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1. Introduction to a Corporation
a. Overview of Corporation Legal Attributes
1. Legal personality
2. Limited liability
3. Double Taxation
4. Separation of ownership and control
5. Liquidity
6. Flexible capital structure
 
2. Advantages / Disadvantages of a Corporation
	ADVANTAGES OF A CORPORATION
	DISADVANTAGES OF A CORPORATION

	Limited liability for shareholders
	Double taxation

	Ease of transferability of ownership (can usually sell shares)
	Corporate formalities must be adhered to

	Ease in raising capital 
	Expense of forming and running

	Stability and perpetual existence 
	 

	Flexibility in management and control
	 

	Conversion of public trading of stock (an exit strategy that contemplates a public offering or merger with a public company)
	 

	Executive compensation technique of stock options
	 


 
a. Comparison between Corporations and Partnerships
1. Generally, a partnership is a separate legal entity, but there is no double taxation (instead there is pass-through taxation) and no limited liability. It is usually partner managed. 
 
	ADVANTAGE OF A GENERAL PARTNERSHIP 
	DISADVANTAGE OF A GENERAL PARTNERSHIP 

	Ease of formation 
	Unlimited liability for the partners 

	Ease of doing business 
	Unstable business life 

	Flexibility of management control and profit sharing 
	Difficulty of transferring interests 

	Almost no separation of management and ownership 
	Difficulty raising capital 

	No double taxation (pass-through entity) 
	Issues with limiting partners’ authority 

	 
	Potential for tax liability to partners without distributions 


 
b. Comparison between Corporations and LLCs
1. An LLC is a separate legal entity, but there is no double taxation (instead there is pass-through taxation), limited liability. An LLC can be member managed or board managed.
 
	ADVANTAGE OF AN LLC
	DISADVANTAGE OF AN LLC

	Limited liability for members
	Complex and costly to form

	Flexibility of management control and profit sharing
	Difficulty of transferring interests

	No double taxation (pass-through entity)
	Difficulty raising capital

	 
	Potential for tax liability to partners without distributions 

	 
	Newer entity so less precedent


 
c. Comparison between C Corporations and S Corporations
1. This is a legal corporation that meets strict eligibility requirements. It has pass-through taxation treatment like partnerships and LLCs, but the taxation systems are not identical.
 
d. Preferential Capital Gains Rates
1. Historically the tax rate on dividends distributed to a shareholder was much higher than the tax rate on gain from the sale of stock.
 
e. The tax rate on gain from the sale of stock is called the capital gains rate because the gain is the result of the sale of a capital asset. 
 
1. Tax planners attempted to capitalize on this by “bailing out” corporate earnings at capital gains rates. They did so by distributing in a transaction that would be treated as a sale or exchange of stock, such as a redemption. Congress responded with anti-bailout rules that made sure that distributions that resembled a dividend would be taxed at the higher ordinary income rate.
 
2. But since 2003, the dividend tax rate and the capital gain tax rate have not been much different. This means a traditional bailout of corporate earnings is no longer a helpful strategy. This may be a viable strategy again one day if capital gains are taxed at a lower rate than dividends.
 
a. Nonrecognition
1. Nonrecognition provisions can be found in the Subchapter C rules from corporate formation to mergers and acquisitions.
 
b. A nonrecognition provision provides that certain gains or losses will not be realized now but will be realized later. In other words, the gain or loss is deferred. The idea here is that certain transactions are merely a change of form that results in continuity of investment.
 
1. For example, assume an investor has $100. If the investor purchases stock with the $100, the investor holds a proportionate interest in a company that at purchase should be worth $100. The investor has merely changed the form of what he had, and therefore we choose not to tax the investor on the contribution of the $100 to the corporation in exchange for the corporation’s stock.
 
1. Considerations Affecting Determination to Incorporate
2. Individual Income Tax Rates v. Tax Rates for C Corporations and the Double Tax Regime
1. Whether a C corporation is preferable to a pass-through entity may depend on whether the corporate tax rate is higher or lower than the individual tax rate.
 
b. Avoidance of Gain on Sale of Small Business Stock
1. If certain requirements are met, shareholders can exclude some or all of the capital gain on the sale of stock held for more than five years
 
c. The Deduction for 20% of Qualified Business Income From Pass-Through Entities
1. There is a provision that allows noncorporate taxpayers a deduction of 20% of their share of “qualified business income” from businesses conducted through partnerships, LLCs, S corporations, and sole proprietorships. The thought was to attempt to level the playing field between these business entities/sole proprietorship and corporations’ relatively new lower tax rate. In some cases, this consideration may push the choice of entity decision over to a choosing a pass-through entity.
 
d. The Bottom Line: After the 2017 Act, corporations are attractive because of the low corporate tax rate. However, there is still a second level of tax at the shareholder level. Therefore, there may still be a high tax cost for those businesses looking to make many distributions of earnings. Plus the 20% deduction on qualified business income from pass-through entity makes pass-through entities an attractive choice.
 
1. Pass-Through of Losses
1. A C corporation is not able to pass corporate losses onto its shareholders. It may deduct the losses itself and carry forward some of the losses as well. A pass-through entity generally would permit owners who materially participate in the business to deduct their losses currently, but there may be a limit. These deductions are delayed for passive investors.
 
2. Subchapter K v. Subchapter S  
1. LLCs, partnerships, and Subchapter S corporations are all pass-through entities for federal income tax purposes. However, Subchapter S corporations have strict requirements on ownership and capital structure that must be complied with. Some prefer S corporations because they are more comfortable with corporate structure. It is worth noting that foreign investors are not permitted to be S corporation shareholders.
 
3. State Tax Issues  
1. One should confirm with their applicable state because state tax considerations can play a part in entity selection. Some states subject LLCs to entity-level taxes, for example.
 
4. Employment Tax Considerations  
1. The employment tax rules are not applied uniformly as between the business entities. One should research the applicable rules to determine whether this makes a difference in a choice of entity analysis.
 
5. Existing Entities: Change of Form  
1. If an existing entity is forced to liquidate to change its form, that may trigger tax liability. One should think through the ultimate business objective and business entity to determine if this plays a part in the choice of entity selection.
 
6. Choice of Entity Trends  
1. Some predicted the demise of S corporations given the limited liability an LLC can provide without all of the requirements. However, S corporations have continued to increase. Partnerships and LLCs have also increased.
 
7. The Corporation as a Taxable Entity
1. Rates
1. IRC §11: The 2017 Tax Cuts and Jobs Act reduced the corporate rate to 21%. This was a decrease from the 35% tax rate for the most profitable companies before the 2017 Act.
 
8. Taxable Income of a Corporation
1. IRC §63: In the case of a corporation, taxable income is generally calculated using the same principles and Internal Revenue Code sections applicable to individuals that you learned in your basic Federal Income Taxation course. There are, however, a few key differences that include the following:
 
9. Certain Deductions won't apply
1. A corporation has no personal expenses because all of its expenses are incurred in the carrying on of its trade or business. Therefore, there is no distinction between “above the line” deductions (a deduction that a taxpayer can deduct from gross income) and “below the line” deductions (deductions that taxpayers subtract from their adjusted gross income, “AGI”). 
 
10. Since this is the case, many personal deductions, such as medical expenses, are not available to corporations.   
 
i. Also notable is IRC §212 that deals with deductions for expenses incurred for the production of income, maintenance of income-producing property, and for tax advice is limited to individuals. These deductions may fall under trade or business deductions for corporations.
 
a. Certain limits on deductions won't apply
i. Certain limits on deductions do not apply to corporations such as certain loss limits, certain bad debts limits, and certain expenses not motivated by profit. This is because these are limits on personal or non-business expenses.   
 
b. Corporations are also not subject to a cap on the deduction of state and local taxes. 
 
i. Certain limits aimed at individual tax shelter activities generally do not apply to corporations such as the at-risk limits, the passive loss limits, and limits on excess business losses.  
 
a. Certain Limits on Deductions are intentionally different
i. Limits on corporate charitable contributions are less than limits on individual charitable contributions. 
 
b. There are compensation deduction limits for high-level corporate executives of publicly traded corporations and certain companies with publicly traded debt.  
 
i. There are differences in the extent that a corporation can deduct capital losses against ordinary income and the time periods for the carrying of capital losses to other taxable years.
i. Corp can't offset capital losses against ordinary income.  Individuals can use $3K of capital losses to offset capital gains.
 
ii. Corporation gets DRD
i. Corporations may also be entitled to a dividends received deduction of varying percentages on dividends received from other corporations depending on the receiving corporation’s percentage ownership of the dividend distributing corporation. 
 
iii. Taxable Year and Accounting Method
i. Generally, IRC §441
a. Most C corporations can adopt either a calendar year or a fiscal year as their accounting period. Also, in general, C corporations are required to use the accrual method of accounting. In addition, IRC §267 regulates related-party transactions between the corporation and its shareholders.
 
iv. Credits
i. IRC §27 deals with foreign tax credits, IRC §§46-48 deal with the rehabilitation and energy credits, IRC §51 is the work opportunity credit, and IRC §41 is the credit for research expenditures
 
v. The Corporate Alternative Minimum Tax
i. The Tax Cuts and Jobs Act of 2017 repealed the corporate AMT for tax years beginning after December 31, 2017.
 
vi. Introduction to Multiple and Affiliated Corporations 
i. Generally, IRC §§1501-1504
a. IRC §1561 precluded splitting corporate income amongst multiple companies. It now only denies multiple accumulated earnings tax credits to a “controlled group of corporations.” Generally, a “controlled group of corporations” is a “parent-subsidiary controlled group” or a “brother-sister controlled group” under IRC §1563. The IRC also permits an “affiliated group of corporations” to treat the group as one corporation for tax reporting purposes. There is an 80% voting power and value standard to test corporate ownership of another corporation.
 
vii. Classifying an Entity as a Corporation
i. In general 
a. IRC §7701(a)(3)
a. The old classification system that applied to businesses formed before 1997 was based on state-law differences. It was abandoned in favor of a “check-the-box” system. The default is unincorporated entities are classified as partnerships unless the entity elects to be taxable as a C corporation. Check the Box Regulations, IRC §7701(a)(3), Treas. Reg. §§301.7701-1 through –3
 
viii. Corporations v. Partnerships 
i. IRC §7704classifies certain publicly traded partnerships as corporations for tax purposes. This was to prevent businesses from avoiding the C corporation double taxation regime and the S corporation requirements.
 
ix. Corporations v. Trusts
i. Trusts are governed under Subchapter J. Income is generally not taxed to the trust but is taxed to the recipient to the extent of the trust’s “distributable net income.” Treas. Reg. §301.7701-4(a), (b)
 
x. Common Law Doctrines
i. Sham Transaction Doctrine: A transaction that was really a sham will not be respected for tax purposes. Generally, a court must find that there was no business purpose other than tax benefits and no economic substance because no possibility of a profit exists.
 
xi. Economic Substance Doctrine: Tax benefits can be denied if there was no economic substance to the transaction other than the tax benefits.
 
1. Business Purpose Doctrine: A transaction that has a business purpose can be distinguished from one that is a sham or whose form does not match its substance
 
2. Step Transaction Doctrine: Courts may combine distinct transactions together to determine tax treatment. 
 
3. Substance over Form: Sometimes courts will go beyond the form of the transaction and look to the substance of it to determine the tax consequences.
 
a. Commissioner v. Bollinger
Facts: Shareholders created a corp to circumvent state usury laws that capped interest rates on nonocorporate borrowers.  Individuals were willing to pay higher rates, so they formed a corp and the bank lent to the corp.  Shareholders agreed to indemnify the corp for any losses.  Agreement was in place that corp had no responsibility to maintain property.  He then tried to take tax losses personally on his tax return and the IRS rejected this treatment stating the losses should be recognized by the corp, not the individual
 
Issue: Did lower courts err in holding that the corporations were merely agents for shareholders and should be disregarded for tax purposes allowing shareholders to take losses on real estate owned by the corporations? What rule should be applied?
 
Rule: A corporation is a merely an agent for shareholders with respect to a particular asset if:
1. it is set forth in a written agreement at the time the asset is acquired, 
2. the corporation functions as agent and not principal with respect to the asset for all purposes and 
3. the corporation is held out as the agent and not principal in all dealings with third parties relating to the asset.
 
Analysis: It is reasonable for the Commissioner to require unequivocal evidence of an agency relationship in the corporation-shareholder context to prevent tax evasion. However, arm’s length dealing between principal and agent and the payment of an agency fee is not required.  Here, agency is established because it was set forth in a written agreement at the time the assets were acquired, the corporation functioned as an agent and not principal with respect to the asset for all purposes and the corporation was held out as the agent and not the principal in all dealing with third parties relating to the asset. It is uncontested that the law attributes tax consequences of property held by a genuine agent to the principal; and we agree that it is reasonable for the Commissioner to request unequivocal evidence.
 
Conclusion: No, lower courts did not err in holding that the corporations were merely agents for shareholders. The shareholders were the true owners of the real estate for federal income tax purposes because although the corporation held title to the properties, the corporation was an agent for the shareholders.
 
4. Formation of a Corporation
a. Introduction to Section 351
1. Section 351 provides that no gain or loss shall be recognized if property is transferred to a corporation by one or more persons solely in exchange for its stock if the transferor or transferors of the property are in "control" of the corporation immediately after the exchange.
1. No gain or loss shall be recognized. This is not a discretionary provision—it is mandatory.
 
5. Thou shalt not recognize gain or loss. It works both ways—it applies to losses as well as gains. We're treating the transaction as entirely tax neutral. But understand, generally, we define the term “property” very broadly, almost anything will constitute property with certain well-defined limitations. Most notably, services are not “property” for this purpose
 
6. Section 351 applies both to transfers to newly formed and preexisting corporations provided that the transferors of property have control immediately after the exchange.
 
7. At the corporate level, Section 1032(a) provides that a corporation shall not recognize gain or loss on the receipt of money or other property in exchange for its stock
a. Section 351 applies to both sides of the transaction. One fundamental truth is that a corporation raising capital for its general operations is not taxable on that capital. So, the corporation is not taxed on the issuance of its own stock.
 
8. Section 351 is broad enough to embrace transfers of property by a group of previously unrelated persons--provided, of course, that the specific statutory requirements set forth below are met.
 
9. Why is 351 necessary when you have 1031?
a. When a 351 transaction occurs, transferors are giving up tangible physical property for an intangible ownership interest in a corporation, which by definition does not qualify as an exchange of like-kind properties, so §1031 won't help us here.
 
10. In enacting §351, Congress determined that taxing the parties on the formation of a corporation would discourage the formation of new ventures. 
 
11. Rather, Congress chose to encourage such activity by enacting §351. 
a. Section 351 is designed to apply in this specific context where the transfer of property doesn't have to be of like kind. Any property will do. So long as the transferors get back stock in the new corporation. And so long as those who are engaging in this transfer, when all the dust settles, wind up with at least 80% control.
 
12. Basic Requirements to Qualify for nonrecognition treatment under 351
a. One or more persons must transfer "property" to the corporation
1. One of the requirements of 351 is that property is contributed to the corp.  
1. Property has been broadly construed to include:
a. Cash
b. Capital assets
c. Inventory
d. AR
e. Patents 
f. Intangible assets
 
13. Section 351(d)(1) specifically provides, however, that stock issued for services shall not be considered as issued in return for property.
a. Inasmuch as the stock is compensation for those services, the tax consequences are properly determined under Section 61 and 83.
 
14. Section 351 limits the use of stock to compensate a transferor for services rendered or to be rendered. (citation 1.351.1(a)(1))
 
15. A service provider cannot be compensated with stock in a tax-free way—services are not property. A transfer of stock in exchange for property is taxable as compensation to the recipient of stock and will be characterized as ordinary income.
 
16. The pure service provider is not considered a transferor of property and may not be counted as part of the control group for purposes of qualifying the exchange under Section 351.
a. HOWEVER, if a person receives stock in exchange for BOTH property AND services, ALL of that shareholder's stock is counted toward the 80% control requirement.
 
17. Regulations provide that the stock will not be treated as having been issued for property if:
a. The primary purpose of the transfer is to qualify the exchanges of the other property transferors for nonrecognition and 
b. If the stock issued to the nominal transferor is "of relatively small value" in comparison to the value of the stock already owned or to be received for services by the transferor
 
18. In other words, the transfer does not qualify for nonrecognition if the value of property transferred is de minimis relative to the stock received for services.
 
19. Rev. Proc. 77-37 provides that the property transferred will not be considered to be of relatively small value IF
a. The FMV of the property transferred is equal to, or in excess of, 10% of the FMV of the stock already owned (or to be received for services) by the transferor
 
20. The transfer must be solely in exchange for stock of the corporation
a. Stock generally means an equity investment in the company, and in this context the term has presented relatively few definitional problems.
1. It does not include stock rights or warrants.
2. Debt securities received in a 351 transaction, along with all forms of nonsecurity debt do not qualify as nonrecognition property
 
21. Certain preferred stock with debt-like characteristics, labelled by Section 351(g)(2) as "nonqualified preferred stock" is treated as "other property" or "boot" rather than stock for purposes of 351 or 356 (relating to recognition of gain or loss on certain otherwise tax-free corporate acquisitions).
a. Nonqualified preferred stock is generally defined as preferred stock with any of the following characteristics:
1. The stockholder has the right to require the issuing corporation of a "related person" to redeem or purchase the stock
2. The issuer or a related person is required to redeem or purchase the stock
3. 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
4. The dividend rate on such stock varies in whole or in part with reference to interest rates, commodity prices, or indices.
b. Puttable (shareholder repurchase rights), callable (issuer had right to redeem), variable dividend rate
 
22. The effect of 351(g) is to treat debt-like preferred stock as boot, resulting in potential recognition of gain (but generally not loss) to the recipient under 351(b).
 
23. We're going to see that that word “solely” in exchange for stock does not mean exclusively.
a. A transaction in which any of the transferors receive not only stock, but also some boot, will not cause the transaction to fail, triggering full realization and recognition of gain on the transfer. 
b. Rather, only that portion of the gain realized equal to the value of the boot received will be taxed. 
c. In other words, only to the extent of the boot received will the spell of nonrecognition be broken. The balance of the realized gain will be preserved in the basis of the stock received, as adjusted to account for the addition of boot.
 
24. As was true in §1031, anything other than that which is the primary focus of the transaction is considered boot and, to the extent of its value, will trigger recognition of gain on the transfer.
 
25. The transferor or transferors, as a group, must be in control of the corporation immediately after the exchange
a. Control for purposes of 351 is defined by Section 368(c) as: 
1. The ownership of stock possessing at least 80% of the total combined voting power of all classes of stock entitled to vote; and
2. At least 80% of the total number of shares of all other classes of stock of the corporation.
 
26. The requisite control must be obtained by one or more transferors of "property" who act in concert under a single integrated plan.
a. To be a part of an integrated plan, the transfers need not be simultaneous.  It is sufficient that the rights of the parties are "previously defined" and the agreement proceeds with an "expedition consistent with orderly procedure"
b. More important than timing is whether the transfers are mutually interdependent steps in the formulation of carrying on the business.
 
27. The transferors of property must be in control "immediately after the exchange".  Momentarily control will not suffice if the holdings of the transferor group fall below the required 80% as a result of dispositions of stock in a taxable transaction pursuant to a binding agreement or prearranged plan.
a. But a voluntary disposition of stock, particularly in a donative setting, should not break control even if the original transferor of property parts with the shares moments after the incorporation exchange.
b. Ex: The gift of stock to D shortly after the transfer should not break the control of A and B even if the shares were given away moments after the initial transfer of property.
 
28. If the corporation issues more than one class of nonvoting stock, the service requires that the transferor group must own at least 80% of each class.
 
29. The transferors of property are in control of the corporation. Section 368 defines “control” by imposing an 80% test—80% of all voting power and at least 80% of the total number of shares of all other classes of stock.
 
30. Case Name: Intermountain Lumber Co. v. Commissioner
Cite: 65 T.C. 1025
 
Facts: Shook contributed a sawmill into S&W in exchange for stock.  Pursuant to a pre-arranged plan, Wilson then entered into an agreement with Shook to purchase his shares in exchange for cash and a guarantee on a loan between S&W and outside lender.  Shook and Wilson argued that this transaction did not qualify for non-recognition as Shook did not control the company after the transfer of property because there was a prearranged plan where his ownership would be reduced below 80%.  IRS argues that it does qualify for non-recognition, which would then decrease tax basis and depreciation.
 
Issue: Did the contribution of the sawmill qualify for non-recognition?
 
Holding: No, the court held that shook, as part of the same contribution transaction had relinquished the legal right to determine whether the keep the shares.  Shook was under an obligation, upon receipt of the shares, to transfer stock as he received principal payments.  Shook therefore did not own, within the meaning of 368(c ), the requisite percentage of stock immediately after the exchange to control the corp. as required by 351.
 
31. Rev. Rul. 2003-51: Parent drops assets into a sub1, sub 1 drops assets into sub2. To consecutive 351 transactions, was the control over the first transaction long enough.  Prearranged second drop down, as long as original transferor is still in control of the chain, the 351 on the first contribution is not blown by the second 351 contribution.
 
a. Shareholder Basis and Holding Period
1. Section 358(a)(1) provides that the 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 corporation--an exchanged basis.   
1. The basis of the transferors (the new “shareholders”) in their new stock will be determined under §358 as the carried-over basis of the old property transferred, plus any gain recognized on the transfer, reduced by the fair market value of any boot received. Any boot received will take a basis equal to its fair market value at the time of receipt. The corporation will take a carried-over basis in the assets it receives in the transaction.
 
b. Section 1223(1) provides that where a transferor receives property with an exchanged basis, such as stock in a Section 351 exchange, the holding period of that property is determined by including the period during which he held the transferred property if the transferred property is: 
1. A capital asset or 
2. A Section 1231 asset;
 
c. If the assets contributed were not a capital asset or a 1231 asset, the transferor's holding period begins on the date of the exchange.
 
1. If a transferor contributes assets that qualify for tacked holding periods and those that don’t, the following Rev. Rul. Applies
1. Rev. Rul. 85-164 states that each share received in the exchange is considered to have a split holding period allocated in proportion to the fair market value of the transferred assets. B contributed land that represented one-third ($10K/$30K) of the total FMV of assets contributed. Thus, one-third of B’s shares will include the holding period during which B held the land. The other two-thirds of B’s shares will have a holding period that begins on the date of the exchange as inventory does not receive a tacked holding period.
 
2. Tax Consequences to Transferee Corporation
1. Section 1032 provides that a corporation does not recognize gain or loss when it issues stock in exchange for money or property.
 
3. A corporation that receives property in exchange for its stock in a Section 351 exchange steps into the shoes of the transferor.  
 
4. Section 362(a) prescribes a transferred basis (i.e. the corporation's basis in any property received in a Section 351 exchange is the same as the transferor's basis, thus preserving the gain or loss inherent in the asset for later recognition by the corporation.
1. Section 1223(2) provides that if the property has a transferred basis (also known as carryover basis) to the corporation, the transferor's holding period likewise will carry over.
 
5. There is a 362(e) election that can be made where basis is modified if there was BIL on the contribution.
 
a. Limitations on Transfer of Built-in Losses
1. If property with a net built-in loss is transferred to a corporation in a Section 351 transaction or as a contribution of capital, the transferee corporation's aggregate adjusted basis of such property is limited to the fair market value of the transferred property immediately after the transfer
1. The limitation is applied on a transferor by transferor basis rather than to an aggregated group of transferors.
 
b. If multiple properties are transferred in the same transaction, some with built-in gains and some with built-in-losses, the basis limitation rules only apply when there is a net built-in-loss. 
 
1. 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.
 
a. Treatment of Boot
1. Section 351(b) provides that if an exchange otherwise would have qualified under Section 351(a) 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 plus the fair market value of the other property received.
1. In other words: Section 351(b) provides that any gain realized by a transferor on an otherwise qualified Section 351(a) exchange must be recognized only to the extent of boot received.
 
b. Despite the presence of boot, however, no loss may be recognized under Section 351(b).
1. Section 351, like §1031, is not about letting you recognize losses so long as you continue to be largely invested in the same general type of investment.
 
c. Under §1031, the like-kind provision views the exchange of like assets as an inappropriate time to impose a tax due to the continuity of investment with no diversification. The taxpayer really hasn’t changed his position—or at least not sufficiently to justify taxation at that time. For this reason, losses are also not recognized so long as the taxpayer maintains the investment.
 
1. Example:
a. A contributes land with a basis of $120 and a FMV of $110 and B contributes cash of $100. In exchange, A and B each receive 100 shares of stock in the new corporation. In addition, A receives cash of $10. The cash received by A is boot.
 
2. Because A has no REALIZED GAIN on the transfer, the receipt of boot by A will result in no gain recognized. In fact, A has a REALIZED LOSS of $10 on the transfer (FMV received of $110 less basis of $120 = $10 of loss). Section 351 prohibits the recognition of loss on the receipt of boot. The loss will be preserved in the basis that A takes in his new stock:
 
Original basis given:              $120
Less FMV boot received:      ($10) 
New basis of stock:               $110
Thus, should A later sell the stock at a value of $100, the loss of $10 would be preserved until then in the basis assigned to the stock.
 
3. The issue presented when there is boot is that the transferor has cashed out his investment.  That goes against the policy of 351 where nonrecognition applies when the form of the investment is changed.
 
4. The shareholder may increase his basis in the stock, securities, and other property received by an amount equal to the gain recognized on the transfer.
a. The shareholder's basis in the "nonrecognition property" received from the corporation (i.e. the stock) equals 
a. the basis in the property transferred to the corporation, 
b. decreased by the fair market value of any other property and the amount of cash received, and 
c. increased by the gain recognized on the transfer.
 
5. Boot received will not equal gain recognized in situations where gain realized is less than boot received or there is BIL.
 
6. Boot takes FMV equal to basis.
 
7. At the corporate level, Section 362(a) provides that the corporation's basis in the property received on a 351 exchange is the same as the transferor's basis, increased by any gain recognized on the exchange.
 
8. Revenue Ruling 68-55 - Calculating Gain Realized & Recognized When Multiple Assets are Transferred to Corporation
a. When multiple assets are contributed to a corporation in a 351 transaction, the general rule is that each asset transferred must be considered to have been separately exchanged.
a. Thus, for purposes of making computations of gain realized under section 351(b) of the Code, it is not proper to total the bases of the various assets transferred and to subtract this total from the fair market value of the total consideration received in the exchange.
 
9. Rather, you compute gain realized on an individual asset basis and then recognize gain up to the boot received 
 
10. The asset-by-asset approach for computing the amount of gain realized in the exchange requires that for this purpose the FMV of each category of consideration received must be separately allocated to the transferred assets in proportion to the relative FMV of the transferred assets.  
 
	 
	Total
	Asset 1
	Asset 2
	Asset 3

	FMV of Asset Transferred
	110
	22
	33
	55

	Percent of FMV
	 
	20
	30
	50

	FMV of Y Stock received in Exchange
	100
	20
	30
	50

	Cash Received in Exchange
	10
	2
	3
	5

	Amount Realized
	110
	22
	33
	55

	Adjusted Basis
	 
	40
	20
	25

	Gain (loss realized)
	 
	-18
	13
	30

	Gain Recognized
	 
	0
	3
	5


 
11. X's basis in the corporation will be his exchanged basis of 40, 20, and 25, increased by the 8 dollars of gain recognized, decreased by boot received of 10.  So, basis is 83
12. Y's basis in the assets will be the adjusted bases in X's hands, increased by the gain recognized by X.  So, basis in Asset 1 is 40, Asset 2 is 23, and Asset 3 is 30
 
13. Timing of Section 351(b) Gain
If the boot is cash or other corporate property, the transferor recognizes any Section 351(b) gain immediately upon receipt of the boot. 
 
If the boot received is a corporate debt instrument, the code permits deferral of gain for installment boot received in a 1031 exchange and other corporate nonrecognition transaction
The regulations divide the exchange into two separate transactions:
A section 351(a) nonrecognition exchange to the extent of the stock received by the transferor and
An installment sale to the extent of the boot received.
 
Under these rules, a transferor can defer gain until payments are received on the corporate debt.
 
These regulations permit the transferor to immediately increase the basis in any nonrecognition property received (e.g. stock) by the transferor's total potential recognized gain, but they delay the corporation's corresponding Section 362(a) basis increase in its assets until the transferor actually recognizes gain on the installment method.
For purposes of determining a shareholder's basis in the nonrecognition property received in a Section 351/453 transaction, the regulations treat the shareholder as electing out of the installment method.
Thus, as stated above, the shareholder gets instant basis credit even though gain is not recognized.
 
Corporation's 362 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 recognized.
Rollercoaster basis.
 
To compute the portion of gain recognized, you apply the installment sales method under 453.  There, you compute (1) total gross profit as a percentage divided (2) total principal payments to be received on the sale and then multiply this amount by the proceeds received to compute gain recognized.
 
Applying the Bifurcation Approach
Basis in property transferred is first allocated to the nonrecognition stock received in the exchange, in an amount up to the fair market value of that property.
 
If the transferor's basis in the transferred property exceeds the FMV of the non-recognition property received, that excess basis is then allocated to the installment portion of the transaction.
 
Section 453 is then applied to the installment portion of the transaction.  
The total contract price would be the face of the note plus any other boot received.
The gross profit is the contract price less any excess basis allocated to the installment obligation
a. Gross profit ratio is normally 100% if the boot received is less than the realized gain.  This is because all basis is allocated to the non-recognition property and there is no "excess"
b. Divide #1 by #2 and that is your gross profit percentage to use to recognize gain when payments are received.
 
22. Assumption of Liabilities
a. A taxpayer who is relieved of debt in connection with the disposition of property must include in the debt relief in the amount realized even if the debt is nonrecourse.
 
23. Section 357(a) provides that the assumption of a liability by a transferee corporation in a Section 351 exchange will neither constitute boot nor prevent the exchange from qualifying under Section 351.
 
24. Rather than treating the debt relief as boot, the Code postpones the recognition of any gain attributable to the transferred liabilities.
a. This deferral is accomplished by Section 358(d) which reduces the basis in the stock received in the exchange by treating the relieved liabilities as "money received" by the transferor for purposes of determining the shareholder's basis.
 
25. Section 357 has two exceptions.
a. 357(b): "tax avoidance" exception.  
a. The assumption of a liability is treated as boot if the taxpayer's "principal purpose" in transferring the liability was the avoidance of federal income taxes or was not a bona fide business purpose.
b. If there is an improper purpose exists after taking into consideration the nature of the liability and the circumstances in the light of which the arrangement for the assumption or acquisition was made, all the relieved liabilities, not merely the evil debts are treated as boot.
c. These issues can be avoided if corporation gets a loan and distributes cash to the shareholder as boot.  Will trigger some gain recognition but not all liabilities will be treated as gain.
d. Midnight loan example where you pull a loan--that will in effect be boot.
 
26. Section 357(c): Negative Basis Issues
a. If the sum of the liabilities assumed by the corporation 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.
 
27. The character of the Section 357(c) gain is determined by allocating the gain among the transferred assets in proportion to their respective fair market values.
 
28. This exception prevents the issue of negative basis.  If this provision did not exist, 357(a) would require a transferor to take basis below zero.
 
29. Exception to 357(c):
a. 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 because any potential income would be offset by a corresponding deduction upon payment.
 
30. This is evidence if instead of transferring liabilities to the corporation, the transferor retained the liabilities and received additional cash from the corporation in exchange for the assets transferred.  The transferor would recognize gain per 351(b) but then could offset that gain by deductions when the expenses are paid with the cash received.  Thus, the Code allows an exception to 357(c) in these cases.
 
31. Case Name: Peracchi v. Commissioner
Cite: 143 F.3d 487 (9th Circuit)
 
Facts: TP needed to contribute additional capital to his closely held corporation.  He contributed two properties that were encumbered by debt and total debt exceeded the FMV of the properties by $500K.  So, he was looking at a 357(c ) potential gain.  To work around this, he contributed a promissory note amounting to $1.06M arguing that this note has basis and therefore, total basis contributed exceeded the liabilities.  Thus, there is no 357(c ) issue.
 
Issue: Does TP have basis in the note in order to preclude gain recognition?
 
Holding: The court held that this loan represents a significant investment in the corporation and TP was subject to economic exposure.  Thus, he was entitled to a step-up in basis to the extent he will be subject to economic loss if the underlying investment turns unprofitable.  The court held that the note was a valid asset of the corporation that would be within reach of the creditors to enforce.  
 
They compared this to the situation where TP would borrow from a bank of $1M, TP then contributes the $1M to the corp, and then corp could purchase the note for $1M.  In that case, there would be no argument that TP had basis.
 
By increasing the TP's personal exposure, the contribution of a valid, unconditional promissory note has substantial economic effects which reflect his true economic investment in the enterprise. Moreover, many states do not permit shares to be issued for an unsecured obligation.
 
32. Effect of Shareholder's Continuing Personal Liability
a. The tax court has consistently rejected the notion that transferred liabilities are excluded from Section 357(c) if the transferring shareholder remains personally liable for the debt.
 
33. Personal guarantees of corporate debt are not the same as incurring debt to the corporation. 
 
34. The court reasoned that the guaranty is not an economic outlay but merely a promise to pay in the future if certain events should occur.
 
35. Determination of Amount of Liability Assumed.
a. A recourse liability is treated as having been assumed if, based on all the facts and circumstances, the transferee has agreed to and is expected to satisfy the liability, whether or not the transferor is relieved of it.
 
36. Nonrecourse liabilities generally are treated as having been assumed by a transferee who takes an asset subject to the liability, except the amount is reduced by the lesser of:
a. The amount of such liability which an owner of other assets not transferred to the transferee and also subject to such liability has agreed with the transferee to, and is expected to, satisfy
b. The FMV of those other assets.
 
37. Planning Tips
a. It has been suggested that Section 357(c) problems could be avoided, at least with respect to recourse debt, if a shareholder who transfers encumbered property to a controlled corporation enters into an agreement with the corporation providing that the shareholder will satisfy the debt.
 
38. This strategy would be an alternative to contributing a note to the corporation in the amount of the potential Section 357(c) gain.
 
39. Blow up 351 to recognize a loss or take a basis step up (hempt brothers)
a. Break control
b. Structure as a sale
 
40. Incorporation of a Going Concern Business
a. Case Name: Hempt Borthers, Inc. v. US
Cite: 490 F.2d 1172 (3rd Circuit)
 
Facts: Cash method partnership transferred all its assets, including some zero basis AR to a newly formed corp in exchange for all the corporation's stock.  IRS contested that these receivables has zero basis and would be income to the corporation when collected.  Corporation contended that the receivables were not property within meaning of Section 351 and that their transfer to the corporation was an assignment of income by the partnership.
 
Issue: Whether AR is property within Section 351 and whether the assignment of income doctrine overrules 351.
 
Holding: The court holds that AR is within the scope of 351 and the term property is intended to construed broadly.  The court then held assignment of income doctrine, which is judicially created, would normally work in this case, but this doctrine must give way to the broad congressional intent in this case of facilitating the incorporation of an ongoing business.  
 
Accounts receivable of a cash method taxpayer have not yet been received and therefore have not yet been taxed to the transferor who is transferring them to the new corporation. While this may look like an assignment of income problem, this scenario has generally not been treated as a taxable event under §351, which views the receivables as “property” within the scope and intent of the nonrecognition provision. See, Hempt Brothers, Inc. 
 
Accounts receivable of an accrual method taxpayer have already been taxed to the transferor and have a basis equal to the amount already taxed, and therefore pose no additional complexity on transfer to a new corporation.
 
41. Revenue Ruling 95-74
Congress concluded that including in the 357(c)(1) determination liabilities that have not yet been taken into account by the transferor results in an overstatement of liabilities of the transferor because the transferor has not received the corresponding deduction or other corresponding tax benefit.
To prevent this result, congress enacted 357(c)(3)(A) to exclude certain deductible liabilities from the scope of 357(c) as long as the liabilities had not resulted in the creation of, or an increase in, the basis of any property
The same principle applies to liabilities that give rise to capital expenditures.
Thus, liabilities that are not included in the determination under 357(c)(1) also are not included in the 358 determination of the transferor's basis in the stock received.
 
Liabilities assumed by a transferee in the 351 exchange described above are deductible by the company as a business expense under 162 or are capital expenditures under 263 as appropriate.
 
The IRS stated that the rationale for excluding deductible liabilities from the scope of §357(c) was to prevent a transferor from recognizing gain when the transferor has not received a corresponding deduction or other tax benefit
 
Receivables and Payables
When there is a valid business purpose for the transfer of receivables and payables on the incorporation of a going business, the Service's position is that the transferee corporation (and not the transferor) must report the receivables in income as they are collected and deduct the payables when they are paid.
a. If there is a tax avoidance purpose for the transaction, the IRS will apply the assignment of income doctrine and require the transferor of such receivable to include it in income when received by the transferee corporation.
 
45. Rooney v. US: A farming operation was incorporated in a transaction described in 351(a) after the expenses of the crop had been incurred, but before the crop had been sold and income realized.
a. The 9th Circuit held that the expenses could be allocated under section 482 to the corporation, to be matched with the income to which the expenses related.  Similar adjustments may be appropriate where some assets, liabilities, or both, are retained by the transferor and such retention results in the income of the transferor, transferee, or both, not being clearly reflected.
 
46. Accounts payable of a going concern represent payment obligations that arose prior to the formation of the new corporation and which will now be assumed and paid following the transfer. While this may resemble other circumstances resulting in debt relief income (see, discussion of §357(a) and (c), above, as discussed, §357(c)(3) expressly carves accounts payable, to the extent they would generate a deduction when paid by the new corporation from the definition of “liabilities” for purposes of taxing the excess of liabilities over basis on contribution. 
 
47. If the transferor is an accrual method taxpayer, no deduction will be allowed to the new corporation because the deduction was already accrued by the transferor. However, because the transferor, as an accrual method taxpayer, has also already included all accounts receivable in income, the transferor would have a basis in those receivables, likely avoiding any impact under §357(c)(3).
 
48. Absent evidence of tax avoidance or distortion of income, the Service permits a corporation to claim a deduction under §162 when it pays the assumed accounts payable. See Rev. Rul. 80-198, and cf. Rev. Rul. 95-74, which holds that the transferee steps into the shoes of the transferor as to the treatment of assumed contingent liabilities.
 
a. Tax Benefit Rule
1. The traditional and most common formulation of the rule was that when there was recovery by a taxpayer of an item he deducted in an earlier year, the taxpayer must recognize income to the extent that the prior deduction gave him a tax benefit.
 
b. If an amount has been deducted and a later 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.
 
1. Ex. TP buys 1K of supplies and expenses the supplies that are used in the business.  TP then contributes the supplies to a corp in a 351 transaction and receives 1K of stock, an event has occurred that is inconsistent with the presumption upon which the earlier deduction was based.  
1. Taxpayer benefits from the deduction and ALSO uses the property to obtain stock in the corp.  This is effectively double counting and represents the "inconsistency" the tax benefit rule is going after.
 
2. Supplies of relatively low value are generally deducted upon acquisition on the assumption that they will likely be consumed within that period. If they are instead contributed by a going concern to a newly formed corporation, the question is whether the receipt of stock in exchange for those supplies represents a fundamentally inconsistent event triggering the tax benefit rule. 
 
3. Under the tax benefit rule, when an amount has been deducted and a subsequent event arises that is fundamentally inconsistent with the premise on which the prior deduction was based, the earlier deduction must be reversed by the recognition of income in an offsetting amount. Whether or not the tax benefit rule applies to override §351 is an open question, but must be considered when there are previously deducted items being transferred as part of a §351 transaction.
 
a. Depreciation Recapture
1. Recapture is an issue in any transaction involving the transfer of previously depreciated assets. Generally, §1245, applying to tangible personal property, will result in the immediate recognition of any realized gain to the extent of the prior depreciation taken and that gain will be characterized as ordinary income. However, in keeping with the theme of primary nonrecognition under §351, §1245 provides exceptions for nonrecognition provisions generally, and §351, specifically.
 
b. Collateral Issues
1. Contributions of Capital
1. When a shareholder transfers property to a corporation and does not receive stock or other consideration in exchange, the transaction is a contribution of capital.
1. The shareholder may increase the basis in her stock by the amount of cash and the adjusted basis of any contributed property.
2. Contributions to capital by shareholders are excludable from the gross income of the transferee corporation.
3. The corporation's basis in the property received as a nontaxable shareholder contribution is the same as the transferor's basis
 
c. Taxable contributions to capital by non-shareholders include:
1. Any contribution in aid of construction or any other contribution from a customer or a potential customer
2. Any contribution by a governmental entity or civic group
 
d. If a sole shareholder transfers property to a corporation, or if all shareholders transfer property in the same proportion as their holdings, the issuance of new stock has no economic significance.  
1. Issuing stock in these circumstances is a meaningless gesture and consequently courts have held that such transfers are constructive 351 exchanges.
 
e. Controlling shareholders do not recognize a deductible ordinary loss when they surrender part of their stock without receiving cash or property in return and retain voting control of the corporation.
1. Commissioner v. fink--this is a contribution of capital
 
f. Intentional Avoidance of 351
1. Section 351 is not an elective provision, it applies whenever the requirements are met
2. One potentially successful avoidance strategy is to break control after the exchange by a prearranged disposition of more than 20% of the stock.  Another possibility is to structure the incorporation transfer as a taxable sale rather than a 351 exchange.
 
g. Organizational and Start-Up Expenses
1. Corporations may elect to deduct currently up to 5K of these "organizational expenses" in the taxable year in which they begin business.  But, this 5K maximum is reduced by the amount the expenses exceed 50K.
1. So if you incur $55K, then you capitalize and amortize the whole amount.
 
h. Organizational expenses that are not currently deductible must be amortized over 180 month period beginning with the month in which the corporation begins business.
1. A similar rule exists for start up expenses.
 
i. Organizational expenses are:
1. Incident to the creation of the corporation
2. Chargeable to capital account
3. Of a character which, if expended to create a corporation having a limited life, would be amortizable over that life.
 
j. Examples:
1. Legal fees for drafting the corporate charter or bylaws
2. Fees to the state of incorporation
3. Necessary accounting services
4. Excluded are:
1. Costs of issuing or selling stock
2. Expenditures connected with the transfer of assets to the corporation
 
k. Start-up expenses are amounts that the corporation could have deducted currently as trade or business expenses if they had been incurred in an ongoing business.
 
1. Certain items are considered as expenses of the shareholders and, they may neither be deducted nor amortized by the corporation.
 
2. If the corporation makes the §248 election, the expenses for drafting the incorporation documents are deductible (up to $5,000 but subject to reduction if total organizational expenditures exceed $50,000), with any non-deductible portion amortizable over 180 months. Reg. §1.248-1(b)(2).
 
3. Shareholder expenses: These are costs of acquiring the specific assets and must be added to the basis of the property with respect to which they are incurred. See Reg. §1.248-1(b)(3)(ii).
 
4. Capital Structure Issues
a. Shareholder v. Lender Roles
	ASPECT
	SHAREHOLDER
	LENDERS

	Role in general
	Shareholders contribute capital to the corporation in exchange for stock.
	Generally, lenders provide the corporation with funds in exchange for a contractual promise to repay plus interest.

	Motivation for relationship
	There may be the expectation of firm’s earning in the form of dividends or the expectation of increased value in their stock.
	Lenders have a contractual relationship with the corporation in order to ensure they receive the benefit of their bargain which usually includes interest payments on the amounts loaned.

	Management role in corporation
	Shareholders elect directors and vote on major corporate decisions.
	Lenders have no formal management role other than what they’ve contractually bargained for in order to ensure the corporation can repay principal and interest payments.

	At liquidation of the corporation
	Shareholders receive corporate assets after all other claims are satisfied.
	Lenders receive their principal and the totality of the benefit of their bargain at the “maturity” of the loan. A corporate liquidation will generally contractually trigger this. In general, Lenders/Debt is paid before Shareholders/Equity receive any profits or return of their investment at liquidation.


 
5. Tax Consequences of Debt and Equity:
a. Historical Tax Bias in Favor of Corporate Debt Financing
i. The principal tax advantage of issuing debt as opposed to equity has been the avoidance of the "double tax".
1. Even though most dividends qualify for a preferential rate, they still are includable in a shareholder's income and are not deductible by the corporation.
a. The earnings represented by these dividends are thus taxed at both the corporate and shareholder levels.
 
6. Interest paid on corporate debt, while also includable in the recipients income, generally has been fully deductible to the corporation.  
a. Thus, the returns to investors are made with tax deductible dollars
b. Statute
Section 163(a)
(a) GENERAL RULE
There shall be allowed as a deduction all interest paid or accrued within the taxable year on indebtedness.
 
7. Repayment of debt is a tax-free return of capital.  Difference between repayment amount and principal balance is capital gains.
a. By contrast, when a corporation redeems or repurchases stock (which may seem like the repayment of debt), the whole repurchase amount may be treated as a dividend.
 
8. May need to classify investment as equity to receive nonrecognition treatment under 351
 
a. Corporations have incentives to structure investments as equity in order to get the dividends received deduction.
 
b. 163(j): Limitation on Deduction of Business Interest
a. Statute:
(j) LIMITATION ON BUSINESS INTEREST
 
(1) IN GENERAL The amount allowed as a deduction under this chapter for any taxable year for business interest shall not exceed the sum of—
 
(A) the business interest income of such taxpayer for such taxable year,
(B) 30 percent of the adjusted taxable income of such taxpayer for such taxable year, plus
(C) the floor plan financing interest of such taxpayer for such taxable year.
     The amount determined under subparagraph (B) shall not be less than zero.
 
c. The Section 163(j) deduction cap is the sum of:
a. Business interest income for the taxable year
b. 30% of the taxpayer's adjusted taxable income
c. The taxpayer's floor financing interest (special category for retail car dealers).
 
d. Business interest disallowed under this provision may be carried forward indefinitely.  
 
e. Limitation applies to all business taxpayers, not just corporations, and it is applied after any other limitations, such as those requiring deferral or capitalization of interest expense in certain situations.
 
f. Business interest is any interest paid or accrued on indebtedness properly allocable to a trade or business.
a. It does not include "investment interest" which continues to be subject to its own set of limitations under Section 163(d).
b. Business interest income is interest income allocable to a trade or business.
 
g.  Adjusted Taxable Income (ATI)
a. ATI is defined as the taxpayer's taxable income computed without regard to:
1. Tax items not properly allocable to a trade or business
2. Any business interest expense or business interest income
3. The amount of any NOL deduction
4. The 20% deduction provided by Section 199A for QBI from pass-throughs
5. For tax years before 2022, deductions for depreciation, amortization or depletion
 
h. ATI is thus conceptually similar to what is known in accounting jargon as EBITDA
 
i. Small Business Exception:
1. Relief from the business interest deduction limitation is provided for "small businesses" which generally are taxpayers with average annual gross receipts not exceeding $25M for the three-year period ending with the prior taxable year.
 
ii. Other Limitations on the Corporate Interest Deduction
1. Limitations on Certain Acquisition Indebtedness
i. Section 279 disallows a deduction for interest on corporate acquisition indebtedness in excess of $5M
 
iii. Corporate acquisition indebtedness generally is debt incurred to acquire either stock in another corporation, or two-thirds of the assets of another corporation where:
1. The debt is subordinated;
2. The debt is convertible to equity or otherwise carries a feature to acquire equity of the issuer; and 
3. The issuer is either thinly capitalized (a debt-equity ratio in excess of 2 to 1) or its projected earnings do not exceed three times annual interest costs.
 
iv. Section 279 contains various excepted transactions, including acquisitions of less than five percent of the stock of another corporation, nontaxable transactions where there is already 80% control of the target, and acquisitions of foreign corporations.
 
v. Section 279 does not apply to debt issued to acquire stock of the issuing corporation.
 
a. Applicable High-Yield Discount Obligations
i. The issuer of an OID bond accrues and deducts the "spread" as interest over the life of the bond, even though the interest is not actually paid until maturity, and the lender (even if a cash basis taxpayer) includes OID in income over the life of the bond.
ii. Congress decided to defer the issuer's deduction until interest is actually paid in cash but continue to require the lender to recognize interest income as it accrues.
iii. The restrictions in section 163(e )(5) apply to an "applicable high-yield discount obligation" which is defined in Section 163(i) as an instrument with:
1. More than five-year maturity
2. A YTM that is five percentage points or more than the AFR in effect for the month in which the obligation is issued, and
3. Significant OID.
 
b. Interest Paid on Disqualified Debt Instruments
i. Section 163(l) generally disallows a deduction for interest or OID on a debt instrument which is payable in equity of the issuer or a related party or equity held by the issuer or a related party.  
ii. This is a PIK Bond
iii. Debt is generally considered payable in equity only if a substantial amount of the principal or interest is either:
1. Required to be paid or converted into such equity
2. Is required to be determined by reference to such equity
iv. 163(l) only disallows the issuer's interest deduction.  The holder still recognizes income as interest is accrued.
 
c. IRC §6043(c) that requires information reporting to the IRS if there is a recapitalization of a corporation or other substantial change in the capital structure of a corporation.
 
d. Debt v. Equity Classification
i. Common Law Standards
1. The Service may be unwilling to accept the TP's label of the form as controlling.  
 
e. To prevent tax avoidance through the use of excessive debt, the Service may recast a purported debt obligation as equity.
i. The impact of this recasting would be unpleasant.
1. An interest payment becomes a dividend
2. The corporation loses its deductions
3. When the note is repaid, the creditor finds himself in the role of a shareholder and the loan repayment may be a constructive dividend instead of a tax-free return of capital. 
 
f. Factors Relevant to Determine Debt v. Equity
i. Form of the Obligation:
1. Labels are hardly controlling, but the decisions provide some guidance for a corporation.
2. At a minimum, debt instruments should bear the usual indicia of debt:
a. An unconditional promise to pay
b. A specific term
c. Remedies upon default
d. A stated, reasonable rate of interest, payable in all events
e. Equity characteristics should be avoided
i. Ex: Payment is contingent on earnings or provides the holder voting rights
 
g. Indicia of Debt
i. Debt should bear the indicia of debt including a promise to pay, specific term, remedies for default, interest and should be payable in all events.
 
h. Debt to Equity Ratio:
i. The debt/equity ratio of a corporation is the ratio of the corporation's liabilities to the shareholders' equity.
 
i. The ratio has been used to determine whether a corporation is thinly capitalized.
i. Thin capitalization, in turn, creates a substantial risk that what purports to be debt will be reclassified as equity on the theory that no rational creditor would lend money to a corporation with such nominal equity.
 
j. The cases are inconsistent as to what constitutes excessive
i. For example, 3/1 is generally regarded as conservative, but a court has held it to be excessive.
ii. Ratios of 50/1 and higher have been held to be acceptable.
iii. Some cases apply different standards to different industries and others don’t use this factor at all.
 
k. Intent:
i. Some cases have turned on the intent of the parties to create a debtor-creditor relationship.
ii. Intent is not determined by a subjective inquiry.  The more reasoned decisions measure "intent" by objective criteria such as the lender's reasonable expectation of repayment, evaluated in light of the financial condition of the company, and the corporation's ability to pay principal and interest.
iii. Whether or not the parties are acting as debtor-creditor can play a role in this inquiry.
 
l. Proportionality:
i. In a closely held setting, debt held by the shareholders in the same proportion as their stock holdings normally raises flags for the Service.
ii. The rationale is that if the debt is held in roughly the same proportion as stock, the creditors have no economic incentive to act like creditors by setting or enforcing the terms of the so-called liability. 
iii. The following question has not been determined: Is proportionality, without other negative factors, sufficient in itself to convert the obligation into stock
 
m. Subordination:
i. If a corporation has borrowed from both shareholders and outside sources, the independent creditors frequently will require that the shareholder debt be subordinated to the claims of the general creditors.  
ii. Although subordination of inside debt would appear to be inevitable, if significant unsecured outside financing is desired, some courts have regard it as the smoking gun.  
iii. It is hard to tell a client that subordination is fatal per se.
1. The economic realities of closely held corporate life would suggest that is should not be determinative, but it grows in importance when combined with other negative factors such as thin capitalization, proportionality, and failure to pay dividends.
 
n. Case Name: Indmar Products Co, Inc. v. Commissioner
 
Facts: Stockholders have advanced funds to the company receiving a 10% return in exchange.  The advances were treated as loans from stockholders and monthly payments were made.  Corporation took interest expense deductions.  Notes were not documented.  Notes were payable on demand, had no maturity date or payment schedule, and had a fixed rate of interest.  Company then executed two credit lines with the shareholders that were payable on demand, no payment date, and 10% interest.  Repayments were made on demand by the stockholders based on their needs.  
 
Issue: Whether the advances made to the company by the stockholders were loans or equity contributions
 
Holding: The court found that these were debt.  
· Intent was debt, 
· interest rate was fixed and payments were made.  
· While there were no maturity dates, when advances are documented by demand notes with a fixed rate of interest and regular payments, the lack of maturity date and schedule of payments does not strongly favor equity.
 
· Hybrid Instruments
a. Statute: 26 U.S. Code § 385 - Treatment of certain interests in corporations as stock or indebtedness
(a)Authority to prescribe regulations
The Secretary is authorized to prescribe such regulations as may be necessary or appropriate to determine whether an interest in a corporation is to be treated for purposes of this title as stock or indebtedness (or as in part stock and in part indebtedness).
 
(b)Factors
The regulations prescribed under this section shall set forth factors which are to be taken into account in determining with respect to a particular factual situation whether a debtor-creditor relationship exists or a corporation-shareholder relationship exists. The factors so set forth in the regulations may include among other factors:
(1)whether there is a written unconditional promise to pay on demand or on a specified date a sum certain in money in return for an adequate consideration in money or money’s worth, and to pay a fixed rate of interest,
(2)whether there is subordination to or preference over any indebtedness of the corporation,
(3)the ratio of debt to equity of the corporation,
(4)whether there is convertibility into the stock of the corporation, and
(5)the relationship between holdings of stock in the corporation and holdings of the interest in question.
 
(c)Effect of classification by issuer
(1)In general
The characterization (as of the time of issuance) by the issuer as to whether an interest in a corporation is stock or indebtedness shall be binding on such issuer and on all holders of such interest (but shall not be binding on the Secretary).
 
(2)Notification of inconsistent treatment
Except as provided in regulations, paragraph (1) shall not apply to any holder of an interest if such holder on his return discloses that he is treating such interest in a manner inconsistent with the characterization referred to in paragraph (1).
 
(3)Regulations
The Secretary is authorized to require such information as the Secretary determines to be necessary to carry out the provisions of this subsection.
 
· Section 385
a. Section 385 authorizes the Treasury to promulgate such regulations that are necessary and appropriate to determine for all tax purposes whether an interest in a corporation is to be treated as stock or debt.
b. Section 385(b) requires the regulations to set forth "factors" to be taken into account in determining whether a debtor-creditor relationship exists and specifies the following factors which may be included in the regulations
1. Form - whether there is a written unconditional promise to pay on demand or on a specified date a sum certain in money in return for an adequate consideration in money or money’s worth, and to pay a fixed rate of interest
2. Subordination to any indebtedness of the corporation
3. The debt/equity ratio
4. Convertibility into stock
5. Proportionality
 
· The regulations project
a. Congress amended section 385 to allow the Treasury to classify an interest having significant debt and equity characteristics as "in part stock and in part indebtedness"
b. Legislative history states that bifurcation may be appropriate where debt instruments provides for payments that are dependent to a significant extent on corporate performance, such as through 
1. Equity kickers
2. Contingent interest
3. Significant deferral of payment
4. Subordination 
5. Interest rate high enough to suggest significant risk of default
c. However, in recent regulations that were finalized in October 2016, the IRS' authority to bifurcate transactions into part debt and equity was removed.
 
· Section 385(c) provides that a corporate issuer's characterization of an instrument as debt or equity at the time of issuance shall be binding on the issuer and all holders of interest, but not binding on the IRS.
 
a. Character of Gain or Loss on Corporate Investment
a. Since equity and debt securities held by investors are usually capital assets, gain or loss on the sale of stock, bonds and other debt instruments generally is a capital gain or loss.  
 
b. Gain on Sale of Qualified Small Business Stock - Section 1202
a. To encourage long-term investment in smaller start-up companies, Section 1202 generally permits noncorporate shareholders who are original issuees of stock in a domestic C corporation to exclude from gross income 100% of their gain from a sale or exchange of "qualified small business stock" acquired after 9/27/10 and held for more than five years.
b. The exclusion is available to a shareholder for up to $10M of recognized gain per qualifying corporation.
c. To qualify, the issuer must:
1. Never had had gross assets in excess of $50M (including proceeds of the newly issued stock) before and immediately after the stock is issued
2. Meet certain active trade or business requirements
3. Not violate various other special limitations including restrictions on purchases by the corporation of its own stock.
 
c. Section 1045 is another valuable tax benefit which allows noncorporate shareholders to elect to defer otherwise taxable gain from a sale of a qualified small business stock held for more than six months by rolling over the proceeds into new qualified small business stock within 60 days of the sale.
 
d. Worthless Securities
a. Sole proprietors and shareholders in an S corporation may deduct the losses from their business operations as they are incurred if they materially participate in the activity. 
 
e. However, shareholders or creditors of a C corporation normally must be content to recognize a capital loss at the time their investment is sold or becomes worthless. 
a. If a loss results from the worthlessness of stock or debt evidenced by a "security" which is a capital asset, the calamity is treated as a hypothetical sale or exchange on the last day of the taxable year in which the loss is incurred. Section 165(g)
 
f. Debts Not Evidenced by a Security 
a. For noncorporate lenders, the tax consequences of losses sustained on a debt not evidenced by a security are governed by the bad debt deduction rules of 166.
1. Business bad debts are ordinary losses, while nonbusiness bad debts are artificially treated as short-term capital losses.
 
g. Section 166: Bad Debts
(a)General rule
(1)Wholly worthless debts
There shall be allowed as a deduction any debt which becomes worthless within the taxable year.
 
(2)Partially worthless debts
When satisfied that a debt is recoverable only in part, the Secretary may allow such debt, in an amount not in excess of the part charged off within the taxable year, as a deduction.
 
(d)Nonbusiness debts
(1)General rule
In the case of a taxpayer other than a corporation—
 
(A)subsection (a) shall not apply to any nonbusiness debt; and
 
(B)where any nonbusiness debt becomes worthless within the taxable year, the loss resulting therefrom shall be considered a loss from the sale or exchange, during the taxable year, of a capital asset held for not more than 1 year.
 
(2)Nonbusiness debt defined
For purposes of paragraph (1), the term “nonbusiness debt” means a debt other than—
 
(A)a debt created or acquired (as the case may be) in connection with a trade or business of the taxpayer; or
 
(B)a debt the loss from the worthlessness of which is incurred in the taxpayer’s trade or business.
 
(e)Worthless securities
This section shall not apply to a debt which is evidenced by a security as defined in section 165(g)(2)(C).
 
i. When a shareholder who is also an employee loans money to a closely held corporation and later is not repaid, an issue arises over whether the loan was made (1) as an investment or (2) in a trade or business carried on by the taxpayer.
1. The loss almost always is treated as a nonbusiness bad debt on the theory that the dominant motivation for making the loan was to protect the taxpayer's investment in the corporation rather than his employment relationship.
 
ii. Section 165(g): Worthless Securities
(1)General rule
If any security which is a capital asset becomes worthless during the taxable year, the loss resulting therefrom shall, for purposes of this subtitle, be treated as a loss from the sale or exchange, on the last day of the taxable year, of a capital asset.
 
(2)Security defined
For purposes of this subsection, the term “security” means—
 
(A)a share of stock in a corporation;
 
(B)a right to subscribe for, or to receive, a share of stock in a corporation; or (warrants)
 
(C)a bond, debenture, note, or certificate, or other evidence of indebtedness, issued by a corporation or by a government or political subdivision thereof, with interest coupons or in registered form. (evidence of the coupon payments is necessary, accruing interest is insufficient)
 
(3)Securities in affiliated corporation
For purposes of paragraph (1), any security in a corporation affiliated with a taxpayer which is a domestic corporation shall not be treated as a capital asset. For purposes of the preceding sentence, a corporation shall be treated as affiliated with the taxpayer only if—
 
(A)the taxpayer owns directly stock in such corporation meeting the requirements of section 1504(a)(2), and
 
(B)more than 90 percent of the aggregate of its gross receipts for all taxable years has been from sources other than royalties, rents (except rents derived from rental of properties to employees of the corporation in the ordinary course of its operating business), dividends, interest (except interest received on deferred purchase price of operating assets sold), annuities, and gains from sales or exchanges of stocks and securities.
 
In computing gross receipts for purposes of the preceding sentence, gross receipts from sales or exchanges of stocks and securities shall be taken into account only to the extent of gains therefrom.
 
a. Section 1244 Stock
i. It is virtually impossible for shareholders to avoid nonbusiness bad debt treatment if they sustain a loss in their creditor capacity.
ii. If certain detailed statutory requirements are met, an individual shareholder may (within limits) treat a loss from the sale, exchange or worthlessness of Section 1244 stock as an ordinary loss even if it might otherwise have been treated as a capital loss. 
 
b. Only individual taxpayers and partnerships (but not trusts or estates) who were original issues of the stock are eligible for ordinary loss treatment.
i. Donees, heirs, and other transferees of the original investor will continue to be limited to capital loss treatment under Section 165.
 
c. Section 1244 stock may be either common or preferred stock that has been issued for money or property
i. Stock issued for services thus does not qualify
 
d. To prevent the benefits of Section 1244 from extending beyond the small business community, its reach is limited to stock of a "small business corporation", a status achieved if the aggregate amount of money and other property received by the corporation for stock, as a contribution to capital and as paid-in surplus does not exceed $1M.
i. This determination is made at the time the stock is issued by the $1M cap includes both amounts received for the newly issued stock and any stock previously issued by the corporation.
 
e. Qualification under Section 1244 when the stock is issued does not automatically guarantee that an ordinary loss will be allowed when a loss is realized.
i. Section 1244(c )(1)(C ) also requires that, for the five taxable years ending before the year in which the loss was sustained, the corporation must have derived more than 50% of its aggregate gross receipts from sources other than passive investment income items.
a. If these losses had been incurred directly, they would get capital loss treatment, so the rule should not convert these losses to ordinary.
ii. If the loss is sustained before the corporation has a five-year measuring period, then the gross-receipts test is applied by substituting the taxable years ending before the date of the loss in which the corporation was in existence.
 
f. The aggregate amount that may be treated by the TP as an ordinary loss for any one taxable year may not exceed $50K or in the case of a married filing jointly couple--$100K.
 
1. Nonliquidating Distributions
a. Overview
i. Section 301 governs the amount and classification to corporate and noncorporate shareholders of distributions of property made by a C corporation with respect to its stock.
 
2. Under Section 301(c)(1), distributions that are dividends within the meaning of Section 316 must be included in gross income.
 
i. In order to prevent multiple taxation, corporate shareholders may deduct 50% (or sometimes 65% or 100%) of the dividends they receive.
 
ii. Most dividends received by noncorporate shareholders are taxed at preferential long-term capital gains rates.
i. The relevant portions of §1(h)(11) reflect that in order to be eligible for the preferential rates, a dividend must be received from a domestic or foreign corporation that meets certain requirements. Not all distributions that are properly treated as “dividends” will qualify, and will therefore be taxed as using the less favorable rates. Examples include credit union dividends, money market dividends, and dividends paid on certain hybrid corporate instruments that more resemble debt than equity, among others.
 
iii. IRC Section 1(h)(11) states,
(11) DIVIDENDS TAXED AS NET CAPITAL GAIN
(A) IN GENERAL
For purposes of this subsection, the term “net capital gain” means net capital gain (determined without regard to this paragraph) increased by qualified dividend income.
(B) Qualified dividend income For purposes of this paragraph—
(i) In general The term “qualified dividend income” means dividends received during the taxable year from—
(I) domestic corporations, and
(II) qualified foreign corporations.
(ii) Certain dividends excluded Such term shall not include—
(I) any dividend from a corporation which for the taxable year of the corporation in which the distribution is made, or the preceding taxable year, is a corporation exempt from tax under §501 or §521,
(II) any amount allowed as a deduction under §591 (relating to deduction for dividends paid by mutual savings banks, etc.), and
(III) any dividend described in §404(k).
(iii) Coordination with §246(c) Such term shall not include any dividend on any share of stock—
(I) with respect to which the holding period requirements of §246(c) are not met (determined by substituting in §246(c) “60 days” for “45 days” each place it appears and by substituting “121-day period” for “91-day period”), or
(II) to the extent that the taxpayer is under an obligation (whether pursuant to a short sale or otherwise) to make related payments with respect to positions in substantially similar or related property.
 
iv. Distributions that are not dividends are first treated as a recovery of the shareholder's basis in his stock, and any excess over basis is treated as gain from the sale or exchange of stock.
 
v. Section 316(a) defines a dividend as any distribution of property made by a corporation to its shareholders out of
i. Earnings and profits accumulated after February 28, 1913 (accumulated E&P) or
ii. Earnings and profits of the current taxable year.
 
vi. Section 316(a) also includes two rebuttable presumptions:
i. Every distribution is deemed to be made out of E&P to the extent it exists and
ii. Every distribution is deemed to be made from the most recently accumulated E&P
 
vii. In testing for dividend status, the regulations look first to current E&P, determined as of the close of the taxable year in which the distribution is made.
i. A distribution out of current E&P is thus a taxable dividend even if the corporation has a historical deficit. 
ii. Only when distributions exceed current earnings and profits must reference be made to the historical track record of the corporation.
 
viii. The dual focus in Section 316 on current and accumulated E&P may produce anomalous results because dividend status is determined by reference to the corporation's overall financial success rather than the gain or loss realized by a particular shareholder.
i. For example, the existence of accumulated E&P will cause a distribution to be classified as a dividend even if those profits were earned before the shareholder acquired his stock.
ii. This approach is defensible on practical grounds.
1. It would be difficult to determine precisely the corporation's E&P during the period that any particular shareholder held his stock.
2. The current scheme at least ensures that earnings will be taxed to some shareholder, even if that shareholder may not be the theoretically correct one.
3. The presumption that distributions are made out of a corporation's E&P to the extent they exist often eliminates the chore of tracing the source of a distribution and considerably simplifies the system.
 
ix. Qualified Dividends
i. Qualified dividends received since January 1, 2003 by noncorporate shareholders at the preferential long-term capital gains rates.  
1. These preferential rates have been implemented by including "qualified dividend income" within the definition of "net capital gain" in Section 1(h), which provides for the maximum rate on long-term capital gains for noncorporate taxpayers.
 
x. To be eligible for the reduced rates, a dividend must be received from a domestic or foreign corporation that meets certain criteria.
i. However, certain income items labeled dividends do not qualify for the rate reduction.
1. credit union and money market dividends
2. dividends paid on hybrid corporate instruments
3. Payments in lieu of dividends on stock that has loaned as part of a short sale transaction
 
xi. 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.  
i. Ex-dividend date is the first date on which a share with respect to which a dividend has been declared is sold without the buyer being entitled to the dividend.
 
xii. Earnings and Profits
i. IRC 316:
(a) GENERAL RULE For purposes of this subtitle, the term “dividend” means any distribution of property made by a corporation to its shareholders—
 
(1) out of its earnings and profits accumulated after February 28, 1913, or
 
(2) out of its earnings and profits of the taxable year (computed as of the close of the taxable year without diminution by reason of any distributions made during the taxable year), without regard to the amount of the earnings and profits at the time the distribution was made.
 
Except as otherwise provided in this subtitle, every distribution is made out of earnings and profits to the extent thereof, and from the most recently accumulated earnings and profits. To the extent that any distribution is, under any provision of this subchapter, treated as a distribution of property to which section 301 applies, such distribution shall be treated as a distribution of property for purposes of this subsection.
 
xiii. E&P is a measuring device used to determine the extent to which a distribution is made from a corporation's economic income as opposed to its taxable income or paid-in-capital.
 
a. This tax measure is similar to the concept of retained earnings.  
 
b. The traditional approach to computing E&P is to start with a corporation's taxable income and make adjustments that fall into the four broad categories below.  In general, the same accounting method used by the corporation to determine taxable income is employed in determining E&P.
 
c. Adjustments from TI to get to E&P
i. Certain items excluded from taxable income must be added back
1. Items that represent true financial gain but are exempt from tax, such as municipal bond interest, life insurance proceeds and federal tax refunds and otherwise excludable discharge of indebtedness income in E&P.
2. Contributions of capital and gains that are realized but not recognized for tax purposes (like-kind exchanges, 351 transfers, involuntary conversions under 1033) are not added back in computing E&P.
3. Items which represent financial benefit received by the corporation, but which are not taxable, will support distribution to shareholders in the future and therefore must be reflected in the computation of E&P.
 
d. Examples: life insurance proceeds, tax exempt municipal bond interest and federal income tax refunds.
 
i. Certain items deductible in determining taxable income must be added back
1. Certain deductions and benefits allowed in computing taxable income which do not reflect a real decrease in corporate wealth are not permitted or are restricted in determining E&P.
2. Examples:
a. A deductible item that involves no actual expenditure, such as the dividends received deduction under Section 342, must be added back to TI in determining E&P.
b. The depletion allowance must be based on the corporation's cost of the depletable asset, even if the corporation deducts percentage depletion in computing TI.
3. Certain items which are deductible in the computation of taxable income do not represent a reduction in the actual assets of the corporation and can therefore support distributions in the future.
 
ii. Examples: deductible items which require no actual expenditure of funds such as the §243 dividend received deduction; and excess allowable depletion deductions.
 
iii. Certain nondeductible items must be subtracted.
1. Some items not allowed as deductions in computing taxable income in fact represent actual expenditures that diminish a corporation's capacity to pay dividends.
2. These items reduce E&P.
3. Examples:
a. Federal income taxes paid during the year by a cash method corporation will reduce E&P
b. Meal and entertainment limitations
c. Charitable contribution limits
4. NOLs and capital losses in excess of capital gains reduce E&P in the year they are incurred.  In order to avoid a double tax benefit, they may not be carried back or forward in 
determining E&P.
iv. Those expenditures incurred by a corporation which are not deductible must be subtracted from E&P to reflect the fact that that asset value has left the corporation and will not be available to distribute in the future.
 
1. Examples: federal income taxes paid, expenses disallowed under §265 (relating to tax exempt income, losses disallowed under §267 (related party losses), and excess charitable contributions.  Net operating losses and capital losses in excess of capital gains reduce E&P in the year in which they are incurred.
 
i. Certain timing adjustments must be made
1. A corporation may not use the generally applicable accelerated cost recovery system (ACRS) of Section 168 in determining E&P.  Instead the cost of depreciable property must be recovered in computing E&P under the ADS and generally longer recovery periods than ACRS.
2. The corporation must increase its taxable income by the excess accelerated depreciation allowed for tax purposes under 168(k).
3. Additional E&P riming rules require a corporation to capitalize otherwise amortizable construction period interest and taxes and to amortize normally deductible mineral exploration costs and intangible drilling expenses over extended time periods.
4. Realized gains that are deferred for taxable income purposes under the installment sale method of Section 453 or by the completed contract method of accounting must be currently included in E&P.
5. For E&P purposes, gains on the sale of inventory must be reported under the standard FIFO method rather than LIFO.
6. Examples: E&P is computed using straight line methods of cost recovery rather than accelerated methods, over specifically prescribed (and generally, longer) cost recovery periods, expensed property under §179 must be amortized over 5 years, with similar rules applied to construction period interest and taxes, intangible drilling costs and otherwise deductible mineral exploration expenses.
 
ii. In addition, income realized but for which deferral is allowed, must be accelerated and included currently in computing E&P. For example, installment gains deferred under §453.  Moreover, income from operations must be computed using first-in-first-out (FIFO) inventory accounting rather than last-in-first-out (LIFO).
 
iii. There is no SOL on E&P issues.  If you cannot find out the answer, you must do a detailed re-computation.
 
a. Distributions of Cash
a. The amount of the distribution is simply the amount of money received by the shareholder.  
i. That amount is taxable as a dividend to the extent of the distributing corporation's current or accumulated E&P.
 
b. Amounts distributed in excess of available E&P are first applied against and reduce the basis of the shareholder's stock and, to the extent that they exceed the shareholder's basis, they are treated as gain from the sale or exchange of the stock.
 
c. The distributing corporation generally is permitted to reduce its E&P by the amount of money distributed, except that earnings and profits may be reduced as a result of a distribution only to the extent they exist.
a. Thus, while a deficit in E&P may result from corporation operations, a deficit may not be created or increased by a distribution.
 
d. When there are insufficient current E&P available to cover all cash distributions made during the year, E&P must be allocated to the distributions in order to determine dividend status under the following rules:
a. First, current earnings and profits, determined as of the end of the year, are prorated among the distribution using the following formula:
i. Current E&P allocated to distribution = Amount of distribution * (total current E&P / total distributions)
ii. This is only necessary when you have multiple distributions throughout the year that are larger than current E&P.
b. Next, accumulated E&P are allocated chronologically to distributions (i.e. on a first-come, first serve basis)
c. If the corporation has a current loss but has accumulated E&P from prior years, it will be necessary to determine the amount of accumulated E&P available on the date of the distribution.  Unless the loss can be earmarked to a particular period, the current deficit is prorated to the date of the distribution.
 
e. This “layer cake” approach to the taxation of distributions is set forth in §301(c)(1), (c)(2), and (c)(3), and is graphically represented as follows:
 
	TAX CHARACTERIZATION OF THE DISTRIBUTION
	TAX RESULT

	1) Dividend
§301(c)(1): as defined in §316
	Taxed at Dividend Rates
§1(h)(11)

	2) Return of Capital
§301(c)(2): the portion of the distribution that is not a dividend
	Not Taxable, Reduces Adjusted Basis of Shareholder’s Stock
§301(c)(2)

	3) Sale or Exchange of Stock
§301(c)(3): that portion of the distribution which is not a dividend, to the extent that it exceeds the adjusted basis of the stock, shall be treated as gain from the sale or exchange of property.
	Taxed at Capital Gain Rates
AR – AB = gain or Loss
AR ($ or FMV distribution) -AB (0) = capital gain §1001


 
f. Revenue Ruling 74-164
a. Proposed Distribution: X and Y corp pay shareholders a $15K dividend on July 1, 1971.
b. Situation 1: At beginning of 1971, X corporation has accumulated E&P of $40K.  It had an operating loss during the first six months of 1971 of $50K but had E&P for the full year of $5K.
i. $5K of the 15K distribution was made from current E&P and the remaining $10K was made from accumulated E&P.  The entire distribution is therefore a dividend.
 
g. Situation 2: At beginning of 1971, Y corporation had accumulated E&P of -$60K.  It had profits of $75K in the first six months of 1971.  E&P for the full year was $5K.
a. $5K of the 15K distribution was made from current E&P.  Since Y has no accumulated E&P, the remaining $10K reduces the shareholder's basis in Y corp and is a non-taxable return of capital.  If no shareholder basis remains, the distribution is treated as a sale or exchange with shareholders recognizing capital gain.
 
h. Situation 3: At beginning of 1971, X corporation has accumulated E&P of $40K.  It had an operating loss during the first six months of 1971 of $50K but had E&P for the full year of -$5K.
a. Accumulated E&P at 1/1 was $40K.  Total E&P for 1971 was -$5K.  -$2.5K is therefore allocated to the first half of the year and accumulated E&P for purposes of the distribution at July 1, 1971 is $37.5K.  The total distribution is $15K and therefore made from accumulated E&P.  E&P after the distribution is then $22.5K.  The second half of the E&P deficit is then allocated to the second half of the year which reduces E&P to $20K--the balance at the end of the year as well.
 
i. Situation 4: At beginning of 1971, X corporation has accumulated E&P of $40K.  It had an operating loss during the first six months of 1971 of $50K but had E&P for the full year of -$55K.
a. Accumulated E&P at 1/1 was $40K.  Total E&P for 1971 was -$55K.  -$27.5K is therefore allocated to the first year and accumulated E&P for purposes of the distribution is $12.5K.  Thus, $12.5K of the total distribution is made from accumulated E&P.  The remaining distribution is either (1) a return of capital to the extent of basis or (2) a sale or exchange.  E&P after the distribution is then $0.  The second half of the E&P deficit is then allocated to the second half of the year which reduces E&P to -$27.5K--the balance at the end of the year as well.
 
Relevant Statute and Regulations: Section 316(a) provides that the term "dividend" means any distribution of property made by a corporation to its shareholders out of its E&P accumulated after February 28, 1913, or out of its current E&P of the taxable year computed as of the close of the taxable year without diminution by reason of any distribution made during the year and without regard to the amount of earnings and profits at the time the distribution was made.
 
In the case of a deficit in E&P for the taxable year in which distributions are made, the taxable status of distributions is dependent upon the amount of E&P accumulated since February 28, 1913, and available at the dates of distribution.  In determining the amount of such E&P, Treas. Reg. 1.316-2(b) of the regulations provides, in effect, that the deficit in retained earnings and profits of the taxable year will be prorated to the dates of the distribution.
 
Return of Capital Distributions and Multiple Tax Lots: If a distribution is not a dividend, Section 301(c )(2) first requires a reduction in stock basis and, once basis is reduced to zero, Section 301(c )(3) treats the remainder of the distribution as gain from the sale of stock (usually capital gain).
A question has arisen whether the shareholder recovers aggregate basis before recognizing gain, or whether the distribution must be allocated pro rata to each share of stock.  The courts have settled that the distribution should be based on the consideration received by a shareholder in respect to each share of stock, notwithstanding designations otherwise.
 
k. Distributions of Property
a. Consequences to Distributing Corporation 
i. Background: The General Utilities Doctrine
1. In General Utilities & Operating Co. v. Helvering, a corporation, seeking to escape double taxation, distributed corporate property with a FMV of $1M and basis of $20K to the shareholders.  The shareholders then sold the property to the buyer on the same terms negotiated between the corporation and the buyer.  
2. Issue was whether the corporation owed a debt to the shareholders after declaring the dividend and the distribution of property was CODI which would trigger taxable income.
3. Court held that the corporation recognized no gain because the distribution was not a sale and the corporation did not discharge indebtedness with appreciated assets.
4. Despite this limited holding, it was long assumed that General Utilities stood for the broader proposition that a distributing corporation does not recognize gain or loss when it makes a distribution in kind with respect to its stock.
5. From a corporation perspective, the asset appreciation escaped tax a the corporate level, and a noncorporate shareholder took the asset with a FMV basis.
6. Congress ultimately codified General Utilities at Section 311(a)(2) which provides that a corporation generally does not recognize  gain or loss on a nonliquidating distribution of property.
a. The courts have stepped in though and applied the assignment of income doctrine and the tax benefit rule, and substance over form to override Section 311(a).
 
l. Corporate Gain or Loss
a. Section 311(b) turns the nonrecognition rule in 311(a)(2) on its head.
 
m. Section 311(b) states that if a corporation distributes appreciated property (other than its own obligations) in a nonliquidating distribution, it must recognized gain in the amount equal to the excess of the FMV of the property over its adjusted basis.
 
1. If the distributed property is subject to a liability or if the distributee shareholder assumes a liability in connection with the distribution, the FMV of the distributed property is treated as not less than the amount of the full liability.
 
2. The deceptive general rule of Section 311(a)(2) still applies, however, to disallow recognition of loss on a distribution of property that has declined in value.
 
3. This rule ensures that appreciated property may not leave corporate solution and take a stepped-up basis in the hands of the distributee shareholder without the imposition of a corporate level tax on the appreciation.
 
4. Thus, the General Utilities doctrine no longer applies to nonliquidating distributions of appreciated property.
a. In this new structure, the only vestige of the General Utilities Doctrine remaining in §311(a)(2) applies to disallow the recognition of loss on the distribution of property that has declined in value. Thus, distributions of appreciated property will trigger full recognition of gain to the distributing corporation and will be subject to tax.
 
5. Effect on the distributing corporation's E&P
a. Gain recognized by the corporation on the distribution naturally increases current E&P.  
 
6. Following a property distribution, the distributing corporation may reduce accumulated E&P under Section 312(a)(3) by the adjusted basis of the distributed property.  
a. On a distribution of appreciated property, this rule is modified by Section 312(b)(2) which provides that the earnings and profits reduction rule in Section 312(a)(3) is applied by substituting the fair market value of the property for its adjusted basis.  
 
7. Treat the transaction “as-if” the corporation sold the asset, then distributed the proceeds to the shareholder. Sections 311(b) and 312(b) now effectively recast the distribution of appreciated property as: 
a. a deemed sale of the asset by the corporation, triggering gain in the amount of any appreciation with the related increase in E&P, followed by ...
b. ... a deemed distribution of the proceeds of the sale, with a corresponding decrease in E&P for the full FMV of the asset “sold” in this hypothetical approach. 
 
8. Section 312(c) cryptically adds that proper adjustment shall be made for liabilities either assumed by the shareholder or to which the property is subject.  
a. Treas. Reg. 1.312-3 provides that the proper adjustment is a reduction in the Section 312(a)(3) charge to E&P for liabilities assumed or to which the property is subject.  This adjustment thus decreases the charge to earnings and profits and property reflects the fact that relief from the liability is an economic benefit to the distributing corporation.
 
9. Example
a. Newco distributes land (basis of $11; FMV of $20) to shareholder X. X takes the land subject to a mortgage of $16. At the time of distribution, Newco has AEP of $25.  
b. Newco has a gain of $9 on the distribution (the excess of FMV $20, over the basis of $11); 
c. Newco has E&P of $30 following this distribution (AEP of 25, increased by the gain on distribution of $9, reduced by the FMV of the property ($20), increased by the “proper adjustment” of the mortgage of $16; 
d. X has a dividend of $4 (FMV of the land is $20, reduced by the mortgage of $16).  
 
10. IRC 312: Section 312 governs the determination of E&P resulting from distributions made by corporations. 
(a) GENERAL RULE Except as otherwise provided in this section, on the distribution of property by a corporation with respect to its stock, the earnings and profits of the corporation (to the extent thereof) shall be decreased by the sum of—
 
(1) the amount of money,
(2) the principal amount of the obligations of such corporation (or, in the case of obligations having original issue discount, the aggregate issue price of such obligations), and
(3) the adjusted basis of the other property, so distributed.
 
(b) DISTRIBUTIONS OF APPRECIATED PROPERTY On the distribution by a corporation, with respect to its stock, of any property (other than an obligation of such corporation) the fair market value of which exceeds the adjusted basis thereof—
 
(1) the earnings and profits of the corporation shall be increased by the amount of such excess, and
(2) subsection (a)(3) shall be applied by substituting “fair market value” for “adjusted basis”.
For purposes of this subsection and subsection (a), the adjusted basis of any property is its adjusted basis as determined for purposes of computing earnings and profits.
 
(c) ADJUSTMENTS FOR LIABILITIES In making the adjustments to the earnings and profits of a corporation under subsection (a) or (b), proper adjustment shall be made for—
 
(1) the amount of any liability to which the property distributed is subject, and
(2) the amount of any liability of the corporation assumed by a shareholder in connection with the distribution.
 
i. Distributions of a Corporation's Own Obligations
1. The general gain recognition rule does not apply to distributions by a corporation of its own debt obligations.  
2. Thus, the eroded Section 311(a) continues to govern this situation.  
3. At the shareholder level, both the amount of the distribution and the distributee shareholder's basis are equal to the FMV of the obligation 
4. The distributing corporation's E&P are reduced by the principal amount of the obligation, or in the case of an obligation having OID, by its issue price.
 
ii. Consequences to the Shareholders
1. The amount of the distribution is the fair market value of the distributed property, reduced by any liabilities assumed by the shareholder or to which the property is subject at the time of distribution.
2. That amount is taxed under the principles in Section 301(c).  Dividend--return of capital--sale/exchange
3. The shareholder's basis in the distributed property is the FMV as of the date of the distribution.
 
iii. Section 301(d)Basis
The basis of property received in a distribution to which subsection (a) applies shall be the fair market value of such property.
 
a. Constructive Distributions
a. To avoid double tax, closely held C corporations have attempted to distribute earnings in a form that may be deductible at the corporate level. 
i. Examples:
1. Excessive compensation to shareholders or relatives
2. Expenses paid for personal benefits of shareholders (travel, entertainment, legal)
3. Excessive rent for corporate use of shareholder property
4. Interest on shareholder debt that in substance represents equity
5. Labeling a distribution as a loan to a shareholder
6. Bargain sales or rentals of corporate property
7. Interest free loans
 
b. If these payments are not what they purport to be (i.e. if they are not really salary, rent or interest, etc., or if they are primarily for the benefit of shareholders--they risk being reclassified by the Service as a constructive dividend.  In that event, the corporate level deduction will be disallowed.
 
i. Many decades of litigation between the IRS and taxpayers has taught us that the fact-specific nature of the intent behind these arrangements requires that we focus on substance over form.
 
a. Case Name: Nicholls, North, Buse Co. v. Commissioner
Cite: 56 T.C. 1225
 
Facts: There was a small business that was owned by H and C.  H was president and his two sons R and J worked at the company as well.  At issue was the accuracy of compensatory elements of R's use of Pea Picker III, a boat that was corporate property.  Service took the position that H was taxable on the purchase price of the property plus yacht expenses.
 
Issue:  Was there a constructive dividend?  Can the use of the yacht by J be imputed to his father R who was in control of the corporation to make the father the recipient of a constructive dividend.  Is the measure of the dividend the purchase price plus expenses or the FMV of the rental value.
 
Holding: The tax court held that there was a constructive dividend.  The yacht was used for business only 25% of the time so there may be a constructive dividend for 75% of use.  Then the court held that since R was in control of the corporation, they held that J's use could be imputed to R.  Then they held that 75% rental value of pea picker III for the period of use was a constructive dividend.
 
b. Anti-Avoidance Limitations on the DRD
a. Section 243 generally permits corporate shareholders to deduct 50% of dividends received from other corporations.
i. This deduction is increased to 65% if the corporate shareholder owns 20% or more (by vote and value) of the distributing corporation and to 100% for certain qualifying dividends if the payor and recipient corporations are members of the same affiliated group.
1. The term affiliated group is generally defined by reference to the rules governing affiliated corporations that file consolidated tax returns.
2. A qualifying dividend must be paid from accumulated or current E&P and the payor and recipient corporations are members of the same affiliated group.
 
c. Special Holding Period Requirements
a. Section 246(c ) states that a corporation must hold stock for more than 45 days during the 91 days beginning on the date which is 45 days before the stock goes ex-dividend
b. The 45 or 90 day period is tolled whenever the corporate shareholder diminishes its risk of loss with respect to the stock in any one of the several specified manners.
 
d. Extraordinary Dividends: Basis Reduction
a. Section 1059 provides that a corporate shareholder receiving an "extraordinary dividend" must reduce its basis in the underlying stock (but not below zero) by the amount of the non-taxed (deductible) portion of the dividend IF the corporation has not held the stock for more than two years before the dividend announcement date.
 
e. An extraordinary dividend is defined in terms of the size of the dividend in relation to the shareholder's adjusted basis in the underlying stock.
 
f. A dividend is extraordinary if it equals or exceeds certain threshold percentages
a. Five percent of the shareholder's adjusted basis in the case of most preferred stock
b. Ten percent of the adjusted basis in the case of any other stock.
 
g. All dividends received by a shareholder with respect to any shares of stock which have ex-dividend dates within the same period of 85 consecutive days are combined and treated as one dividend.  
 
h. The basis reduction required by Section 1059 is only for the non-taxed portion of an extraordinary dividend.
a. The nontaxed portion is the total amount of the dividend, reduced by the taxable portion (i.e. the portion includable in gross income after the application of the DRD)
b. If the nontaxed portion of an extraordinary dividend exceeds the shareholder's adjusted basis in the stock, any excess is treated as gain from the sale or exchange of property in the taxable year in which the extraordinary dividend is received.
 
i. Exceptions:
a. Certain distributions between an affiliated group of corporations that qualify for the 100% DRD under Section 243(b)(1) are not treated as extraordinary dividends.
b. Special relief is provided for qualified preferred dividends
 
j. Debt-financed portfolio stock
a. Game: shareholders borrow to acquire dividend paying stock.  Goal is to deduct interest paid on the debt and (2) get the DRD and create an arbitrage opportunity.
 
k. Section 246A shuts this down by reducing a corporation's dividends received deduction to the extent dividends are attributable to debt-financed portfolio stock.
a. A similar policy is reflected in Section 265(a)(2) which denies a deduction for interest incurred to purchase or carry tax-exempt municipal bonds.
 
l. If portfolio interest stock is entirely debt financed, Section 246A denies any DRD.  If it is debt financed by some lesser percentage, then that same percentage of the dividends received deduction is denied.
a. However, the reduction in the DRD may not exceed the amount of any interest deduction allocable to the dividend.
 
m. Stock is "debt-financed" if it is "portfolio stock" that is encumbered by portfolio indebtedness during a base period prescribed in the statute.
 
n. Portfolio stock is defined as any stock of a corporation unless the corporate shareholder owns either:
a. 50% of the total voting power and value of the corporation
b. At least 20% of the total voting power and value and five or fewer corporate shareholders own at least 50% of the voting power and value, excluding preferred stock.
 
o. Portfolio indebtedness means any indebtedness directly attributable to the investment in the portfolio stock.
 
p. Example: Shareholder purchases $10K of stock, 6K of equity and 4K of debt.  Dividend paid of $1K.  DRD generally would allow a 50% deduction.  However, because the investment is 40% debt financed, the 50% deduction is reduced by 40% or 20%.  Thus, the DRD would be 30%. So 700 would be taxable, 300 is nontaxable.
 
q. Section 301(e)
a. Game: Corporations can have a subsidiary sell an asset for $1K and recognize gain under installment method.  Sub takes a $500 loan secured by the installment note and distributes the cash back to parent.  Parent then sells interest in sub for an amount equal to basis.
 
r. Section 301(e) prevents the result illustrated above by providing that the adjustments required by Section 312(k) and 312(n) shall not be made for purposes of determining the taxable income of (and the adjusted basis of stock held by) any 20 percent corporate shareholder.
a. A 20% corporate shareholder is any corporation entitled to a DRD with respect to a distribution that owns either:
i. Stock in the distributing corporation possessing at least 20% of the total combined voting power
ii. At least 20% of the total value of all of the distributing corporation's stock, except for nonvoting preferred stock.
 
s. The general effect of Section 301(e) is to reduce the distributing corporation's E&P in determining the tax consequences of distributions to 20% corporate shareholders.  This reduction in turn may cause a distribution to be treated as a return of capital coupled with a reduction in the basis of the distributing corporation's stock.
 
1. Redemptions and Partial Liquidations
a. Overview of 302
a. Section 302(a) provides that a redemption will be treated as an "exchange" if it satisfies one of five statutory tests in Section 302(b).
i. Exchange status means that the shareholder generally 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. A redemption falling outside of Section 302(b) is treated under Section 302(d) as a distribution to which Section 301 applies.
 
2. Logic of 302
a. If a corporation distributes money or property for its own stock and the equity interest in the corporation is unchanged, the distribution resembles a dividend. It seems like distribution was just one of value instead of a change the ownership percentages or the buyout a shareholder.
 
3. Preferences:
a. Historically shareholders preferred exchange treatment instead of dividend treatment because they got to skip §301(c)(1) dividend treatment part of the layer cake and jump right to the return of capital and capital gain part of the layer cake. There is not a huge difference now because qualified dividends are taxed at the low capital gains rates and some qualified dividends are even exempt from taxation. 
 
4. However, taxpayers may still prefer capital gains from a sale or exchange under IRC §302 if have they have capital losses to offset or if they want an immediate recovery of basis. 
 
i. Taxpayers may also prefer IRC §301 treatment if only part of the taxpayers’ stock is redeemed since the shareholder can recover the basis in all of his shares, not just the basis in the shares redeemed. 
 
ii. Corporate taxpayers may prefer IRC §301 dividend treatment if eligible for a dividends received deduction or if the consolidate return rules apply.
 
a. Section 302(b)(1): Redemptions not equivalent to dividends
1. Statute: "Subsection (a) shall apply if the redemption is not essentially equivalent to a dividend."
 
b. The Supreme Court in US v. Davis provided that a redemption is not essentially equivalent to a dividend if it results in a meaningful reduction of the shareholder’s proportionate interest in the corporation. 
1. To make this determination, it is important to remember:
i. that this is a facts and circumstances inquiry, 
ii. that the IRC §318 attribution rules applies and 
iii. that a lack of tax avoidance motive is irrelevant.
 
c. Case Name: US v. Davis
Cite: 397 U.S. 301
 
Facts: TP was a shareholder in a company and made a preferred stock investment.  Corporation then redeemed the preferred stock.  TP considered the redemption a sale of preferred stock--a capital gains transaction.  IRS argued that the redemption was essentially equivalent to a dividend.  TP argued that it was not.
 
Issue: Whether the $25K distribution by the corporation to TP was a "dividend equivalent" therefore is taxed as a dividend.  
 
Holding: The court held that the attribution rules apply when determining whether a distribution is essentially equivalent to a dividend and the TP was deemed to be the owner of 100% of the Company's common stock.  Therefore, in this instance, any redemption will effectively be equivalent to a dividend and receive treatment accordingly.  The court also held that the business purpose of the transaction is irrelevant in determining dividend equivalence.  Rather, to qualify as a dividend, a redemption must result in a meaningful reduction of the shareholder's proportional interest in the corporation. 
 
1. Revenue Ruling 85-106
 
Issue: Is a redemption of nonvoting preferred stock not essentially equivalent to a dividend within the meaning of Section 302(b)(1) when there is no reduction in the percentage of voting and nonvoting common stock owned by the redeemed shareholder and when the redeemed shareholder continues to have an undiminished opportunity to act in concert with other shareholders as a control group.
 
Holding: In determining whether a reduction in interest is meaningful, the three most significant elements are (1) the right to vote and thereby exercise control (2) the right to participate in current earnings and accumulated surplus and (3) the right to share in net assets on liquidation.  In the present situation, T's failure to reduce voting power is the fact that the redemption leaves unchanged T's potential for participating in a control group acting in concert with A and B.  Although economic interest in the company was reduced, such a reduction was not sufficient to overcome the absence of any reduction to the redeemed shareholder's voting interest.
 
· If the shareholder has a voting interest, the key factor in measuring dividend equivalence is the reduction in the shareholder's voting power as opposed to other important economic rights.
 
· Pro rata redemptions of a corporation's single class of stock do not qualify for exchange treatment, and the redemption of all or one class of stock also fails if all outstanding classes of stock are held proportionately.
· Any redemption of stock from a shareholder only holding nonvoting preferred stock, however, is not essentially equivalent to a dividend since the shareholder does not have control over whether the redemption occurs.
 
· If extraordinary corporate action is not "imminent" the retention of day to day control of corporate activities is a predominant factor and the redemption does not result in a meaningful reduction in the shareholder's interest.
 
· Family Discord
· The Service consistently rejected attempts by taxpayers to break the chain of family attribution by proving family hostility.  
· Most courts to consider the question agree that the attribution rules apply without regard to family squabbles.
 
· Basis Issues
· Issue: What happens if a redemption is treated as a distribution
· Historically, the regulations permitted any remaining basis in the redeemed shares to move to any other shares in the corporation held by the shareholder.
· In the situation where the shareholder owns no shares in the corporation following a redemption treated as a dividend, the regulations permit the basis in the reduced shares to levitate and move to stock held by family members or entities whose stock was attributed to the redeemed shareholder under 318.
 
· Partial Redemptions of non-voting preferred stock
· A Corp redeemed one half of the non-voting preferred stock of a shareholder who owns no other class of stock. The payment is ordinarily not essentially equivalent to a dividend because preferred stock usually has preferential treatment; therefore, the redeeming shareholder, who has no other stock, is giving up this treatment.  Reg. 1.302-2(a). 
 
Compare this with Rev. Rul. 85-106 where there was a redemption of nonvoting preferred stock from a shareholder that still held 18% of voting common stock before and after the redemption.  The Service stated that because voting power was not reduced this was not a meaningful reduction. 
 
· Significant Loss of Control
· A shareholder’s interest was reduced from 57% to 50%. It was deemed meaningful (with reduction in rights to earnings and assets) where remaining shares were held by one unrelated shareholder. Rev. Rul. 75-502
 
· Loss of control in Concert with Others
· A shareholder’s interest in a corporation was reduced from 27% to 22%. It was deemed meaningful where the remaining shares were owned by three unrelated shareholders because the shareholder lost the power to control the Corp in concert with one other shareholder. Rev. Rul. 76-364
 
· Reduction of Ownership by an Isolated Minority Shareholder
· A reduction of common stock by a minority shareholder from 30% to 24.3% is meaningful (Rev. rul. 75-512).  Even a small reduction is meaningful if the shareholder exercises no control - pro rata is not enough.
 
· Section 302(b)(2): Substantially disproportionate redemption of stock
· Overview: 
a. If all three of the mechanical tests in IRC §302(b)(2) are satisfied having to do with reductions in the shareholder’s ownership, then the redemption may be treated as a sale or exchange of the stock.
 
· Statute
(A)In general
Subsection (a) shall apply if the distribution is substantially disproportionate with respect to the shareholder.
 
(B)Limitation
This paragraph shall not apply unless immediately after the redemption the shareholder owns less than 50 percent of the total combined voting power of all classes of stock entitled to vote.
 
(C)Definitions
For purposes of this paragraph, the distribution is substantially disproportionate if—
(i)the ratio which the voting stock of the corporation owned by the shareholder immediately after the redemption bears to all of the voting stock of the corporation at such time,
is less than 80 percent of—
 
(ii)the ratio which the voting stock of the corporation owned by the shareholder immediately before the redemption bears to all of the voting stock of the corporation at such time.
 
For purposes of this paragraph, no distribution shall be treated as substantially disproportionate unless the shareholder’s ownership of the common stock of the corporation (whether voting or nonvoting) after and before redemption also meets the 80 percent requirement of the preceding sentence. For purposes of the preceding sentence, if there is more than one class of common stock, the determinations shall be made by reference to fair market value.
 
(D)Series of redemptions
This paragraph shall not apply to any redemption made pursuant to a plan the purpose or effect of which is a series of redemptions resulting in a distribution which (in the aggregate) is not substantially disproportionate with respect to the shareholder.
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IRC §302(b)(2) Mechanical Tests

1) After < 50% voting power
IRC §302(b)(2)(B): Immediately after the redemption the shareholder must own (actually and constructively) less
than 50% of the total combined voting power of all classes of stock entitled to vote.

AND

2) 20% + reduction in percentage of total outstanding voting stock

IRC §302(b)(2)(C): Total % of the total outstanding voting stock owned by the shareholder immediately after the
redemption must be less than of the percentage of the total voting stock owned by the shareholder
immediately before the redemption

AND

3) 20% + reduction in percentage of Common Stock




 
1. If a shareholder's reduction in voting stock as a result of a redemption satisfies three mechanical requirements, the redemption will be treated as an exchange.  To qualify as "substantially disproportionate", a redemption must satisfy the following requirements:
 
a. Immediately after the redemption, the shareholder must own (actually and constructively) less than 50% of the total combined voting power of all classes of stock entitled to vote.
 
b. The percentage of total outstanding voting stock owned by the shareholder immediately after the redemption must be less than 80% of the percentage of total voting stock owned by the shareholder immediately before the redemption.
i. (voting shares owned after redemption / total voting shares outstanding after redemption) < .80 * (voting shares owned before redemption / total voting share outstanding before redemption)
ii.  If there is more than one class of common stock outstanding, the test is applied in the aggregate by reference to fair market value.
 
c. The shareholder's percentage ownership of common stock (whether voting or nonvoting) after the redemption also must be less than 80% of the percentage of common stock owned before the redemption.  If there is more than one class of common stock, the 80% test is applied by reference to fair market value.
 
1. The attribution rules of Section 318 are applicable in measuring stock ownership for purposes of all these percentage tests above
 
2. The substantially disproportional redemption safe harbor does not apply to any redemption made pursuant to 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.
 
a. It is also important to note IRC §302(b)(2)(D), that IRC §302(b)(2) won’t be met when a series of redemptions made pursuant to a plan, taken together, do not meet the mechanical tests. In other words, we’re going to mush your redemptions together under certain circumstances and apply them to the tests as one redemption.
 
b. Step transaction doctrine
 
1. Stock with voting rights only upon the happening of a specific event is not considered voting stock until the event occurs.  
 
2. A redemption of solely nonvoting stock will never satisfy Section 302(b)(2) because there will not be a sufficient reduction in the shareholder's interest in voting stock.
 
3. If a redemption qualifies as substantially disproportionate under Section 302(b)(2), a simultaneous redemption of nonvoting preferred stock (which is not Section 306 stock) will be treated as an exchange.
 
4. A redemption of voting preferred stock from a shareholder holding no common stock may qualify under Section 302(b)(2), even though the shareholder cannot satisfy the 80% test relating to common stock.
 
a. Section 302(b)(3): Complete Termination of a Shareholder's Interest
1. Statute: Subsection (a) shall apply if the redemption is in complete redemption of all of the stock of the corporation owned by the shareholder.
 
b. Waiver of Family Attribution
1. Issue: For shareholders in a closely held family corporation, the attribution rules present a significant roadblock to a complete termination.  Even if all of the stock of a retiring shareholder is redeemed, she will continue to be treated as a 100% owner if her children or other related parties hold the remaining shares.
 
c. To provide relief, Section 302(c)(2) eases the path toward a complete termination by waiving family attribution rules if certain conditions are met.
1. The waiver applies, however, only to family attribution, the entity and option attribution rules remain fully applicable.
 
Requirements
d. Waiver of the family attribution rules is available only if immediately after the distribution the redeemed shareholder retains no "interest" in the corporation (other than as a creditor)
1. The ban extends to interests as an officer, director, or employee.
 
e. Section 302(c)(2)(A) also includes a "ten year look forward" rule, under which the shareholder may not retain or acquire any of the forbidden interests in the corporation, other than an interest as a creditor.
 
1. The distributee is required to file an agreement promising to notify the Service of the acquisition of a forbidden interest within the ten year period following the redemption.
 
2. Section 302(c)(2)(B) provides a "ten year look back" rule, under which the family attribution rules may not be waived if during the ten years preceding the redemption, either:
i. The redeemed shareholder acquired any of the redeemed stock from a Section 318 relative
ii. Any such close relative acquired stock from the redeemed shareholder.
 
Neither of these additional requirements (in blue above) apply, however, if "tax avoidance" was not one of the principal purposes of the otherwise tainted transfer.
 
3. There are additional requirements for waiver of family attribution by entities. The entity and “related person” have to meet the other requirements of §302(c), and additionally they must be jointly and severally liable for tax This is important when redemption terminates an entity’s actual stock but the entity constructively owns stock that is attributed from one family member to another and is then reattributed to the entity.
 
4. Case Name: Lynch v. Commissioner
Cite: 801 F.2d 1176 (9th Cir.)
 
Facts: TP sold 50 shares of stock to his son for $17K.  TP and his wife then resigned as directors and officers of the corporation.  Corporation then redeemed all of TP shares for $17.9K of property and a $771K note secured by the shares.  TP entered into a consulting agreement with the corporation, was present at the office.  
 
Issue: Whether the redemption of the TP's stock in this case is taxable as a dividend distribution under Section 301 or as LT cap. Gain under Section 302(a). 
 
Holding: A TP 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. Accordingly, TP held a prohibited interest and the family attribution rules apply.  Thus, the test for redemption treatment was not met and the redemption will be taxed as a dividend.
 
The U.S. Court of Appeals in the Ninth Circuit in Lynch v. Commissioner provided that the terminating shareholder could not be an independent contractor performing post redemption services for the corp. 
 
The Tax Court in Estate of Lennard v. Commissioner was more lenient on this issue looking to the degree of managerial control or financial stake retained by the taxpayer. 
 
In addition, most courts will look at retained interests separately, rejecting the idea that a bundle of not prohibited interests will rise to the level of a prohibited interest. 
 
Also, Rev. Rul. 77-467 permits the terminating shareholder to lease property to the corporation at arm’s-length as long as the rent is not dependent on corporate earnings or subordinated to the claims of general creditors. 
 
Rev. Rul. 59-119 provides that having an agent on the board of directors would be considered a prohibited retained interest in the corporation. This may have been different if the agent had merely been an observer.
 
5. Revenue Ruling 59-119
 
Facts: Shareholder structured a stock redemption agreement where corporation would make payments in exchange for redeemed stock over a period of time.  In consideration for the redemption, the corporation agreed to allow the redeemer to place a member from the law firm representing him on the board of directors.
 
Issue: Whether the presence of an agent on the board of directors to enforce the redemption agreement is a prohibited interest.
 
Holding: Such an appointment of an agent to the board of directors is contrary to the condition prescribed in Section 302(c )(2) of the Code.  It is immaterial whether an interest in the corporation is asserted directly or through an agent.   Accordingly, in the event of such an agreement, the redemption of the TP's stock of the corporation shall be treated as a distribution of property per Section 301.  
 
That said, if the TP shareholder designates a representative of the law firm representing him to attend the board meetings for the sole purpose of enforcing the redemption agreement, and not in the capacity of a director, officer, employee, or advisor, such action will not adversely affect Section 302(c)(2).
 
6. Revenue Rule 77-293
 
Facts: A owned a business and was training his son B to take over the business.  As part of A's plan to retire, A gifted 60 shares to B as a gift.  Then, A resigned and corporation redeemed all of A's stock.
 
Issue: Does the redemption meet the requirements for redemption treatment in Section 302?
 
Holding: Yes, the ten year lookback rule in Section 302(c)(2)(B) does not apply here since tax avoidance was not the principal purpose.  The gift was to enable A to retire while leaving the business to B.  Therefore, the avoidance of tax will not be the principal purpose, notwithstanding the reduction in capital gains tax payable by A as a result of the gift of appreciated stock prior to the redemption.  Thus, if A files the agreement specified in 302(c )(2)(A)(iii), the redemption by X of its stock from A qualifies as a termination under 302(b)(3).
 
There is also a 10-year look back rule under IRC §302(c)(2)(B) in that the family attribution rules may not be waived for IRC §302(b)(3) if during the 10 years preceding the redemption either 1) the redeemed shareholder acquired any of the redeemed stock from a §318 relative or 2) such relatives acquired stock from the redeemed shareholder. This won’t apply if the acquisition or disposition did not have as one of its principal purposes the avoidance of federal income tax. 
 
For example, Rev. Rul. 77-293 dealt with the scenario where a father transferred stock to son by gift and then the corporation redeems all of the father’s remaining shares. The son then actively managed the business. The issue was whether the pre-redemption gift was for a principal purpose of tax avoidance. The Revenue Ruling did not find tax avoidance because there must have been an objective to get money out of the corporation at capital gains rates combined with a continued control or economic interest of the father.
 
7. Ten Year Look forward
i. Lynch is the controlling case to determine whether a relationship is a prohibited interest.
ii. If the shareholder becomes an executor of a deceased shareholder's estate and can vote the stock held by the estate, the protection of 302(c )(2) is still available by virtue of the exception for stock acquired by bequest or inheritance.
iii. In Revenue Ruling 72-380, the service ruled that since a redeemed shareholder may reacquire a direct stock interest by bequest or inheritance, it was reasonable to permit acquisition under identical circumstances of significantly lesser interest embodied in the right of an executor to vote stock in an estate.
iv. In revenue rule 79-334, the Service said that an appointment by will of a previously redeemed shareholder as trustee of a trust wouldn’t be prohibited.  The ruling concluded that a redeemed shareholder may waive family attribution even though, as trustee, he can vote for stock of a corporation where he once had an interest.
 
8. Prohibited Interests - Family Attribution Waiver
i. The regulations provide that be considered a creditor, the rights of the redeemed shareholder must not be greater than necessary to enforce the claim.
ii. An obligation may be treated as proprietary if it is subordinated to claims of general creditors, if payments of principal depend upon corporate earnings, or if the interest rate fluctuates with the corporation's success. 
iii. Acquisition of corporate property as a result of enforcement rights as a creditor do not run afoul of Section 302(c )(2) unless the redeemed shareholder acquires stock in the corporation, its parent, or subsidiary. 
iv. Proprietary interests
i. Notes with payment periods that extend beyond 15 years
ii. Shareholder's stock is held in escrow as security for payments on corporate notes given as consideration for redeemed stock
iii. The consideration given to the shareholder is entirely or partly contingent on either future corporate earnings or maintenance levels of corporate working capital.
 
In these situations, the Service's concern is that the redeemed shareholder either may reacquire stock in the corporation or has retained a proprietary stake in its possible future success.
 
9. Other Post-Redemption Interests
i. The service will permit a redeemed shareholder to lease property to the corporation on an arm's length basis provided that the rental payments are not dependent on corporate earnings or subordinated to the claims of the corporations general creditors.
ii. If there are multiple interests, each interest is examined separately.  Additional interests does not alone strengthen the argument in favor of a prohibited interest.
 
10. Section 302(b)(4): Redemptions Tested at the Corporate Level: Partial Liquidations
i. Statute:
(4) REDEMPTION FROM NONCORPORATE SHAREHOLDER IN PARTIAL LIQUIDATION Subsection (a) shall apply to a distribution if such distribution is—
(A) in redemption of stock held by a shareholder who is not a corporation, and
(B) in partial liquidation of the distributing corporation.
 
11. Section 302(b)(4) provides exchange treatment for redemptions of stock held by noncorporate shareholders if the distribution qualifies as a "partial liquidation".
Note that exchange treatment is allowed for redemptions:
from noncorporate shareholders, and
that qualify as a “partial liquidation.”
 
Under Section 302(e)(1), a distribution is treated as in partial liquidation if it is pursuant to a plan, occurs within the taxable year in which the plan is adopted or the succeeding taxable year, and is "not essentially equivalent to a dividend"
i. For partial liquidation purposes, dividend equivalency is determined at the corporate rather than shareholder level.
 
13. Thus, while a pro-rata redemption could never escape dividend equivalence under 302(b)(1), any redemption that results in a genuine contraction of the corporation's business may qualify for exchange treatment as a partial liquidation if the distribution is made to a shareholder other than a C corporation.
 
a. The historical approach to the classification of partial liquidations as distributions that were not essentially equivalent to a dividend employed a test of “corporate contraction”—focusing on a genuine reduction in the scope of the distributing corporation’s business operations or assets. While this common law approach to the definition of partial liquidations remains, the statute has been supplemented with the addition of the safe harbor in §302(e)(2).
 
b. 302(e)(1) is the common law test.  You can fail the safe harbor below and potentially still qualify the redemption as an exchange under this provision.
 
1. Congress has provided a safe harbor at 302(e)(2) which assures partial liquidation status if the distribution consists of a "qualified trade or business" or is attributable to the termination of such a trade or business, and immediately after the distribution the corporation continues to conduct another qualified trade or business. 
 
a. To be qualified, a trade or business must have been actively conducted throughout the five year period ending on the date of the distribution and must not have been acquired by the distributing corporation in a taxable transaction during the distribution year.
 
302(e)(2)-(3)
(2)Termination of business
The distributions which meet the requirements of paragraph (1)(A) shall include (but shall not be limited to) a distribution which meets the requirements of subparagraphs (A) and (B) of this paragraph:
(A)The distribution is attributable to the distributing corporation’s ceasing to conduct, or consists of the assets of, a qualified trade or business.
(B)Immediately after the distribution, the distributing corporation is actively engaged in the conduct of a qualified trade or business.
 
(3)Qualified trade or business
For purposes of paragraph (2), the term “qualified trade or business” means any trade or business which—
(A)was actively conducted throughout the 5-year period ending on the date of the redemption, and
(B)was not acquired by the corporation within such period in a transaction in which gain or loss was recognized in whole or in part.
 
b. Safe Harbor Notes from Slides:
a. Partial liquidation status will be assured if the distribution consists of the assets of a “qualified trade or business” or is attributable to the termination of such a trade or business, and immediately after the distribution the corporation continues in the conduct of another qualified trade or business.
 
c. To qualify, the business must have been actively conducted throughout the five-year period ending on the date of the distribution and not been acquired by the distributing corporation in a taxable transaction during that period. The active trade or business that the distributing corporation continues to conduct must similarly satisfy the five-year aging requirement. In other words, the businesses must be properly acquired and properly aged.
 
d. The requirement that the trade or business be “active” is designed to prevent the distribution of accumulated investment assets, unrelated to the conduct of the distributing corporation’s business, being distributed in a disguised attempt to recharacterize a dividend as a partial liquidation.
 
e. The IRS will generally not issue a ruling on a transaction that does not satisfy the safe harbor rules unless the distribution results in a 20% or greater reduction in the gross revenue, net fair market value of assets, and employees of the corporation. Rev. Proc. 2019-3, 2019-1I.R.B. 139.
 
f. A distribution of investment assets is not a corporate contraction and will not qualify under the safe harbor of §302(e)(2). 
 
1. If the Section 302(e)(2) safe harbor is not satisfied, the Service ordinarily will not rule that a distribution qualifies as a partial liquidation unless it results in a 20% or greater reduction in gross revenue, net FMV of assets, or employees of the corporation.
 
2. A distribution may qualify as a partial liquidation even if shareholders do not actually surrender any stock.  
a. If the other requirements of either the general corporate contraction doctrine or the statutory safe harbor are met, the transaction will be treated as a constructive redemption of stock.
 
3. The physical surrender of shares is not required to qualify the transaction under §302(b)(4) so long as the other requirements of either the traditional corporate contraction doctrine or the safe harbor are satisfied. In such a case, the transaction will be treated as a constructive redemption of the stock for purposes of computing the tax consequences to the parties.
 
4. Distributions to corporate shareholders do not qualify for partial liquidation treatment even if all the other statutory requirements are met. Section 302(b)(4).
 
5. A corporate shareholder that receives a dividend in a transaction 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 DRD.
 
6. Revenue Ruling 79-184
 
Issue: Whether the sale by a parent corporation of all the stock of a wholly owned subsidiary and the distribution of the sales proceeds by the parent to its shareholders qualifies as a distribution in partial liquidation within the meaning of Section 346(a)(2).
 
Holding: Although the assets of P are reduced by the subsequent distribution of the sale proceeds, the sale by P of the S stock is not in and of itself sufficient to effect a contraction of the business operations of section 346(a)(2).  Rather, the overall transaction has the economic significance of the sale of an investment and distribution of the proceeds.
 
Thus, the distribution of P to its shareholders of the proceeds of the sale of S stock does not qualify as a distribution in partial liquidation within the meaning of Section 302(e )(1) of the Code and the distribution will be treated as a distribution of property taxable to the P shareholders under 301 by reason of 302(d).
 
7. As used in the context of §304(b)(4), a distribution was considered not essentially equivalent to a dividend if it represented a significant contraction in the operation or assets of the distributing corporation. The fact that the corporation was making a distribution out of its operating assets, rather than a simple distribution from available liquidity, is what distinguished partial liquidations from plain vanilla dividends. With the addition of a statutory “safe harbor” in §302(e)(2), planning for partial liquidation treatment has become more predictable.
 
8. Partial Liquidation
a. Section 302(e) provides a definition of the term “partial liquidation”:
b. Sections 302(e)(2) and (e)(3) provide a safe harbor example of distributions that will qualify as not essentially equivalent to a dividend:
c. Section 302(e)(4) makes clear that under this approach to non-dividend equivalence, the fact that the distribution is pro rata  (a factor considered fatal under the other provisions of section 302(B)) is irrelevant.
d. Finally, §302(e)(5) clarifies the limitation of this provision to noncorporate shareholders by imposing constructive ownership rules in the case of pass-through entities.
 
9. Consequences to Shareholder
a. If exchange treatment, amount received is amount realized and you use the basis in the property sold to calculate capital gain.
b. If the sale is treated as a dividend under 301, you use the 3 step process (E&P, return of capital, cap gain) to determine tax treatment.
1. It is worth mentioning that layer 2 in a transaction to which IRC §301 applies, as in this Example 4, applies to ALL of the shareholder’s stock in the redeeming corporation, not just that stock that was redeemed. With sale or exchange treatment, as in Example 3, the taxpayer reduces its adjusted basis only in the stock redeemed.
 
10. Basis Consequences of Redemptions/Dividends
a. If a redemption is treated as a sale, the basis of the redeemed stock is taken into account in determining the shareholder's gain or loss.
b. If a redemption is treated as a Section 301 distribution, it is a dividend to the extent of the corporation's earnings and profits, next recovery of basis, and finally a gain from the sale or exchange of property.
 
11. Tax Consequences to Distributing Corporation
a. Whether a redemption is treated as an exchange or a Section 301 distribution at the shareholder level, the tax consequences to the distributing corporation of a distribution of property in a redemption are governed by Section 311.  
 
12. The 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.  
a. The character of the gain would depend of the character of the underlying asset.
 
13. As we’ve previously seen, distributions by a corporation of appreciated property are taxable to the corporation to the extent that the fair market value of the property distributed exceeds its basis. Section 311(b), reflecting the repeal of the General Utilities Doctrine discussed earlier, treats the distribution “as if” the corporation had sold the asset and thereafter distributed the proceeds to the recipient shareholder. This treatment applies to distributions in partial liquidation, and accordingly, the corporation will be taxable on the gain resulting from the distribution. As is true with other nonliquidating distributions, no loss is recognized.
 
14. If there is gain, there would be an increase in E&P when determining the reduction to basis below.
 
i. The effect of a stock redemption on the distributing corporation's E&P initially depends upon the tax consequences of the redemption at the shareholder level.
1. If the redemption is treated as a distribution to which Section 301 applies, 
a. the distributing corporation adjusts its E&P in the same manner as nonliquidating distributions--E&P are decreased by the amount of cash and the principal amount of any obligations, and by the greater of adjusted basis or the FMV of the property distributed.
b. In addition, the corporation always recognizes gain and correspondingly increases its current E&P on a distribution of appreciated property and it reduces its current E&P by any taxes paid on that gain.
 
ii. If the redemption is treated as an exchange to the redeemed shareholder
1. Section 312(n)(7) provides that the part of the distribution in redemption that is properly chargeable to E&P shall be an amount which does not exceed the ratable share of the corporation's accumulated E&P attributable to the redeemed stock.
 
iii. For purposes of 312(n)(7) accumulated E&P includes any current E&P available at the time of redemption.  The current E&P available at that time are determined after they first have been applied to characterize as dividends any Section 301 distributions made during the year.
 
a. If the corporation is unable to show the actual current E&P as of the date of the redemption, the current E&P are allocated to the date of distribution on a pro rata basis. However, the reduction to earnings and profits will never exceed the amount of the redemption.
 
b. Example: X has 1000 common shares.  A and B acquire 500 each at 20/share.  X has $50K of accumulated E&P.  X distributes $50K cash to A in redemption of A's 500 shares.
i. 312(n)(7) reduces X's E&P by $25K--the ratable share of X's 50K of accumulated E&P attributable to A's 50% stock interest that was redeemed.
ii. The remaining $25K of the distribution is charged to X's capital account and X has $25K of remaining E&P.
 
[image: image2.png]X Corporation has 200 shares of common stock outstanding.

Aand B, who are unrelated, each acquired 100 shares of X upon their issuance at a price of $500 per share, and they each thus have an
adjusted basis of $50,000 in their X stock. At the beginning of the current year, X has $120,000 of accumulated earnings and profits and X
has $100,000 of current earnings and profits from operations (after taxes) during the year.

If X distributes $250,000 cash on July 1 in a redemption of A's shares that qualifies as an exchange under §302(2), the adjustment to E&P
will be:

(a) $60,000
v (b) $85,000

Where X distributes $250,000 cash to Ain a redemption that qualifies as an exchange, §312(n)(7) provides that the part of the distribution that is
properly chargeable to E&P shall be an amount that does not exceed the ratable share of the corporation’s accumulated E&P antributable to the
redeemed stock

For this purpose, “accumulated” E&P includes any current E&P available at the time of the redemption. Rev. Rul. 74-338 states that f the actual current
E&P available on the date of distribution cannot be shown, the E&P for the year of the distribution shall be prorated to determine the accumulated E&P.
Since 50% of the X stock is redeemed, the reduction in E&P is at least $60,000 (50% of the $120,000 accumulated E&P). To determine the total charge
to E&P we need to know the available current E&P. To apply this rule (and focus on the distinction between accumulated and current E&P in §312(n)
(7)), it helps to know that the redemption was on July 1 (mid-year)

As result, the total charge to E & P is $85,000: 50% (because A is a 50% shareholder) of $170,000 (the sum of $120,000 accumulated E&P and
$50,000, which is the current E&P prorated to the date of the distribution in redemption)





 
 
c. Stock Reacquisition Expenses
i. Amounts paid to acquire stock generally must be capitalized as part of the stock's basis.  The capitalization requirement applies to the original purchase price of the stock as well as to acquisition expenses, such as brokerage commissions and legal fees.
 
d. Section 162(k) was enacted to make it clear that all expenditures by a corporation incurred in reacquiring its own stock, whether representing amounts paid for the stock, a premium pain in excess of the stock's value, or expenses connected with the purchase, are nondeductible, nonamortizable capital expenditures.
 
1. Section 162(k)(2) contains exceptions for interest payments deductible under 163.
 
2. The legislative history states that while the phrase, "in connection with" is to be construed broadly, it is not intended to deny a deduction for "otherwise deductible amounts paid in a transaction which has no nexus with the redemption other than being proximate in time or arising out of the same circumstances. 
a. Ex: if a corporation redeems a departing employee's stock and makes a payment to the employee in discharge of the corporation's obligations under an employment contract, the payment in discharge of the contractual obligation is not subject to disallowance under this provision.
 
3. Amounts paid to acquire assets, including stock, generally must be capitalized as part of the asset’s basis. 
a. Section 162(k)(1) was enacted to clarify that all expenditures by a corporation incurred in reacquiring its own stock, whether representing amounts paid for the stock, a premium paid in excess of the stock's value, or expenses connected with the purchase, are neither deductible nor amortizable, but must be treated as capital expenditures. 
b. Section 162(k)(2) contains exceptions for interest payments deductible under §163, and several more specialized situations.
 
4. Constructive Ownership of Stock
a. In determining stock ownership for purposes of the Section 302(b) tests for exchange treatment, an individual taxpayer or entity should be considered as owning stock owned by certain family members and related entities under elaborate attribution rules set forth in Section 318.
 
5. Section 318 applies only when it is expressly made applicable by another provision of the Code.  Its principal role is in the redemption area, where it treats a taxpayer as owning stock that is actually owned by various related parties.  
 
a. The attribution rules fall into the following categories:
i. Family Attribution: 
1. An individual is considered as owning stock owned by his spouse, children, grandchildren, and parents.
2. Siblings and in-laws are not part of the family for this purpose and there is no attribution from grandparent to grandchild (you CAN attribute from grandchild to grandfather though).
3. Generally, under IRC §318 (a)(1)(A) an individual is deemed to own stock owned by their spouse, children, grandchildren, and parents.
 
With respect to family attribution, there is a prohibition on double attribution under IRC §318(a)(5)(B). In other words, stock deemed owned through a family member under IRC §318(a)(1)(A) may not be reattributed to another family member under the family attribution rules of IRC §318.
 
Also, family attribution can be waived in applying the IRC §302(b)(3) complete termination of interest test if certain requirements are met. This will be discussed more in the section below about IRC §302(b)(3), complete termination of interest.
 
b. (B)Effect of adoption
For purposes of subparagraph (A)(ii), a legally adopted child of an individual shall be treated as a child of such individual by blood.
 
i. Entity to Beneficiary Attribution (down-stream attribution)
1. Stock owned by or for a partnership or estate is considered as owned by the partners or beneficiaries in proportion to their beneficial interests.  
2. Stock owned by a trust is considered as owned by the beneficiaries in proportion to their actuarial interests in the trust.
3. Generally, stock owned by or for a partnership is considered as owned by the partners in proportion to their beneficial interests under IRC §318(a)(2)(A). 
4. There are similar rules with respect to grantor trusts under IRC §318(a)(2)(B). 
5. Similarly, stock owned by a corporation is considered owned proportionately (by value) by a shareholder who owns 50% or more in value of that corporation’s stock under IRC §318(a)(2)(c).
a. ONLY for corporations is there a 50% floor in order for attribution to occur.
 
ii. Beneficiary to Entity Attribution (up-stream attribution)
1. Stock owned by partners or beneficiaries of an estate is considered as owned by the partnership or estate.
2. All stock owned by a 50% or more shareholder of a corporation is attributed to the corporation.
3. Stock owned by partners is considered owned by the partnership under IRC §318(a)(3)(A). 
4. There are similar rules for grantor trusts under IRC §318(a)(3)(B). 
5. The stock owned by a 50% or more owner by value is attributed to the corporation under IRC §318(a)(3)(C). 
6. Importantly, there is no sideways attribution in that stock owned by a partner or shareholder that is attributed to an entity can’t be reattributed from the entity to another partner or shareholder under IRC §318(a)(5)(C).
 
iii. Option Attribution
1. A person holding an option to acquire stock is considered as owning that stock.
 
iv. These general rules are supplemented by a set of "operating rules" in Section 318(a)(5) which generally authorize chain attribution except that there can be no double family attribution or sidewise attribution (e.g. stock attributed to an entity from a partner, beneficiary, or shareholder may not be reattributed from that entity to another partner, beneficiary, or shareholder.
 
a. Option attribution takes precedence over family attribution where both apply. 
 
b. Revenue Rule 85-14
a. Issue: Should qualification under Section 302(b)(2) of the IRC of a redemption of one shareholder be measured immediately after that redemption, or after a second redemption of another shareholder that followed soon after the first redemption.
 
c. Facts: A redeems stock and after owns less than 50% of combined voting power and his ownership was reduced from 72.18 to 49.96, which meets the 80% requirement.  B then redeems stock where A's ownership jumps to more than 50% and his change in ownership goes from 72.18 to 61.37 which does not meet the 80% test.
 
d. Holding: A plan or arrangement 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 to such shareholder the control that was apparently reduced in the redemption.  Here, A's redemption should be measured after B's redemption and after the series of transactions are completed.
 
1. Redemption Planning Techniques
a. Bootstrap Acquisitions
i. In a “bootstrap acquisition, the buyer of a target corporation couples an initial purchase of all or part of the stock of the target corporation as part of a series of related transactions in conjunction with a redemption of some of the selling shareholder's stock."
 
2. In Zenz v. Quinlivan, which is discussed in Revenue Ruling 75-447, the sole shareholder of a corporation sold a portion of her stock for cash and, three weeks later, the corporation redeemed her remaining shares. This structure, combining a sale of part of the stock with a redemption of the balance was chosen because the buyer wanted to reduce the corporation's earnings and profits (thereby minimizing future dividend exposure) prior to the acquisition. The seller's goal was to be taxed on both the sale and redemption at the preferential capital gains rates and avoid dividend treatment on the redemption.
 
The Service challenged the characterization of the transaction, arguing that the redemption would have been treated as a dividend to the target's shareholder if the distribution had occurred prior to the sale and should not be treated any differently as a result of the reversal of the timing of the two transactions. The Sixth Circuit found in favor of the taxpayer. Since the taxpayer’s intent throughout the transaction was to terminate her entire interest in the corporation, the transaction qualified under §302(b)(3). The Service has acquiesced to this treatment and has extended the reasoning in Zenz to substantially disproportionate redemptions as well in Rev. Rul. 75-447.
 
In the current tax environment, the approach used by the shareholder in Zenz has lost much of its appeal in light of the preferential treatment afforded to qualified dividends (which are taxed capital gains rates). Under the circumstances presented in Zenz, a noncorporate seller ordinarily will suffer no tax disadvantage if the distribution in redemption is characterized as a dividend.
 
However, for corporate shareholders, the structure employed in Zenz still makes a difference. Corporate sellers are likely to prefer a preemptive dividend, as it will be eligible for the dividends received deduction, and because corporate capital gains enjoy no preferential tax treatment.
 
i. Revenue Ruling 76-447
 
Situation 1: X has 100 shares outstanding owned equally by A and B.  To bring C in, A + B caused X to issue 25 shares of X to C.  Then A and B caused X to redeem 25 shares of X from each of them.
 
Situation 2: X has 100 shares outstanding owned equally by A and B.  To bring C in A+ B sell 15 shares each to C and then cause X to redeem 5 shares from both A and B.
 
Holding: In determining whether these transactions meet the "substantially disproportionate" provisions in Section 302(b)(2), the sequence in which the events (that is, the sale and redemption) occur is irrelevant as long as both events are clearly part of an overall plan.  Thus, you do the calculations before the first transaction and after the last to determine substantially disproportionate reduction. 
 
Further, for purposes of 302(b)(3), these transactions will be treated as a shareholder terminating his or her whole interest and receive exchange treatment under that provision as well.
 
ii. Notes:
1. The classic bootstrap acquisition is a transaction where the buyer purchases all or part of the stock of the target corporation in conjunction with a redemption of some of the selling shareholder's stock.  
2. The combined sale and redemption structure was used because the buyer wanted to minimize future dividend exposure by reducing the corporation's E&P
3. Alternatively, the seller's agenda was to be taxed on both the sale and the redemption at then favorable capital gains rates and avoid dividend treatment on the redemption.
4. Corporate sellers who are seeking to extract liquid assets prior to a sale of stock normally prefer a pre-sale dividend for two reasons:
a. The availability of the DRD
b. Corporate capital gains are not taxed at preferential rates.
5. As long as the transactions are part of an integrated plan, the transaction will be respected.
 
iii. Buy-Sell Agreements 
1. These devices are most often used to provide a mechanism for the transfer of interests upon the death or retirement of a shareholder, or in the event of a dispute among the shareholders. 
 
iv. There are two general types of buy-sell agreements:
1. Cross-Purchase Agreement: the departing shareholder or the shareholder's estate sells stock to the continuing shareholders
2. Entity-Purchase Agreement: the corporation redeems the departing shareholder's stock, funding the redemption with available cash, borrowed funds, installment notes, or the proceeds of a COLI.  
a. Entity-purchase agreements can be funded using available cash of the corporation, insurance proceeds on the life of a deceased shareholder, an installment note, or borrowed funds. 
b. The parties can, by agreement, make the obligation to buy or sell mandatory or discretionary, or can provide that the obligation will be triggered on the occurrence of a specified event such as retirement, death, divorce, insolvency, or incapacity.
 
v. The obligation to buy or sell may be mandatory or optional, as the parties agree, and is triggered by certain events specified in the agreement.
 
vi. Buy-sell provisions frequently are part of a more comprehensive shareholder's agreement that includes restrictions on the transfer of stock, rights of first refusal to the corporation in the event a shareholder wishes to sell, and provisions to determine the value of any stock purchased pursuant to the agreement.
 
vii. A goal of many buy-sell agreements for closely-held family businesses is to establish the federal estate tax valuation of the stock upon a shareholder's death.
 
viii. If stock is subject to an option or contract to purchase, such as a buy-sell agreement, the regulations provide that the agreement will establish the value if it represents a bona fide business arrangement and is not a device to pass the stock to the natural objects of the decedent's bounty for less than adequate or full consideration.
1. Very often, buy-sell agreements are used within a closely held, family corporation to fix a value for federal estate tax purposes upon the death of a shareholder. With closely held corporate stock, for which no readily ascertainable market exists, the determination of “fair market value” is more art than science, and the use of a buy-sell agreement among the family to attempt to set a value is subject to challenge by the IRS. If stock is subject to a buy-sell agreement, the regulations provide that the agreement will establish the value if it represents a bona fide business arrangement and is not a device to pass the stock to the natural objects of the decedent's bounty for less than adequate and full consideration. Treas. Reg. 20-2031-2(h).
 
ix. However, if it appears that the substance of the agreement does not place any real restrictions on the deceased shareholder’s ability to dispose of the stock during life, the price set in the agreement is not likely to be given much credence
 
x. Constructive Dividend Issues:
1. Revenue Ruling 69-608
 
Issue: What are the tax consequences of a redemption by a corporation of a retiring shareholder's stock where the remaining shareholders of the corporation have entered into a contract to buy the stock.
 
Holding: Where a corporation redeems stock from a retiring shareholder, the fact that the corporation in purchasing the shares satisfies the continuing shareholder's executory contractual obligation to purchase the redeemed shares does not result in a distribution to the continuing shareholder provided that the continuing shareholder is not subject to an existing primary and unconditional obligation to perform the contract and that the corporation pays no more than FMV for the stock redeemed.
 
Alternatively, if the continuing shareholder, at the time of the assignment to the corporation of his contract to purchase the retiring shareholder's stock, is subject to an unconditional obligation to purchase the retiring shareholder's stock, the satisfaction by the corporation of his obligation results in a constructive distribution to him.  The constructive dividend is taxed under Section 301 of the IRC.
 
If the continuing shareholder assigns his tock purchase contract to the redeeming corporation prior to the time when he incurs a primary and unconditional obligation to pay for the shares of stock, no distribution to him will result.  If, on the other hand, the assignment takes place after the time when the continuing shareholder is so obligated, a distribution to him will result.
 
It is not until the obligor's duty to perform becomes unconditional that it can be said a primary and unconditional obligation arises.
 
xi. Situation 1
1. Facts: A and B are unrelated and own all stock of X.  A and B agree that if B leaves company, B will sell A his X stock at the price in the agreement.  B leaves the Company and A causes X to purchase B shares.
 
xii. Holding: Here, A had a primary and unconditional obligation to perform his contract with B at the time the contract was assigned to X.  Therefore, the redemption by X of its stock held by B will result in a constructive dividend to A.
 
a. Situation 2
i. Facts: A and B are unrelated and own all stock of X.  An agreement between them provides unconditionally within 90 days of A or B's death, survivor will purchase decedent's stock of X from the estate.  B dies and A causes X to assume the contract and redeem the stock from B's estate.
 
b. Holding: The assignment of the contract to X followed by the redemption by X of the stock owned by B's estate will result in a constructive dividend to A because immediately before the death of B, A had primary and unconditional obligation to perform the contract. 
 
c. Situation 3
i. Facts: Stock of X was owned by a trust where A and B were beneficiaries.  B was the trustee and had exclusive management.  A paid to B 25 dollars and promised to pay an additional 20 to B for B's interest in the corpus and accumulations of the trust plus B's agreement to resign immediately as supervisor of the trust  and release control over management of X.  X reimbursed A for the funds paid to B.
 
d. Holding: B transferred all beneficial and equitable ownership in X stock to A in exchange for immediate payment and a promise for future payment.  The payments by X constituted a constructive distribution to A in the amount of 45
 
e. Situation 4
i. Facts: A and B owned all the stock of X.  A and B contracted that if B desired to sell X stock, A agreed to purchase or to cause such stock to be purchased.   If B chose to sell his X stock to someone other than A, he could do so.  A caused X to redeem B's shares.
 
f. Holding: B was free to sell his stock to A or any other person, and A had no unconditional obligation to purchase the stock and no fixed liability to pay for the stock.  Thus, the redemption by X did not result in a constructive distribution to A.
 
g. Situation 5
i. Facts: A and B owned all the stock of X.  Agreement between A and B provided that upon the death of either, X will redeem all X stock owned by decedent.  If X doesn't redeem, surviving shareholder will purchase the remainder.  B died and X redeemed all shares.
 
h. Holding: A was only secondarily liable under the agreement between A and B.  Since A was not primarily obligated to purchase the X stock from the estate of B, he received no constructive distribution when X redeemed the stock.
 
i. Situation 6
i. Facts: B owned all the shares of X corporation. A and B entered into an agreement where A purchase all of B's X shares.  A did not contemplate purchasing all shares in his own name.  Thus, contract provided that A could assign contract to X and X would be bound by terms.  A organized Y, assigned purchase contract to Y, Y borrowed funds and purchased all of the X stock.
 
j. Holding: Purchase by Y of X stock did not create a constructive dividend because A did not contemplate purchasing X stock in his own name.  He provided in the contract that it could be assigned prior to closing.  A was not liable for an unconditional obligation to purchase X stock from B.
 
k. Situation 7
i. Facts: A and B owned all stock of X.  Agreement between A and B provided that upon eithers death, survivor would purchase shares from the other's estate.  Agreement was rescinded and a new agreement was entered into which provided that X would redeem all of decedent's shares.
 
l. Holding: Cancellation of original contract between the parties in favor of the new contract did not result in a constructive distribution to either A or B.  At the time X agreed to purchase stock, neither A or B had an unconditional obligation to purchase the X stock.  
 
m. Class Notes:
i. The IRS has provided helpful guidance on the taxation of redemptions of stock made pursuant to a buy-sell agreement. The substance of the Ruling can be summarized as follows:
 
n. Where a corporation redeems stock from a retiring shareholder, the fact that the corporation in purchasing the shares satisfies the continuing shareholder's executory contractual obligation to purchase the redeemed shares does not result in a distribution to the continuing shareholder provided that the continuing shareholder is not subject to an existing primary and unconditional obligation to perform the contract and that the corporation pays no more than fair market value for the stock redeemed.
 
o. On the other hand, if the continuing shareholder, at the time of the assignment to the corporation of his contract to purchase the retiring shareholder’s stock, is subject to an unconditional obligation to purchase the retiring shareholder's stock, the satisfaction by the corporation of his obligation results in a constructive distribution to him. The constructive distribution is taxable as a distribution under §301.
 
i. If the continuing shareholder assigns his stock purchase contract to the redeeming corporation prior to the time when he incurs a primary and unconditional obligation to pay for the shares of stock, no distribution to him will result. If, however, the assignment takes place after the time when the continuing shareholder is so obligated, a distribution to him will result. While a pre-existing obligation to perform in the future is a necessary element in establishing a distribution in this type of case, it is not until the obligor's duty to perform becomes unconditional that it can be said a primary and unconditional obligation arises.
 
ii. Redemptions Incident to Divorce
1. Case Name: Arnes v. US
Cite: 981 F.2d 456 (9th Cir. 1992)
 
Facts: Husband and wife owned $5K jointly in a corp that owned a McDonalds.  They got divorced and entered into an agreement to have their corporation redeem wife's 50% interest in the outstanding stock for 450K in exchange for husband's relief from claims that could be asserted against husband.  Wife said that these proceeds should be received tax free because they were incident to a divorce settlement.  Government stated that she should be taxed because otherwise, no one would be taxed and in the alternative, the husband should be taxed.
 
Issue: Whether a taxpayer must recognize for income tax purposes the gain that she realized when, pursuant to a divorce settlement, a corporation redeemed her half of the stock in the corporation, the remaining stock of which was owned by her former husband.
 
Holding: Joann's transfer of stock to Moriah did relieve John of an obligation/liability, and therefore constituted a benefit to John.  Joann's transfer of stock should be treated as a constructive transfer to John, who then transferred the stock to Moriah.  The $450K was paid to Joann on behalf of John and she is not required to recognize any gain on the transfer of her stock because it is subject to 1041.
 
Notes:
The caselaw reflects a conflict between the application of §1041 (providing that transfers between spouses, if incident to divorce, will result in no recognition of gain or loss to the recipient spouse) and the “primary and unconditional” test triggering a constructive distribution to a shareholder-spouse whose obligation to a former spouse is being discharged by a controlled corporation through the redemption of shares owned by the former spouse.
 
Reacting to this confusion, the IRS issued amended regulations under §1041 to provide further certainty in determining the tax consequences resulting from redemptions occurring incident to a divorce. The amended regulations reaffirm the theory behind the “primary and unconditional” test and provide greater flexibility to the spouses in determining the tax treatment of redemptions. This approach is consistent with the general thrust of §1041 in permitting the spouses to negotiate the tax consequences of divorce-related transactions.
 
The 9th circuit found that the disposition of wife's stock was not a redemption, but rather a sale to husband in a tax-free transaction under 1041.  
Thus, the husband had a $450K constructive dividend and he took his case to the tax court, which held that he did not have a constructive dividend because he was not primarily and unconditionally obligated to acquire the stock.
The court relied on situation 5 from Revenue Ruling 69-608 above.
Tax Court Opinion, "Hewing to the bright line rules of Rev. Rul. 69-608 in the marital dissolution context will reduce the tax costs of divorce for the owners of small businesses held and operated in corporate form.  If the shareholder spouses can negotiate their separation agreement with the assurance that the redemption will be tax free to the remaining shareholder and a capital gain transaction to the terminating shareholder, the overall tax costs will ordinarily be less than if the terminating spouse qualifies for nonrecognition under 1041, but the remaining spouse suffers a dividend tax.  
This assumes dividend tax is higher than cap gains, but they are equal now.
 
Tax Court revisited this issue in Read v. Commissioner.
Husband and Wife owned a C corp, got a divorce, and W agreed to sell her stock to husband for cash and a promissory note unless H caused the corp or ESOP to buy the stock.  H had the corp buy the stock.  
Tax court sided with the wife and argued that husband had received a constructive dividend from the corporation in the full amount of the principal and interest payments received by W.
Tax court viewed the central issued to be: Whether wife's transfer of corporation stock to the corporation was made "on behalf of husband" so that wife was entitled to nonrecognition of gain under 1041.
On behalf of implies a constructive sale from wife to husband with a contribution by the husband to the corporation.
The tax court held for the first time that the primary and unconditional standard to the non-transferor spouse was inappropriate in divorce-related redemptions.
The tax court found that H's election to have the corp redeem wife's stock caused wife to be acting as H's representative in connection with the redemption.
In light of these holdings, the majority sustained deficiencies against the husband
 
Regulations
The regulations seek to harmonize the well-recognized "primary and unconditional obligation" standard for constructive dividends with the policy of Section 1041.
 
The threshold question posed by the regulations is: Whether a divorce related redemption results in a constructive distribution to the nontransferor spouse under applicable tax law.
Applicable tax law means the primary and unconditional obligation standard.
Ask whether the non-transferor spouse has an unconditional and primary obligation to redeem the stock.  If so, transferor sells stock to corp on behalf of nontransferor.
If the redemption does result in a constructive distribution, the redeemed stock is deemed to have been transferred by the transferor spouse to the nontransferor spouse in a tax free 1041 transaction, and then re-transferred by the non-transferor spouse to the redeeming corporation..
The tax consequences of the deemed redemption are then determined under 302. 
As a result, the transferor spouse has no gain or loss on the deemed transfer of stock to the non-transferor spouse
The non-transferor spouse most likely has a constructive dividend.
If the redemption does not result in a constructive distribution because it does not satisfy a primary and unconditional obligation of the non-transferor spouse, the regulations respect the form of the transaction.
That means the corporation is treated as having redeemed the stock directly from the transferor spouse in a transaction in which the non-transferor is not a party.
As a result 1041 does not apply and the transferor's tax implications are analyzed under 302.
The non-transferor is not taxed.
The regulations provide a special rule permitting spouses to depart from 'applicable tax law' and treat divorce-related redemption as either taxable to transferor spouse, or as a constructive distribution to the nontransferor spouse and a tax free 1041 transfer to the transferor spouse.
Needs to be in writing. 
 
Charitable Contribution and Redemption
1. Case Name: Grove v. Commissioner
Cite: 490 F.2d 241 (2nd. Cir. 1973)
 
Facts: Grove was a small business owner and entered into a gift giving arrangement where he would gift stock of his company to a non-profit.  The investment would be held by the school and the donor would retain rights to the income from the property, the school would keep the capital appreciation.  The Corporation would not agree to redeem the shares given, but if the school disposed of the shares, the funds would be invested with a reputable money manager.  School signed a minority shareholder agreement which had a right of first refusal in there, but if the corp didn't act in 60 days, school could sell to any other party.  
 
Ultimately, Grove made several donations to the school and the school would try to sell the stock.   The corporation in each instance redeemed the stock and the funds were invested with a money manager.  Grove reported the income and dividends from Merrill Lynch.  
 
IRS stated that Grove received dividends due to the corporate redemptions.  The tax court concluded that grove had made a bona fide gift and ruled in favor of the taxpayer.  IRS appealed.
 
Issue: Whether Grove's gifts of the Corporation's shares to RPI prior to the redemption should be given independent significance or whether they should be regarded as meaningless intervening steps in a single integrated transaction designed to avoid tax liability by the use of mere formalisms.
 
Holding: The court concluded that this was a valid gift to RPI and therefore it would not be a constructive dividend.  The court held that although there was a right of first refusal that provided the corporation the right to repurchase the shares, this was not an obligation to do so.  Thus, in the absence of an obligation, the court held that this donation could not be viewed as a series of steps.  Further, because there was no obligation, the court held that the gifts were perfected and thus Grove would not need to recognize tax on the gift to RPI.
 
Dissent: Views the transaction as a payment out of corporate earnings and profits to a charity by the donor who retained a life interest in the gift. Second, the court thought that Grove's control over how the proceeds were invested, the groves were able to achieve a bail-out from their non dividend paying closed corporation.
 
Notes:
In Rev. Rul. 78-197, the Service held that a charitable contribution of stock followed by a redemption would be treated as a dividend to the donor only if the donee is legally bound or can be compelled by the corporation to surrender the shares for redemption.
Although they may not be legally obligated to do so, most charities will be highly motivated to offer the shares for redemption in order to convert the stock into more liquid and diversified investments.
One desirable aspect of the Grove transaction was that he could retain a life interest in the income from the investment.  
This format is no longer available. 
In general, a donor who wishes to retain a life income interest in contributed property will not qualify for charitable income and gift tax deductions unless the gift is made to a qualified charitable remainder annuity trust or unitrust or a pooled income fund.
 
The classic “charitable bailout” involves a gift of shares in a closely held corporation to a charitable organization, with a subsequent redemption of those shares from the recipient charity.
 
Being tax exempt, the charity will have no tax consequences on the redemption, while the redeeming corporation will adjust its E&P to reflect the redemption—and thereby reduce the potential for dividend treatment of future distributions made to the controlling shareholders. 
The Grove case represents an early example of the challenge brought by the IRS against such arrangements. 
Following a string of defeats in similar cases, the IRS stopped contesting "charitable bailouts." 
In Revenue Ruling 78-197, the IRS announced that a charitable contribution of stock followed by a redemption would be treated as a dividend to the donor if the donee is legally bound or can be compelled by the corporation to surrender the shares for redemption.
 
Further restrictions now exist on the ability of philanthropic shareholders who wish to retain an income interest in the contributed property by requiring that the gift be made to a qualified charitable remainder annuity trust, unitrust, or a pooled income fund.
 
Redemptions Through Related Corporations
The basic purpose of Section 304 is to prevent controlling shareholders from claiming basis recovery and capital gain treatment on transactions that result in a bailout of corporate earnings without a significant reduction in control.
Example: Shareholder A owns all the stock of X and Y corporation.  Since a redemption of X or Y stock will be treated as a dividend under 302, A tries to sell her X shares to Y or vice versa.
Under this structure, A would try to receive exchange treatment, but in substance A's sale is indistinguishable from a dividend.
Section 304 is an anti-abuse rule which ensures this result by requiring shareholder sales involving "brother-sister" and "parent-subsidiary" corporations to satisfy one of the tests in Section 302 in order to qualify for capital gain status and recovery of basis.
 
· The intricacies that the statute presents are designed to prevent a controlling shareholder from claiming basis recovery and capital gain treatment on transactions that permit the “bailout” of E&P with no significant impact on control of the distributing corporation. In the present environment, in which dividends and capital gains are taxed at the same rate, the incentive to structure transactions which fall within the coverage of §304 has been greatly diminished
 
· Brother-Sister Acquisitions
· Section 304(a)(1) applies when one or more persons who are in "control" of each of two corporations transfer stock of one corporation (the issuing corporation) to the other (the acquiring corporation) in exchange for cash or other property.
· Control for this purpose is defined as at least 50% ownership of either (1) the corporate voting power or (2) of the total value of all classes of stock.
· In the case of a corporation with more than one class of stock, the value prong of the "control" test is applied to the aggregate value of all classes of stock, not class-by-class.
· Thus, a shareholder who owns 50% or more of the value of all the corporation's stock has "control" even if that shareholder owns less than 50% of a particular class.
· In determining control, the Section 318 attribution rules are applicable with certain modifications related to shareholder-corporation attribution.
 
· Section 304(a)(l) applies when one or more persons who are in "control'' of each of two corporations transfer stock of one corporation (the “issuing corporation") to the other (the "acquiring corporation") in exchange for cash or other property.
 
· "Control'' for this purpose is defined as at least 50% ownership of either the corporate voting power or of the total value of all classes of stock. In determining control, the §318 attribution rules are applicable with certain modifications relating to shareholder-corporation attribution. 
 
· If Section 304(a)(1) applies:
· Shareholder is treated as having received a distribution of cash in redemption of the acquiring corporation's stock (Y).  
· This hypothetical redemption is then tested under 302(b) to determine whether A may treat the transaction as an exchange.
· Dividend equivalence is determined by shareholder's stock ownership of the issuing corporation (X) before and after the transaction.
 
· If the distribution is treated as an exchange under 302(a), acquiring corporation (Y) is treated as purchasing the stock of selling corporation (X).
· Acquiring corporation (Y) takes a cost basis in the issuing corporation (X) stock under Section 1012
· Shareholder's original basis in Y stock remains unchanged.
· Any reduction to E&P is limited by Section 312(n)(7) to an amount not in excess of the redeemed stock's ratable share of E&P.
· More difficult question is what corporation's E&P.
· One defensible answer is that the required reduction should be made first to the acquiring corporation's E&P and, if necessary, then to the issuing corporation's E&P.
 
· To the extent that Y's purchase of X stock from A is characterized as a dividend to which 301 applies:
· Shareholder is treated as having transferred issuing corporation stock (X) to acquiring corporation (Y) in exchange for acquiring corporation stock (Y) in a 351(a) transaction.  
· Then, acquiring corporation (Y) is treated as having redeemed (from shareholder) the acquiring corporation stock (Y) that was hypothetically issued in the 351 transaction 
· The distribution will be treated as a dividend received by the shareholder from acquiring corporation (Y) to the extent of Y's E&P AND THEN from X's E&P to the extent necessary.
· Thus, E&P from both corporations are available to characterize the distribution to A as a dividend.
· Y takes a transferred basis from shareholder in the issuing corporation (X) stock under 362.
· Shareholder's basis in the acquiring corporation (Y) stock received in the hypothetical 351 transaction is equal to shareholder's basis in the issuing corporation (X) stock actually transferred to Y.
 
· Parent-Subsidiary Acquisitions
· Section 304(a)(2) applies similar principles when a controlled subsidiary acquires stock of its parent from a shareholder of the parent in return for property.  
· The parent-subsidiary relationship is defined by the same 50 percent "control" test described above.
· The "property" used to make the acquisition is treated as a distribution in redemption of the parent's stock for purposes of testing dividend equivalency under Section 302.
 
· If the redemption fails to qualify as an exchange and is treated as a Section 301 distribution, the amount and source of any dividend is first determined by reference to the earnings and profits of the acquiring (subsidiary) corporation and then, if necessary, by the earnings and profits of the issuing (parent) corporation.  
· If a redemption receives dividend treatment, the shareholder's basis in the parent's stock transferred to the subsidiary is added to the basis in the shareholder's remaining parent stock.
· The subsidiary takes a cost basis in the parent stock that it acquires.
· Tracking Section 304(b)(2), it is logical to first reduce the acquiring subsidiary's E&P to the extent they are the source of the dividend and then move on, if necessary, to reduce the parent's E&P.
 
· If the constructive redemption is treated as an exchange, the selling shareholders recognize gain or loss under normal tax principles.
· Selling shareholder recover's his basis in the transferred parent stock and recognizes capital gain or loss under normal tax principles.
· Section 312(n)(7) again should apply, but it is unclear which corporation's E&P are reduced, leaving taxpayer's to apply any reasonable approach.
 
· If a transaction is both a brother-sister and a parent-subsidiary acquisition, the parent-subsidiary rules take precedence.
· However, because the attribution rules transform most brother and sister corporations into a constructive parent and subsidiary, the regulations provide that an actual brother-sister relationship takes precedence over a constructive parent-subsidiary affiliation, causing Section 304(a)(1) to govern acquisitions by related nonsubsidiary corporations
 
· Section 304(a)(2) applies similar principles when a controlled subsidiary acquires stock or its parent from a shareholder of the parent in return for property. The parent-subsidiary relationship is defined by the same 50% "control" test described above. The "property" used to make the acquisition is treated as a distribution in redemption of the parent's stock for purposes of testing dividend equivalency under §302.
 
· If the redemption fails to qualify as an exchange and thus is treated as a §301 distribution, the amount and source of any dividend is first determined by reference to the earnings and profits of the acquiring (subsidiary) corporation and then, if necessary, by the earnings and profits of the issuing (parent) corporation. If the constructive redemption is treated as an exchange, the selling shareholders recognize gain or loss under normal tax principles. 
 
· Coordination with Section 351
· Congress settled the overlap between 351 and 304 and said the anti-abuse rule in Section 304 will take precedence.
· Section 351, if otherwise applicable, will generally apply only to the extent such transaction consists of an exchange of stock for stock in the acquiring corporation.
· Section 304 will not apply to debt incurred to acquire the stock of an operating company and assumed by a controlled corporation acquiring the stock since assumption of such debt is an alternative to a debt-financed direct acquisition by the acquiring company.
 
· Case Name: Niedermeyer v. Commissioner
Cite: 62 T.C. 280 (1974)
 
Facts: Taxpayers owned 22.58% of AT&T.  They also owned a minor preferred stock interest in AT&T.  Their two sons owned 67.91% of AT&T.  Their three sons owned 67% of Lent.  On 9/8 TP sold their AT&T stock to Lent, but they retained their preferred interest.  TP reported LTCG on the sale of stock.  IRS said that these proceeds were taxable as a dividend covered under Section 304(a).
 
Issue: Whether the sale in question was a redemption through the use of a related corporation under the provisions of Section 304(a)(1) and, if so, whether the distribution by Lents to petitioner is to be treated as in exchange for the redeemed stock under the provisions of 302(a) or as a dividend under 301.
 
Holding:  Since the 318 attribution rules apply, the sale at issue was between controlled corporations.  TP owned more than 90% of AT&T before the transaction and their sons owned 67% of Lent.  Thus, this is a transaction where 304 would apply and we need to evaluate the redemption for exchange treatment under 302.  The court held that 302(b)(1) did not apply because they still controlled both entities constructively after the transaction.  Thus, there was no meaningful reduction.  TP acknowledges 302(b)(2) and (b)(4) do not apply.  They state that the family attribution waiver in (b)(3) does apply though because they did not retain an interest in ATT after.  The court rejects this and states the preferred stock interest was prohibited.  They tried to state that the subsequent donation of the preferred stock in December was part of a pre-arranged plan, but the court did not find sufficient evidence to conclude that was true.  Thus, the court found that this was a dividend to which 301 applied.
 
· Redemptions to Pay Death Taxes
· Section 303 makes it possible to avoid dividend treatment and achieve full recovery of basis on a redemption even if the transaction does not come within one of the Section 302(b) tests.  
 
· If several detailed requirements are met, distributions in redemption are treated as a sale or exchange rather than a dividend up to the sum of the federal and estate death taxes and allowable funeral and administrative expenses.
 
i. However, the estate is not required to use (or even need) the redemption proceeds to pay taxes and expenses.
 
ii. To qualify under Section 303, the value of the redeemed stock must be included in determining the decedent's gross estate for federal estate tax purposes.
 
iii. Relationship of Stock to Decedent's Estate
0. Congress concluded that income tax relief was justified only when a decedent's holdings in the corporation represented a substantial portion of his gross estate.  Section 303(b)(2) requires that the value of all the stock of the distributing corporation included in the decedent's gross estate must exceed 35% of the total gross estate less certain expenses deductible for federal estate tax purposes.
1. A special rule permits the stock of two or more corporations to be aggregated for purposes of this 35% test if 20% or more in value of each corporation's total outstanding stock is included in the gross estate.
 
iv. Timing of the Redemption
0. Section 303 applies only to amounts distributed within a reasonable time after the decedent's death.
1. The redemption must occur within 90 days after the expiration of the three year assessment period for federal estate taxes.
 
v. Eligible Shareholders
0. Although Section 303 is most commonly used by the decedent's estate, other shareholder-beneficiaries sometimes are eligible for its benefits if their interest "is reduced directly (or through a binding obligation to contributed) by any payment" of death taxes or administrative expenses.
 
vi. Distributions of Appreciated Property
0. The most likely asset for a Section 303 redemption is cash, but a corporation that distributes appreciated property to redeem its shares must recognize gain under the now familiar rule in Section 311(b).
 
vii. To qualify under §303. the value of the redeemed stock must be included in determining the decedent's gross estate for federal estate tax purposes. The other principal requirements focus on:
0. The relationship of the decedent's holdings in the corporation to his total gross estate.
a. Generally, the interest in the corporation must exceed 35% of the total gross estate, less expenses allowable in computing the federal estate tax. There are additional exceptions and adjustments made in the event that the shareholder has interests in two or more corporations.
 
viii. The timing of the distribution.
0. The redemption must occur within 90 days after the expiration of the three-year assessment period for federal income tax purposes.
 
ix. Eligibility.
0. Section 303 is most often used by the estate of a deceased shareholder. However, other beneficiaries may be eligible if it can be shown that the burden of the estate tax falls on them or their interest in the estate.
 
x. Distributions of appreciated property.
0. A corporation that distributes appreciated property to redeem its shares will recognize gain under §311(b).
 
