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CORPORATE TAX I & II – SPRING 2009
1. General Tax Principals to Remember for Exam
a. Basis – 1012 CB587 RULE: Basis of property is the COST  of the property.  
i. NOTE: Cost is never defined in the tax code.  Seems to be based on the ideas of risk.  
b. Crane RULE: If taxpayer sells the property outright, amount realized includes the full amount of the mortgage debt.  
c. Lucas RULE: Income is assigned to the entity that earns it.  
d. RELATED ENTITY REALLOCATION RULE – 482 CB469: Service may distribute, apportion, or allocate gross income, deductions, and credits among related organizations, trades or businesses if it is necessary in order to clearly reflect the income of such entities or to prevent the evasion of taxes.  
e. ON EXAM: What are the Federal Tax Consequences MEANS AT A MINIMUM
i. Gain
ii. Loss
iii. Basis
2. Unit 1-1 – Introduction & Background
a. Taxation of Business Entities
i. WHAT IS A CORP RULE: If a corporation is created under state law – it will be treated as a corporation for tax purposes.
1. Code does not define “corporation!”
ii. Federal tax law has invaded virtually every aspect of American business life.
iii. Corporation is a DISTINCT TAXABLE ENTITY, separate and apart from its shareholders.
1. THUS – Transactions between shareholders and the corporation are usually taxable events
2. HOWEVER – Look for non-recognition provisions in this area.  
iv. Pass-Through Entity
1. Contrast to a traditional corporation which is a taxable entity.  These organizations feature:
a. Income generated by the business is taxed only once to the beneficial owners of the enterprise, whether or not they receive the current distributions, and
b. Losses pass through to the owners and subject to various timing limitations, may be deducted against income from other sources.  
2. Why Choose the C Corp?
a. Liability Shield (weakened with the advent of LLCs);
b. Raising Capital;
c. Going Public;
d. Special corporate tax credits;
e. Established legal rules and simplified treatment;
f. Flexible ownership structure (S corps have severe limits);
g. International
i. Foreign entity can be useful to avoid liability at home.  
b. Influential Policies 
i. Critics of the Current System – Three Distinct Biases
1. Against corporate as opposed to non-corporate investment (because only corporate capital is subject to a second tax)
2. In favor of excessive debt financing for businesses organizes as C corporations; and
3. In favor of retention of earnings at the corporate level as opposed to distribution of dividends.  
4. NOTE: Economists have concluded that they are unable to ascertain who bears the burden of the corporate tax.  
ii. TAX RATES: Corporation is usually taxed at 34 or 35% with no preferential rate for long-term capital gains.  
1. Corp Rates < Personal Rates – Strategy
a. Keep income in the corporate solution to compound the greater earnings.  Then use tax-efficient methods to withdraw earnings such as:
i. Tax deductible salaries or fringe benefits;
ii. Such fringe benefits are tax free to employee.  
2. Do Corporations Actually Pay Taxes?
a. 1993 – 61% of all C corps reported no taxable income and another 37% reported income of less than $355,000.
b. In 2005, 48% indicated no taxable income and only 33.5% had ANY tax liability after credits taken into account.
3. Effect of Modern Rate Structure
a. Desire to use other forms of association with better tax treatment such as partnerships, LLCs, etc.  
b. Bailouts of Dividends: As long as dividends and capital gains are taxed at the same preferential rates, traditional incentive for bailout has disappeared.  
i. NEW STRATEGY: Recover all or part of your basis in the stock.  
ii. CAUTION: Preferential rates on dividends are set to expire on December 31, 2010 – Likely old strategies will become useful once again.  
c. Common Law of Corporate Tax
i. ALWAYS BE AWARE OF THE COMMON LAW DURING CONSIDERATION OF TAX STRUCTURES
ii. IN GENERAL
1. These doctrines tend to bleed heavily into each other.  Essentially a toolbox for the IRS to come in and re-jigger your transaction.  Be careful to think about these when planning your corporate transaction.  
2. RISK MANAGEMENT: Make sure your client is aware these tools could unwind their transaction’s treatment.  
3. MATCHING PRINCIPLE: Congress wants to ensure that deductions are matched to the income used with them.  These doctrines become particularly relevant when this principle has been violated.
a. Knetch – Taxpayer was taking loans at 3.5% and investing them for a 2.5% tax deferred gain.  Held sham transaction – was simply taking the deduction today for no corresponding productive capacity.  
b. VIOLATION = RED FLAG
iii. Sham Transaction Doctrine
1. GENERAL RULE: If a transaction is a “sham,” it will not be respected for tax purposes.  
a. DEFINED: A sham is a transaction that never actually occurred but is represented by the taxpayer to have transpired – with favorable tax consequences to the taxpayer.  
b. TEST (4th CIRCUIT): Two Parts
i. Taxpayer motivated by NO business purpose other than obtaining tax benefits in entering the transaction; and
ii. Transaction has NO ECONOMIC SUBSTANCE because no reasonable possibility of a profit exists.
c. TEST (6th CIRCUIT): Two Parts
i. Taxpayer must establish presence of economic substance (objective inquiry); and
ii. Taxpayer must establish a business purpose (subjective test).
d. NOTE: Some courts are very mushy about how this test is applied.
iv. Substance Over Form
1. GENERAL RULE: Service will go beyond the form stated by the taxpayer and examine the economic substance of the transaction to see if it is in true compliance.
a. CAUTION: The Tax Court is hesitant to disregard form of a transaction when the Congress has mandated a particular outcome.  TC does not simply want to recast transactions – undermines confidence in the system.
b. TWIN EDGES: That being said, the Service tends to be unresponsive to requests for change of form by taxpayers.  Doctrine will be used to keep taxpayers in their original form.
v. Business Purpose
1. ORIGINALLY UNDERSTOOD: If the transaction would not have taken place but for the tax savings, then the transaction will not be tax-free.  
a. MODERN: Usually treated as an independent requirement for certain transactions.  
vi. Step Transaction Doctrine
1. GENERAL RULE: Formally distinct transactions will be compressed and examined together to determine proper tax treatment.
a. VARIOUS STANDARDS
i. Binding legal commitments between steps at the outset;
ii. Mutual interdependence;
iii. Preconceived intent;
vii. Tax Benefit Rule
1. RULE: If an amount has been deducted and a late event occurs that is fundamentally inconsistent with the premise on which the deduction was initially based, the earlier deduction must be effectively “cancelled out” by the recognition of income equal to the amount previously deducted.  
a. ESSENTIALLY: Are you taking the benefit while not also incurring the corresponding cost?
b. EXAMPLE: Taxpayer pays $1000 for minor office supplies to be used in his business.  He deducts immediately on assumption supplies would be exhausted.  Taxpayer incorporates before supplies exhausted in exchange for $1000 of stock.  
i. Taxpayer should likely have to consider $1000 of income since he received the benefit without the actual cost.  However this seems inconsistent with purpose of 351.  
viii. Judicial Codification?
1. PLUSES
a. Consistent formulation for courts to apply.
b. Buttress doctrine by providing penalties for failing to meet test
c. Revenue raiser to offset other tax loss legislation.
2. MINUSES
a. Impractical
b. Interfere with legitimate business transactions
c. Reduces flexibility. 
d. Corporate Income Tax Generally
i. RATES
1. From 15 to 34% but virtually flat at 34% after 75K.  
2. Service Corporations – 11(b)(2)
a. DEFINED: Corporation substantially engaged in the performance of services in the fields of health, law, engineering, architecture, accounting, actuarial science, performing arts, or consulting, if substantially all of the corporation’s stock is held (directly or indirectly) by employees performing services for the corporation, retired employees, or the estates of employees or retirees.  
b. RATES: Flat 35% on all income.  
ii. INCOME
1. NO STANDARD DEDUCTION: No personal expenses thus no deduction.
a. NOTE: Same policy rationale excludes most other personal deductions (think spousal support).  
b. FOR EXAMPLE
i. Charitable Contributions: Limited to 10% of income instead of 50 for individuals.  
2. RESTRICTIVE SECTIONS LIFTED
a. GENERAL RULE: Sections limiting business losses and profit seeking activity deductions are generally inapplicable to corporations because it is assumed all of their activity is for profit.
b. SALARY LIMIT: 
i. Public companies cannot deduct more than $1M a year for otherwise reasonable compensation paid to certain high level corporate executives.  
3. CORPORATE DIVIDENDS RECEIVED DEDUCTION
a. RULE: Critical deduction that allows 70,80 or sometimes 100% of dividends received by a corporation from other corporations to be deducted from gross income.
i. RATIONALE: Corporations are often related under the same umbrella.  Keeps income from being taxed more than once.  
iii. TAXABLE YEAR AND ACCOUNTING METHOD
1. TAXABLE YEAR
a. GENERAL RULE: Can adopt a calendar year or a fiscal year.
i. FISCAL YEAR: Any period of 12 months ending on the last day of any month other than December.  
ii. PERSONAL SERVICE CORPS: Generally required to use the calendar year.  
1. EXCEPTION: 444 provides a 3 month deferral period if the company so wishes.  
2. ACCOUNTING METHODOLOGY
a. GENERAL RULE: C Corporations are required to use the accrual method of accounting.  
i. MATCHING PRINCIPLE: Section 267 contains many of the forced matching principles required to prevent deferring income while taking current deductions.  
iv. Multiple Corporations and Income Splitting Ploys
1. Section 1561: Certain multiple tax benefits will be denied to a “controlled group of corporations”
a. Controlled Group – 1563 Ownership Tests
i. Parent-subsidiary controlled group; or
ii. Brother-sister corporation
2. Consolidated Return Regime
a. ALWAYS ASK YOURSELF: Are you working on a consolidated regime? WILL ALTER YOUR APPROACH!
b. GENERAL RULE: Affiliated group of corporations can elect to consolidate its results for purposes of tax reporting.  1501-1504.
c. OWNERSHIP TEST: 80% of the voting power and 80% of the total value of the stock.  
e. TAX SHELTERS
i. ATTEMPTED DEFINITIONS
1. Audit Roulette – Questionable positions taken with anticipation they will never be inspected.
2. A deal done by very smart people that, absent tax considerations, would be very stupid.  
ii. EXAMPLE: UPS v. Commissioner
1. FACTS: UPS offers insurance on packages.  To provide tax savings, UPS opts to buy insurance coverage from A.  A then enters into a reinsurance treaty with B – a subsidiary of UPS –to insure.  UPS takes no expenses or income associated with the insurance activities.  IRS issues deficiency but it is unclear what the doctrine at work was.
2. ISSUE: Should the insurance structure be respected for tax purposes?
3. RULES
a. The kind of economic effects required to entitle a transaction to respect in taxation include the creation of genuine obligations enforceable by an unrelated party.  
i. Even if the transaction has economic effects, it MUST BE DISREGARDED if it has no business purpose and its motive is tax avoidance.  
ii. Business Purpose: So long as there is a bona-fide profit seeking business.  Tax planning is permissible.  
4. HOLD: 
a. Here the taxpayer did not retain the benefit of the income it has ostensibly forgone – because the income had to be used to pay premiums – this situation is distinguished from most sham cases.
b. Here, there was clearly a business purpose as UPS sought profit from the endeavor.  An independent party held the risk here, albeit momentarily.  
5. DISSENT
a. Uhh they adopted the plan for no reason other than tax avoidance
b. There was no risk here, the fees were nowhere near market rates, essentially this way paying a corporation to get nothing other than a tax break.  
f. INTEGRATED TAX APPROACH
i. General Overview: Idea here is to eliminate the double taxation of corporate earnings by passing them on to individuals at tax free rates.  
ii. TYPES
1. Partial Integration: Treats the corporation as a pass through entity completely eliminating the 
2. Complete Integration: Generally provides certain type of tax relief for dividends paid or received.  Idea is to avoid the sting of the double tax
a. NOTE: This is essentially the approach taken today with the 15% rate on qualified dividends.  
iii. Pros
1. Reduces the cost of capital for US corporations
2. Aligns the system with the reality – most corporations pay their dividends to tax-exempt pension funds and charitable endowments who are tax-exempt anyway.  
3. Eliminates the preference to invest in non-corporate solutions
4. Eliminates the preference for debt over equity financing.
a. NOTE: Excessive debt increases the risk of bankruptcy during downturns.  
5. Eliminates preference for retaining earnings.  
iv. Cons
1. Very expensive.  Would require a nice tax hike elsewhere.
2. Political suicide.  
3. Administrative nightmare (many more entities to manage instead of collecting at the source).  
4. Potential for massively reduced revenue as many shareholders do not pay tax anyway.  
g. Recognition of the Corporate Entity
i. GENERAL RULE: Corporation is an entity separate and apart from its shareholders. 
1. Commissioner v. Bollinger
a. FACTS: Corporation created simply to obtain financing as KY usury laws would not allow Bollinger to take a loan to buy an investment property.  Bollinger alleges corp is nothing more than an agent for himself.  B reports all the income and losses on his personal tax returns.  Corp had no assets, liabilities or bank accounts. 
b. RULE: A true corporate agent of an owner-principal may exist depending on the following factors
i. Whether the corp operates in the name and for the account of the principal;
ii. Binds the principal by its actions;
iii. Transmits money received to the principal;
iv. Whether receipt of income is attributable to the services of employees of the principal and to assets belonging to the principal are some of the relevant considerations in determining whether a true agency exists;
v. If the corp is a true agent, its relations with its principal must not be dependent upon the fact that it is owned by the principal, if such is the case;
vi. Its business purpose must be the carrying on of the normal duties of an agent.  
c. ANALYSIS: Arms-length relationship between owner-corporation is not required.  Reasonable to require genuine evidence – however cannot be so rigid as to require arms-length relationship. 


3. Unit 1-2 – INTRODUCTION TO SECTION 351 – TB60/CB309
a. General
i. Policy: Routine incorporations should be tax free to the shareholders and to the corporation.  
1. Viewed as merely a change in the form of the shareholder’s investment.
2. Incorporation does not seem to be the appropriate occasion to impose a tax if the transferred assets have appreciated or to allow a deductible loss if the assets have decreased in value.  
ii. Basic Requirements: Non-recognition under 351 requires the following:
1. One or more persons (including individuals, corporations, partnerships, and other entities) must transfer “property” to the corporation;
2. Transfer must be solely in exchange for stock of the corporation; and
3. The transferor or transferors, as a group, must be in “control” of the corporation immediately after the exchange.  
a. CONTROL – 368(c)-CB333: Ownership of stock possessing at least 80% of the total voting power and 80% of all other stock.  
iii. Shareholder Basis and Holding Period – 358(a)(1) – CB325: Basis of the stock (“nonrecognition property”) received in a Section 351 exchange shall be the same as the basis of the property transferred by the shareholder to the corp.
1. EXAMPLE:
2. MORE THAN ONE CLASS OF STOCK?
a. RULE: Required to allocate aggregate exchanged basis among the various classes of stock received in proportion to their relative FMV.
iv. Tax Consequences to TRANSFEREE Corp: -362(a) – CB328: A corporation that receives property in exchange for its stock in a 351 exchange steps into the shoes of the transferor.  362a generally prescribes a transferred basis –
1. THUS: The corp’s basis in any property received in a 351 exchange is the same as the transferor’s basis, thus preserving the gain or loss inherent in the asset for later recognition.  
a. HOLDING PERIOD – 1223(2) – Provides for carry over in holding period as well.  
2. Limitations on Transfer of Built-in Losses
a. RULE – 362(e)(2) –CB330: If property with a net built-in loss is transferred to a corporation in a 351 transaction or as a contribution of capital, the transferee corporation’s aggregate adjusted basis of such property is limited to the FMV of the transferred property immediately after the transfer.
i. NOTE: Limitation applied on a transferor-by-transferor basis.  
b. CAUTION: ONLY APPLIES TO NET BUILT-IN LOSSES
i. MORE THAN 1 – 362(e)(2)(B): If more than one property with a built-in loss is transferred, the aggregate reduction in basis is allocated among the properties in proportion to their respective built-in losses immediately before the transaction.  
c. EXAMPLE
3. NO GAIN OR LOSS - 1032 CB602: Shall be recognized to a corporation on the receipt of money or other property in exchange for stock (including treasury stock) of such corporation.  
b. Technical Requirements for Nonrecognition Under 351 – TB65
i. “Control” Immediately After the Exchange
1. RULE – 368(c) – CB333: Transferors of property to the corporation will have control if:
a. Ownership of at least 80% of the total combined voting power of all classes of stock entitled to vote; and
b. At least 80% of the total number of shares of all other classes of stock.
2. What else is required for “control”?
a. RULE: Control must be obtained by one or more transferors of “property” who act in concert under a single integrated plan.  
i. NOTE: There is no limit on the number of transferors, and some may receive voting stock while others receive non-voting stock.  TRANSFEROR GROUP MUST OWN 80% OF EACH CLASS
b. INTEGRATED PLAN DEFINED: 
i. Transfers need not be simultaneous;
ii. Number of transferors is not limited;
iii. Sufficient if the rights of the parties are “previously defined” and the agreement proceeds with an “expedition consistent with orderly procedure;”
1. KEY: Are they mutually interdependent steps in the formation and carrying on of a business?
2. IF YOU WANT TO BREAK 351: Argue they are independent steps and control is broken.
c. Timing Issues
i. General Guideline: If control is lost, even momentarily, according to a pre-arranged binding plan, then the “control immediately after the transaction” requirement is blown.
1. HOWEVER: A voluntary disposition of stock, particularly in the donative setting, should not break control even if the original transferor of property parts with the shares moments after the incorporation exchange.  
ii. EXAMPLE – Intermountain Lumber – TB68
1. FACTS: S owns sawmill.  Burns down and wants to build larger sawmill.  W agrees to offer 200K in exchange for 50% of stock.  S creates SW Corp and transfers sawmill for all of the stock.  He then immediately places 50% of stock in escrow payable to W when money comes to S.  
2. ISSUE: Did S have the requisite control under 351 immediately after the exchange?
3. RULES
a. Transferor group only includes those involved in the initial formation.
i. MEANING: Those who transfer property to corp in exchange for stock.  Here, W was transferring money to S in exchange for stock NOT the corp.
b. If pursuant to an integrated plan you are required to give up shares and end up with less than 368c control, you are not in control immediately after the transaction and thus no 351 non-recognition.  
4. ANALYSIS
a. Policy of 351 is to give tax-free status to formations – essentially changes in form.  
b. Here, S essentially cashed out half of his investment – therefore the policy behind 351 was not preserved.  
iii. EXAMPLE – Rev Rul 2003-51 – TB70
1. Nuanced RULE: Even if a transaction does not technically qualify for 351 treatment due to a lack of control as part of an integrated plan, if the loss of control was the result of a non-taxable event anyway, the service will relax the control requirement and allow 351 treatment.
a. CAUTION: Appears that there would have had to been a way to structure the transaction for 351 to apply.  
b. THINK POLICY: Is this a situation where 351 should apply?  Form change, not a cash out?
ii. Transfers of “Property” and Services – TB71
1. What is “property”?
a. Hempt Brothers RULE: Property is broadly construed and includes cash, capital assets, inventory, accounts receivable, patents, and sometimes intangible assets.
i. EXCEPTION – 351(d)(1) –CB309: Services in exchange for stock will not be considered issued in return for property.
1. EXCEPTION – 1.351-1(a)(1)(ii): Person receives stock in exchange for BOTH property and services, ALL of his stock is counted toward the 80% control requirement.  
a. CAUTION- REGULATIONS: Stock will not be treated as issued for property if primary purpose is to qualify the exchanges and if the stock issued to the nominal transferor is of relatively small value.  Essentially, is there de minimis property relative to stock?
i. REV PRO 77-37: 10% property by value is considered acceptable.  
iii. Solely for “Stock” – TB72
1. Stock Defined: Generally means an equity investment in the company, and in this context the term has presented relatively few definitional problems.  
a. EXCLUDED: Stock rights and warrants.
2. Stock with Debt-Like Characteristics – 351(g)(2) CB311
a. Preferred Stock Defined – 351(g)(3)(A) CB311: Limited and preferred as to dividends and does not participate in corporate growth to any significant extent.
i. MUST NOT: Be real and meaningful likelihood of the shareholder actually participating in the corporation’s earnings and growth.  
b. RULE: Non-qualified preferred stock is treated as boot rather than stock for purposes of section 351 and 356.  Generally defined as preferred stock with any of the following characteristics:
i. Stockholder has the right to require the issuing corporation or a “related person” to redeem or purchase the stock;
ii. Issuer or a related person is required to redeem or purchase the stock;
iii. The issuer or a related person has the right to redeem or purchase the stock and, as of the issue date, it is more likely than not that such right will be exercised; or
iv. The dividend rate on such stock varies in whole or in part with reference to interest rates, commodity prices, or similar indices.  
c. EXISTING CONTROL RULE: Courts have consistently recognized that issuing stock to a shareholder who is already in control when he transfers property will not affect the 351 transaction.
i. WHY? Would be a meaningless gesture – the stockholder would be in no different position with or without more stock if they already own the corporation!

Unit 1-3 Treatment of Boot – TB75
c. General
i. When is boot a problem?
1. 351(a) requires that property be exchanged solely for stock.  If you exchange property for stock and other property, provision is violated.
ii. Policy	
1. No longer a mere change in form of investment but also a change in substance.  You are substantively altering the form of your investment.  
iii. General Rule- 351(b) – CB309: If an exchange otherwise would have qualified under 351a but for the fact that the transferor received “other property or money” in addition to stock, then the transferor’s realized gain (if any) must be recognized to the extent of the cash + FMV of other property received
1. IN OTHER WORDS: Any gain realized by a transferor on an otherwise qualified 351a exchange must be recognized ONLY TO THE EXTENT OF THE BOOT RECEIVED.  
2. LOSS EXCEPTION – 351(b)(2): No loss may be recognized under 351(b)
iv. Shareholder Treatment – TB76
1. Basis of Nonrecognition Property – 358(a)(1) CB326: The basis of nonrecognition property (under 351 – the stock) is:
a. 
b. EXAMPLE
2. Basis of Other Property [Boot] – 358(a)(2) CB326: Basis of any other non-cash property received is its FMV.
v. Corporate Treatment – TB77
1. PRIMER ON CAPITAL GAINS & LOSSES
a. General
i. Preferential rate on “long-term” capital gains.  Considerably lower than the ordinary income rates.  
1. NOTE: Likely to expire at the end of 2010.
ii. Generally capital losses can only be deducted against capital gains and up to $3,000 of ordinary income.  
iii. Unused capital losses carry forward indefinitely until used.  
2. Basis of Property Received by Corp – 362(a) CB328: Carryover basis increased by the amount of gain recognized by the transferor on the transfer.  
3. Allocating the Boot Among Several Assets – Rev Rul 68-55
a. Suppose a Corp Receives the Following Assets
	
	Asset I
	Asset II
	Asset III

	Character of Asset
	Capital – Held > 6 months
	Capital < 6 months
	1245 Property

	FMV
	$22
	$33
	$55

	AB
	$40
	$20
	$25

	Gain (Loss)
	($18)
	$13
	$30

	Character of Gain/Loss
	Long-term capital loss
	Short-term capital gain
	Ordinary Income


b. Now suppose that X transfers these assets to Corp Y in exchange for stock with FMV of $100 and $10 of cash.
c. ISSUE: How much gain should be recognized under 351(b)?
i. RULE: Each asset transferred must be considered to have been separately exchanged.  
1. POLICY: Netting would undermine the no-loss allowance rule of 351(b)(2)
d. ISSUE: How should cash and stock received be allocated to each asset transferred in the exchange?
e. RULE: In proportion to the relative FMV of the transferred assets.
	
	Total
	Asset I
	Asset II
	Asset III

	FMV of asset transferred
	$110
	$22
	$33
	$55

	% Total of FMV
	-
	20%
	30%
	50%

	FMV of Y Stock Received in Exchange
	$100
	$20
	$30
	$50

	Cash Received in Exchange
	$10
	$2
	$3
	$5

	AR
	$110
	$22
	$33
	$55

	AB
	
	$40
	$20
	$25

	Gain (Loss) Realized
	
	($18)
	$13
	$30

	Gain (Loss) Recognized
	
	$0
	$3 – The extent of boot on this asset - STCG
	$5 – The extent of boot on this asset – OI


f. Results to Shareholder X
i. Basis in Y Stock: 
1. Exchange Basis ($40 From AI + $20 from A2 + $25 from A3) + total gain recognized ($3 from A2 + $5 from A3) – FMV of boot received ($10) = $83
ii. Holding Period of Y Stock: 
1. X received stock worth $100 together with $10 cash for assets with a value of $110.  
2. RULE: Each share has a split holding period allocated in proportion to the FMV of the transferred assets
	
	Asset I
	Asset II
	Asset III

	Asset Value
	$22
	$33
	$55

	Holding Period
	22/110
	33/110
	55/110


g. Results to Corporation Y’s Assets
i. RULE: Y’s basis in the assets will be there adjusted bases in X’s hands increased by the gain recognized to X.
	
	Asset I
	Asset II
	Asset III
	Total

	X’s AB
	$40
	$20
	$25
	$85

	+ X’s Gain
	$0
	$3
	$5
	$93


ii. NOTE: Nothing in the code or regulations provides for how the basis is allocated.  
1. HOWEVER: Seems to be OK to simply carry over in the fashion above.  Thus: A1 = $40; A2 = $23; A3 = $30
d. Timing of Section 351(b) Gain – TB80
i. When Boot is Cash or Other Corporate Property
1. RULE: Transferor recognizes any 351(b) gain IMMEDIATELY upon receipt of the boot.  
ii. When Boot is a Liability (Paid over time): DON’T WORRY FOR EXAM
1. SHAREHOLDER GAIN RULES:
a. 453 – CB429: Transferor who receives installment boot in a 351b transaction may defer gain until payments are received on the corporate debt.
i. EXCEPTION: Any gain attributable to recapture of depreciation or dispositions of dealer property cannot be deferred.  453(i).
b. Transferor may immediately increase the basis in any non-recognition property received (stock) by the transferor’s total potential recognized gain, but the corp’s corresponding 362(a) basis increase is delayed until the transferor actually recognized gain through the installment method.  
2. EXAMPLE
a. Assume A sells Gainacre (FMV100; AB10) for $80 cash and $20 note with market interest and principal payable in equal installments over the next five years.  
i. STEP 1: Determine gain realized on sale. 
1.  100-10 = 90.  
ii. STEP 2: Determine gross profit ratio by dividing realized gain (gross profit) by payments to be received on the sale (total contract price)
1. 90/100 = .9
iii. STEP 3: Seller applies the fraction to each payment received to determine the gain recognized in the year of sale and as installment payments are later received.  
1. Total payments received will be $80*.9 = $72; and $20*.8 = $90 total gain.  
b. Now assume A transfers Gainacre to V Corp in exchange for 80 shares of V stock (FMV $80) and a $20 V 5 year note.  
i. STEP 1: Determine gain
1. 100-90 = 10
ii. STEP 2: Determine how much gain is recognized.  
1. Recognize gain to the extent of boot – here $20
iii. STEP 3: Two transactions now take place, one for the stock and one for the boot.  Begin by allocating the basis of the transferred property to the non-recognition transaction.
1. A’s Basis in Gainacre is allocated to V stock received in an amount up to the FMV of the property.  
a. Here, $10 is allocated – the full amount of basis (less than $80 FMV of the stock).  
2. If transferor’s basis in the transferred property exceeds FMV of non-recognition property (stock) received, excess basis is allocated to installment portion of transaction.
a. No excess basis here.
3. 453 now applies to installment portion.  Selling price is the sum of the face value of the installment obligation and the FMV of any other boot.  
a. CONTRACT PRICE: No liabilities, total contract price is the same as the selling price.  
i. Here - $20
b. GROSS PROFIT: Selling price – excess basis allocated to the installment obligation.
i. Here, $20-0 = $20
c. GROSS PROFIT RATIO: Gross Profit/Contract Price
i. 20/20 = 100%
4. Now apply the percentage to any boot received in the year of the sale and to payments as they are received on the installment note.  
a. A recognizes NO gain in year of the exchange;
b. His entire $20 boot gain is recognized as the note is paid off.  
i. NOTE: Gross profit ratio is normally 100% if the BOOT RECEIVED IS LESS THAN THE REALIZED GAIN
c. Shareholder’s Basis in Non-Recognition Property
i. RULE – 358(a) CB325: Treated as if SH elects out of installment method.  Normal 358 applies.
1. Carryover – FMV(Non-cash boot received) – Cash Received + Amount of Gain Recognized by TP
2. 10 – 20 + 20 = 10.  
d. Corporation’s Basis in Transferred Property
i. 362 – CB328 RULE: Basis in the transferred property is the same as the transferor’s basis increased by the gain recognized only if, as and when that gain is actually recognized.
1. Thus, basis would be gradually increased by $20 as V pays off the note and A recognized his deferred gain on the installment method.  
2. Thus, $10 basis at first and then 100% of the payments made ($4 a year for 5 years) ultimately will settle at $30
a. NOTE: Seems contrary to Crane that treats liabilities as they will ultimately be repaid.  
b. EARLY SALE: If Corp sells asset previous to the date when it is supposed to make payments, the Corp may take a loss on the required payment dates.  1.453-1(f)(3)(iii) CB1199


4. Unit 1-4  Assumption of Liabilities –TB83
a. General Mechanics – 357 CB324
i. Is there an “assumption” of a liability?
1. Recourse Liability – 357(d)(1)(A) CB325: Treated as assumed if, based on the facts and circumstances, transferee has agreed to, and is expected to, satisfy the liability (or a portion of it), whether or not the transferor has been relieved of the liability.  
a. ISSUE: Expected by whom?  MAKE SURE CONTRACT IS SPECIFIC
2. Non-Recourse Liability – 357(d)(1)(B) CB325: Treated as assumed by any transferee who takes an asset subject to the liability.  
3. POLICY: Anti-abuse provisions.
ii. Gain or Loss Results – 357(a) CB324
1. RULE: If a taxpayer receives property that alone would make the transaction 351 eligible but also assumes a liability, the assumption of the liability will NOT BE TREATED AS MONEY OR OTHER PROPERTY (boot) or prevent 351 eligibility.
a. ESSENTIALLY: Not “solely” for stock but can still proceed without recognizing gain or loss. 
iii. Basis Treatment – 358(a) – CB325
1. Basis to Distributees
a. RULE: Basis of non-recognition property (the stock) shall be:
i. Carryover basis (basis of transferred property); MINUS
ii. FMV of non-cash boot received; MINUS
iii. Money received; PLUS
iv. Amount of Gain recognized to taxpayer.  
b. ASSUMPTION OF LIABILITY RULE- 358(d)(1) CB326: The taxpayer’s relieved liabilities will be treated as money received by the transferor.  
i. THUS: Basis will be reduced under iii, above.  
ii. EXCEPTION – 358(d)(2): This rule does not apply to (357(c)(3)):
1. Gives rise to a deduction; or
2. Payments to dead partners under 736(a).
a. EXCEPTION – 357(c)(3)(B): Exceptions 1 & 2 will not apply if the incurrence of the liability resulted in the creation of, or an increase in the basis of any property.  
i. ESSENTIALLY: not a true deduction because you take it into account in a capital asset!
b. Exceptions 
i. Tax Avoidance – 357(b) CB324
1. RULE: Assumption of a liability will be treated as boot if:
a. Principal purpose was tax avoidance; or
b. No bona fide business purpose.
2. CAUTION – 1.357-1(c): If improper purpose exists – all relieved liabilities, not merely the evil debts, are treated as boot.  
a. HOWEVER: Rarely used in practice.  
3. POLICY: Keep people from simply borrowing and gaining income while dropping the debt into a corporate solution.  
ii. Negative Basis – 357(c) CB 324
1. RULE: If the sum of all liabilities assumed by the corp exceed the aggregate adjusted bases of the properties transferred by a particular transferor, the excess shall be considered as GAIN from the sale or exchange of the property.  
a. Avoids Mysteries of Algebra: Negative basis is considered taboo, this forced basis to 0 and immediate gain recognition.  
i. EXAMPLE: A gives building with FMV100, AB30 subject to mortgage of $55 in exchange for V stock worth $45.  
1. A recognized no gain, but his basis would be 30-55 = (25).  Therefore, 357(c) makes A recognize 25 gain and provides a basis of 0.  
2. EXCEPTIONS
a. 357(c)(3) CB325 RULE: A taxpayer who is relieved of a liability that would be deductible if paid directly by the taxpayer does not recognize gain if the debt is discharged.  
i. WHY? Because any potential income would be offset by a corresponding deduction upon payment.   
1. EXCEPTION – 357(c)(3)(B): Exceptions 1 & 2 will not apply if the incurrence of the liability resulted in the creation of, or an increase in the basis of any property.  
a. DON’T WORRY ABOUT IT FOR TEST
b. POLICY: Assume ongoing business with following assets is then incorporated in a 351 transaction:
	ASSETS
	AB
	FMV

	Cash
	100
	100

	Accounts Receivable
	0
	200

	Equipment
	50
	250

	TOTAL
	150
	550

	LIABILITIES
	
	

	Accounts Payable
	0
	400


i. If payables are “liabilities” then A recognized 250 gain.  Excess of 400 in liabilities over 150 basis.  A takes 0 basis in stock
1. COMPARE: Economically equivalent, A retains payables, transfers assets in exchange for stock and cash and then uses cash to pay creditors (accounts payable).  A recognizes $400 gain here, but is immediately offset by the $400 deduction that A receives on the payables.  
a. ALTERNATIVELY: Could retain assets to pay off creditors.  
3. SOLUTIONS: How to avoid gain when your liabilities exceed basis
a. Assume liabilities that would give rise to a deduction once paid (357(c)(3) Route);
b. Put in more cash;
c. Put in more debt;
d. Remain personally liable on the assumed liability.
i. NOTE: Tax court has consistently rejected the notion that transferred liabilities are excluded from the 357(c) arithmetic if the transferring shareholder remains personally liable.  
1. WHY? Courts have reasoned it is not an economic outlay but merely a promise to pay in the future if certain events should occur.  
ii. HOWEVER: Seems as if taxpayer can sign agreement with corp to pay the debt and 357(c) can be avoided.  
1. GOOD ALTERNATIVE TO Peracchi ISSUES!
4. CAUTION: Courts still remain confused on the validity of transferring personal notes to the corporation or remaining liable on the assumed debts as a means of avoiding negative basis gain.
a. EXAMPLE – Peracchi – TB88
i. FACTS: Taxpayer contributes personal note at market terms to his wholly owned corporation along with 2 encumbered properties.  Purpose of the note was to avoid immediate recognition of gain.  IRS argues note has 0 basis (as in no cost).  Taxpayer argues note has face value basis (as this is what he will ultimately pay).  
ii. ISSUES:
1. What was the proper basis in the note?
a. RULE: If economic risk is important enough, taxpayer should get basis in the note.  
b. NO: Note exposed taxpayer to personal liability in the event of corp bankruptcy.  Serious economic risk, therefore he gets basis.  
2. Was the obligation a sham?
a. RULE: Look at the face of the note and consider whether illusory. 
b. NO: Proper bona fides and risk of bankruptcy plus taxpayer had the ability to pay and was creditworthy.  Further, there was a valid business purpose – the corporation needed additional capital.  Further, if corp writes off the note, taxpayer has COD income and will be subject to higher rates.
iii. POLICY: Allow wholly owned corporations the same benefits of 351 when there is a cognizable risk present.  
iv. CAUTION: This is a very aggressive tax position to take, especially if you have not made any payments on the note!
1. FACTS AND CIRCUMSTANCES!
2. RISK MUST BE REAL AND NON-TRIVIAL!
3. DOES NOT APPLY IN THE S-CORP OR PARTNERSHIP CONTEXT DUE TO LOSS FUNNELING
b. COMPARE – Lessinger –TB98
i. RULE: Basis in a personal note to a corp in a 351 exchange is the basis that it would be in the corporation’s hands.
1. CIRCULAR: 362 provides that basis is carryover + gain.  But to determine gain, we need to know the shareholder’s basis.


5. Unit 1-5 Incorporation of an Ongoing Business –TB103
a. What Constitutes a Liability? – Rev Rul 95-74 TB107
i. GENERAL RULE: Liabilities do not constitute liabilities for 357(c) purposes if they give rise to a deduction.  
1. FURTHER: Liabilities that give rise to capital expenditures also do not constitute liabilities under 357(c)
ii. BASIS RULE: Thus, both of these types of liabilities (those giving rise to deductions or capital expenditures) are not included in the 358 determination of the transferor’s basis in the stock received in the 351 exchange.  
b. Special Issues in Accounts Receivable and Accounts Payable – TB103
i. Hempt Brothers RULE: Assignment of income principles DO NOT apply to accounts receivable and payable in 351 transactions so long as there is a valid business purpose.
1. EXCEPTION: Where a transfer to a controlled corporation of a account receivable in respect of services rendered where there is a tax avoidance purpose for the transaction (e.g. not conducting an ongoing business), IRS will continue to apply assignment of income doctrines.  
2. POLICY: Would undermine the purpose of 351 transactions to facilitate incorporation of business.  
3. TAKE AWAY: Judicial doctrines tend to be trumped by specific outcomes mandated by the code.  
ii. Timing of Gains/Losses/Bases
1. GENERAL RULE: Transferee corp (and not transferor) must report the receivables in income as they are collected and deduct the payables when they are paid.  
a. SEE ALSO: Timing section above.  
b. TAX BENEFIT RULE & 351: Area of law is unsettled.  Depreciation recapture provisions (based on a tax benefit rationale) are trumped by 351, so there is an argument that the tax benefit rule does not apply here.  UNSETTLED = BE CAREFUL.  
6. Unit 1-6 Intentional Avoidance of Section 351 – TB121
a. GENERAL RULE: Section 351 is NOT elective.  If you meet the requirements, nonrecognition of gain or loss is automatic.
b. BREAKING A 351 TRANSACTION
i. WHY?
1. Recognize a loss;
2. Step-up the basis of an asset after recognizing a gain to increase the transferee corp’s cost recovery deductions
3. Freeze appreciation at favorable capital gain rates instead of ordinary income rates;
ii. HOW?
1. Intermountain Lumber Strategy – Break control with a prearranged disposition of stock greater than 20%;
2. Structure transaction as a taxable “sale” rather than tax-free 351 exchange using corporate obligations or cash rather than stock.  
a. NOTE: Supported by the Bradshaw decision.  
b. CAUTION: If the corporation is too thinly capitalized, the court may consider the “debt” obligations stock and apply 351 treatment.  Burr Oaks.  See also Peracchi.  
7. Unit 1-7 Collateral Issues – TB123
a. Contributions to Capital – TB123
i. General
1. NO DEDUCTION RULE – 263 CB244: No deductions are allowed for capital expenditures.  
2. Definition: When a shareholder transfers property to a corp and does not receive stock or other consideration in exchange, the transaction is a contribution to capital.  
a. CORPORATE DEBT: Forgiveness of a corporate debt is also a contribution to capital.  
b. CORPORATE EXPENSES: Shareholder who pays a corporate expense also denied an immediate deduction.  
i. FACTS AND CIRCUMSTANCES
3. Shareholder RULE – 1.118-1: Does not recognize gain or loss on a contribution of property other than cash to a corporation by one of its shareholders.  
a. BASIS: Shareholder may increase the basis in their stock by the amount of cash and the adjusted basis of any contributed property.  
b. SOLE SHAREHOLDER: Transfers of property by a sole shareholder to a corporation, or if all shareholders transfer property in the same proportion as their holdings, issuance of new stock has no significance and thus are constructive 351 transactions.  
4. Corporate RULE – 118 CB112: Contributions of capital are excludable from the gross income of the transferee corporation.  
ii. Shareholder Surrenders – TB124
1. The Problem: Shareholder surrenders look a lot like a contribution to capital.  But how should they be treated?
2. Fink RULE: Shareholder’s voluntary surrender of stock is akin to a contribution of capital and produces no immediate gain or loss if he retains control.  However, a shareholder is entitled to increase the basis of his remaining stock by the amount of basis forgone.  
a. Control: In this case means 50% + 1 of the stock.  
b. What if Shareholder Losses Control? Question is unanswered.  However, concurrence suggests that loss of control is irrelevant.  
b. Organizational and Start-Up Expenses – TB129
i. Organizational Expenditures
1. DEFINED: Expenditures which are 
a. Incident to the creation of the corporation;
b. Chargeable to capital account; and
c. Of a character which, if expended to create a corporation having  limited life, would be amortizable over that life.
2. RULE – 248 CB242: Corporations may elect to currently deduct up to $5000 of organizational expenditures in the taxable year in which they begin business.  However, $5000 is reduced by the amount by which total organizational expenditures exceed $50K.  
a. Not Currently Deductible Expenses: Must be amortized over 180 months period beginning with the month in which corporation began business.  
3. EXAMPLES - INCLUDED
a. Legal fees for drafting the corporate charter and bylaws;
b. Fees paid to the state of incorporation;
c. Necessary accounting services
4. EXAMPLES – SPECIFICALLY EXCLUDED
a. Costs of issuing or selling stock;
b. Expenditures connected with the transfer of assets to the corporation
ii. Start-Up Expenses
1. DEFINED: Amounts that the corporation could have deducted currently as trade or business expenses if they had been incurred in an ongoing business.  
2. RULE – 195 CB211: Same as organizational expenses. 
iii. EXCLUDED FROM BOTH
1. Pure capital expenditures such as the cost of acquiring a particular asset.
a. Must be capitalized and added to the basis of the asset.  
2. Shareholder Expenses
a. Expenses connected with the acquisition of stock (appraisal fees).  Must be capitalized and added to the basis of the stock.  


8. Unit 2 – Capital Structure of the Corporation – TB132
a. Introduction
i. Shareholder v. Creditor
1. Shareholder: An adventurer in the corporate business taking risk and profit from success.
2. Creditor: In compensation for not sharing the profits, is to be paid independently of the risk of success and gets a right to dip into the capital when the payment date arrives.  
ii. Why Debt over Equity?
1. Finance Theory: Believe that debt financing contributes to higher levels of investment return.  
2. Leverage: Can leverage your equity with debt financing.
3. Blows 351: Can structure as a sale to avoid 351 treatment.
4. Tax-Free: Return of capital to shareholders.  
a. COMPARE: Share redemption may be taxed as a dividend.  
5. Defense Against Accumulated Earnings Tax: Accumulation of earnings to pay debt may justify accumulation of corporate earnings.  
6. PRINCIPAL ADVANTAGE: Avoidance of the double tax
a. Dividends are includable in shareholder income.  Therefore they are taxed once as earnings to the corp and once as income to the shareholder.  
b. Interest on debt however, while includable in the recipient’s income, is deductible by the corp.  
i. ALL ELSE EQUAL: Assuming owners of a business desire some ongoing return on their investment, there is an incentive to distribute earnings with tax-deductible dollars.  
c. RESULTING POLICY: Tax code favors a higher debt-equity ratio to the point where the corporate income tax is eliminated.  
i. HOWEVER: So long as dividend rates remain low, the traditional preference for debt over equity has been reduced.  Further, many dividend receiving organizations (tax-exempt pension funds, charities, and corps) receive dividends tax free. 
b. Debt v. Equity – TB139
i. General
1. Label RULE: Simply addressing an instrument as “debt” or “equity” is not dispositive.  
a. What Happens if IRS Recasts?
i. Debt to Equity: Interest payment becomes a dividend and corporation loses its deduction.  When note is repaid, “creditor” is a shareholder and the “loan repayment” may turn into a taxable dividend instead of a tax-free return of capital. 
ii. Equity to Debt: Dividends become interest payments and corporation gains deduction.  Shareholder is a creditor and the dividend will be a return of capital and interest payments.  Corporation gets deduction on interest paid and shareholder gets a return of capital
1. NOTE LIKELY TO HAPPEN
ii. Classification System
1. Generally: Rules are hazy.  Operate on a spectrum ranging from equity – a risk investment with potential to share in corporate profits.  At the other end is debt, evidence by a corp’s unconditional promise to pay back the contributed funds, with market interest, at a fixed maturity date.  
a. Pure Equity Holder: Voting rights and an upside potential.
b. Pure Debt Holder: Outsider with no prospect of sharing in the growth of the enterprise.  
c. BASICALLY: FACTS AND CIRCUMSTANCES!
i. CAUTION: IRS declines to issue advance rulings on whether an instrument will be classified as a debt or equity issue.  Rev Proc. 2008-3.  
ii. CONSIDER ECONOMIC REALITY: Is it gaming or is it a legitimate exercise of debt?  Where does the risk fall?
1. BE SKEPTICAL: In the closely held context.  Look out for outside creditors to see if there is really willing creditors.  
2.  Principal Factors: Not a rigid test – but factors courts take into consideration.  
a. Form of the Obligation: While labels do not control, they provide a good starting point.  At a minimum, debt instruments should bear the usual indicia of debt:
i. Unconditional promise to pay;
ii. Specific term;
iii. Remedies for a default;
iv. States, reasonable rate of interest, payable in all events.  
v. Equity characteristics should be avoided
1. ESPECIALLY: Payment of interest contingent on earnings or provides the holder with voting rights.  
b. Debt/Equity Ratio: Thin capitalization suggests that debt will really be reclassified as equity.  
i. RATIONALE: No rational creditor would lend money to a firm with such nominal equity.  
ii. EXTREMELY FACT SPECIFIC
1. Depending on the industry, ratios as low as 3:1 can be considered excessive while in others 50:1 can be acceptable.  Look For
a. Growth prospects of corporation;
b. Capital levels of peer firms;
c. Industry.
iii. What do you use to computer the ratio?
1. Courts disagree.  Should debt include:
a. Outside debt or only debt to shareholders?
b. Outside debt including accounts payable to trade creditors or long term debt only?
c. For equity, are assets taken at book value (Adjusted Basis or Historic Cost) or FMV? 
d. For equity, goodwill or no goodwill?
2. Depending on which factors are used, could sway the result.  
3. CALCULATE EVERY POSSIBLE SCENARIO!
c. Intent
i. What Intent? Intent to create a creditor-debtor relationship.  
1. Measured Objectively: 
a. Lender’s reasonable expectation of repayment evaluated in light of the financial condition of the company;
b. Corporation’s ability to pay interest and principal.  
2. Hindsight Helpful
a. Corporation that consistently fails to pay interest or repay debts when they are due may have a questionable debtor claim.  
d. Proportionality
i. Closely Held Setting: Debt held by the shareholders in the same proportion as their stock holdings normally raises the eyebrows of the Service.  
1. RATIONALE: If proportion is similar, creditors have no economic incentive to act like creditors by setting or enforcing the terms of the liability as this would damage their equity!  (think forcing acceleration of payments or bankruptcy).  
2. ESSENTIALLY: Conflict of interest test.
ii. ASK YOURSELF: Would a rational outside investor also put money in this company?
e. Subordination
i. Generally: If a corp has borrowed from both shareholders and outside sources, independent creditors will require that shareholder debt be subordinated to the claims of the general creditors.  
1. Determinative?  Some courts have held this factor to be the smoking gun.
2. HOWEVER
a. Economic reality of closely held corporations suggest that this is only fatal when combined with other bad facts like:
i. Thin capitalization;
ii. Proportionality; and
iii. Failure to pay any dividends.   
c. The Market for Hybrid Securities (Trust Preferred Securities) – TB148
i. General
1. The market has responded with many exotic instruments that purport tax deductible “interest” payments for tax purposes while they function as equity for regulatory and financial reporting purposes.  
ii. Sneaky Characteristics
1. Duration: If the debt’s maturity date is 50-100 years out, it starts to look like equity (will it ever really be paid back?)  Other equity factors will generally push the Service to this determination if an extra long maturity is involved. 
2. Form of Payment: Instrument may be classified as debt where a holder has the right to be repaid in cash or stock.
a. CAUTION!
i. If stock payments are only option then != debt;
ii. If instrument purports to offer stock and cash options but is structured to force a stock selection, then != debt.  
iii. Issues When Debt is Payable in Equity
1. Interest Deduction Limits – 163(l) CB159: Limits a corporation’s interest deduction in  the case of debt payable in equity by disallowing a deduction for interest (including original issue discount) paid or accrued on a disqualified debt instrument
a. Disqualified Debt Instrument: Any corporate debt payable in equity of the issuer or a related party.  
i. Treated as payable in stock if: Substantial amount of the principal or interest is required either:
1. To be paid or converted into stock of the issuer or a related party; or
2. To be determined by reference to stock of the issuer or related party.  
ii. AND – Issuer has the option to pay, convert, or determine the amount of principal or interest by reference to its stock or stock of a related party.  
b. EXAMPLES
i. Non-recourse debt secured principally by the issuer’s stock or debt convertible at the holder’s option when it is substantially certain the conversion right will be exercised.  
2. POLICY: Avoid getting the interest deduction while in reality issuing equity.
iv. Common (and Kosher) Hybrids
1. Maturities from 20-30 years;
2. Fixed interest rate;
3. Right on the part of the issuer to defer interest payment for up to five years at a time.  
d. Section 385 Saga – TB150
i. History: Congress provided Treasury authority to issue regulations on classifying debt and equity.  Project failed miserably.  
ii. Policy Alternatives
1. Bifurcation: Breaking up the instrument into equity portions and debt portions.  Has so far proven unworkable and Treasury has declined to pursue further.  
e. Character of Gain/Loss on Corporate Investment – TB154
i. General Rule: Equity and debt securities held by investors are capital assets.  Therefore, any gain or loss on the sale of stock bonds or other debt instruments generally is a capital gain or loss.  
ii. Qualified Small Business Stock – 1202 CB616: Non-corporate shareholders may exclude from gross income 50% of the gain from a sale or exchange of qualified small business stock held for more than five years.  
1. Defined: Issuer must be a C corp with aggregate gross assets of $50M or less at the time the stock is issued.  
2. HOWEVER: Taxed at 28% rate.  Less 50% is 14%, not much better than normal 15%
a. 1045 Deferral: Non-corporate shareholders may elect to defer otherwise taxable gain from a sale of qualified small business tock held for more than six months by rolling over the proceeds into new qualified small business stock within 60 days of sale.
i. USEFUL IF YOU ARE A VULTURE CAPITALIST!
iii. Worthless Securities: 
1. Sole Proprietors & Shareholders in S Corp: May deduct the losses from their business operations as they are incurred if they materially participate in the activity.
2. C Corp: Shareholders or creditors normally must recognize a capital loss at the time their investment is sold or becomes worthless.  
a. Treatment of “Worthlessness” – 165(g)(1) CB163
i. Treated as a hypothetical sale or exchange on the last day of the taxable year in which the loss is incurred.  
iv. Debt Not Evidenced by a Security
1. RULE: Losses are governed by the bad debt deduction rules of 166 CB166.  
a. Business Bad Debts: Ordinary losses.
b. Non-Business Bad Debts: Artificially treated as short-term capital losses.  
c. Shareholder Also Employee: Loans money to closely held corp and is later not repaid, loss is almost always treated as a non-business bad debt.  
i. RATIONALE: Dominant motivation for making loan was to protect taxpayer’s investment in the corp rather than his employment relationship.  
ii. HOWEVER: Could be considered an investment with proper facts.  
v. Section 1244 (Small Business) Stock – CB634
1. General RULE: Corporate insiders generally are regarded as investors.  
a. DON’T WORRY ABOUT FOR EXAM


9. Unit 3-1 Dividends in General – TB159
a. What Forms can a Corporate Distribution to Shareholders Take?
i. Cash;
ii. Stock;
iii. Return of Capital;
iv. Debt;
v. Redemption (buying back its own stock);
vi. Liquidation;
b. How are Distributions Generally Treated Under the Code?
i. Return of Capital – Tax-Free and Reduces Basis;
1. No More Basis? Excess over basis is treated as gain from the sale or exchange of the stock.  
ii. Dividend
1. NOTE: Calling a distribution a “dividend” is a legal conclusion with its own set of legal ramifications
a. THUS: Even if it is called a “dividend” under applicable state law, it may not be a dividend for Federal tax purposes!
2. Taxable!
iii. Redemption – treatment varies, can be dividend or sale/exchange.  
c. Why Do Corps Try to Avoid Dividend Classification?
i. AVOID THE DOUBLE TAX
1. Big Publics: Generally do not really care as most of their payees do not pay tax and they keep most of their returns for reinvestment.  
2. Closely Held: Resist paying dividends and expend serious energy trying to avoid the double tax. 
d. Navigating the Code
i. First- AUTHORITY – 301(a) CB278: A distribution of property, as defined in 317(a) made by a corporation to a shareholder with respect to its stock shall be treated as per subsection (c).  
1. ESSENTIALLY: Is the shareholder getting that distribution from the corp because they are a shareholder? 
ii. Second – PROPERTY – 317(a) CB298: Property for 316(a) purposes is defined as:
1. Money;
2. Securities; and
3. Any other property
a. EXCEPT: Stock in the corporation making the distribution (or rights to acquire such stock.  This is considered a redemption governed by 317(b).  
iii. THIRD – DISTRIBUTION TREATMENT- 301(c) CB279: If 301(a) applies, 
1. 301(c)(1): If it is classified as a dividend under 316, then it is includable in gross income.  
a. MEANING: Taxable at dividend rates!
b. CORPORATE DEDUCTIBILITY – 267 CB243: To prevent multiple levels of taxation as earnings are passed through corporate structure, corporate shareholders may deduct either 70,80 or 100% of the dividends they receive.  
i. INDIVIDUALS: Are generally left to long-term preferential capital gain rates.  
2. 301(c)(2): If the distribution is NOT a dividend under 316, shall be applies against and reduce the Adjusted Basis of the stock.  
a. MEANING: Tax-free return of capital combined with reduction of Adjusted Basis. 
3. 301(c)(3): If the portion of the distribution (which is not a dividend) exceeds Adjusted Basis of the stock shall be treated as gain from sale/exchange of the property.  
iv. FOURTH – IS IT A DIVIDEND? – 316(a) CB297: Dividend is defined as:
1. Any distribution of property made by a corporation to its shareholders:
a. Out of its earnings and profits accumulated after Feb 28 1913; or
b. Out of its earnings and profits of the current taxable year.  
i. NOTE: 1.316 -1 CB1116 - Says that if the profits for the year are enough to cover the distributions, you do not have to start finding accumulated profits from the past.
2. Irrebuttable Presumptions: Two
a. Every distribution is deemed to be made out of earnings and profits to the extent that they exist; and
b. Deemed to be made from the most recently accumulated earnings and profits. 
i. NOTE: Considered a dividend if distribution comes from current earnings and profits even if the corporation has a historic deficit.  
1. THUS: Even if corporation is historically unprofitable, dividend treatment can be acceptable.  
ii. POLICY: While it deems that a corporation view instead of a shareholder view does not make a lot of sense (in the respect that shareholders could end up paying dividend rates on distributions even though there were no earnings and profits during their ownership) – from a practical standpoint this system is necessary due to the heavy volume and fungibility of shares.  
3. Earnings and Profits Defined and Calculated – TB166 & 312 CB292
a. General
i. Code: Fails to precisely define.  
ii. Function: Measuring device to determine the extent to which distribution is made from a corporation’s economic income as opposed to its taxable income or pain-in capital.  
1. THINK: Retained earnings account from financial accounting.  
a. HOWEVER: Taxable income is not an accurate financial reporting number due to the various policy rationales mixed into the Code.  
iii. POLICY: Align economic reality with earnings and profits.  
b. Calculation - Traditional Approach
i. FIRST: Determine the taxable income.  
ii. SECOND: Add back to taxable income certain items excluded from taxable income but represent a true financial gain
1. ADDED BACK
a. Municipal bond interest;
b. Life insurance proceeds;
i. AMOUNT: Proceeds collected MINUS aggregate premiums paid by corporation. 
c. Federal tax refunds;
d. Otherwise excludable discharge of indebtedness income (unless coupled with a basis reduction under 1017).  
2. NOT ADDED BACK
a. Contributions to capital; and
b. Gains that are realized but not recognized for tax purposes (e.g. 1031, 351, and 1033)
iii. THIRD: Add back to taxable income certain items deductible in determining taxable income which do not reflect a real decrease in corporate wealth.  
1. ADDED BACK
a. 243 dividends received deduction;
b. Depletion deductions in excess of cost.
i. NOT DEPRECIATION HERE 
iv. FOURTH: Subtract from taxable income certain non-deductible items that diminish a corporation’s capacity to pay dividends.
1. SUBTRACTED
a. Federal income taxed paid;
b. Certain losses & expenses;	
i. 265 – Expenses allocable to tax-exempt income;
ii. 267 – Losses between related taxpayers;
iii. 274 – Travel and entertainment expenses;
iv. Charitable losses in excess of 10% corporate limit;
v. Net operating losses and capital losses in excess of capital gains in the year they are incurred.  CANNOT BE CARRIED BACK OR FORWARD FOR E/P PURPOSES
v. FIFTH: Certain timing adjustments must be made to correct for deferred or accelerated income provisions;
1. ADDED BACK – Deferral provisions in excess of cost
a. Excess depreciation allowed under ACRS;
i. USE: Straight-line method under 168(g)
b. Expensed property under 179 must be property amortized;
c. Deferred realized gains under 453 – installment method not reported in year of sale.  
d. Gains on inventory must be reported under FIFO not LIFO.  
2. SUBTRACTED – Accelerated recognition provisions in below actual cost.  
a. ACRS
e. Mechanics of Cash Distributions & Earnings and Profits  – Treatment TB169
i. Process
1. Effects on Shareholders 
a. Amount of Distribution: Amount received by shareholder. 
b. Amount Taxable: Extent of current or accumulated earnings and profits.
i. Excess of earnings and profits? 
1. First applied against and reduce basis of the shareholder’s stock;
2. Next, if they exceed shareholder’s basis in the stock, treated as gain from the sale or exchange of the stock.  
2. Effects on Distributing Corporation 
a. Earnings and profits: Are permitted to be reduced by the amount of money distributed;
i. EXCEPT: May only be reduced to the extent that they exist!  No deficits can be created from distributions, only from corporate operations!
ii. What if there are Insufficient CURRENT E&P to Cover All Cash Distributions?
1. GENERAL
a. Determine the earnings and profits at the close of the taxable year;
b. When cash is distributed out, look to CURRENT earnings and profits and then to ACCUMULATED earnings and profits.  
2. RULE: Earnings and profits must be allocated by the following rules:
a. FIRST: Current earnings and profits, determined as of the end of the year, are prorated among the distributions by using the following formula:

b. SECOND: Accumulated earnings and profits are allocated chronologically to distributions (i.e. on a first-come, first-served basis).
i. ESSENTIALLY: First distributions reduce basis first…then last distributions will be sale/exchange treatment if needed.  
c. FINALLY: If the corporation has a current loss but has accumulated earnings and profits from prior years, it will be necessary to determine the amount of accumulated earnings and profits available on the date of the distribution.  
i. NORMALLY: Unless the loss can be earmarked to a particular period, the current deficit is prorated to the date of the distribution.  
3. Example – Rev Rul 74-164
a. Overview: X corporation and Y corporation each use calendar year for Fed tax purposes and made distributions of $15,000 to their respective shareholders on July 1, 1971, and made no other distributions to their shareholders during the taxable year.  Distributions taxable under 301(c).
b. Situation 1 
	Date
	Earnings and profits 

	January 1, 1971
	Accumulated - $40,000

	July 1, 1971
	Distribution - $15,000

	July 1, 1971 to June 30, 1971
	Current – ($50,000)

	December 31, 1971
	Current - $5,000


i. Treatment?
1. FIRST – 5000 = 15,000 * (5000/15,000) allocated to current earnings and profits.  
2. SECOND – 10,000 from accumulated.  
c. Situation 2
	Date
	Earnings and profits 

	January 1, 1971
	Accumulated – ($60,000)

	July 1, 1971
	Distribution - $15,000

	July 1, 1971 to June 30, 1971
	Current - $75,000

	December 31, 1971
	Current - $5,000


i. Treatment?
1. FIRST – 5000 = 15,000 * (5000/15000) allocated to current earnings and profits. 
2. SECOND – Return of Capital of $10,000 to the extent of shareholder basis.  
a. NOTE: If basis is less than 10,000 – sale or exchange treatment would apply.
d. Situation 3
	Date
	Earnings and profits 

	January 1, 1971
	Accumulated – $40,000

	July 1, 1971
	Distribution - $15,000

	July 1, 1971 to June 30, 1971
	Current – ($50,000)

	December 31, 1971
	Current – ($5,000)


i. Treatment?
1. FIRST: No current earnings and profits so nothing allocated to there.
2. SECOND: Prorating the ($5000) deficit means that on July 1, there was a $2500 deficit.  Thus, $37,500 available in accumulated earnings and profits.   $15,000 comes from the accumulated earnings and profits account.  
a. NOTE: At the end of the year, there would be $20,000 in accumulated earnings and profits.  $40,000-$2500 (7/1) - $15,000 - $2500 (12/31) = $20,000.  
e. Situation 4
	Date
	Earnings and profits 

	January 1, 1971
	Accumulated – $40,000

	July 1, 1971
	Distribution - $15,000

	July 1, 1971 to June 30, 1971
	Current – ($50,000)

	December 31, 1971
	Current – ($55,000)


i. Treatment?
1. FIRST: No current earnings and profits therefore nothing allocated to current earnings and profits. 
2. SECOND: Prorate ($55,000) deficit means ($27,500) deficit at 7/1.  $40,000 - $27,500 = $12,500 accumulated earnings and profits.  
a. THUS: $12,500 is allocated to accumulated earnings and profits.  $2500 is return of capital to the extent of shareholder basis.  
b. YEAR END: $40,000 - $27,500 - $12,500 - $27,500 = ($27,500) deficit in earnings and profits.  
f. Qualified Dividends – Proper Tax Rates for Dividends – TB162
i. Historic Treatment
1. Historically – dividends have been taxed as ordinary income with relief from 243 for corporate shareholders.  
ii. Qualified Dividend Income Rates 
1. History
a. GWB as part of his economic stimulus agenda wanted to eliminate the double tax on corporate earnings and profits.  Resulting compromise was a preferential tax rate from 5 to 15% depending on other income.  
2. Technical Structure of Preferential Rates
a. Technically, preferential dividend rates are accomplished by including qualified dividend income within the definition of net capital gains.  
3. Qualified Dividends Defined
a. RULE: To be eligible, dividend must be received from a domestic corporation or a foreign corporation that meets certain conditions.  
i. SPECIFIC EXCLUSIONS
1. Credit union and money market fund dividends;
2. Dividends paid on hybrid corporate instruments;
3. Payments in lieu of dividends on stock loaned as part of a short sale transaction.  
4. Arbitrage Abuse Prevention
a. RULE: Common stock with respect to which  the dividend was paid must have been held by the taxpayer for more than 60 days in the 121 day period beginning 60 days before the stock’s ex-dividend date.  
5. Economic Policy Argument
a. PRO: Returns money to investors in the form of dividends to allow capital to be more effectively allocated.  
i. Corporations have increased their dividend payouts.  
b. CON: Loss of revenue and contributed to increased income disparity between haves and have nots.  
i. Most corporate shareholders do not pay tax anyway.  Just cutting it for wealthy investors. 


10. Unit 3-2 Distributions of Property – TB173
a. BACKGROUND
i. General Problem
1. Corporate Taxation is based around the double tax: one level of tax at the corporate level when appreciated property is sold and another level of tax when the earnings are distributed to shareholders.  
2. PROBLEM: What if the corporation simply distributes the appreciated property to the shareholder?
ii. General Utilities DOCTRINE: A distributing corporation does not recognize gain or loss when it makes a distribution in kind with respect to its stock.  
1. WHY? SCOTUS says not a sale and not a discharge of indebtedness with appreciated assets.
2. POLICY PROBLEM: Blows a giant hole in the double taxation regime.  Significant tax distinction between a distribution in-kind of appreciated property and a sale of that same property by the corporation followed by a distribution to the shareholders.  
3. REPEALED: In the 1986 tax system overhaul.  
b. CORPORATE RULES
i. Corporate Gain/Loss
1. Non-Recognition RULE – 311(a)(2) CB292: No gain or loss shall be recognized to a corporation on the distribution (not in complete liquidation) with respect to its stock, of
i. Its stock (or rights to acquire its stock); or
ii. Property.  
b. So what about losses?
i. LOSS RULE – 311(a)(2): Operates to disallow any recognition of loss on a distribution of property that has declined in value.  
c. EXCEPTION THAT SWALLOWS THE RULE
i. GAIN 311(b) – CB292 RULE: If a corporation distributes APPRECIATED property (other than its own obligations) in a NON-LIQUIDATING distribution, it must recognize: GAIN IN AN AMOUNT EQUAL TO THE EXCESS OF THE FMV OVER ITS AB. 
1. Distributed Property Subject to Liability or Distributee Shareholder Assumes a Liability?
a. RULE: FMV of the property is treated as NOT LESS than the amount of the liability.  
d. POLICY: Restores the double-tax regime that was eroded under General Utilities.  
ii. Effect on the Distributing Corporation’s Earnings and Profits 
1. FMV RULE 301(b) CB279: FMV of distributed property is determined on the date of the distribution.  
2. Distribution of Appreciated Property
a. FIRST: GAIN RULE – 312(b)(1) CB293: Gain recognized by the corporation on the distribution increases current earnings and profits.  
b. SECOND: FMV RULE – 312(b)(2): 312(a)(3) is applied substituting FMV for Adjusted Basis reducing earnings and profits by the FMV of the property through 312(f)(1).  
i. POLICY: Provide the same effect as if the corporation had sold the property (increasing earnings and profits) and then distributed the cash equal to the fmv of the property (decreasing earnings and profits).  
c. THIRD: LIABILITIES RULE 312(c) CB293: Liabilities assumed by the shareholder or to which a property is subject will DECREASE the 312(a)(3) charge to earnings and profits.  
i. THUS: Earnings and profits are increased by the amount of the liability.  
3. Distribution of Depreciated Property
a. LOSS RULE – 311(a)(2) CB292: No loss recognized so no loss allowed under 312(f)(1) and no effect on earnings and profits. 
b. Adjustments
i. NO ADJUSTMENT: To current earnings and profits. 
ii. REDUCTION: to accumulated earnings and profits by the Adjusted Basis of the distributed property.  
1. BUT NOT BELOW ZERO!
a. NOTE: If a loss was recognized you could reduce earnings and profits to below 0.
c. SHAREHOLDER RULES
i. GENERAL RULE: Essentially the same as those governing results of a cash distribution.  
ii. AMOUNT OF DISTRIBUTION – 301(b) CB279: FMV of the distributed property REDUCED by any liabilities assume by the shareholder or to which the property is subject.
iii. TAX RULE – 301(c) CB278:
1. 301(c)(1): If it is classified as a dividend under 316, then it is includable in gross income.  
a. MEANING: Taxable at dividend rates!
b. CORPORATE DEDUCTIBILITY – 267 CB243: To prevent multiple levels of taxation as earnings are passed through corporate structure, corporate shareholders may deduct either 70,80 or 100% of the dividends they receive.  
i. INDIVIDUALS: Are generally left to long-term preferential capital gain rates.  
2. 301(c)(2): If the distribution is NOT a dividend under 316, shall be applies against and reduce the Adjusted Basis of the stock.  
a. MEANING: Tax-free return of capital combined with reduction of Adjusted Basis. 
3. 301(c)(3): If the portion of the distribution (which is not a dividend) exceeds Adjusted Basis of the stock shall be treated as gain from sale/exchange of the property.  
iv. BASIS RULE – 301(d) CB279: Shareholder basis in distributed property is its FMV as of the date of the distribution.  
d. Distributions of a Corporation’s Own Obligations
i. GENERAL RULE – 311(b)(1)(A) CB292: General gain recognition rule does not apply to distributions by a corporation of its own debt obligations.  
1. THUS: 311(a) governs this situation and no gain or loss is recognized. 
ii. SHAREHOLDER TREATMENT
1. AMOUNT OF DISTRIBUTION RULE 1-301-1(d)(1)(ii): FMV of the obligation – 301,302 rules here.
2. BASIS RULE: FMV of the obligation if 301 applies; Zero if 302 applies.
iii. CORPORATION TREATMENT
1. Earnings and profits RULE – 312(a)(2) CB292: Distributing corporation’s earnings and profits are reduced by the principal amount of the obligation
a. IF ORIGINAL ISSUE DISCOUNT: Reduced by the issue price.  


11. Unit 3-3 Constructive Distributions TB180
a. General
i. PROBLEM: Closely held C corporations want to avoid double tax and will look for ways to distribute earnings that provide them with deductions such as:  
1. Excessive compensation to shareholders or their relatives;
a. NOTE: Since the Bush dividend reductions the incentive to classify as compensation has pretty much disappeared.  There is a slight advantage to classification as a dividend over compensation now.  TB 186
2. Expenses paid for personal benefit of shareholders (travel, entertainment, legal expenses, etc);
3. Excessive rent for corporate use of shareholder property; and
4. Interest on shareholder debt that in substance represents equity;
5. Labeling a distribution as a loan to the shareholder;
6. Bargain sales or rentals of corporate property to shareholders;
7. Interest free loans.  
ii. RULE: Facts and circumstances investigation to determine whether the items are truly what they purport to be.  If they are not, the Service will reclassify them as “constructive dividends” resulting in:
a. Corporate Deduction Disallowed;
b. Dividend rules apply.  
2. Facts and Circumstances?
a. Reasonable compensation?
b. Shareholder benefit versus Corporate Benefit?
c. Intent?
b. Examples
i. USE OF CORPORATE PROPERTY BY SHAREHOLDERS  - Nicholls, North Buse Co.
1. FACTS: Board of directors of closely held corporation agrees to purchase yacht.  Shareholders previously owned two yachts.  Agreed to monitor how much was used for business and how much for pleasure.  Two of the board members/shareholders free to use whenever they pleased.  Corporation claims deduction for the cost of the boat and operating expenses.  Service claims it was really a distribution.
2. ISSUES
a. Was there a constructive dividend?
i. CONSTRUCTIVE DIVIDEND RULE: Any expenditure by a corporation for the personal benefit of its stockholders, or the making available of corporate-owned facilities to shareholders for their personal benefit may result in the receipt by the shareholders of a constructive dividend.  
ii. HOLD: 25% business use and 75% personal use. 
b. May the use of the yacht by one shareholder be imputed to another shareholder in the corporation who was in control?
i. IMPUTED DIVIDEND RULE: Assignment of income principles apply here.  The power to dispose of income is the equivalent of ownership of it and the exercise of that power to procure the payment of income to another is the enjoyment and hence the realization of income by him who exercises it.  
ii. HOLD: A had control, knowledge, and was aware how the craft would be used by B.  Thus, B’s use can be attributed to A.  
c. Is the measure of the dividend the purchase price of the craft plus actual operating expenses or is it the fair rental value of the use of the yacht during the period in question?
i. VALUE OF DIVIDEND RULE: There are two standards that depend on the facts and circumstances of each case
1. Initial Cost
a. WHEN? Generally when it is clear that shareholder ownership is primary.  Look for facts that suggest shareholders are true owners.
2. Approximate Rental Value
a. WHEN: Generally when it is clean that corporate ownership is primary.  Look for facts that suggest shareholders are the true owners.
ii. HOLD: 75% of the rental value is a dividend.  
ii. BARGAIN SALE BETWEEN SHAREHOLDER AND CORPORATION – Rev Rul 69-630 TB184
1. FACTS: A owns all the stock of X Corporation and Y corporation.  A causes X to sell property to Y for less than arm’s length price with principal purpose of avoiding Federal income tax and resulted in significant understatement of X’s taxable income.
2. ISSUE: What is the proper treatment of a bargain sale?
3. RULES:
a. REALLOCATION RULE – 482 CB469: Service may distribute, apportion, or allocate gross income, deductions, and credits among related organizations, trades or businesses if it is necessary in order to clearly reflect the income of such entities or to prevent the evasion of taxes.  
b. TREATMENT
i. Distribution to the control shareholders with respect to the stock of the entity whose income is increased; and
ii. As a capital contribution by the controlling shareholders to the other entity involved in the transaction giving rise to the 482 allocation.  
4. HOLD
a. Income of X will be increased to reflect the arm’s length price of the property sold to Y;
b. Basis of property in the hands of Y will be increased to reflect the arm’s length price; and
c. Amount of the increase will be treated as a distribution to A, the controlling shareholder, with respect to his stock of X and as a capital contribution by A to Y. 
i. A should then be able to increase basis in his stock of Y 


12. Unit 4-1 Introduction to Redemptions and Partial Liquidations – TB208
a. General
i. The Problem
1. When a shareholder sells their stock, they will general subtract their sale price (Amount Realized) from their Adjusted Basis and recognize a capital gain.  
2. But what if the corporation they own the shares in purchases the stock?  If they are a small shareholder in a corporation with a variety of shareholders then there does not appear to be much of a distinction between a redemption and a normal sale.
a. But what about in the closely held context?  If you are the sole shareholder of X and X “redeems” half of your stock, you still have sole control and have received a payout.  Isn’t this akin to dividend?
ii. Solution
1. Old Law: Trying to figure out when a redemption was “essentially equivalent” to a dividend.  Involved cumbersome facts and circumstance analysis.  
2. Present Law: Governed by the rules of Section 302.  
iii. Stakes Involved 
1. Historically: With a disparity between capital gain and dividend rates, it made sense to look for a redemption for preferential capital gain treatment.
2. Presently: With the lower capital gain rates, the only advantage to getting sale/exchange treatment is the ability to recover the basis when determining gain or loss.  
iv. Legitimate Purposes for Redemptions
1. Shift corporate control;
2. Buyout dissatisfied shareholder;
3. Distribute spare case that you do not want to reinvest in the business;
v. Deductibility of Expenses Associated with Redemption
1. RULE – 162(k)(1): A corporation cannot generally take a current deduction for any expenses incurred connected with the reacquisition (including redemption) of its own stock.  
a. HOWEVER: May capitalize as part of stock basis.  
i. ESSENTIALLY: Corporation can create a separate capital asset and properly amortize these amounts over time.  Shareholder may add these amounts to his stock basis.  
b. NOTE: Interest expenses associated with indebtedness to do this are still deductible.  
c. BROAD
i. Legal fees, brokerage fees, etc.  
b. Mechanics of Section 302 CB280
i. General RULE – 302(a) CB280: Redemption will be treated as an “exchange” if it satisfies one of the four statutory tests in 302(b).  
1. Exchange? Generally, shareholder will recognize capital gain or loss to the extent of the difference between the amount of the distribution and the shareholder’s basis in the redeemed stock.  
ii. Categories for S/E Treatment – 302(b)
1. CAUTION! – ATTRIBUTION RULES!
a. RULE – 302(c)(1) CB281: Before applying these tests, the measure of the shareholder’s interest before AND after the redemption is determined after application of the constructive ownership rules in 318.  
i. ESSENTIALLY: 302(c)(1) invokes 318 attribution rules.  318 must be invoked by another code provision, it does not operate alone.  
b. Attribution Rules – 318 CB298; TB212
i. Family Attribution
1. RULE – 318(a)(1): Individual considered to own stock owned by his
a. SPOUSE;
b. CHILDREN;
c. GRANDCHILDREN;
d. PARENTS
2. EXCEPTIONS:
a. Siblings;
b. In-laws;
c. Grandparent to grandchildren.  
ii. Entity to Beneficiary Attribution
1. RULE: - 318(a)(2) Stock owned by or for a partnership or estate is considered as owned by the partners or beneficiaries in proportion to their beneficial interests.  
a. CEASES WHEN: Person ceases to be a beneficiary when they receive all property to which they are entitled and the possibility that she must return the property to satisfy claims is remote.  
b. OWNED BY CORPORATION: Stock owned by a corporation is considered owned proportionately by a shareholder who owns 50% or more in value of that corporation’s stock.  
iii. Beneficiary to Entity Attribution
1. RULE – 318(a)(3): Stock owned by partners or beneficiaries of an estate is considered as owned by the partnership or estate.  
a. TRUST BENEFICIARIES: All stock owned by a trust beneficiary is attributed to the trust except where the beneficiary’s interest is “remote” and “contingent.”
b. MAJORITY SHAREHOLDER: All the stock owned by a 50% or more shareholder of a corporation is attributed to the corporation.  
iv. Option Attribution
1. RULE – 318(a)(4): A person holding an option to acquire stock is considered as owning stock.  
a. OPTIONS DEFINED: Options have been interpreted to include warrants and convertible debentures.  
b. PRECEDENCE: Option attribution takes precedence over family attribution where both apply.  
v. OPERATION RULES – 318(a)(5):
1. Chain Attribution: Generally allowed
a. E.G: Parent  Child  Child’s Trust
b. EXCEPTION: No Double family attribution (e.g.  Parent  Child  Child’s Spouse)
2. Sideways Attribution: Generally Disallowed
a. E.G. Partner, Beneficiary , Shareholder   Entity  Partner, Beneficiary, Shareholder)
2. Substantially Disproportionate Redemption of Stock – When 302(b) Applies and S/E Treatment is Acceptable
a. DO NOT FORGET THE ATTRIBUTION RULES!
b. RULE – 302(b)(2): Redemption will be treated as an exchange if:
i. Immediately after redemption, shareholder owns less than 50% of the total combined voting power of all classes of stock entitled to vote;
ii. Percentage of total outstanding voting stock owned by the shareholder IMMEDIATELY AFTER the redemption must be less than 80 percent of the percentage of total voting stock owned by the shareholder immediately before the redemption; and  

iii. Shareholder percentage ownership of common stock (voting or nonvoting) after the redemption also must be less than 80 percent of the percentage of common stock owned before the redemption.  If there is more than one class of common stock, the 80 percent test is applied by reference to FMV.  
1. MEANING: You can keep 100% of one class of common stock so long as overall you have less than 80% of your former common stock holdings.  
c. Regulations
i. Conditional Voting Rights Stock: Stock with voting rights only upon the happening of a specific event is not considered voting stock until the event occurs.
ii. Redemption Solely of Nonvoting Stock: Will never satisfy 302(b)(2) because there will never be a sufficient reduction in voting stock.  
1. EXCEPT: If a redemption qualifies under 302(b)(2), a simultaneous redemption of nonvoting preferred stock (which is not 306 stock) will be treated as an exchange.  
iii. No Common Stock? Redemption of preferred stock from a shareholder owning no common stock (directly or through attribution) may qualify under 302(b)(2) even though they cannot meet the 302(b)(2) tests.  
iv. ANTI-ABUSE: 302(b)(2) does not apply if there is a plan which has the purpose or effect of a series of redemptions that, taken together, result in a distribution that is not substantially disproportionate with respect to the shareholder.  
1. ESSENTIALLY: Think step-transaction doctrine.  
d. Timing – Rev Rul 85-14 TB215
i. FACTS: A is majority shareholder of X.  X has redemption agreements with all of its shareholder.  B informs X that he wishes to redeem.  X redeems A’s stock, reducing A to a minority shareholder.  Then, over the course of 6 months, X redeems B’s shares bringing A back to majority control.
ii. ISSUE: Did A have a substantially disproportionate redemption of his stock?
iii. RULE: Facts and circumstances to determine if there was a “plan.”
1. NOTE: Nothing suggests that the existence of a plan depends upon an agreement between two or more shareholders.  Thus, a plan here need be nothing more than a design by a SINGLE REDEEMED SHAREHOLDER to arrange a redemption as part of a sequence of events that ultimately restores him to the control apparently reduced in the redemption.  
iv. HOLD: No.  No substantially disproportionate redemption of A’s stock.  
iii. Failing 302(b) – 302(d) CB282 Application 
1. RULE : If redemptions falls outside 302(b), then it is treated as a distribution to which 301 applies (dividend essentially).  
a. THUS: Dividend to the extent of the corporation’s current and accumulated earnings and profits, then a return of capital to the extent of the shareholder’s basis in the redeemed stock, and finally gain from the sale or exchange of the stock to the extent of any balance.  
iv. Basis Consequences to Shareholder(s)
1. Sale/Exchange RULE: Basis of the redeemed stock is taken into account in determining the shareholder’s gain or loss.  
a. NOTE: Installment sale reporting available if classified as s/e.  
2. Dividend RULE – 307(a) CB291: Shareholder’s basis in the redeemed stock does not disappear but may be ADDED to the basis of the shareholder’s retained stock.  
a. What if Shareholder has no Stock Left? Basis of redeemed stock may be added to the basis of stock held by family members or entities whose stock was attributed to the redeemed shareholder under 318.  
i. More than one Relative? Unclear allocation – simply “proper allocation.”
b. NOTE: No installment recognition.  Required to recognize full gain here.  
v. Tax Consequences to Distributing Corporation 
1. GENERAL RULE: Tax consequences of 311 (CB292) apply.  Thus, distributing corporation recognizes gain on a distribution of appreciated property, but it may not recognize loss on a distribution of property that has declined in value. 


13. Unit 4-2 Complete Termination of a Shareholder’s Interest – TB218
a. General
i. POLICY: Policy behind 302(b) should apply when a shareholder completely terminates their interest in the shares.  After all this is the most disproportionate of all redemptions!  However, if attribution rules are not dealt with in this context, redeemed shareholder will still be deemed to hold 100% of the outstanding shares.  
b. Waiver of Family Attribution- 302(c)(2) CB 281
i. CAUTION! ONLY WAIVES  FAMILY ATTRIBUTION NOT ENTITY OR OPTION ATTRIBUTION!
ii. RULE: Family attribution will be waived so long as:
1. Immediately after the distribution, the redeemed shareholder retains no interest in the corporation other than as a creditor;
a. PROHIBITED INTEREST: Being an officer, director, or employee of the corporation.  
i. OTHER PROHIBITED: Redeemed shareholder:
1. Becomes a custodian under the Uniform Gifts to Minor Act; 
2. Voting trustee of corporate stock during restricted 10 year period.
b. Creditor Interest Limits
i. Claims must not be subordinate to the claims of general creditors; or
1. OK: Subordinated demand note paid 3 months after issuance held OK.  
ii. In any other sense proprietary (e.g. interest and principal dependent on earnings and profits)
1. OK: Postponement clause if payment would violate other terms in corporation’s franchise agreements.  
a. LEASES: Redeemed shareholder can lease property to the corporation on an arms length basis provided that rental payments are not dependent on earnings or subordinated to the claims of general creditors.  
2. NOTE: Acquisition of corporate property as a result of enforcement of creditor rights does not break 302(c)(2) unless redeemed shareholder acquires stock in the corporation, the parent corporation, or a subsidiary.  1.302-4(e).  
3. PRIVATE LETTER LIMITS: Service will not issue a private letter ruling if:
a. Redemption of stock for notes when the note period extends beyond 15 years;
b. Shareholder’s stock is held in escrow or as security for payments on corporate notes given as consideration for the redeemed stock because stock could be returned to shareholder if corporation defaults.  
2. Shareholder may not retain or acquire (other than by bequest or inheritance) any of the forbidden interest in the corporation other than an interest as a creditor within 10 years from the date of the distribution; and
a. AKA: 10 year “look forward” rule. 
b. FILING REQUIRED: Redeemed shareholder must file a form in which he agrees to notify the IRS of any acquisition of a forbidden interest within 10 years from the redemption and to retain such records as may be necessary to permit enforcement of this rule.  
i. Statute of Limitations Extention: Normal three year SOL is extended to one year after the shareholder gives notice of acquisition of a forbidden interest in order to permit the IRS to make a retroactive assessment of deficiency.  
c. What Happens if Redeemed Shareholder Stays on as a Independent Contractor?
i. 9th Circuit Lynch RULE: A redeemed shareholder who provides post-redemption services, either as an employee or independent contractor, holds a prohibited interest in the corporation because he is not a creditor.  
1. MECHANICAL TEST
a. HOWEVER: Simple advice concerning management will not create a prohibited interest. Fn. 9.
ii. Milton S RULE: Tax Court looks for a degree of managerial control and a retained financial stake.  More lenient test.  
1. KEEP IN MIND: Courts seem all over the place.  Some have held that even “nominal” directors and officers may not violate this provision.  
d. What Happens if a Shareholder with a Creditor Interest Appoints an Agent on the Board to Protect his Interests?
i. Rev Rul 59-119 Rule: 302(c)(2) makes no distinction between a “limited” director and a regular director.  Therefore, limited director, even to preserve solely creditor interests, violates the 10 year look forward rule. 
1. AGENCY: It is immaterially whether an interest in the corporation is asserted directly or through an agent.   
e. How are Multiple Post-Redemption Shareholder Interests Treated?
i. Hurst RULE: Each interest must be analyzed separately to see if it is in compliance with 302.  
3. Family attribution rules may not be waived if during the ten years preceding the redemption either
a. The redeemed shareholder acquired any of the redeemed stock from a 318 relative; or
b. Any such close relative acquired stock from the redeemed shareholder.   
i. EXCEPTION: Neither of these exceptions apply if tax avoidance was not one of the principal purposes of the otherwise tainted transfer.  
1. Rev Rul 77-293 TB228: Father gifts son half the shares in A.  Father causes A to redeem his other half and ceases to be involved in the corporation.  Purpose was to transfer control of corporation to son and allow himself to retire.  
a. RULE: Arrangement acceptable so long as tax avoidance not a principal purpose.  Determined from the facts and circumstances.  
b. THUS: So long as father complies with 302(c)(2)(A)(i)-(iii), will be tax free as principal purpose was not avoidance of federal income tax.  
2. Death: Relative dies and passes stock to you.  No tax avoidance purpose (unless you consider death a tax avoidance purpose).  
c. Waiver of Entity Attribution – TB233
i. THE PROBLEM: 
1. 302(c)(2) only waives family attribution.  What if redeemed shareholder is a trust, estate or other entity that completely terminates its actual interest but continues to own shares attributed to a beneficiary from a related family member which then are reattributed from the beneficiary to the entity?
a. EXAMPLE: Mother’s Estate which Father is sole beneficiary, owns 50 of the 100 shares in X Corporation.  Other 50 shares owned by child.  X redeems Estate’s 50 shares, Estate continues to constructively own Child’s 50 shares which are attributed from Child to Father.  Then they are reattributed from Father to Estate.  Can Estate break family attribution to qualify as complete redemption?
ii. RULE – 302(c)(2)(C) CB282: Entity may waive family attribution if, after the redemption, 
1. 302(c)(2)(A)(i)-(iii) requirements are met (See above – 10 year rules and interests etc); and
2. Each related person agrees to be jointly and severally liable for any deficiency resulting from an acquisition 10 years forward;
a. LIMIT: Does not extend to waivers of attribution to and from entities and their beneficiaries under 318(a)(2) & (3).  
b. ENTITY DEFINED – 302(c)(2)(C)(ii)(I): Partnership, estate, trust, or corporation.  
c. “RELATED PERSON” DEFINED: Person to whom stock in the corporation is attributable through family and then is further attributable to the entity.
iii. THUS: Under our hypo, Estate may waive attribution to child.  This breaks the chain for complete redemption to qualify.  
iv. RECAP OF RULE: Entity and beneficiaries may waive family attribution to the beneficiaries if after the redemption, Neither the entity nor the beneficiaries 
1. Hold an interest in the corporation;
2. Do not acquire an interest within the 10-year period;
3. Join in the agreement to notify the IRS of any acquisition;
4. Agree to be jointly and severally liable for any tax deficiency.  


14. Unit 4-3 Redemptions Not Essentially Equivalent to a Dividend – TB236
a. General Rule – 302(b)(1) CB280: Sale or exchange treatment shall apply if the distribution is not essentially equivalent to a dividend.
i. Not Essentially Equivalent to a Dividend?
1. CONTEXT: Man gives corporation capital in exchange for preferred stock to gain enough capital to qualify for loan.  Preferred stock is to be redeemed when loan is repaid.  Loan repaid and preferred stock redeemed.  Considered a dividend by IRS and SCOTUS.  
2. Davis RULE: A redemption must result in a meaningful reduction of the shareholder’s proportionate interest in the corporation to be no essentially equivalent to a dividend.  Facts and circumstances (Rev Rul 85-106).
a. SIGNIFICANT FACTORS
i. KEY: Right to vote and exercise control;
ii. The right to participate in the current earnings and profits surplus; and
iii. Right to share in net assets on liquidation.  
b. IRRELEVANT FACTORS:
i. Tax avoidance purpose;
ii. Business purpose.
c. ATTRIBUTION RULES OF 318 APPLY!
d. DISSENT
i. Seems to go against congressional intent here.  Redemption of stock in one man companies is not always a dividend.  
b. Examples Where Redemption is NOT Essentially Equivalent to a Dividend
i. Loss of “Dominant Voting Rights”
1. Rev Rul 75-502 RULE: Where shareholder reduction in common voting stock from 57 to 50% where single unrelated shareholder held the rest of the stock.  Considered meaningful because of loss of “dominant” voting rights.  Anything less than this reduction however would not have qualified.
ii. Loss of Supermajority Rights
1. Rev Rul 78-401: If extraordinary corporate action is imminent, then you may have a chance at claiming this.  
iii. Reduction of Ownership by Isolated Minority Shareholder 
1. Rev Rul 75-512 RULE: Where shareholder goes from 30 to 24.3% common stock ownership, narrowly missing the safe-harbor, reduction is meaningful because of reduction in voting, earnings, and assets on liquidation.  
iv. Loss of Control in Concert with Others
1. Rev Rul 76-364 RULE: 27 to 22% also meaningful where shareholder lost ability to control corporation with one other minority shareholder.  
v. Partial Redemptions of Preferred Stock
1. Rev Rul 77-426 RULE: Any redemption of stock from a shareholder owning ONLY nonvoting preferred stock is not essentially equivalent to a dividend since the shareholder does not have control over whether redemption occurs.  
vi. Pro-Rata Redemptions
1. 1.302-2(b) RULE: Pro rata redemptions of a corporation’s single class of stock do not qualify for exchange treatment
a. ONE CLASS REDEEMED: Redemption of all of one class of stock also fails if all outstanding classes of stock are held proportionately.  
vii. Public Company Treatment
1. Rev Rul 76-385: Redemption of publically traded common stock that reduces a shareholder’s ownership a fractional amount qualifies for exchange treatment because the shareholder cannot exercise control over corporate affairs.
a. HOWEVER: Pro rata redemptions will still not satisfy the meaningful reduction requirement, no matter how small the holdings.  
viii. Family Discord – TB247
1. MAJORITY - DAVIS: Family squabbles don’t break the attribution rules.  
2. MINORITY & TC: Family discord may be relevant in testing dividend equivalency under 302(b)(1) AFTER the attribution rules have been applied.
a. MEANING: First, you apply attribution.  Second, you determine if there has been a reduction.  If not, inquiry ends.  If so, then examine facts and circumstances including hostility.    
i. Must Show: Complete termination of interest AND waiver to establish sale or exchange treatment.


15. Unit 4-4 Partial Liquidations – TB249
a. Generally
i. 302(b)(4) CB281 RULE: Exchange treatment for redemptions of stock held by non-corporate shareholders if the distribution qualifies as a “partial liquidation.”
1. WHY? Abusive tax schemes by corporations using the dividends received deduction.  
a. CAUTION! EXTRAORDINARY DIVIDEND: 
i. Any amount treated as a dividend to a corporate shareholder under 301 is an “extraordinary dividend” under 1059 if it is a distribution in redemption of stock which is part of a partial liquidation of the redeeming corporation, regardless of the shareholder’s holding period or size of the distribution.  
1. RESULT – 1059(a)-(b) CB609: Corporate shareholder that receives a dividend treated as a partial liquidation must reduce its basis in the stock of the redeeming corporation by the portion of the dividend that was not taxed because of the dividends received deduction!
a. NOT ENOUGH BASIS? Excess is treated as the gain from sale/exchange of the stock.  1059(a)(2).  
2. GUIDELINES
a. S corporations are treated as corporate shareholders and do not qualify;
b. Stock held by a partnership, estate, or trust is treated as if it is held proportionately by the partners or beneficiaries.  
b. Partial Distribution
i. 302(e)(1) RULE: Distribution is treated as in partial liquidation if:
1. It is pursuant to a plan;
2. Occurs within the taxable year; and
3. Is not essentially equivalent to a dividend.  
a. CAUTION!: This is not the same test from 302(b)(1).  Test here is at the corporate level NOT the shareholder level.  
i. THUS: While a pro rata redemption could never escape dividend classification,
1.  Any redemption that results in a genuine contraction of the corporation’s business may qualify for exchange treatment as a partial liquidation.
ii. What if the Shareholders Don’t Surrender Stock?
1. Fowler RULE: So long as the other requirements are met and surrender would have been a “meaningless gesture” – not important.  
a. NOTE: Technically, 318 provisions apply here.  However, we do not particularly care because we are not concerned with the shareholder’s changing interest – only what is happening on a corporate level.  
iii. Not Essentially Equivalent to a Dividend – Two Tests
1. Corporate Contraction Doctrine (Case Law):  Three situations *PROCEDURAL NOTE* - No private letter ruling unless at least a 20% contraction.  Very tricky to succeed here.  
a. Involuntary Events
i. EXAMPLE: Fire damage to a portion of the business where the insurance proceeds are distributed out to the shareholders.  
b. Change in Nature of the Business
i. EXAMPLE: Business eliminates part of its operations and distributes out the proceeds because it is scaling back operations.
c. Reserve for Expansion
i. DOES NOT QUALIFY: When corporation reserves cash for expansion and instead decides to distribute out.  
2. Safe Harbor – 302(e)(2) CB282: Assures partial liquidation status if:
a. Distribution consists of the assets of a “qualified trade or business” or is attributable to the termination of such a trade or business; and
i. What about the proceeds of a sale of a subsidiary?
1. Rev Rul 79-184 RULE: Because the past business results of the subsidiary are not integrated with the parent in this scenario, it does not qualify.
a. COVERED IN 6-2
b. Immediately after the distribution, the corporation continues to conduct another “qualified trade or business”
i. QUALIFIED TRADE OR BUSINESS: To be qualified, the trade or business:
1. Must have been actively conducted throughout the five year period ending on the date of the distribution; and
2. Must not have been acquired by the distributing corporation in a taxable transaction during that period.  
a. POLICY: Patrol against the accumulation of earnings in the form of investment assets followed by a bailout disguised as a contraction.  
b. MEANING: No passive investment income.  


16. Unit 4-5 – Consequences to the Distributing Corporation TB254
a. Generally
i. POLICY: General Utilities doctrine allowed all kinds of tricks to be played.  Distributing appreciated property allowed a corporation to avoid gain recognition.  Shut down with the 1986 tax revisions.
ii. RULE – 311(b) CB292: Same rule that applies to any other appreciated property distribution applies when appreciated property is distributed in a redemption.
1. THUS: Always recognize gain, never loss. 
b. Effect on Earnings and Profits – 312(n)(7) CB296
i. RULE: Based on treatment at shareholder level.
1. If 301-Dividend: Distributing corporation adjusts earnings and profits in the same manner as other distributions.  Earnings and profits decreased by amount of cash and the principal amount of any obligations and by the greater of ab or the fmv of any property distributed.  Always recognizes gain so always increases its current earnings and profits on a distributed of appreciated property and reduces earnings and profits by any taxes paid on gain.
2. If 302 – Redemption: The part of the distribution in redemption that is properly chargeable to earnings and profits shall be an amount which does not exceed the ratable share of the corporation’s accumulated earnings and profits attributed to the redeemed stock.  
a. EXAMPLE: X corporation has 1000 common stock shares outstanding and A and B each acquire 500 shares at $20 per share.  X has 100K in net assets consisting of 50K cash and 50K appreciated real property and with 50K in accumulated earnings and profits.  
i. X distributes 50K cash to A in redemption of A’s 500 shares:
ii. X’s earnings and profits are reduced by $25K – the ratable share of X’s 50K earnings and profits attributable to A’s 50% stock interest.
iii. Remaining 25K of the distribution is charged to X’s capital account.  
b. PREFERRED STOCK: Earnings and profits should not be allocated to preferred stock which is not convertible and does not participate in any significant extent in corporate growth.  Any redemption should result in a reduction in the capital account.  


17. Unit 4-6 – Redemption Planning Techniques TB263
a. Bootstrap Acquisitions
i. Defined: Transaction where the buyer purchases all or part of the stock of a target corporation in conjunction with a redemption of some of the selling shareholder’s stock.  
ii. Rev Rul 75-447 RULE: Sequence in which the events (the redemption and the sale) occur is irrelevant so long as both events are part of an overall plan.  Overall result is what matters to determine if there has been a substantially disproportionate redemption.  
iii. Non-Corporate Shareholder 
1. Characterization does not particularly matter as long as qualified dividends taxed at capital gain rates.  
iv. Corporate Shareholders
1. Corporate sellers prefer a pre-sale dividend for two reasons
a. Availability of the dividends received deduction; and
b. Corporate capital gains are not taxed at preferential rates.  
b. Buy-Sell Agreements
i. Two Types
1. Cross-Purchase: Departing shareholder or the shareholder’s estate sells stock to the continuing shareholders.  
2. Entity-Purchase: Corporation redeems the departing shareholder’s stock, funding the redemption with available cash, borrowed funds, an installment note, or the proceeds of a corporate-owned life insurance policy.  
ii. Issue
1. Issues are determining values.  Need a valid business purpose for it to be respected and not simply a tax avoidance purpose.  



18. Unit 5-1 Introduction and Stock Dividends – TB303
a. Generally
i. Why would a corporation want to distribute stock dividends pro rata?
1. Dilutes share value to increase marketability;
2. Liquidity; 
3. More stock for PR;
4. Closely Held Context
a. Estate planning;
b. Changing capital structure;
c. Ownership shift.
ii. Should they be taxed?
1. No real accession to wealth here – Glenshaw Glass Argument – So no real income;
a. You have more shares, but each are worth less, your aggregate value has not changed.
b. If I give you 100 widgets worth a dollar each for 10 widgets worth 10 dollars each – you have no difference in wealth.
2. Essentially, there is no realization event with these types of distributions;
a. As a result, for pro rata distributions, the case law seems to take a tax-free viewpoint.
iii. Difference between a stock “split” and a stock dividend
1. Stock dividend requires the corporation to transfer an appropriate amount from retained earnings to paid-in capital while a stock split merely increased the number of outstanding shares without any adjustment to the corporate capital account.  
a. DON’T FORGET THIS REALLOCATION IF YOU HAVE A STOCK DIVIDEND!
iv. What is “Stock” Under 305?
1. RULE – 305(d)(1) CB 288: Stock includes both stock and the RIGHTS to acquire that stock.  
b. Mechanics
i. GENERAL (EISNER) RULE – 305(a) CB287: Gross income does not include any pro rata distribution of stock.  
1. RATIONALE: Corporation is merely granting shareholders more pieces of paper to represent their ownership.  
a. THUS: If you have a stock dividend that alters the interest the shareholder had before the distribution – you are probably entering the world of 305(b) and tax will be inevitable.
2. EARNINGS AND PROFITS RULE
a. Stock dividend requires the corporation to transfer an appropriate amount from retained earnings to paid-in capital.
3. SHAREHOLDER BASIS RULE – 307(a) CB291: Shareholder allocates basis to his new stock from his old stock by averaging it all out.
a. ESSENTIALLY: Calculate value and divide by the amount of total stock (new and hold) shareholder now holds.  
ii. THE EXCEPTIONS – RULES – 305(b) CB287: 
1. WHAT HAPPENS IF YOU FALL INTO 305(b)?: If you fall into one of the exceptions, section 301 – dividend treatment – applies. 
a. Taxable to the shareholder in the amount of FMV of stock received;
b. Shareholder takes FMV basis in stock;
c. Corporation reduces earnings and profits by FMV.
2. HISTORY: Replaced the old and unclear “proportional interest” test.
3. EXCEPTION 1 – 305(b)(1) Distributions in Lieu of Money:
a. RULE: If ANY shareholder has the option to receive their share dividend in stock OR property, does not qualify as tax-free and 301 applies.  
i. NOTE: ENTIRE dividend will be treated under 301.  Does not matter how few or now many shareholders are offered this option.  Even if no one takes it – blows the 305 status.  
b. EXAMPLES
i. TAINTS
1. Shareholders can get a bond instead;
2. Shareholders can only get a bond instead if they own more than 4 shares;
a. Even if no one is eligible, still to breaks the 305 status.  
3. Dividend reinvestment programs (DRIPS)
a. E.g. you can receive 105% of your cash dividend in stock.  
ii. DOES NOT TAINT
1. Stock dividend with immediate offer of redemption.
a. NOTE: Seems to violate step transaction doctrine, but Service does not care because they will tax it under 302 anyway.  
4. EXCEPTION 2 – 305(b)(2) Disproportionate Distributions:
c. RULE: 301 applies if:
i. Some shareholders receive property; and
1. THINK: Property
a. Cash;
b. Property;
c. Disguised dividend (such as increase in salary).
ii. Other shareholders have an increase in their proportional interest in assets or earnings and profits of the corporation.
1. THINK: Equity
a. More stock.  
d. ESSENTIALLY
i. The prohibited increase in equity must occur as the result of two transactions:
1. A distribution of property; and
2. A distribution of stock (actual or constructive), involving different groups of shareholders. 
a. NOTE: There must be some connection between these transactions. 
i. PRESUMED CONNECTED: Within 36 months of each they are presumed connected even without a plan.  
e. EXAMPLES
i. Corporation has two classes of common stock, one paying regular cash dividends and the other paying corresponding stock dividends (whether common or preferred). 
1. STOCK DIVIDENDS TAXABLE
ii. Corporation has a single class of common stock and a class of preferred stock  which pays cash dividends and is not convertible, and it distributes a pro rata common stock dividend with respect to its common stock.
1. STOCK DIVIDENDS NOT TAXABLE: Distribution does not have the result of increasing the proportionate interest of any stockholder.  
iii. Corporation has common stock and convertible debentures outstanding and pays interest on the convertible debentures and stock dividends on the common stock.
1. STOCK DIVIDENDS TAXABLE: Disproportionate distribution – remember, rights to convert are considered stock.  
5.  EXCEPTION 3 – 305(b)(3) – Distributions of Common & Preferred Stock
f. RULE: 301 applies to a distribution if:
i. Some common shareholders receive preferred stock; and
ii. Other common shareholders receive common stock.
g. ESSENTIALLY
i. This is a 302(b)(2) transaction with the need for payment to someone. 
6. EXCEPTION 4 – 305(b)(4) – Distributions on Preferred Stock
h. RULE: All distributions of stock on preferred shares are taxable under 301. 
i. EXCEPTION:
1. Increase in the conversion ratio to take into account a stock split or stock dividend on the convertible preferred stock. 
i. ESSENTIALLY
i. If you are getting stock dividends on your preferred stock, it will be taxable under 301.  
7. EXCEPTION 5 – 305(b)(5) – Distributions of Convertible Preferred Stock
j. RULE: 301 applies to any distribution of convertible preferred stock unless it can be shown that it will not result in an increase in proportional ownership for some shareholders.  
i. RATIONALE: Fear is that only some shareholders will convert causing a disproportionate ownership scheme.  
c. DEEMED STOCK DIVIDENDS – 305(c) CB287
i. RULE: Changes in the following items can lead to “deemed” dividends if they have the same effect as a 302(b)(2) distribution:
1. Conversion ratio;
2. Change in redemption price;
3. Difference between redemption price and issue price;
4. Redemption treated as a distribution under 301;
5. Any transaction having a similar effect.



19. Unit 5-2 Section 306 Stock – TB314
a. Generally
i. The Problem
1. Preferred stock can be combined with a redemption of a shareholder’s common stock to get a tax-free bailout of earnings and profits from a corporation.
a. ALLOWS: Preferred stock can be sold without diminishing the shareholder’s control or right to share in future corporate growth.  
b. ESSENTIALLY: You are bailing money out tax-free through the preferred shares and retaining control through your common stock!
2. Example – Chamberlin
a. Chamberlin family owns substantially all the outstanding common stock of M corporation.  Common stock is the only stock issues by the corporation.  After long period of paying cash dividends, corporation paid a stock dividend of 1.33 preferred shares for each common share outstanding.  Two days later, shareholders all agreed to sell preferred stock to two insurance companies.  Sale was approved prior to the actual stock dividend.  It was contemplated the preferred shares would be redeemed over the next seven years.  
i. PURPOSE: To enable shareholders to withdraw corporate earnings at preferred capital gains rates.  Insurance companies agreed because they would received dividends on the preferred stock and a premium on the redemption. 
ii. ISSUE: Was this a stock dividend in substance and in form?
1. HELD: Yep.  
b. Led to the creation of Section 306 stock to prevent this abuse… 
ii. Keep in Mind
1. With convergence of capital gain and dividend rates, the only incentive for capital gain classification is for recovery of basis and to offset capital losses.  
a. THUS: Section 306 is dormant until the rate changes expire at the end of 2010.  
b. Operation of Section 306 – TB319
i. NOTE: Even if defined as 306 stock, it is merely “tainted” – there are no adverse tax consequences until the stock is actually disposed of.  
ii. Section 306 Stock Defined
1. 305(a) Rule – 306(c)(1)(A) CB290: Anytime you have a stock dividend that falls into tax-free status under 305(a) (other than common on common stock dividends) it will likely be classified as 306 stock.  
a. Why Not “Common on Common”? Lacks bailout potential – cannot be sold without diminishing corporate control and interest in corporate growth. 
b. What is “Common” Stock for 306? Any stock that if sold would cause a reduction in the shareholder’s equity position in the corporation.  
i. ESSENTIALLY: Would the stock have a realistic and unrestricted opportunity to participate in the growth of corporate equity?
1. HOWEVER: If the stock has either a limited right to dividends or to assets upon liquidation, it is NOT common stock under 306.  
2. No Earnings and Profits? Ordinarily – preferred stock dividend only given if corporation has earnings and profits.
a. THEREFORE – 306(c)(2) CB290: 306 stock does not include stock which would have not been treated as a dividend at the time of the distribution if cash had been distributed in lieu of stock.  
3. Transferred/Substituted Basis – 306(c)(1)(C) CB290: 306 stock includes stock with a transferred or substituted basis.
a. THUS
i. Gift stock with a transferred basis under 1015;
ii. 306 Stock receives in a 351 transaction;
b. EXCEPTION: When stock passes from decedent and gets a step up in basis under 1014.  
4. Stock Received in Tax-Free Reorg – 306(c)(1)(B)
a. DEALT WITH IN RE-ORGS BELOW
i. Don’t Worry for Exam
5. Holding Company Anti-Abuse
a. PROBLEM: X hold stock in profitable Y corporation.  X organizes Z corporation, exchanging Y stock for Z stock and preferred stock in a 351.  Z has no earnings and profits thus preferred stock would not have been 306.  X would then sell Z preferred stock to institutional investor, recover basis and realize capital gain, and the stock could later be redeemed without losing control of Y.
b. SOLUTION – 306(c)(3) – CB290: Preferred stock acquired in a 351 exchange is 306 stock is the receipt of money instead of the stock would have been treated as a dividend to any extent.  
i. OF COURSE: Z corporation has no earnings and profits, thus:
1. 306(c)(3)(A): Preferred stock will be 306 stock if X corporation has any earnings and profits accumulated or current.  
a. ESSENTIALLY: Look to the profits of the original corporation when determining if there would have been a dividend.  
iii. Dispositions of 306 Stock – TB321
1. Sale of 306 Stock – 306(a)(1)(A) CB289: Amount Realized is treated as dividend income to the extent of the stock’s ratable share of the amount that would have been a dividend if the corporation had distributed cash in an amount equal to the fmv of the stock at the time of the distribution.  
a. ESSENTIALLY: Shareholder examines time of distribution and determines to what extent a cash distribution would have emanated from the corporation’s earnings and profits at that time.
i. Balance, if any, of the amount realized, is treated as a reduction of the basis of 306 stock;
1. Any excess is treated as gain from the sale/exchange.
ii. DO NOT NEED TO CALCULATE ON EXAM
b. CORPORATE SHAREHOLDERS: Appears that corporate shareholders at this time cannot take a deduction for sale of 306 stock nor can they reduce earnings and profits.  
c. LOSSES – 306(1)(1)(C): No loss may be recognized if the shareholder’s adjusted basis in the stock exceeds the amount realized.  
i. HOWEVER: Unrecovered basis from the 306 shares can be added to the basis of common shares from which they were issues.  
2. Example of Sale to Make Sense of It:
a. FIRST: Although labeled ordinary income, amount realized is treated as a dividend eligible for preferential treatment so long as it is “qualified.”
b. SECOND: If the corporation had distributed cash instead of stock, what would the shareholder’s ratable share of the amount that would have been a dividend?
i. Look Back: To when the preferred stock was actually distributed.  Examine the earnings and profits at that point. 
1. Ample Earnings and profits: All of the distribution would be a dividend if the corporation had given cash instead of stock.  
a. THUS: Full Amount Realized would be treated as dividend income with no basis offset.  
2. Insufficient Earnings and profits: 
a. Examine the taxpayers ratable share of the earnings and profits (e.g. if 100K earnings and profits and taxpayer has 50% of the stock, 50K);
b. That ratable amount is treated as dividend (ordinary) income;
c. Then, the excess of Amount Realized over the amount treated as ordinary/dividend income + Adjusted Basis of the stock will be treated as gain from the sale of the stock. 
c. ESSENTIALLY: 306 breaks down the transaction into ordinary income, gain, and return of capital.  
3. Redemption – 306(a)(2) CB289:  The Amount Realized on a redemption of 306 stock is treated as a 301 distribution, taxable as a dividend (likely qualified) to the extent of current or accumulated earnings and profits in the year of the redemption.  
a. BALANCE: Balance of the distribution, if any, is treated as a reduction of basis and then capital gain under the rules generally applicable to non-liquidating distributions under 301.  
iv. Dispositions Exempt from 306 – TB322
1. Why Exemptions?
a. 306 is only aimed at bailouts.  Not every disposition of 306 stock represents such a situation.  
i. EXAMPLE: Someone completely terminating their interest in the company including their common and preferred stock. 
2. Non-Redemption RULE – 301(b)(1) CB289: 306(a) shall not apply to non-redemption dispositions if:
a. Shareholder completely terminated her interest in the corporation and does not dispose of the stock to a related person within the 318 rules;
3. Redemption RULE –CB290: Redemptions of 306 stock in a complete liquidation;
a. 301(b)(1)(B) The 306 redemption results in a complete termination of the shareholder’s interest under 302(b)(3) or qualifies as a partial liquidation under 302(b)(4);
b. 301(b)(2) Redemptions of 306 stock in a complete liquidation;
c. 301(b)(3) Dispositions that are treated as non-recognition transactions like 351 transfers or contributions to capital;
d. 301(b)(4): Distributions coupled with subsequent dispositions or redemptions of 306 stock if the taxpayer satisfies to the Service that either:
i. The distribution and subsequent disposition or redemption; or
ii. In the case of a prior or simultaneous disposition of the underlying common stock, just the disposition or redemption
1. Was not made with ONE OF principal purpose to avoid tax.  
a. Fireoved: Just has to be ONE OF the purposes not the sole purpose!



20. Unit 6-1 Complete Liquidations TB332
a. Introduction
i. DEFINED  (not in code, only regs)– 1.332-2(c): When the corporation ceases to be a going concern and its activities are merely for the purpose of winding up its affairs, paying its debts, and distributing any remaining balance to its shareholders.  
1. NOTE: Legal dissolution under state law not required.  Transaction will be treated as a liquidation even if the corporation retains a nominal amount of assets to pay any remaining debts and preserve its legal existence.  
b. Consequences to the Shareholders
i. Generally
1. POLICY: tax-free status would not be appropriate here (akin to a reverse 351) because it would go to the integrity of the double tax regime.  Essentially a tax free bailout of earnings and profits. 
a. Dividend Treatment: May be inappropriate as it would not allow a recovery of basis.
b. Redemption: Treatment may be too generous as it does not tax to the extent of earnings and profits. 
i. PREFERRED APPROACH: Congress realized it maximized revenue to provide a break on earnings and profits but tax the capital gains to prevent tons of zombie corporations.  
2. NOTE: Taxpayer will always argue that it is a mere change in form that should not be taxed.  Will fail however due to the double taxation policy of the Code.  
ii. RECOGNITION RULE – 331(a) CB300: Amounts received by a shareholder in complete liquidation are treated as full payment in exchange for the shareholder’s stock.  
1. AVOIDS: Any dividend treatment under 301. 
2. Multiple Blocks of Stock: Shareholder who holds several blocks of stock with different bases and acquisition dates must computer their gain or loss separately rather than on an aggregate basis
a. NOTE: Generally makes no difference unless some are held long term and others are held short term.  
3. Basis of Property Distributed – 334(a) CB301: Shareholder’s basis in property distributed by a corporation in a complete liquidation that is taxable at the shareholder level shall be the FMV of property at the time of the distribution
a. RATIONALE: Takes into account any gain or loss recognized by the taxpayer. 
iii. Shareholder Assumption of Liabilities: If a shareholder assumes a corporate liability or receives property subject to a liability in a liquidating distribution, the Amount Realized is limited to the value of the property received, net of liabilities.
1. BASIS – 334(a): Full FMV basis as it is assumed the taxpayer will pay the liability.  Crane.   
iv. Timing of Gain/Loss Recognition 
1. THE PROBLEM: A liquidating corporation is often unable to distribute all its property at one time or even in the same taxable year.  
2. RULE – 346(a) CB308: Complete liquidation includes a series of distributions occurring over a period of time if they are all pursuant to a plan of complete liquidation.  
a. PLAN RULE – George L. Riggs: Usually requires more than mere contemplation.  Look for a board resolution to cement s/e treatment over possible dividend classification.  
3. Timing Wrinkles
a. Shareholder Preference: Creeping approach as an “open transaction” so they can defer reporting any gain until the amounts received exceed their basis.  
i. SANCTIONED BY SERVICE IN LIQUIDATION CONTEXT
1. NOTE: Technically, it seems 453 should apply with ratable treatment.  However, Service does not seem to care. 
4. Corporation Sells Assets for Installment Obligations
a. PROBLEM
i. Liquidating corporation sells certain assets for installment obligations and then distributes those obligation in complete distribution.
b. RULE: Shareholders who receives installment obligations may be able to defer their 331(a) gain on the liquidation by using installment reporting. 
i. THUS: 
1. Shareholders’ receipt of payments on the distributed installment obligations treated as received in exchange for shareholder’ stock.  
ii. TO QUALIFY
1. Obligations must have been acquired by the corporation in respect of a sale or exchange of property during the 12 month period beginning on the date a plan of complete liquidation is adopted; and
2. The liquidation must be completed within that 12 month period.  
iii. INSTALLMENT NOT AVAILABLE IF
1. Stock of liquidating corporation is publicly traded; or
2. Shareholder elects out of 453.  
c. Consequences to the Liquidating Corporation
i. Generally
1. History
a. Until 1986, General Utilities doctrine applied and a corporation did not recognize any gain or loss on the distribution of property in complete liquidation.  
b. Previous to 1954, were considered taxable and generated several cases.  Yielded inconsistent treatment by the Courts and ultimately extended General Utilities until 1986
ii. Liquidating Distributions and Sales
1. RULE – 336(a) CB302: A liquidating corporation must recognize gain or loss on the distribution of property in complete liquidation as if the property were sold to the distribute at its FMV
a. Property Subject to Liability or Shareholder Assumes a Liability? – 336(b) The FMV is treated as being not less than the amount of the liability.  
b. SO BE CAREFUL: Anytime you have a complete liquidation pursuant to a plan, you are gonna have tax to the corporation.  
iii. Limitations of Recognition of Loss
1. Generally: Corporation is allowed to recognize loss in these transactions.  
a. 267 CB253: Generally disallows losses on sales of property by a corporation to a related party (controlling shareholder), however, does not disallow them on liquidating distributions to related parties.
i. 267 Parties Defined:
1. Members of a family (brothers, sisters, spouse, ancestors, and lineal decedents);
2. Individual and corporation where individual (directly or indirectly) has MORE than 50% in value of the outstanding stock;
3. Two corporations which are members of the same control group (more than 80% control)
2. The Limits
a. Distributions to Related Persons – 336(d)(1) CB302: No loss shall be recognized by a liquidating corporation on the distribution of property to a 267 related person if either:
i. Distribution is not pro rata among the shareholders; or
1. MEANING: Situation where majority shareholder receives an interest in loss property that is disproportionate to his stock interest in the corporation. 
ii. Disqualified Property: Distributed property was acquired by the liquidating corporation in a 351 transaction or as a contribution to capital within the five year period ending on the date of the distribution.  
1. BE CAREFUL: It’s not just loss property – it includes 351 property that had gain and then you lost on!
b. Losses with Tax Avoidance – 336(d)(2) CB302: Prevents the duplication of precontribution built-in losses even on certain distributions to minority shareholders.  
i. APPLIES ONLY IF: Distributing corporation acquired property in a 351 transaction or as a contribution to capital as part of a plan the principal purpose of which was to recognize loss by the corporation on a liquidating sale, exchange ot distribution of property
1. RESULTS: Limits the corporation’s deductible loss to the amount that accrued after the corporation acquired the property.  
a. NOTE: Any contribution of property after the date that is two years before the adoption of the plan of liquidation is considered a FORBIDDEN PLAN to recognize loss.  
i. UNLESS: Can be clearly shown otherwise.  
ii. NOTE TB348: This provision is essentially useless as any transfer after October 2004 had an automatic step down in basis to FMV via 362(e)(2). 
c. What if (d)(1) & (d)(2) Apply?
i. 366(d)(1) Will take precedence.  


21. Unit 6-2 Liquidation of a Subsidiary – TB350
a. POLICY
i. Liquidation of a corporation does not raise the same bailout concerns as a corporate liquidation because you can easily distribute the tax attributes to the controlling corporation.  Really just a change in form and not in substance.  Therefore a non-recognition scheme is more appropriate here. 
b. Consequences to Shareholders (i.e. The Parent Corporation)
i. REMEMBER! YOU NEED A PLAN BY THE BOARD!
ii. GAIN/LOSS RULE – 332(a) CB300: Parent corporation recognized no gain or loss on the receipt of property in complete liquidation of an 80 percent or more subsidiary if certain conditions are met:
1. Subsidiary: Must distribute property to its parent in complete cancellation or redemption of its stock pursuant to a plan of liquidation and the liquidation must meet two requirements
a. Control – 1504(a) Derived
i. Parent must own at least 80% of the total voting power of the stock of the subsidiary; and
ii. Must own 80% of the total value of all outstanding stock of the subsidiary from the date of adoption of the plan of complete liquidation and at ALL TIMES thereafter until parent receives final distribution.  
1. EXCLUDED: Non-convertible preferred stock.  
b. Timing: Two timing options qualify
i. One Shot: If the subsidiary distributes all of its assets within one taxable year
1. NOTE: Does not have to be the same year in which the liquidation plan was adopted. 
ii. Spanning Rule: Where distribution span more than one-year, plan must provide that subsidiary will transfer all property within three years after the close of the taxable year in which the first distribution is made.
1. IF YOU FAIL: Liquidation will be retroactively disqualified and sale or exchange treatment will apply.  
iii. BASIS RULE – 334(b)(1): Parent corporation takes the distributed assets with a transferred basis. 
1. Parent Inherits: 
a. Subsidiary’s earnings and profits; and
b. Other tax attributes.   
iv. MINORITY SHAREHOLDERS 
1. RULE: Non-recognition is only to the controlling parent corporation.  Minority shareholders must recognize gain or loss in the normal manner under 331(a).
a. UNLESS: The liquidation also qualifies as a tax-free reorg.  
c. Consequences to Liquidating Subsidiary – TB359
i. Distributions of Property
1. Generally: A liquidating corporation recognizes gain or loss on distributions of property in a complete liquidation under 336(a).
2. Subsidiary RULE – 337(a): Liquidating subsidiary does not recognize gain or loss on distributions of property to its parent in a complete liquidation to which section 332 applies.  
a. POLICY: Makes sense because change in form and parent takes on tax attributes of the assets via 334(b)
ii. Distributions to Minority Shareholders 
1. Rule: Distributions to minority shareholders are treated in the same manner as a distribution in a non-liquidating redemption
a. THUS: Distributing corporation will recognize gain but not loss.  
i. POLICY: Makes sense because minority shareholders will get a FMV basis in his asset when you factor in the gain.  
b. LOSSES 	- 336(d)(3) CB303: No loss shall be recognized to a subsidiary on a distribution of property to minority shareholders in a 332 liquidation.  
iii. Transfer of Property to Satisfy Indebtedness of Subsidiary to Parent
1. RULE – 337(b)(1) CB303: Any transfer of property in satisfaction of a subsidiary’s debt to its parent shall be treated as a distribution, subjecting the transfer to:
a. General non-recognition rule of 337(a) applies.  
b. Parent takes a transferred basis under 334(b)(1)
iv. Distributions to Tax-Exempt and Foreign Parents
1. RULE – 337(b)(2): General corporate level non-recognition rule for liquidation of a subsidiary shall not apply where the parent is a tax-exempt organization.  
a. HOWEVER: Non-recognition is restored if the distributed property is used by a tax-exempt parent in an “unrelated trade or business” immediately after the distribution.  



22. Unit 7-1 – Introduction to Corporate Acquisitions and Asset Acquisitions – TB363
a. Generally
i. Why Would you Ever Choose a Taxable Acquisition over Non-Taxable?
1. Gain in basis reasons such as increased depreciation allowances;
2. No other option;
3. NOTE: If you can get it into a tax-free reorg, that is the preferred way to go!
ii. What are the Benefits of a Stock Acquisition over an Asset Acquisition?
1. Stock transactions usually simpler to execute:
a. No need to prepare numerous conveyance documents;
b. No need to give notice to creditors in compliance with bulk sales laws;
c. No need to incur sales or other local transfer taxes.
2. Stock sales allow
a. Acquisition of non-assignable assets, such as favorable lease or employment contract;
b. Valuable rights under state law that might be jeopardized if corporation dissolved;
3. Downside of stock acquisition
a. May expose buyer to liabilities of the target that are unknown or contingent at the time of the transaction.
i. NOTE: Can be minimized by warranties and indemnity provisions.  
ii. THIS IS THE REASON FOR ASSET ACQUISITIONS!
b. Tax Consequences to the Parties – TB365
i. When Does a Taxable Asset Acquisition Occur?
1. When Purchaser (P), which may be an individual or a business, acquires the assets of a target corporation (T) in exchange for cash, notes, other property or a mix of such consideration AND the transaction does not qualify as tax-free under 368.  
2. Following the sale, T normally liquidates and distributes the proceeds to its shareholders, but shareholders may choose to keep T alive and cause it to reinvest.  
3. Cash Merger: T’s shareholders receive cash or notes from P and T’s assets and liabilities automatically transfer to P (or its subsidiary).  
a. SERVICE: Views this as if T sold its assets to P and then completely liquidated.  
ii. Basic Types of Taxable Asset Acquisitions
1. FACTS: A is the sole shareholder with stock basis of $100K of T.  T’s only asset is Gainacre (basis = 0; FMV = $400K).  Assume C corporations and Individuals are taxed at 35% rate and individuals get a preferential LTCG rate of 15%
2. Liquidation Followed by Shareholder Sale of T Assets
a. Situation: T distributes Gainacre to A in complete liquidation.
i. T recognizes 400K of gain under 336(a);
ii. T incurs a tax liability of 35% * 400K = 140K;
iii. A must pay the tax as T no longer has any assets;
iv. A recognizes 160K gain on the liquidation (400K distribution – 140K corporate level tax – 100K basis in T stock under 331(a);
v. A takes Gainacre with 400K basis under 334(a) and recognizes no further gain on the sale of Gainacre to P for its FMV.  
vi. P takes Gainacre with 400K cost basis, and if P is a corporation, does not inherit tax attributes of T. 
vii. TOTAL TAX: $164,000; A HAS: $226,000.  
3. Sale of T Assets Followed by Liquidation
a. Situation: T sells Gainacre to P and then liquidates.  
i. T recognizes 400K gain on the sale;
ii. T pays 140K in tax;
iii. T distributes $260K net proceeds;
iv. A recognizes $160K gain under 331(a) and incurs 24K in CG;
v. P takes Gainacre with 400K cost basis and does not succeed any tax attributes.  
4. Sale of T Assets Not Followed by Liquidation
a. Situation: T does not liquidate after selling Gainacre to P
b. OPTIONS
i. T Retains Proceeds
1. T recognizes 400K gain and incurs tax liability of 140K
2. A does not recognize gain;
3. Defers tax at shareholder level (and may eliminate if A holds stock until death and gets a stepped up basis).  
ii. T distributes proceeds
1. Dividend rules likely apply here. 
c. Allocation of Purchase Price – TB366
i. Generally
1. For tax purposes, sale of assets of a going business for a lump sum is treated as a sale of each individual asset rather than of a single capital asset.
a. THUS: Some sort of allocation mechanism is required to determine gain and loss respectively.  
2. Adverse Interests
a. Buyers: Prefer allocating basis to shorter-term assets that will generate quick deductions;
b. Sellers: Want to allocate as much as possible to capital assets to offset capital gains with unused capital losses. 
c. Historically
i. Goodwill: Capital asset to seller and non-deductible to buyer
ii. Covenants Not to Compete: Amortizable to buyer but ordinary income to seller. 
ii. Amortization of Intangibles – 197 CB212
1. RULE: Section 197 intangibles are amortizable over 15 years regardless of their useful life.  Examples include:
a. Information bases;
b. Customer and subscription lists;
c. Patient Files;
d. Know-how;
e. Licenses;
f. Franchises;
g. Trade names;
h. Goodwill;
i. Going concern value; and
j. Covenants not to compete.  
2. LIMIT 197(c)(2): Limited to acquired intangibles, not for assets that are created by the taxpayer!
iii. Allocation of Purchase Price Under Section 1060 CB613
1. Historically
a. Parties could negotiate their purchase price allocations and have it respected by the service.
b. This is largely obsolete with 1060.
2. When does 1060 Apply?
a. RULE – 1060(c) CB614: 1060 applies to any “applicable asset acquisition”
i. Applicable Asset Acquisition: 
1. Any transfer (direct or indirect) of assets which constitute a “trade or business” in the hands of either the buyer or seller; and
a. NOTE: Not just a random bucket of crap.  Has to be a trade or business. 
2. Purchaser’s basis in the purchases assets is determined wholly by reference to the consideration paid for the assets.  
3. How does 1060 Allocate Purchase Price?
a. Definitions
i. NOTE: Liabilities assumed by the buyer or to which the property transferred is subject are generally included in total consideration.  
ii. Consideration Received: Seller’s aggregate amount realized from the sale of its assets determined under general tax principles.
iii. Consideration Paid: Buyer’s aggregate cost of purchasing the assets that is properly taken into account in determining basis.  
b. Residual Method
i. RULE: Total consideration received OR paid for a business  is allocated in the following order, up to the fmv of each asset except for the residual category:
1. Class I: Cash or cash equivalents;
2. Class II: Highly liquid assets such as
a. Marketable securities;
b. Foreign currencies;
c. Certifications of deposit
3. Class III: Accounts Receivable and Mortgages;
4. Class IV: Inventory and other dealer property
5. Class V: All other assets not in those other classes;
a. BROAD: Includes
i. Most tangible assets;
ii. Equipment;
iii. Real estate.
6. Class VI: 197 Intangibles excluding goodwill and going concern value;
7. Class VII: Goodwill and Going Concern Value ONLY
a. ESSENTIALLY: Reflects the premium paid beyond the liquidation value of the assets.  
4. What is 1060 Used For?
a. RULE: Two things
i. Determining basis of the assets; and
ii. Determining the gain or loss of the transferor with respect to such acquisition.  
iv. Effect of Agreement Between the Parties – TB370
1. RULE – 1060(a) CB613: Written agreement governing the allocation of consideration in an applicable asset acquisition shall be binding on both parties unless the Services determines that the allocation or FMV is not appropriate.  
a. TIP: Real point of contention will be on the value of the assets.  As a seller, ensure a comment period or right to appraise to avoid getting hosed by the Service later.  
b. HOWEVER: Departure from the residual method will not likely be respected by the Service.  
v. Reporting Requirements 
1. RULE – 1060(b) CB613: Parties to an applicable asset acquisition must attach a statement to their tax returns reporting information concerning the amount of the total sales price and how it was allocated among the various asset classes.  
a. PURCHASER: Must also report any collateral agreements related to an acquisition such as covenants not to compete, employment agreements, licenses, leases, and the like.  



23. Unit 7-2 Taxable Stock Acquisitions TB371
a. Generally
i. What is a Taxable Stock Acquisition?
1. P buys the stock of T from T’s shareholders for cash or combination of cash, notes, and other consideration.  
a. Reverse Triangular Merger: Where P forms a wholly owned transitory subsidiary S and S merges into T under state law with T’s shareholders receiving cash and debt obligations of P.  T is then a wholly owned subsidiary of P.  
b. Public Companies: Almost always stock acquisitions.
2. Results: 
a. T’s shareholders recognize gain or loss on the sale of their stock measured by the difference between their Amount Realized and stock basis; and
b. P takes a cost basis in the T stock it acquires;
ii. The Problem
1. How do we treat T?  
a. Should it be a taxable asset acquisition combined with a liquidation of T?, or 
b. Should the form of the transaction control? 
c.  Should parties be able to elect their treatment?
iii. 
b. Current Law
i. Essentially: A corporation does not have to liquidate the target to get a cost basis in the assets.  Instead, a corporation that acquires control (80% rule) of a target corporation in a transaction that is taxable to the selling shareholders has four options
1. NOT ELECT 338: Not make 338 election and keep T alive, leaving T’s bases in its assets and other tax attributed unaffected;
2. NOT ELECT 338 & LIQUIDATE T: Not elect 338, liquidate T tax-free under 332 and inherit its asset bases and other tax attributes;
3. ELECT 338: Make a 338 election and treat the transaction as an asset acquisition under which “new T” takes a cost basis in its assets and is purged of all of its prior tax attributed; or finally
4. ELECT 338 & LIQUIDATION: Make the election and treat the transaction as an asset acquisition and then liquidate T.  
ii. NOTE: 338 is a vestige from the General Utilities era where distributions were tax free and it made sense to pay the tax today and get an increase in basis to avoid shareholder level taxes but is basically useless today.  Rarely if ever would you want to pay tax today instead of tax tomorrow given that distributions are now taxable.
c. Operation of 338 – TB375  - DO NOT WORRY ABOUT MECHANICS
i. Goals of 338:
1. Ensure that T and its shareholders bear the same tax burden on the sale of T’s stock that they would have incurred on a sale of its assets followed by a complete liquidation;
2. Provide the buyer with a cost basis in the assets of T;
3. Terminate tax attributes of T and start afresh without regard as to whether T is liquidated.
ii. FIRST: Qualification for Section 338
1. RULE – 338(d)(1) CB305: 338 election is only available to a “purchasing corporation”
a. PURCHASING CORP: Any corporation which makes a qualified purchase of stock of another corporation. 
b. QUALIFIED STOCK PURCHASE: A transaction or series of transactions in which 
i. One corporation acquires by “purchase” an 80% controlling interest in another corporation within a 12 month acquisition period.  
1. PURCHASE: Must be some sort of taxable sale – no reorgs, gifts, bequests, or 351s.  
2. ESSENTIALLY: P must buy at least 80% of the stock of T within a 12 month period in transaction that are taxable to the sellers. 
iii. SECOND: The Election
1. RULE – 338(g)(1) CB306: Corporation must make election no later than the 15th day of the 9th month beginning after the month in which the “acquisition date” occurs. 
a. ACQUISITION DATE – 338(h)(2) CB306: Acquisition date is the day within the 12-month acquisition period on which the 80% purchase requirement is satisfied.  
2. ELECTION IS IRREVOCABLE – 338(g)(3)
iv. THIRD: Effect of the 338 Election
1. RULE – 338(a) CB304: If proper election is made:
a. OLD T: T is treated as having sold all of its assets at the close of the acquisition at their FMV in a single transaction; and
b. NEW T: T is treated as a new corporation which purchased all of its assets as of the beginning of the day after the acquisition date.  
2. DEEMED SALE RESULT
a. Old T recognizes gain or loss on this hypothetical sale;
b. Old T is not related as a member of an affiliated group
i. THUS: Income on the sale may not be combined with income of P or its affiliates for tax purposes.
ii. TAX BURDEN: the tax liability resulting from the deemed sale is indirectly borne by P, which will factor it into the price paid for T’s stock.  
c. New T is reincarnated as a new corporation with none of old T’s tax attributes such as earnings and profits;
d. New T receives a cost basis in the assets it purchased from Old T.  
3. AGGREGATE DEEMED SALE PRICE
a. RULE: T is treated as selling its assets for their “aggregate deemed sale price” (ADSP)
i. ADSP = Grossed-Up Amount Realized on the sale to P of P’s recently purchased T stock + Liabilities of Old T, including tax liabilities from the deemd sale.  
1. RECENTLY PURCHASED STOCK: 
a. T stock purchased by P during the 12-month acquisition period; and
b. Held by P at the time of the qualified stock purchase.
b. THUS: 
i. 100%: If P purchased all of T’s stock during the 12-month acquisition period, the ADSP is the total amount realized by the selling T shareholders plus old T’s liabilities.
ii. LESS THAN 100%: Grossed-up amount realized
1. Grossed-up Amount Realized = Amount Realized on the sale (including any assumed liabilities) to P of P’s recently purchased T stock determined as if the selling T shareholders used old T’s accounting methods and without regard to costs of sale
2. Divided by the percentage of T stock (by value) attributable to that recently purchased stock;
3. Less any selling costs (such as brokerage commissions) incurred by the selling T shareholders in connection with their sale of recently purchased stock that reduce their Amount Realized.  
4. ESSENTIALLY: Approximates the total amount that would have been realized on the sale of T stock if P had purchased all the shares at the same average price that P paid for the shares actually purchased during the acquisition period.  
a. E.G. P purchases 80% of T’s outstanding stock for $800K.  Grossed-up amount = $800K/.8 = $1M.   
b. RATIONALE: To approximate the price that would have been paid for all of T’s assets.
4. Determining Asset Basis After Deemed Purchase
a. RULE: New T’s basis is the adjusted grossed-up basis (AGUB) which is the sum of
i. Grossed-up basis in P’s recently purchased T stock;
ii. P’s basis in non-recently purchased T stock (e.g. T stock owned by P before the 12 month acquisition period); and
iii. Liabilities of new T, including any tax liabilities triggered by the deemed sale.  
1. NOTE: Similar to ADSP and will be the same if P only recently purchased stock in T and T has no contingent liabilities.  
b. Allocation of Basis: Same seven class system used above in asset acquisitions.
v. Consistency Rules  - DO NOT NEED TO KNOW FOR EXAM
1. 338(e) RULE: Prevents P from acquiring some assets from T or an affiliate of T with a cost basis and other assets with a transferred basis during a “consistency period” 
a. Begins one year before the start of the acquisition period; and
b. Lasts to one year after the acquisition date.    
d. Acquisition of Stock of a Subsidiary – TB381
i. THE PROBLEM
1. SCENARIO 1: T is wholly owned subsidiary of S and P wishes to acquire T.  
a. Value of T’s stock is 400K;
b. S has a 100K basis in T stock;
c. T has a 100K aggregate basis in its assets;
i. T could sell its assets directly to P for 400K in a taxable transaction then distribute the sales proceeds to S in a tax-free liquidation under 332
1. RESULT: 300K in taxable gain to T on the asset sale.
ii. T could distribute assets to S in a tax-free liquidation.  
1. RESULT: S would take the assets with a 100K transfer basis under 334(b) and recognize 300K gain on sale to P.  
d. IN EITHER CASE: S does not recognize gain or loss on its T stock and P acquires the assets with a 400K cost basis.  
i. WHY? Nothing has been distributed to S shareholders yet so no avoidance of tax yet.
2. SCENARIO 2: For nontax reasons, P must acquire T’s stock.  
a. S would recognize gain or loss on the sale of its T stock;
b. P takes the stock with a cost basis;
i. ELECT: If P makes the 338 election, T is treated as having sold its assets in a taxable transaction;
ii. NO ELECT: Bases of T’s assets are unchanged any built-in gain or loss is preserved.
c. RESULT: In either event, result is a double level of corporate tax with a potential for a third level of tax upon distribution to S.  
ii. RELIEF FROM TRIPLE TAX RULE – 338(h)(10) CB307: Permits parties to ignore S’s sale of its T stock and treat the transaction as if it were a sale of T’s assets provided that T is a member of the selling consolidated group (consolidated tax return)
1. ESSENTIALLY: Can only take this election in the parent-subsidiary relationship.  
a. CONTROL- 80/80 ( VIA A QUALIFIED STOCK PURCHASE!)
2. If Election Made: Transaction is treated as if:
a. Old T sold its assets to an unrelated person (new T) while still a member of the S consolidated group;
b. Old T then distributed its assets (the proceeds of the sale) to S and ceased to exist
i. TREATMENT: Tax-free liquidation under 332 and 337.
3. TAX CONSEQUENCES OF ELECTION
a. S recognizes no gain or loss on the sale of its T stock;
b. S inherits T’s tax attributes (earnings and profits etc.);
c. T is treated as having sold its assets for their FMV in a taxable transaction and any gain or loss is included on the consolidated return filed by S and its affiliates;
d. New T, a subsidiary of P, is treated as having acquired old T’s assets for an amount equal to their adjusted grossed-up basis.  New T does not have any of the old T’s tax attributes.
4. BACK TO OUR EXAMPLE: 
a. T is wholly owned subsidiary of S and P wishes to acquire T and makes a 338(h)(10) election.  
i. Value of T’s stock is 400K;
ii. S has a 100K basis in T stock;
iii. T has a 100K aggregate basis in its assets;
b. RESULTS: 
i. S’s 300K gain on the sale of T stock is ignored;
ii. 300K gain on the sale of T’s assets is included on S’s consolidated tax return;
iii. P takes a 400K cost basis in T stock;
iv. “new T” takes a 400K basis in its assets.  
iii. 338(h)(10) – Strategy
1. Generally Desirable: Because it eliminates two levels of corporate gain.
2. Particularly Desirable When: S has a large “outside” gain on its T stock compared to a relatively minimal “inside” gain on its T’s assets.
a. RESULT: P can purchase T’s stock at little or no tax cost to S! (Large gain from the stock sale ignored, small gain from asset sale is the only thing counted!)
i. NOTE: Same result possible if:
1. S liquidated T under 332; and
2. S sold the assets to P.
a. HOWEVER: Not feasible if P needs to keep T alive as an entity for non-tax reasons.  
3. Loss Advantage
a. Normal 338: Requires a one day return reporting T’s income from the sale
b. 338(h)(10): Allows reporting on the consolidated return.  Therefore, S can offset other loses with any gain from the T sale.  
iv. Other Scenarios Where 338(h)(10) Election Permitted
1. When T and S are affiliated corporations even if T is not a member of the S consolidated group IF S sells stock representing at least 80% of the voting power and value of T; or
2. If T is an S corporation immediately before the acquisition date.  
a. HERE: Gain on the deemed sale of T’s assets is reported on old T’s final S corporation return and passes through to T’s shareholders with no additional gain or loss recognized on the actual stock sale.  




24. Unit 7-3 Comparison of Acquisition Methods – TB384
a. Some Clarification of 338 and Acquisitions in General
i. The System Today: Asymmetrical system under which asset acquisitions require two levels of tax with no opportunity for T to defer tax through a transferred basis, while a stock acquisition without a 338 election requires only a shareholder level tax, albeit with the trade-off of transferred basis in T’s assets.
1. PREFERRED APPROACH: For most taxable acquisitions, a stock purchase with no 338 election is preferred.  
a. It is rarely desirable to pay a front-end corporate tax on gain inherent in T’s assets to achieve tax savings later from additional depreciation etc deductions.  
i. EXCEPTIONS:
1. Where T has large NOL carryovers to offset gain recognized on deemed asset sale; and
2. Where T is a subsidiary of another corporation and 338(h)(10) avoid triple tax.  
	
	Stock Sale with NO 338
	Stock Sale WITH 338
	Corporate Asset Sale
	Shareholder Asset Sale

	TARGET
	No Tax
	Taxable to P under 1001
	Taxable under 1001
	Taxable under 336

	SHAREHOLDERS
	Taxable under 1001
	Taxable under 1001
	Taxable under 331
	Taxable under 331

	T’s ATTRIBUTES
	Survive
	Gone
	Gone
	Gone

	P’s BASIS IN THE ACQUIRED ASSETS
	Carry-over Basis
	FMV held by Target
	FMV
	FMV

	SUMMARY
	One tax, carryover basis held by T
	Two taxes, FMV basis held by “new T”
	Two Taxes, FMV basis help by P
	Two Taxes, FMV basis help by P


25. 


26. Unit 7-4 Tax Treatment of Acquisition Expenses – TB387
a. Generally
i. The Issue: Should expenses associated with an acquisition be deductible, amortizable, capitalized or treated as a non-depreciable capital expenditure?
b. Expenses to the Purchaser
i. Debt Financing – Rev Rul 70-359: Generally must be amortized over the term of the loan to which the expense relates.  Includes:
1. Fees for negotiating the loan;
2. Fees for drafting the loan documents;
3. Up-front commitment fees and other lender fees.  
ii. Equity Financing – Rev Rul 69-330: Treated as permanent capital expenditures and are neither currently deductible nor amortizable.  Generally includes:
1. Registering newly issued stock;
2. Preparing offering documents
a. At best may be added to basis of acquired T’s assets.
iii. Costs Attributable to Acquisition of Particular T Assets or Stock: Capital expenditures and must be added to the basis of the acquired property.  Generally includes
1. Legal expenses for drafting acquisition agreement;
2. Closing costs;
3. Finder’s fees
iv. Organizational Expenses for New Subsidiary: If P forms a new subsidiary to carry out acquisition, organizational expenses are currently deductible up to 5K reduced as expenses exceed 50K with any excess amortizable over 15 years w/ a 248 election.
v. Certain Expenses Give Rise to 162 Deductions: Currently deductible
1. Expenses related to employment agreements;
2. Executive compensation; 
3. Retirement planning;
4. Tax planning;
5. Annual retained paid to I-bankers who may have helped organize acquisition.
c. Expenses to the Target
i. General INDOPCO RULE: The acquired corporation’s expenses in an acquisitive reorganization transaction are generally not currently deductible.  
ii. What Happens when T Ceases to Exist?
1. Extensive regulations in this area.
2. Some suggest that hostile takeover costs may be deductible.  
a. KEY: Were the costs sustained to realize future benefits and yielded an identifiable loss?
3. UNSETTLED AREA OF LAW: Most believe that the costs should carry over somehow to the acquirer corporation instead of simply disappearing.
iii. FAILED ACQUISITION RULE: If either P or T  incurs costs in investigating or attempting to consummate an acquisition that fails, the transaction costs generally are currently deductible under 165.  



27. Unit 8-1 Introduction to Acquisitive Reorganizations – TB413
a. Terminology
i. BE CAREFUL!
1. Reorganization: Is a legal term of art under the Code.  It is a legal conclusion that leads to non-recognition treatment and a carryover basis.  
b. General Categories of Reorganizations
i. Acquisitive Reorganizations: Where two or more corporations are combined into a single corporate structure.  Includes:
1. A Reorg: Statutory mergers or consolidations
2. B Reorg: Stock for stock acquisitions
3. C Reorg: Stock for asset acquisition
4. SOME Ds
ii. Divisive Reorganizations: Single corporation is divided into two or more separate entities
1. Some Ds
2. 355 Reorgs
iii. Non-Acquisitive, Non-Divisive Reorganizations : Single party reorgs in which one corporation undergoes a substantial change in financial structure or modifies its place of incorporation or other corporate characteristics.  
1. INCLUDES: E, F
iv. Bankruptcy Reorgs: Distress corporation tries to improve its financial position under a G reorg.  
c. To Qualify as a Reorganization:
i. MEET COMMON LAW REQUIREMENTS; AND
ii. MEET OPERATIVE PROVISIONS OF THE CODE.
iii. MEET THE REGULATIONS; and
1. NOTE: Regulations and administrative guidelines in this area are tantamount to law.  Taxpayers who disagree proceed at their substantial risk.  
iv. DETERMINE BASIS AND GAIN CONSEQUENCES OF YOUR PROVISION
1. OTHERWISE: Tax consequences must be determined under other parts of Subchapter C.  P may prefer as this generally yields a cost basis.  
a. A or C Failure: Taxable transaction to the shareholders under the rules considered above.  
b. FAILURE RARE: As most of these transaction will proceed with an advance letter ruling or with advice of counsel if time is of the essence.  
i. PRIVATE LETTER: Only given if the transaction represents a significant new issue.  
d. COMMON LAW REQUIREMENTS – ALL REORGS MUST PASS THESE TESTS
i. Is there a plan of reorganization?
1. RULE – 1.368-3(a): three requirements
a. Must be adopted by each of the corporate parties, 
b. The adoption must be shown by the acts of its duly constituted responsible officers; and 
c. Appear on the official records of the corp.
ii. Is there a business purpose?
1. RULE 1.368-1(b): Requires that the reorg be motivated by business exigencies
a. SCHEME: Not a scheme; Not a mere device that puts on the form of a corporate reorg as a disguise for concealing its real character
b. GERMANE: Must be for purposes connected to the continuance of the business enterprise.  
2. NOTE: Tax reasons can be a valid business purpose.  However, to be safe, there should be more to the reorg  than tax benefits.  
iii. Is there continuity of business enterprise (COBE)?
1. General RULE – 1.368-1(d): Acquiring corporation must either continue to use T corporation’s historic business or use a significant portion of T’s historic business assets in a business
a. One Line? One line of business is acceptable so long as T’s historic assets are used in it. 
b. USE: Must be USE – cannot simply toss them somewhere and say you are continuing on with the business.   
c. FACTS AND CIRCUMSTANCES!
2. Examples and Guidelines
a. POLICY: To ensure that a change in form and not substance is taking place to the corporate form. 
b. Identical Activities Rule: Bentsen – TB436: Acquiring corporation does not have to engage in either the same type of business as the old or a similar business ; rather:
i. All that is required is that there must be continuity of the business activity.  (Holding onto assets and using them in a business, not necessarily the same one).  
c. Transferee’s Business? – Rev Rul 81-25: Irrelevant.  Only concerned with the assets and business of the transferor corporation (the target).  
d. Reg 1.368-1(d)(5) CB1165 Examples
i. PASS: Continuing only one of three lines of business is “significant” and satisfies COBE;
ii. PASS: Retaining T’s assets as a backup source of supply satisfies COBE;
iii. FAIL: T sells its clothing business assets to invest in portfolio of bonds and stocks.  T transfers all of its assets four years later to P.  COBE fails as this is not T’s historic business.
1. STEP TRANSACTION DOCTRINE: Be careful!  If you are a T and going to change your line of business make sure you do a clean reorg and not have it as a future plan to liquidate!
iv. FAIL: T makes toys and P is a steel manufacturer.  T sells assets to third party for cash and notes.  T merges into P.  No COBE even though proceeds used in P’s business.
v. FAIL: T makes farm equipment and P is a lumber company.  T merges into P and pursuant to the plan of reorg, P immediately liquidates the farm equipment assets.  No COBE. 
iv. Is there continuity of proprietary (equity) interest (COI)?
1. POLICY: To ensure that a sale is not gaining tax free treatment.  
a. NOTE: Moving the interest around subsidiaries is acceptable so long as P controls the subsidiaries.  
2. General Rule – 1.368-(e)(1)(i) CB1168: A substantial part of the proprietary interest of T must be preserved
a. ESSENTIALLY: T or its shareholders have to retain a substantial proprietary stake in the enterprise and the retained interest has to represent a substantial part of the value of the property transferred. 
i. POLICING: Are T’s shareholders getting something more like cash or more like stock?
b. PRESERVED: Classic example of “preserving” a proprietary interest would be swapping stock for stock.  You are exchanging one form of ownership for another form of ownership without cashing out.  
i. Rev Rul 66-224: All classes of stock, whether voting or nonvoting, provide the requisite continuity;
1. ALL OTHER CONSIDERATION: Including cash, short-term notes, bonds, and assumptions of liabilities fail the test.  
2. NON-QUALIFIED PREFERRED STOCK: Still qualifies here.  However, regulations are pending and may change the outcome here.  Jives with the policy considering these are more debt like than equity like.  
c. AGGREGATE VALUE: Examine the holdings of ALL shareholders.  A few can be cashed out so long as enough stay in the enterprise.
i. HOWEVER: Those receiving boot will be required to recognize gain to the extent of their boot.  
3. Some Examples and Guidelines
a. Southwest Natural Gas: T’s shareholders exchange their 59.2% stake in T for 16.4% of P and 340K in bonds and 17K in cash.  Value of the 16.4% stake was approx $5000, less than 1% of the value of the consideration paid and fails COI
b. Rev Rul 66-224 & 77-37: Service provides a practical benchmark that if P uses at least 50% equity consideration in making the acquisition it will satisfy COI.  
i. KEY - “PERCENTAGE:” Proportion of equity consideration relative to total consideration used by P to acquire T.
1. NOT: Percentage of P stock owned by former T shareholders after the P’s acquisition of T.  
ii. BE CAREFUL: While some cases have suggested as low as 38% may be acceptable – it is an uphill battle.  50% is the realistic minimum here.  
1.  Treasury Reg 1.368-1(e)(2)(5) - Says 40% may be OK!
4. TIMING: When do We Measure COI?
a. RULE 1.368-1T(e)(2)(i) CB1170: Appropriate measuring date is the last business day before the first date that the contract is a binding contract if the merger agreement provides for fixed consideration.  
i. BINDING CONTRACT: Enforceable instrument against the parties;
1. NOTE: Outside factors like regulatory approval will not affect the binding determination
ii. FIXED CONSIDERATION: Contract recites the number of shares of P stock and the amount of nonstick consideration to be received by T’s shareholders
1. HOWEVER: Cannot include contingent adjustment that prevent T’s shareholders from being subject to economic burdens/benefits of ownership of P as of the signing date.  	
a. E.G: You can’t get more stock if P’s price declines.  
2. THUS: Value fluctuations do not jeopardize qualification of the reorganization and convert it into a taxable asset sale.  
iii. POLICY: As of the signing date, T’s shareholders are subject to the economic fortunes of P.  
5. TIMING: How Long do T’s Old Shareholders Have to Hold Their Interest Before the Reorg Takes Place?
a. Seagram RULE: Mere disposition of T stock prior to a potential reorg to buyers UNRELATED to T or P will be DISREGARDED in applying the continuity of interest doctrine
i. RELATED: Purchaser or affiliate of purchaser.
b. EXAMPLE: A, an individual, owns 100% of T stock worth $100.  T plans to merge into P corporation.  Shortly before the merger, B, unrelated to P or T, purchases all of A’s stock for $100.  B then exchanges her T stock for $50 furnished by P and $50 of P stock.
i. RESULT: A’s sale is disregarded and the continuity of interest requirement is met because B’s T stock was exchanged for a sufficient amount of P stock (50% of consideration).  
c. ESSENTIALLY: Historical shareholder doctrine is pretty much dead.
d. POLICY: Publically held shares are too damn fungible to be held to such a restrictive standard.  
i. ALLOWS: Shareholders to cash out and P and T to merge tax free!  
6. TIMING: How Long Do T’s Old Shareholders Have to Hold Onto Their Proprietary Interest in P?
a. PROBLEM: What if the T shareholders have a prearranges sale to an unrelated third party of their P stock?
b. RULE 1.368-1(e)(1)(i)-1(e)(6): Subsequent dispositions of P stock received in a potential reorg by former T shareholders will be disregarded in determining whether the continuity of shareholder interest requirement is met
i. BINDING AGREEMENT TO SELL? Will be disregarded even if there is a binding agreement to sell before the merger takes place.   
ii. Rev Rul 99-58 TB432 RELATED PARTY: However, COI may be broken if the disposition was to a related party like a P subsidiary.  
1. THUS: Keep it on the open market.  Closely held context this may pose serious issues.  
v. Is there an exchange of net value?
1. GENERAL RULE: There must be both a surrender and a receipt of net value.  
a. SURRENDER: T surrenders net value in an asset transaction if the FMV of the assets transferred to the P corporation exceeds the sum of the T liabilities assumed by P and the amount of boot received by T
i. RATIONALE: T transfers property in exchange for at least some stock.  
b. RECEIVED: T receives net value if the FMV of P’s assets exceed the amount of P’s liabilities immediately after the exchange.  
i. RATIONALE: Ensures T receives stock having value.  
2. ESSENTIALLY: T’s receipt of worthless stock in exchange for assets will not qualify for reorg (insolvent company issues).  
e. Acquired Assets Dropped into Subsidiary – 368(a)(2)(C) CB332
i. RULE: A controlling corporation that acquired assets in an otherwise valid reorg may drop those assets into a subsidiary.


28. Unit 8-2 Statutory or Type A Mergers – TB417
a. DIAGRAM
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b. REMEMBER! All common-law requirements must be met before statutory criteria are examined!
i. OTHERWISE: You fail before you begin!
c. RULE – 368(a)(1)(A) CB330: Reorganization means a statutory merger or consolidation.
i. STATUTORY: Refers to a merger or consolidation pursuant to local (state) law.  
1. MERGER GENERALLY: Generally consistent of the assets and liabilities of the T corporation being transferred to P without the need for deeds and bills of sale followed by T’s dissolution via operation of law.  
2. CONSOLIDATION GENERALLY: Transfer of the assets and liabilities of P and T to a new entity followed by the dissolution of P and T.  Old shareholders of P and T become new shareholders of new entity.  
ii. EXCEPTION – THE DIVISIVE MERGER
1. RULE: Merger must be “acquisitive” rather than divisive even if local law calls the divisive transaction a merger.  
a. “ACQUISITIVE”: Result of the transaction must be that one corporation acquires the assets of another corporation by operation of law and T ceases to exist.  
b. “DIVISIVE”: Corporation’s assets are divided among two or more corporations.  
2. REMEMBER! Simple compliance with the statute is not enough!  Common law and tax requirements!  


29. Unit 8-5 Type B: Acquisitions of Stock Solely for Voting Stock – TB439 
a. DIAGRAM
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i. EXAMPLES
1. GENERALLY: Think of this as stock for stock swaps
a. One corporation gains control of another unrelated corporation. 
b. Parent acquires additional stock of a subsidiary’
c. Corporation with less than control interest in other corporation acquires enough stock to gain control.  
b. REMEMBER! All common-law requirements must be met before statutory criteria are examined!
i. OTHERWISE: You fail before you begin!
c. RULE – 368(a)(1)(B) CB331: Reorganization means the acquiring corporation, in exchange solely for its voting stock, receives stock of target  if immediately after the acquisition, the acquiring corporation has “control.”  
i. Voting Stock Defined
1. RULE: Requires an unconditional right to vote on regular corporate decisions and not merely extrodinary events.  
a. CLASS OF STOCK: Immaterial so long as it has voting rights.  
ii. Solely for Stock RULES – “NO BOOT IN A B”
1. BOOT: Chapman RULE: ANY boot related to a plan of reorganization will break the B reorg.  
a. RELATED - BEWARE! Step transaction doctrine will bite you here if you acquire pieces of T previously for cash.  
i. PRESUMED: Any acquisitions in a 12 month period are part of the same transaction.  Taxpayer must show prior transaction is “old and cold” – facts and circumstances.
b. CASH FOR FRACTIONAL SHARES: 
i. RULE: Permissible, however will lead to some recognition of gain.   
c. ASSUMPTION OF LIABILITIES
i. RULE: Breaks your B reorg.  
2. Warrants – 
a. Southwest Consolidated RULE: Not considered stock at all and cannot be transferred.  
3. Contractual Rights – 
a.  To receive additional voting stock are considered stock and can be transferred
4. Payment of Expenses
a. Acquirer Paying T Shareholders’ Expenses = BREAKS REORG BE SUPER CAREFUL!
i. HOWEVER : Acquirer can pay T’s expenses.  Not considered boot.   
5. Non-Qualified Preferred Stock
a. RULE: Treated as boot for gain recognition purposes but remains “stock.”  Would require voting rights to transfer.  
6. Buying Out Dissenting Shareholders 
a. RULE: T can redeem them prior to the B reorg provided the cash does not come from P and COI is satisfied.  
i. POSSIBLE: Exchange followed by redemption.  
1. CAUTION! If this is considered part of the plan, will break the transaction.  
7. Contingent Consideration
a. DEFINED: Any post-acquisition payments to shareholders dependent on the happening of certain events.
b. RULE: Contingent consideration will not disqualify an acquisitive reorganization if:
i. To ensure COI compliance, only additional stock can be received;
ii. Acquiring corporation must issue stock within 5 years after the reorg;
iii. The arrangement must be based on a valid business reason;
1. EXAMPLE: Valuation dispute.
iv. Maximum number of contingent shares that can be issued;
v. At least 50% of the maximum number of shares of each class of stock must be issued in the initial distribution;
vi. Contingent rights may be neither assignment nor readily marketable; and
vii. Events triggering the issuance of additional stock are not within control of the shareholders.  
c. NOTE ON ESCROWED STOCK
i. RULE: Must be listed on the financial statements and the shareholders must be entitled to any dividends paid on it and it must have voting rights.  
iii. “Control” RULES – 368(c) CB333
1. GENERAL RULE – 368(c): Control is 
a. Ownership of stock possessing at least 80% of the total combined voting power of all classes of stock entitled to vote; and
b. At least 80% of the total number of shares of all other classes of stock of the corporation.  
2. What if After the Stock Swap, Acquired Corporation is Completely Liquidated Pursuant to a Plan of Reorganization?
a. Rev Rul 67-274 RULE: This is a C reorg and not a type B reorg.  
3. What if Preferred Stock has been Called but Not Redeemed?
a. Rev Rul 55-440 RULE: Preferred shares which have been called but not yet presented for redemption will be disregarded for determining control.  
i. THUS: P can acquire less than 80% by value of the stock so long as prior to the effective date, the preferred stock is called and raises the exchanged amount about 80%
ii. RATIONALE: The stock has no real rights.  Simply the right to collect a payoff.  Acquiring it would yield no rights to the acquirer.  
4. TIMING
a. Creeping Acquisition RULE: Acquiring corporation is not required to acquire “control” in the B reorg.  
i. RATHER: Simply must emerge from the reorg with control.
ii. THEREFORE: Can be a series of transaction, provided however, that only voting stock is used for consideration; and
1. ANY EARLIER ACQUISITIONS: For cash, notes, or other consideration were “old and cold”
a. PRESUMED RELATED: If they occurred in a 12 month span.
b. PRESUMED UNRELATED: If there is a 16 year gap.
c. Between 1 year and 16 years? Uncertain



30. Unit 8-6 Type C Acquisitions: Acquisition of Assets for Voting Stock – TB456
a. DIAGRAM – “The Practical Merger”
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b. REMEMBER! All common-law requirements must be met before statutory criteria are examined!
i. OTHERWISE: You fail before you begin!
c. COMPARISON WITH TYPE A
i. Considered the “practical merger” because end result is the same as a merger.  
ii. ONLY DIFFERENCE
1. Form of the transaction under local corporate law.  
2. Statutory: All assets and liabilities of T are absorbed by P automatically;
3. Type C: All assets and liabilities technically requires a “transfer” of assets and liabilities under a negotiated agreement and does not require all assets and liabilities to be sold.  
a. LESS FLEXIBLE ON PERMISSIBLE CONSIDERATION
d. RULE – 368(a)(1)(C) CB331: Reorganization means T transfers substantially all of its properties solely in exchange for voting stock of P.  T must distribute the proceeds pursuant to the plan.
i. Solely for Voting Stock
1. GENERAL RULE: Same as for a B reorg with two exceptions:
a. Assumption of Liabilities: Assumption of liabilities by P is not treated as disqualifying boot; and
b. Boot Relaxation: Acquiring corporation can use up to 20% boot
i. HOWEVER: Transferred liabilities will be considered cash consideration.  
1. THUS: Combination of debt relief and other boot will likely blow the reorg. 
a. BOOT: Liabilities are also boot;
b. NO BOOT: Liabilities NOT boot. 
ii. Substantially All of the Properties
1. GENERAL RULE: T must transfer assets representing at least 90% of the FMV of the net assets and at least 70% of the FMV of the gross assets held by T immediately preceding the transfer.  
a. DISSENTERS: Payments (redemptions or transfers) to dissenters immediately before the transfer are considered assets immediately before the transfer if they are part of the plan or reorg..  
b. LIMITED AUTHORITY
i. Operating Assets: Complete transfer of operating assets may qualify even if percentage tests are not met.  
ii. Proceeds and Transfer: Service says test is met when T sells 50% of its assets to unrelated third parties and then transfers all assets including proceeds to P.
1. KEY: Transaction not “divisive” because T or its shareholders did not retain the proceeds – kept in the corporate solution.  
iii. Distribution of T’s Payment Required!
1. RULE – 368(a)(2)(G) CB332: T must distribute out everything it received in the reorg or will not qualify.
a. LIQUIDATION: Presumed payment was distributed.   
e. Timing of C Reorgs
i. THE PROBLEM
1. Prior unrelated ownership of a T could render P unable to achieve a tax-free reorg.  
ii. RULE: Boot relaxation rules will apply to the final step of a C reorganization.  The amount  sum of 
1. Money or other boot distributed to Shareholders other than to P and to T’s creditors; and
2. Liabilities of T assumed by P;
a. May not exceed 20% of the value of all of T’s properties.  
iii. HOWEVER: If P acquires T stock  from a shareholders of T or T itself for cash or boot as part of the acquisition, such consideration is counted as boot in applying the boot relaxation rule.
iv. EXAMPLE: In an unrelated transaction years ago, P acquired 60% of T’s stock for cash.  T’s assets are worth $110 and T has liabilities of $10.  Later, T transfers all its assets to P, and in exchange, P assumes the liabilities and transfers to T $30 of P voting stock and $10 cash.  T then distributes the stock and cash to its shareholders (NOT P) and liquidates.  
1. QUALIFIES: Sum of cash paid ($10) and liabilities assumed ($10) = $20.  $20 does not exceed 20% of the value of T’s assets ($110).  
2. HOWEVER: If the old 60% acquisition was not old and cold (i.e. it was related) transaction would not qualify as only 30% of the consideration 
a. $30/$100 net value of the property.  


31. Unit 8-7 Triangular Reorganizations and Multistep Acquisitions – TB460
a. REMEMBER! All common-law requirements must be met before statutory criteria are examined!
i. OTHERWISE: You fail before you begin!
b. Generally
i. Problem with Standard A,B,C Reorgs
1. Large amount of Stockholders unwilling to accept stock in a type B
2. P wants to use a large amount of nonvoting stock in a B;
3. P does not want to risk the contingent liabilities of T in a type A that would remain P’s responsibility even if it dropped assets into a subsidiary;
4. P may not be able to satisfy solely for stock and needs to preserve many of T’s non-transferrable rights under state law; 
5. P may face serious statutory hurdles under A ;
6. P does not wish to use a drop down due to cumbersome title requirements and various state law provisions.  
ii. Parent Corporations
1. RULE – 368(b) CB333: Are considered “parties” to the transaction.  
c. Forward Triangular Merger
i. DIAGRAM
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ii. RULE – 368(a)(2)(D) CB332: Permits S (aquiror in diagram) to acquire T in a statutory merger [368(a)(1)(A)], using P stock as consideration, provided that:
1. S (aquiror in diagram) acquires “substantially all” of the properties of T;
a. Same: As the Type C requirement 
2. No stock of S (aquiror in diagram) is used in the transaction; and
a. MUST BE PARENT STOCK!
3. The transaction would have qualified under 368(a)(1)(A) if T had merged directly into P
a. Could have Merged With Parent Test
i. RULE: Simply requires that the COI doctrine be met.  
1. THEREFORE: T shareholders only must receive at least 50% P stock (voting or non-voting).  
2. HOWEVER: T shareholders who receive boot must recognize gain to the extent of boot.  
iii. Similar to a type A reorg with a subsidiary.
1. Can use non-voting stock of A.
2.  Can use bonds, notes, etc.  
3. Can use assumption of liabilities.
4.  Only constraint really on consideration is COI - just like an A reorg.
d. Reverse Triangular Merger
i. DIAGRAM
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ii. RULE – 368(a)(2)(E) CB332: Reverse triangular merger will qualify as a tax-free reorg if:
1. T (surviving corporation) holds substantially all of the properties formerly held by both T and S other than the stock of P distributed in the transaction; and
a. Same: As the type C requirement.  
2. Former T shareholders exchange stock constituting “control” for P voting stock.  
a. BOOT: Allowed.  Only 80% of the T stock must be acquired for P voting stock.  The rest can be cash or any other property or nothing at all!
b. CONTROL: 80/80 rule.  
iii. Essentially
1. Less flexible than the forward triangular merger but more flexible than a traditional B merger.  
e. Multi-Step Issues Generally – TB463
i. RULE: Step transaction doctrine will generally apply here so long as the transactions are pursuant to a plan of reorganization
1. EXCEPTIONS
a. 338: Where first step is a qualified stock purchase under 338 and the parties to the transaction make a joint 338(h)(10) election with respect to that step.  
i. EXAMPLE: P owns all the stock of subsidiary Y.  S owns all the stock of T.  First step of P’s acquisition of T’s assets is to have Y merge into T with T surviving and S receiving 50% P voting stock and 50% cash.  
1. 338 ELECTION: Does not qualify;
2. NO ELECTION: Step transaction doctrine applies and overall acquisition qualifies as a reorg.


32.   Unit 8-8 Treatment of the Parties to an Acquisitive Reorganization – TB472
a. Summary – CB312
	
	A Reorg
	B Reorg
	C Reorg

	T Shareholder
	No Boot: 354 – No Gain or Loss;
Boot: 356 – Gain to the extent of Boot
Basis: 358 – Basis Carryover + gain recognized - 
	Never Boot, so no gain to recognize.
354: No gain or loss
358: Carryover basis

NOTE: Potential gain from fractional shares for cash.  
	No Boot: 354 – No Gain or Loss;
Boot: 356 – Gain to the extent of Boot
Basis: 358 – Basis Carryover + gain recognized -

	Target Corporation
	361(a) – No Gain or Loss
	No tax consequences to basis or assets.  
	361(a) – No gain or loss unless boot.

	Acquiring Corporation 
	362(b) – Takes T’s asset basis.  Carryover basis + any gain recognized to T (rarely any).  
	1032: No gain or loss
Basis – 362(b) – Take T’s shareholders basis in the T stock acquired
	1032: No gain or loss
Basis – 362(b) – Take T’s asset basis


b. Consequences to Shareholders and Security Holders – TB473
i. Recognition of Gain or Loss
1. RULE – 354(a) CB312: Shareholders are entitled to complete non-recognition when they receive solely stock 
a. Boot – 356(a) CB322: Must recognize gain to the extent of boot.  
i. Securities: Boot includes the net amount of securities received.  
1. Security for Equity: Non-recognition applies
ii. Losses – 356(c): No losses are allowed on boot
ii. Characterization of Gain
1. RULE – 356(a)(2): Recognized gain is treated as a dividend to T shareholders if the exchange has the effect of the distribution of a dividend.
a. THUS: T shareholder must treat as a dividend the amount of his recognized gain that is not in excess of that shareholder’s ratable share of the corporation’s accumulated earnings and profits. 
i. TREATED AS: Ordinary income (preferred rates) or deductible in the case of the P corporation under 243 
1. P CORPORATION: May reduce earnings and profits. 
a. THUS: Corporation will prefer dividend treatment as dividends paid are deductible and reduce inherited earnings and profits. 
ii. REMAINING GAIN: Treated as gain from sale or exchange.   
b. Mechanics
i. T shareholder is treated as initially receiving only P stock;
ii. P is then treated as having distributed the boot in a redemption of the portion of P stock not actually received by T shareholder. 
iii. 302(b) tests then apply to determine whether dividend or not.  
c. BOOT DIVIDEND TREATMENT LIMITED TO GAIN! Then you get sale/exchange treatment!	Comment by Samuel Greenberg: Look this up.  Called the Boot Within Gain Rule
iii. Basis and Holding Period
1. RULE for Non-Recognition Property – 358 CB325: T shareholders determine basis of non-recognition property (stock or non-boot securities received) by reference to stock they gave up, increased by any gain recognized and reduced by any boot received and liabilities assumed.  
a. Boot Basis – 358(a)(2): FMV basis.  
c. Consequences to the Target Corporation – TB478
i. Treatment of the Reorg Exchange
1. RULE – 361(a) CB327: If the acquisition qualifies as a reorganization, T recognized no gain or loss if it exchanges stock solely for stock or securities in a corporation which is party to the transaction.  
a. Assumption of Liabilities – 357(a) CB324: Assumption of T’s liabilities in a reorg will not be treated as boot or preventing tax-free treatment under 361(a)
ii. Boot
1. GAIN RULE – 361(b)(1) CB327: T must recognize any realized gain on the reorganization exchange to the extent of cash and the FMV of the boot that T does not distribute pursuant to the plan of reorg.  
a. CREDITORS: Transfer by T of cash or boot received in the exchange to creditors in connection with the reorg is a distribution.  
b. NOTE: Because T must distribute all its property in a Type C – gain or loss will be rarely recognized.
2. LOSS RULE – 361(b)(2) CB327: May not recognize loss on any retained boot from the exchange.  
iii. Treatment of Distributions
1. Rule – 361(c) CB328: Corporation does not recognize gain or loss on the distribution of “qualified property.”  
a. Qualified Property: The following:
i. Stock (or rights to acquire stock) in, or obligations (bonds and notes) of the distributing corporation; or 
ii. Stock (or rights to acquire stock) in, or obligations of, another party to the reorg which were received by the distributing corporation in the exchange.  
b. CREDITORS: Distribution of qualified property to creditors in satisfaction of liabilities is a distribution here.  
2. Non-Qualified Property Treatment
a. RULE – 361(c)(1)-(2) CB328: T must recognize gain (but may not recognize loss) in the same manner as if the property had been sold to the distribute at FMV.  
iv. Sale Prior to Liquidation
1. RULE – 361(b)(3), (c)(3) CB327: Only transfers of qualified property or boot directly to creditors will qualify for non-recognition because they are treated as distributions pursuanct to the reorganization plan
a. THEREFORE: Can’t sell property to third parties tax free to raise money to pay off creditors.
v. Basis
1. RULE – 
a. 358(a)(2) CB326: If Property is Boot to Shareholders: FMV basis and no tacked holding period;
b. 358(a)(1) CB325 Nonrecognition Property (stock or securities of acquiring corporation): Carryover decreased by FMC of any other property received by the taxpayer and any cash received any amount of loss recognized on the exchange, increased by amount which was treated as a dividend.  
i. BASICALLY: Carryover.  
ii. USUALLY IRRELEVANT: Type C liquidates thus its all shareholders treatment.  
d. Consequences to the Acquiring Corporation – TB480
i. Recognition of Gain or Loss
1. RULE – 1032(a) CB602: No gain or loss on the issuance of its stock or the stock of its parent in an acquisitive reorganization or in any other transaction.  
a. Appreciated Boot Exception
i. Distributing Boot: Considered a realization even and if the boot has appreciated the corporation must recognize gain under 1001.  Boot will then take a FMV to T.  
ii. Basis and Holding Period
1. Type A, C & FTM RULE – 362(b) CB329: T’s assets acquired in these reorganizations take a transferred basis, increased by any gain recognized by T on the transfer.  
a. NOTE: 361(a) generally provides that T does not recognize gain or loss in a reorg, so only time upward adjustment in basis will occur is in a Type C where T receives boot and does not distribute it to shareholders or creditors.  
2. Type B & RTM RULE: Acquired stock takes a transferred basis from that of the hands of T’s shareholders.  
iii. Limit on Built-In Loss Importation
1. PROBLEM: Can import losses from tax-indifferent corporations and shelter income
2. RULE – 362(e)(1) CB329:If net BIG is imported in a tax-free reorg, basis in the hands of the transferee is limited to FMV immediately after the transaction.  
iv. Basis of T Stock Received in Triangular Reorg
1. GOAL: Conform triangular reorgs with “drop down” reorgs.  
2. FTM RULE: P may increase its basis in its S stock by the new basis (assets less liabilities) of T’s assets.
3. RTM RULE: P’s basis in T stock is adjusted by assuming T had merged into S in a FTM applying the FTM rules.


33. Unit 8-9 Carryover of Tax Attributes –TB483
a. General Rule – 381(a) CB334: In a tax-free liquidation of a subsidiary or reorg (other than B or E), the acquiring corporation succeeds and takes into account 26 attributes of T specified in 361(c).
i. Why Not  B or E? Acquired or recapitalized corporation remains intact and thus no carryover is necessary.
1. Triangular with “Substantially All” of T’s Assets Acquired: S is acquiring corporation and succeeds T’s attributes.  
b. Carrover Items – 381(c) – CB334
i. Earnings and Profits Deficits
1. RULE – 381(c)(2) CB335: Earnings and profits deficit inherited from Loss Corporation may not be applied against any earnings and profits of Profit corporation that existed prior to the acquisition.
a. THUS: Can only be used to offset post-acquisition earnings and profits. 
ii. NOLS
1. GENERAL RULE – 381(c)(1) CB334: T’s NOLs carry over to the aquirer
a. LIMIT: Can only be carried forward to taxable years ending after the acquisition date.  NO CARRY BACKS ALLOWED
2. EXTENSIVELY REGULATED By section 382 CB338.  
c. Pre-Acquisition Losses in General
i. Generally:  Taken against built in gain of another corp.  Very specific limitations of what you can do with the pre-acquisition gain.  Governed by 384 CB348.   
d. ANTI-ABUSE PROVISION – 269 CB257
i. RULE: Service can disallow any credit, deduction, or other allowance if principal purpose was avoidance of federal tax.  
1. COMMONLY: In the situation where a merger takes place only for tax benefits
2. ESSENTIALLY: Required a business purpose to a reorg.  We already know this.
3. REMEMBER! Cannot be PRINCIPAL purpose, can be ANCILLARY purpose!



34. Unit 9-1 Introduction to Corporate Divisions – TB499
a. General
i. Purpose of 355: Allows a corporation to make a tax-free distribution to its shareholders of stock and securities in one or more controlled subsidiaries.  
b. What Non-Tax Reasons Exist for a Divisive Reorganization?
i. Resolution of shareholder disputes;
ii. Insulation of one business from the risks and creditors of another business;
iii. Compliance with regulatory decrees
iv. In the Publically Traded World
1. PURE PLAY: Allow corporation to focus attention on a single line of business;
a. Economic Rationale: Specialization.  
2. Marketing: Increase market recognition of the value of a particular business.  
a. Market may fail to recognize the value of a particular corporation if its buried in a conglomerate.  
b. Studies: Seem to confirm both these points.  
v. Pay off debt or better position itself for acquisition by shedding undesirable assets
c. What are the Alternatives to a Corporate Division?
i. Sell the assets of an unwanted business;
ii. Sell the subsidiary’s stock;
1. Not Tax Efficient: Sale is generally taxed and distribution generally taxed.  
2. 355: Allows non-recognition and the subsidiary to declare large dividend and controlling corporation to take a dividends received deduction.  
iii. Tracking stock – pays dividend based on performance of a particular division
1. Doesn’t segment business unit however.  
d. Types of Divisions
i. ASSUME FOR THE FOLLOWING: A & B each own 50% of the stock of D corporation, which has separate winery and chicken ranching divisions
ii. Spin-Off
1. Diagram
[image: ]
2. Situation
a. To comply with new state regulations, D is required to separate the chicken and wine businesses.  D forms new corporation P contributing assets of chicken division.  D then distributes the stock of P pro rata to A and B.  
i. RESEMBLES – IF 355 FAILS: Spin-off involves a distribution of property to shareholders without surrender of stock, looks like dividend (301). 
iii. Split-Off
1. Diagram 
[image: ]
2. Situation
a. A & B wish to part company with A running winery and B running chicken business.  D again forms a new corporation, P, contributing the chicken assets to it.  D then distributes P stock B in complete redemption of her D stock.  A is now sole shareholder of D which now owns only the winery.  B is sole shareholder of P which owns the chicken business
i. ALSO POSSIBLE: If they did not want to split, D could have made a pro rata distribution of P stock in redemption of an appropriate amount of D stock.  
ii. RESEMBLES – IF 355 FAILS: Redemption because the shareholders have surrendered stock of D (302).  
iv. Split-Up
1. Diagram
[image: ]
2. Situation
a. To comply with new state regulations, D must terminate its corporate existence and divide up its two businesses.  D forms V corporation and P corporation contributing the winery assets to V and the chicken assets to P.  D then distributes the stock of the two new corporations pro rata to A & B in exchange for their D stock.  
i. RESEMBLES – IF 355 FAILS: Complete liquidation because D has distributed all of its assets and dissolved (331)  
e. Obtaining Tax-Free Status under 355
i. Purpose of 355 Non-Recognition
1. Congress intended to provide tax-free status to corporate divisions serving legitimate business needs.  These represent a mere change in form rather than a change in the economic substance of the holdings.  Essentially, no one has cashed out, just rearranged the holding mechanism.  
a. HOWEVER: It included safeguards to patrol against the bailout of earnings and profits.  
2. Examples of Prior Abuse
a. Example 1 – Bailing Out Earnings and profits 
i. X corporation has substantial earnings and profits and ample cash and securities.  A & B are X’s sole shareholders .
ii. X wants to distribute out cash and securities
1. NORMALLY: This would be treated as a dividend to the extent of earnings and profits.  A & B would not get a return of basis and taxed at dividend rates
iii. Potential 355 Bailout:  Form a subsidiary using cash and securities of X corp in exchange for new subsidiary’s stock.  X has the E/P and S has the cash and securities.
1. Next, execute a spin-off.  X distributes out S’s stock to A & B.  Now there is a brother-sister structure;
2. Distribute out the cash and securities from S.  No earnings and profits, therefore s/e treatment applies.
iv. NOTE: Because the dividend rate and capital gains rate are so close now - you don't see much of these games being played anymore.  Only worth fighting for the return of basis.
1. When Rates Expire: When the preferential dividend rates expire at the end of 2010 – witness the use of this device once again.  
b. Example 2 – Gregory v. Helvering – TB503
i. Essentially: Same facts as the example above.  Court cemented the substance over form principal here and claimed tax avoidance purpose poisoned the transaction.
1. REALITY: There was no business purpose and therefore the transaction failed under 355.  
2. NOTE: Tax avoidance is not the problem – there is always a tax-avoidance motive.  The issue is whether there is any business rationale.  
ii. Requirements to Satisfy 355 and Achieve Tax-Free Division
1. Is there a distribution of stock or securities?
2. Does the distribution meet the form of a spin-off, split-off or split-up?
3. Have all of the stock or securities of a controlled corp been distributed in the transaction? if not, has an amount constituting control under Code Section 368(c) been distributed, and does the retention of any stock or securities fail to suggest a tax avoidance motive?
a. BASICALLY: 80/80 rule.  
4. Does the transaction have a corp level business purposes?
a. Same: As the common-law requirement in acquisitive reorgs.  
5. Does the transaction constitute a device for bailing out E/P?
a. Device Factors – Bad Facts
i. Subsequent sale;
ii. Nature and use of assets (segregating out liquid assets looks fishy);
iii. Pro-rata distributions
1. Generally you are trying to separate ownership.  
b. Non-Device Factors
i. Strong business purpose for the transaction;
ii. If the distributing and the controlled corporations have no earnings and profits anyway;
iii. If the distribution would get sale or exchange treatment under 302 anyway.  
6. Does the transaction involve trades or businesses that have at least a five year history (and were not acquired in that 5 year period in any transaction where gain or loss was recognized or where control was acquired in a taxable transaction) and that remain active business after the transaction?
a. APPLIES: To both distributing and the controlled corporation.  
i. Parent Company = Distributing company;
ii. Subsidiary = Controlled Company.
b. PURPOSE: Avoid bailing out assets.  We want them to actually carry on the business.  
i. BE CAREFUL: 355(b) governs this requirement and it is a beast of a provision.  
c. PASSIVE BUSINESS: Disallowed under the regs.  Passive business includes
i. Business that merely collects rent on property while a management company takes care of the day-to-day affairs;
1. BUT NOT: A corporation that collects the rents and runs the properties on a day to day basis.  
ii. Corporation holding stocks and securities for its own account;
1. BUT NOT: A dealer in stocks and securities for others.
iii. ESSENTIALLY: Facts and circumstances determination.  Regs helpful for guidance.  
iv. BE CAREFUL! Both have to be ACTIVE.  Therefore you cannot split a passive business from an active one and take advantage of 355.  
d. TYPES OF DIVISIONS
i. Horizontal: Divisions are separated by function;
ii. Vertical: Divide up the assets and liabilities of a particular business.  
iii. BOTH: Are acceptable under this provision so long as they are active businesses that have been conducted for a sufficient period of time.  
e. BUSINESS EXPANSIONS WITHIN FIVE YEARS OF DIVISION
i. GENERALLY: If you can argue they are an expansion of the pre-existing business, then you will likely satisfy the continuing active trade or business requirement.
1. HOWEVER: If it is not considered an expansion, will be considered a new line of business and 355(b) will fail.  
f. CHANGE OF OWNERSHIP
i. Check regs – may break active business requirement (generally will do so).  
7. Is there COI?
a. RULE: Same 50% test as above but you examine the entire structure.  Subsidiaries can cash out so long as the resulting shareholders hold at least 50% proprietary interest. 
 


35. Unit 9-3 Tax Consequences to Parties of a Divisive Reorg
a. To Shareholders 
i. Gain/Loss RULE: Generally no gain or loss on the distribution of stock or securities of the controlled corporation unless boot is received.  355(a)(1)(4); 356(c)
1. Boot in Spin Off: Generally a 301 transaction
2. Boot in Split-Off or Split-Up: Have to determine if dividend or redemption.
ii. Basis RULE: Shareholders Adjusted Basis in all stock or securities of the parent held before + gain recognized by shareholder – boot received.
1. ALLOCATED: To all stock and securities shareholder retained and in proportion to their FMV.  

36. Unit 9-4 Assumption of Liabilities in Reorg Context Recap
a. Gain or Loss? – 357 CB324
i. Is it a good 368(a)(1)(D)/ 361 reorg?  (or in the alternative a good 351 transaction? (See Class 2, Unit 1-2))
1. If yes and if as part of the consideration the corp. assumes a liability of the transferor: (See Class 4 Unit 1-4)
a. Then:  Under 357(a):  the assumption of the liability is NOT treated as money or other property transferred from the corp to the transferor (“Boot”) & this is still a good 361/351
i. Exception 1:  357(b): if the principal purpose of the transferor regarding the assumption was 
1. (A) a purpose to avoid Federal income tax on the exchange OR 
2. (B) if not (A), was not a bona fide business purpose then the assumption will be boot (See Code Section 361(b) for treatment of boot in a reorg; See Code Section 351(b) for treatment of 351 boot); 
ii. Exception 2: 357(c): if the liabilities assumed exceeds the total of the adjusted basis of the property transferred then the excess is considered gain from a sale or exchange.  
1. UNLESS: 357(c)(3) if liabilities would have been deductible to the transferor when paid -  then the amount of liability is excluded for purposes of determining “liabilities assumed.” (unless the incurrence of the liability resulted in the creation of, or an increase in the basis of any property)



37. Unit 11-1 Introduction to S Corporations – TB687
a. Introduction 
i. POLICY RATIONALE: Provide small businesses the benefit of the corporate form without the sting of the double tax.  
ii. How Does it Do This?
1. Treatment similar to partnerships in the Subchapter K realm
2. THUS: Shareholder of an S corporation can offset their corporate losses with their personal income.  
iii. Why Pick S Corporation Over LLC?
1. Still a corporation – only taxing shareholders on income;
2. LLC is a pass through entity with potentially more challenging tax provisions;
3. S corporations are much less flexible than LLCs;
a. HOWEVER: They have existed much longer and as a consequence there are a ton of them floating around. 
i. FAMILIAR: Treatment compared to limited LLC history.  
b. S Corporation Requirements – 1361 CB676
i. RULE – 1361(a): To be an S corporation, 
1. You must elect to be an S corporation and
a. ELECTION RULES: 
i. General RULE – 1362(a) CB682: An otherwise eligible corporation may elect S corporation status if ALL shareholders consent.  
ii. TIMING RULE – 1362(b): Election is effective as of the beginning of a taxable year or on or before the fifteenth day of the third month of the current taxable year.  
1. RETROACTIVE: Is only good if you were eligible during that period of time. 
2. YEAR BEGINS: Taxable year for a new corp starts when corp has shareholders, acquires assets, or begins doing business, whatever happens first.   
2. Must be a small business corporation under 1361(b)
ii. Small Business Corporation – 1361(b)
1. RULE: Must be 
a. A domestic corporation which is not an ineligible corporation; and which does not
i. INELIGIBLE – 1361(e)(2): 
1. Banks;
2. Insurance companies
b. Have NO more than 100 shareholders;
i. FAMILIES – 1361(c) CB678: Treated as one shareholder.  Generally considered family 6 generations is OK.  
c. Shareholders who ARE individuals, estates, trusts, or other certain tax-exempt organizations;
i. TRUSTS: Be careful, every beneficiary may be considered an individual shareholder.  Lots of regs in this area. 
ii. CANNOT BE SHAREHOLDERS
1. C corporations;
2. Partnerships;
3. Ineligible trusts; or
4. Nonresident aliens.  
iii. S Corporation Shareholders
1. Can have parent-subsidiary relationship so long as 100% owned.  
d. No shareholders who are non-resident aliens; and
e. Have only one class of stock.  
i. STOCK: All stock must have identical rights with respect to liquidation and distribution proceeds.
1. EXAMINE: Corporate charter, articles of incorporation, bylaws, applicable state law, and binding shareholders’ agreements.  
2. Voting Differences: Irrelevant.  
ii. Generally Acceptable:
1. Differences in salary or fringe benefits paid to employee-shareholders under compensation agreements;
a. PROVIDED: Not being used to circumvent the one class requirement.
2. Bona fide agreements to redeem or purchase stock at the time of death, divorce, disability or termination of employment;
3. Buy-sell, stock transfer, and redemption agreements;
a. PROVIDED: Principal purpose is not to circumvent one-class requirement AND purchase price is not significantly in excess or below FMV of stock.
i. ACCEPTABLE: Book value or at a price between book and FMV.
iii. DEBT INSTRUMENTS: Unless the debt safe harbor applies, any instrument, obligation or arrangement issues by corporation is a second class of stock if:
1. Constitutes equity under general tax principles; and
2. Principal purpose of using or entering into agreement is to circumvent liquidation and distribution rights of outstanding shares.  
a. CALL OPTIONS/WARRANTS: Likely impermissible second class if they are substantially likely to be exercised.  
iv. DEBT SAFE-HARBOR – 1361(c)(5)(B) CB679: Straight debt, which is any unconditional promise to pay on demand or on a specified date, a sum certain in money if:
1. Interest rate and payment dates not contingent on profits, borrower discretion or similar factors; 
2. The instrument is not convertible into stock; and
a. EQUITY KICKERS: Cannot be used.  Limits your available capital sources.  
3. Creditor is an individual (other than nonresident alien), an estate or trust that would qualify as S shareholder or is actively and regularly engaged in the business of lending money.  
a. SUBORDINATION: To other debt is irrelevant.
b. EXCESSIVE INTEREST: If interest is deemed excessive, the excess may be re-characterized as payment.   
4. THUS: Even if the instrument would be equity under tax principles, will be OK here if it fits into the safe harbor.   
c. Failing or Terminating the S Corporation Requirements
i. RULE – 1362(d) CB683: S corporation status will be blown and corporation will be considered a C corporation the day ager the disqualifying event.  
1. Timeframe: If you blow the S corporation status, will be considered an S corporation for part of the year with one shareholder level of tax and a C corporation for the rest of the year with double tax.  
2. Reelection of S corporation Status – 1362(g): Must wait 5 years to reelect if you blow the S corporation status
a. EXCEPTION – 1362(f) CB685: May rectify  the blown S corporation status if you can show inadvertent termination
i. HIGH BURDEN: Success unlikely, have to show the ineligibility occurred without knowledge of the corporation.  
ii. Revocation – 1362(d)(1)(B) CB683
1. RULE: Election may be revoked if shareholders holding more than one-half of the corporation’s shares (including nonvoting shares) consent to the revocation.  
a. TIMING: May specify a prospective date.  If not specified
i. On or Before 15th Day of 3rd Month: Effective for full taxable year; else
ii. Next Taxable Year
iii. Terminating Events – 1362(d) CB683
1. Requirement Failure 
a. Exceeding 100 shareholders;
b. Issuance of a second class of stock; or
c. Transfer of stock to ineligible shareholder. 
2. Passive Income Violations – 1362(d)(3) Issues
a. RULE: S corporation status will terminate if for three consecutive years the corporation’s passive investment income exceeds 25% of its gross receipts and corporation has C earnings and profits.  
i. EXAMPLES: Royalties, intellectual property, dividends, etc.
ii. ONLY AN ISSUE: If corporation was ever a C corporation. 
1. THUS: Bylaws often specify that corporation has always been an S corporation.  

38. Unit 11-2 Treatment of the Shareholders of an S Corporation – TB700
a. Generally
i. Treatment: S corporation is treated much like a partnership for tax purposes.  Taxes are determined at the entity level and passed through to the shareholders.  
b. Treatment RULE – 1363(b) CB686: S corporation is treated as an individual for determination of gross income, however
i. Individual Exemptions: Personal exemptions, alimony, medical, moving and other personal expenses not allowed to be taken.  
ii. C Corporation Benefits: Dividends received deduction not allowed 
1. HOWEVER: Organizational expenses can be amortized under 248.
iii. Charitable Contributions: Not subject to the 10% limit of corporations, rather the contributions are passed on to individual shareholders.  
c. Character of Income
i. General RULE: Character of income is determined at the S corporation level and allocated to the shareholders on a pro rata on a daily basis.  
1. Breakup of Income 1366(a) CB687: Wherever it makes a difference, S corporation must break up its income in that fashion.  E.g. interest expenses have to be recorded separately.  
a. ESSENTIALLY: Anytime it could make a difference to an individual it must be separately reported – BUCKETS METHOD
i. 1231 Gains/Losses;
ii. Capital gains/losses;
iii. Dividends taxes at net capital gain;
iv. Interest and other portfolio income;
v. Tax-exempt interest;
vi. Charitable contributions;
vii. Investment interest;
viii. Foreign taxes;
d. When is an S Corporation Treated as an Entity
i. Filing a Return RULE – 6037: S corporation must file its own return, much like a partnership
ii. Computation of Items Derived from S Corporation: like deferral of recognition under 1033 involuntary conversion
iii. Deduction Limits: Often apply at the corporate level and the shareholder level.  
e. KNOW THIS - When do Shareholders Report S Corporation Income?
i. RULE – 1366(a)(1): Shareholders have to report income in the year the S corporation’s taxable year ends.  
1. S Corporation Permissible Tax Year: Calendar year unless there is a valid business reason otherwise.  
a. DEFERRAL: Generally not a valid business purpose.  Even when it is, only 3 months max.  
b. FISCAL YEAR: Results in a healthy deferral of any gains or an unfortunately delay in recognizing losses 
f. S Corporation Shareholders Basis in S Corporation Stock – TB702
i. General Rule 1367 CB689: Shareholders must:
1. : INCREASE BASIS: by their respective shares of income items;
2. : REDUCE BASIS: by losses, deductions, and non-deductible expenses which do not constitute capital expenditures and by tax-free distributions under 1368.
a. NOT BELOW ZERO!
ii. ORDERING RULES – FOLLOW THIS EXACTLY!
1. FIRST: Increased by current income items;
2. SECOND: Decreased by distributions;
3. FINALLY: Decreased by any losses for the year.  
a. RUN OUT OF BASIS? Then reduce the shareholder’s basis in any corporate indebtedness to the shareholder (but not below 0!)
i. After this – Recognize gain!
b. CORPORATE INDEBTEDNESS: Loans from shareholder to corporation.  
i. PERSONAL GUARANTEE? Split in authority as to whether this qualifies to increase basis in corporate investment.
1. Harris: NO
2. Selfe: YES
iii. RESTORATION OF BASIS ORDER
1. FIRST: Restore the basis of the indebtedness to the extent that it was previously reduced;
2. SECOND: Increase the basis of the stock.  
iv. TIMING:
1. RULE: At the end of the year or when shareholder disposes of the stock. 
g. Loss Limitations 
i. General Rule 1366(d) CB687: Amount of losses or deductions that may pass thru to shareholder is:
1. SUM: shareholder’s Adjusted Basis in the stock AND Adjusted Basis of any indebtedness of the corporation to shareholder.  
a. NOT ENOUGH BASIS?
i. RULE – (d)(2)(A): Can be carried forward indefinitely and treated as a loss in any subsequent year in which the shareholder has a basis in either his stock or debt.  
ii. TRANSFERABILITY: If stock is transferred to a spouse or former spouse incident to a divorce, loss or deduction can be carried forward indefinitely by them.  
39. Unit 11-3 Distributions to Shareholders of S Corporations – TB714
a. S Corporation WITHOUT Earnings and Profits 
i. RULE – 1368(b)(1) CB690: Distributions are treated as tax-free returns of capital up to the shareholder’s basis in his stock.  
1. EXCESS OF BASIS – (b)(2): Treated as gain from the sale/exchange of property.  Capital gain is the stock is a capital asset.  
2. NOTE: Virtually all S corporations do not have earnings and profits and therefore are governed here.  
b. S Corporation WITH Earnings and profits  - DO NOT WORRY FOR EXAM
i. WHEN AN ISSUE: When an S corporation has earnings and profits from its prior existence as a C corporation or it acquired them in a 381 transaction.  
ii. RULE: Any distribution by an S corporation with accumulated earnings and profits is treated as a tax-free return of capital to the extent that it does not exceed AAA.
1. AAA: Accumulated Adjustments Account – Represents the post-1982 undistributed net income of the corporation.  Begins at 0 and is increased and decreased annually in a manner similar to the adjustment of basis in shareholder’s stock.  
2. EXCESS OF AAA: Treated as a dividend to the extent of accumulated earnings and profits. 
3. BOTH AAA AND PROFITS EXHAUSTED: Treated as a recovery of basis then a gain from sale of property.
iii. RATIONALE: Allows an S corporation to make a tax-free distribution of the net income recognized during the S Corporation era which was already taxed at the shareholder level.  
c. Distributions of Appreciated Property by S Corporation – TB715
i. Shareholder Level
1. RULE: Same as any other distribution – shareholder gets the property at FMV (301(d) CB279)
ii.  Corporate Level
1. GAIN RULE – 311(b) CB292: S corporation recognizes gain as if the property had been sold to the shareholder at FMV.
a. LOSS PROPERTY RULE 311(a)(2) CB292: S corporation that distributes loss property cannot recognize any loss on the property.  
b. GAIN PASSES: To the distribute shareholder.  
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