy of 100%. By random­
ly withdrawing small subsets of cases from the restricted 
population and then utilizing a model based on the remain­
ing cases, a classification accuracy (adjusted for upward
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biasness) of 94% was produced. Thus, it was concluded 
that the overall degree of upward biasness was not sub­
stantial enough to materially alter the analysis of Research 
Question #1.
Research Question #3

Another potential complication with respect to inter­
preting the results of the study involved a question of 
temporal stability. That is, given the relatively long 
period of time during the continuity of interest litiga­
tion had taken place, no assurance existed to the effect 
that the Tax Court had been applying the independent varia­
bles consistently over time. In order to assess the study's 
temporal stability, an event (the enactment of the 1954 
Internal Revenue Code) was identified which could have 
materially altered the judiciary's assessment of the doc­
trine. By comparing the criteria produced by models based 
on the pre-1954 and post-1954 cases, the conclusion was 
reached that a substantial degree of temporal stability 
did exist in the study.
Research Question #4

The final research issue of the study involved an 
assessment of possible differences between the Tax Court's 
assessment of continuity of interest and those of either 
the District Court or the Court of Claims. Since non-Tax 
Court litigation was not sufficient for the development
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of separate models, this analysis was restricted to utiliz­
ing the Tax Court model to classify the independent District 
Court and Court of Claims cases. The results of this 
procedure indicated that some differences do exist between 
the alternative forums and that these differences appear 
to focus primarily on how strictly the doctrine is enforced. 
That is, it appears that cases which would probably result 
in an adverse Tax Court decision would have a greater 
probability of success in either the District Court or 
the Court of Claims.

VALIDITY OF THE STUDY
A major consideration with respect to reviewing the 

results of the study involves an assessment of the study's 
validity. Two aspects of this assessment merit specific 
attention —  the internal and external validity.

Internal validity essentially relates to an assurance 
that the study is actually measuring or evaluating the 
research issue that it purports to be measuring. Perhaps 
the most positive aspect relating to this study's internal 
validity involves the general presence of intuitive support 
for both methodological assumptions made in the study and 
specific findings that were reached. The presence of a 
strong a priori basis for the primary research issues en­
hances the reliability of the conclusions. That is, the
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fact that the variables identified as significant in the 
study were strongly correlated with the qualitative assess­
ments of continuity of interest by prior researchers tends 
to suggest that the findings are based on the essence of 
the Tax Court assessment and not on mere random chance.
This added reliance helps offset several weaknesses that 
exist with respect to the internal validity.

The weaknesses that do exist included the following. 
First, several problems were encountered with respect to 
the measurement of the study's data. The fact that the 
source for the data consisted of the opinions of the ruling 
judges resulted in a possibility that the judges might 
not report the evidence in an impartial manner (this 
possibility was offset by the existence of courts of appeal 
which tends to encourage the judiciary to clearly set out 
the grounds for their decisions). And, second, an assump­
tion was made that, if a particular factor was not mentioned 
by the judiciary, then the factor was either not present 
or immaterial in degree. Finally, it was necessary to 
alter the substance of the proportion variable (#3-A) by 
either converting it to a discrete variable or arithmetic­
ally adjusting it so as to maintain it as continuous.
While these weaknesses necessarily cast some questions 
as to the internal validity of the study, the strong in­
tuitive support that existed for the assumptions and
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adjustments was perceived to be strong enough to suffi­
ciently ameliorate the problems.

A different weakness also existed with respect to 
the methodological structure of the study. That is, in 
order to maximize the study's data base, it was decided 
to not withhold sets of cases with which to undertake a 
direct and independent assessment of the model's perform­
ance. Thus, a degree of upward biasness almost certainly 
was inherent in the study's results. However, it was possi­
ble to devise a procedure with which to adequately ascertain 
that the degree of bias in the study was relatively limited 
in nature.

A final weakness with respect to internal validity 
involved an assumption that equal costs of misclassifica- 
tion existed in the study. Such a condition is almost 
certainly not the case since the prospect of predicting 
that a reorganization will be acceptable and then having 
it fail in the courts would result in considerable hard­
ship to the taxpayers. On the other hand, predicting that 
a reorganization will not be acceptable when it actually 
would pass the scrutiny of the courts would ordinarily 
result in a change in taxpayer strategy and not in direct 
taxation. However, this weakness is not as crucial as 
it might appear since the primary intended use of the study's 
results was not to predict future judicial assessments.
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Rather, the primary goal was to develop safe harbor statutes 
which reflect the essence of a judicial assessment that 
has consistently been given high marks by authoritative 
commentators as equitable to all parties concerned. There­
fore, the presence of problems relating to costs of mis­
classif ication does not significantly affect the main thrust 
of the study.

External validity, the second aspect that merited 
attention, relates to the degree of confidence with which 
the conclusions of the study may be generalized to situa­
tions outside of the study's data. Once more, given the 
aforementioned primary aim of the analysis, this aspect 
of validity does not appear to be as important as the in­
ternal aspect. That is, the primary aim does not involve 
a direct application of the research conclusions to pre­
dict the outcome of independent cases. However, the 
external validity is still important because it does con­
stitute an intrinsic component of the overall methodological 
structure.

The only major problem with respect to external validity 
appears to involve the fact that the conclusions of the 
study are solely based on litigated cases involving con­
tinuity of interest (to the exclusion of probably more 
numerous non-litigated reorganizations). Thus, the possi­
bility exists that factors may exist which by their very
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nature are so influential that they decide the continuity 
issue without any need to litigate the issue. Such factors, 
then, might not be demonstrated in an analysis of only 
litigated cases. However, this possibility is extremely 
slight in this study since such an influential factor would 
surely have been prominently discussed in prior qualitative 
research.

RECOMMENDATIONS FOR FUTURE RESEARCH
Perhaps the most interesting continuation of this 

study involves the probable growing number of private 
letter rulings that should result from Revenue Procedure 
77-37. These rulings should produce a much clearer per­
ception of how the service assesses continuity of interest 
(this perception would be one-sided, however, since the 
Procedure requires a minimum percentage of 50% for the 
proportion variable). However, the rulings would allow 
a comparison of how the Tax Court model assesses reorgani­
zations involving substantial proportion variables as 
opposed to the Service. If significant differences exist, 
then insight may be produced as to whether the courts or 
the Service is more closely adhering to the legislative 
intent in the reorganization area.

A second possible refinement of the study involves 
the fact that the study generally assumed that all Tax
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Court judges possessed essentially uniform levels of ex­
pertise and that each separate assessment of continuity 
of interest was substantially consistent with all others. 
While this was a reasonable assumption, it might be interest­
ing to conduct a sensitivity analysis to see if, in fact, 
the differing Tax Court judges themselves had an impact 
on the outcome.



APPENDIX A

SUMMARY OF INDEPENDENT VARIABLES

1-A Nature of the equity interests surrendered hy shareholders
of the absorbed corporation.

2-A Nature of the equity interests retained in the surviving
entity by shareholders of the absorbed corporation.

3-A Proportion of the total value exchanged in the reorganiza­
tion that was transferred in exchange for equity inter­
ests.

4-A Existence of a plan among the absorbed corporation's share­
holders to dispose of equity interests retained in the 
surviving entity.

5-B Existence of a transaction related to the reorganization
occurring between the reorganization parties prior to 
the actual transaction.

6-B Existence of a transaction related to the reorganization
occurring between the reorganization parties subsequent 
to the actual transaction.

7-B Existence of either Variable 5~B or 6-B.
8-B Existence of a transaction related to the reorganization

involving an independent third party.
11-0 Existence of a sound business purpose for the reorganiza­

tion (as opposed to tax avoidance motives).
12-0 Oontinuation of operations subsequent to the reorganization

by the absorbed corporation in substantially the same 
manner as before the reorganization.

13-0 Existence of an event which fundamentally altered the en­
vironment in which the absorbed corporation had oper­
ated.
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case/
CITATtON

BANKRUPT
vs

NONBANK.
Var. 1-A Ve r. 2—A Var. 3-A 

(Discrete)
Var. 3-A 
(Cont) Var. 4-A Var. 5-B

1. Adamston Glass Co. 
7 TG 493 Bank, Debt Common

Stock Low n / a No No

2. Aetna Casualty Go. 
403 F.Supp, 498

Bank. Debt Common
Stock High n / a No No

3.
Alabama Asph, Co, 

41 BTA 324
Bank. Debt Common

Stock High 100^ No • No

4. Alcazar Hotel Corp. 
1 TO 872 Bank. Debt Common

Stock High • 100^ No No

5.
Amerloan Bronze Co. 
64 TO 1111 Non. . Common

Stock
Common
Stock High 100^ No No

6t American Light Co. 
42 BTA 1121

Non. Common
Stock

Common
Stock Low No No

7. Amer. Wire Fabrics
16 TG 607

Non. Common
Stock

Common
Stock Medium 36^ No Yes

8. Atlas 01,1 & Rfg. 
36 TC 675 Bank. Debt Common

Stock High n / a No No

9. Atlas Tool Go. 
70 TG 86 Bank. Debt Common 

Stock• High n / a No No



case/
# CITATION Var, 6-B Var, 7-B Var, 8-B Var, 11-G Var. 12-0 Var, 13-0

1. Adamston Glass Co, 
7 TC 493 No No No Business

Purpose Yes No

2. Aetna Casualty Co. 
403 F.Supp, 498 No No NO Business

Purpose Yes No

3. Alabama Asph, Co, 
41 BTA 324 No No No Business

Purpose Yes No

4. Alcazar Hotel Corp. 
1 TC 872 No No No Business

Purpose Yes No

5.1-----
Amerloan Bronze Co, 
64 TC 1111 No No No Business

Purpose Yes No

6. American Light Co, 
42 BTA 1121 No No No Business

Purpose Yes No

7. Amer. Wire Fabrics 
16 TC 607 No Yes No Combination Yes No

8. Atlas Oil & Rfg, 
36 TC 675 No No No Business

Purpose Yes No

9. Atlas Tool Co, 
70 TC 86 No No No Business

Purpose Yes No
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case/
CITATION

BANKRUPT
vs

NONBANK.
Var. 1-A Var, 2-A Var. 3-A 

(Discrete)
Var, 3-A 
(Cont) Var, 4-A Var, 5-B

10. Avco Mfg. Go. 
25 TO 975

Bank. Debt Common
Stock High n/a No No ,

11. Barker, P. 
28 BTA 657

Non. Gommon
Stock

Gommon
Stock High 52^ No No

12. Bashford, L, 
33 BTA 10

Non. Gonun. & 
Pref. St,

Gommon
Stock High n/a No No

13. Bateman, W. 
40 TG 408

Non. Gommon
Stock

Gommon
Stock High n/a ■ No No

14. Bausch & Lomb Opt. 
30 TG 602

Non. Common
Stock

Comm. & 
Pref. St. High 8(Xg Yes No

15. Becher, E. 
22 TG 932

Non. Gommon
Stock

Common
Stock High 100^ No No

16. Bedford, P. 
2 TG 1200

Non. Pref.
Stock

Subs.
Stock

High n/a No No

17. Berch, J.
35 BTA 385

Non. Gommon
Stock

Gommon
Stock High n/a Yes No

18. Berner, T.R.
151 Gt.Gl. 128 Non. Gommon

Stock
Gommon
Stock .Low n/a No No



#

C A SE/

CITATION Var. 6-B Var. 7-B Var. 8-B Var. 11-0 Var. 12-C Var. 13-C

10. Avco Mfg. Goi 
25 TC 975

Yes Yes No Tax Motives No No

11. Barker, P. 
28 BTA 657 No No No Business

Purpose Yes No

12. Bashford, L. 
33 BTA 10 No No No Business

Purpose Yes No

13. Bateman, W. 
40 TG 408 No No No Business

Purpose Yes No

14.
1-----

Bausch & Lomb Opt. 
30 TO 602 Yes Yes No Business

Purpose Yes No

15. Becher, E. 
22 TO 932 No No No Business 

Purpose . Yes Yes

16. Bedford, P. 
2 TO 1200 No No No Business

Purpose Yes No

17. Berch, J.
35 BTA 385 Yes Yes No Tax Motives Yes No

18. Berner, T.R.
151 Ot.Ol. 128 No No No Business

Purpose Yes No
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a
C A S E /

CITATION
BAMKRllPr

vs
NONBANK.

Var. 1-A Var. 2-A Var. 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. 4-A Var. 5-B

19. 'Berghash, G. 
32 TC 80

Non. Common
Stock

Common
Stock Medium 45^ No No

20. Bullock, G. 
26 TO 276

Non. Comm. & 
Pref. St.

Comm. & 
Pref. St. High n / a No No

21. Bums, R.
30 BTA 163

Non. Common 
Stock •

Common
Stock Low 21% No No

22. Calcote, H.
327 F.Supp. 363 Bank. Debt Common

Stock High N/A No No

23. Campbell, R. 
15 TC 312

Non. Common . 
Stock

Common
Stock High n / a No No

24. Capento Securities 
47 BTA 691

Bank. Debt Pref.
Stock

High 100% No No

25. Capital S&L Ass'n
607 P.2d 970

Non. Common
Stock

Common
Stock Low N/A No No

26. Central Ks. Telephone 
PH TCM 43,151

Non. Common
Stock

Common
Stock Medium 39% Yes Yes

27. Chase, G. 
44 BTA 39

Non. Common
Stock

Common
Stock High 95% No No



tN
VO

ff

case/

CITATION Var. 6-B Var. 7-B Var. 8-B Var. 11-C Var. 12-C Var. 13-C

19. Berghash, G. 
32 TO 80 Yes Yes No Business

Purpose
Yes No

20. Bullock, G. 
26 TO 276 Yes Yes No Business

Purpose No Yes

21. Bums, H.
30 BTA 163 No No No Combination Yes No

22. Calcote, H.
327 F.Supp. 363 No No No Business

Purpose Yes No

23.
i----

Campbell, R. 
15 TO 312 No No No Business

Purpose Yes No

24. Capento Securities 
47 BTA 691 No No No Business

Purpose Yes No

25. Capital S&L Ass'n
607 F.2d 970 No No No Business

Purpose Yes No

26. Central Ks. Telephone 
PH TCM 43,151 No Yes No Combination Yes No

27. Chase, G. 
44 BTA 39 No No Yes Business

Purpose Yes No



CO
VO

H
gash:/

CITATION
BANKRUPT

vs
NONBANK.

Var. 1-A Var. 2-A Var. 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. 4-A Var. 5-B

28. Ginocca, J.
400 F.Supp. 527

Non. Common
Stock

Common
Stock High N/A No No

29. Glarldge Apartments 
1 TO 163 Bank. Debt Common

Stock High N/A No No

30. Clyde Bacon, Inc. 
4 TG 1107 Non. Common 

Stock ,
Common
Stock High n/a No No

31. Goleman, W.G, 
31 BTA 319 Non. Common

Stock
Comm. & 
Pr. St. High n/a ■ No No

32. Columbia Gas Co. 
177 Gt.Gl. 97 Non. Common

Stock
Common
Stock High n/a No Yes

33. Connohio, Inc. 
PH TCM 5.0,295 Bank. Debt Common

Stock High 100^ No No

34. Cons. Office Bldg. 
29 TC 479 Bank. Debt Common

Stock High n/a No No

35. Corpus Oliristi, Inc. 
38 BTA 94b Non. Common

Stock
Common
Stock High • 60^ No No

36. Detr.-Mioh. Stove Go 
121 F.Supp. 892 Non. Common

Stock
Common
Stock High n/a No No



o\
VO

u

case/
CITATION Var. 6-B Var. 7-B Var. 8-B Var. 11-G Var. 12-G Var. 13-C

28. Ginocca, J.
400 F.Supp. 52? No No No Combination Yes No

29. Glarldge Apartments 
1 TO 163 No No No Business

Purpose Yes No

30. Clyde Bacon, Inc. 
4 TC 1107 No No No Business

Purpose Yes No

31. Goleman; W.C. 
31 BTA 319 No No No Business

Purpose Yes No

Î32.
1-----

Columbia Gas Co. 
177 Gt.Cl. 97 No Yes No Business

Purpose Yes No

33. Connohio, Inc. 
PH TCM 50*295 No No No Business

Purpose Yes No

Cons. Office Bldg. 
29 TC 479 No No No Business

Purpose Yes No

35. Corpus Christi, Inc. 
38 BTA 944 No No No Business

Purpose Yes No

36. Detr.-Mich. Stove Co. 
121 F.Supp. 892 No No No Business

Purpose Yes No



oCv.

It
CASK/

ClTATIOll
BANKRUPT'

vs
NONBANK.

Var. 1-A Var. 2-A Var, 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. 4-A Var. 5-B

37. Dohme, A.L. 
31 BTA 6?i Non. Gommon

Stock
Common
Stock Low ■ n/a No No

38. Dolomite, Inc. 
28 BTA 1271 Non, Gommon

Stock
Pref.
Stock High n/a Yes No

39. Douglas, D. 
37 BTA 1122 Non. Gommon 

Stock •
Common
Stock High 95^ No No

40. Duncan, A. 
9 TO 468 Bank. Debt Common

Stock High n/a ■ No No

41. El Pomar Inv. Go. 
210 F.Supp. 333 Bank. Debt Common

Stock Low n/a No No

42. Erdman, B.
4 GGH TOM 63 Bank. Debt Gommon

Stock High 100^ No No

43. Ericson Screw Go. 
14 TG 757

Non. Gommon
Stock

Gommon
Stock High n/a No No

44. Parr, R.
24 TG 350 Non. Gommon

Stock
Gommon
Stock High n/a No No

45. PEG Liquidating Go. 
212 Gt.Gl. 345

Bank. Debt Gommon
Stock High lOÔ S No No



vH

case/

CITATION Var. 6-B Var. 7-B Var, 8-B Var. 11-G Var. 12-G Var. 13-G

37. Dohme, A.L. 
31 BTA 6?1 No No No Business

Purpose Yes No

38. Dolomite, Inc. 
28 BTA 1271 Yes Yes No Business

Purpose Yes No

39. Douglas, D. 
37 BTA 1122 No No No Business

Purpose Yes No

40. Diincan, A. 
9 TG 468 No No No Business

Purpose Yes No

1
1-----

El Pomar Inv. Co. 
210 F.Supp. 333 No No No Business

Purpose Yes No

42. Erdman, E.
4 GOT TCM 63 No No No Combination Yes No

43. Ericson Screw Co. 
14 TG 757 Yes Yes No Combination Yes No

44. Farr, R.
24 TG 350 No No No Business

Purpose Yes Yes

45. FEG Liquidating Go. 
212 Gt.Gl. 345

No No No Business
Purpose Yes No



case/
CITATION

BANKRUPT
vs

NONBANK.
Var. 1-A Var. 2-A Var. 3-A 

(Discrete)
Var. 3-A 
(Cont) Var. 4-A Var. 5-B

46. 1st Federal S&L 
452 F.Supp. 32

Non. Gommon
Stock

Gommon
Stock High n / a No Yes

4?. Flanders, E. 
33 BTA 483 Non. Gommon

Stock
Common
Stock High QÇffo Yes No

48. Fleischman, D, 
40 BTA 672 Non. Common 

Stock ;
Common
Stock High 92^ No No

49. Gage Brothers Co. 
13 TC 472 Bank. Debt Common

Stock High n / a  ■ No No

50. Gallagher, R. 
39 TO 144 Non. Common

Stock
Common
Stock High 72^ No No

51. General Housewares 
488 F.Supp. 926

Bank. Debt Common
Stock High n / a No No

52. George, W. 
26 TC 396

Non. Common
Stock

Common
Stock

High n / a No No

53. Gilmore, A, 
44 BTA 881 Non. Common

Stock
Comm. & 
Pr. St. High 100^ No No

54. Goldstein Bros, 
23 TC 1047

Bank. Debt Common
Stock Low 1%^ No No



CASl?./
ft CI'I'ATION Var. 6-B Var. 7-B Var. 8-B Var. 11-G Var. 12-G Var. 13-G

46 « 1st Federal S&L 
452 F.Supp. 32 No • Yes No Gombination Yes No

47. Flanders, E, 
33 BTA 483 Yes Yes No Tax Motives Yes No

48. Fleischman, D. 
40 BTA 672

No No No Business
Purpose Yes No

49. Gage Brothers Go. 
13 TO 472

No No No Business
Purpose Yes No

! 50. 
u

Gallagher, R. 
39 TG 144 No No No Business

Purpose Yes No

51. General Housewares 
488 F.Supp. 926 No No No Business

Purpose Yes No

1 52. George, W.
26 TO 396 No No No Business

Purpose Yes Yes

53. Gilmore, A. 
44 BTA 881 No No Yes Gombination Yes No

54. Goldstein Bros. 
23 TG 1047 No No No Business

Purpose Yes No



CASE)/
CITATION

BANKRUPT
V3

NONBANK.
Var. 1-A Var. 2-A Var. 3-A 

(Discrete)
Var. 3-A 
(Cont) Var. 4-A Var. 5-B

55. Graham, G. 
37 I3TA 623 Non. Gommon

Stock
Gommon
Stock Low 10^ No No

56. Grubbs, D. 
39 TG 42 Non. Common

Stock
Pref.
Stock High N/A No No

57. H.Grady Manning Trusi 
15 TG 930 Non. Comm. & 

Pr. St.
Common
Stock High N/A No No

58. Heintz, R. 
25 TG 123

Non. Gommon
Stock

Pref.
Stock Medium 38^ Yes No

59. Hempt Bros., Inc. 
354 F.Supp. 1172

Bank, Debt Gommon
Stock High n/a No No

60. Hill, E.
10 TG 1090 Non. Gommon

Stock
Gommon
Stock High n/a No No

61. Hoagland, A. 
42 BTA 13 Non. Gommon

Stock
Gommon
Stock High 60^ No No

62. Hoboken, T. 
46 BTA 495 Non. Gommon

Stock
Gommon
Stock High n/a No No

63. Holliman, G.
275 F.Supp. 927

Non. Gommon
Stock

Gommon
Stock High n/a No No



case/
tf CITATIOH Var. 6-B Var. 7-B Var. 8-B Var. 11-0 Var. 12-0 Var. 13-G

55. Graham, G. 
37 BTA 623 No No No Business

Purpose Yes No

56. Grubbs, D. 
39 TG 42 No No No Business

Purpose Yes No

57. H. Grady Manning Tr. 
15 TO 930 No No No Business

Purpose Yes No

58. Heintz, R. 
25 TO 123 Yes Yes No Gombination Yes No

! 59. 1—
Hempt Bros., Inc. 
354 F.Supp. 1172 No No No Business

Purpose No No

60. Hill, E„
10 TO 1090 No No No Business 

Purpose • Yes Yes

j 61. Hoagland, A, 
42 BTA 13 No No No Business

Purpose Yes No

62. Hoboken, T. 
46 BTA 495 No No No Business

Purpose Yes No

63. Holliman, G.
275 F.Supp. 927 No No No Business

Purpose Yes No



it
OASB/

CITATION
BANKRUPT

vs
NONBANK.

Var. 1-A Var. 2-A Var. 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. 4-A Var. 5-B

64. Home S&L Ass'n 
73-1 USTC 9178

Non. Gommon
Stock

Common
Stock. High 79^ No No

65. Howard, H. 
24 TO 792 Non. Gommon

Stock
Gommon
Stock High n/a Yes No

66. 111. Water Services 
2 TG 1200 Non. Common 

Stock ;
Gommon
Stock Medium 41^ No No

67. Industry Prop., Inc. 
4 GCH TOM 1118 Bank. Debt Gommon

Stock High 100^ No No

68. Jeffers, L.
214 Gt.Gl. 345

Non. Gommon
Stock

Gommon
Stock High 100^ No No

69. Kass, M.
60 TG 218 Non. Gommon

Stock
Gommon
Stock High 82^ No Yes

70. King Enterprises 
418 F.Supp. 511 Bank. Debt Gommon

Stock High 100^ No No

71. Kleeden, M. 
38 BTA 821 Non. Gommon

Stock
Gommon
Stock High 100^ No No

72. Lammerts, H, 
54 TG 420 Non. Gommon

Stock
Gomm. & 
Pr. St. Low 25^ No No



(N

case/

CITATION Var. 6-B Var. 7-B Var. 8-B Var. 11-0 Var. 12-0 Var. 13-G

64. Home S&L Ass'n 
73-1 USTC 9178

No No No Business
Purpose Yes No

65. Howard, H. 
24 TO 792

Yes Yes No Oombination Yes No

66. 111. Water Services 
2 TO 1200 No No No Business

Purpose Yes No

67. Industry Prop., Inc. 
4 OOH TOM 1118 No No No Business

Purpose Yes No

1 68.
i--------

Jeffers, L.
214 Ot.Ol. 345 No No No Business

Purpose Yes No

69. Kass, M.
60 TO 218 No Yes No Business

Purpose Yes No

! 70. King Enterprises 
418 F.Supp, 511 No No No Business

Purpose Yes No

71. Kleeden, M. 
38 BTA 821 No No No Business

Purpose Yes No

72. Lammerts, H, 
54 TG 420 No No No Business

Purpose Yes No



n
C A SE /

CITATION
BANKRUPT

vs
NONBANK.

Var, 1-A Var, 2-A Var. 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. 4-A Var. 5-B

73. Laure, G.
70 TC 1087 Bank. Debt Common

Stock High n / a No Yes

74. Leary, E.
34 BTA 1206 Non. Common

Stock
Common
Stock High 80^ No No

75. Lebkie, P. 
37 BIA 252 Bank. Debt Common

Stock High 97^ No No

76. Long Island Water 
36 TO 377 Non. Common

Stock
Common
Stock High N/A No Yes

77. Louis, J.10 TO 1080
Non. Common

Stock
Common
Stock High n / a No No

78. Madison Sq, Garden 
58 TC 61.9 Non, Common

Stock
Common
Stock High 80^ No Yes

79. Master Key Co. 
454 F.Supp. 32 Non. Common

Stock
Common
Stock High 100^ No No

80. McCullough, J, 
344 P.2d 383 Non, Common

Stock
Common
Stock High n / a No No

81. McNabb, P. 
33 BTA 192 Non. Common

Stock
Common
Stock Low n / a No No



On

//
G ASF./ 

CITATION Var. 6-B Var. 7-B Var. 8-B Var. 11-C Var. 12-C Var. 13-C

73.

74.

Laure, G.
70 TG 1087 No Yes No Tax Motives No No

Leary, E.
34 BTA 1206 No No No Business

Purpose Yes No

75. LeOkie, F. 
37 BTA 252 No No No Business

Purpose Yes No

76. Long Island Water 
36 TC 377 No No No Business

Purpose Yes No

77.
1----

Louis, J,
10 TO 1080 No Yes No Combination Yes No

78.

79.

Madison Sq. Garden 
58 TO 619 No Yes No Gombination Yes No

Master Key Co. 
454 F.Supp. 32 No No No Business

Purpose Yes No

80. McCullough, J. 
344 F.2d 383 No No No Business

Purpose Yes No

81. McNabb, P. 
33 BTA 192 No No No Business

Purpose Yes No



g
if

case/

CITATION
BANKRUPT

vs
NONBANK.

Var. 1-A Var. 2-A Var. 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. 4-A Var, 5-B

82. McDonalds of Zion 
5^-2 USTC 94-36 Non. Common

Stock
Gommon
Stock High N/A No No

83. Mellon, A. 
36 BTA 977 Non. Gommon

Stock
Gommon
Stock High n/a Yes No

84.. Menefee, G. 
46 BTA 865 Non. Gommon

Stock
Gommon
Stock High 100^ No No

65. Meyer, L.
129 Gt.Gl. 214- Non. Gommon

Stock
Gommon
Stock Low 26gg Yes No

86. Michigan Limestone 
26 BTA 928 Non. Gommon

Stock
Gommon
Stock High 10(%g No No

87. Michigan Steel Corp. 
38 BTA 4-25 Non. Gommon

Stock
Gommon
Stock Low 25)g No No

88. Miller, G. 
17 TG 1308 Non. Gommon

Stock
Gommon
Stock High 59^ No No

89. Miller & Paine, Inc, 
4-2 BTA 586 Non. Gommon

Stock
Gommon
Stock High n/a No No

90. % ' 9 g '
Non. Gommon

Stock
Gommon
Stock Low 19# No No



00

it

case/

CITATION V ar. 6-B Var. 7-B V ar. 8-B Var. 11-G Var, 12-C Var. 13-C

82. McDonalds of Zion 
51̂ -2 USTC 9436

No No No Gombination Yes No

83. Mellon, A. 
36 BTA 977

Yes Yes No Tax Motives Yes No

m . Menefee, G. 
46 BTA 865 No No No Business

Purpose Yes No

85. Meyer, L.
129 Gt.Gl. 214 Yes Yes No Business

Purpose Yes No
!
I 86.
i-----  ..

Michigan Limestone 
26 BTA 928 No No No Business

Purpose Yes No

87. Michigan Steel Gorp. 
38 BTA 425 No No No Business

Purpose Yes No

! 88. Miller, G. 
17 TO 1308 No No No Business

Purpose Yes No

89. Miller & Paine, Inc. 
42 BTA 586 No No No Business

Purpose Yes No

90. Millon, R. 
12 TG 90 No No Yes Gombination Yes No



8

//
CASK/

CITATION
DANKRUn’

vs
NONBANK.

Var. 1-A Var. 2-A Var. 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. ^-A Var. 5-B

91. Minnesota Tea Go. 
28 BTA 591 Non. Common

Stock
Common
Stock Low 8^ No No

92. Mont. Dak. Utllitie: 
25 TO 408 Bank. Debt Common

Stock High 100^ Yes No

93. Montgomery Bldg. Co 
7 TO 417 Bank. Debt Comm. & 

Pr. St. High 100^ No No

9̂ . Non. Common
Stock

Common
Stock High n/a Yes No

95. Morley Cypress TrusI 
3 TO 84 Non. Common

Stock
Common
Stock High 100^ No No

96. Morris Trust 42 TO 779
Non. Common

Stock
Common
Stock High 100^ No No

97. Movielab, Inc. 
204 Ot.Ol. 6 Non. Common

Stock
Gommon
Stock High n/a No No

98. Murrin, J. 
24 TO 502 Non. Common

Stock
Common
Stock High 58^ No No

99. Muskegon Motors Oo. 
45 BTA 551 Non, Common

Stock
Common
Stock High n/a No No



»
CASK/

ff CITATION V ar. 6-B V ar. 7-B V ar. 8-B V ar. 11-C Var. 12-C V ar. 13-G

91. Minnesota Tea Co. 
28 BTA 591 No No No Business

Purpose Yes No

92. Mont. Dak. Utilities 
25 TO 408 Yes Yes No Business

Purpose Yes No

93. Montgomery Bldg, Co. 
7 TC 417 No No No Business

Purpose Yes No

9̂ . Morgan Mfg. Go. 
28 TO 837 Yes Yes No Gombination Yes No

! 95.1----
Morley Cypress Trust 
3 TC 84 No No No Business

Purpose Yes No

96. Morris Trust 
42 TC 779 No No No Business

Purpose Yes Yes

97. Movielab, Inc. 
204 Gt.Gl. 6 No No No Business

Purpose Yes No

98. Murrin, J. 
24 TG 502 No No No Business

Purpose Yes No

99. Muskegon Motors Go. 
45 BTA 551 No No No Business

Purpose Yes Yes



H
case/

CITATION
BANKRUPT

vs
NONBANK.

Var. 1-A Var. 2-A Var. 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. 4-A Var. 5-B

100. Naileau, H.
181 P.Supp. 752 Non. Gommon

Stock
Gommon
Stock High N/A No No

101. Neidlch, S, 
38 ETTA 1178 Non. Gommon

Stock
Subs.
Stock High 1000 No No

102. NJ Mortgage Go. 
3 TG 1277

Non. Gommon
Stock

Gommon
Stock High 1000 No No

103. Newton, J. 42 BTA 473
Bank. Debt Gommon

Stock High 1000 No No

104.
k---- — — —

Norcman Scott, Inc. 
48 TG 598 Bank. Debt Gommon

Stock High n/a No No

105. NW Terra Gotta Gorp 
34 TG 886 Bank. Debt Gommon

Stock High N/A Yes No

106. Peabody Hotel, Inc. 
7 TG 600 Bank. Debt Gommon

Stock High 690 No No

107. Pickard, S. 
40 BTA 258 Non. Common

Stock
Gommon
Stock High 1000 Yes Yes

108. Pierson, J.
472 F.Supp. 957 Non. Gommon

Stock
Common
Stock High n/a No No



w

//
OAtiK/

CITATION Var. 6-B Var. 7-B Var. 8-B Var. 11-C Var. 12-C Var. 13-C

100. Nadeau, H.
181 P.Supp. 752 No No No Business

Purpose Yes No

101. Neldich, S. 
58 BTA 1178 No No No Business

Purpose
Yes No

102. NJ Mortgage Co. 
3 TO 1277 No No No Business

Purpose Yes No

103. Newton, J. 
42 BTA 473 No No No Business

Purpose Yes No

1 104.
1-----

Noirman Scott, Inc. 
48 TO 598 No No No Business

Purpose Yes No

105. NW Terra Gotta Corp. 
34 TC 886 Yes Yes No Combination Yes No

106. Peabody Hotel, Inc. 
7 TC 600 No No No Business

Purpose Yes No

107. Pickard, S. 
40 BTA 258 No ïes No Tax Motives Yes No

108. Pierson, J.
472 P.Supp. 957 No No No Business

Purpose Yes No



s

//
cîask/

CITATION
BANKRUPT

vs
NONBANK.

Var. 1-A Var. 2-A Var. 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. 4-A Var. 5-B

109. Pulfer, R. 
43 BTA 677 Mon. Common

Stock
Gommon
Stock Low 31^ No Yes

110. Rawco, Ltd. 
37 BTA 128 Non. Gommon

Stock
Gommon
Stock High No No

111. Reilly Cil Go. 
13 TG 919 Non. Gommon

Stock
Gommon
Stock High 69^ No No

112. Republic Nat'l Bank 
9 TGIO39 Non. Gommon

Stock
Gommon
Stock Low 13^ No No

113.
1---

Rex Mfg. Go. 
37 BTA 984 Bank. Debt Gomm. & 

Pr. St. Medium W o No No

114. Robert Dollar Go. 
18 TG 444 Non. Gomm. & 

Pr. St.
Gomm. & 
Pr, St. High N/A No No

115. Rockford B&T Go. 
31 BTA 537 Banic. Debt Common

Stock High n/ a No No

116. Rocky Mtn. S&L 
473 F.Supp. 779

Non. Gommon
Stock

Gommon
Stock Low N/A No Yes

117. Roeblingi F.
PH TGM 43,324

Non. Gommon
Stock

Gommon
Stock High 1000 No No



(S.00

tf

case/

CITATION Var. 6-B Var. 7-B Var. 8-B Var. 11-G Var. 12-C Var. 13-G

109. Pulfer, R. 
43 BTA 677

No Yes No Business
Purpose Yes No

110. Rawco, Ltd. 
37 BTA 128 No No No Business

Purpose Yes No

111. Reilly Oil Go. 
13 TO 919 No No No Business

Purpose Yes No

112. Republic Nat'l Bank 
9 TG 1039 No No No Business

Purpose Yes No

1 113.
1-----

Rex Mfg. Go. 
37 BTA 984 No No No Gombination No No

114. Robert Dollar Go. 
18 TG 444 No No No Business

Purpose Yes Yes

! 115. Rockford B&T Go. 
31 BTA 537 No No No Business

Purpose Yes No

116. Rocky Mtn. S&L 
473 F.Supp. 779 No Yes No Gombination Yes No

117. Roebling, F.
PH TGM 43,324 No No No Business

Purpose Yes No



gg
//

uAain/
CITATION

DANKRUPr
vs

NONBANK.
Var. 1-A Var. 2-A Var. 3-A 

(Discrete)
Var. 3-A 
(Cont) Var. 4-A Var. 5-B

118. Roosevelt Hotel Go. 
13 TG 399 Bank. Debt Gommon

Stock High 90^ No No

119. Russel, A.
PH TGM 53,14? Bank. Debt Gommon

Stock High 6?^ No No

120. San Ant. Transit Go 
30 TG 1215 Bank. Debt Gommon

Stock High 92^ No No

121. Schweitz & Conrad 
41 BTA 533 Non. Common

Stock
Common
Stock High 6lgg No No

1 122. Sheldon, I. 6 TG 510
Non. Gommon

Stock
Gommon
Stock High n/a No No

123. Simon, R.
185 Ot. Gl. 291 Non. Gommon

Stock
Gommon
Stock High N/A No No

124. Skenandoa Go. 
42 BTA 128? Non. Pref.

Stock
Pref.
Stock High 98^ No No

12.5. Skourac, G. 
45 BTA 1224 Banlc. Debt Common

Stock High 1000 No No

126. South Bay Gorp. 
41 TG 888 Non. Common

Stock
Gommon
Stock High 600 No No



tf

cask/

CITATION Var. 6-B Var. 7-B Var. 8-B Var. 11-G Var. 12-G Var. 13-G

118. Roosevelt Hotel Go. 
13 TG 399 No No No Business

Purpose
Yes No

119. Russel, A.
PH TGM 53,14? No No No Business

Purpose
Yes No

120. San Ant. Transit Oo. 
30 TG 1215 No No No Business

Purpose Yes No

121. Schweitz & Gonrad 
41 BTA 533 No No No Business

Purpose Yes No

122. 
1----

Sheldon, I. 
6 TG 510 Yes Yes No Gombination Yes No

12,3.

124,

Simon, R.
185 Gt.Gl. 291 No No No Business

Purpose Yes No

Skenandoa Go. 
42 BTA 128? No No No Business

Purpose
Yes No

125. Skourac, G. 
45 BTA‘1224 No No No Business

Purpose Yes No

126. South Bay Gorp. 
41 TG 888 No No No Business

Purpose Yes No



oON

H
case/

CITATION
DANKRUPr

vs
NONBANK.

Var, 1-A Var, 2-A Var, 3-A 
(Discrete)

Var, 3-A 
(Cont) Var, 4-A Var, 5-B

127. Southland Ice Go, 
5 TG 842 Bank, Debt Gommon

Stock High n/a No No

128. Southwell Gombing 
30 TG 487 Non, Gommon

Stock
Common
Stock High 93^ Yes No

129. SW Natural Gas Go, 14 TG 81 Non, Gommon 
Stock ;

Common
Stock Low 16^ No No

130. Spangler, C, 
18 TG 976 Non, Gommon

Stock
Gommon
Stock High n/a No No

131. Standard Goal Go, 
20 TG 208 Bank, Debt Gommon

Stock High 100^ No No

132. Standard Reallz, Co, 
10 TO 7O8 Non, Gommon

Stock
Common
Stock High n/a Yes No

133. Stockinein Life Ins, 
73-2 USTG 9748 Non, Gommon

Stock
Gommon
Stock High n/a No No

134. Stoddard, L, 
47 BTA 554 Bank, Debt Gommon

Stock High n/a No No

135. Survaunt, P, 
5 TG 665 Non, Common

Stock
Common
Stock High n/a No No



OS

case/

// CITATION Var. 6-B Var, 7-B Var. 8-B Var. 11-0 Var. 12-0 Var. 13-0

127. Southland. Ice Go, 
5 TO 842 No No No Business

Purpose Yes No

128. Southwell Combing 
30 TO 48? Yes Yes No Tax Motive Yes Yes

129. SW Natural Gas Oo. 
14 TO 81 No No No Business

Purpose Yes No

130. Spangler, 0 . 
18 TO 976 No No No Business

Purpose Yes No

|l31.
1----

Standard Ooal Oo. 
20 TO 208 No No No Business

Purpose Yes No

132. Standard Realiz. Oo. 
10 TO 708 Yes Yes No Éusiness

Purpose Yes No

!»,. Stockman Life Ins. 
73-2 USTO 9748 No No No Business

Purpose Yes No

134. Stoddard, L. 
47 BTA 55/t- No No No Business

Purpose Yes No

135. Survaimt, P. 
5 TO 665 No No No Business

Purpose Yes No



81

it
CASE/

CITATION
BANKRUPT

vs
NONBAHK.

Var. 1-A Var. 2-A Var. 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. 4-A Var, 5-B

136. Taylor- Wharton 
5 TO 768 Bank. Debt Common

Stock High 100^ No No

137. Texas City Terminal 
138 Gt.Cl. 739 Non. Common

Stock
Common
Stock lU.gh n / a No No

138. Thatcher, M. 
46 BTA 869 Non. Common 

Stock•
Common
Stock Low 6^ No Y es

139. Truschel, W.
29 TG 433

Non. Common
Stock

Common
Stock Low N/A No No

140. United Gas Impr. 
47 BTA 715 Bank. Debt Common

Stock High 100# No No

141. United Power & Light 
38 BTA 477

Non. Common
Stock

Common
Stock High 100# No No

142. Ward, D.
29 BTA 1252 Non. Comm. & 

Pr. St.
Common
Stock High 60# No No

143. Warner Go.
26 BTA 1225 Non. Common

Stock
Common
Stock High n/ a No No

144. West. Mass, Theater 
24 TG 331

Bank. Debt Common
Stock Low 33# No No



//
case/
CITATION Var. 6-B Var. 7-B Var. 8-B Var. 11-0 Var. 12-0 Var. 13-C

136, Taylor-Wharton 
5 TO 768

No No No Business
Purpose Yes No

137. Texas City Terminal138 at.01. 739 No No No Business
Purpose Yes No

138. Thatcher, M. 46 BTA 869
No Yes No Business

Purpose Yes No

139. Truschel, W. 29 TO 433
No No No Oombination Yes No

1 140,
1
1---

United Gas Impr. 
47 BTA 715

No No No business
Purpose Yes No

141. United Power & Light 
38 BTA 477

Yes Yes No Business
Purpose Yes No

I 142. Ward, D.
29 BTA 1252 No No No Business

Purpose Yes No

143. Warner Oo.
26 BTA 1225 Yes Yes No Business

Purpose Yes No

144. West. Mass. Theater 
24 TO 331 Yes Yes No Combination Yes No



u
case/

CITATION
BANKRUPT

vs
NONBANK.

Var. 1-A Var. 2-A Var. 3-A 
(Discrete)

Var. 3-A 
(Cont) Var. 4-A Var. 5-B

145. Whitney Corp. 
38 BTA 224 Non. Common

Stock
Common 
Stock . High n/ a No No

146. Williams, T, 
15 TO 4?4 Non. ■ Common

Stock
Common
Stock High n/ a No No

147, Williamson, P. 
27 TO 647 Non. Common 

Stock i
Common
Stock High 100^ No No

148. Wilson, P.
PH TOM 64,017 Non. Common

Stock
Common
Stock High 6?^ No No

149. Woodard, J, 
30 BTA 1216 Non. Common

Stock
Common
Stock High n/ a No No

150. Yeajnan, K.
69-2 USTC 9585 Non. Common

Stock
Common
Stock High 6@g No No

151. Yoc Heating Co. 
61 TG 168 Non. Common

Stock
Common
Stock High n/ a No Yes

152. Yuba Cons. Industr. 
242 F.Supp. 561 Bank. Debt Common

Stock High 100# No No



case/
H CITATION Var. 6-B Var. 7-B Var. 8-B Var. il-C Var. 12-0 Var. 13-C

145. Whitney Corp. 
38 BTA 224 Yes Yes No Business

Purpose
Yes No

146. Williams, T. 
15 TG 4?4 No No No Business

Purpose
Yes No

14?. Williamson, F. 
27 TO 64? Yes Yes No Business

Purpose
Yes No

148. Wilson, P.
PH TOM 64,017 No No No Business

Purpose Yes No

1 149. 
1---

Woodard, J. 
30 BTA 1216 No No No Business

Purpose Yes No

150. Yeaman, K.
69-2 USTC 9585 No No No Business

Purpose Yes No

! 151. Yoc Heating Co. 
61 TG 168 No Yes No Business

Purpose
No No

152, Yuba Cons. Industr. 
242 F.Supp. 561 No No No Business

Purpose Yes No
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