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CHAPTER 1
INTRODUCTION

Note to prior users: The order of this chapter has been revised.  Users who wish to skip the introductory material and begin with the check-the-box regulations may now begin with paragraph 1075.

[¶ 1000]

A.  HISTORY OF THE CORPORATE INCOME TAX

This paragraph briefly summarizes the history of the corporate income tax. Some instructors may want to note here that the top corporate income tax rate reached a zenith in 1951 of 52 percent, before being reduced in 1964 to 48 percent, in 1978 to 46 percent, in 1986 to 34 percent (except for corporations with taxable incomes within a specified range that are subject to a top effective marginal rate of 39 percent). The maximum rate was raised in 1993 to 35 percent but only for a relative handful of generally publicly owned corporations earning over $10 million annually.

[¶ 1005]

B.  COMPUTATION OF C CORPORATION'S TAXABLE INCOME

This paragraph discusses the computation of a C corporation's taxable income, with particular emphasis on the differences between the computation of a C corporation's taxable income and the computation of an individual taxpayer's taxable income. Some instructors may want to mention here Section 163(j), which limits interest deductions by corporate payors for certain interest paid to exempt parties related to the payor. This provision was added to the Code in 1989.

C.  CORPORATE AND SHAREHOLDER TAX RATES
[¶ 1010]
1.  HISTORICAL RELATIONSHIP BETWEEN TOP CORPORATE AND INDIVIDUAL

TAX RATES

Students, and others, tend to assume that double taxation of corporate profits means higher taxation.  I spend some time demonstrating that whether corporate profits are taxed more heavily than unincorporated entity profits depends on tax rates and the definition of the corporate and shareholder tax bases.  Prior to 1986, of course, corporations were widely used as a tax shelter from the higher individual rates!  That discussion can be used to introduce a brief consideration of the choice of entity material.


From the viewpoint of equity and economics, what was the import of Congress's decision in the 1986 Act to raise needed revenues by imposing, for the first time in history, higher marginal rates on corporations than on individuals? The answer depends on a determination of the so-called "incidence" of the corporate tax, i.e., who bears the burden of that tax as among a corporation's owners/shareholders, employees, suppliers, or customers. Economists continue to debate the answer to this question. Some might think  it disingenuous or even misleading, therefore, for Congress to label its action as shifting some of the tax burden away from individuals to the corporate sector.

D. ALTERNATIVE MINIMUM TAX

[¶ 1025]

As this edition was being prepared, Congress considered but then abandoned an “economic stimulation” tax bill that included provisions that would have curtailed or repealed the Alternative Tax, at least for corporations. While those proposals appear unlikely to succeed in 2002, the future modification of these provisions seems more likely than it has in recent years. 


[¶ 1055]
F.  INTRODUCTION TO CHOICE OF ENTITY CONSIDERATIONS

This section is intended to provide an introduction to choice of entity issues and, of course, only discusses some of the key tax and nontax factors affecting the choice of entity decision. For example, one key factor only briefly mentioned here (because it was thought too complex to discuss in any detail in an introductory chapter) is the difference in effect of liabilities incurred by the entity on the outside bases of the owners of the entity (i.e., liabilities incurred by a partnership or limited liability company may result in an increase in the partners' or members' outside bases in their partnership or limited liability company interests in accordance with Section 752 and the regulations under that provision, whereas liabilities incurred by a corporation, including an S corporation, generally do not result in an increase in the shareholders' bases in their stock in the corporation).


Prior to 1986, the seeming burden of the dual tax system was mitigated by a variety of unrelated rules to the point that, in many instances, a corporation could be used to secure a lower overall tax burden than that imposed by the individual income tax.  In that year, however, Congress enacted four major changes that materially increased the relative burden of conducting business through a C corporation.  These changes were (1) a reduction in the marginal rates of tax that, for the first time in history, put the corporate rate above the maximum individual rate; (2) the repeal of the preferential treatment of capital gains, including the lower tax rate usually applicable to dispositions of stock; (3) the repeal of the General Utilities doctrine, which had sheltered property distributions from the corporate tax; and (4) a significant reduction in capital recovery allowances, which had greatly reduced corporate tax collections.


As a result of these changes, operating as a C corporation became almost always more expensive than operating outside of the dual tax system.  Accordingly, the post-1986 period witnessed diverse and sometimes frantic efforts to avoid the corporate level tax.  Subchapter S elections were made; publicly traded partnerships were formed and corporate equity was replaced with debt.  Those techniques sometimes precipitated a congressional attempt to preserve the corporate tax base as in Sections 7704 and 163(j).


Since 1986, the predictable retrenchment has occurred, reaching some sort of climax in 1997. The maximum individual income tax rate crept back to a nominal 39.6 percent although the effective marginal rate is often pushed higher by the phase-out of deductions.  In addition, a capital gains preference for individuals has returned, albeit in a form that this author finds disgracefully complex.  In general, the maximum rate of tax on a capital gain attributable to the sale of stock is 18 or 20 percent.  For a fuller treatment of capital gains rates, see ¶ 1020 of the text.  As a result of these changes, the overall tax burden on a C corporation that generally avoids ordinary dividend distributions was closer to the tax burden on unincorporated enterprise than at any past time.


At the present time, the maximum rates of tax on the ordinary income of an individual are being reduced gradually. If that rate is reduced as scheduled for 2006 to 35 percent, the individual and corporate rates will again be identical.  That fact should produce a return to the desire to avoid the use of C corporations whenever possible.

G.  POLICY ISSUES IN TAXATION OF CORPORATIONS AND SHAREHOLDERS: CORPORATE INTEGRATION

[¶ 1060]
1.  CRITICISMS OF THE DOUBLE TAX ON CORPORATE EARNINGS; PROPOSALS

FOR INTEGRATION

The federal income taxation of corporations and shareholders presents a good opportunity to challenge students to explore both specific questions of tax policy and broader fiscal and economic policy in the context of a complex statutory scheme that is more completely integrated than the multiplicity of provisions affecting income, deductions and property transactions generally. How one may wish to approach these questions is a highly individual matter. Some instructors may introduce the study of corporate taxation policy issues with assigned readings. Others may prefer to conclude the survey of basic corporate tax materials presented in Chapters 1 through 8 of this casebook before undertaking such a general discussion in order that students may consider broad policy issues with some appreciation of the specific statutory scheme. As a matter of perspective, it may be well to note the special treatment accorded S corporations, mutual funds, real estate investment trusts, insurance companies, banks, cooperatives and charitable organizations.

H.  WHAT IS A CORPORATION?

[¶ 1075]
1.  ENTITY CLASSIFICATION


This paragraph provides an overview of entity classification, including the current check-the-box entity classification regulations. A more detailed discussion of entity classification is presented at ¶¶ 16,025-16,080. Some instructors will want to assign that material at the beginning of a corporate taxation or a business enterprise taxation course.  Mention might be made here of the aggressive use to which the check-the-box regulations have been put, particularly in connection with the emergence of the limited liability company.  In the domestic area, for example, some companies have been able to use these regulations to achieve the benefits of consolidated returns without the burdens.

2.  RECOGNITION OF THE CORPORATE ENTITY

a.  Business Purpose and Business Activity

[¶ 1100]

MOLINE PROPERTIES v. COMMISSIONER


In Moline Properties the Supreme Court set out the criteria for the recognition or nonrecognition of a corporate entity.


[¶ 1110]

b.  Sham Corporations

Note to prior users: This section has been revised to reduce Greenberg to a note.

c.  Corporation as Agent or Nominee


[¶ 1120]

COMMISSIONER v. BOLLINGER


This case considers the issue as to whether the agency doctrine may be used by the taxpayer to avoid recognition of the separate corporate entity.  In the light of Bollinger, it should not prove difficult for any taxpayer to meet the test set forth in National Carbide.  This taxpayer friendly decision ratifies a very widely used technique for avoiding state usury laws.


[¶ 1125]


Note

There are no clear answers to these questions. They are presented to provoke students to critically analyze the rationale and result in Bollinger.
[¶ 1130]

I. IDENTIFYING THE PROPER TAXPAYER

The key point made in this section is that, although the corporate form is almost always respected for income tax purposes, the IRS has available a wide range of other tools that may be used to prevent the avoidance of tax.  In general, the results obtained under these more precise tools, such as Section 482, are superior to the results that would be obtained by ignoring the corporate entity entirely.

CHAPTER 2


GENERAL TAX ASPECTS IN ORGANIZATION OF A CORPORATION


[¶¶ 2000-2040]
A. OVERVIEW


B. INTRODUCTION TO THE REQUIREMENTS OF SECTION 351


After the introduction in ¶ 2000 to the policies underlying tax free incorporations, the subsequent materials lead the students through the basic requirements and impact of the provisions of Sections 351, 358, and 362.  The addition in the 1997 Act of Section 351(g) treating nonqualified preferred stock as boot creates some uncertainties that must await regulations for clarification.  

 [¶ 2045]  


Problems

1.  This is a classic Section 351 incorporation in that Antoine (A) and Bernadette (B) together have transferred “property” solely in exchange for stock of the A & B Corporation, and they hold more than 80-percent “control” (100-percent in fact) following the incorporation. The consequences are as follows:


a.  (i)  Section 351(a) bars any recognition of gain by A and B, as does Section 1032 for the corporation.  (ii)  The corporation takes a carryover basis of $60,000 for the building under Section 362(a), and under Section 1223(2) its holding period for the building includes (is “tacked” on to) B's former holding period for the building.  (iii)  Under Section 358(a), the basis of A's stock equals the $100,000 amount of cash he paid in, while the basis of B's stock is $60,000 (B's former basis in the building).  Under Section 1223(1), B's holding period for her stock includes (is “tacked” on to) B's holding period for the building, assuming that it was a Section 1221 asset or a Section 1231 asset in B's hands.  Since A transferred cash, Section 1223(1) does not apply, and A's holding period for his stock includes only the time during which A has actually held it.


b.  Gain will now be recognized by B in an amount equal to the $10,000 of cash boot.  § 351(b).  The basis for B's stock again is $60,000 under Section 358(a) (i.e., B’s former basis in the building, reduced by the $10,000 received, and increased by the $10,000 gain recognized to B), whereas the corporation takes a basis of $70,000 for the building (i.e., a carryover basis of $60,000 increased by the $10,000 gain recognized by B).  The character of the gain to B will turn on several factors: (i) whether in the hands of B the building was a capital asset or a Section 1231 asset; (ii) whether B had a greater than 50 percent stock ownership in the corporation which would, under Section 1239, convert her gain to ordinary income; (iii) whether the depreciation taken on the building was subject to recapture under Section 1250, (very unlikely under these facts;any such recapture gain would be treated as ordinary income under Section 1250); and (iv) the amount of prior depreciation taken on the building (the portion of the gain not in excess of the prior depreciation will be Section 1250 unrecaptured gain taxable at a 25 percent rate under Section 1(h) if the gain is capital gain either under Section 1221(a) or after applying the provisions of Section 1231 if the property is a Section 1231 asset).  If the gain is determined to constitute a capital gain, then in all likelihood it will be a Section 1250 unrecaptured gain taxable at a 25 percent rate under Section 1(h).  


c.  (i)  On receipt of boot consisting of debentures worth $10,000, B will again, as in Problem 1.b., recognize $10,000 of her gain, and she will have a basis of $10,000 for that boot under Section 358(a)(2).  This once more leaves her with a basis of $60,000 to allocate to the stock that she received.  (ii) Likewise, as in Problem 1.b., the corporation  takes the building with a carryover basis increased to $70,000 to reflect B's $10,000 of recognized gain, and a holding period that tacks on B's former holding period.  In addition, the corporation will have no recognized gain. B’s basis in the debentures will be $10,000 and her holding period for them will begin on receipt.


d. The preferred stock is nonqualified preferred stock which will be treated as boot under Section 351(g) with the same results to B and the corporation described in the preceding paragraph 1.c. No gain is recognized to the corporation on distribution of the preferred stock. § 1032.  Nonqualified preferred stock is treated as boot because it has debt-like characteristics (e.g., fixed return and a fixed redemption date) that Congress concluded warranted treatment for boot purposes as if it were a debt obligation of the transferee corporation.


e.  Although the building here has an adjusted basis that is $25,000 higher than its $100,000 value, Section 351(a) would bar B from currently recognizing her loss, notwithstanding that she received boot in the exchange.  The $25,000 loss would be preserved in the substituted $115,000 basis assigned to the stock received by B (i.e, the original $125,000 basis reduced by the $10,000 of boot received). § 358(a)(1)(A). The corporation would take a carryover $125,000 basis for the building. § 362(a)(1).


2.a.  All the requirements for nonrecognition of gain under Section 351 are once again met.  It is not necessary that the incorporators take the same proportionate interests in preferred and common; stock is stock for Section 351 purposes, whether it is voting or nonvoting, common or preferred, unless the stock is nonqualified preferred stock (designated by Section 351(g) as boot).  Nor does Section 351(a) necessitate that each transferor receive stock in proportion to the value of his or her respective contribution.  However, any variations in value between contributions and stock received in exchange may in fact reflect a disguised gift, compensation, etc., to be reported as such.


b.  No taxable gain would be recognized by A and B inasmuch as the transaction as to

them will meet all the requirements of Section 351.  C, by contrast, will realize ordinary income to the extent of the fair market value of the 500 shares allocated to her.  See §§ 351(d) and 83.  However, under Section 83(a), recognition of that gain is deferred until the forfeiture restriction lapses in two years.

 
c.  C's receipt of 25 percent of the common stock would destroy the requisite 80 per cent control in the transferors of property.  The incorporation would cause B to recognize her full gain, yielding a cost basis to B for her stock equal to its fair market value (i.e., the value of the stock used in calculating her gain).  Under Section 1032(a) and Reg. § 1.1032-1(a), the corporation would not recognize any gain or loss upon the issuance of the stock in return either for the building or for C's services; the result is as though the corporation had issued its stock for cash, tax free, and then used the cash to pay for both the building and C's services.  Accordingly, the corporation’s basis for the building would be a cost basis of $100,000 rather than a Section 362(a) carryover basis.  It might also be able to deduct the value of the stock as a salary expense if the requirements of Section 162 are otherwise met.  However, Section 83(h) permits such a deduction no sooner than the date at which C's income becomes reportable under Section 83, and not even then if the value of the services must be capitalized (e.g., as organizational expenditures amortizable under Section 248(a) over five years).


Note that many possibilities do exist for achieving at least a partial nonrecognition of B's gain even if C is to receive 25 percent of the common stock.  As the following materials suggest, some fruitful avenues to explore include : (i) C's contribution of property as well as services so as to transform C into a co-transferor of property; (ii) B's sale of a share in the building to C on credit, with the building and C's debt obligation then contributed to the corporation in exchange for its stock, and an eventual corporate cancellation of C's debt in payment for her services to the corporation; (iii) the initial issuance of all the stock to A and B in exchange for their contributions, followed by the corporation's later issue of additional common stock to C in a transaction that could not be considered an integral part of the incorporation under the step transaction doctrine; or, (iv) after initial issuance of all the stock to A and B, and corporate payment of cash to C for her services, C in turn using the cash to buy a portion of A's and B's shares from them directly pursuant to a plan rather than a binding obligation.  


d.  Until regulations issue on this matter, the outcome will be unclear, but pending issuance of regulations, it would appear on the basis of the legislative history that the nonqualified preferred stock will be treated as stock in applying the Section 368(c) control test.


F.  MEETING REQUIREMENT OF CONTROL


[¶ 2050]

1. CONTROL “IMMEDIATELY AFTER THE EXCHANGE”


Despite the express statutory requirement that conditions  tax free treatment on the transferor(s) of property being in control “immediately after the exchange,” this requirement in practice is not construed literally.  The quotation in the text from Reg. § 1.351-1(a)(1) seems a fair interpretation of the probable congressional intent favoring a more liberal construction of the language “immediately after the exchange.”


[¶ 2055]  


INTERMOUNTAIN LUMBER CO. v. COMMISSIONER

Because Shook, the only transferor of property to S & W, was under a contractual obligation at the time of the transfer to sell 50 percent of the outstanding S & W stock to Wilson, Shook lacked “control” of S&W. The transfer became fully taxable, correspondingly affecting the basis of the property that was the subject of transfer.  Hence, the taxpayer in this case—the purchaser of Wilson's and Shook's shares—prevailed in the argument that S & W was entitled to depreciate the sawmill on a cost rather than carryover basis.


[¶ 2060]  


Notes

1.  Noncompliance with Section 351 resulted in a cost basis rather than a lower carryover basis for the incorporated assets, and thus relatively higher depreciation deductions for the corporate transferee.  This benefit to the corporation may have more than compensated for the offsetting recognition of gain to Shook on his transfer, particularly if the gain was reportable at a favorable capital gain rate. 


2. The court specifically states that Section 351(a) would have prevented recognition of gain to Shook if the sale had been made pursuant to a plan (rather than an obligation) or (as the IRS argued) pursuant to an option in Wilson.


3.  If the transferred properties were appreciated marketable securities (which would be nondepreciable), their taxable incorporation would generate immediately reportable gain (unless exchanged for installment obligations the gain on which could be reported under the installment method), and without any compensating depreciation deduction.  Therefore, a tax free incorporation might be preferable so as to defer recognized gain, albeit at the price of potential corporate level as well as shareholder level tax on the postponed gain.  If the incorporated assets had a basis above fair market value, an attempted taxable incorporation in quest of an immediately reportable loss might appear desirable.  However, Section 267 may thwart a recognized loss.  A tax-free incorporation would at the least preserve the shareholder's potential loss by means of an above-market substituted basis for the stock received in exchange for the assets.


4. Shook could have sold a half interest in the sawmill to Wilson and Wilson could have contributed that interest to the corporation in exchange for stock. Shook could have sold 50 percent of the stock to Wilson pursuant to a plan or an option in Wilson. 


[¶ 2065]

REVENUE RULING 79-70

Here, as in Intermountain Lumber Co., at ¶ 2055, the party, corporation X, which transferred appreciated property to the corporation was under a binding obligation to sell 40 percent of the X shares to corporation Y, which had not transferred property to the corporation in exchange for stock.  Unlike Intermountain Lumber Co., however, here Y did in fact transfer property to the corporation, albeit in exchange for securities rather than stock, as part of a plan that called for Y immediately to become a shareholder by purchasing 40 percent of X's stock.  The ruling nonetheless concludes that, despite Y’s transfer to the corporation and Y’s purchase of 40 percent of the stock from X, because X alone transferred property in exchange for stock, the control test of Section 351(a) was not satisfied by persons who had transferred property in exchange for stock. 


[¶ 2070] 


Problems

1.  An obvious solution for complying with Section 351(a) would be to have corporation Y, which transferred cash to Newco in exchange for its debt securities, transfer cash to Newco in exchange for a 40-percent stock interest, rather than to X, because  Y could then be counted for the purpose of determining if transferors of property had the requisite control.


2.  The legislative history of the 1997 Act indicates that nonqualified preferred stock will be treated as stock in applying the control test unless and until regulations otherwise provide. In the absence of such regulation, therefore, the transaction will be tax free to X because X and Y would both be transferors of property in exchange for all of the common and preferred stock of Newco. 


3.  If the regulations eventually provide that the nonqualified preferred should not count as stock for purposes of the control test, the incorporation would be tax free to X.  If the regulations provide the contrary, X’s transfer to Z would be taxable.  X would fail the control test. To assure a nontaxable transfer by X, the incorporation could be restructured to have Z transfer assets to the corporation rather than to X as consideration for Z's stock acquisition.  


4. The outcome would turn on whether the interdependence test is applied, and, if so, whether the transfers by A and B would be considered to be integral steps in the incorporation. Because both the cash and the business property are presumably essential to the operation of the business, it can be argued that both steps are interrelated and should be treated as part of the incorporation. If the binding commitment test were applied, the transfer of the business property would be taxable. That would seem an inappropriate result from a policy point of view.


5.a. Under the binding commitment test applied in Intermountain Lumber Co. and Rev. Rul. 79-70, it probably cannot be said that A was in control “immediately after the exchange” where there was a pre-existing commitment to dispose of a 30 percent interest to Boris (B) who had not transferred property to the corporation. 


b. This revised structuring causes Boris to be treated as a transferor of property.  The result is that control of the corporation rests exclusively in those who transferred property to the corporation, and therefore no gain is currently recognized.  Further, the property has a carryover basis in the hands of the corporation.  Moreover, as a practical matter A continues now to owe an obligation to B, and may in the future have to rely on ordinary dividend income from the corporation to pay off the debt.


Another possibility would be for A, in advance of and independently of the incorporation, to transfer a 30 percent interest in the property to B in cancellation of the debt, on the assumption that both parties would thereafter contribute their respective interests in the property to the corporation.  In this way, A would have to recognize only 30 percent of her total gain.  

[¶ 2095]

Note

The test authorized by Rev. Proc. 77-37 appears to be a fair and easily administrable bright line approach.

 [¶ 2100]  


Problems

1.a.  T would not be in “control” after the transfer in exchange for the 500 shares.  T would hold 4,500 shares of a total 20,500 shares—a little over 20 percent. (Note that constructive ownership rules do not apply under Section 351.)  Thus, T would have recognized gain of $140,000 on the transfer (i.e.,the excess of the fair market value of the shares received ($150,000) over the basis of the property transferred ($10,000)).  The corporation would acquire the property with a cost basis of $150,000.


b.  The issue is whether the family members' purchases of the additional 10 shares will be disregarded as “accommodation” transfers under Reg. § 1.351-1(a)(1)(ii) and Estate of Kamborian (¶ 2085).  If the stock purchases are treated as accommodation transfers, none of the stock owned by the family members counts in applying the control requirement of Section 351, and T's transfer of the land will not qualify under Section 351.  By contrast, if the family members' purchases of the additional 10 shares are respected as transfers of property for stock that are part of the same transaction that includes T's transfer of the land to the corporation, then the family members' total stockholdings count in applying the control requirement, and T's transfer of the land will qualify for Section 351 nonrecognition of gain treatment.  Under these facts, each family member's stock purchase of an additional 10 shares for $3,000 is far below the 10 percent safe harbor specified in the regulations, and is quite likely to be treated as an accommodation transfer.  Thus, T's transfer of the land probably will not qualify for nonrecognition of gain treatment under Section 351(a) .


2.  No deduction would be allowed for the loss on the sale under Section 267(a)(1) inasmuch as T would be deemed constructively to own all the shares of the corporation.  See § 267(b)(2), (c)(2), and (c)(4). The constructive ownership rules of Section 267 are considerably broader than the attribution rules of other sections, such as Section 318, perhaps because the volitional transactions that are the subject of Section 267 (e.g., sales and purchases among relatives) in themselves demonstrate or make it fair to infer that a common interest and perhaps even an economic unity exists among those who engage in transactions of a kind that are the subject of that Section.  By contrast, Section 368(c) does not impute economic unity and resulting attribution of stock ownership among persons merely because they are related parties who are co-shareholders of a corporation.  


3.  One obvious solution would be to have C contribute along with her services property of a value that satisfies the "10 per cent" safe harbor set forth in Rev. Proc. 77-37. See ¶ 2095. 

G. TREATMENT OF BOOT
[¶ 2105]
2.  ALLOCATION OF BOOT

[¶ 2120] 

Problem

The two components of the total $160,000 of amount realized by A, consisting of $120,000 worth of stock plus $40,000 of boot, are allocated to assets 1 and 2, respectively, in proportion to their relative fair market values.  As a result, the $10,000 of cash allocated as though realized on Asset 1 will not be reported currently because of the realized loss on that asset.  However, the $30,000 of cash allocated to Asset 2 will be fully reported because the gain on that asset exceeds this $30,000 of boot.  The overall result is depicted on the following chart. 

  






    Total
Asset 1
Asset 2

Determination of Allocation Ratio:
  
  
  

  Relative FMVs of Assets Transferred

   $160         $40/160        $120/160

  Proportionate Allocation Ratios

 
     100%
   25%  
   75%  
Proportionate Share of Amount Realized:




  Stock Received




   $120k  
$ 30k

$ 90k

  Cash Received




   $ 40k  
$ 10k

$ 30k
  Total Amount Realized



   $160k  
$ 40k

$120k

Less: Adjusted Basis



   $100k  
$ 50k

$ 50k
Gain (Loss) Realized



   $ 60k         ($ 10k)
$ 70k

Gain (Loss) Recognized







$ 30k


Although the total net gain is only $60k ($160k amount realized less $100k basis), an allocation per asset yields a gain of $70k for Asset 2 and a loss of $10k for Asset 1.  These figures cannot be netted in determining reportable gain.  Therefore, the gain realized of $70k on Asset 2 is potentially recognizable in full, but only up to the amount of boot received for Asset 2, which in this case is $30k.  Thus, A’s total recognized gain on these transfers is $30,000.

3.  TIMING OF BOOT RECOGNITION

[¶ 2130]

Problems

1.  T's transfer qualifies for Section 351 nonrecognition treatment, but the $100,000 installment obligation represents “boot” and will trigger gain under Section 351(b).  Under Prop. Reg. § 1.453-1(f)(3), the taxpayer may report the boot gain on the installment sale method as payments on the obligation are received.  Since T receives no payments on the note in the year of the sale, none of T's gain will be recognized in that year.  Under Section 358(a)(1) and Prop. Reg. § 1.453-1(f)(3), T's basis in the corporation's stock is $100,000 (T's basis in the land transferred ($100,000), minus the installment obligation received ($100,000), plus the boot gain to be reported on the installment sale method ($100,000)).  Prop. Reg. § 1.453-1(f)(3)(ii).  In effect, Prop. Reg. § 1.453-1(f)(3)(ii) allocates T's entire basis in the land of $100,000 to the nonrecognition property received (the corporation's stock), and none of T's basis in the land transferred to the corporation is allocated to the installment obligation.  Thus, 100 percent of the $100,000 payment to be received by T on the installment obligation upon the maturity of the obligation will be gain to T.  Under Prop. Reg. § 1.453-1(f)(3)(ii), the corporation's initial basis in the land received from T is $100,000, and that basis will be increased by another $100,000 when T recognizes the boot gain upon receipt of the $100,000 payment on the corporation's installment obligation three years after the date of the Section 351 exchange.  The end result will be a $200,000 basis to the corporation for the land worth $300,000, and an eventual $100,000 gain to T on the stock worth $200,000. T’s eventual basis in her stock will be $100,000.


2.  T's transfer qualifies for Section 351 nonrecognition treatment, but the $100,000 installment obligation represents “boot” and will trigger gain under Section 351(b).  Under Prop. Reg. § 1.453-1(f)(3), the taxpayer may report the boot gain on the installment sale method as payments on the obligation are received.  Since T receives no payments on the note in the year of the sale, none of T's gain will be recognized in that year.  Under Section 358(a)(1) and Prop. Reg. § 1.453-1(f)(3), $200,000 of T's $250,000 basis in the land is allocated to T's stock in the corporation (the fair market value of the stock).  The excess basis of $50,000 is allocated to the installment obligation received by T.  Thus, 50 percent ($50,000/$100,000) of the $100,000 payment to be received by T on the installment obligation will be treated as boot gain from the transfer of the land to the corporation, and 50 percent of the payment will be treated as a nontaxable return of T's basis in the installment obligation.  Under Prop. Reg. § 1.453-1(f)(3)(ii), the corporation's initial basis in the land received from T is $250,000, and that basis will be increased to reflect T's $50,000 boot gain when T reports that gain on receipt of the $100,000 payment on the corporation's installment obligation three years after the date of the exchange.  See Prop. Reg. §§ 1.453-1(f)(1)(iii), 1.453-1(f)(3)(iii), Ex. 2.


H. ASSUMPTION OF LIABILITIES BY THE CORPORATION
3.  LIABILITIES IN EXCESS OF BASIS: SECTION 357(c)


[¶ 2155]


REVENUE RULING 95-74


Historically, as Rev. Rul. 95-74 recounts, cash rather than accrual method taxpayers were the ones likely to suffer the twin difficulties fostered by (i) liabilities that exceeded the basis of assets upon incorporation of an existing business, and (ii) business expenses paid by the transferee corporation although incurred by the predecessor business.  Rev. Rul. 95-74 demonstrates that, in today's world, contingent environmental liabilities are likely to burden accrual method taxpayers with the same two concerns.  The ruling affords welcome relief on both fronts, and for both cash and accrual method taxpayers.



[¶ 2160]  

Problems

1. Because the mortgage debt was incurred five years before the Section 351 exchange to finance improvements on the property, there is no apparent basis for the application of Section 357(b). Thus, no gain will be recognized to Bernadette (B). Her basis in the A&B stock under Section 358(a) will be $35,000. The A&B Corporation’s basis in the property under Section 362(a) will be $60,000.


2.a.  On the facts stated, the stage is set for the possible application of Section 357(b) and the consequent treatment of the $250,000 liability transferred to the corporation as money (“boot”) received by T upon the exchange. 


One factor in favor of a finding of boot is the brief time span between T's obtaining the loan and the incorporation of the encumbered property.  The very prompt incorporation on the heels of the borrowing suggests a deliberate cashing out of $250,000 of the $400,000 gain inherent in the property gain by T.  On the other hand, the use of the borrowed funds in another business enterprise provides some support the presence of a bona fide business need, and hence business purpose, for both the borrowing and the assumption of the debt.  On balance, it seems unlikely that T could carry the burden of establishing that T’s actions were not taken with the principal purpose of tax avoidance or lack of business purpose.  


If the assumption of liability is in fact treated as boot, causing T to recognize $250,000 of gain, the basis for the stock received by T will be $100,000 (i.e., the original $100,000 basis, decreased by the $250,000 of assumed debt, and increased by the $250,000 recognized gain).  § 358(a)(1) and (d)(1).  Otherwise, if gain is not recognized under Section 357(b) as a result of the assumed debt, gain of $150,000 will be recognized under Section 357(c). The basis for T's stock will be $0 (i.e., the original $100,000 basis, decreased by the $250,000 of assumed debt increased by the recognized gain of $150,000).  Id. 


b.  On these facts, the assumption of liability would undoubtedly be treated as boot.  But for Section 357(b), T could in this way avoid recognition of gain even though T has cashed out $250,000 of the value of his investment in the real estate.


3.a.  Note that under the regulations, Section 357(c) is applied with respect to the aggregate of basis and aggregate of liabilities relating to the properties transferred and not to each separate item of property.  See Reg. § 1.357-2(a).  Thus, because the aggregate liabilities assumed did not exceed aggregate basis of properties transferred, no gain need be recognized in connection with the transfer of the properties to the corporation.


b.  It seems highly unlikely that the transfer of the personal debt could avoid characterization as boot, given the lack of a bona fide business purpose for the incurring and assumption of the debt.  If, however, the borrowing occurred three years earlier, and without any plan for the ultimate assumption of the debt by the corporation, the Drybrough case, at ¶ 2145, offers some authority for disregarding as boot the assumption of the debt three years later.  


[¶ 2165]

5.  ATTEMPTS BY TRANSFEROR TO AVOID SECTION 357(c) GAIN 

The Owen case, at ¶ 2170, and the Peracchi case, at ¶ 2175, offer two distinctive approaches to attempted avoidance of gain otherwise arising under Section 357(c).  In Owen the court applied the "plain language" of the statute to warrant taxing the transferor on the inadequacy in bases of properties transferred at incorporation compared to the amount of the liabilities accompanying those transferred properties. It rejected the contention that the taxpayer's ongoing responsibility for the debt meant that the debt need not be counted in determining if liabilities exceeded the basis of the contributed properties.  Peracchi by contrast allowed the taxpayer to avoid gain by virtue of the taxpayer's contributing his own promissory obligation to cover the shortfall between bases of the assets and the amount of the liabilities transferred together to the corporation. The court’s rejection of the Lessinger analysis is persuasive, but is its conclusion that Peracchi had a face value basis of $1,060,000 in his note persuasive? Obviously, if the taxpayer actually pays off the liability before the transfer to the corporation, or if the taxpayer borrows funds from another and contributes those to cover the debts, the problem would be solved.  Does the fact that Peracchi could have avoided Section 357(c) by either of these steps support the court’s conclusion? Should this issue be resolved by a statutory amendment?


[¶ 2180]  

Notes

1.  To be sure, in both cases the taxpayers had suffered true economic losses due to their insolvent business affairs and their ongoing obligations to pay a portion of the corporate debts, but the Code does little to support this position. As a policy matter, recognition of gain seems inappropriate and an amendment to the Code would seem appropriate.


3.  The case would be decided differently under Section 357(d)(1) if the facts established that the corporation had not agreed to and was not expected to satisfy the transferred liability.


[¶ 2185] 

Problem

a.  As an accrual method taxpayer, L's sole proprietorship has presumably already claimed deductions and bases for properties attributable to the debts appearing on the books, and so cannot rely on the statutory relief from liabilities in excess of basis provided by Section 357(c)(3).  Therefore, L would have to recognize $20,000 of gain.


b.  Under the assumption, the accounts payable should be excludable from liabilities under Section 357(c)(3)(A)(i). If the $30,000 in accounts payable had not been deducted because they were contested, Section 357(c)(3) would appear to furnish relief from recognized gain under Rev. Rul. 95-74, at ¶ 2155.


c.  If the note is bona fide and subject to a non-trivial risk of bankruptcy, Peracchi provides authority for L not to report gain on the transfer. 


d.  The agreement to remain personally liable for the debts appears not to be a viable solution for avoiding gain recognition according to Owen, at ¶ 2170, unless under Peracchi the debts were subject to a non-trivial risk of bankruptcy.  


I. TAX PROBLEMS UPON INCORPORATION OF AN EXISTING BUSINESS
1.  ASSIGNMENT OF INCOME DOCTRINE

[¶ 2195]  


HEMPT BROS., INC. v. UNITED STATES

This case involves two conflicting tax doctrines which should be treated as controlling.  Here the conflict was between the nontaxability of properties transferred incident to Section 351 and the assignment of income doctrine that taxes one who transfers a right to collect ordinary income earned by that transferor. The court resolved the conflict by examining the policy underlying Section 351 and concluded that results should be determined by whether the particular transfer at issue conformed to the policies Congress intended to promote by enacting Section 351(a).


[¶ 2205] 

Notes

2.  Hempt Bros. appears to have reached a rational and workable compromise.  As to instances in which the assignment of income doctrine might trump the nonrecognition rule of Section 351, see, for example, the illustrations discussed at the end of Rev. Rul. 80-198, at ¶ 2205.  

2.  CLEAR REFLECTION OF INCOME AND TAX BENEFIT RULES

[¶ 2215]  

Problem

a.  As indicated in Hempt Bros. (¶ 2195) and Rev. Rul. 80-198 (¶ 2205), as a general rule the assignment of income doctrine would not override the nonrecognition principles of Section 351 on the incorporation of a going business.  Therefore, a transferee corporation would normally report, at the time of collection, the accounts receivable that it had taken over at the incorporation of a sole proprietorship rather than requiring the receivables to be reported by the sole proprietor who earned them, at least in the absence of a tax avoidance plan.  


Two complications on these facts might, however, cause T to report at least a portion of the accounts receivable.  First, if T had claimed deductions for some of the operating expenses incurred in generating the income, T's failure to report the resulting accounts receivable could in a failure clearly to reflect income.  If so, T might have to report additional income either at the date of the incorporation or when the affected receivables were in fact collected, thereby decreasing the amount reportable by the corporation from those receivables. 


Second, because of the sole proprietorship's cash method of reporting, its $50,000 of liabilities exceeded the basis of assets by $39,000, potentially causing this excess to be reported under Section 357(c)(1).  However, had T reported on the accrual method, the $89,000 of accounts receivable would have been more than adequate to cover the liabilities transferred to the corporation; moreover, at least a portion of the liabilities incurred would have been deductible as an offset against the income reportable from the accounts receivable.  The purpose of Congress' enactment of Section 357(c)(3)(A) was to put cash method taxpayers on a rough par with accrual method taxpayers by allowing the former to disregard, under Section 357(c)(1), those liabilities for which deductions would have been forthcoming had they reported on the accrual method.  On these facts, Section 357(c) would require the $10,000 of bank loans along with any other liabilities to be taken into account to the extent that such borrowings or debts would neither give rise to deductions by T nor create assets with bases funded by those debts. 


b.  In theory, it would appear that accrued expenses transferred to the corporation by a taxpayer who had been operating on the cash method should not constitute deductible expenses to the corporate transferee who eventually pays the items but had not itself incurred them as business expenses.  But if transferred receivables are to be taxed to the corporation upon collection, as approved in Hempt Bros. and other authorities, it follows as a corollary that, to preserve clear reflection of income, the transferred expenses should be deductible upon subsequent payment by the corporation.  Indeed, this result is expressly approved in Rev. Rul. 80-198, ¶ 2205, as well as by Rev. Rul. 95-74, ¶ 2155.  


c.  The first issue here is whether the tax benefit rule is applicable on the ground that a fundamental inconsistency exists between having earlier claimed full deductions for these items and now treating the same items as valuable properties transferred at incorporation.  Perhaps not.  Unlike the Bliss Dairy decision referred to in Note 2 of ¶ 2215, here the transferee is not taking a basis equal to fair market value for these items, but would instead be claiming a zero carryover basis if Section 351 applied.  Second, even if a fundamental inconsistency seemed present, it may well be that the policy in support of the nonrecognition rule called for by Section 351 trumps the application of the tax benefit rule on these facts.   


[¶ 2225] 

J.  TAX TREATMENT OF CONTRIBUTIONS TO CAPITAL

The Fink case, at ¶ 2230, stands for the proposition that a shareholder who voluntarily contributes to a corporation some of the corporation's own stock, and does so in an effort to shore up that corporation's financial profile, (for example, to improve the financial ratio of earnings per share), must add the basis of those contributed shares to the basis of that shareholder's remaining shares rather than claim the basis of the contributed shares as a current loss, at least in those circumstances in which the shareholder remains in control of the corporation after the contribution. 


The Court limited its decision to the facts before it, in which the Finks remained in control of the transferee after their voluntary contribution of stock.  The Court leaves open whether the same result obtains if the contributing shareholder loses control as a result of the contribution although the Court’s reasoning would seem to support the same result even if control is lost.  


In denying the loss deduction, the Court makes three basic points, First, if the contribution of shares achieved its purpose, the Finks would not have suffered an economic loss. Second, treating stock surrenders as ordinary losses might encourage shareholders in failing corporations to convert potential capital losses (under Section 165(g)(1)) into ordinary losses by voluntarily surrendering shares before the corporation fails. Third, the Fink’s surrender of shares is analogous to their forgiving or surrendering a debt owed to them by the corporation, which is treated as a capital contribution, not a deductible loss.


Each of these considerations would seem to support the same result even if the Finks had lost control of the corporation as a result of their share contributions.


[¶ 2230]

Notes

3.  Shareholders' contributions to capital are treated more favorably to the corporate recipient than are nonshareholders' contributions because the former are viewed as functional equivalents of payments for additional stock interests (excludable by the corporation under Section 1032). The latter represent accessions to the corporation's wealth rather than payments in exchange for stock in the corporation.  However, as a compromise, the latter form of contribution becomes reportable only in the future when receipts from disposition of the contributed property exceed the basis of that property.  


4.  Contributions to capital from potential customers are surrogates for gross income, and, accordingly, immediately taxable (as prepaid income) to the corporate recipient. Therefore, those contributions receive bases in the hands of the corporation equal to what it reported.

[¶ 2235]
Problem

a.  Anita and Byron have here made pro rata contributions to their controlled corporation. Section 351(a) should apply even though the transferors did not receive additional shares of stock to evidence their additional equity contributions. 


b.  The Supreme Court, by dictum in Fink, seems to treat the result as settled: Byron adds the $1,000 basis for the voluntary, albeit non pro rata, contribution to the basis for the balance of his stockholdings.


c.  The appropriate outcome of this fact pattern, of a contribution to a corporation of its own stock by a noncontrolling shareholder, was also not decided in Fink, but the reasoning of the Court in Fink supports the conclusion that Byron is not entitled to a deduction but may add the basis of the contributed shares to his basis in the shares retained by him.

CHAPTER 3
PLANNING THE CORPORATE CAPITAL STRUCTURE

Note to prior users: Some of the cases used in this chapter have been replaced or deleted.

[¶ 3005]

B. BASIC COMPONENTS OF CAPITAL STRUCTURE

This section has been expanded significantly.  Many students lack a firm foundation in the non-tax aspects of a corporation’s capital structure and spending a little time on these issues is often helpful in the long run. The current structure of this chapter is designed to permit the class to compare the relative advantages of different forms of investments in a closely held corporation from each of the several different perspectives considered in the chapter.

C.  CLASSIFICATION ISSUES: STOCK v. DEBT

[¶ 3015]

SCRIPTOMATIC, INC. v. UNITED STATES

By sustaining the trial court's judgment n.o.v., the Third Circuit here upheld as a matter of law the district court's order that the instruments at issue were debentures that entitled the issuer to claim interest deductions. The court does not explain what led it to decide that this decision was more appropriate than the jury's determination of the nature of the instruments based on all the facts and circumstances of the case. Ostensibly, the court took account of the 16 factual criteria recited in the Fin Hay opinion, but then refined these to an inquiry into whether the arrangement was either the result of an arm's-length bargain or one under the terms of which an outside investor would have advanced funds. The court seems to indicate that because the corporation at issue was closely held, that fact ruled out arm's length bargaining. Query.


[¶ 3020]

Notes

1. The government contended that the instruments denominated "debentures" were in actuality disguised equity, and that the corporations should not have been allowed to deduct as interest what were in substance dividend payments.


2. There are two different approaches to the debt-equity issue: the arm’s length standard and the resemblance test.  Between the two, the resemblance test is far more favorable to the taxpayer because it is commonly the case that an instrument may not meet an arm’s length test for debt but nevertheless may still more nearly resemble debt than stock.


As this question implies, one difficulty with the arm’s length test is that while an instrument may not meet an arm’s length standard for debt, it may also not meet an arm’s length standard for stock.  The standard thus is somewhat inconclusive.


[¶ 3030]

3. HYBRID INSTRUMENTS

This aspect of the debt-equity issue may receive increased attention in the wake of the Enron collapse.  Another authority of interest is TAM 199910046 which is said to address securities similar to those issued by Enron affiliates.


IRS NOTICE 94-47

[¶ 3040]


Note


The Notice emphasizes "an unreasonably long maturity" and "an ability to repay the instrument's principal with the issuer's stock" as two important criteria favoring the status of disguised equity. Arguably each of these two factors heightens the exposure of the investor to risks of the business contrasted to the risks typically undertaken by creditors.


As to what constitutes an "unreasonably long" term, if the term varies according to how financially secure the issuer is, this factor would seem to add little to others. Perhaps "reasonableness" should instead be measured as a function of the industry in which the issuer of the instrument operates, or even of financial conditions in the market in general.


As to the second factor, ask the students to consider why an issuer's right to convert an instrument from debt to equity points more toward equity status than a like right to convert held by the investor. It does indeed seem that the investor is exposed to greater risks in the former case than in the latter if the investor is at the mercy of the corporation as to whether to become an equity participant or not.


[¶ 3045]

4.  SALE OR SECTION 351 EXCHANGE

This section explores two distinct points. First, the debt-equity issue can arise in contexts other than the disallowance of an interest deduction.  In Burr Oaks, the issue was whether property had been sold to the corporation or was contributed in a Section 351 transaction and that issue, in turn, was resolved by first classifying the security issued by the corporation.  Second, cases like Burr Oaks involve attempts to avoid Section 351.  That objective has become much easier to achieve following the enactment of Section 351(g) treating non-qualified preferred stock as boot.


[¶ 3050]

BURR OAKS CORP. v. COMMISSIONER

Three individuals transferred land, with a basis of $100,000 and allegedly worth $360,000, to a recently formed corporation in return for three two-year, six-percent promissory notes in the principal amount of $110,000 each. The balance of $30,000 due on the original purchase was entered on the corporation's books as "Mortgage Payable." The corporation had been organized with paid-in capital of only $4,500, and the corporation had to borrow additional sums after the transfer of the land to conduct its operations. Further, the land was the corporation's only asset. Although the three transferors of the land were not shareholders of the corporation, they controlled the corporation's affairs.


Two questions were at issue in this case. The first was whether the corporation could use a cost rather than carryover basis upon disposing of a portion of the property that it had acquired purportedly on an installment purchase in exchange for installment obligations. Second was whether the purported "sellers" were in fact disguised "preferred shareholders," and therefore unable to report a capital gain on collecting the "installment obligations," instead being forced to report the payments as distributions on stock, taxable as dividends under Section 302(d).


The Seventh Circuit affirmed the Tax Court's conclusion that the transfer was a contribution to capital and not a sale for federal income tax purposes. The Seventh Circuit reasoned that, when repayment of the notes to the transferors is dependent on the success of an "untried, undercapitalized business with uncertain prospects, a strong inference arises that the transfer is an equity contribution."


The taxpayers' attempted "sale" to the corporation of the undeveloped land at a price far in excess of what was found to be its then fair value was obviously designed to minimize the corporation's eventual ordinary income. That is, the "sale" was meant to furnish the corporation with a high cost basis for the land so as to reduce the gain on resales occurring after the subdivision activities had converted the property from a capital to an ordinary asset.

5.  SHAREHOLDERS' GUARANTEES

[¶ 3065]


PLANTATION PATTERNS, INC. v. COMMISSIONER

This case presents a more serious treatment of the shareholder guarantee issue than did the previously used Murphy Logging Co v. U.S., 378 F.2d 222 (9th Cir. 1967).  However, the court’s reasoning is no easier to follow. Precisely because it is so difficulty to pin down the theory underlying these cases, they make excellent vehicles for class discussion.


New Plantation, essentially a shell corporation, purchased all of the stock of Old Plantation for Notes, the payment of which was guaranteed by the husband of the sole shareholder of New Plantation.  Had those Notes been issued to a shareholder, they plainly would have been recharacterized as stock under a debt-equity analysis. The IRS sought a comparable result here although the theory on which this result was said to rest was not well expressed. For that reason, the opinions of the courts are not terribly clear.  The IRS’s theory, as described by both courts, was that the guaranteed debt should be treated as an indirect contribution to the capital of New Plantation.  It is hard to understand what was meant by that statement or why it should result in a disallowance of an interest deduction.


Nevertheless, it is reasonably clear that the IRS viewed the New Plantation shareholder as the real borrower and thus as the real purchaser of the stock of Old Plantation.  The shareholder was then viewed as having transferred that stock to New Plantation in exchange for the guarantee or, perhaps, the debt instruments in question.  Under a debt-equity analysis, however, that instrument was to be treated for income tax purposes as equity.  Accordingly, when New Plantation made payments of interest or principal to the sellers, the payments were reconstructed as dividends to the shareholders followed by payments of interest or principal by the shareholders to the sellers.


[¶ 3070]


Notes


1. This question is simply designed to press the students to examine critically the reasoning in this opinion. The fundament issue in the case would seem to involve the identity of the “real” borrower. While the resolution of that issue might turn in part on the under-capitalization of the corporation, that issue is not a debt vs. equity issue.


2. In Murphy Logging, the three taxpayers, who were brothers, had for years been engaged successfully in the operations of a logging business conducted by a partnership and corporation owned by them. The partnership had rented valuable logging equipment to the corporation. Apparently, in order to increase the low basis for the equipment so as to generate higher depreciation deductions, the partners decided to sell the equipment to a newly formed corporation at an appraised value of approximately $238,000. The brothers therefore created a corporation to buy the property, and contributed cash 'to the corporations of $1,500. Rather than risk a "thin capitalization" challenge, which they apparently feared would result from selling the property to the corporation on credit, the brothers instead caused the corporation to borrow $240,000 from a bank to allow it to complete a cash purchase of the equipment immediately from the partnership. The brothers gave the lending institution their personal guarantees for the loan. The government treated the corporation’s repayments of the bank loan as constructive dividends to the brothers on the theory that the brothers were the real borrowers.


The trial court held for the government, and the Ninth Circuit reversed. It concluded that the corporation was not thinly capitalized: that the capital of the corporation was larger than the $1,500 of tangible contributions, in view of the intangible goodwill and know how contributed by the brothers. Hence, the court refused to recharacterize the loan as one made to the individual shareholders rather than to the corporation, and therefore absolved the brothers from constructive dividend income. The court also observed that Timber Inc. was entitled to a cost rather than a carryover basis for the equipment.


3.  Plantation Patterns is a good illustration of the caution that when a transaction is reconstructed, it is not always clear how the transaction should be recharacterized. Since the corporation is in fact indebted to the seller, it does seem plausible to argue that the corporation assumed that debt from its shareholder in connection with the reconstructed transfer of assets to the corporation.  That assumption should not produce gain to the shareholders, who would have a fair market value basis for the (constructively) purchased assets, but might justify the corporate interest deduction.


D. TAX TREATMENT OF A CORPORATION'S INVESTORS
[¶ 3080]
1. TAXATION OF POSITIVE RETURNS ON INVESTMENT

The general message here is that when the objective is to move profits from the corporation to its owners, the vehicle of choice is clearly debt.  When the objective is to obtain a tax benefit from the loss of an investment, the choice is not so clear as the following materials attempt to bring out.


[¶ 3110]

UNITED STATES v. GENERES


Generes reflects a class of cases in which shareholder-employees have lent funds to the corporation which have been lost. The issue becomes whether the loan was an investment related to the stock investment, in which case the loss would be capital, or was made in connection with the taxpayer’s employment, in which case the loss would be ordinary under Section 166. The Supreme Court holds that the test for making this determination is the "dominant motivation" of the taxpayer in making the advance. Since the taxpayer’s employment relationship with the corporation was minor relative to his other employment and his stock investment in the corporation was substantial, the Court easily determined that the advance was made to protect the stock investment and thus that the loss was capital.


[¶ 3115]


Notes

1. With the critical issue that of the taxpayer's "dominant motivation," evidence relevant to establishing that he acted primarily to advance or protect his business interest of being an employee, rather than his interests as an investor in the corporation, could have changed the outcome. The relative dollar values at stake in Generes' status as an employee contrasted to his status as an investor were obviously determinative in the opinion of the Court. Therefore, had his salary been relatively larger than the amount that he invested, the outcome might very well have changed. (Incidentally, did the taxpayer's attorney fail to present the strongest case: should the Court have been alerted to the fact that the present value of an annual $12,000 salary exceeded the dollar value of Generes' investment, given the fact that the salary payments would be repeated annually?)


2. Whereas ordinary loss treatment is available to a taxpayer who loses funds loaned to a corporation predominantly to protect his business interest of being an employee, a taxpayer who is not a dealer in stock would undoubtedly suffer a capital rather than ordinary loss from a stock investment that goes sour and notwithstanding that the stock was purchased as a substitute for and to serve the same purpose of job preservation as would have a loan of funds to the corporation. Curtailment of the Corn Products doctrine seems to result in denial of ordinary status to the stock investment. This distinctive tax treatment of losses from loans to corporations contrasted to stock investments clearly creates a tax advantage for the former course of action over the latter. Nontax considerations reinforce the relative advantages of lending funds rather than investing them as equity in a risky venture, given the relative priority of creditors' claims over those of shareholders'. Nonetheless, as suggested by the Note, two relative tax advantages are possible if losses are suffered on stock contrasted to debt. First is the availability of ordinary loss treatment pursuant to Section 1244 for unprofitable stock investments, even though the predominant purpose of the investor was investment rather than business. Second is the potential nontaxability of the corporation should it be unable to repay a stock investor in full, contrasted to the cancellation of debt income resulting from a corporate debtor's nonrepayment of a creditor. Also consider the relative advantages of stock, as discussed hereafter in the text, should the investment prosper.


[¶ 3125]
c. Stock and Section 1244

The Adams case has been reduced to a note in order to encourage the students to examine the statutory language of Section 1244. The step transaction issue presented in Adams does not seems to have affected many taxpayers.

[¶ 3130]

Problem

Qualifying an issue of stock under Section 1244 can be of extreme importance to a small business but traps remain in the Section. On the facts of this problem, for example, to maximize the benefits of the Section, the corporation would have to increase the size of its initial offering in order to put more stock in the hand of the individual shareholders who can claim the Section 1244 loss.  If the $1 million ceiling is not exceeded in a year, the corporation apparently is not permitted to designate the stock that is entitled to Section 1244 treatment.


CHAPTER 4

DIVIDEND DISTRIBUTIONS

[¶ 4005]

B.  THE STATUTORY PATTERN FOR TAXING DISTRIBUTIONS

This is one area in which the original structure of the 1954 Code has remained largely intact.  Students seem to find it helpful to be guided through that structure.


[¶ 4010]

C.  THE TAXATION OF DIVIDENDS

I find it useful to allow the students to walk me through a demonstration of just how a distribution of $10 in cash is taxed.  Lots of cross-references to follow out.


[¶ 4015]

Problem

These questions are intended to cause the student to begin to think about when corporate distributions should be treated as taxable and about the relationship between taxable income and economic profits.


a.  Begin by observing that if the distribution is interest on a debt security, it would be taxed.  The dividend, of course, will not be taxed because the corporation has not been profitable.


b.  This corporation has economic profits, but it has not had income in the tax sense.


c.  This corporation is in the same position but accelerated depreciation is more generally regarded as preferential than is the deferral of tax on unrealized gain.  The more complex issue here is whether corporate level tax preferences should be allowed to do double duty and reduce the shareholder level tax as well as the corporate level tax.  If the answer is "no," then a measure of profitability other than taxable income is needed for the purpose of defining taxable distributions.  That observation slides into the need for the earnings and profits concept.


[¶ 4020]

D.  EARNINGS AND PROFITS

Not all teachers will conclude that the students in an introduction corporate tax course need more than a general, conceptual introduction to E&P. The first problem fits that description; the others are for those with an interest in this area.  For those who cannot get enough of E&P, Dick Pugh offers an even more complex problem below.


[¶ 4040]

Problems

1.  Universal had an accumulated deficit in E&P of $30,000 at the beginning of year 3 and distributed $80,000 on September 1st.


a.  Trick question.  The point here is that current E&P is measured at year end.  Thus, in September one cannot know how much of the distribution, if any, will be a "dividend" within the meaning of Section 316 and therefore taxable.  Some students may observe that on the date of the distribution, the corporation will have accumuated E&P of $10,000 and thus at least that much of the distribution will be taxable.


b.  Since there is current E&P of $40,000 for year 3, the distribution will be treated as a dividend and taxable to that extent notwithstanding the accumulated deficit in E&P.  The $40,000 excess of the distribution over current E&P will be treated as a return of capital under Section 301(c) and will reduce the basis of Jones's stock to $10,000.


c.  If there is only E&P of $10,000, only that amount will be a taxable dividend.  Jones's basis for her stock is only $50,000.  Thus, the $70,000 excess of the amount of the distribution over the amount treated as a dividend can only be treated as a return of capital to the extent of that $50,000.  The remaining $20,000 will be treated as gain from the sale of the stock and eligible for capital gains treatment, assuming that the stock is a capital asset in Jones's hands.


d.  At the corporate level, the distribution in part c. would reduce E&P by $10,000 to zero but would have no further effect.  E&P deficiencies are created by losses but not by distributions.  Thus, the accumulated deficit in E&P would remain negative $30,000 on January 1 of year 4.


e.  First of all, on January 10 of year 4, it would not be known how the distribution would be taxed for the same reason discussed above:  current E&P are computed at the year's end.  Second, since the problem states that there are no current E&P for year 4, taxation is controlled by the accumulated E&P account.  As of the beginning of year 4, the current earnings for the prior year were folded into the accumulated account.  Therefore, on that date Universal had accumulated E&P of positive $10,000.  Thus, that amount of the distribution would be a dividend; the answer to this problem is the same as the answer to part c.


f.  No.  The broader point that this question is intended to raise is that the tax law does not follow the state law definition of a dividend.


2.  Now we are assuming a positive accumulated E&P of $30,000 and a current deficiency of $20,000.  This problem is a bit more technical than the last.


a.  A midyear distribution of $20,000 requires the computation of the accumulated E&P account as of the date of distribution.  That account will include the pre-distribution portion of the current deficit.  Reg. § 1.316-2(b) indicates that if the predistribution earnings cannot be shown, the earnings for the entire year must be prorated to the date of distribution.  On these facts, one half of the deficiency for the year would thus reduce the accumulated E&P account and would result in available earnings of $20,000 ($30,000 - $10,000).  Thus, the entire amount of the distribution would be a dividend and taxable.


At the corporate level, the distribution of the $20,000 dividend would reduce accumulated E&P by that amount.  Thus, the accumulated E&P as of the beginning of year 4 would be $30,000 less the dividend of $20,000 and less the current deficit of $20,000, resulting in a deficit of $10,000.


b.  From the language of the regulation, a student should argue that if it can be established that the entire deficit arose prior to the date of the distribution, then the accumulated E&P account should be reduced by that entire amount and that only $10,000 of the distribution would be a dividend.  However, in Rev. Rul. 74-164, 1974-1 C.B. 74, the IRS without comment appeared to suggest that prorating would always be required.


The problems do not raise the treatment of a distribution in excess of E&P when there is a positive balance in both accounts.  The straightforward answer found in Reg. § 1.316-2(b) is that the distribution is applied first against current E&P computed for the entire year and thereafter against the accumulated E&P balance until it is exhausted.


c.  The point here is that E&P is a corporate level account detached from any shareholder which can produce some odd results.  Here Smith will indeed receive a dividend of $10,000 even though the distribution can be said to consist of earnings accumulated when Jones was the sole shareholder.  The result at the corporate level is the same as in Problem 2.a.


3.  The allocation needed to determine the taxation of the two distributions by Continental Corporation is set forth in Reg. § 1.316-2(c).  The first distribution was of $30,000 and the second of $10,000.  The current E&P of $28,000 would be allocated ratably between the distributions:  $21,000 to the first and $7,000 to the second.  Second, the accumulated E&P are allocated in chronological order to the extent the distribution is not covered by current E&P:  $9,000 to the first and the remaining $1,000 to the second.  The result is that the first distribution is entirely out of E&P while the second is out of E&P to the extent of $8,000.  The remaining $2,000 of the second distribution is a recovery of basis or constitutes gain.


This allocation of E&P is not affected by the identity of the shareholders.  Thus, the answer does not change if the stock of Continental is sold between the first and second distributions.


4.  Most instructors will not wish to get very deeply involved in the computation of earnings and profits but a simple computation can be illustrative.  To move from taxable income to earnings and profits:


Taxable income

         $100,000


Add:


Installment sale gain

  50,000


Subtract:


Dividend



  10,000


Taxes paid



  30,000


__________________________________



Accumulated E&P

         $110,000


Additional E&P Problem

Compcon, Inc. was organized on January 15 of year one; its 1000 outstanding shares of stock are owned by Sue Smith.  The stock has a value of $100,000 and a basis to her of $25,000.  At the beginning of its second year of operations, Compcon had accumulated E&P of $7,500, and during that year it had current E&P of $15,000, exclusive of E&P generated by distributions.  On March 31 of year two, Compcon made a distribution to Sue of $15,000 in cash and on September 30 of that year made a distribution of a portion of an undeveloped tract of land.  The distributed land had a fair market value of $22,500 and a basis of $15,000 when distributed.


The consequences of the distributions are as follows:






         3/31 (cash)

9/30 (property)
Amount of Distribution


15,000

      22,500

Amount out of Current E&P*

  9,000

      13,500

Amount out of Accum. E&P

  6,000

        1,500

Amount of taxable dividend

15,000

      15,000

Amount applied against basis

         0

        7,500

Amount of gain



         0

               0

Compcon's Accumulated E&P at beginning of year 3:  zero

S)))))))))))))))))))Q
*Current E&P = 15,00  plus 7,500 from the distribution of appreciated property.  That amount is prorated between the distributions in proportion to value.  The allocation to the March distribution of cash is computed as follows:



15,000 x  2,500 = 9,000



37,500    


[¶ 4045]

E.  DISTRIBUTIONS OF PROPERTY

As we move further from 1986, it seems increasingly appropriate to say very little about the General Utilities case at this point.  That case and its place in history is summarized in the text in Chapter 8.


[¶ 4055]
2.  CORPORATE LEVEL CONSEQUENCES

Pope & Talbot rather nicely illustrates one of the difficulties in taxing the hypothetical gain from a hypothetical sale.  Presumably the aggregate amount realized by the shareholders on the liquidating distribution approximated $40 million rather than $115 million and thus the amount realized at the shareholder level was very different from the amount realized at the corporate level.

 [¶ 4070]  

Problems

1.  The distribution to the shareholder of investment property having a tax basis of $50,000 and a value of $300,000 would have the following consequences.


a.  Under Section 311(b)(1) the corporation, R & B Distributors, Inc., will recognize a gain of $250,000 which would be a capital gain.


b.  That gain would increase E&P by $250,000 while the distribution would reduce E&P by $300,000.  Thus, the net effect on E&P is to reduce the account by an amount equal to the $50,000 basis for the distributed property.  Since the accumulated E&P account began at $200,000, following this distribution the account will equal $150,000.


c.  The shareholder Bellas would have income of $300,000, taxed at ordinary rates.


d.  The basis of the land in Bellas' hands would equal its value of $300,000.


2.  Now the property is loss property.


a.  Under Section 311(a) no loss will be recognized at the corporate level.


b.  E&P are reduced by the basis of $50,000.  See § 312(a)(3).


c.  Income to Bellas of $30,000.


d.  Basis of $30,000.


3.  If the loss property were sold and the proceeds distributed, the loss would be recognized and that would reduce E&P by $20,000.  Upon the distribution of the $30,000 proceeds, E&P would be further reduced by that amount.


The tax consequences to the shareholder would be essentially the same as in Problem 2 except that the property received is cash rather than land.


If the land were sold to the sole shareholder, the loss would not be recognized under Section 267.  However, E&P would nevertheless be reduced by the amount of the disallowed loss.  The subsequent distribution of the proceeds would have the same effect as when the property was sold to a third party.


4.  Note to prior users: The facts of this problem have been slightly revised to ease the computations and introduce the effect of taxes.


The solution to this problem is a bit complex but illustrates the significance of separate computations of taxable income and E&P.  On the installment sale of the land for $120,000, Moonbeam would have a gain of $90,000, 20/120ths of which is taxed in the year of sale and 100/120ths of which (or $75,000) is deferred under Section 453.  Accordingly, the $100,000 installment note has a tax basis of $25,000.  However, for E&P purposes, the entire gain is recognized, and thus E&P increases by the full $90,000 to $190,000. Assuming an estimated tax payment, E&P would also be reduced by the income tax paid of $5,000 to $185,000.


In year 1 the corporation distributes cash of $150,000.  Although, ignoring other transactions, the corporation would only have taxable income of $15,000, it would have E&P from the transaction of $90,000 and a total E&P of $185,000.  Thus, the entire amount of the distribution would be out of E&P and thus a dividend.  E&P would be reduced to $35,000.


In year 2 the corporation distributes the $100,000 note.  Section 453B(a) thus triggers the deferred gain and Moonbeam is taxed on $75,000.  Of course, for E&P purposes, there would be no gain, and thus E&P would remain at $35,000, less any income tax paid as a result of the distribution, which, by extension, might be $25,000.  Thus, only $10,000 of the distribution would constitute a dividend taxed at ordinary income rates.


5.  On this one, it is easier to start with the shareholder.  The net amount of the dividend is $30,000 and the shareholder, Solomon, has a dividend in that amount (assuming the existence of sufficient E&P which in fact are available).  He will have a basis in the building of $50,000, and the repayment of the loan will have no income tax consequences to him.


The effect of this distribution to the corporation is governed by Section 312(a)(3), (b), and (c).  The $25,000 gain recognized on the distribution will increase current E&P from $15,000 to $40,000.  The net amount distributed to the shareholder is $30,000, and thus the E&P account is reduced by that amount to $10,000.

F.  DISGUISED AND CONSTRUCTIVE DIVIDENDS

[¶ 4085]

Tanner Problems

1.  The easy answer here is that the IRS will always prefer to characterize a benefit to a shareholder-employee as a disguised dividend because the payment of a dividend is not deductible by the corporation, while the payment of compensation is.


A more ambitious slant on these questions might be to explore the tax consequences to the corporation of the making of a constructive dividend in the form of the use of property.  At a minimum, the corporation should not be entitled to deduct costs attributable to the property used by the shareholder, such as maintenance expenses and depreciation.  Such expenses might be viewed as incurred on behalf of the shareholder.  On the other hand, if the use of property were compensation, the corporate expenses would continue to be deductible.  The E&P account would continue to be reduced by the expenses incurred by the corporation, regardless of whether the use was compensation or a distribution.


When the shareholder is taxed on the value of the use, as apparently occurred in Tanner, the corporate level consequences may be in an different amount (usually lower) than the shareholder level consequences.  That disparity would be eliminated if the IRS argued that the distribution of the right to use property produced a corporate level tax under Section 311(b)!


2.  Presumably, the distribution would only be treated as a dividend to the extent of E&P.  In the past, when a shareholder had illegally diverted corporate income to himself, the IRS would seek to tax the shareholder under Section 61, rather than Section 301, and thus avoid the E&P issue. As the Note at ¶ 4087 observes, the courts are divided on the issue.

[¶ 4087]

Note

The merits of the distinction vaguely drawn by the Second Circuit are not fully clear but it can be argued that distributions “with respect to stock” must be taxed under Section 301 while other distributions, albeit to shareholders, may be taxed under Section 61.

[¶ 4090]
HONIGMAN v. COMMISSIONER

The Honigman case reaches a result likewise proper under the current version of Section 311.  That is, the property had an adjusted basis of $1,468,168.51 and was sold to the shareholders for $661,280 at a time that its fair market value was $830,000, so that (as indicated near the conclusion of the court's opinion), approximately 66/83 of the property was sold with 17/83 distributed as a dividend.  After allocating the basis of the property in this same ratio, a loss would be allowed (unless barred by Section 267) under current law on the 66/83 portion of the property that was sold, whereas Section 311(a) would bar recognition of the loss on the 17/83 portion distributed as a dividend.  Under current law, if the property had a fair market value in excess of the basis, then gain could be recognized both on the fraction constructively sold and also on the fraction constructively distributed as a dividend.


[¶ 4095]

Notes

2.  Traditionally, in a bargain sale the IRS has allowed the entire basis of the property sold to be applied against the proceeds of sale in computing gain and that explains Rev. Rul. 70-521.  However, the logic of Section 311(b) and the decision in Pope & Talbot would suggest that the entire $1,100, less the basis in the distributed property, should be subject to tax.  That much seems clear.  The sticky question is the timing one.  The dividend component of the transaction occurs upon the distribution of the option, not upon the later sale.  Should that mean that the $400 value of the option over its zero basis should be taxed to the corporation on the date of its distribution?  Maybe, but would the resulting $400 of basis be added to the basis of the property which is still held by the corporation?  Obviously, this Note is intended to be food for thought in the classroom.

G.  CORPORATE SHAREHOLDERS

[¶ 4105]

1.  ANTI-ABUSE PROVISIONS

A discussion of the extension of Section 1059 in subsection (e) might best be deferred until partial liquidations and Section 304 is taken up in Chapter 5.


The Treasury apparently has been concerned that the anti-abuse rules of such provisions as Section 1059 might be avoided through the use of partnerships to own the corporate stock.  Accordingly, the new partnership anti-abuse regulations address that issue with an example that might be useful in class.  See Reg. §1.701-2(f), Ex. 2.

3.  DISTINGUISHING DIVIDENDS FROM SALES
[¶ 4120]

LITTON INDUSTRIES, INC. v. COMMISSIONER


In anticipation of the sale of its subsidiary, Stouffer, Litton caused Stouffer to distribute as a dividend a promissory note in the amount of $30 million.  Litton then began preparations for a public offering of the Stouffer stock, part of the proceeds of which were to be used to pay the note.  Instead, however, all of the Stouffer stock, together with the promissory note, were sold to Nestle.  Distinguishing Waterman Steamship, the court held that the receipt of the note should be taxed as a dividend and not as the proceeds of the sale of the Stouffer stock.


[¶ 4125]

Notes

1.  It should but, of course, Litton sought to demonstrate the existence of other purposes for the note.


2.  If Stouffer had executed its original plan, the result in this case would probably have been different.  It would have been much easier for the IRS to persuade the court to collapse the transaction under a step-transaction analysis if the note proved to be a short-lived device for channelling funds from the public, through Stouffer, to Litton.


3.  As the question suggests, ideally the stock gain should not be subject to tax.  Under the consolidated return regulations described in Chapter 14, the income of the subsidiary would have increased the basis of its stock, thus eliminating much of the gain.  A similar rule does not apply to unconsolidated corporations because of the difficulty of dealing with the fact that stock can be freely transferred between corporate and individual shareholders.

[¶ 4130]

Problem

This problem explores the pattern for taxing dividends of appreciated property to corporate portfolio investors.


At the level of the distributing corporation, Operating, Section 311 now insures that the appreciation is subject to tax, presumably at capital gains rates, although under Section 1201 that is not of much benefit to corporations.  The E&P account would be increased by the $90,000 gain and decreased by the $100,000 distribution.


The corporate shareholder, Investors, is entitled to exclude a major portion of the intercorporate dividend from tax under Section 243.  Since Investors owns less than 20 percent of Operating, Investors is entitled to a dividends received deduction of 70 percent; thus, only $30,000 of the dividend will be subject to tax in the hands of Investors.  Because Section 243 produces an exemption from tax and not merely a deferral, the basis of the distributed land is not affected by the exclusion and would remain $100,000.  Section 301(d).

CHAPTER 5

REDEMPTIONS OF STOCK

[¶ 5000]

A.  INTRODUCTION

The significance of qualifying a distribution as a redemption is primarily threefold.  The shareholder will likely be entitled to the lower capital gains rate of tax, again a matter of importance.  The shareholder will be entitled to offset gain with the stock basis (which can be more significant than the rate differential if the basis is high).  And, at the corporate level, redemptions generally reduce E&P by a smaller amount than would a dividend.


B.  INTEREST-REDUCING REDEMPTIONS
[¶ 5020]

Problems

1.  Since A owns less than 50 percent of the stock, the answer depends on a comparison of the before and after fractions--but it is easy to make a rounding error with these numbers.  The correct answer is that A now owns exactly 80 percent of her prior holding.  Since that does not meet the test of Section 302(b)(2), the transaction is not taxed as a sale--at least not under the substantially disproportionate test.  A can always seek capital treatment under (b)(1).


The computation is:  Prior to the redemption, A owned 33/99ths of the stock; afterwards A owns 24/90ths.  24/90 is 80 percent of 33/99 (which equals 30/90)--which, of course, is not less than 80 percent of her prior interest.


Rounding on a hand calculator can lead to trouble.  24/90 can be rounded to 0.266 and 33/99 to 0.333.  0.266/0.333 equals 79.88%--and the wrong answer.


Some instructors might wish to anticipate Problem 7 at this point and ask what should happen to the basis of the redeemed stock.


2.  The point here is that it does matter whether simultaneous effect is given to the two redemptions in computing the after fraction.  If the redemptions are part of a single plan, they must both be given effect.  Thus, the after fraction for each of A and B would be 23/79ths or 0.29, which is 87 percent of the before fraction, 33/99.  Thus both redemptions would fail the substantially disproportionate test.


By contrast, if the redemptions were not part of a single plan and were tested separately, each would be substantially disproportionate.  Timing the redemptions to fall in different years is not controlling but, of course, helps to demonstrate that the transactions were not pursuant to a single plan.


3.  One formula for computing 80 percent of 70/100 would be:


70 - x / 100 - x  =  70/100 x 0.80


x = 31.8


Thus, 32 shares must be redeemed from L to reduce L's interest to 38/68ths (or 0.56 which is 79.8 percent of 70/100).


This redemption still does not meet the tests of Section 302(b)(2) because of the further requirement that the shareholder's interest in voting power be less than 50 percent.  If 9 more shares are redeemed from L, for a total of 41, his interest will decline to 29/59ths.  It might be noted that, while the test of Section 302(b)(2) can be surprisingly easy to meet for a minor shareholder, it is very hard to meet for a dominant shareholder like L.


4.  The Wholesale Corporation question illustrates the added complexity when a corporation has outstanding two or more classes of stock.  It is very easy for students to overlook the requirement that the 20 percent or greater reduction must be measured twice, once for voting stock and once for common stock.  Ralph's redemption reduces his holding of voting stock from 100/1000 to 70/970, 72 percent of his prior interest.  However, the redemption only reduced his ownership of common stock from 200/2000 to 170/1970, 86 percent of his prior holding.  Thus the redemption fails the test of Section 302(b)(2).


5.  Concerning Janis:

(i)  No, under Section 318 there is no brother-sister attribution.

(ii)  No,  such "sidewise" attribution is barred by the cited provision.

(iii)  No, double family attribution is not permitted by Section 318(a)(5)(B).


6.  The question here is whether any of the stock in Sub Corp. that is owned by Parent Corp. can be attributed to Taxpayer.  Under Section 318(a)(2)(C), that attribution can only occur if Taxpayer is treated as owning 50 percent or more of the value of Parent stock.  Taxpayer is not treated as owning the stock actually owned by her brother.  However, her Mother is treated as owning 1/3 of the 60 shares of Parent held by Trust and that stock can be reattributed to Taxpayer.  Thus Taxpayer actually and constructively owns 50/100 of the Parent stock.  Accordingly, Sub stock held by Parent can be attributed to Taxpayer who will thus be treated as owning 50 percent of the Sub stock owned by Parent, or 20 shares.


Thus, if the one share in Sub Corp. actually owned by Taxpayer is redeemed, Taxpayer's holdings will be treated as declining from 21/100 to 20/99, which is not substantially disproportionate.


Whether the redemption would qualify as a complete termination of interest is an interesting question.  It would be a complete termination if attribution could be waived.  However, Taxpayer is treated as owning Sub stock because of entity attribution from Parent, not family attribution, and entity attribution cannot be waived.  Yet, without family attribution from Mother, entity attribution cannot occur.  Presumably, therefore, no Sub Corp. stock can be attributed to Taxpayer and the redemption might qualify as a complete termination of interest.


There is a second path through which attribution might be made.  Because Trust owns over 50 percent of the stock of Parent, Trust is treated as owning 24 shares of Sub stock (60% of 40 shares) and Mother, in turn, is treated as owning one-third of that or 8 shares.  Those 8 shares may be reattributed to Taxpayer.  This analysis does not attribute as many shares of Sub stock to Taxpayer, as does the more complex analysis, and thus would not be the applicable attribution path.  Of course, it would not be proper to follow both attribution paths because that would result in a duplicate attribution of the same Sub shares.


7.  Under Reg. § 1.302-2(c), Ex. 2, the basis for the redeemed stock should be added to the basis of the stock that was attributed to the Taxpayer and which caused the redemption to be taxed as a dividend.  Here, that seems to be the Parent Corp. stock in Sub Corp.  Under the unusually complex facts of Problem 6, the Taxpayer might argue that the vague language of the regulation permitted the basis to be added to the Taxpayer's basis in the stock of Parent Corp.

3.  TERMINATIONS OF INTEREST

a.  "Complete" Redemption
[¶ 5035]

LYNCH v. COMMISSIONER


The Ninth Circuit rejected the Tax Court's distinction (based on the statute) between employees and independent contractors and its distinction (based on common sense) between substantial and insubstantial payments.  The relatively harsh bright-line test adopted here has not yet spread to other Circuits.


[¶ 5040]

Notes

The issues raised in these two notes are also raised in the problems at ¶ 5075.

b.  Ten Year "Look Back"
[¶ 5050]

REVENUE RULING 77-293

In this ruling, father A gave stock to son B, and thereafter the corporation redeemed the balance of father's stock.  The transaction is consistent with the policy of the complete termination-of-interest rule of facilitating the transfer of ownership to lower generations.  Thus Section 302(c)(2)(B)(ii) was held not to bar capital treatment.


If it had been the stock of son B that was redeemed, the transaction would fall under clause (i).  Now the transaction is not consistent with the policy of the complete termination rule, and the IRS would not be so quick to accept an asserted motive for the transaction other than tax reduction.  See the following Problems 2.e. and f.

[¶ 5075]

Problems

1.  These questions do not have clear answers; they are intended to raise the difficulties with the complete termination of interest rule as interpreted in Lynch.


a. Query.  Under the Lynch no-means-no test, this agreement could prevent complete termination treatment.  The court stressed the continued involvement, not the amount paid.  But on these facts, dividend treatment would be absurd.


b. Trouble under Lynch, but OK under the more flexible tests applied in other Circuits.


c.  This note would likely be recharacterized as equity.  Even if it were not, under the regulations this is more than an interest as a mere creditor.


d.  A reacquisition because of a death does not bar complete termination treatment.  Section 302(c)(2)(A)(ii).


e. This transaction would violate the 10 year look-back rule of Section 302(c)(2)(B)(i), unless the absence of a tax avoidance motive for the purchase of the stock by Father could be shown.  These facts seem suspicious.


f.  This similar transaction falls under Section 302(c)(2)(B)(ii) and only requires a showing that the disposition by Father lacked a tax avoidance purpose.  If the redemption is incident to a normal retirement from the business and transfer of ownership to the next generation, the disposition would have a business purpose and should be entitled to complete termination treatment.


2.a.  If the stock is redeemed from Father's estate, the distribution will be treated as a dividend.  Since Mother is a beneficiary of the estate, her stock would be attributed to the estate which would thus be treated as owning all outstanding stock both before and after the redemption.  Attribution from Mother to the estate cannot be waived because it is not family attribution.  It might be worth noting that if Father had caused his stock to be redeemed prior to his death, he could have waived attribution and avoided dividend treatment.  However, his stock also would not have benefitted from the step-up in basis upon death.


b.  A redemption of the stock from Child would constitute a complete termination of interest in which family attribution from Mother could be waived.  However, the acquisition of the stock by Child would fall within the 10 year look back rule.  The facts here are similar to those of Rev. Rul. 79-67 except that the stock is being redeemed from the second generation rather than from the first.  Thus the absense of a tax avoidance motive for the transaction might be harder to demonstrate.


c.  Yes.  If Mother is no longer a beneficiary of the estate, her stock would not be attributed to the estate. While Mother’s stock could be attributed to Child and reattributed to the estate, family attribution from Mother to Child can be waived. It might be added, however, that Child would be a “related person” within the meaning of Section 302(c)(2)(C)(ii)(II) and thus could not acquire stock in the corporation for 10 years except by inheritance from Mother.

4.  REDEMPTIONS "NOT ESSENTIALLY EQUIVALENT TO A DIVIDEND"

[¶ 5090]

Davis Notes

1.  Davis is said to have adopted the "meaningful reduction" test for dividend equivalence, thus giving the residual test of Section 302(b)(1) a content analogous to the test of Section 302(b)(2).


2.  For tax purposes, perhaps yes. The Court's answer may not be particularly persuasive but the simple fact is that preferred stock and debt are taxed quite differently in numerous contexts notwithstanding the absence of economic differences.  Here the Court treated the preferred stock simply as stock.  So viewed, the result was compelled.  You might observe that preferred stock is increasingly taxed more like debt than like stock.


3.  The meaningful reduction test was surprisingly easy to meet as the Notes at ¶ 5100 develops.

[¶ 5112]

Problem


Under this variation, the taxpayer’s interest, after attribution, would decline from 80% to 67%.  That is a borderline reduction under Davis at best.  However, in this circumstance the “bad blood” argument might be the tie-breaker that would allow a taxpayer victory.

[¶ 5115]

C.  REDEMPTIONS TO PAY DEATH TAXES

From an estate planner's perspective Section 303 may not be completely benign, for it imposes some pressure on elderly shareholders to retain closely held stock in order to meet the 35 percent test.  That may run counter to other planning objectives.


[¶ 5120]

Problems

1.  Maude can have a Section 303 redemption only if the specified stock interest has a value in excess of $350,000.  For that purpose, she can aggregate holdings in corporations in which she owns over 20 percent of the outstanding stock.


a.  Maude can aggregate corporations A and B but not C.  However, the combined A and B corporate holdings fail the 35 percent test.  On the other hand, Corporation C alone will pass that test and thus Maude may have a Section 303 redemption from that corporation.  One point that this question makes is that, aside from aggregation, Section 303 does not require that the shareholder hold any particular proportion of the stock in the redeeming corporation.


b.  Because this is a family business, obtaining capital gains treatment of a non-Section 303 redemption can be difficult as the foregoing sections have illustrated.


2.  The persons or entities that bear the economic burden of the $100,000 payment may have a Section 303 redemption.  Thus, the $60,000 received by the estate and $40,000 of the distribution to the child may qualify.  Since the wife did not bear the burden of these expenses, her redemption will not qualify under Section 303.

[¶ 5130]

E.  REDEMPTIONS THROUGH RELATED CORPORATIONS


Section 304 is tough going and not all instructors will choose to cover it.  I do cover it because clients tend to blunder into these sorts of transactions and tax advisors need to be able to recognize the problem.  After a brief conceptual discussion, I turn directly to the problems.


The Bhada case may be of more importance to an analysis of the substance over form doctrine than to Section 304 itself.


[¶ 5160]

Problems

1.  This transaction meets the definitional prerequisites of Section 304(a)(1), the brother-sister configuration, and thus the $20,000 distribution is treated as in redemption of the stock of Acquiring.  Note that the definition of control is contained in subsection (c).


Under Section 304(b)(1), dividend equivalence under Section 302 is determined with respect to the stock of Target.  After the transaction Ted actually owned 30/100 of Target and constructively owns 90 percent of 30/100, or 27/100.  Thus his ownership would fall from 60 percent to 57 percent.  The transaction thus would fail both the 50 percent of voting power test and the 20-percent reduction of interest test.  The redemption accordingly would fail the substantially disproportionate test and surely would not meet any other test under Section 302.  The distribution is, therefore, a dividend to the extent of the E&P of both corporations, applied first against the E&P of Acquiring.  Thus, the distribution reduces the Acquiring E&P to zero and reduces the Target E&P by $16,000 to $34,000.


Under the last sentence of Section 304(a)(1), the Target stock is treated as having been contributed to Acquiring in a Section 351 transaction for Acquiring stock which is then redeemed.  The effect of this is that (a) the $3,000 basis of the Target stock carries over to Acquiring and (b) the shareholder Ted obtains an increase in the basis of his actual Acquiring stock equal to the basis of the transferred Target stock.


2.  If Ted only owned 55 shares of Acquiring, Section 304(a)(1) would still apply but the redemption would pass the substantially disproportion test of Section 302.  Ted's holdings after the transaction would equal 30 plus 55 percent of 30/100, or 16.5.  Thus his holdings would fall from 60 percent to 46.5 percent or 77.5 percent of his prior holding.


Although this transaction will not be treated as a dividend, the Code itself does not clearly indicate how it is to be treated.  Section 304 still applies and the transaction is still treated as a redemption of the stock of Acquiring.  An appropriate resolution of the problem is specified by Reg. § 1. 304-2(c), Ex. 3. Ted has a gain of $17,000 and Acquiring takes the Target stock with a basis of $20,000.  The exchange has no effect on Ted’s basis in his Acquiring stock.


That example, however, implies that Acquiring’s basis is determined under Section 362(a) while some would argue that Acquiring should be treated as a purchaser of the Target stock.  For all practical purposes, this is a distinction without a difference.


3.  The analysis would not change because the stock held by the daughter would be attributed to X.  Since X does not own any stock in Acquiring, the basis increase apparently is made to his remaining stock in Target.  See Rev. Rul. 71-563, 71-2 CB 175.  If X did not own any Target stock after the transfer, it is not settled whether the basis increase goes to the stock attributed to the taxpayer or is simply lost.  Compare Rev. Rul. 70-496, 1970-2 CB 74, with Reg. § 1.302-2(c), Ex. 2.


4.a.  This question focuses upon the meaning of the language "from the person (or persons) so in control" in Section 304(a)(1)(B).  The two corporations are under common control but Section 304 does not apply unless persons having control transfer stock.  Since A is not in control of either corporation, the Section does not apply.


b.  While A is still not in control, A is treated by the attribution rules as if she owned 75 percent of the stock in each corporation and the Section would apply.


3.  This can end up being a rather complex problem.  I start by pointing out that while the corporate structure looks like a brother-sister redemption that does not meet the control test, it must also be tested as a parent-subsidiary redemption under (a)(2).  I then solve the problem as if Y actually owned 10 percent of P and P actually owned 100 percent of S.


In that event, Section 304(a)(2) applies and the transaction is treated as a redemption of P stock by P.  However, on these facts Y's ownership in P would decline from 10 percent to 7 percent owned directly plus 7 percent of 3 percent, totaling 7.21 percent.  Thus, the redemption would avoid dividend treatment by virtue of Section 302(b)(2).  That might be a good place to stop.  I, however, then return to the actual facts of the problem.


Under the normal operation of Section 318, stock is only attributed from a 50-percent shareholder but, if that test is met, all of the stock owned by the shareholder would be attributed to the corporation.  Section 304(c)(3)(B)(ii) modifies that rule in two respects: The threshold is reduced to 5 percent but, when that reduction results in an attribution, only a fraction of the shareholder's holding is attributed to the corporation.


Apparently, therefore, under this unique modification of the attribution rules, P corporation would not be treated as owning all 100 percent of the stock of S corporation that is owned by its shareholder, but is only treated as owning 10 percent of that stock.  Thus, neither the control test of Section 304(a)(1) or (2) would be met.


6.  Under Section 304(b)(3)(A), boot received in a Section 351 exchange, such as occurs here, may be taxed as a dividend rather than as a capital gain.  Here both Elder and Newer Corporations are treated as under Reba's common control [see § 304(c)(2)(A)]  and the transfer of the Elder stock is treated as in exchange for property to the extent of the note (although the Newer stock received is not treated as property and thus is not subject to Section 304).  Thus under Section 304(a)(1), the transaction must be tested for dividend equivalence.  Since Reba would not pass the tests of Section 302, the receipt of the note is treated as a dividend to the extent of the E&P of both corporations.

F.  REDEMPTIONS AS AN ACQUISITIVE TECHNIQUE

1.  TAX CONSIDERATIONS FROM SELLER'S PERSPECTIVE

[¶ 5175]

ZENZ v. QUINLIVAN

In the Zenz case, the sole shareholder of a corporation sold a small part of her stock for cash, and three weeks later had the balance of her shares redeemed by the corporation, thereby eliminating most of the accumulated earnings and profits of the company.  The court held that the redemption was not essentially equivalent to a dividend in that the taxpayer intended and effected a complete termination of her stock ownership by the redemption.  Presumably, the same result would obtain whether the redemption preceded or followed the sale of stock to a third party, provided the redemption were clearly shown to be part of a plan of complete termination of interest.


[¶ 5190]

Note

As this Note suggests, the IRS may have given up too much in Rev. Rul. 75-447.


In applying Section 302 by analogy to determine whether boot in a reorganization should be taxed as a dividend, the Supreme Court in Clark (¶ 10,160) held that the denominator of both the "before" and "after" fractions should reflect the combined businesses.  This integration of both fractions is inconsistent with the Zenz approach of integrating only the after fraction and is far less likely to result in capital gains than is the Zenz approach.  Notwithstanding the inconsistency, the IRS does not appear to have sought to apply the Clark approach to redemptions not incident to reorganizations.

2.  TAX CONSIDERATIONS FROM THE PERSPECTIVE OF THE BUYER AND OTHER CONTINUING SHAREHOLDERS

[¶ 5200]

HOLSEY v. COMMISSIONER


The taxpayer, originally a 50-percent owner of the Holsey Company, became the sole shareholder as a result of the company's purchasing the other 50-percent shareholder's shares for $80,000.  This figure was paid pursuant to an option to purchase and was lower than the fair market value of the stock at the time of redemption.


The Holsey case stands for the proposition that a taxpayer will not suffer dividend income as a result of a redemption by his corporation of another's shares even though: (1) the redemption resulted from the corporation's exercise of an option to purchase the redeemed shares, which option the taxpayer had assigned to the corporation; and (2) the effect of the redemption was to increase the taxpayer's percentage interest in the company (from 50 percent to 100 percent).  The case stands for the further, but more doubtful, proposition that dividend treatment is avoided notwithstanding that the redemption increased the value of the taxpayer's interest because the amount paid was less than the fair market value of the redeemed stock.

[¶ 5205]

Notes

1.a.  The end result might be viewed as a constructive dividend from Greenville Co. to Holsey's father (either of a portion of the Holsey Co. shares owned by Greenville Co. or of the proceeds attributable to redemption of a portion of those shares).  The constructive dividend would be in an amount equal to the value by which taxpayer Holsey's interest in Holsey Co. increased as a result of the redemption from Greenville, followed by a gift from father to son (subject to gift taxation) of what the father had received as a dividend.  By structuring the transaction as they did, the parties managed to obscure any potential tax to the father.


b.  Because of family attribution of ownership from taxpayer Holsey to his father, and reattribution from the father to Greenville, Greenville's interest in Holsey Co. did not drop as a result of the purported redemption.  The creation of an option in Holsey to buy Greenville's shares made it easier to justify an eventual redemption, particularly at a favorable bargain price without adverse tax consequences to Papa.


c.  If taxpayer Holsey had executed the option to purchase, and thereafter had been reimbursed for this purchase with funds paid by Holsey Co. in acquiring/redeeming the shares formerly owned by Greenville, obviously he would have been stuck with dividend income.


d. Holsey Co. and Greenville Co. were brother-sister corporations within the meaning of Section 304:  Because of attribution of ownership from father to son, son was deemed to control both these corporations.  Hence, on "selling" shares of Holsey Co. to Greenville, Section 304 would apply to cause him dividend income.

[¶ 5210]

REVENUE RULING 69-608

After observing that a dividend to a taxpayer will result if a corporation redeems another's shares in satisfaction of the taxpayer's primary and unconditional obligation to purchase those shares, this ruling goes on to provide illustrations of when a corporation's redemption from a retiring shareholder will not result in a constructive dividend to the remaining shareholder.


Situation 4, involves a buy-sell agreement that imposes an executory obligation on co-shareholders to purchase an outgoing shareholder's stock.  If the corporation redeems that outgoing shareholder's stock prior to maturation of any primary and unconditional obligation on the co-shareholders to act, the redemption will not impose constructive dividend income on the latter.


In the next example, Situation 5, the corporation is the one with the primary obligation to purchase.  This obligation is supported by a secondary obligation on the continuing shareholders to purchase the outgoing shareholder's stock in the event that the corporation fails to redeem.  Such secondary liability is ruled to be insufficient to warrant dividend income to those ongoing shareholders when the corporation in fact pays out redemption proceeds to satisfy its own primary and unconditional obligation to purchase.


Similarly, in Situation 6, in which shareholder A created new corporation Y to which A assigned an option to purchase another shareholder's X Co. stock, no dividend was found to result to A despite Y Co.'s borrowing in order to purchase X Co.'s stock and then subsequently merging with X Co. to retire the debt, for A never became primarily and unconditionally obligated to purchase the X stock.


Finally, in Situation 7, a cross-purchase form of buy-sell agreement that had called for co-shareholders to purchase a deceased shareholder's stock, was rescinded prior to any shareholder's death.  It was replaced by an entity-acquisition agreement, as a result of which a subsequent redemption by the corporation of a decedent's shares did not cause dividend income to the surviving shareholders.

[¶ 5215]

Notes

1. The IRS has limited the constructive dividend analysis to the narrowest possible facts--an appropriate approach if the doctrine is not to be discarded altogether.  Unfortunately, that leaves the distinction between what works and what does not work highly technical and somewhat of a trap.


In addition, there are differences between Situations 2 and 6 that leave some important questions open.  In Situtation 2, the contract did not recite that it was assignable and the obligation to purchase had matured by virtue of the death of the other party.  The key questions are: what should the result be if the other party is still alive but the contract does not recite that it is assignable or, alternatively, the contract is assignable but the other party dies before the assignment occurs.


2.  These points are developed in the problems at ¶ 5220.

[¶ 5217]

READ v. COMMISSIONER


This is one of a series of cases trying to synthesize a redemption of stock from a family owned corporation by one spouse following a divorce with Section 1041's grant of non-recognition to inter-spousal transfers. The transaction was patterned on Situation 6 in Rev. Rul. 69-608 and the husband elected to cause the corporation to redeem the wife’s stock. The wife, however, reported the transaction as a transfer by her to the corporation on behalf of the husband and thus eligible for non-recognition under the regulations to Section 1041. The Commissioner adopted inconsistent positions, taxing the wife on gain from the redemption and taxing the husband on a constructive dividend along the lines of Situation 2.  The Tax Court, over multiple dissents, agreed with the wife.


Under Rev. Rul. 69-608 and related case law, the husband would not be treated as having a constructive dividend unless he had a “primary and unconditional” obligation to purchase the stock from his wife that the corporation assumed.  The issue, therefore, was whether the stock could be treated as constructively transferred to the husband (and from him to the corporation) because the wife’s transfer to the corporation was “on behalf of” the husband even though the transaction would not be so viewed under the Rev. Rul. 69-608 case law.  In a rather unsatisfactory opinion, the court held that the transfer was “on behalf of” the husband and thus that the wife was not subject to tax.  Since the husband had conceded that this holding would produce a constructive dividend to him, the court did not consider  that issue.  The several dissenting opinions generally approached the matter from the other side: since the established rule barred treating the husband as having received a constructive dividend (and thus as not being the transferor to the corporation), the wife could not be viewed as making the transfer “on behalf of” the husband.  Thus her stock was redeemed in a taxable transaction.

[¶ 5218]

Notes


It is hard to know how cases like Read come about but clearly the lowest overall tax

cost to the parties would be to follow the guidelines of Situation 6.  Perhaps that is what the parties (or their counsel) intended but Ms. Read refused to follow the script.


Prop. Reg. § 1.1041-2 basically adopts the position of the dissenting judges.  The regulation extends priority to the principles contained in Rev. Rul. 69-608 and asserts that a transfer like Ms. Read’s will not be treated as on behalf of the other spouse unless that other spouse would have had a constructive dividend under the ruling.  To further defuse this issue, the regulation also allows the parties to elect the contrary result.  By returning to the pre-Read result, the regulation presumably has put this issue to rest.  It is interesting, however, to watch two separate worlds collide.

[¶ 5220]

Problem

Plan #1:  This plan entails a so-called cross-purchase arrangement, in which the outgoing shareholder sells to the continuing shareholders, rather than to the corporation itself, and is the least advantageous approach.  Seller Sly receives a tax free return of capital up to basis, with the excess over basis reportable as capital gain.  Alice and Betty receive dividend income regardless of whether the company pays a cash dividend to them directly or instead indirectly, either through payment of their debt or through a pro rata redemption from them of the newly acquired shares.  Superior Investment Inc.'s (SI Inc.) E&P are reduced by the dividend.


Plan #2:  This plan substitutes a redemption of Sly's stock for the cross-purchase.  Absent the shareholder agreement, the transaction will have the same capital gains result to Sly but the dividend to Alice and Betty will be avoided.  The corporate E&P will be reduced by the fraction of the account equal to the fraction of the corporate stock retired.  The point of the next three plans is to try to achieve the results of Plan #2 on the facts of Plan #1.


Plan #3:  On this corporate purchase of its own stock, Holsey stands for the proposition that shareholders Alice and Betty will not undergo a taxable event as a result of the redemption from co-shareholder Sly, despite Alice and Betty's assignment to SI Inc. of their option to purchase or their increased proportionate interests due to the redemption of Sly.  Shareholder Sly claims exchange treatment under Section 302(b)(3), unless the family attribution rules prevent complete termination of interest.


Plan #4:  This alternative might be preferred by Sly who would thereby avoid any legal restrictions on the ability of SI Inc. to reacquire his stock.


On its face, this transaction achieves capital gains for Sly on the stock sale and avoids dividend treatment to the other shareholders.  That result would normally stand under Situation 6.  However, on some facts the result could be challenged under step transaction or form vs. substance doctrines.


Plan #5:  Here, as in Plan #1, a cross-purchase arrangement is effectuated by Alice and Betty, so that SI Inc.'s assumption or payment of Alice and Betty's debt would create dividend income for them.


By contrast, a transfer of the newly purchased SI Inc. stock to the newly formed entity, Newco, along with the debt incurred by Alice and Betty on the acquisition of those shares, is unlikely to cause dividend income to Alice and Betty.  Furthermore, the transaction literally fits within Sections 351 and 357(a) to produce tax free treatment to those transferors.  The assumption of the purchase money debt appears not to create a tax under Section 304 by virtue of Section 304(b)(3)(B)(i).

[¶ 5225]

G.  PARTIAL LIQUIDATIONS

I introduce this topic by describing the taxation of complete liquidations and then discussing the appropriate tax treatment of a single corporation that had conducted several distinct businesses but sold one and distributed the proceeds.


Because I do not have time to cover divisive reorganization in full, I cover Section 355 along with partial liquidations.  It seems to work, in part because the partial liquidation regulations (which still appear at old Section 346) cross refer to Section 355.


[¶ 5230]

IMLER v. COMMISSIONER

In Imler, as a result of fire that destroyed a portion of the business premises, there was a bona fide contraction of business operations and consequent reduction in capital used.  Accordingly, distribution of that portion of the insurance proceeds no longer needed for the business constituted a distribution in partial liquidation and not a dividend.

[¶ 5235]

Notes

1.  It is not clear whether the facts in Imler would have satisfied the safe harbor of Section 302(e).  For one thing, it is not evident whether the discontinued retinning and soldering operations, even if actively conducted, had been so for the preceding five years.  Also, it is not necessarily true that the ongoing rental of floor space constituted an "actively conducted" business rather than passive rental activities.


2.  At least we know that it is.


3.  The dividend policy should have hurt on the issue of dividend equivalence but seemed to have the reverse effect!

[¶ 5240]

Problems

a.  At least it is clear that mere size alone, regardless of how great, is not enough to convert a dividend into a partial liquidation.  There must be some structural change at the corporate level.  Thus, this distribution, absent added facts, would not qualify.


b.  Distribution of an active business seems more clearly to represent a bona fide contraction than does the distribution of passive liquid assets.  However, the former cannot be accepted unquestioningly as a distribution in partial liquidation, for this would too readily produce an obvious escape hatch from dividend treatment should a company decide to invest its liquid assets temporarily in an active business prior to distribution.  The five year rule draws a bright line of certainty for sheltering distributions in partial liquidation, yet the five year test is not an essential touchstone for nondividend treatment--only a safe harbor to assured results.


c.  The five year active business criterion assures sale or exchange rather than dividend treatment to a qualified shareholder who receives distribution of either the assets of the terminated business or the proceeds of its sale.


d.  Distribution of the stock in a subsidiary that has conducted such a business for five years may, by contrast, not meet the safe harbor because the active business was conducted by the subsidiary, not by the distributing corporation.  Notice however, that the receipt of stock in such a subsidiary may qualify as completely tax free by the distributee, whether the distributee is a corporation or an individual, if the requirements of Section 355, discussed infra, are met.


e.  While the five year active business test is only a safe harbor, the failure to meet that requirement should be nearly fatal to partial liquidation treatment.


f.  The five year active business standard provides a clearly observable criterion for distinguishing distributions of earnings that deserve dividend treatment (despite a temporary investment of those earnings in an active business) from distributions of a kind representing bona fide contractions of longstanding operations.  Hence, a business with a history dating back five years in the hands of the distributing corporation, or in the hands of the shareholders of that company who transferred the business to the corporation in a transaction such as Section 351 likewise deserves categorization as one whose discontinuance represents a bona fide contraction of operations.

CHAPTER 6

STOCK DIVIDENDS

[¶ 6000]

A.  INTRODUCTION


Section 305, which is generally of concern only to larger corporations, somewhat interrupts the flow of the class, which otherwise tends to focuses upon closely held /corporations.  Some instructors accordingly will choose to deal with it rather summarily.  Notice, however, the material on Section 305(b)(4) which can raise important issues for small corporations.

C.  NONTAXABLE STOCK DIVIDENDS


[¶ 6015]

Problems

1.  Section 305(a) is basically a timing rule that defers taxation.  However, it may also result in converting ordinary income into capital gain if tax is imposed not on the receipt of the stock, but on its disposition.


2.  Following the distribution, the value of the common stock would be (in theory) $80,000 while the value of the preferred stock is given to be $20,000.  Thus, 20 percent of the basis of $30,000, or $6,000, is transferred to the preferred.  Section 307(a).  The students will need to understand this allocation rule in order to compute the tax under Section 306.

D.  TAXABLE STOCK DIVIDENDS

1.  ELECTION TO RECEIVE PROPERTY OR MONEY IN LIEU OF STOCK
[¶ 6035]

Note

If a shareholder is treated as receiving and reinvesting cash, as in Rev. Rul. 77-149, which is summarized in Rev. Rul. 78-375, the shareholder will be taxed on that amount of cash under Section 301.  However, if the shareholder has an election between cash and additional shares of stock, and selects the stock, the shareholder will be taxed on the value of the stock so obtained.  In the principal ruling, that amount was greater than the amount of the cash option.  The value of stock equal to the cash option was taxed under Section 305(b)(1), while the value of the five-percent discount was taxed under Section 305(b)(2)B).

2.  DISPROPORTIONATE DISTRIBUTIONS
[¶ 6045]

REVENUE RULING 77-19

In this ruling, despite a series of stock redemptions from retiring employee-shareholders and the deliberate redemption of numerous minority shareholders in order to eliminate those shareholders following a corporate merger, the ruling concludes that all such redemptions were "isolated" redemptions of stock.  The "isolated" redemptions of stock did not cause constructive dividend distributions to the remaining shareholders whose proportionate interests were thereby increased.  The ruling observes that no formal plan or resolution had been adopted calling for a "periodic" redemption plan.  However, numerous redemptions had occurred, some of which were taxed as dividends to the distributee-shareholders, and some of which were incident to an existing plan that called for redemption of all minority shareholders incident to the merger.  Although, literally, these redemptions did have "the result of the receipt of property by some shareholders and an increase in the proportionate interests of the other shareholders in the assets or earnings and profits of the corporation," the ruling concludes that the redemptions should be treated as "isolated redemptions" and, as such, outside the intendment of Congress.  Implicitly, the ruling suggests that it is not the frequency with which redemptions occur but rather the presence, or lack thereof, of a periodic redemption program, which is designed to substitute for dividend distributions, that determines whether the nonredeemed shareholders will be treated as having received taxable constructive distributions under Section 305.

3.  DISTRIBUTIONS ON PREFERRED STOCK
[¶ 6060]

REVENUE RULING 77-37

This ruling explores the esoteric issue of the relationship between a change in the conversion ratio of convertible preferred stock and the applicability of Section 305(b) or (c).  Under the facts at issue, the conversion ratio of convertible preferred stock into common stock was increased, as an anti-dilution measure, to reflect and adjust for a distribution made in common stock to the common shareholders.  As a result of the increased common stock outstanding, the ratio at which preferred stock would be convertible into common stock was correlatively increased so as to maintain the same proportionate ratio as before the distribution.


The ruling concludes that such a revision in the conversion feature does not effect a change in proportionate holdings so as to trigger the constructive distribution rules of Section 305(b) or (c).  By contrast, had the conversion ratio been increased without any correlative change in the common stock outstanding, the change could have affected the proportionate holdings of common stock by the shareholders (as a result of exercise of the conversion feature), and accordingly would have led to the conclusion of a constructive distribution to those shareholders who were beneficiaries of the increased conversion ratio.

[¶ 6085]

Problems

1.  The stock dividend is taxable by specific provisions of Section 305(b)(1).  The amount of the dividend is the value of the stock, and on a per share basis this would be $5.00 ($100 divided by 20).


As to the distributing company, note that the distribution of the company's own stock will not cause income to it but will call for an adjustment to E&P.  Specifically, the implication of Section 312(d)(1) and (3) is to call for a reduction of earnings and profits corresponding to the amount reportable by the distributees as dividend income under Section 305(a).


2.  The stock dividend to class B shareholders would be taxable under Section 305(b)(2) inasmuch as the proportionate interests of the class B shareholders have been increased.  Reg. §1.305-3(e), Ex. 1.  If class A stock were preferred, the distribution of a stock dividend to class B common shareholders would not be taxable since their proportionate interests would not have been altered.  Reg. § 1.305-3(e), Ex. 2.


3.  A distribution of class A common stock to class A shareholders and preferred stock to class B common shareholders would constitute a taxable dividend under the specific provisions of Section 305(b)(3) to all distributees.  Reg. § 1.305-4(b), Ex. 1.  Note that the proportionate interests of the holders of each class of stock have been affected by the distributions.


4.a.  The distribution of common stock to preferred shareholders increases the distributees' proportionate interests and is specifically taxable to them under Section 305(b)(4).  The distribution of common on common is not taxable, however, as indicated in the answer to the second question of Problem 2.


b.  Again, the distribution of common on common is nontaxable in that it does not increase the proportionate interests of the distributees.  In fact, their residual equity interest in corporate earnings and assets is reduced as a result of the common stock dividend on the preferred.  Likewise, the doubling of the conversion ratio of the preferred is not taxable to the preferred shareholders, since it falls within the exception to taxability under Section 305(b)(4) that pertains to changes in the conversion ratios for anti-dilution purposes.  Compare Rev. Rul. 77-37 (¶ 6060), in which the conversion ratio of convertible preferred was adjusted to prevent dilution that would otherwise have resulted from the tax-free spin-off of the subsidiary (Y).  If, however, the conversion ratio of the convertible preferred in this problem had been quadrupled, there would have been a constructive taxable stock dividend to the holders of the preferred.


c.  If the conversion ratio is doubled without a distribution on the common, the change in conversion ratio is taxable to the preferred shareholders under Section 305(b)(4).  This occurs because execution of the conversion privilege would increase the preferred shareholders' proportionate interests compared to the interests that they would have acquired on conversion prior to the change in the conversion ratio.  Obviously, receipt of cash by the common shareholders will produce dividend consequences to them under Section 301, not Section 305.  (Note that under Section 305(c) an increase in the conversion ratio on convertible debt obligations may be treated as a taxable constructive dividend.)


5.  Unlike a stock dividend of nonconvertible preferred, which effects no change in proportionate interests and is therefore the classic example of a nontaxable stock dividend under Section 305(a), the presence of a conversion feature may well alter the outcome.  This occurs because if not all of the distributees exercise the conversion right, the proportionate interests of the various distributees will eventually change.  Whether this is sufficient reason to trigger current taxability of the convertible preferred to the distributees depends on the likelihood of fewer than all of them exercising the conversion privilege--a test that, in turn, depends on the length of the conversion period, conversion price, etc.  Reg. § 1.305-6(a)(2) provides that a distribution of convertible preferred is likely to result in a disproportionate distribution when:  (1) the conversion right must be exercised within a relatively short period, and (2) it may be anticipated that some shareholders will exercise their conversion rights and some will not.  See Reg. §1.305-6(b), Exs. 1 and 2.


6.  Whether logical or not, stock in a subsidiary is treated as property by Section 317.  Thus, the distribution is taxed under Section 301 and Section 305 does not apply.  Thus the distribution would be treated as a dividend unless Section 355 applied.

[¶ 6090]

F.  SECTION 306 STOCK

This is another part of the course that lends itself particularly well to coverage through problems.  After making sure that the students understand what the taxpayer in Chamberlin was trying to achieve and explaining the terminology "bailout," I turn right to the problems.


[¶ 6140]
Problems

1.  The distribution would not be taxable under Section 305--which is why Section 306 is needed.  By way of review, under Section 307(a) the $300 per share basis would be allocated on the basis of value.  Since the pre-distribution value of each common share was $1,500, the basis should be allocated in a 2:1 ratio giving the preferred stock a basis of $100 per share.  Under Section 306(c) the stock would meet the definition of Section 306 stock.


2.a.  Under Section 306(a)(2) the redemption is taxed exactly as a dividend--to the full extent of corporate E&P on the date of the redemption.  Note that the Section cross-refers to Section 301 which does not permit an argument for capital treatment under Section 302.  However, note the parallel exceptions in Section 306(b).


The distribution of $45,000 would be taxed as a dividend and the corporate E&P account would be reduced by that amount.  Reg. § 1.306-1(b)(2) suggests that the basis of the redeemed stock reverts to the common stock rather than to A's remaining preferred stock although that result is not settled.


b.  Under Section 306(a)(1)(A) the sale results in ordinary income to the extent of the stock's (rather than B's) ratable share of E&P on the date of distribution.  Note that the full amount realized, not just the gain, may be so taxed.  Thus, ordinary treatment extends to 100/1000 of $200,000, or $20,000 (or $200 per share).  The E&P account is not affected by the sale.


Under Section 306(a)(1)(B) the excess of the $450 per share over the $200 of ordinary income is treated first as a recovery of basis and then as gain on the sale of the stock.  Thus, $100 would be received free of tax and $150 would be a capital gain.  There would thus be no basis to revert to any stock.


c.  In the hands of the executor the stock would not be Section 306 stock.


d.  The issue is the application of Section 306(b)(1)(A) and (4)(B).  The main point here is that the complete termination rule would not seem to apply because the holdings of the trust could be attributed to D.  Note that there is no provision under Section 306 for the waiver of family attribution.


The transaction might meet the requirements for an exception under Section 306(b)(4)(B).  The question is of the tax avoidance purpose for the sale.  Since this is a transfer of all stock owned in the corporation to a younger generation, the transfer may fall under Rev. Rul. 77-455, at ¶ 6125.  However, the result might be different if the transferor parent were the trustee of the transferee trust.


e.  Under Section 170(e)(1)(A), the amount of the charitable deduction is to be reduced by the element of ordinary income in the donated property upon a sale, $200 per share on the facts here.  The point is that Section 306 can create traps in a variety of contexts.


3.  This question requires an even more careful reading of the convoluted language of Section 306(a)(1)(A).  The amount realized of $250 per share is first treated as ordinary income to the extent of $200 per share regardless of the fact that the stock was apparently sold for a gain of only $150 per share.  The remaining $50 per share is treated as a recovery of basis but that leaves $50 of basis not recovered.  The unrecovered basis reverts as discussed above in the answer to Problem 2.a.


4.  This question underscores the oddness in Section 306 of freezing the tax-avoidance potential if the preferred stock is sold but holding it open if the stock is redeemed.


The subsequent corporate losses do not alter the rules described above for sales of Section 306 stock.  Thus, the date-of-distribution E&P attributable to B's stock is still $200 per share or $20,000 for the 100 shares sold.  Thus, the answer to this problem is the same as the answer to Problem 3.


(b)
On a redemption, however, the amount treated as a dividend cannot exceed available E&P on the date of the redemption.  Here that amount is zero.


5.  The facts of this problem are brief to allow focusing upon the concepts.  This is another instance in which the taxation of sales differs in an odd way from the taxation of redemptions.  It also allows a comparison of the termination of interest rules in Sections 306 and 302.


a.  The tax under Section 306 is not triggered by a gift so there is no tax to Kim.  However, the Section 306 "taint" carries over and the stock becomes Section 306 stock in the hands of the child.  See the definition of Section 306 stock in Section 306(c)(1)(C).


b.  On a sale of the preferred stock for $250,000, under the rules discussed above the entire amount would be ordinary income because the E&P of the corporation on the date of distribution would exceed that amount.  However, the amount "which would have been a dividend" on the date of distribution cannot exceed the value of the preferred stock on that date, or $200,000.  Thus, a maximum of $200,000 would be taxed as ordinary income and the balance as a return of capital or a gain.


However, there is a further point.  The sale by the child terminates the child's actual interest.  However, the exception from Section 306 in (b)(1)(A) does not apply because family attribution cannot be waived and thus the termination is not complete for the purposes of Section 306.


c.  The foregoing limitation does not apply to redemptions.  Thus the entire $250,000 could be taxed as a dividend assuming that the E&P account had not declined below that level.


Under the regulations, any unused basis on redeemed Section 306 stock reverts to the common stock when the Section 306 stock is held by the same person to whom it was issued.  That result seems less appropriate here since the owner of the common stock is a different taxpayer from the owner of the Section 306 stock.  However, since no loss can be claimed on the disposition of Section 306 stock, there is no place else the basis can go.


The redemption will not be taxed as a dividend if it constitutes a complete termination of interest under Section 302(b)(3).  Here family attribution generally can be waived but not if the stock was acquired from a person from whom attribution can be made--which it was.  The tax avoidance exception probably would not apply on these facts.

4.  TO WHAT STOCK DOES SECTION 306 APPLY?

a.  Non-Common Stock
[¶ 6155]

REVENUE RULING 76-386


Rev. Rul. 76-386 takes the position that common stock issued tax free to common shareholders incident to an E recapitalization, over which stock the corporation retained a "right of first refusal" in the event that a shareholder decided to dispose of such stock, was "common stock" for purposes of Section 306(c)(1)(B), and as such not subject to a Section 306 taint.  In reaching this conclusion, the ruling distinguishes an earlier one in which common stock issued tax free incident to a recapitalization was not viewed as "common stock" for purposes of excluding it from the reach of Section 306, in that the common stock in the earlier ruling was redeemable at the discretion of the corporation.  Hence, although its initial issuance resulted in a dilution of the equity interest of the preexisting common shareholders, the later redemption of that stock at the instance of the corporation automatically restored the preexisting proportionate common stock holdings of the shareholders, thereby setting the stage for the bailout abuse at which Section 306 is directed.

[¶ 6160]

Notes

1.  Stock that is callable by the corporation generally does not contain an interest in future growth and should not be regarded as common stock.  Of course, very high call protection could change that analysis.  On the other hand, a put would not deprive the holder of the stock of rights to the appreciation in the value of the stock and thus is consistent with common stock.


4.  While the definitions of preferred stock for the different purposes of Sections 305 and 306 are not correlated, and thus may somewhat differ, the core concepts are the same.  Notwithstanding the usual label of "preferred" stock, the focus of both Sections is on stock that possesses a limited interest in residual equity.

[¶ 6170]
b.  Tax Free Stock Distribution

The definition of Section 306 stock places a great premium on advance planning:  Stock obtained on an incorporation is not Section 306 stock, but stock obtained a day later may be!


In the past, the arbitrariness of the definition could be exploited in a reincorporation transaction such as described in the text.  As the following problem brings out, that avenue is now partly blocked by the importation of Section 304 principles.

[¶ 6175]

Problems

1.  Under Section 306(c)(3), preferred stock received in a Section 351 exchange will be Section 306 stock if, had cash been distributed instead of the preferred stock, the cash would have been taxed as a dividend under Section 304.  Under the substantially disproportionate test of Section 302(b)(2), that basically means that if the shareholders of the old corporation control the new corporation, and if less than 20 percent of the securities received from the new corporation consist of preferred stock (or boot), the stock will be Section 306 stock.


a.  Here the control requirement of Section 304(a)(1) is met.  Thus, the transaction is treated as a redemption of the stock of Transport with dividend equivalence measured by the change in ownership of the Shipping stock.  Here, because of attribution from Transport, Martha's interest in Shipping would not decline.  Thus, if cash had been distributed instead of preferred stock, the cash would have been taxed as a dividend under Section 304.  Thus, the preferred stock is Section 306 stock.


b.  No.  This is an important point.  Section 306 characterization does no harm as long as the preferred stock is not sold or retired.  On death, the taint disappears.


2.  The exchange of the Section 306 stock in the old corporation for common stock in a new corporation will not help.  While common stock is not normally Section 306 stock, under Section 306(c)(1)(C) this common stock would be Section 306 stock because of the substituted basis.


3.  The rule raised by this problem is the same rule that is raised by Martha in Problem 1.  Here, however, the issue is whether the distribution of cash in lieu of the preferred would avoid dividend treatment because of the complete termination of interest rule.  Literally, cash would not be treated as a dividend because Donald could waive family attribution and the transaction would qualify under Section 302(b)(3).  However, here, in reality, Donald ends up owning preferred stock in the corporation.  That obviously does not amount to a complete termination of interest and it does not feel right to conclude that the preferred stock is not Section 306 stock.

[¶ 6180]

G.  SUMMARY OF DISTRIBUTIONS BY CONTINUING CORPORATION

These questions are designed to help the student pull the material covered to this point together and to increase the student's mastery of the structure of the Code.  The questions are broad and conceptual; not detailed.  Nevertheless, I suspect that few instructors will have the time to discuss these questions fully in class.  The students might be urged to address these questions in study groups and to bring their prepared solutions to class for a more rapid evaluation.


The first questions ask the student to identify the Code sections that have potential application to the transaction described--are we in the distribution sections or the formation sections, etc.  The second question asks the students to refine their search by identifying the facts that would bring the transaction under one section or another--was the distribution unilateral or in exchange for stock, etc.


Next, the questions ask the student to determine what the tax consequences are for a series of variation on the pattern and to compare the results.


1.  The fact pattern is a distribution by a corporation of appreciated property and raises dividend and redemption issues.


a.  The Code Sections that might apply to this at the shareholder level are:  301, 302(b)(1, 2, 3 or 4) or 303.  Sections 316 and 312 are also relevent.  Some students might wonder if Section 355 would apply although that section has not yet been covered.  At the corporate level, Section 311 would likely apply.


The determinative facts would include:  was the distribution unilateral or in exchange for Final Exams stock; was the distribution pro rata or not; if in exchange, what was the proportionate change in interest; are the factual prerequisites for Section 303 present.


b.  (1)  If it is pro rata, it is a dividend unless it is a partial liquidation.  Ordinary income in full since E&P are present.  The E&P account would be reduced.  The corporation would be taxed on the appreciation in the distributed property.


(2)  The distribution would reduce the holdings of the two shareholders by 50 percent.  It would likely qualify for sale or exchange treatment under Section 302(b)(2).  There would be a ratable reduction in the E&P account.  The corporation would still be taxed on the appreciation.


(3)  Now the purported exchange should have the same consequences as if it were pro rata.


(4)  Now it might be a partial liquidation and thus treated as a sale or exchange even though pro rata.  E&P apparently is reduced by the same amount as in other redemptions treated as sales.  The corporate level tax is still imposed.


c.  The distribution of stock could constitute a tax free division under Section 355 under any of the factual alternatives.  If so, there would be no tax at either the corporate or shareholder levels.  If Section 355 does not apply, the results in questions 1, 2 and 3 are not changed but a distribution of stock apparently cannot be treated as a partial liquidation.  Thus in 4 the distribution would be a dividend.


2.  This question involves a distribution of preferred stock, not as a part of an exchange, which stock is thereafter sold.


a.  With respect to the issuance of the stock, if the preferred stock is not issued by Final Exams and thus is property within the meaning of Section 317, the distribution would again be a dividend of appreciated property, taxed as discussed above.  If the preferred stock is issued by the distributing corporation, then only Sections 305 and 306 (and Section 301 by virtue of Section 305(b)) might apply at the shareholder level.  Section 1032 would apply at the corporate level.  Section 311 would not apply.


The corporate purchaser of the stock could be Final Exams itself in which case the sale would be a redemption and Sections 301 to 303 or 306 could apply.  Or, the purchaser could be related to Final Exams, perhaps a corporation under common control.  In that event Section 304 or 306 might apply--or it might be a simple sale not governed by Subchapter C at all (although Section 267 might apply).  Finally, the sale could be to a completely unrelated corporation in which event Section 306 might still apply or it might be a simple sale.


b.  Assuming that the sale is to an unrelated purchaser:


(1)  The dividend might be tax free but not Section 306 stock.  If so, the distribution has no effect on the E&P account.  The later sale would presumably be the sale of a capital asset and gain would be measured by reference to the tax basis for the preferred which would have been apportioned from the common under Section 307.


(2)  If the stock is Section 306 stock, a portion of the gain on the sale would be ordinary; otherwise normal sales treatment prevails.  The facts needed to determine the amount of ordinary income are not given.


(3)  Finally, the distribution could be taxable in which event the stock could not be Section 306 stock.  The dividend would reduce E&P.  The shareholder level tax at the time of distribution would be at ordinary income rates and would create a basis in the preferred equal to the amount taxed.  Any further gain on the sale of the stock would be at capital gains rates.


c.  If the stock which was distributed tax free is redeemed by the issuing corporation, the proceeds will likely be taxed as a dividend rather than as gain on a sale.  If the stock was Section 306 stock, then the receipt will automatically be an ordinary dividend to the extent of E&P (since none of the exceptions to 306 would seem to apply here).  If is is not Section 306 stock, the redemption must be tested under Sections 302 and 303.  However, the substantially disproportionate rule of Section 302(b)(2) could not apply because this is preferred stock; nor could the complete termination rule.  Under Davis this looks like a dividend.


d.  This sale of stock to a corporation under common control would raise the application of Section 304.  Thus, the sale would again be tested for dividend equivalence under Section 302 as in the case of question c. and would not be entitled to the more favorable results obtained on a sale to an unrelated party under question b.

CHAPTER 7

THE CORPORATION AS A TAX AVOIDANCE DEVICE


I cover this chapter because the problems for small business that it addresses arise with some frequency.  However, I cover it very rapidly--in about a day.  Most years I say very little about collapsible corporations.

B.  PERSONAL HOLDING COMPANY PROVISIONS

[¶ 7010]
1.  GENERAL DEFINITION

Most of the time that I devote to personal holding companies is spent on stressing how easy it is to create one by accident--especially on the formation of a corporation or following the sale of its active business.

[¶ 7015]

Problem

As the problem is presented, it is clear that the stock ownership test of Section 542(a)(2) is met inasmuch as all the stock is owned by a single shareholder.  The problem is intended to illustrate the application of the income test.


Section 542(a)(1) provides that at least 60 percent of the corporation's "adjusted ordinary gross income" must be "personal holding company income."  Section 543(b)(2)(A) defines adjusted income from rents to constitute gross rents reduced by depreciation, property taxes, interest, and rent.  Accordingly, the adjusted ordinary income from rents equals $50,000 and from dividends equals $50,000.  The corporation will be a personal holding company if 60 percent of that total, or $60,000, is personal holding company income.


Under Section 543(a)(2), adjusted income from rents is excluded from personal holding company income if such rents constitute 50 percent or more of adjusted ordinary gross income.  If this were the only requirement, rental income in this case would be excluded in determining personal holding company income because adjusted rental income is exactly 50 percent of adjusted ordinary gross income.  However, Section 543(a)(2) imposes the second condition upon the exclusion of adjusted income from rent that there also must be distributions (by payment or consent) of dividends at least equal to the amount by which other personal holding company income exceeds 10 percent of the ordinary gross income.  In this case, ordinary gross income is $150,000 (total gross income less capital gain) and 10 percent is $15,000.  Other personal holding company income is the dividend income of $50,000.  Thus, to exclude the adjusted income from rents, there must have been a distribution of dividends of at least $35,000 and that has not occurred.  Thus the corporation is a personal holding company.


This problem could lead to a consideration of the provisions of Section 563(c) relating to dividends considered paid as of the last day of the taxable year and consent dividends under Section 565 which may be applied to avoid the penalty tax on personal holding company income.

2.  PROFESSIONAL CORPORATION AS PERSONAL HOLDING COMPANY

[¶ 7025]

REVENUE RULING 75-67

Is Rev. Rul. 75-67 persuasive in light of the fact that B is a specialist and the only employee of the corporation?  Does the patient lack the right to designate who is to perform the services?

[¶ 7030]

KENYATTA CORP. v. COMMISSIONER

Income received by a corporation that was organized to provide the personal services of a professional basketball coach, among others, for publicity and public relations purposes was held to be income received by a personal holding company.  The income received was derived from personal service contracts.   The fact that the coach owned over 50 percent of the stock of the corporation satisfied the stock ownership test for status as a personal holding company.


Question One, of course, is how Kenyatta and Rev. Rul. 75-67 can be reconciled.  It is pretty hard but Congress did intend to reach the facts of Kenyatta but did not intend to tax all doctors and lawyers under the personal holding company provisions.


Question Two is how to avoid this result.  That is a two level question.  If C corporation status is desired, which would be unlikely today, avoidance is a matter of drafting vaguer contracts.  Avoiding two levels of tax is easier to arrange: elect under subchapter S or use an LLC.

C.  UNREASONABLE ACCUMULATIONS OF EARNINGS

1.  EVIDENCE OF PURPOSE TO AVOID TAX

[¶ 7045]

UNITED STATES v. DONRUSS CO.

A series of Supreme Court cases in the 1960s downgraded the importance of taxpayer purpose in a variety of Code provisions.  Donruss is one of those cases.

2.  UNREASONABLE ACCUMULATIONS

[¶ 7060]

IVAN ALLEN CO. v. UNITED STATES

It can be tricky to go from a demonstration under Ivan Allen that the taxpayer has more liquid assets than are needed to conduct business to a computation of the amount of earnings that have been unreasonably accumulated.  In practice, the tax is imposed on the lesser of the amount of the liquidity excess or the accumulated taxable income computed under Section 535.


In most businesses, the principal justification for liquid assets is the need for working capital.  The extent of this need is demonstrated through the use of the so-called Bardahl formula referred to at ¶ 7080, Note 2, which is based upon data pulled directly from the financial statements.


[¶ 7090]

D.  COLLAPSIBLE CORPORATIONS

Most instructors will find Section 341 too complex to explain in the time that justifiably can be allocated to the subject and will move on.  Those taking the Section up will want to observe that subsection (e)(1) is said to contain the longest sentence in the Code--if not the English language.

CHAPTER 8

SALES AND LIQUIDATIONS OF CORPORATIONS

B.  SIMPLE CORPORATE LIQUIDATIONS

[¶ 8030]

3.  THE SPECIAL CASE OF PROPERTY HAVING NO ASCERTAINABLE VALUE


The taxation of liquidations is pretty straightforward; this section adds a twist.  Nevertheless, those who are running late at this point will wish to omit the section.

[¶ 8035]

Problems

Note to prior users: This problem has been changed slightly to clarify the source of the cash used to pay the corporate tax and to avoid confusion over the rate of tax applicable to the shareholders.


1.  The first series of questions here are intended to provide a simple set of facts with which to explore the symmetry extended to the taxation of different forms of acquisitions.  


(a)  The asset sale:  A corporate level gain of $700 results in a tax of $210 (700 x 30%) and a distribution of $790.  The shareholder level gain would be $690 (790 - 100) and the tax $138 (690 x 20%).  The after tax proceeds would be $652 (790 - 138).  It might be added that the purchaser of the asset would acquire a basis of $750 in an asset worth that amount.


(b)  The Court Holding technique:  A corporate level gain of the same $700 resulting in the same tax and the same amount distributed.  That $790 distribution would be subject to the same shareholder level tax and would result in the same after tax proceeds of $652 (obviously property worth $98 would have to be converted to cash in order to pay this tax).


(c)  The stock sale:  The complexity here is that the purchaser of the stock would not pay $1000 because the corporation has a deferred tax liability of $210.  The purchaser thus might pay $790 for the stock (as the question suggests).  However, if the payment of that liability can be deferred (without interest), its present value is less than $210, and the purchaser might be willing to pass some of the benefit of deferral on to the seller by way of an increase in the purchase price.


Assuming a purchase price of $790, the shareholder would have a gain of $690, a tax of $138, and after tax proceeds of $652--as on an asset sale.  The purchaser would have a basis for the stock of $790, but more importantly, the corporation would still have a basis in the asset of just $50, plus cash of $250.


2.  If the property distributed were subject to a liability of $300, the corporate level tax should not change.  The corporation would be treated as if a portion of the property worth $300 were sold and the balance distributed; both transactions generate taxable gain.  The shareholder, however, would be treated as receiving $300 less.  Thus, the amount realized would be $490, not $790, and the taxable gain would be only $390, producing a tax of $78.  The basis of the property to the shareholder would remain $790--in effect, the liability assumed is quite properly treated as an amount paid for the property and thus added to its basis.


3.  This variation on the question raises the loss disallowance rule of Section 336(d).


(a)  Section 336(d) applies to, among other things, sales of property by a "liquidating corporation."  The concept of a liquidating corporation is not defined but should at least include a corporation making distributions that are treated under Section 346(a) as in complete liquidation.


On the sale of the loss property, the loss would not be wholly disallowed under paragraph (1) of Section 336(d) because the sale is not a “distribution” to a “related person” but the loss might be partially disallowed under paragraph (2).  Since the loss property was contributed in a Section 351 transaction, the second paragraph will apply if the property was contributed to the corporation as part of a plan to "stuff" the corporation with losses.  Section 336(d)(2)(B)(i)(II).  Note that under Section 336(d)(2)(B)(ii), the transfer of the loss property to the corporation will be deemed to be pursuant to a tax avoidance plan if the transfer was within two years of the adoption of a plan of liquidation.


If paragraph (2) applies, the corporation may only claim the post-contribution loss of $100, which will reduce the net gain at the corporate level from $700 to $600 and reduce the tax payable from $210 to $180.  The proceeds of sale would total $950 and the after tax cash would be $80; thus, the corporation will distribute $1,030.  The shareholder level gain would thus be $1,030 less the basis of $600, or $430.


(b)  The distribution of the loss property to a greater than 50 percent shareholder could trigger the complete disallowance rule of paragraph (1).  The distribution would necessarily be pro rata, but the property was acquired in a Section 351 transaction within 5 years.  Thus, the disallowance applies.


The corporation will recognize the same gain it recognized in Problem 1, but the loss will not be recognized.  Thus, the amount distributed would be the $1,200 value of the properties, less the tax of $210 on the entire gain, or $990.


At the shareholder level, however, Cher will obtain a full tax benefit from the basis in the loss property--Section 336(d) only disallows the corporate level loss.  Thus, the shareholder's gain would equal $990 less $600, or $390.  The shareholder would obtain a fair market value basis in the distributed assets.

4.  LIQUIDATION OF CORPORATE SUBSIDIARIES

[¶ 8045]

GRANITE TRUST CO. v. UNITED STATES


The plan in this case was for Granite Trust Co., the 100 percent parent of subsidiary Building Co., to liquidate its subsidiary after purchasing that sub's major asset--a building--for the depressed fair market value price of $550,000.  The sub's inside basis for the building, as well as the parent's basis for its stock in the sub, amounted to approximately $1,000,000.  In order to permit a loss to the parent on the liquidation of that sub, the parent (Granite Trust) undertook, solely for tax reasons, to rid itself of more than 20 percent of its ownership interest in the sub by sales of stock, followed by further sales and gifts executed after the subsidiary's shareholders had adopted a plan of complete liquidation.  The court examined the legislative history of the predecessor to Section 332(b) and concluded that Congress intended this provision as a relief measure, not as a "straitjacket" to preclude recognition of loss on a parent's liquidation of what had been a controlled subsidiary.  On the basis of this reasoning, the court rejected the step transaction analysis and approved the tax planning technique of a deliberate disposition of stock in anticipation of the sub's liquidation.


[¶ 8050]


Notes

1.  If facts identical to Granite Trust were to arise today, surely not all courts would come to the same conclusion.  On somewhat different facts, in Associated Wholesale Grocers, Inc. the Tenth Circuit indicated disapproval of the restricted scope of the step transaction analysis applied in the earlier case.

[¶ 8065]

Problems

1.  This problem briefly explores the tax free treatment of subsidiary liquidations.


a.  The 80 percent or greater (here 100 percent) parent would not recognize any gain or loss.


b.  The $30,000 basis to S Corporation of the distributed property would carry over from S Corporation to P Corporation.


c. Since P Corporation is an "80-percent distributee," no gain or loss will be recognized to S Corporation under Section 337(a) on property distributed to P Corporation.  Had any loss property been distributed to minority shareholders, Section 336(d)(3) would have disallowed the loss.


2.  Basically, it would not.  Under Section 337(b), the distribution of property to the 80-percent distributee does not result in the recognition of gain or loss to the subsidiary or to the parent even though the distribution is to extinguish debt rather than to extinguish stock.


3.  Again, it would not.  The problem here is that Parent Corporation would suffer a step down in basis from $60,000 to $30,000, rather than a step up in basis.  Accordingly, Parent might not find a Section 332 liquidation desirable.  Asking what might be more desirable could flow into the Granite Trust issue of seeking to avoid nonrecognition by a disposition of 21 percent of the stock of S Corporation.  With the repeal of the General Utilities rule, however, avoiding Section 332 may not be desirable either.  Here, if the liquidation were taxable, S Corporation would have a taxable gain of $70,000 and P Corporation would have a further gain of the amount distributed less the $60,000 basis.

B.  TAXABLE CORPORATE ACQUISITIONS

[¶ 8075]

1.  A BIT OF HISTORY

General Utilities

According to the reported facts of this famous but no longer controlling case, petitioner (General Utilities Co.) owned 20,000 shares of stock in Islands Edison Company, purchased for $2,000 in 1927  Another company sought to buy the stock but the petitioner declined to sell because of the dual tax that would be owing at the corporate and shareholder level on the profits.  In lieu thereof, the petitioner's directors arranged to have the stock distributed to shareholders as a dividend and then sold by them to the prospective buyer at a price and on terms agreed to by the petitioner's president.  Accordingly, petitioner declared a dividend "payable in common stock of the Islands Edison Company at a valuation of $56.12 1/2 a share."


At trial the court announced that the "only question presented in this proceeding for redetermination is whether petitioner realized taxable gain in declaring a dividend and paying it in the stock of another company at an agreed value per share, which value was in excess of the cost of the stock to petitioner."  It went on to recite that the Commissioner's "theory is that upon the declaration of the dividend ..., petitioner became indebted to its stockholders in the amount of $1,071,426.25 [the figure declared as the value of the stock on the company's declaration of the dividend], and that the discharge of that liability by the delivery of property costing less than the amount of the debt constituted income.  ..."  The trial court then found against the Commissioner on the ground that the dividend was declared and payable in Islands Edison stock, and hence did not create taxable income.


The appellate court observed that "[t]here are two grounds upon which the [Commissioner] urges that the [trial court] was wrong:  First, that the dividend declared was, in effect, a cash dividend [satisfied with the appreciated Islands Edison Company stock]; second, that the sale made of the Islands Edison Company stock was in reality a sale by [General Utilities] (with all the terms agreed upon before the declaration of the dividend), through its stockholders who were virtually acting as agents of the respondent, the real vendor."  The appellate court agreed with the Commissioner on this second ground, and thus reversed, only in turn to be reversed by the Supreme Court on the theory that petitioner had not been given notice of this ground in the trial court.  Hence, it remained to the Court Holding and Cumberland Public Service cases to furnish guidance from the Supreme Court on the step transaction issue.


The doctrine for which General Utilities because famous was embodied in two cryptic sentences in the Court's brief opinion:  

Both tribunals below rightly decided that petitioner derived no taxable gain from the distribution among its stockholders of the Islands Edison shares as a dividend.  This was no sale; assets were not used to discharge indebtedness.


The Court, however, did not originate that doctrine.  It had been followed by lower courts and the IRS since the inception of the income tax.

4.  TAXABLE STOCK ACQUISITIONS

[¶ 8120]

b.  Section 338

While the concept of Section 338 is important and straightforward, the Section itself and its accompanying regulations rapidly descend into a complexity that, we believe, outweighs its importance to a introductory corporate tax course.  Accordingly, we have chosen not to pursue its various black holes and alleyways.

d.  The Decision Whether to Make the Section 338 Election
[¶ 8135]

Problems

1.  The definition of a QSP:


a.  This Section 351 acquisition would not constitute an acquisition by "purchase" under Section 338(h)(3)(A)(ii).  In theory, X Corporation has not paid fair market value of $500,000 for all of subsidiary Y's stock, but has instead merely transferred assets it already owned, with a low basis of $100,000, to a related corporation (Y) for the latter to hold.


b. and c.  Note the "12-month acquisition period" imposed by Section 338(d)(3).  Item b does not meet this requirement, but item c does.  By spreading the acquisition of 80 percent control over longer than a 12 month period, the acquiring company fails to meet the requisite statutory time limits.  According to the statutory premise, it is only when a substantial, 80 percent or better, acquisition occurs within a compressed 12 month time frame that it is fair to conclude that the acquisition of stock constitutes an indirect acquisition of the underlying assets.


d.  The regulations approve of this combination of purchase/taxable redemption as a method by which a purchaser can acquire an 80 percent interest within 12 months in satisfaction of the purchase requirements of Section 338.  See Reg. §1.338-3(b)(5)(ii).


2.  This problem can be used to illustrate the principal tax consequences of different forms of taxable dispositions of a corporate business.


a.  Asset sale to a single purchaser for notes:  The gross value of the asset sold (which excluded cash) is $1,205,000 and the amount of debt assumed is $275,000.  Thus, the other payments for the assets should equal $930,000, as stated in the question.  The sale would be eligible for installment reporting, subject to the numerous exceptions to Section 453, such as for depreciation recapture and for loss property (the machinery).  At the corporate level, however, installment reporting is of no benefit because the distribution of the notes will be a disposition that triggers recognition of the otherwise deferred gain under Section 453B(a).


The total net gain to Tone would equal an amount realized of $1,205,000 ($930,000 plus $275,000) less basis of $705,000, or $500,000, but that of course, comprises the aggregate of the gains and losses, ordinary or capital, realized by Tone.  On either the sale or distribution, gain or loss must be computed on an asset-by-asset basis.  Moreover, both the purchaser and seller must allocate the purchase price under the rules of Section 1060.


If a tax of $170,000 is paid on the gain, Tone will be able to distribute notes of $930,000 plus cash of $125,000.  Assuming that the timing rules of Section 453(h)(1)(A) are respected, the shareholders would be entitled to report their gain attributable to the receipt of the notes under a method that resembles installment reporting.  Thus, the shareholders will not be taxed on the receipt of the notes, but rather upon the receipt of payments on the notes.  Apparently the shareholders must prorate their basis recovery over the installment payments, but the ability to employ the installment method is not barred by the various factors that bar installment reporting by the corporation, such as depreciation recapture.  Those results are consistent with the apparent goal behind Section 453(h) of allowing asset sales to be taxed in the same manner as stock sales.


b.  Under Section 453(h)(1)(B), the shareholders will not be able to report notes attributable to the sale of inventory on the installment method unless the inventory is sold along with substantially all of the balance of the corporate assets in a single sale to a single purchaser.


Section 1060 only applies if a group of assets constitute a trade or business in the hands of either the buyer or the seller. Accordingly, a dismemberment presumably would not be subject to the allocation rules.


c.  The point of the question, of course, is that the consequences would not be different--with one exception.  Assuming that the corporation was able to establish that the fair market value of the assets was the same amount for which they would have been sold, the corporate level gain and tax liability would be the same.  Thus, the amount distributed would be the same.  However, the distribution of the corporate properties in kind could not be reported on the installment method, and the entire gain to the shareholders would be taxable in the year of liquidation.  The subsequent sale of the properties by the shareholders would produce little, if any, gain or loss.


d.  The assumption here is that the machinery was contributed within the last two years in a Section 351 transaction.  Its basis then was $230,000, and its basis now is $200,000, while its present value is $45,000.


On the redistribution to Stone, no loss at all would be allowed.  Thus, the overall gain to the corporation on the distribution would be increased by $155,000, the tax on which at 34 percent would be $52,700.  The distribution to the shareholders would, thus, be reduced by that amount.


If the loss property were instead sold, for the purposes of determining loss the basis of the property must be reduced by the difference between the $230,000 basis and its lesser value at the time of contribution.  That value is unknown.  Perhaps it could be shown to be $50,000.  Thus, it appears that basis would be deemed to be $200,000 - ($230,000 - $50,000) = $20,000.  Given that basis, the sale of the property for its value of $45,000 would produce a gain, which is a result not likely to be intended.  By analogy to Section 1015, the machinery would probably be treated as not containing any gain or loss for the purpose of liquidating sales.  You can avoid this interesting but unresolved issue by assuming a higher value at the time of contribution.


e.  If the business people are well advised, they will not agree to a stock sale on the same terms as an asset sale, i.e., for notes of $930,000 plus $295,000 (for the corporate cash), or $1,225,000, because the buyer is now assuming the deferred tax liabilities of the corporation.  A rational buyer would seek to buy the stock for the net amount that the corporation would distribute following an asset sale, $1,055,000 on our facts.


f.  This variation raises the whole Section 338 computation when less than all stock has been purchased.  You might rehearse the existence of the factual basis for making an election, principally the presence of a qualified stock purchase under subsection (d), and the effect of the election under subsection (a).


The ADSP begins with the amount realized on the sale of the recently purchased stock, grossed-up to reflect the entire value of the corporate assets.


(i) $949,500 x 100/90 = $1,055,000


(ii) plus the corporate liabilities = $275,000.


The liabilities may include the amount of the tax liability produced by the election if that is a liability assumed by the purchaser.  Since the amount of that tax liability is likely to depend in part upon the ADSP, its computation may require difficult trial and error computation.  For our purposes, the tax liability is assumed to be $170,000.


Accordingly, the ADSP for the Tone assets will equal $1,500,000, their gross market value.  The deemed sale following the Section 338 election will thus result in a gain of that amount, less the corporate basis of $1,000,000, or $500,000.


The AGUB to new Tone for the assets is computed in much the same manner except that the computation begins with the basis in the purchasing corporation’s recently purchased stock and is grossed-up to reflect the value of nonpurchased stock.  On our facts that initial amount should equal the amount realized on the sale.  Thus, AGUB would be:


(i) $949,500 x 100/90 = $1,055,000


(ii) plus the basis in nonrecently purchased stock = None, on our facts


(iii) plus the corporate liabilities = $275,000 + 170,000 = $445,000.

Thus, the AGUB would also be $1,500,000.

CHAPTER 9
INTRODUCTION TO CORPORATE REORGANIZATIONS
[¶ 9000]
A. OVERVIEW

The purpose of this chapter is to provide an introduction to tax free reorganizations.  After a brief overview, a simple set of introductory problems is presented at ¶ 9005.


If only a limited amount of time is available for reorganizations, a professor may elect to cover only the introductory material from ¶ 9000 through ¶ 9075 and possibly a couple of the judicially developed doctrines.  Probably the two most interesting and important of these are the step transaction doctrine, ¶¶ 9095–9105, and the continuity of shareholder interest requirement, ¶¶ 9110–9170.

[¶ 9005]
Problems

These problems have been included for possible use in focusing on the basic factors that may make a tax free acquisition attractive to selling shareholders and the acquiring corporation as compared with a taxable acquisition.  They may also help in providing a bridge between the material on taxable acquisitions covered in Chapter 8 and the reorganization materials.  They are certainly not essential to an understanding of the material that follows, and professors could omit them without significant loss if they prefer to launch more directly into the chapter.


1.  From the point of view of the selling shareholders, a number of factors should be weighed.  The most significant advantages of the stock for stock transaction would include the following:


(a) The gain realized on the transaction is exempt from tax, assuming that the acquisition is structured to fall within one of the reorganization definitions set forth in Section 368(a)(1) and that the consideration includes no boot.  If the Johnsons opt for the taxable deal, then their realized gain will be recognized and taxed, although the recognition of gain and imposition of tax may be deferred under the installment method of reporting recognized gain.


(b) If the shares of Cosmos Financial are retained until the death of the Johnsons, their bases will be stepped up to fair market value, and the appreciation will never be subject to capital gains tax.  Installment obligations acquired from a decedent produce ''income in respect of the decedent.’’  § 691(a)(4).  The person who receives the installment payments must report as long-term capital gain the same portion of the gain as would have been income to the decedent.


(c) The Johnsons receive shares of Cosmos Financial that will at least potentially be easy to sell for cash on the NYSE should the need arise.  However, they may have to negotiate for registration rights for their Cosmos Financial shares to ensure that the shares can be disposed of at any time.  Under the taxable deal, they will not have a market for the debt obligations issued by Cosmos Financial.


On the other hand, if the Johnsons choose the taxable proposal, there are some advantages:


(a) The installment obligations will have a much higher yield (eight percent) than the stock of Cosmos Financial (anticipated two percent).


(b) As creditors of Cosmos Financial, the Johnsons would have a more secure investment than they would have as shareholders.  The level of security could be enhanced by including appropriate terms for the installment obligations (e.g., provision for a sinking fund) in the purchase agreement.


One of the basic functions of the reorganization provisions, as they apply to acquisitions, is to distinguish between an acquisition that should be treated as a sale because the selling shareholders have essentially ''sold out’’—typically for cash or debt obligations or a combination thereof—and an acquisition that should be treated as a tax free reorganization because the selling shareholders have just exchanged their equity interest in Galaxy for an equity interest in Cosmos Financial without a break in the continuity of the business, which remains in corporate solution.


However, the equity investment that the Johnsons would have in Cosmos Financial would be very different from the investment they hold in Galaxy.  They now have effective control over Galaxy but have shares of Galaxy that presumably cannot readily be sold in the marketplace.  As shareholders with a smaller than one percent interest in Cosmos Financial, they would exercise virtually no influence over the management of Cosmos Financial and would have readily tradable shares that could be converted into cash with ease (once SEC registration and other securities law requirements had been complied with).  Is the change in the Johnsons' investment as a result of a tax free acquisition so dramatic that they should be treated as if they had sold out?  The answer under the reorganization provisions has long been and still is, no.


2. From the perspective of Cosmos Financial, the two deals will have differing financial consequences.  Perhaps the most important of these would be that the stock deal will result in some dilution of Cosmos Financial's outstanding shares but in a relatively light burden on cash resources.  Dividends on the shares issued to the Galaxy shareholders would reduce cash but much less so than payments of cash in the form of interest (and eventually of principal) on the installment obligations under the taxable deal.  The cash outlays involved in the taxable deal would clearly have a more adverse effect on the immediate creditworthiness of Cosmos Financial than the stock-for-stock deal would.


A major potential risk for Cosmos Financial in either of the deals is that it is acquiring stock and, consequently, it acquires Galaxy with all of its tax attributes, including, e.g., E&P and tax credits, intact.  It also inherits not only liabilities disclosed on Galaxy’s balance sheet but also any undisclosed and contingent liabilities not reflected there.  If Cosmos Financial were to purchase the assets (and assume only the disclosed liabilities) of Galaxy, it could start with a clean slate insofar as tax attributes and undisclosed and contingent liabilities are concerned.  It would also be able to step up the basis of the assets of Galaxy to their fair market value.  Since Galaxy is a service business, its valuable assets are likely to be heavily weighted toward intangibles, including goodwill and going concern value.  The step-up in the value of these assets, which will normally be amortizable Section 197 intangibles, will produce tax savings only over the 15 year amortization period called for in Section 197.


Moreover, a likely cost of an acquisition of assets (or a purchase of stock followed by a Section 338 election) will be immediate taxation to Galaxy of any gain it realizes (or is deemed to realize). This may be a heavy price to pay for a step-up in basis, much of which may not be recoverable (e.g., through depreciation or amortization deductions) for years.  Some sharing between the shareholders of Galaxy and Cosmos Financial of the tax burden on a sale of assets might be negotiated through an adjustment in the price, but, because it is a cost that can be avoided and is probably not fully recoverable in the near term, both the Johnsons and Cosmos Financial will probably want to avoid an immediate tax to Galaxy that would be payable if Galaxy sells its assets (or is deemed to have sold them under a Section 338 election).  Cosmos Financial may be able to protect itself from undisclosed liabilities of Galaxy by obtaining indemnities from the Galaxy shareholders and/or by having them place some or all of their Cosmos Financial shares in escrow.

[¶ 9010]
B. TYPES OF REORGANIZATIONS

The chapter proceeds with a brief description of the seven basic types of tax free reorganization defined in Section 368(a), including their triangular variations.  This is followed by a summary of the judicially developed prerequisites to reorganization qualification, the rules relating to recognition and nonrecognition of gain or loss, determination of basis to exchanging shareholders and securityholders and transferee corporations, and a brief précis of various tax accounting aspects of reorganizations.  The rest of the chapter, ¶¶ 9080–9190, is devoted to a closer examination of the judicially developed requirements that must be met if a transaction is to qualify as a tax free reorganization.  These include the business purpose requirement, ¶¶ 9085–9090;  the continuity of shareholder interest requirement, ¶¶ 9110–9170;  and the continuity of business enterprise requirement, ¶¶ 9175–9190.  There is also a discussion of the substance over form principle and the step-transaction doctrine, ¶¶ 9095–9107.

D. JUDICIALLY DEVELOPED REQUIREMENTS
3. CONTINUITY OF SHAREHOLDER INTEREST REQUIREMENT
[¶ 9140]
Problems

1.a. Because the 18 year, nine percent debentures of X do not constitute a proprietary or equity interest, they will not enable the transaction to meet the continuity of shareholder interest test.  Stock warrants or rights represent an option to buy stock upon payment of the option price.  Before exercise, their value is normally linked to the value of the corporation's outstanding stock but they represent no right to vote and no present claim on corporate earnings or assets.  They are discussed more fully at ¶ 10,210.  For exchanges occurring after March 9, 1998, Reg. § 1.354-1(e) has been amended to provide that stock rights and stock warrants constitute ''securities’’ for purposes of Section 354 that are deemed to have a zero principal amount.  As a result of this regulation change, warrants are not stock for purposes of the continuity of interest requirement, but they may be received tax free by exchanging shareholders in a qualifying statutory merger.  Because none of the consideration is stock in this transaction, it is not a qualifying A-type reorganization.  Note that, unlike stock warrants and stock rights, a contingent right to acquire stock has been held to constitute ''stock.’’  Carlberg v. United States, 281 F.2d 507 (8th Cir. 1960);  Hamrick v. Commissioner, 43 T.C. 21 (1964).  One important difference between the contingent right to acquire stock and the stock warrant or right is that the latter cannot be converted into stock until the exercise price is paid.  For further discussion, see ¶ 10,210.


b.  Is the crux of the continuity of shareholder interest requirement voting power or simply ''equity’’ participation?  In John A. Nelson Co. v. Helvering, 296 U.S. 374 (1935), the continuity of shareholder interest requirement was held fulfilled by a transfer of substantially all of the transferor's assets in exchange for cash and preferred stock, which had voting rights only when dividends were in arrears and which was redeemable at stated times.  The court stated, ''[t]he owner of preferred stock is not without substantial interest in the affairs of the issuing corporation, although denied voting rights.  The statute does not require participation in the management of the purchaser.’’  296 U.S. at 377.  How significant are the differences between nonvoting redeemable preferred stock and a long-term income bond (on which interest is paid only out of earnings)?  The differences do not seem very substantial in economic terms, but for purposes of corporate taxation, a sharp line is often drawn between the interest of a creditor and that of an equity owner.


Note that preferred stock with certain debt-like features is classified as nonqualified preferred stock and is treated as boot under Section 351(g). However, the legislative history indicates that nonqualified preferred will continue to be treated as stock for purposes other than the treatment of boot, unless regulations otherwise provide.  See ¶ 10,160.


c. The 100 shares of X stock would not be a sufficiently ''material’’ continuing proprietary interest.  In the Southwest Natural Gas Co. case, at ¶ 9120, the court stated:


* * *  While no precise formula has been expressed for determining whether there has been retention of the requisite interest, it seems clear that the requirement of continuity of interest consistent with the statutory intent is not fulfilled in the absence of a showing:


(1) that the transferor corporation or its shareholders retained a substantial proprietary stake in the enterprise represented by a material interest in the affairs of the transferee corporation, and


(2) that such retained interest represents a substantial part of the value of the property transferred.


Thus, the continuity of shareholder interest requirement in the context of a tax free acquisition involves both a qualitative aspect (a continuing ''equity’’ interest by the shareholders of the acquired corporation in the acquiring corporation (or its parent)) and a quantitative aspect (a substantial portion of the consideration received by the acquired corporation's shareholders must consist of a continuing equity participation in the acquiring corporation (or its parent)).  Until the issuance of final regulations in 1998, the IRS generally interpreted the continuity of shareholder interest as involving a temporal aspect, discussed at ¶ 9145.  As discussed at ¶ 9160, the 1998 change in Reg. § 1.368-1(e) has substantially eliminated the temporal aspect.


The regulations on the continuity of shareholder interest described at ¶ 9160 were finalized, effective on January 28, 1998.  63 Fed. Reg. 4174.  The 1998 regulations permit the former shareholders of the target to sell shares they receive in the issuing corporation (the acquiring corporation or its parent) to third parties without causing the acquisition to fail the continuity of shareholder interest test.  Reg. §1.368.1(e)(1).  The test will be failed only if those shares are acquired by the issuing corporation or a person related to the issuing corporation (e.g., the acquiring corporation or its parent) for boot.  Reg. § 1.368-1(e).  Accordingly, in the run-of-the-mill acquisition transaction, the temporal aspect of the continuity of shareholder interest no longer has significance.


Persons related to the acquiring corporation include (i) any corporation that is a member of the affiliated group of which the acquiring corporation (or its parent) is a member and (ii) any corporation if its purchase of the stock of the acquiring corporation (or its parent) would be treated as a redemption of stock under Section 304(a)(2).  Reg. § 1.368-1(e)(2) and (3).


The regulations also deal with circumstances under which redemption by an acquired corporation of its stock or a distribution by it prior to and in connection with a potential reorganization will adversely affect meeting the continuity of shareholder interest requirement.  Reg. § 1.368-1(e)(1)(ii).  


2. Most of the shareholders of Y may be paid off with Corporation X debentures so long as the stock of X received by other Y shareholders constitutes a substantial part of the total consideration paid for the Y shares.


3. If there is not a qualifying continuity of shareholder interest, the acquisition will not qualify as an A-type reorganization, and the entire transaction will be treated as a taxable sale by the Y shareholders.


4. The exchange of Y debentures for X debentures has no bearing on the continuity of shareholder interest test.  If the continuity test is met and there is a good reorganization, there will be no recognition of gain on the exchange of debentures of equal principal amounts.  If there is no reorganization, the exchange would involve recognized gain if the transferors' basis in the Y debentures is less than the fair market value of the X debentures.

[¶ 9145]
c. Temporal Aspect of the Continuity of Shareholder Interest Requirement

The long-held position of the IRS, reflected in Rev. Rul. 66–23, 1966–1 C.B. 67, and Section 3.02 of Rev. Proc. 77–37, 1977-2 C.B. 568, was that shareholders of the acquired must receive stock of the acquiring corporation without any preconceived plan or arrangement for disposing of that stock and with unrestricted rights of ownership for a period of time sufficient to warrant the conclusion that such ownership is definite and substantial.  This position was also reflected in the former policy of the IRS to require, as a condition to issuing a ruling that an acquisition qualified as a tax free reorganization, a representation that the acquired corporation shareholders had no plan or intention to dispose of a quantity of the acquiring corporation shares large enough to preclude compliance with the continuity of shareholder interest requirement.  This policy was discussed by the court of appeals in McDonald’s Restaurants of Illinois v. Commissioner, 688 F.2d 520 (7th Cir. 1982), which relied on the failure to comply with the temporal aspect of the continuity test in concluding that the acquisition failed to qualify as a tax free reorganization.  Nevertheless, the temporal aspect of the continuity of shareholder interest requirement has been substantially eliminated by the issuance in 1998 of regulations.  

[¶ 9190]
Problems

1. P Corporation does not use any of the historic business assets of  T Corporation. Therefore the COBE requirement is not met and the transaction is not a tax free reorganization. See Reg. §1.368-1(d)(5), Ex. 4.


2. Reg. § 1.368-1(d)(1) supports the conclusion that the continuity of business enterprise test applies to a B-type reorganization.  Accordingly, if the acquired corporation sells all of its assets and all of its stock is then acquired for voting stock of the acquiring corporation, the acquisition will not qualify as a B-type reorganization.


3. The COBE test is not met. No part of the historic business assets of T Corporation is used by P Corporation. See Reg. §1.368-1(d)(5), Ex. 3.


4. The COBE requirement is met, because it is only required that P use a significant portion of T’s historic business assets in a business. See Reg. §1.368-1(d)(5), Ex. 6.


5. The COBE requirement is met because the historic business of T is continued by S-3, a member of P’s qualified group. P (the issuing corporation) is treated as conducting the historic business of the acquired corporation or as owning a significant portion of the acquired corporation's business assets if the activities involving the assets are conducted by one or more members of the qualified group of which the acquiring corporation is a member or, in some situations, by a partnership that has a member of the qualified group as a partner.  Reg. § 1.368-1(d)(4).  The regulations, through indirect ownership attribution, permit aggregation of the interests in a business partnership held by all members of a qualified group.  Reg. § 1.368-1(d)(4)(ii).  Thus, P is treated as holding all of the business assets (including T’s historic assets) held by S-3. Reg. § 1.368-1(d)(4)(i) and (5), Ex. 6.

CHAPTER 10
ACQUISITIVE REORGANIZATIONS
[¶ 10,000]
A. OVERVIEW

The focus of ¶¶ 10,000 through 10,155 is a detailed examination of the basic methods for effecting a tax free acquisition of the stock or assets of a target corporation by an acquiring corporation.  The problems in this chapter are generally designed to require the student to analyze carefully the basic reorganization provisions of the Code.  The professor might want to suggest to students that in dealing with these problems they proceed as follows:  First, the student should try to answer the questions in the text solely by a study of the statute.  Many of the questions can be answered on this basis.  A student who finds it impossible to answer a question simply by studying the statute should next try to formulate the statutory issue as precisely as possible.  What words of the statute need to be interpreted?  Do the regulations, cases, rulings or other authorities provide the answer?


For a transactional analysis of the governing tax, legal, and accounting aspects of acquisitive reorganizations, see 1 Ginsburg & Levin, Mergers, Acquisitions and Leveraged Buyouts ¶ 601–¶ 911 (Panel 2001).

[¶ 10,005]
B. MEETING THE REQUIREMENTS OF THE BASIC ACQUISITIVE REORGANIZATION DEFINITIONS

In ¶ 10,010 the basic facts are provided for a series of problems on the C-type, B-type and A-type reorganizations at ¶¶ 10,055, 10,080, and 10,085, respectively.  With respect to these facts, it may be useful to ask the introductory question, why is Acquirer paying $500,000 when the net book value of the assets of Target is only $375,000?  This will serve to make the point that there may be a substantial difference between book value and fair market value.  Acquirer is prepared to pay $500,000 based on the fair market value of Target's equity, which implies a value for Target's gross assets of $600,000, including $125,000 of intangibles, such as good will, not reflected on the balance sheet.

2. C-TYPE REORGANIZATION
[¶ 10,015]
a. The Concept of “Substantially all of the Properties”

Rev. Rul. 57–518, ¶ 10,020, adopts the view that the definition of “substantially all of the properties” of the transferor corporation depends on the facts and circumstances of each case rather than on any particular percentage.  Among the significant factors are the nature of the property not transferred (e.g., operating vs. nonoperating assets), the purpose for not transferring property (e.g., for payment of debts or for distribution to shareholders), and the amount not transferred.  In the ruling, the “substantially all” test was met because virtually all of the retained assets were cash and receivables retained for the purpose of paying off debts rather than for the purpose of continuing operations of the transferor.


Note that the requirements for a valid C-type reorganization now usually prevent the transferor corporation from using retained assets for continuing operations.  The transferor must liquidate in order to comply with the C-type requirements unless a special waiver from the liquidation requirement is obtained.  § 368(a)(2)(G)(ii).  For the circumstances under which such a waiver will be granted, see Rev. Proc. 89–50, 1989–2 C.B. 631.


The significance of the “substantially all” test in the definitions of the C-type reorganization and the forward and reverse triangular merger now lies in the limitation it imposes on the acquired corporation's disposing of assets not wanted by the acquiring corporation in anticipation of the acquisition.

[¶ 10,045]
Notes

1. The IRS found the transaction in Rev. Rul. 88-48 not to be divisive because the plumbing business was sold to unrelated parties, not transferred to a corporation controlled by X.  Moreover, the proceeds of the sale were transferred to Y.


2. If unwanted assets are sold to an unrelated party and the proceeds distributed to the shareholders of the acquired corporation or if unwanted assets themselves are distributed to those shareholders (as a dividend or in redemption of their stock) in contemplation of the acquisition, the distribution will be taken into account in applying the substantially all test and may prevent its being satisfied.  Rev. Rul. 88–48 can be read to imply that the result would have been different if the sale proceeds had been distributed to the shareholders of X.

[¶ 10,055]
Problems on the C-Type Reorganization

Method One: This method does not work.  Why not?


Clearly it does not come under Section 368(a)(1)(C) by itself.  The question is whether it fits within the exception of Section 368(a)(2)(B)—often called the “boot-relaxation rule.”  Section 368(a)(2)(B) cannot apply because the presence of $50,000 in cash requires that the assumption of the liability be considered money.


Total Consideration:

Stock



$450,000


Cash


    
    50,000


Liability assumption
  100,000





$600,000

Because the assumption is considered “money,” only $450,000/$600,000 or 75 percent of the value of Target's property is acquired for voting stock.  The 80-percent requirement is not met.


Method Two: From a business standpoint is this method just as good as Method One?  Yes, except that Acquirer acquires less cash.  Can it work?  Yes.


Total Consideration:

Stock



$450,000


Cash



    50,000


Liability assumption
    20,000





$520,000


More than 80 percent of the value of Target's property is acquired for voting stock.  ($450,000/$520,000 = 87 percent).


Note, however, Section 368(a)(2)(B)(iii) requires the acquisition solely for voting stock of property having a fair market value that is “at least 80 percent of the fair market value of all of the property of the other corporation.”  Are there circumstances under which a court might include in “all of the property” of Target the $80,000 used to pay off the debt?  Yes, this might be the result, under the step transaction doctrine, if Target is obligated to pay off $80,000 of the bank debt pursuant to the acquisition agreement or perhaps even if $80,000 of the debt was otherwise paid off pursuant to the acquisition plan.  The result would be different if Target paid off $80,000 of the bank debt prior to and independently of the acquisition.  In that case, as noted above, the boot-relaxation rule of Section 368(a)(2)(B) would be met.


Is there a “substantially all of the properties” problem?  No.  Acquirer is acquiring $520,000 of Target's assets which exceeds (i) 70 percent of the FMV of its gross assets (.70 x $600,000 = $420,000) and (ii) 90 percent of the FMV of its net assets (.90 x $500,000 = $450,000) even if the $80,000 used to pay off part of the bank debt is included in the Target's assets.


Method Three: Is this method just as good from a business standpoint as Method One?  Yes, except that Acquirer acquires less cash.  Does it work?  Yes.


Is the 80 percent requirement of Section 368(a)(2)(B)(iii) met? No.  $450,000/$600,000 = 75 percent.  Target's properties include the $50,000.


Does that make any difference?  No.  Why?


The transaction qualifies under Section 368(a)(1)(C) proper.  The assumption of the bank loan liability does not constitute other property;  it is “disregarded.”  Section 368(a)(2)(B) is not needed.


Is there a “substantially all of the properties” problem?  No.  Acquirer is acquiring $550,000 of Target's assets, which exceeds (i) 70 percent of the FMV of its gross assets (.70 x $600,000 = $420,000) and (ii) 90 percent of the FMV of its net assets (.90 x $500,000 = $450,000).

3. B-TYPE REORGANIZATION
[¶ 10,060]
a. The Solely for Voting Stock Requirement;  No Boot in a “B”

In Turnbow, the taxpayer exchanged all of the stock in his wholly owned corporation (International Dairy and Supply) for a minority common stock interest in Foremost Dairies plus $3 million in cash.  He reported his realized gain, over $4 million, treating only the $3 million in cash that he received on the exchange as the recognized gain.  In so doing, the taxpayer relied on the language of the predecessor to Section 356, which provided for taxing only the boot where an exchange, but for the boot, would have been nontaxable as incident to a reorganization.  The Court, however, held that the predecessor of Section 356 did not come into play unless there was a qualifying reorganization.  The taxpayer was held fully taxable on the gain realized on the ground that a B-type reorganization, as it was then defined, required an acquisition of 80 percent of a target corporation's stock solely in exchange for the acquiring corporation's voting stock.

[¶ 10,070]
Notes

The Heverly case stands for the proposition that an attempted B-type reorganization will likewise fail, even though the acquiring corporation acquires the requisite 80 percent controlling interest in the target corporation in exchange for the acquiring corporation's voting stock when additional stock in the target corporation is “contemporaneously” (under step transaction principles) acquired in exchange for boot.

[¶ 10,080]
Problems on the B-Type Reorganization

Method One: Does it qualify under Section 368(a)(1)(B)?  No.  See the Heverly case, discussed at ¶ 10,070.


Would the exchange qualify under Section 356(a)(1)?


The transaction appears literally to come within the language of Section 356(a)(1)(A) and (B) because, “but for the fact that” money was received, the transaction would have qualified as a B-type reorganization, and Section 354 would have applied.


Result?  The above argument loses.  Under Turnbow, at ¶ 10,065, only the existence of a qualifying reorganization will trigger the application of Section 356.


Method Two:  What is the argument for qualification under Section 368(a)(1)(B)?


Acquirer acquired 90 percent “solely for voting stock.”  Only 10 percent was acquired for cash.


Will this argument prevail?


No.  See the Heverly case, at ¶ 10,070.


Does the Turnbow case, at ¶ 10,065, preclude the argument?  No.  Indeed, the last sentence of the opinion may leave the door open.  Would the argument have been more persuasive under the statute (the 1939 Code) as it read when interpreted in the Turnbow case?  The argument would have been much stronger.  The 1939 Code language lends itself to the interpretation that you need only acquire 80 percent for voting stock.  The current statutory language makes this argument untenable.


Suppose the 10 percent had been acquired 10 years earlier for cash and the 90 percent is acquired now solely for stock?  There would be no problem.  The question is whether both the cash purchase and the stock-for-stock exchange are part of the same transaction.  The only example in the regulations has a time gap of 16 years.  Reg. § 1.368-2(c).  Under the step transaction doctrine the purchase 10 years ago would be “old and cold” and would not be deemed to be part of the stock-for-stock exchange.  See the discussion of the step transaction doctrine at ¶¶ 9095–9107.


Suppose that 10 years ago Acquirer had acquired 60 percent of the stock of Target for cash.  Now, in an unrelated transaction, Acquirer acquires an additional 25 percent solely for voting stock.  Will the acquisition qualify as a B-type?  Yes, assuming the earlier cash acquisition was a separate transaction under the step transaction doctrine.  Note the difference in the wording of the 1986 and 1939 Codes.  The 1986 Code allows the acquisition of “creeping control” in what is often called a “creeping B-type reorganization.”


Method Three:  Will the transaction qualify?


It will qualify if none of the cash used for the redemption came from Acquirer.


But if Target did not have the cash needed to redeem its stock and borrowed the cash from a bank and then Acquirer repaid the bank after the acquisition, the cash would probably be regarded as disqualifying boot.  The result should be the same if Target borrowed the money from Acquirer.


Suppose Target depleted its normal cash balance needed as working capital to redeem the 5,000 shares and Acquirer made it up after the transaction so that Target could carry on its business?  Target might be regarded as the source of the cash, in which case the cash would probably be disqualifying boot.


Method Four: Does it qualify?


No. Assumption of the liability constitutes boot and therefore disqualifies the transaction. See United States v. Hendler, 303 U.S. 564 (1938). Notice there is no exception for assumption of liabilities in the B-type reorganization definition, as there is in the C-type, and Section 357(a) does not apply.


There is no difference if the borrowing had been five years earlier and not part of the acquisition transaction under the step transaction doctrine.  The assumption would still be boot and the transaction would not qualify as a B-type reorganization.


It might be noted, as a follow up to these Problems, that the “solely for voting stock” requirement of the B-type reorganization relates only to the consideration paid by the Acquirer to the Target shareholders for their Target shares.  The acquiring corporation can buy new stock or debt obligations from Target for cash in connection with the acquisition without disqualifying the transaction as a good B-type.  It can also buy Target debt obligations for cash from the Target shareholders, provided that no more than fair market value is paid for them.  If more than fair market value were paid, the excess might be treated as in part payment for their stock.


At this point mention could also be made of cash payments that are exceptions to the “no boot” rule in a B- or C-type reorganization.  The acquiring corporation may pay cash to the shareholders of the acquired corporation in lieu of fractional shares, and it may pay the expenses of the acquired corporation and its shareholders that are “solely and directly related to” a B- or C-type reorganization, including, for example, the costs of registering the acquiring corporation's shares used to acquire assets or stock of the acquired corporation, finder's fees, investment banker fees, and legal and accounting fees.  See Note 2 at ¶ 10,070.

4.  A-TYPE REORGANIZATION
[¶ 10,085]
Problem on the A-Type Reorganization

There is no tax problem with a statutory merger.


Why not use a merger?  A shareholder vote and appraisal rights for the shareholders of the acquiring corporation, which would be required under the corporate law of most states (but not Delaware), would be unattractive if the acquiring corporation is publicly held, as would be costs of preparation of a proxy statement filed with the SEC and Blue Sky agencies.


Does the statutory scheme make sense?  Why have different requirements for a merger and a C-type?


Why should the B-type be stricter than either an A- or C-type?  In fact, because most target corporations have substantial liabilities, which are treated as boot if any other boot is present, the C-type usually involves, as a practical matter in most acquisition situations, a solely for voting stock requirement.  How would you go about making the requirements for the A- and C-types uniform?  Perhaps drop (A) altogether and add a clause to the C-type definition saying “whether by statutory merger, consolidation, or otherwise?”


What would you do about the B-type?  Would you allow a limited amount (e.g., 20 percent) of the consideration to be boot?  Does the possibility of creeping control complicate things?


The restrictions on the amount of boot permitted presumably derive from a need to distinguish sales of stock from transactions entitled to nonrecognition of gain.  Should the restrictions on the use of boot be relaxed?  Tightened?

2. TRIANGULAR B- AND C-TYPES AND FORWARD TRIANGULAR MERGERS
[¶ 10,100]
Problems

1. Plan involving transfer of parent stock to subsidiary.


a. Clearly qualifies under the parenthetical phrase of Section 368(a)(1)(C):  “(or in exchange solely for all or a part of the voting stock of a corporation which is in control of the acquiring corporation).”  This permits a C-type reorganization in triangular form.


Section 361(a) and Section 354(a) are satisfied.  Under Section 361(a) Target exchanges property for voting stock of Parent, which is a party to the reorganization under Section 368(b).  Under Section 354(a)(1) the Target shareholders receive stock of a party to the reorganization.  Target's basis in its assets carries over and becomes the basis of the assets in the hands of Subsidiary.  § 362(b).


Under Reg. § 1.358-6(c)(1), the basis of Parent in the stock of Subsidiary as a result of the triangular C-type reorganization is adjusted as if:


(i) Parent acquired the Target assets acquired by Subsidiary in the reorganization (and Parent assumed any liabilities which Subsidiary assumed) directly from Target in a transaction in which Parent's basis in the Target assets was determined under Section 362(b);  and


(ii) Parent then transferred the Target assets (and assumed liabilities) to Subsidiary in a transaction in which Parent's basis in Subsidiary stock was determined under Section 358.


The method used to determine Parent's basis in Subsidiary's stock is sometimes called the “over-the top” model because the basis is determined by assuming that Parent acquired the Target assets and dropped them down into Subsidiary.  This method achieves neutrality for Parent between a subsequent sale by it of the Subsidiary stock and a subsequent sale by Subsidiary of the assets acquired in the reorganization (outside and inside basis for Subsidiary are the same).


If, in applying Section 358, the amount of Target liabilities assumed by Subsidiary exceeds Target's aggregate adjusted basis in its assets, the amount of the adjustment under paragraph (i) above is zero.  Parent recognizes no gain under Section 357(c) as a result of a triangular reorganization, and Subsidiary recognizes no gain on the exchange of Parent shares for Target assets.  Reg. § 1.1032-2(b).


b. If Subsidiary paid with half of its own stock and half of the stock of Parent, the transaction would not qualify under Section 368(a)(1)(C).  Must be “solely” stock of one or the other.


Suppose Subsidiary paid 80 percent with its own stock and 20 percent with Parent's stock?  Could it qualify if no Target liabilities were assumed?  Section 368(a)(2)(B), the boot-relaxation rule, would permit the acquisition of up to 20 percent of Target's properties for boot in the form of Parent stock, but only if no liabilities are assumed.  The sentence in Reg. § 1.368-2(d)(1) indicating that “ * * * if the properties of Corporation W are acquired in exchange for voting stock of both Corporation P and Corporation A,” the transaction will not constitute a C-type reorganization therefore seems overly broad, in not acknowledging the possible applicability of the boot-relaxation rule of Section 368(a)(2)(B).  There is not an obvious policy reason for not acknowledging its possible applicability.


c. If Parent acquired all the assets of Target in exchange for Subsidiary stock, the transaction would not appear to qualify as a C-type reorganization because the transaction is not encompassed within the C-type definition.  If Subsidiary were the acquiring entity, the transaction would qualify.


d. If Subsidiary acquires the Target's assets using stock of Parent and then transfers the assets to Grand-Sub, the transaction would qualify.  See § 368(a)(2)(C) and Reg. § 1.368-2(k)(1).


If Grand-Sub acquired the assets, using stock of Parent, the transaction does not fit the statutory requirements but might be permitted on the theory that the same result could be achieved by using the preceding transaction.  Unless a prior IRS ruling is obtained, there is some peril in not meeting the literal statutory requirements.  Reg. § 1.368-2(k)(1) allows the transfer of assets acquired by Parent to Grand-Sub.


2. The transaction is a good B-type.  Parent's basis in the shares of Subsidiary as a result of the reorganization is adjusted under Reg. § 1.358-6(c)(3) as if:


(i) Parent acquired the Target stock acquired by Subsidiary in the reorganization directly from the Target shareholders in a transaction in which Parent's basis in the Target stock was determined under Section 362(b) and


(ii) Parent then transferred the Target stock to Subsidiary in a transaction in which Parent's basis in the Subsidiary stock was determined under Section 358.


The transaction would also qualify if the acquired shares were transferred by Subsidiary to Grand-Sub.  See § 368(a)(2)(C).


3. Would the acquisition qualify as a forward triangular merger under Sections 368(a)(1)(A) and 356(a)(2)(D) if Target were merged into Subsidiary and Parent stock were issued to Target's shareholders?  Yes, it would qualify if the other requirements of Section 368(a)(2)(D) are met.  Parent's basis in the stock of Subsidiary as a result of the forward triangular merger is adjusted, under the over-the-top model, in the same manner as in the case of the triangular C-Type reorganization described above.  Reg. § 1.358-6(c)(1) applies to both.

3. REVERSE TRIANGULAR MERGER
[¶ 10,115]
Notes

As pointed out in the text, under appropriate circumstances, one major advantage of the reverse triangular merger over a forward triangular merger is that Target remains in existence and is thus able to preserve a status or retain assets, such as a bank charter, a franchise, or agreements, which might not be readily transferable, or transferable at all, to another entity.  A significant advantage of a reverse triangular merger over a regular B-type reorganization is that in such a merger the minority interest can be eliminated.  These two consequences apply to reverse merger B-type transactions carried out under Rev. Rul. 67–448, as well as to those complying with Section 368(a)(2)(E).


Section 368(a)(2)(E) has two potential advantages over Rev. Rul. 67–448.  First, up to 20 percent of the consideration may consist of boot and, second, if desired for business reasons, an already existing subsidiary can be used.  On the other hand, if a transaction fails to qualify under Section 368(a)(2)(E), it may still comply with Rev. Rul. 67–448.  This could occur where Acquirer owned more than 20 percent of Target stock before the acquisition.  Rev. Rul. 67–448 involves a transaction characterized as a B-type reorganization and, accordingly, creeping control is allowed.  See ¶ 10,075.  Under Section 368(a)(2)(E), of course, there is an explicit requirement that control be acquired for voting stock in a single transaction.  Furthermore, Rev. Rul. 67–448 could probably apply even if a substantial portion of Target assets were disposed of before the acquisition—a fact that would disqualify the transaction under Section 368(a)(2)(E) because of that provision's “substantially all” requirement.

[¶ 10,120]
Problems

1. The basis of Parent stock in Subsidiary's hands is zero.  Rev. Rul. 74–503, 1974–2 C.B. 117.


2. Subsidiary presumably does not have gain recognized on the disposition of Parent stock if Section 368(a)(2)(E) applies.  Reg. § 1.1032-2(b) provides that in a forward triangular merger and in a triangular B-type and C-type, the P stock is treated as a disposition by Parent of its own shares for Target's assets or stock.  Thus, no gain would be recognized to Subsidiary.  Reg. § 1.1032-2(b) then states that for rules governing use of Parent stock in a reverse triangular merger, see Section 361.  See also Comment, 36 Tax L. Rev. 397, 411 (1981).


If for some reason the transaction fails to qualify under Section 368(a)(2)(E), there could be a problem as to Subsidiary's gain, at least if a pre-existing subsidiary had been used rather than one formed exclusively for the acquisition of Target.  Note that if the Parent shares have a zero basis in the hands of Subsidiary, and if Subsidiary has gain recognized, it is a true disaster because the gain is artificial—it is created by the form of the transaction.  If Parent did the deal directly it would have no gain recognized on the disposition of its own stock.  § 1032.  Ferguson and Ginsburg, Triangular Reorganizations, 28 Tax L. Rev. 159, 204–10 (1973), discusses this problem and suggests, inter alia, that Parent might transfer cash to Subsidiary and have Subsidiary buy the Parent shares that it uses in the transaction.  If it worked, this would give Subsidiary a basis in the Parent shares equal to their fair market value and thus avoid the realization of gain on their disposition.


If Parent owns 21 percent of the Target stock before the acquisition, the transaction cannot qualify under Section 368(a)(2)(E) because “control” would not be acquired for voting stock of Parent.  The transaction could, however, qualify as a creeping B-type under Rev. Rul. 67–448, at ¶ 10,110.


3. Parent's basis in its Target stock generally equals the basis in its Subsidiary stock immediately before the transaction adjusted as if Target had merged into Subsidiary in a forward triangular merger.  The rules under Reg. § 1.358-6(c)(1) applicable to that transaction also apply to this transaction.  Reg. § 1.358-6(c)(2).


4. One of the advantages of Section 368(a)(2)(E) is that up to 20 percent of the consideration may consist of boot.  No boot is permitted in a reverse merger B-type reorganization under Rev. Rul. 67–448.  Moreover, an existing subsidiary can be used under Section 368(a)(2)(E), but in a reverse merger B-type, the subsidiary must be transitory.


5. A reverse triangular merger that fails to qualify under Section 368(a)(2)(E) can qualify as a reverse merger B-type under Rev. Rul. 67–448.  “Control” of Target does not have to be acquired solely for voting stock under Rev. Rul. 67–448, whereas it must be under Section 368(a)(2)(E).  Thus, if Parent owns more than 20 percent of Target before the acquisition, a reverse triangular merger will not qualify under Section 368(a)(2)(E), but it could qualify under Rev. Rul. 67–448, because a B-type reorganization requires only that 80 percent of target be owned after the acquisition.  A creeping B-type is O.K.  See Reg. § 1.368-2(j)(7), Exs. 4 and 5.  In addition, if Parent insists that Target dispose of a substantial amount of unwanted assets, the acquisition cannot qualify under Section 368(a)(2)(E) if the “substantially all” test is not met.  The transaction should be able to qualify as a reverse merger B-type under Rev. Rul. 67–448 because a substantially all requirement is not part of the B-type reorganization definition.

D. ACQUISITIONS PARTLY TAX FREE AND PARTLY TAXABLE
3. USE OF SECTION 351
[¶ 10,145]
Note

A's exchange of T common shares for S preferred stock would have been taxable

and S would have taken a fair market value basis for those T shares.

[¶ 10,155]
Notes

1. The change of heart of the IRS is probably explicable on the basis that the literal terms of Section 351 were complied with.  To read into the statute an overriding continuity of shareholder interest requirement whenever a Section 351 exchange is part of an acquisitive transaction requires invoking the policy premises of the reorganization provisions.  The IRS may have concluded that it would have been difficult to persuade the courts that the literal terms of the Code must be read as being subject to the common law requirement that the price of nonrecognition of gain in any acquisition transaction is that there be a substantial continuity of shareholder interest.  But it seems doubtful whether the IRS should have given up on this—surely a close and important issue—without litigating it.


2. Treatment of nonqualified preferred stock as boot narrows the utility of Section 351 in an acquisition context because it precludes giving special debt-like attributes to the preferred that might make it more attractive to the holders who want tax free treatment.  For example, the holder of the preferred could not be given a right to “put” the preferred to the corporation at a specified price and the corporation could not be obligated to redeem the preferred at a specified price within a stated period.  However, because the primary objective of the use of Section 351 is to avoid recognition of gain to a limited number of minority (though influential) shareholders with a low basis in their T shares, these shareholders are likely to accept straight preferred stock without debt-like features that could result in its being treated as nonqualified preferred stock.


3. As a result of the flexibility of the forward triangular merger, the only situation in which Section 351 will be used is likely to be in an acquisition in which there are only a limited number of shareholders holding a minority interest in the acquired corporation who insist on nonrecognition of gain.

E. TREATMENT OF BOOT PAID INCIDENT TO REORGANIZATION
2. WHEN DOES RECOGNIZED GAIN HAVE THE EFFECT OF THE DISTRIBUTION OF A DIVIDEND UNDER SECTION 356(a)(2)?
[¶ 10,170]
COMMISSIONER v. CLARK

In the Clark case, the Supreme Court settles the former Wright-Shimberg controversy in favor of the taxpayer and contrary to the government's contention (based on Shimberg) that the tax consequences of boot should be determined as though a hypothetical distribution of that boot took the form of a redemption of stock by the acquired corporation immediately preceding the acquisitive reorganization.  In Clark, the taxpayer received in the exchange 300,000 shares of the acquiring corporation's stock plus $3,250,000 in cash (rather than the 425,000 shares he would have received in an all-stock deal), and, as the sole shareholder of the target company, he obviously would have had dividend income under the Davis case, at ¶ 5085, had the government prevailed in its contention.


The taxpayer argued for the Wright result—that the transaction should be treated as a hypothetical pure stock-for-stock swap incident to a reorganization, followed by a post-reorganization redemption by the acquiring corporation in the amount of the boot—i.e., a hypothetical redemption of 125,000 shares for $3,250,000 in cash, which would have dropped the taxpayer's stock interest in the acquiring corporation from 1.3 percent to 0.92 percent.  This hypothetical redemption would have warranted exchange treatment under the substantially disproportionate test of Section 302(b)(2).  The Court agreed.


In its alternative holding, the majority states:  “In this context, even without relying on § 302 and the post-reorganization analysis, we conclude that the boot is better characterized as a part of the proceeds of a sale of stock than as a proxy for a dividend.”  The majority opinion refers specifically to only two cases in which a boot distribution should clearly be taxed as a dividend, i.e., an E- or F-type reorganization involving only a single corporation and reorganizations involving commonly owned corporations.  How should “commonly owned” be defined for this purpose?

[¶ 10,180]
Problems
Problem 1

A:  Gain realized:  $10,000 (i.e., gain of $100 per share, consisting of the difference between the $100 basis of each surrendered share and the $200 per share of amount realized—$150 in Acquirer's stock, $20 in Acquirer's debentures, $20 in GM stock and $10 in cash).


Gain recognized:  $5,000 total (in contrast to $10,000 that would be recognized if this had not been a valid reorganization), representing the sum of:


Cash of $1,000.


100 shares of General Match Corporation stock worth $2,000.  Why recognized?  It is stock.  But General Match is not a “party to the reorganization.”


100 Acquirer's debentures worth $2,000.  § 356(d).


Is the recognized gain of $5,000 taxed as a dividend or as gain from an exchange under Section 356(a)(2)?


What do the regulations say?  They add little, if anything, to the Code, but Reg. § 1.356-1(c), Ex. 1, seems to assume dividend treatment.  The governing rules are set forth in the Clark case.  See ¶ 10,170 et seq.


B:  Gain realized:  $2,000 (i.e., $20 per share).


Gain recognized:  $2,000 despite fact that $5,000 of “other property” was received, because taxpayer can be taxed only on the amount that represents realized gain.


C:  Loss realized:  $5,000.


Loss recognized:  zero.  § 356(c).


D:  $5,500 FMV of debentures surrendered, and $5,500 FMV of debentures received.  The basis of debentures surrendered was $4,500.  $1,000 realized gain.  Recognized gain?  Principal amount of debentures received is $5,500.  Principal amount of debentures surrendered is $5,000.  Thus, under Section 356(d)(2)(B), the fair market value of $500 of principal amount of securities received (i.e., the excess of the principal amount of debentures received over the principal amount of debentures surrendered) will be considered boot.  The fair market value of that $500 of principal amount of debentures received is $500.  Gain of $500 will be recognized.


Suppose the debentures received have a fair market value of $24 each instead of $20?  In this event, the fair market value of the $500 principal amount of securities received would be $600, and this amount of gain would be recognized.


Dividend?  None.  There is no distribution with respect to stock.  § 301(a).
Problem 2

a. Target Smaller than Acquirer

In a no boot or all voting stock merger, Target's shareholder would have received 1,000 shares of Acquirer with a FMV of $200,000, which would have represented 20 percent of Acquirer's outstanding shares (1,000/5,000).


80 percent of 20 percent = 16 percent.  See § 302(b)(2).


Instead, Target's shareholder agrees to take 700 shares of Acquirer worth $200 per share, or a total of $140,000, and $60,000 of boot.  Consequently, in the actual merger, Target's shareholder receives 700 of a total of 4,700 shares of Acquirer outstanding, or 14.9 percent.


The “boot redemption” is substantially disproportionate under Section 302(b)(2).


b. Target Larger than Acquirer

In a no boot merger, Target's shareholder would have received 1,000 shares of Acquirer with a total FMV of $200,000 and would have owned after the merger 66 2/3 percent of the outstanding Acquirer shares (1,000/1,500).


80 percent of 66 2/3 percent = 53 1/3 percent.


Instead, Target's shareholder elects to take 700 shares of Acquirer shares worth $200 per share, or a total of $140,000, plus $60,000 of boot.  Consequently, in the actual merger, Target's shareholder receives 700 of Acquirer's 1,200 shares or 58 1/3 percent of Acquirer's outstanding shares.


The “boot redemption” will not be substantially disproportionate under Section 302(b)(2).  Target's shareholder emerges with more than 50 percent of the total combined voting power of Acquirer and fails the threshold test under Section 302(b)(2)(B).  (In any event, the less than 80 percent tests are not met).  The redemption presumably would not be treated by the IRS as not essentially equivalent to a dividend under Section 302(b)(1) because Target's shareholder will be in control of Acquirer after the merger.  See Rev. Rul. 75–502, at ¶ 5095.


c. Target Equal in Size to Acquirer

In a no boot merger, Target's shareholder would have received 1,000 shares of Acquirer with a total FMV of $200,000 and would have owned 50 percent of the outstanding Acquirer shares (1,000/2,000) after the merger.


80 percent of 50 percent = 40 percent.


Instead, Target's shareholder elects to take 700 shares of Acquirer shares worth $200 per share, or a total of $140,000, plus $60,000 of boot.  Consequently, in the actual merger, Target's shareholder receives 700 of Acquirer's 1,700 shares or 41.1 percent of Acquirer's outstanding shares.


The “boot” redemption will not be substantially disproportionate under Section 302(b)(2).  The less than 80 percent tests are not met.  The redemption should qualify as not essentially equivalent to a dividend under Section 302(b)(1) because a reduction of the Target's shareholder's interest from 50 percent to 41.2 percent would appear to be meaningful under Davis, at ¶ 5085, assuming that the Target shareholder is not in effective control of Acquirer after the transaction.


Sale treatment seems clearly appropriate in cases a. and c. under the Wright-Section 302(b) analysis.  They might also be argued to support the soundness of the Supreme Court's alternative holding—that capital gains treatment of the boot is appropriate in each of these two hypotheticals.  Case b. would result in dividend treatment under Section 302, and because Target's shareholder controls Acquirer after the transaction, this may also be the result called for under the Supreme Court's alternative holding because the corporations are commonly owned.


3. Under Section 356(a)(1) the amount of the dividend is limited by the amount of the gain recognized.  There is no such limitation on the dividend amount with respect to a simple distribution under Section 301 or a redemption treated under Section 302(d) as a distribution to which Section 301 applies.


Under Section 356(a)(2), the dividend is also limited to the shareholder's pro rata share of accumulated E&P.  No such limit applies under Section 301 and Section 316.


A point not discussed in the text might be noted at this juncture.  If boot consists of an installment obligation and its receipt does not have the effect of a dividend under Section 356(a)(2), it may be possible to defer recognized gain under the installment method (assuming the stock exchanged was not traded on an established securities market).  If the boot has the effect of a dividend, the installment method is not available.


4. In Problem 1.b., 501 shares (rather than 300) would have to be replaced with boot.  In Problem 1.c., 361 shares would have to be replaced with boot.


5. Because, under Problem 1.a., the boot distribution would qualify as substantially disproportionate, a fortiori it would qualify as not essentially equivalent to a dividend.  Clearly under the facts of Problem 1.b., the boot could not be treated as not essentially equivalent to a dividend under Section 302(b)(1) because the shareholder of Target emerges with control of Acquirer.  As noted above, in Problem 1.c., the not essentially equivalent to a dividend test might be met because what would have been a 50 percent interest in Acquirer in an all stock acquisition is reduced to 41.1 percent.  This would probably be regarded as a meaningful reduction under Davis, at ¶ 5085.


6. If preferred stock is received in a reorganization, it is treated as Section 306 stock to the extent that either the effect of the transaction was substantially the same as receipt of a stock dividend or the stock was received in exchange for Section 306 stock.  Reg. § 1.306-3(d) provides that stock (other than common stock) received in a reorganization will be treated as Section 306 stock if cash received in lieu of such stock would have been treated as a dividend under Section 356(a)(2) or under Section 301 by virtue of Section 356(b) or Section 302(d).  Thus, preferred stock received in a reorganization would not be Section 306 stock if cash distributed as a substitute for the preferred would not, under Clark, have been taxed as a dividend.  In general, because the Clark decision rejected the virtual automatic dividend rule adopted by Shimberg and formerly embraced by the IRS, it reduces the range of circumstances under which preferred stock issued in an acquisitive or single corporation reorganization will be treated as Section 306 stock.

2. CONCEPT OF STOCK OR SECURITIES
a. Debt Obligations as Securities
[¶ 10,190]
REVENUE RULING 59–98

This ruling concludes that bondholders did in fact engage in a tax free exchange of “securities” for stock under Section 354(a)(1) when they surrendered bonds and accrued interest to a financially troubled debtor corporation in exchange for newly issued common stock of that corporation.  The exchange was deemed to have occurred incident to a reorganization that was in the nature of a recapitalization, because the restructuring of the corporation's capital structure was designed to cure the corporation's financial difficulties and the bonds were held to represent “securities” based on a number of factors, including but not limited to, their maturity date.  In fact, the bonds were originally issued in 1946 for terms of three to 10 years (with an average term to maturity of 6 1/2 years), but, at the date of the exchange 11 years later, none had been retired and no interest had been paid.


What was the practical import of this ruling, given that the bonds and accrued interest were relinquished for common stock of lesser value than the face amount of the surrendered bonds?  Any bondholders who participated in the exchange and who were the original investors would have suffered a realized loss on the exchange;  for them, the ruling would have had the practical effect of denying the recognition of this loss.  Other participants who were not the original bondholders might, in contrast, have had realized gains, depending on the price at which they purchased the bonds, and for those with realized gains the ruling would have precluded recognition of those gains.


The ruling does not address why the accrued interest on the bonds represented a “security.”  Had the debtor corporation been financially sound and able to meet interest and principal payments on its debts, the accrued interest might not have qualified as a security but would instead have caused the bondholders income recognition pro tanto on their exchange, as would be the result under current law.  § 354(a)(2)(B).

[¶ 10,215]
4. NONRECOGNITION OF GAIN OR LOSS BY CORPORATE PARTIES TO REORGANIZATION

As noted in the text, in every A-type reorganization and virtually every C-type reorganization, the transferor must go out of existence.  Accordingly, all boot will have to be distributed to the transferor's shareholders or creditors incident to the plan of reorganization, and recognition of gain on the Target's receipt of the boot will therefore be avoided.  § 361(b)(1)(A).  One exception is the case in which Section 357(b) applies to a liability that is transferred along with the acquired corporation's property because the resulting relief from liability constitutes a payment of boot by the acquiring corporation that cannot be distributed by the acquired corporation to its shareholders or creditors.  While Section 357(b) applies to A-type, C-type and D-type reorganizations, Section 357(c) can apply only to the D-type.  If 357(c) applies to a D-type, gain is recognized but is not considered boot.  Recognition of gain under Section 357(c) is apparently not precluded by liquidation of the acquired corporation.


The acquiring corporation will have a recognized gain of $400,000 as a result of its use of the appreciated land as part of the acquisition consideration.  § 1001.

6. ASSUMPTION OF LIABILITIES
[¶ 10,240]
Problems

a. Acquisition of Chair, Inc.

No recognized gain or loss to any party.  §§ 354(a)(1) and 361(a).


Jones's basis?  $200,000.  Note that the “substituted” basis will be twice the fair market value of $100,000 because Jones's loss is not recognized.


Smith's basis?  $50,000 substituted basis.


Basis for assets in Household's hands?  $120,000.  § 362(b).  Basis “carries over” from Chair.


Because gain is not recognized in a reorganization, it would be inappropriate to allow step-up in basis either for the exchanging shareholders or for the acquiring corporation.


b. Acquisition of Table, Inc.

Does the amount of consideration make sense?  
Yes:


Fair market value of Table's assets:


$110,000


Less:  Bank debt





    12,000








  
  $98,000


Fair market value of consideration:


Household shares




 
 $90,000


Cash






    
     6,000


XYZ shares





 
     2,000








            $98,000


Liquidation distribution by Table per shareholder:



$45,000  stock



    3,000  cash



    1,000  XYZ shares



$49,000


While Table has a realized gain on disposition of its assets of $60,000 ($110,000 less basis of $50,000), gain is not recognized to it in the amount of the value of the boot (the XYZ shares worth $2,000 and the $6,000 of cash) because the boot is distributed to Black and White.  § 361(b)(1)(A).


The assumption by Household of Table's bank loan liability of $12,000 would not result in recognition of gain to Table.  § 357(a)(1).  (There are no facts to suggest that Section 357(b) might apply.)


Household would recognize no gain on the issuance of its shares in exchange for Table's assets.  § 1032.  But Section 1032 does not apply to the XYZ shares, and therefore gain of $5.00 per share will be recognized by Household with respect to them.  § 361(c)(2).  Household's basis for Table's former assets will be a carryover basis under Section 362(b) of Table's $50,000 basis.  (This assumes that Table has no recognized gain under Section 357(b) on the assumption of its $12,000 debt by Household.  Any such recognized gain to Table would increase Household's basis in the acquired assets.)


Black:  realized gain of $29,000;  $4,000 recognized


White:  realized loss of $1,000;  none recognized


Shareholders' basis in Household shares?  Under Section 358(a)(1):


Black

$20,000




   -1,000
FMV of XYZ shares




   -3,000
cash




  +4,000
gain recognized




$20,000


White

$50,000




   -1,000
FMV of XYZ shares




   -3,000
cash




$46,000


Each shareholder will have a basis of $1,000 (i.e., FMV) in the XYZ shares.  § 358(a)(2).


If Table sold the Household shares and distributed the cash to Black and White, the acquisition would not qualify as a reorganization.  The requirement of Section 368(a)(2)(G) for a distribution by the acquired corporation of all of the stock it receives would not be met.  The sale of Household shares would also preclude compliance with the continuity of shareholder interest test.  Consequently, Black would have a recognized gain of $29,000 and White a recognized loss of $1,000.  Table would have a recognized gain on disposition of its assets of $60,000 ($110,000 less basis of $50,000) but no recognized gain or loss on the sale of the Household shares on the assumption that they would retain a basis to Table equal to their FMV at the time of receipt.  Gain or loss would be recognized if the Household shares had appreciated or depreciated between the date they were received by Table and the date on which they were distributed to Black and White.


If Table sells the XYZ shares, Table would have no recognized gain or loss so long as the shares had not appreciated or depreciated after Table acquired them.  This sale would not appear to jeopardize the qualification of the transaction as a good C-type reorganization.  It would not seem to be a material violation of the Section 368(a)(2)(G) distribution requirement.


c. Acquisition of Glassware Corporation

Although under Section 361(b) Glassware must report its gain to the extent of any “nonqualified” property that it receives from Household and fails to distribute, apparently it can safely ignore the assumed $100,000 bank loan under the haven of Section 357(a)—unless Section 357(b) applies.  If Section 357(b) applies, Glassware would have to treat the assumed debt as boot and, thus, report its full $90,000 gain.  Otherwise, it need not treat the assumed debt as boot and need not report any gain, even though the debt exceeds the basis of the transferred assets.  Section 357(c) is inapplicable, by its terms, to reorganizations other than a D-type.


If the transaction were a D-type reorganization, and Section 357(b) applied, Glassware's recognized gain would still be $90,000.  Relief from the liability is boot but is apparently not property that can be distributed in order to avoid recognition of the $90,000 gain under Section 361(b)(1)(A).  However, if Section 357(b) did not apply, Glassware would be required to recognize gain of $55,000 (excess of the liability of $100,000 over the $45,000 adjusted basis of the transferred properties) under the terms of Section 357(c).  Section 357(c) applies to a D-type (but not to a C-type) reorganization.  Liquidation would not appear to eliminate recognition of gain under Section 357(c).

F. ACQUISITION OF AN AFFILIATE’S ASSETS
[¶ 10,250]
Plan One:  Difficulties in Satisfying Requirements for C-Type Reorganization

Will Plan 1 qualify as a reorganization?


Yes. The problem formerly created by Bausch & Lomb and Rev. Rul. 54–396 was eliminated by the 2000 amendment to Reg. §1.368-2(d)(4).

[¶ 10,255]
Plan Two:  Acquisition by B-Type, Modified C-Type, or D-Type Reorganization

Subsidiary is liquidated when it has no assets other than stock of Parent.  New Sub remains in existence.  Does it qualify as a C-type?  Yes, according to Rev. Rul. 57–278, at ¶ 10,255, which is based largely on the reasoning that the same result could be accomplished by a creeping B-type reorganization.


The transaction also qualifies as a D-type. 


If New Sub acquires all of the assets of Subsidiary in exchange for shares of New Sub and Subsidiary is liquidated, the transaction is also a good C-type and D-type, which will be treated as a D-type under Section 368(a)(2)(A).  Rev. Rul. 85–107, at ¶ 10,255.  Section 357(c) applies to a D-type, but not to a C-type, and any gain recognized under Section 357(c) is apparently not eliminated by a complete liquidation.

[¶ 10,260]
Plan Three:  Acquisition by A-Type Reorganization or Downstream Merger

Does the ruling in Rev. Rul. 58–93 necessarily imply approval of Plan Three? No.  That ruling applied to a case where, after the entire transaction was completed, there was a subsidiary.  However, as a logical matter, a ruling that a merger transaction came within Section 368(a)(2)(C) would seem to imply qualification under Section 368(a)(1)(A) if there is no transfer of the assets to Subsidiary. This result is supported by the authorities cited.

[¶ 10,265]
Plan Four:  Viability of D-Type Acquisition

How many shares of stock should Parent receive?


Parent equity is worth $1,600,000.  This includes $600,000 worth of Subsidiary stock.  Parent should receive $1,600,000 worth of Subsidiary stock—that is, 16,000 shares—but in the transaction it gives up the 6,000 Subsidiary shares it held.


P's shareholders control Subsidiary immediately after the transaction.  16,000/20,000 shares=80 percent.


Is this a C-type or a D-type?  It falls within each of the definitions, assuming that the substantially all of the properties test of the C-type and the nondivisive D-type is met.  As noted above, if the transaction is both a C-type and a D-type, Section 368(a)(2)(A) requires that it be treated as a D-type.  This may be significant, at least with respect to the applicability of Section 357(c).


Should Subsidiary be considered to have acquired the 6,000 shares of its own stock if it returns them immediately to Parent?  Has it acquired substantially all of the assets of Parent?  Since Parent is apparently transferring to Subsidiary all of Parent's operating assets, along with the 6,000 shares of Subsidiary stock, Rev. Rul. 78–47, at ¶ 10,270, would seem to support the conclusion that the substantially all test of the C-type and nondivisive D-type reorganization is met.  Possibly the odds could be improved by using a new class of Subsidiary stock.  Just holding the shares as treasury stock is not likely to be helpful.

[¶ 10,280]
Plan Five:  Acquisition of 80 Percent Control Prior to Liquidating Affiliate

This plan will be tax free to Parent and Subsidiary, provided that Parent is deemed to own 80 percent of Subsidiary when the place of liquidation is adopted. If this requirement of Section 332(b)(1) is not met, the liquidation will be taxable to Parent and Subsidiary. In any event, it will be taxable to the minority shareholders of Subsidiary.  See ¶ 8040.

[¶ 10,285]
Note

The variety of tax consequences attaching to differences in form seems inappropriate as a policy matter.


Suppose form should be disregarded and the various methods taxed uniformly in accordance with whatever decision is reached on the two matters of substance.  How should the legislation be drafted?  Note that, if Parent owns nothing but stock of Subsidiary, the combination of the two has the effect of a liquidation of Parent.

CHAPTER 11
SINGLE CORPORATION REORGANIZATIONS

B. THE E-TYPE REORGANIZATION
3.  NO CONTINUITY OF SHAREHOLDER INTEREST OR CONTINUITY OF BUSINESS ENTERPRISE REQUIRED
[¶ 11,040]
Notes

1. If the transaction is an E-type reorganization, any loss realized would not be recognized.  If, instead, the shareholders described received exclusively common stock, it would make no difference whether the reshuffling is an E-type reorganization;  the loss would not be recognized in any event under Section 351.

4.  SECTION 306 STOCK IN A RECAPITALIZATION
[¶ 11,050]
Problems

1. A's receipt of the preferred stock in exchange for the common is an E-type reorganization.  Under Section 354, no gain is recognized to A.  Under Reg. § 1.306-3(d), the preferred stock received by A may be Section 306 stock if cash received in lieu of such stock would have been treated as a distribution to which Section 301 applied by reason of Section 302(d).


For purposes of this cash in lieu of stock test, there is a complete termination of a shareholder's interest for purposes of Section 302(b)(3) when all of a shareholder's stock interest is redeemed.  In applying the cash in lieu of stock test, X Corporation's hypothetical redemption for cash of the stock owned by A would result in a complete termination of A's stock interest in X within the meaning of Section 302(b)(3), assuming that the family attribution rules are waived under Section 302(c)(2).  Thus, the cash hypothetically received by A would be treated under Section 302(a) as a distribution by X in exchange for its stock, and not as a distribution of property to which Section 301 applies under Section 302(d).  Accordingly, the receipt of the preferred stock is not substantially the same as the receipt of a stock dividend within the meaning of Section 306(c)(1)(B)(ii), and the preferred would not be Section 306 stock.


2. Both the debentures received and those surrendered will in all likelihood constitute securities as a result of their relatively long maturities.  See ¶ 10,190.  It is clear that a surrender of debt securities in exchange for other debt securities is a qualifying E-type reorganization.  An exchange of nonconvertible securities for convertible securities was involved in Commissioner v. Neustadt's Trust, 131 F.2d 528 (2d Cir. 1942), in which the court stated:


The Commissioner contends that only a change in authorized or outstanding capital stock of a corporation can properly be denominated a recapitalization or reshuffling of the capital structure.  He describes an exchange of old debentures for new debentures in the same corporation as a mere refinancing operation.  * * *  [T]he purpose of the statutory nonrecognition of gain or loss from reorganization transactions favors ascribing to the word 'recapitalization’ a broad rather than a restricted meaning.  Such purpose, as indicated by the Congressional reports * * *, was apparently twofold:  To encourage legitimate reorganizations required to strengthen the financial condition of a corporation, and to prevent losses being established by bondholders, as well as stockholders, who have received the new securities without substantially changing their original investment.  The transaction in the case at bar meets both of these tests.  By changing the interest rate and date of maturity of its old bonds and adding a conversion option to the holders of the new, the corporation could strengthen its financial condition, while the bondholders would not substantially change their original investments by making the exchange.  'Recapitalization’ seems a most appropriate word to describe that type of reorganization and it is the very kind of transaction where Congress meant the recognition of gain or loss to be held in suspense until a more substantial change in the taxpayer's original investment should occur.  We hold that the exchange of securities was made pursuant to a plan of 'recapitalization.’


3. The transaction is a E-type reorganization.  The new preferred is nonqualified preferred stock as defined in Section 351(g)(2).  Accordingly, its value ($50,000) is boot and is taxable to S as a dividend under Sections 354 and 356.  S’s ownership of 50 percent of the common stock precludes the application of Section 302(b)(1) or (2). The exchange of Z preferred for common is tax free.


E. LIQUIDATION-REINCORPORATION TRANSACTIONS
[¶ 11,095]
1. POTENTIAL TAX BENEFITS

As noted in the text, the 1986 Act changes ending the favorable taxation of long-term capital gains and amending Sections 336 and 337 so that a corporation cannot sell or distribute in liquidation appreciated assets without the recognition of gain eliminated most of the tax incentives to the liquidation-reincorporation.  However, primarily as a result of the restoration of long-term capital gain preferences for individuals in the 1993 and 1997 Acts, referred to in the text, the liquidation-reincorporation transaction retains some significance as one of the challenging problems of corporate taxation, particularly when the liquidated corporation has little or no appreciation in its assets or has an NOL carryover that would offset its recognized gain.  Moreover, examination of the liquidation-reincorporation problem continues to provide a good functional context for examining some of the basic principles and premises of tax free reorganizations as distinguished from taxable corporate readjustments.

4. LIQUIDATION-REINCORPORATION NOT MEETING STATUTORY REORGANIZATION REQUIREMENTS
[¶ 11,145]
Problems

1. If no ''complete liquidation’’ under Section 331 is deemed to occur, there would appear to be two logical possibilities.  First, the separate existence of the two corporations might be disregarded.  If this were done, the transaction could be deemed to involve only a single corporation and the distributions to A, B and C to involve distributions in redemption of their shares that would be tested under Section 302.


However, it would not be easy for the IRS to persuade a court that the two corporations should be disregarded, and, accordingly, a more persuasive analysis would be to treat the liquidation of Newco as a distribution incident to a reorganization.  In this case, the transaction would fit the D-type reorganization definition because A and B emerge with a 50 percent interest in Newco.  The distributions to A, B and C should therefore be tested under Sections 356 and 302.


If the combined interest of A and B in Newco were 48 percent and if the interest sold to the key employees were 52 percent, the transaction would not be a D-type reorganization, but, if the sales of stock to employees were treated as ''functionally unrelated’’ to the rest of the transaction, the transaction could be treated as an F-type or a D-type reorganization, and the distributions to A, B and C would be tested under Sections 356 and 302.  See Rev. Rul. 61–156, at ¶ 11,135.  Under the Supreme Court's analysis in Clark, at ¶ 10,175, the distributions to A and B would probably be given dividend treatment.


2. The changes of the Tax Reform Act of 1984 significantly narrowed the opportunities for bailing out corporate earnings as long-term capital gain in liquidation-reincorporation transactions by broadening the definition of the D-type reorganization.  However, in cases carefully structured to avoid even the expanded D-type reorganization, such as the case involving sale of voting preferred stock to an institutional investor discussed in the text, the IRS will probably have to make the kinds of arguments it was unsuccessful in making in the Gallagher case, at ¶ 11,125, but which have been adopted by some courts.  For example, the IRS might argue that the sale of preferred stock is ''functionally unrelated’’ to, and therefore should be treated as independent of, the rest of the transaction.  See Rev. Rul. 61–156, at ¶ 11,135.  Once the preferred stock sale is treated as a separate step, the remainder of the transaction would constitute a D-type reorganization.  See Reef Corporation, at ¶ 11,105, and at ¶ 11,115, and Davant v. Commissioner, 366 F.2d 874 (5th Cir. 1966), cert. denied, 386 U.S. 1022 (1967).  The IRS could also be expected to argue that no ''complete liquidation’’ has occurred.  In addition to Judge Sobeloff's statement in Pridemark and Judge Pierce's dissent in Gallagher, quoted in the text, the Tax Court's decision in Telephone Answering Service Co. v. Commissioner, 65 T.C. 423, aff'd, 546 F.2d 423 (4th Cir. 1976), cert. denied, 431 U.S. 914 (1977), might be cited in support of this contention.

CHAPTER 12
CORPORATE DIVISIONS
D. THE SECTION 355 REGULATIONS
[¶ 12,035]
Problems

1. The proposed split-off transaction clearly has a corporate business purpose—resolving a deadlock between two equal shareholders, as in the Coady case referred to in the text—even if it also has a shareholder purpose.  See Reg. § 1.355-2(b)(5), Ex. 2.


The continuity of shareholder interest requirement is met.  See Reg. § 1.355-2(c)(2), Ex. 1.  The fact that the subsidiary will receive a higher ratio of liquid assets than is needed to perform the two contracts transferred to it would be evidence that the distribution was a device for the distribution of E&P were it not for the facts that the distribution was not pro rata and that the difference between the ratio of the value of the liquid assets and the value of the business transferred to the subsidiary was needed to equalize the value of the stock distributed to Smith and the value of the stock surrendered by Smith.  Reg. § 1.355-2(d)(2)(iv)(B).


The split-off should qualify as tax free to Buildit and Smith under Section 355.


2. Under the circumstances described, distributing shares of the sailboard subsidiary to Brown and Smith in order to retain essential services of Brown would appear to have a corporate business purpose.  However, Reg. § 1.355-2(b)(3) and (5), Ex. 8 implies that it may be necessary to demonstrate that the sailboard subsidiary could not issue shares to Brown while it was a subsidiary of Fabulair as a result of state law (or presumably other compelling reasons).


3. The purchase of shares by Brown from Smith pursuant to an arrangement negotiated or agreed upon before the distribution is ''substantial evidence’’ that the transaction is a device for the distribution of earnings.  If the purchase by Brown was not negotiated or agreed upon before the distribution, it would merely be ''evidence of device.’’  Reg. § 1.355-2(d)(2)(iii)(B) and (C).


4. The continuity of shareholder interest requirement of Reg. § 1.355-2(c) is not met in this case.  The purchase for cash by Cosmos Corporation of 25 percent of the shares of Orbit Corporation, which is also publicly owned, results in none of the former shareholders of Orbit having an interest in the subsidiary after the distribution.  See Reg. § 1.355-2(c)(2), Ex. 3.


The proposed regulations promulgated in 1977 had summarized the continuity of interest requirement as follows:


Section 355 contemplates a continuity of the entire business enterprise under modified corporate form and a continuity of shareholder interest in all or part of such business enterprise on the part of those persons who, directly or indirectly, were the owners of the enterprise prior to the distribution or exchange.  Prop. Reg. § 1.355–2.


The requirement in Reg. § 1.355–2(c) that continuity of shareholder interest be maintained with respect to all or part of the business enterprise suggested to some advisors that continuity of interest would be satisfied if the historic shareholders of the distributing corporation (P) retained an equity interest in either P or the controlled corporation (S).  Under such a rule, an acquirer would have been able to purchase S without subjecting P to tax by (i) purchasing from P shareholders shares of P having a value equal to the value of S and (ii) having P distribute to the acquirer all of the stock of S in exchange for the acquirer’s stock in P in a split-off exchange.   Reg. § 1.355-(2)(c)(1) of the final regulations clarifies that continuity of shareholder interest must exist in both P and S, thereby precluding tax free treatment under Section 355 for this type of transaction, in which continuity of shareholder interest exists only with respect to P. Because the continuity test is failed, the distribution is taxable to Orbit and Cosmos.


Note also that under Section 355(c)(2) and (d), enacted in the 1990 Act, the distribution would be taxable to Orbit.  See ¶ 12,060.


5. Even after the promulgation of the final Section 355 regulations, it might have been possible for a patient acquirer to buy into the distributing corporation (P) and convert that interest into stock of the controlled corporation (S) in a Section 355 split-off.  If, under the facts presented, Cosmos purchased 25 percent of the shares of Orbit and, at the same time, received the right to put those shares back to Orbit after three years in exchange for stock in Orbit's subsidiary or, at Orbit's option, for cash, it might have been argued (although the position was certainly not free from doubt) that such an exchange satisfied the continuity of shareholder interest requirement of the final regulations.  This would have assumed that the characterization of the option as such was respected and that the three year holding period for the option held by Cosmos was viewed as long enough to avoid application of the step transaction doctrine.  However, in any event, the distribution would now be taxable to Orbit under Section 355(c)(2) and (d).  See ¶ 12,060.


6. One issue presented is whether merely transferring the book business to a subsidiary of Duality Corporation would protect the book business from the potential liabilities of the bicycle business.  Since creditors of the bicycle business could enforce claims against the assets of Duality, including stock of the subsidiary (and ultimately against the assets of the subsidiary by liquidating it and selling its assets), merely transferring the book business assets to the subsidiary will not insulate those assets;  it would be necessary to distribute the shares of the subsidiary to Duality's shareholders.


However, it would not appear to be impractical or unduly expensive to create in a nontaxable transaction (e.g., a Section 351 exchange) a holding company to hold the stock of Duality and its subsidiary.  Since the objective of insulating the book business could be accomplished by this transaction, which is feasible and not unduly expensive and which would not involve distribution of the stock of the subsidiary, distribution of the subsidiary would not appear to have a corporate business purpose.  Reg. § 1.355-2(b)(3) and (b)(5), Ex. 3.


7. The threshold question is whether the subsidiary of Hype is engaged in the active conduct of a trade or business.  Reg. § 1.355-3(b)(2)(iv) indicates that ownership and leasing of real property will not be considered to qualify unless the owner performs significant services with respect to the operation and management of the property.


Because the subsidiary is not performing management services, it would probably fail the five year active business test, and the transaction would not meet the requirements of Section 355.  Thus, the distribution of the subsidiary stock will be taxable to Hype and its shareholders.  Even if the five year active business test were met, the tax free merger would, in any event, cause the distribution to be taxable to Hype under Section 355(e).  See ¶ 12,085. Section 355(e) is not applicable unless the transaction otherwise qualifies under Section 355(a)(1).


8. The regulations indicate that there is evidence of a device if a business of either the distributing or the controlled corporation is (1) a ''secondary business’’ that continues as such for a significant period after the separation (we are given no facts as to the continuation question) and (2) can be sold without adversely affecting the business of the other corporation.  A secondary business, which may consist of providing property or services, is a business of either the distributing or the controlled corporation if its principal function is to serve the business of the other corporation.  Reg. § 1.355-2(d)(2)(iv)(C).  The business of the market research division appears to meet the five year active business test, but it might well be regarded as a secondary business, and the distribution of stock of a subsidiary to which the business was transferred might well be treated as evidence of device.  See Reg. § 1.355-3(c), Ex. 10.  The distribution of the subsidiary's shares pro rata would also be evidence of device.  On the other hand, enabling the market research business to compete more effectively would appear to be a strong corporate business purpose, which would be relatively substantial evidence of nondevice.  See Reg. § 1.355-2(d)(3).

F.  COMBINING A CORPORATE DIVISION WITH AN ACQUISITION
1. CORPORATE DIVISION COMBINED WITH A TAXABLE ACQUISITION
[¶ 12,065]
Problems

1. As a result of A's purchase of ten percent of P, A is deemed to have purchased ten percent of the T stock owned by P on January 15 of year 1.  Two years later, by buying 41 percent of P, A is deemed to have purchased an additional 41 percent of the T stock owned by P.  Because A and P are now related persons under Section 267(b), they are treated as one person and A is treated as owning all of the T stock owned by P.  A is treated as acquiring 51 percent of the T stock by purchase as a result of A's purchases of P stock.


2. P has recognized gain under Section 355(d) with regard to the distributed stock of S because all of the 55 percent of the stock of S held by A is disqualified stock.  § 355(d)(3).


3. P has recognized gain on the distribution of the stock of S because all 50 percent of the stock of S held by A is disqualified stock.  § 355(d)(3).


4. P has recognized gain on the split-off distributions because X has purchased an interest that becomes a 60 percent interest as a result of the split-off transactions.

2. CORPORATE DIVISION COMBINED WITH A TAX FREE ACQUISITION
[¶ 12,070]
a. Case Law and Administrative Developments Before the 1997 Act

If the unwanted business was transferred to a controlled corporation, its stock was spun off and thereupon the distributing corporation was acquired in a direct A-type or B-type reorganization, the control requirement of the D-type reorganization was met.  The A shareholders had control of S.  If, however, the controlled corporation was acquired, because the A shareholders would not control S after the distribution, the transaction would not qualify as D-type reorganization.

[¶ 12,091]
Problems

1. Under Section 355(e), if X, an unrelated corporation, acquires all of the stock of P in a B-type reorganization, pursuant to a plan in existence on the date of the distribution, Section 355(e)(2)(A) is applicable.  X has acquired the P stock pursuant to a plan to acquire a 50 percent or greater interest in the distributing corporation.  Accordingly, the stock of S is not considered qualified stock under Section 355(c)(2) and the distribution of the S stock is taxable to P under Section 355(e).  It is not, however, taxable to the P shareholders.  The results are not altered if P is merged into X.  § 355(e)(3)(B).


2. Under Section 355(e)(3)(A)(iv), the spin-off of S will not be taxable.  This is the result whether the spin-off of S is followed by its acquisition by X Corporation or by a holding corporation because all of the entities involved are wholly owned, directly or indirectly, by A.


3. There would be no gain recognition for the same reasons as are discussed in the proposed answer to Problem 2.


4. No safe harbor is applicable because substantial negotiations occurred within six months before the distribution and agreement on the merger was reached within six months after the distribution. Thus, whether the distribution and acquisition are part of a plan depends on all the facts and circumstances. Here the plan factors predominate. There were substantial negotiations three months before the distribution. Temp. Reg. § 1.355-7T(d)(2)(i). Although the acquisition was not within six months after the distribution, an agreement concerning the acquisition was reached within six months after the distribution. Temp. Reg. § 1.355-7T(d)(2)(viii). The distribution was motivated by a business purpose to facilitate the acquisition. Temp. Reg. § 1.355-7T(d)(2)(vii). Because all three of these are plan factors, the distribution and merger seem clearly part of plan. The distribution of S stock, which is not qualified property, is taxable to D under Section 355(e)(1), but not to the distributee shareholders of D.


5. No safe harbor is applicable for the reasons stated in the proposed answer to Problem 4. The conclusion in the proposed answer to Problem 4 that plan factors predominate will also apply here. Substantial negotiations occurred between D corporation and X Corporation three months before the distribution. The distribution was motivated by a purpose to facilitate the acquisition. A similar acquisition of D into Y occurred within six months of the distribution. Temp. Reg. § 1.355-7T(d)(2)(ii). Again, the plan factors predominate, and the distribution of S stock is taxable to D under Section 355(e)(1), but not to the distributee shareholders of D.


6. No safe harbor is applicable for the reasons stated in the proposed answer to Problem 4. Here whether the distribution and merger are parts of a plan is a closer question because the principal purpose of the distribution was to separate the franchises owned by S from the D’s soft drink distribution business (not to facilitate an acquisition) which is a nonplan factor. Temp. Reg.  § 1.355-7T(3)(vi). Thus this nonplan factor must be weighed against the two plan factors identified in the proposed answer to Problem 4.


7. Here the acquisition occurred more than six months after the distribution and there were no negotiations between D Corporation and X Corporation before the distribution or during the six months after the distribution. Moreover, the distribution was motivated by a business purpose (to separate the franchise business from the soft drink distribution business) rather than a business purpose to facilitate an acquisition of the distributing corporation (D).  Accordingly, Safe Harbor I would appear to be applicable, the distribution and acquisition are not part of a plan and the distribution of S stock is not taxable to D. Temp. Reg. § 1.355-7T(f)(1).


8. Although the merger took place more than six months after the distribution, the negotiations between S Corporation and X Corporation began within the six-month time frame after the distribution and therefore no safe harbor applies. The public offering and the distribution appear to be part of a plan under Temp. Reg. § 1.355-7T(d)(2)(vii), because the business purpose behind the distribution was to facilitate a public offering. But since only 20 percent of the S stock was offered to the public, 355(e) would not be violated because the original shareholders would still retain more than 50 percent of the S Corporation’s stock. 


We must therefore look to whether the merger and the distribution were part of a plan under which one or more persons acquire a greater than 50 percent share of S Corporation. When looking to factors to determine whether the distribution and the merger were parts of a plan, Temp. Reg. § 1.355-7T(d)(2)(viii) does not apply because facilitating the public offering was the primary business purpose of the distribution and the merger was not a similar acquisition. Morover, there are a number of nonplan factors. There was no discussion of the acquisition prior to the distribution, Temp. Reg. § 1.355-7T(d)(3)(i); there was a substantial business purpose for the distribution other than to facilitate the acquisition, Temp. Reg. § 1.355-7T(d)(3)(vi); and the distribution would have been implemented regardless of the acquisition, Temp. Reg. § 1.355-7T(d)(3)(vii). Because of these nonplan factors, it does not appear that the distribution and the merger were part of a plan. Accordingly, the distribution of the S Corporation shares would not be taxable to D Corporation.


If negotiations between S Corporation and X Corporation do not begin until November 1, Safe Harbor I would apply. The negotiations began and the acquisition was effected more than six months after the distribution which was motivated by a corporate business purpose other than to facilitate the acquisition. Temp. Reg. § 1.355-7T(f)(1).

[¶ 12,100]
Problems

1. Under pre-1997 Act law, the disposition was considered to result in a failure to satisfy the requirement that 80 percent control be distributed.  As a result, the distribution did not qualify as a tax free division, and tax was imposed at both the level of the distributing corporation and the shareholder level.  Under Section 351(c) enacted in the 1997 Act, the P shareholders would be deemed to be in control of the distributed corporation immediately after the distribution and the transaction would be tax free to P and its shareholders.  The sale by the shareholders of 30 percent of the S stock would, of course, be taxable.


2. The net result is that P shareholders who received S stock in the distribution wind up with 90 percent of the voting power and 25 percent of the value of S.


Under pre-1997 Act law, the 50 percent control test applicable to the transfer of the business to S was satisfied, since 50 percent by vote or value was sufficient under Section 304(c)(1).  Moreover, the 80 percent control test applicable to the distribution was satisfied, since, with respect to voting stock, that test looked (and continues to look) only to voting power.  Hence, both the transfer of the business to S and the distribution of S stock were tax free under pre-1997 law to both P and its shareholders.


Under the 1997 Act, however, the pre-arranged issuance of S stock causes P shareholders to own less than 50 percent of the value of S, and the new more than 50 percent control test of Section 351(c) (requiring ownership of more than 50 percent of vote and value) is not satisfied.  As a result, the transfer of the business to S produces recognized gain to P.  In addition, the distribution of S stock fails to qualify as a tax free division under Section 355, with the result that P shareholders are taxed on the distribution.

CHAPTER 13
CARRYOVER AND CARRYBACK OF TAX ATTRIBUTES
C. EARNINGS AND PROFITS
[¶ 13,015]
Problems

1. In this C-type reorganization, X's E&P are carried over to Y.  § 381(a)(2) and (c)(2).  The taxable year of X ends on June 30. § 381(b)(1).The result is the same if the transaction constitutes an F-type reorganization except that the taxable year of X does not end (unless, of course, the transfer occurs on the last day of its taxable year).  Id.

2. The X deficit in E&P can be used only to offset E&P of Y generated by the combined businesses after the transfer (i.e., $350,000, of which $100,000 (1/4 x $400,000) is attributable to year 1).  This assumes that Section 269 is not invoked successfully by the IRS.


3. The transaction is neither a C-type nor a D-type reorganization (assuming shareholders of X did not own Y shares before the transaction).  Accordingly, the E&P of X do not carry over to Y.  X is taxable on the transfer of its assets and liabilities and the shareholders of X should receive capital gain treatment on the liquidating distribution they receive.  The subsequent distribution of $500,000 should be treated to Y's shareholders as a return of basis and, if it exceeds basis, as capital gain (because Y has no E&P).

D. NET OPERATING LOSS CARRYOVERS
[¶ 13,095]
Problems

1. There is an ownership change on July 1 of year 3, because on that date A's percentage interest (50 percent) exceeds by 25 percentage points his lowest percentage interest in Loss Corporation during the preceding three years (25 percent) and E's percentage interest (50 percent) exceeds by 50 percentage points his lowest percentage interest during that period (zero), resulting in a total increase of 75 percentage points.


2. This would constitute an ownership change because the public group has increased its ownership of Loss Corporation stock from zero to 60 percent.  


3. If, following the stock offering, one public shareholder sold stock to another, that sale would not count toward a subsequent ownership change because the public group would own the same 60 percent before and after the sale. 


4. If A sold stock to one or more public shareholders, that sale would be counted as an increase in the stock owned by the public group (or, if a purchaser ended up with more than five percent, an increase in ownership by that five percent shareholder).


The five percent rule apparently is a rule of convenience.  Holders of five percent or more of the stock of an SEC reporting company are required to disclose their holdings under Rule 13d.  Thus, five percent or greater holdings can be tracked by the corporation more easily than smaller holdings.


5. Even though Loss Corporation and its successor, P-L Corporation, are owned 100 percent by public shareholders before and after the merger, there is nonetheless an ownership change with respect to Loss Corporation (or the part of P-L Corporation that is treated as a successor to Loss Corporation).  The reason is that the pre-merger public shareholders of each of Profit Corporation and Loss Corporation are treated as separate five percent shareholders, and the interest of the former Profit Corporation public shareholders in Loss Corporation has increased from zero to 60 percent.


6. A Section 382 ownership change has occurred because the new group of Loss Corporation public shareholders has increased its ownership from zero to 60 percent ($750 million/$1,250 million).  


7. If the public offering were $350 million, no Section 382 ownership change would have occurred because the new group of public shareholders would have increased its percentage ownership interest to only 41 percent ($350 million/$850 million).


8. A Section 382 ownership change has occurred because the remaining common shareholders are treated as a separate public group that has increased its percentage ownership interest in Loss Corporation stock by 60 percentage points (from 40 percent to 100 percent).


9. The merger does not cause a Section 382 ownership change with respect to Loss Corporation.  Of the 15 percent of P-L Corporation purchased by A, nine percent (60 percent x 15 percent) is deemed (unless it can be demonstrated otherwise) to have been made from the former Loss Corporation shareholders (who are 60 percent shareholders of P-L Corporation) and six percent (40 percent x 15 percent) from the former Profit Corporation shareholders.  Thus, no ownership change has occurred with respect to P-L Corporation as a successor to Loss Corporation because the increase in the percentage ownership of its stock is 49 percentage points (15 percent held by A;  34 percent held by the former Profit Corporation shareholders who had received 40 percent in the merger but who are deemed to have sold six percent to A).  


10. If none of A's stock is bought from B, because B's 40 percent interest (acquired in the merger) is not in fact reduced by A's purchase, an ownership change has occurred.  B has increased his interest in the Loss Corporation component of P-L Corporation from zero to 40 percent while A has increased his interest from zero to 15 percent.


11. A Section 382 ownership change has occurred because it is assumed that C's option is exercised, but that A's is not.


12. Preferred stock described in Section 1504(a)(4) is not treated as stock in determining whether an ownership change has occurred. §382(k)(6). Therefore, the purchase of all Loss Corporation common stock will be treated as a purchase of 100 percent of the Loss Corporation stock.

E.  NET OPERATING LOSS CARRYBACKS
[¶ 13,140]
Problem

P was involved in a CERT because it has made an excess distribution.  The $50 million distribution exceeds 150 percent of the annual average of distributions and redemptions for the prior three years.  It also exceeds 10 percent of the value of the outstanding stock of Corporation P.  None of the $4 million NOL for the current year can be carried back.  Both (i) the corporation's deductible interest expense allocable to the CERT and (ii) the excess of the current year's interest expense ($20 million) over the average interest expense for the three prior years ($15 million) are $5 million.


CHAPTER 14

MULTIPLE CORPORATIONS

Most instructors will choose to spend no more than a day on the material covered in this chapter and will not discuss consolidated returns at all.  The rather brief coverage of multiple corporations included here is for those who have the luxury of a four or more hour corporate tax course or have a particular interest in Section 482 or consolidated returns.


In general, the material in this chapter is textual and is intended, at least, to be self-explanatory on the theory that few instructors will be able to devote appreciable class time to it.  The principal exception is the Texaco case which raises policy issues that are both interesting and understandable.


[¶ 14,000]

A. INTRODUCTION

I find that most students need some introduction to the non-tax reasons for using multiple corporations.  In particular, many students tend to exaggerate the importance of the corporate law "piercing the veil" doctrines and thus tend to undervalue the usefulness of multiple corporations.


[¶ 14,005]

B. RESTRICTIONS ON MULTIPLE ALLOWANCES

The most substantial question in this area, and one that involved some litigation in the past, is the definition of a brother-sister group.  While that issue is pretty refined for the normal J.D. level corporate tax course, instructors wishing to pursue the definition should consider basing a discussion on the examples found at Reg. § 1.1563-1(a)(3), particularly Example 1.


[¶ 14,010]

C.  REALLOCATION OF INCOME

In recent years, the importance of the assignment of income area, including Section 482, has declined in the taxation of domestic income while it has increased substantially in the taxation of international income flows.  The declining importance in the domestic area is attributable to the same fundamental changes in the tax system enacted in 1986 that reduced the desirability of conducting business through a C corporation.  If income derived by a corporation is more heavily taxed than income derived by an individual, there is not much incentive to shift income from the shareholder-employee to the corporate employer.  The problem, in other words, went away.  Of course, the pendulum has swung back--somewhat.  With respect to intercorporate shifting of income, some corporations continue to be subject to preferential tax regimes but the more effective limitation on the ability to use NOLs contained in Section 382 has greatly reduced the incentives in this area as well.


The reason for the increasing importance of Section 482 to the taxation of international income is largely attributable to the simple growing importance of international trade generally.


[¶ 14,015]
1.  THE "ARMS' LENGTH" STANDARD

While the arms' length standard is quite easy to understand in principle, it has proven difficult and expensive to apply in practice.  For that reason the regulations offer a series of alternative tests that increasingly rely on more objective and readily available financial information but which move farther and farther from establishing an arms' length transfer price in the traditional sense.


The conceptual alternative to the arms' length standard is the allocation of income among taxing jurisdictions on the basis of a formula such as the three factor formula that is commonly used in allocating income for state tax purposes.  While in theory the United States adheres to the arms' length standard, the regulations authorize methods that more nearly resemble the formula approach.

4.  EFFECT OF INCONSISTENT LEGAL RESTRICTIONS

[¶ 14,035]

TEXACO, INC. v. COMMISSIONER

The taxpayer was obviously helped by the existence of sales at the below market "official selling price" to unrelated purchasers however that fact was not treated by the court as determinative.  Rather, the case is consistent with the line of cases extending from First Security Bank which seem to hold that if a non-tax rule bars a taxpayer from engaging in transactions at an arms' length price, the IRS cannot apply the rules of Section 482 to the taxpayer.


The contrary argument would presumably be that the courts have placed too much importance on notions of legal control over the income.  Since in all of these cases, the group of corporations of which the taxpayer was a part obtained the wealth that the IRS sought to tax, the element of control may not have much significance.  Note 1 can be used to provide a basis for exploring these issues.


Reg. § 1.482-1(f), cited in Note 2, will not appear in an edited version of the regulations.  It states that Section 482 may be applied without regard to whether the taxpayer's return position was adopted for the purpose of reducing its tax liability.


In the international arena, a more subtle issue exists which is illustrated by the Procter & Gamble case discussed by the court.  A relatively cheap way for Spain to protect its tax base is to bar the payment of royalties to related companies since royalties are deductible.  Interestingly, Spain did not bar the payment of dividends (which are not deductible) and so was not seeking to block the remission of funds.  Thus, the rule that excused Proctor & Gamble from paying a greater United States tax was one that seemed to have been designed to increase their Spanish tax.


Reg. § 1.482-1(h)(2) may have somewhat defused this issue in the international area.  Under that regulation, taxpayers subject to a defined class of restrictions on payment, similar to those in Texaco, will be allowed to defer the payment of tax on the restricted income for as long as the restrictions last.  Obviously it is not clear what the Texaco court, which said that the IRS lacked the authority to make the allocation in question, would do with that regulation.


D. CONSOLIDATED RETURNS

[¶ 14,090]

Problems

1.  This problem is based upon Example 7 of Reg. § 1.1502-13(c)(7)(ii),  which is cited in the text but does not appear in the edited versions of the regulations.


As the problem itself suggests, if the common parent and the subsidiary were a single corporation, the provision of services would not result in either income or deduction.  Rather, the corporation would be required to capitalize the expenditure of $700 and amortize that amount over the 10 year useful life, producing an annual deduction of $70 per year.


As a separate corporation, CP would have income of $1000 and a deduction of $700, resulting in net intercompany income of $300, in the year in which the services are provided.  However, to match the results of a single corporation, CP would report only $700 of income and $700 of expense in that year.  As a separate corporation, S would be required to capitalize its cost of $1000 and depreciate that amount over 10 years at a rate of $100 per year.  In order to match the results of a single corporation, in each year in which S takes depreciation of $100, CP will be required to report income of $30 until the entire deferred income of $300 has been reported.


The net result, of course, will be that the consolidated group reports a net depreciation deduction of $70 in each of 10 years.


2.  The tiering up of basis adjustment is illustrated by Example 7 of Reg. §1.1502-32(b)(5)(ii).
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CHAPTER 15


S CORPORATIONS AND THEIR SHAREHOLDERS

Note to prior users: the organization of this chapter has been revised somewhat.

This chapter may be covered rapidly in two or three days but the material could usefully support several weeks of time in a course on pass-through entities or closely held businesses. For rapid coverage, you might omit or skim quickly over the election mechanics, details on the types of trusts that qualify as shareholders, and the calculations and complications stemming from the built-in gains tax and tax on passive investment income.

Subchapter S presents a number of unique instructional opportunities:

a. Subchapter S demonstrates the living nature of federal tax law. The broad statutory changes enacted in 1982 and later reforms evidence the adaptability of a heavily utilized area of the tax law to changed legal and economic conditions.  Particularly illustrative of this are the 1996 liberalizing reforms that relaxed the number as well as nature of permissible shareholders–enacted in deference to modern estate planning techniques, employee stock ownership plans, and vertical integration of corporate structures.

b.  Many of the interpretations of Subchapter S that exist today are in published and private letter rulings. Accordingly, a higher proportion of the materials in this chapter consists of such authorities. Those rulings present an opportunity to explore and to question the appropriate roles of the IRS and the courts in shaping a technical subject area such as Subchapter S: when have administrative interpretations been too generous and when too strict; what are the proper respective domains of the IRS and the courts?

c. The hybrid nature of the statutory regime of Subchapter S offers a natural opportunity to compare the legislative approaches of Subchapters S, C, and K and to address policy issues on specific matters as well as on the overall policy approach to taxing closely held businesses.

[¶ 15,000]


A.  INTRODUCTION TO CONDUIT TAXATION

For an instructor who chooses to allocate relatively little time to coverage of S corporations, at the least what seems worthy of emphasis is the continuing unique role of S corporations in this check-the-box era. That is, the S election makes conduit tax treatment available to: (i) a business required by local law to conduct corporate rather than partnership or LLC operations, as well as (ii) a corporation already in existence which, although eligible for unincorporated status, would be required to recognize income were it to liquidate in order to convert its corporate to a partnership or LLC status.


[¶ 15,020]

3.  ILLUSTRATIVE EXAMPLE

The instructor might wish to use the example:

(a) to contrast the essential differences between the classical system of taxing corporations and their shareholders under Subchapter C with the basic phenomenon of a pass-through of income and expenses from an S corporation to its shareholders;

(b) to demonstrate the workings of and reasons for the interplay between pass-throughs, distributions, and the basis of a shareholder’s stock; and

(c) to introduce the principle that various corporate tax provisions (other than the treatment of pass-throughs, distributions, and shareholders’ stock bases) apply to S as well as to C corporations (e.g., here, Section 351).

B. CREATION OF AN S CORPORATION

[¶ 15,025]

The organization of this chapter somewhat tracks the life cycle of an S corporation, beginning with its creation.

[¶ 15,030]

WIEBUSCH v. COMMISSIONER

This case obviously demonstrates the applicability of select statutory provisions of Subchapter C to S corporations, and hence the tax pitfalls in converting from unincorporated to either form of corporate status, S as well as C.  It also provides a platform for analyzing why, despite their identities for all nontax purposes, S and C corporations call for differences in planning right from the organizational stage forward.

[¶ 15,035]

Notes

1. As a sole proprietor, potential liability would be unlimited with respect to all but nonrecourse debts, contrasted with the more limited liability typically enjoyed by a limited partner, LLC member, or a corporate shareholder. Yet conversion to limited partnership or LLC status may be impossible if local law requires more than a single owner, or if it requires that limited partners assume general partner status on actively participating in management.  Nor is a decision to incorporate likely as a practical matter to be any more successful in deflecting responsibility for repayment of the business debts, for on transferring the assets and liabilities of the proprietorship to a corporation, limited partnership, or LLC, creditors typically require personal guarantees from the proprietor in all such situations.

2.  For other possible methods of avoiding income recognition when, as in Wiebusch, the assets have bases lower than the amount of the debts, see the materials at ¶¶ 2,165 et seq. as to incorporation.  What if a partnership or LLC had been formed? For tax purposes will Subchapter K apply if there is but a single owner? Moreover, under Subchapter K might the transferor have reportable income to the extent that debts deemed shifted from the transferor exceeded the basis of the transferred assets, either on the theory that the excess represented constructive cash distributions taxable under Section 731 or constructive sales proceeds taxable under Section 707(a)(2)(B)?  The IRS’s position is that a single member LLC that elects not to be treated as a corporation for federal tax purposes or a sole proprietorship is disregarded as a separate entity from its owner and that Subchapter K does not apply to such  a business enterprise.

3.  MAKING THE ELECTION

[¶ 15,055]

Notes

1. The corporate law ratification issue here is thorny. Absent ratification, the predating raises serious ethical problems. The answer is that the issues are better avoided.

2.  This Note raises another corporate planning question.  In one ruling the IRS found that, under state law, subscribers to stock had the rights of shareholders, so the taxable year began on the day the corporation received its charter.  Again, the answer is that these questions must be avoided by filing the election within two and one-half months from the date of incorporation.  However, the charter is probably not the type of asset that begins the tax year.

3.  Rev. Proc. 98-55, at ¶ 15,062, seems to present a fair procedural compromise.  It permits the lack of a timely election to be rectified without payment of user fees, provided action takes place fairly promptly–within twelve months of the original due date for the election–and hence not in an effort to benefit from hindsight.  A more costly procedure, of reviewable application to be decided by letter ruling, remains available for other cases.

[¶ 15,065]

Problems

1. The procedure outlined in Rev. Proc. 98-55 is ideally suited for these facts. C corporation must file Form 2553, without payment, and attach a statement of explanation of reasonable cause for lack of a timely filing.

The election is initially invalid for year 1 because the corporation failed to submit consent Form 2553 within two and one-half months of the start of its taxable year.  See § 1362(b)(1)(B).  However, application for relief from the tardy election fits the five conditions imposed by Rev. Proc. 98-55 if it is filed: (i) within 12 months of the original due date for a timely election for year 1, (ii) within the due date for the corporation’s tax return for that year, (iii) on completed Form 2553 which states at the top “FILED PURSUANT TO REV. PROC. 98-55,” (iv) with an attached statement explaining the reason for the untimeliness in filing, (v) and the corporation otherwise meets all of the requirements of an S corporation and election.

2. Here again the original consent form was not timely, despite the filing by March 15, because as of that date the ineligibility of one of the shareholders meant that, under Section 1361(b), the corporation was not a “small business corporation” eligible to make the election. Instead, the election is treated by Section 1362(b)(2) as made for the following taxable year. The procedure of Section 4 of Rev. Proc. 98-55 does not appear to pertain because eligibility for that relief is expressly limited by the Rev. Proc. to a corporation which “fails to qualify as an S corporation on the first day that S corporation status was desired solely because the Form 2553. . . was not filed timely pursuant to §1361(b)(1). . . .“ (emphasis added)

In any case, Section 1362(f) in addition provides for relief for an “ineffective election”–as in this case, an election that was invalid for failure to meet the requirements of Section 1361(b), provided the defect was “inadvertent”. This relief requires application for a private ruling and payment of user fees. Relief depends on the IRS determining that the defect was both inadvertent and rectified within a reasonable period of time after discovery. The corporation and each affected shareholder must agree to adjustments to bring the results into line with those that would have resulted had a valid S corporation election existed.

[¶ 15,070]

b.  Effective Date of Election

Although an election is timely for the current year only if made before or within the first two and one-half months of the corporation’s taxable year, an election can be effected immediately upon acquisition of a target corporation even after more than two and one-half months have elapsed since the start of its taxable year. To achieve this requires a new corporation (or deemed new corporation under Section 338) to be formed to carry out the takeover. The downside is that a possibly significant tax could be due on the transfer (or deemed transfer) of the target’s assets. However, one ameliorating consideration is that this plan would avoid future tax on otherwise built-in gains of the target.

c.  Who Must Consent to the Election

[¶ 15,075]

KEAN v. COMMISSIONER
As discussed in the Kean case, the beneficial owners are the persons who would have to report a corporation’s income if S status were elected, and, accordingly, they are the ones required to file consents to an S election.

[¶ 15,080]

Notes

1.  Yes, it seems reasonable given the impact of an election on all such parties.

3.  The costless, simplified procedure for relief outlined in Rev. Proc. 98-55 applies to facts where explanations and adjustments are likely to be much simpler, and the possibility of taxpayers benefitting from hindsight much lower, than in cases that either fall outside its very abridged time limits or that involve ineligible status or delayed shareholder consents, such as in Kean.  The simplified procedure in Rev. Proc. 97-48 would not be available in Kean due to the failure of all of the corporation’s shareholders to file their returns consistent with S corporation status.

4.  The placing of legends on the stock that warn of its nontransferability may at least prevent an S election from terminating due to a transfer to an ineligible shareholder who claims to be a bona fide purchaser entitled to retain the stock.

[¶ 15,085]

Problems
1.  Under Reg. § 1.1361-1(b)(3), Z will not be counted as a shareholder and need not consent until the earlier of when her stock vests or she makes a Section 83(b) election.

2.  Both X and Y count as but one shareholder under Section 1361(c)(1), yet each (because individually affected by the election) must consent under Reg. § 1.1361-1(e)(2).

3. Estates are eligible shareholders, and, regardless of how many and who are beneficiaries of the estate, the estate alone counts and (through executor X) must consent as a shareholder.  See Reg. 1.1361-1(e)(1) (last sentence).

[¶ 15,090]

C. ELIGIBILITY TO ELECT/MAINTAIN ELECTION

With pass-through treatment available for today’s sophisticated partnerships and LLCs, in which elaborate differentiations occur among ownership interests, it does indeed seem anachronistic to retain some of the rigid restrictions of Subchapter S, e.g., as to the permissible nature of shareholders and the requirement of only one class of stock.   Increased liberalization of the requirements seems in order so as to remove inefficient tax limits on choice of entity.

The question raised in the third paragraph asks reasons for the differing definitional requirements for S corporations from those applicable to the “small corporations” that are objects of Sections 1202 and 1244.  The answer appears in legislative history and intent. The S legislation was meant to assist small businesses by allowing business, rather than tax, considerations to determine the choice between corporate and partnership status.  As a result, the structural model approved by the S legislation is that of a typical small and simple partnership.  By contrast, the intent underlying Sections 1202 and 1244 was to provide incentives for encouraging new capital flows into select start-up ventures. As the opening paragraph implies, time may have come to liberalize the S requirements even further in the light of the greater latitude offered by LLCs and limited partnerships.

1.  SHAREHOLDER LEVEL REQUIREMENTS
[¶ 15,095]

a.  75 Shareholder Limit

The explicit purpose of Subchapter S was to help “small businesses” make decisions on whether to operate as partnerships or corporations, without that choice of form being driven by tax considerations.  The model chosen to carry this out was a closely held corporation with a limited number of shareholders (as well as a model which allocated income and expenses to owners in a simple manner--ratably according to respective ownership interests, causing the limitations on allowable shareholders discussed at ¶¶ 15,110 et seq.).  As indicated in the text, the permissible authorized number has grown to accommodate other developments in society and other regulatory rules, so that the original purpose has now been significantly diluted.  Rev. Rul. 94-43 appears to diminish if not completely abrogate the limit on the permissible number of shareholders.

[¶ 15,100]

REVENUE RULING 94-43

The seemingly broad implications of Rev. Rul. 94-43 warrant a careful analysis of how the ruling reached its conclusion.  It appears to rely on underlying legislative intent in upholding the acceptability of the organizational and shareholder structure at issue.

What seems to have been Congress’s intent behind the original 10-shareholder limit was to impose a cutoff that would limit Subchapter S relief to small closely held businesses. The 1982 expansion of the limit to 35 was wholly consistent; it redrew the permissible line at 35 shareholders to correspond with the private placement exemption under the Securities Act of 1933.  Rev. Rul. 94-43, by contrast, adopts a revisionist account of the congressional purpose.  It explains the numerical limit on shareholders as intended to ease the administrability of an S corporation.

Even if the ruling is correct in pinpointng administrative simplicity as the purpose of limiting shareholders’ numbers, does the structure reviewed in the ruling (of a partnership with several S corporations as partners) satisfy this goal? After all, engaging in a partnership relationship is hardly a simple exercise, entailing as it does agreements on allocations of earnings, distributions, transferability of interests, and other matters.  Thus, the very structure discussed in the ruling seems to belie the reasoning of that ruling.

[¶ 15,105]

Notes

2. The fact that the trust beneficiaries total 90 in number would not appear to create a problem. In accordance with the approach of Rev. Rul. 94-43, the 90 beneficiaries could divide into two equal groups of 45, or five equal groups of 18, with each group forming an S corporation. Those corporations could in turn form a partnership to conduct the operations (which would otherwise have been conducted by a single S corporation had the beneficiaries been limited to 75). Although the business would now operate in partnership rather than corporate form, the 75 individuals would still enjoy limited liability, free transferability of their equity interests, centralized management, and continuity of life  through their ownership of the S corporation that managed the partnership operations.

But see ¶ 15,155 of this Manual for a discussion of whether this technique of structuring would be efficacious in overcoming the ineligibility of one of the trust’s beneficiaries to serve as a shareholder of an S corporation.

[¶ 15,110]

b.  Nature of Authorized Shareholders, In General

As the text explains, corporations, partnerships, and most trusts are ineligible shareholders, given their potential for allocating income derived from S corporations other than ratably among beneficial owners. The provisions that disallow nonresident aliens as shareholders, and require that an S corporation be a domestic corporation, reflect a concern about the income of the corporation otherwise escaping taxation by the United States.  Are these justifications still pertinent, particularly in the view today of LLCs as alternatives to S corporations, and of withholding provisions and international cooperation among tax administrators that ease problems of collection from foreign taxpayers?

Beneficial owners are not the only ones who must be eligible shareholders and consent. For example, a partnership is an ineligible shareholder even if all the partners are eligible individuals. The same is true of most trusts. This is because, as the casebook explains, income and expenses that flow through partnerships or trusts could be allocated in a non–pro rata manner among the beneficial owners, contrary to the model intended by Congress of pro rata, per share allocation of an S corporation’s items of income, gain, expense, and loss.

[¶ 15,115]

2.  TRUSTS AND OTHER (IN)ELIGIBLE SHAREHOLDERS

To repeat, the presence of LLCs and limited partnerships, with diverse forms of owners and agreements among them about the taxable impact of operations, certainly seems to argue for liberalizing the limitations on permissible S shareholders.

[¶ 15,120]

a.  Grantor and Grantor-Like Trusts

Even before other recent liberalizations in qualified shareholders, grantor trusts and “qualified subchapter S trusts” had long been eligible shareholders. Their sole income beneficiaries preclude the possibility of complicated disproportionate allocations having the potential of shifting the enjoyment of income away from the one to whom it was taxed.

[¶ 15,125]

b.  Qualified Subchapter S Trusts (QSSTs)

The advantage of a QSST is that the beneficiary can be given an income interest only in the stock, thereby preventing inclusion of the stock in the beneficiary’s estate upon death. The disadvantage or limited utility of a QSST is due to the fact that rational estate planning often calls for the creation of trusts having multiple beneficiaries so as to permit the trustee to distribute income as circumstances warrant.

Somewhat anomalously, the QSST provisions in two circumstances give a single individual the unilateral ability to terminate a Subchapter S election: the failure to distribute the income of the trust, and the right of a successor income beneficiary to affirmatively refuse to consent to the election. The latter circumstance may be an historical accident; before 1983, all new shareholders could refuse to consent to the election.

Note that the beneficiary of a QSST is treated as the owner only of the portion of the trust that consists of the S corporation stock.  Presumably the remainder of the trust is taxed under the Subchapter J rules.

The distribution requirement assures that all income of the trust will be taxable to a single beneficiary, thus carrying out the congressional intent of administrative simplicity in taxing income of an S corporation.  Not all income of a QSST need actually be distributed; for whether or not distributed, the trust income attributed to S operations becomes reportable by the beneficiary as the constructive owner of that part of the trust. In other words, the distribution requirement applies only: (1) to income not derived from the S corporation, or (2) to actual distributions from S corporations themselves. Does the requirement that all distributions to a QSST in turn be distributed serve any useful purpose?

[¶ 15,130]

Notes

1. Subchapter S lends itself to corporate planning issues that should not be overlooked. For examples of extensive restrictions on S corporation stock, see Letter Ruling 8907016. It seems unlikely that the IRS would apply the inadvertent termination rule where a recalcitrant shareholder deliberately sought to void an S election through a stock transfer.

[¶ 15,140]

Problems
1.a. The grantor trust is an eligible shareholder; it is the same shareholder as the grantor, Emma.  She must consent.  See §1361(c)(2)(A)(i) and (B)(i).

b. The beneficiary is deemed owner of the trust under subpart E of part I of Subchapter J.  The  trust is an eligible shareholder; it is the same shareholder as the beneficiary-deemed owner, Emma’s daughter.  She must consent.  See §1361(c)(2)(A)(i) and (B)(i).  Therefore, the same result pertains as in Problem 1.a.

c. The former grantor (or grantor-like) trust is eligible for two years after the deemed owner’s death.  § 1361(c)(2)(A)(ii).  The estate of that deemed owner is required to file the election (through its executor).  § 1361(c)(2)(B)(ii).  However after two years there would be an inadvertent termination because of the ineligible shareholder. See § 1362(d)(2).

2.a.  Yes; the estate is an eligible shareholder, and the executor may incorporate and make the election. The election will remain valid so long as the stock is retained by the estate, unless administration of the estate is unduly prolonged.  See Problem 2.c. However, the election will terminate immediately on transfer of the stock to an ineligible beneficiary, such as the trust in this case (unless the trust is an Electing Small Business Trust).  See Problem 1.c.  By contrast, had Marcus incorporated, made the election, and then by will directed the executor to pour over the stock into the inter vivos trust, or had that stock been directed to a testamentary trust created by will as in Problem 4, the election would have remained valid for two years after the transfer to trust, even if the trust were not itself an eligible shareholder. See § 1361(c)(2)(A)(iii) and (B)(iii)

b. Although incorporation plus pour-over to an inter vivos or testamentary trust incident to direction from the decedent can be a useful estate planning device, here the election apparently will terminate immediately if the stock was not left by decedent in his will and the transfer is to a trust which is not a qualified beneficiary.  See Problem 2.a.

c. Until administration of the estate is “unduly prolonged” and the estate becomes a trust for tax purposes, which causes a termination of the S election because the trust is not an eligible shareholder.  See Old Virginia Brick Co. v. Commissioner, 44 T.C. 724 (1965), aff’d, 367 F.2d 276 (4th Cir. 1966).

3.a. Nothing need be distributed if this is a grantor or grantor-type trust; likewise, if it is a QSST, assuming that under state law the income of the S corporation is not included within trust accounting income.

b. $20,000 must be distributed.  This effectively assures that the trust will not be taxable on a portion of the trust income due to accumulated income, and that beneficiaries alone will be taxed on all trust income.  However, the purpose served by this is not obvious. That is, the treatment of all income from the S corporation as owned by the beneficiary would seem to suffice to carry out the congressional purpose of administrative ease in determining who is taxable on an S corporation’s income.

4. To repeat, a testamentary trust (i.e., one created by will) is an eligible shareholder for two years after a transfer of stock to it, assuming the executor of the estate consents to the S election.  See § 1361(c)(2)(A)(iii) and (B)(iii). Thereafter, the trust here would qualify as a QSST, and be eligible as a shareholder upon election by its beneficiary.  See § 1361(d). Upon her death the trust would terminate, because at that date all children were no longer younger than 21, and presumably the election would continue unless terminated by transfer of stock to an ineligible shareholder or by revocation of the election.

b. In the absence of an ESBT election, the trust becomes ineligible after two years elapse from the date of the deemed owner’s death, because it is no longer a QSST at that date.

However, status as an ESBT will permit it to continue as a shareholder.  See § 1361(e).

d.  Electing Small Business Trust (ESBT)

[¶ 15,150]

Problems
1.  A nonresident alien beneficiary typically disqualifies an inter vivos trust, unlike a testamentary trust, from status as an eligible shareholder, and thus precludes an S election by such a trust. This is true even of an ESBT. For although only the trustee need consent in the case of an ESBT, apparently all the current beneficiaries of the trust must be eligible shareholders, and in total all must not exceed the allowable ceiling of 75 in number.  Here, as a potential current beneficiary under the trustee’s sprinkling power, the nonresident alien would render the trust also ineligible to elect S status.

2. Apparently the trust here described would qualify as an eligible shareholder because the nonresident alien is not a potential current beneficiary. See Notice 97-49 and Reg. § 1.1361-1(m)(1) cited in the text at footnote 1 to ¶ 15,145.

[¶ 15,155]

e.  Nonresident Aliens: Ineligibility as Shareholders and Trust Beneficiaries

The approval by Rev. Rul. 94-43, at ¶ 15,100, of a partnership among S corporations whose total shareholders exceed 75 in number, does not necessarily presage approval of an analogous structure involving nonresident aliens. The ruling implicitly calls for an inquiry into whether the purpose underlying the ineligibility of nonresident aliens as shareholders would be defeated by upholding the structure. Therefore, given that the apparent purpose of their disqualification was Congress’s desire to be sure that tax on S corporate operations would be collected, co-ownership of the partnership–not of the S corporation itself–by nonresident aliens would not appear to create a problem. For even if the partnership’s income were regarded as generated by the S corporation, withholding of tax by the partnership on the nonresident aliens’ distributive shares would prevent frustration of the congressional purpose underlying the bar on nonresident aliens serving as S shareholders.

3.  CORPORATE LEVEL ELIGIBILITY REQUIREMENTS

[¶ 15,170]

a.  Permissible Affiliate Status

On the one hand, the 1996 legislative amendment on affiliate status seems to promote two welcome goals, both apparently intended by Congress: first, the facilitation of corporate takeovers by an S entity, and second, the conduct of S operations through vertically integrated chains of S corporations operating as parents and subsidiaries. On the other hand, one questionable byproduct of the liberalized rules is the creation of a newfound possibility for an S corporation to insulate some of its operations from pass-through treatment by dropping those operations down to a controlled C subsidiary.  Furthermore, why is the opportunity to operate an S subsidiary made available only if the parent S corporation meets the exacting requirement of owning all 100 percent of the subsidiary? Why bar other eligible noncorporate co-shareholders, at least if all the shareholders together, including shareholders of the upper-tier parent corporation, do not in total number exceed the usual 75-shareholder cap?

[¶ 15,175]

b.  The Wholly Owned “Qualified Subchapter S Subsidiary”

Notice the several possible tax traps for the unwary that seem to arise when a parent of a QSSS disposes of any of its stockholdings.  First is the potential Section 357(c)(1) problem (mentioned in the text) which arises in the event that, at the time of the parent’s stock disposition, the subsidiary’s liabilities exceed the bases of its assets. Second, although persons eligible to be shareholders of an S corporation purchase all the stock, a new S election cannot be made for five years.  Finally, might a taxable constructive liquidation–reincorporation result, unprotected by the reorganization provisions, if sufficient changes occur in the ownership and composition of the assets of the former QSSS?


[¶ 15,180]
c.  One Class of Stock

No effort has been made in the legislative reforms to relax the requirement that an S corporation have a single class of stock. Ought this to be relaxed or even scrapped in the interest of economic efficiency/neutrality, given the congressional tolerance of elaborate and complicated allocations possible under the pass–through regime of Subchapter K?

[¶ 15,185]

REVENUE RULING 85-161

In this ruling, only shareholder D’s shares were subject to restrictions both as to price (book value) and freedom of disposition.  As evidenced by the ruling, even prior to the adoption of the regulations on the one class of stock requirement, the IRS had very liberally overlooked differences among shareholders in their economic interests per share provided the differences did not relate to the current allocation of income.

[¶ 15,190]

Notes

1. The facts of Rev. Rul. 85-161 should meet the requirement of a single class of stock if indeed the test is that suggested by Portage Plastics, of whether all amounts of the S corporation’s income that were taxed to a shareholder will be received by that very shareholder despite restrictions and differences among stockholdings.  That is, “book value”–the amount to which shareholder D was entitled on disposition–typically reflects all corporate income already recognized and passed through to its shareholders. (True, the book value of D’s shares would decline correspondingly if another’s shares were earlier redeemed at a price above book value, but nothing in the facts suggested that such an eventuality might occur.)

In any event, the regulations would today produce the same result as in the ruling, at least if tax avoidance was not the principal purpose for the agreement. The regulations treat a stock purchase agreement as complying with the requirement of a single class of stock when the price calls for either fair market value or book value.

4. Compliance with the criteria for safe harbor debt provides complete assurance that “debt” instruments potentially construed by the general tax law as disguised equity will not be so characterized when testing for violations of the one class of stock requirement of Subchapter S.

Quite likely, safe harbor debt will be treated as debt for all purposes under Subchapter S.  One possible exception is where the taxpayer seeks to retire the debt in a transaction that would not be treated as an exchange under Section 302 and at a time when the corporation has earnings and profits accumulated while it was a C corporation. This could result in dividend income taxable under the terms of Section 1368.

It also seems likely that if the safe harbor debt calls for unreasonably high interest, the excess amount will be disallowed as interest. This would reduce the interest deduction of the S corporation while correspondingly increasing the income allocations to the shareholders. Conversely, if the debt calls for inadequate interest, the application of Section 7872 to S corporation debt would increase the income of the holder of the debt but, contrary to the result in a C corporation, would reduce the income of the other shareholders in the corporation.  You might want to ask whether there is any point in the IRS seeking that result.  If the debt holder is a parent in a higher tax bracket than other shareholders, there would be.  But, note that Section 1366(e) also requires that a reasonable return be paid on debt held by family members.

In theory, the very liberal attitude of the regulations, as to compliance of debt instruments and agreements with the single class of stock requirement, may have exceeded congressional intent.  If so, this is a victory for affected taxpayers that is not likely to be challenged in court by taxpayers in fact desirous of pass-through treatment.  Moreover, the safe harbor debt rules reduce the need for private rulings that might otherwise have served to screen violations of the requirement of a single class of stock.

d.  Avoiding Corporate Limitations by Multi-Tier Structures and Partnerships

[¶ 15,200]

Note

As indicated in Rev. Rul. 94-43, at ¶ 15,100, and the discussion at ¶ 15,155 of this Manual, the 75 shareholder limit and other statutory restrictions on eligible corporations may well be avoided by creative structurings, even without a business purpose, provided those structurings do not run afoul of the underlying congressional purpose for the restrictions in question.  (The partnership anti-abuse regulations sound a like call.) The point of the questions and observations is to bring out how probable it is that an S corporation may be able to circumvent restrictive features of Subchapter S through the use of multi-tiered structures.  (You may have to explain that under Section 704(b) a lower-tier partnership may make disproportionate allocations of its income and loss among its S and C corporation shareholders.)

Nonetheless, in view of the statutory purpose underlying the ban on affiliated status, are there some organizational structures, including that described in Letter Ruling 8819040, at ¶ 15,195, that should not be permitted?  In that ruling, 16 percent of the partnership’s income was due to contributions toward expansion made by the C corporation, and not a siphoning off of amounts attributable to the S corporation. However, might the outcome have been different if a shareholder of the S corporation also owned the C corporation?  In that event, might the partnership operations have been attributable to the S corporation without all its income being taxed to shareholders of the S corporation?

4.  IMPACT OF INELIGIBLE AND QUASI-INELIGIBLE SHAREHOLDERS
[¶ 15,210]

Notes

1.  It is worth observing throughout these materials that Subchapter S was designed to be of assistance to small, unsophisticated businesses, but that relatively sophisticated tax advice is required to navigate Subchapter S.  It is therefore not surprising that relief is generally forthcoming in the event of inadvertent violations.

As indicated in Letter Ruling 8814042, at ¶ 15,205, the IRS in reasonable exercise of its discretion may overlook irregularities and allow them to be rectified if it finds: (i) inadvertent defects; (ii) attempted to be corrected within a reasonable time; and (iii) that no tax avoidance would result from allowing the corporation to be treated as an S corporation during the period of technical ineligibility for the election.

3. Inadvertence seems to mean anything that was not intended to terminate the election. However, the question asked seems an extreme case. Presumably such a well-advised shareholder knew that trouble was being created for the S election when the stock was placed in a trust with multiple secondary income beneficiaries.

D.  REPORTING OF NET INCOME FROM OPERATIONS

1.  CORPORATE LEVEL COMPUTATIONS AND DETERMINATIONS

[¶ 15,220]

a.  Computations, In General

The pass-through regime of Subchapter S generally results in an S corporation’s day to day operations and investments being taxed as though incurred by an individual, although sometimes not.  The occasional discontinuity of treatment is illustrated by the decision of Rath v. Commissioner, 101 T.C. 196 (1993).  Its denial of an ordinary loss under Section 1244 to an S corporation seems particularly anomalous in that Section 1244, like Subchapter S itself, was designed to ameliorate negative tax consequences from choosing to operate in corporate form.


[¶ 15,230]
c.  Accounting Methods and Other Elections

The Section 267 rule is extraordinarily broad.  Under subsection (e) the deduction would be deferred if the payment were made to the brother of a one-percent shareholder.  See § 267(e)(1)(B)(ii), (e)(1)(D), (e)(2)(B), (b)(1), (c)(4).

[¶ 15,240]

e.  Distributions of Property in Kind

As demonstrated in the illustrative example at ¶ 15,020, shareholders of S corporations typically receive noncash property distributions from their corporations as tax free returns of capital, just as do their counterparts under Subchapter K, although the former in contrast to the latter account for receipts at fair market value rather than with a carryover or substituted basis. Compare § 1368, with § 732.  The difference stems from the contrast between the entity and aggregate approaches employed by Subchapters C and K.  Whereas an “entity” approach does seem appropriate to transfers between shareholders and separate legal entities constituting corporations, what seems questionable is why and when the aggregate rather than entity approach remains warranted in the LLC and limited partnership context, particularly in view of the statutory complexities (as in Section 732(c)) that today accompany the aggregate approach.

Notice that despite the application of the entity approach of Subchapter C to the tax treatment of the S corporation as well as its shareholders, (contrasted to the usual tax free treatment of noncash property distributions by a partnership or LLC under Section 731(b)), double taxation in the S corporation context will not result from distributions of appreciated property.  Instead, although the S shareholders by virtue of the pass-through regime face an immediate tax liability on the corporate gain from distributions, this gain becomes reflected in an increase in the basis of the shareholders’ stock. The effect is to decrease the gain that would otherwise have been reportable in the future on that stock.  If loss property is distributed, although the loss is not immediately recognized due to Section 311(a), the loss is preserved in the basis of the shareholders’ stock, which is reduced only by the value of the property distributed.


[¶ 15,245]

Problems
1. Under the general rule in Section 1366(b) and Reg. § 1.1366-1(b)(1) that characterization of an S corporation’s gain or loss from the sale of property is made at the entity level and then flows through to the shareholders, the S corporation’s gain from the sale of the property should be treated as long-term capital gain, notwithstanding that one of its shareholders is a real estate dealer (unless the S corporation makes substantial improvements to the property that convert it into “dealer property” under Section 1221(a)(1) and run afoul of the tests of Section 1237). The reverse is also true: if the S corporation were a dealer, Marguerita could insulate her individual holdings from that characterization. The results in the partnership area are less positive for the taxpayer. See § 751(d)(4).

2.  Under Reg. § 1.1366-1(b)(2), if the S corporation is “formed or availed of . . . for a principal purpose of selling or exchanging contributed property that in the hands of” Marguerita would not have produced capital gain if sold, then the gain recognized by the S corporation will be treated as ordinary income rather than capital gain.  We would need more facts to know whether the principal purpose test is met here, but if it were, all of the S corporation’s gain from the sale of the property would be treated as ordinary income (not only the pre-contribution gain and not only the portion of the gain allocable to Marguerita).

3.  Under Section 311, the corporation recognizes $600 of gain on distributing Asset X to Tom, but does not recognize the $300 loss on its distribution of Asset Y to Dick (unless the property were distributed in complete liquidation and in compliance with the requirements of Section 336(d)).  Under Section 301(b), each shareholder is treated as receiving an $800 distribution (i.e., the fair market value of the property and the amount of cash distributed).  (As discussed later in this chapter, none of the three shareholders is taxable on the distribution under Section 1368(b)(1), except to the extent the distribution exceeds the shareholder’s stock basis.)  In turn, Tom and Dick each obtains a fair market value basis of $800 in the distributed property under Section 301(d), and, under Section 1367(a)(2)(A), reduces the basis pro tanto for his stock in the S corporation.  Mary reduces her basis in the S corporation’s stock by the $800 of cash that she receives in the distribution under Section 1367(a)(2)(A).  (As discussed later in this chapter, the amount of the $800 distribution in excess of stock basis is taxed to the shareholder as capital gain under Section 1368(b)(2).  However, note also that as covered later in Problem 3, at ¶ 15,285, the corporation’s recognized gain on the distribution of Asset X to Tom will be reported ratably by the shareholders and increase the respective stock basis of each accordingly.)

2.  SHAREHOLDERS’ REPORTING OF CORPORATE INCOME AND EXPENSES

[¶ 15,255]

b.  Allocation in Proportion to Stock Ownership

It seems worth reminding students that the ability to allocate income and losses specially among partners is frequently heralded as a major advantage of Subchapter K over the rigid pro rata allocations dictated by Subchapter S.

[¶ 15,260]

Problems
1. Under Sections 1366(a) and 1377(a)(1), of the $40,000 of gain, $20,000 would be allocated to Father and $10,000 to each of the children. It is interesting that both the S corporation and the partnership rules are mandatory–and inconsistent. Perhaps, as suggested at ¶ 15,240 of this Manual, the “aggregate” principle from partnership taxation seems theoretically less appropriate to Subchapter S tax results than does the entity principle from the Subchapter C area.  Moreover, the ability in the corporate area to shift tax on what is as yet an unrealized gain on contributed properties may be supported by analogy to the ability of a donor to shift unrealized gains on gift property to a donee.  In any event, however, the utter complexity of Subchapter K on special allocations and built-in gains and losses may be inappropriate to S corporations as a matter of policy.

You might want to raise a question as to whether the contribution of the property could be ignored, and the gain attributed solely to Father, if the sale of the realty occurred too soon after incorporation or was prearranged.

2. The use of debt in S corporations can create some tricky problems. Here, both shareholders have made the same investment, but, under Sections 1366(a) and 1377(a)(1), 75 percent of the loss must be allocated to Abel to reflect his proportionately greater stock ownership in the corporation. Thus, $30,000 of the loss would be allocated to Abel (and reduce his basis in the stock to zero under Section 1367(a)(2), although Abel could not deduct any additional losses until he increases the basis in his stock (see § 1366(d)(1)(A)).  Bakker, on the other hand, could claim the entire $10,000 loss allocated to him (which would reduce the adjusted basis in Bakker’s stock to zero under Section 1367(a)(2)), and any additional losses allocated to him up to $20,000, because losses can be applied against the basis of debt as well as stock under Section 1366(d)(1).

c.  Family Owned S Corporations
[¶ 15,270]

SPECA v. COMMISSIONER

The appellate court identifies four factors consistently used in deciding whether to respect an individual’s status as a shareholder of an S corporation, finds none of the four satisfied on the facts before it, and therefore upholds the trial court’s determination to tax all of the income to the parents. The only hard question is whether a finding in favor of the taxpayers could have been affirmed.

[¶ 15,275]

Notes

1.  As the Kirkpatrick case cited in Speca shows, appointment of a guardian or other legal representative might well have altered the outcome.

2.  In S corporations, the only issue appears to be the validity of the stock transfer. The case law involving partnerships, particularly service partnerships, is far more hostile.

3.  As Krahenbuhl correctly observes, the reason for the inquiry into the reasonableness of compensation for services and capital differs under Sections 162(a) and 1366(e), the former being for the purpose of determining the legitimacy of deductions and the latter for determining the proper taxpayer responsible for reporting an S corporation’s income.  It does not follow, however, that different criteria should be applied. Comparability data on compensation under like circumstances should again be relevant.

4. and 5.  Authorities are sparse on these questions. The Speca case, at ¶ 15,270, held that “the income from the stock” was taxable to the transferor-parents who no longer owned any stock, rather than to the children.  Under prior law the courts simply increased the constructive dividend taxed to S corporation shareholders.

6. The point here is that Section 1366(e) applies by its terms only to underpayments. Overcompensating the children can have the same result. The IRS always has the authority to recharacterize the payments to what they are in substance. Purported compensation could be recharacterized as a disguised distribution–an event that does not alter the proper reporting of the corporation’s income on a pro rata, per share basis.

3.  IMPACT OF OPERATIONS ON SHAREHOLDERS’ BASIS

[¶ 15,280]

a.  In General

The language in Section 1367(a)(2)(D) concerning “not properly chargeable to capital account” may need some explanation. Payments that are properly capitalized do not reduce basis when made but rather reduce basis when the loss or deductions they generate may be claimed.

[¶ 15,285]

Problems
1.  Under Section 1366(a)(1)(B), the shareholder obviously reports the passed through nonseparately computed net income from operations of $1,400 (i.e., income from operations of $2,000 minus the $600 salary expense), which together cause a net increase of $1,400 in that shareholder’s stock basis under Section 1367(a)(1)(B). The tax-exempt interest income causes an additional $500 increase in basis under Sections 1366(a)(1)(A) and 1367(a)(1)(A), not taxable income. The $50 fine is not deductible but reduces the shareholder’s basis in the stock under Section 1367(a)(2)(D). The $100 medical expense also is not deductible; most likely it would be treated as a constructive distribution to the shareholder, which would be nontaxable under Section 1368(b)(1) and reduce her stock basis under 1367(a)(2)(A).  As discussed further below, the $2,300 distribution on May 31 also is nontaxable under Section 1368(b)(1) and reduces her stock basis under Section 1367(a)(2)(A). The following summarizes the effect of the year’s events on the basis of the shareholder’s stock:

Initial basis 
              $1,000   


Net income from operation
$ 1,400                


Tax-exempt interest
      500                


Fine for speeding
   (    50)               


Shareholder’s medical expense
   (  100)               


Purchase of land 
          0                


May 31 distribution
   (2,300)    (550)  

Year end basis                                                                                           $  450   

Note that if the May 31 distribution had been deducted from the shareholder’s stock basis when it occurred, the shareholder would have had to report gain under Section 1368(b)(2), the result of which income would have prevented a negative basis for the stock.  In fact, however, where interests in the corporation do not change, all adjustments to basis, including those for distributions, are made at the end of the year. Moreover, the increases in basis in Section 1367(a)(1) are made before the decreases to basis in Section 1367(a)(2), and decreases to basis to reflect distributions in Section 1367(a)(2)(A) are made before taking into account losses or the other decreases in basis in Section 1367(a)(2).  See Reg. §§ 1.1367-1(f) and 1.1368-1(e)(2); see also 1368(d)(1).  Thus, at year end, the shareholder’s basis would be adequate to cover the distribution.  Hence, the May 31 distribution would be free of tax under Section 1368(b)(1).

2.  Under Sections 1366(a) and 1377(a)(1), $2,000 apiece would be taxed to the mother and the son.  While the son’s basis on the date of the gift would have been $15,000 under Section 1015, by year end it should be increased to $19,000 by the income taxed to both himself ($2,000 increase under Section 1367(a)(1)) and his mother (a $2,000 increase to her basis, treated as occurring before the gift, under Section 1367(a)(1) and carried over to Mark under Section 1015).

3.  The $600 realized gain in Asset X is recognized under Section 311, and allocated ratably to Tom, Dick, and Mary under Sections 1366(a) and 1377(a)(1). At year’s end, this causes a $200 increase in the stock basis of each under Section 1367(a)(1).  This increase in basis would occur before any decrease to stock basis by reason of the shareholders’ receipt of the distributions under Section 1367(a)(2)(A).  See Reg. §§ 1.1367-1(f) and 1.1368-1(e)(2); see also 1368(d)(1).  Thus, none of the three shareholders is taxable on the distribution under Section 1368(b)(1).  Tom’s basis is then reduced by the $800 value of the property under Section 1367(a)(2)(A). The loss on Asset Y is not recognized under Section 311.  Dick’s basis would be reduced by $800 (the value of Asset Y) under Section 1367(a)(2)(A).  Mary’s basis also would be reduced by the $800 cash distributed to her under Section 1367(a)(2)(A).

4.a.  There is an obvious trap here. Byrned is not entitled to the corporate basis: his basis for the stock is $1,000 and that is the maximum amount of loss that can be claimed currently under Section 1366(d)(1)(A).

b. Answer to first question: corporate borrowings that yield a cost basis, or distributions of other assets. Answer to second question: unrealized gains, including goodwill.

c.  Loan $10,000 to the corporation.

[¶ 15,287]
b.  Effect of Cancellation of Debt Income at the Corporate Level
Congress has now settled the issue considered by the Supreme Court in Gitlitz (at ¶ 15,288).  The provisions of Section 108 continue to be applied at the S corporation level under Section 108(d)(7), but cancellation of indebtedness income excluded under Section 108 does not increase an S corporation shareholder’s basis in the stock under Sections 1366(a) and 1367(a)(1)(A).  Nevertheless, the decision is included to provide a context for the congressional fix and to serve as a vehicle for discussion of different theories of statutory interpretation, the role of tax policy considerations in interpreting statutory provisions, and the interplay between the S corporation provisions and the provisions of Section 108.  The questions raised in Notes 1-3 at ¶ 15,289 are intended to provoke discussion of these and other issues.

[¶ 15,290]

c.  Relevance of Loans by Shareholders

The text questions whether the fact that losses can pass through up to the cumulative amount of debt plus stock (under Section 1366(d)) removes any reason from a tax perspective for a shareholder to advance funds to an S corporation as a contribution rather than as a loan, or vice versa. (Obviously from a nontax perspective the investor has less economically at risk in the venture by advancing funds as a loan rather than contribution, provided other creditors do not insist on subordinating that shareholder’s loans to their claims–a big if!)

To be sure, many of the usual tax incentives for preferring loans to a corporation over contributions are not present in the S context: (i) the interest deduction on a loan to the corporation would simply pass through to the shareholders as would the offseting interest income; (ii) eventual distributions in repayment of the advanced funds are likely to be tax free to the payee whether characterized as payments on principal or as redemption proceeds; (iii) nor are justifications for avoidance of penalties on accumulated earnings of concern to the S corporation.

Nonetheless, some important tax distinctions turn on the nature of the funding by the shareholder. For one thing, when property in kind rather than cash is the subject of the funding, its basis to the recipient corporation could be a carryover basis under Section 362(a) rather than a cost basis under Section 1012 if an equity contribution rather than loan transaction accounted for the corporate acquisition. On the other hand, the transferor may be in a better tax position as a result of funding by way of contribution rather than loan, particularly as in Wiebusch (at ¶ 15,030) where the debts of the corporation otherwise exceed the basis of assets acquired by it from the transferor.

[¶ 15,295]

BOLDING v. COMMISSIONER

This case illustrates the type of evidence relevant to, as well as the importance of, establishing that funding from an outside creditor was advanced to an S corporation’s shareholder rather than to the S corporation itself.

[¶ 15,300]

Notes

1.  As recounted in the Bolding opinion, so many facts in the record pointed to a conclusion that the bank loaned to the shareholder rather than to the corporation that it is hard to imagine why the government brought the case or how a trial court finding in its favor could have been sustained.  Perhaps most importantly, all loan documents were in the shareholder’s name and signed by him in his individual capacity, not as an officer of the corporation; and credit and financial information on which the lender relied pertained to the shareholder only rather than the corporation.

3.  Only a slight difference. The economic cost/outlay by the guarantor is somewhat less in present value terms at the date when a guarantee is given than at the date when honored. The guarantee of an S corporation’s debt to a third party is analogous to a contingent borrowing.  It reduces the guarantor’s creditworthiness and ability to borrow for other purposes by, for example, denying the guarantor any other uses of the accompanying collateral.

4.  Yes. Once the guarantee is honored by making a payment to the creditor, the guarantor is in a similar position to a debtor who borrows and repays the bank loan (except for the guarantor’s added right of subornation) . Thereafter, the guarantor-shareholder will be entitled to claim the losses that the S corporation generated but that could not be claimed by the shareholder before because of an absence of basis. Thus, the effect of the IRS’s position is timing–deferral of the shareholder’s ability to claim losses until an actual payment is made on the guarantee.

[¶ 15,305]

REVENUE RULING 75–144

This ruling concludes that a shareholder who guaranteed an S corporation’s debt, but who was unable to claim a pass-through of corporate losses on that ground, became entitled thereto upon later substituting his own promissory note for the corporation’s debt and note.  The guarantor was treated as “paying” the debt once his own note was accepted by the bank in lieu of the original corporate debtor’s note.

[¶ 15,310]

Note

The typical judicial and administrative refusal to grant a basis to a shareholder who contributes a promissory note to a controlled corporation no doubt reflects an understandable concern about the legitimacy of the note and the maker’s intent to pay it at maturity. However, little reason seems to support the reluctance of the Tax Court to acknowledge the validity and economic outlay entailed in furnishing one’s own promissory note to a third party creditor. To repeat, the guarantee of an S corporation’s debt to a third party does, in fact, impose an economic cost/”outlay” on the guarantor, analogous to a contingent borrowing.  It reduces the guarantor’s creditworthiness and ability to borrow for other purposes.

[¶ 15,315]

d.  Restoration of Basis

The question raised at the conclusion of this discussion is meant to emphasize that the phenomenon of pass-through of losses attributable to debt, and of subsequent restoration of the debt by pass-through of income, has the effect of correlatively decreasing the amount that can be distributed tax free as a return of a shareholder’s stock investment in the S corporation.

E.  DISTRIBUTIONS

[¶ 15,335]

1.  EARNINGS AND PROFITS

This discussion is meant to highlight for students that an S corporation which has always operated as such is not immune to the tax complications that attend so–called “midstream” elections.

2.  CORPORATIONS LACKING EARNINGS AND PROFITS

[¶ 15,340]

This repeats what has been covered earlier: the fact that most distributions by S corporations are tax free to the recipient- shareholders under Section 1368(b)(1).  (But recall that distributions consisting of appreciated properties will generate taxable gains for the distributing corporation under Section 311 to be, in turn, passed through as income to the shareholders under Section 1366(a).)

3.  CORPORATIONS HAVING EARNINGS AND PROFITS

[¶ 15,350]

a.  Accumulated Adjustments Account

The effect of tax-exempt income on AAA is discussed below.

The AAA could become negative through losses but not through distributions. The effect of a negative account is to defer tax free distributions until the deficit has been restored.

[¶ 15,360]

c.  Elective Second Tier Distributions

The election might be made by shareholders who think that taxes on dividend income attributable to distributions of accumulated earnings and profits would be lower currently than in the future. However, a more common explanation for the election is to rid the corporation of accumulated E&P that would otherwise cause the corporation to be penalized for passive investment income.

[¶ 15,365]

d.  Pre-1983 S Corporations

If the corporation has pre-1983 PTI accounts, it probably also has earnings and profits accumulated during the same period of time. The placement of PTI distributions between first and second tier distributions means that some shareholders will be receiving tax free distributions while other shareholders, who may have entered the corporation after 1982, are receiving second tier distributions taxable as dividends under Section 1368(c)(2).


[¶ 15,370]


Problems
1.  The distribution is entirely tax free to High under Section 1368(b)(1) and reduces his stock basis to $825 under Section 1367(a)(2)(A). The distribution is tax free to Low under Section 1368(b)(1) to the extent of her former $125 basis, which the distribution reduces to zero under Section 1367(a)(2)(A). The extra $50 is taxed as a capital gain to Low under Section 1368(b)(2).

2.  $100 of income would be allocated to each shareholder under Section 1366(a), increasing each shareholder’s basis by that amount under Section 1367(a)(1) at the end of the year.  The year-end basis is available to shelter distributions made during the year (the tax consequences of those distributions are analyzed at the end of the corporation’s taxable year) and the increases to basis at year end under Section 1367(a)(1) are made before the distributions are analyzed under Section 1368 and stock basis is reduced under Section 1367(a)(2)(A) to reflect the distributions.  See Reg. §§1.1367-1(f) and 1.1368-1(e)(2); see also 1368(d)(1).  The distribution to Low would now be free of tax under Section 1368(b)(1).  High’s basis would be increased by $100 under Section 1367(a)(1) to $1,100 and then decreased by the $175 nontaxable distribution under Section 1367(a)(2)(A) to $925.  Low’s basis would be increased by $100 under Section 1367(a)(1) to $225 and then decreased by the $175 nontaxable distribution under Section 1367(a)(2)(A) to $50.

3.  One question these facts raise is why Low’s basis is less than her allocable share of the AAA account.  It could be that Low bought into the corporation at a low price, (e.g., because of unrealized losses on assets or threatened lawsuits).  It is also possible that Low received an earlier distribution in redemption of some of her shares; this would have reduced her basis by more than the proportionate reduction in AAA attributable to those redeemed shares.  In any event, once again the results to the shareholders are as in Problem 1. The presence of E&P presented a danger of ordinary income on the distributions, unlike Problem 1, in which the AAA sheltered the distributions from that treatment under Section 1368(c)(1).

Accordingly, this first tier distribution is entirely tax free to High under Sections 1368(c)(1) and 1368(b)(1) and reduces his stock basis to $825 under Section 1367(a)(2)(A). The distribution is tax free to Low under Sections 1368(c)(1) and 1368(b)(1) to the extent of her former $125 basis, which the distribution reduces to zero under Section 1367(a)(2)(A). The extra $50 is taxed as a capital gain to Low under Section 1368(b)(2).

Under Reg. § 1.1368-2(a)(3)(iii), the corporation’s AAA account is reduced here to zero (i.e., the AAA account is reduced by the entire $350 of first tier distributions even though Low  was taxed on $50 of the distribution under Sections 1368(c)(1) and 1368(b)(2)).

4.  According to Section 1371(a), Subchapter C governs redemption and liquidating distributions made by an S corporation except to the extent that provisions within Subchapter S are inconsistent with such treatment.  In fact, because of statutory differences within the two subchapters, distributions from an S corporation usually fare quite differently from those made by a C corporation.

In the Subchapter C context, how a shareholder is taxed upon receipt of a distribution from a C corporation which is possessed of earnings and profits depends on whether constructive dividend vis-a-vis sale or exchange treatment would be more appropriate.  On the facts of Problem 4, the $9,000 distribution to the sole shareholder would, as a pro rata distribution, necessarily attract ordinary dividend income to the extent of the $5,000 of E&P, unless it were made in partial or complete liquidation of the distributing corporation. The $4,000 excess distribution will be a tax free return of capital to the recipient, causing a decrease in basis by that same amount.

By contrast, for the shareholder of an S corporation, although nothing could be dividend income in the absence of E&P, the presence of $5,000 of E&P might conceivably produce dividend income. This would be less likely than in the case of a C corporation, however, even if the distribution failed to be characterized as a redemption, (i.e., as other than incident to partial or complete liquidation).  See Rev. Rul. 95-14, at ¶ 15,375.  That is, in the absence of an election to the contrary, a dividend distribution by an S corporation will be deemed to come from the following four sources in successive order:

(i)  The first deemed source is AAA, distributions from which are fully tax free to the recipient under Sections 1368(c)(1) and 1368(b)(1) (or are capital gain under Section 1368(b)(2)). On these facts, under Section 1368(e)(1)(A) and Reg. § 1.1368-2(a)(1) and (2), the AAA consists of the $3,000 of taxable income earned since 1982, although not the $12,000 of tax-exempt interest income. Thus, the distribution will be tax free to the extent of $3,000. (The effect of not including tax-exempt income in the AAA is to defer the tax free distribution of that income until after earnings and profits have been distributed. The provision is overkill. It is designed to prevent a corporation from selling a business, electing Subchapter S, and investing the proceeds of the sale in tax-exempt securities.) The shareholder’s stock basis is reduced by the nontaxable distribution of $3,000 under Section 1367(a)(2)(A) from $20,000 to $17,000.

(ii) Second, under Reg. § 1.1368-1(d)(2), excess distributions over AAA are also tax free under Section 1368(b)(1) (or capital gain under Section 1368(b)(2) if in excess of the shareholder’s stock basis) to the extent of a distributee’s “PTI” account (“previously taxed income” to that distributee accumulated by the S corporation from years predating 1983).  To the extent that this portion of the distribution is nontaxable under Section 1368(b)(1), the shareholder’s stock basis is reduced pro tanto under Section 1367(a)(2)(A). This portion of the distribution does not decrease either the corporation’s AAA account or its earnings and profits.

(iii) Third, the balance of the distribution is next chargeable to accumulated earnings and profits, to the extent thereof, and thus taxable to the recipient as dividend income under Section 1368(c)(2). Thus, a second tier distribution occurs here to the extent of $5,000 and the shareholder has $5,000 of ordinary dividend income.  Under Section 312(a)(1), the corporation’s earnings and profits are reduced to zero.

(iv)  Fourth and finally, as with a C corporation, any remaining amount in excess of accumulated earnings and profits becomes a payment in exchange for the distributee’s S stock (i.e., a return of capital up to basis with the excess typically reportable as capital gain) under Sections 1368(c)(3) and 1368(b).  Here, the remaining $1,000 will be tax free to the shareholder and reduce the basis of the stock by this additional $1,000 beyond the first-tier distribution under Section 1367(a)(2)(A) from $17,000 to $16,000.

Instead, if the $9,000 were characterized as a redemption, the result at the shareholder level would again be sale or exchange treatment just as with a distribution in redemption by a C corporation. To the distributee this means that, regardless of source, the distribution is taxed as a return of capital up to the distributee’s basis in the redeemed stock, with the excess typically taxable as capital gain. At the corporate level, reductions will be made in the corporation’s AAA (under Section 1368(e)(1)(B)) as well as in its PTI and accumulated earnings and profits accounts, in a fractional amount proportionate to the amounts in those accounts attributable to the distributee’s redeemed shares.

5.  The point here is that an original issuance of stock thins out the AAA relative to each shareholder.  Prior to the issuance of the additional 500 shares of stock, each shareholder could receive $60,000 free of tax under Sections 1368(c)(1) and 1368(b)(1); after the distribution only $40,000 could be received tax free under Sections 1368(c)(1) and 1368(b)(1). This result is another effect of the AAA account being a corporate-level account under Section 1368(e)(1) and Reg. § 1.1368-2, which is not apportioned among the shareholders, unlike the PTI accounts under the pre-1983 Subchapter S law. 

e.  Redemptions

[¶ 15,375]

REVENUE RULING 95-14

On the facts of this ruling, parent and child owned all of the stock of the S corporation, so that the redemption of shares from the parent was treated as a constructive dividend. The ruling concludes that, with the AAA adequate to cover the full distribution, and with none of the distribution qualifying as a redemption, the full amount distributed becomes treated as a distribution under Section 1368 that is tax free to the recipient and reduces the corporation’s AAA pro tanto.

[¶ 15,380]

Problems
1. Assuming that this redemption were treated as a sale or exchange under Section 302(a),  Mother would have a capital gain of $1,000 less $250, her basis for one-half of her stock, or $750.  (Note, however, that absent a partial liquidation of the corporation, or a complete termination of her interest, or a redemption incident to Section 303, her distribution would necessarily be characterized as a constructive dividend under Section 302(d) due to the attribution to Mother of 100 percent of the shares under Section 318.)

At the corporate level, the AAA would be reduced by $175 under Section 1368(e)(1)(B)–i.e., a fractional amount proportionate to the ratio of shares redeemed, or one-quarter on these facts.  Earnings and profits would likewise decrease in accordance with Section 312(n)(7).

2.  See generally the discussion of Problem 4 at ¶ 15,370 of this Manual.  In the absence of an election to bypass the AAA under Section 1368(e)(3), the first $700 of the $1,000 distribution would be a first tier distribution under Sections 1368(c)(1) and reduce the AAA by that full amount under Section 1368(e)(1)(A) and Reg. § 1.1368-2(a)(3)(iii) to zero.  Under Section 1368(b)(1), $500 of that first tier distribution would be nontaxable, and would reduce Mother’s stock basis to zero under Section 1367(a)(2)(A).  The$200 balance of the first tier distribution would result in capital gain to Mother under Section 1368(b)(2).  The next $200 of the $1,000 distribution would be a second tier distribution, up to the $200 of E&P, taxable as an ordinary income dividend under Section 1368(c)(2), without any effect on stock basis. The $100 balance of the distribution distributed in excess of E&P would be a third tier distribution under Section 1368(c)(3) and would result in capital gain to Mother under Section 1368(b)(2).

F. DISPOSITIONS OF STOCK

[¶ 15,390]

Problems
1.a.  The corporation has a total loss of $12,000 for the year, of which $5,500 is allocated to Connie (i.e., 11 months times her $500 share of the loss for each month from January through November) and $6,500 is allocated to Dan (i.e., 11 months times his $500 share of the loss for each month from January through November, plus the entire $1,000 of loss for December) under Section 1377(a)(1).   Under Section 1366(a)(1)(B), Connie will claim her $5,500 share of the loss, which reduces her stock basis from $15,000 to $9,500 under Section 1367(a)(2)(C).  Thus, she will have $15,500 capital gain on account of the sale of her stock to Dan (i.e., amount realized of $25,000 minus adjusted basis of $9,500).

Dan will have a total basis of $40,000 in his stock at year end (i.e., the $15,000 basis in his original block of stock, plus his $25,000 cost basis under Section 1012 in the shares purchased from Connie).  Under Section 1366(a)(1)(B), Dan will claim his $6,500 share of the corporation’s loss, which reduces his stock basis from $40,000 to $33,500 under Section 1367(a)(2)(C).

b.  Because Connie has a zero basis in her stock, Section 1366(d)(1) will prevent her from deducting any portion of the loss.  Note that her gain from the sale of stock to Dan does not increase her stock basis for Section 1366(d) purposes–neither she nor anybody else will ever be able to deduct her $5,500 share of the corporation’s loss.  (Note, however, that the loss may be somewhat reflected in the amount for which the stock is sold.)  Dan will have a basis at year end of $25,000 for the stock as a result of his purchase from Connie, and, under Section 1366(a)(1)(B), can claim the entire $6,500 loss allocated to him.  Dan’s stock basis will be reduced from $25,000 to $18,500 under Section 1367(a)(2)(C).

c.  The parties could elect the interim closing method under Section 1377(a)(2), which would allow Dan to report the entire loss.  That would be particularly advantageous in Problem 1.b., because if the election is not made $5,500 of the corporation’s loss will not be deductible by Connie or anybody else by reason of Section 1366(d)(1).

2.a. The answer to this question may be counter-intuitive. The effect can be summarized as follows:



                         Pro rata
Interim closing





As to Greg:


Basis                          $ 40,000         $ 40,000


Reportable loss            (10,000)         (20,000)


Revised basis                30,000           20,000

           Sales price                     60,000           60,000

Reportable gain           $ 30,000        $ 40,000

Of course, the same net amount of income ($20,000) is reported in either event and, absent a preferential rate of tax on capital gains in Section 1(h), the method would have little effect on Greg.  If the gain on the stock were taxed to Greg at a preferential rate, and assuming that he could use the entire loss against ordinary income, Greg would prefer the interim closing method because that would convert $10,000 of ordinary income into capital gain.  (It is assumed that Greg’s share of the S corporation’s Section 1231 loss would be an ordinary loss under Section 1231 because he will have a net loss from all Section 1231 transactions for the year, i.e., his gain or loss from other Section 1231 transactions when added to his share of the corporation’s Section 1231 loss results in a net loss for the year.)

b.  As to Herma, under the pro rata method she would get a $10,000 loss for the year, and the basis of her stock would be reduced from $60,000 to $50,000. Under the interim closing method, she would not get any loss and the basis of her stock would remain at $60,000.  Presumably, therefore, Herma would prefer the pro rata method, unless she expected her income and marginal tax rate to escalate significantly in the near future. The value of that loss to her is the difference between the tax savings that she would obtain today and the tax savings that she might obtain at some uncertain point in the future from a basis that has not been reduced by the loss, and that accordingly would lead either to increased loss pass- throughs in the future or reduced taxes on distributions or on capital gains upon eventual disposition of the stock--all of which would be impossible to value.

Absent a capital gains preference, therefore, the parties will be better off under the pro rata method. The interim closing method would become preferable only when the tax savings to Greg of converting $10,000 from ordinary income to capital gains exceed the tax benefit to Herma of accelerating a loss of the same amount. If the deferred loss to Herma under the interim closing method is assigned a zero value, that point is not reached until capital gains are taxed at a zero rate! The explanation is that, because of the sale, Greg gets the same loss under either method although the character may change; the pro rata method also permits Herma to claim a portion of the loss.

It follows that Herma should demand an amount equal to the $10,000 loss times her tax rate, presumably as a purchase price reduction, as the price of consenting to the interim closing method. Greg cannot rationally pay that much.

You might vary the facts. If the loss is late in the year, it should be shifted to the buyer by electing the interim closing method.  If there were instead a gain, and early in the year, the amount of income taxed to the seller could not change--only its character might. Thus, the income should be shifted to the seller by electing the interim closing method.  If the gain is late in the year, elect the pro rata method.

One implicit point of these questions is that the parties should agree on the allocation method in advance of the stock transfer because of their disparate preferences.

c.  The nonselling shareholders are unaffected by whether Dan or Herma becomes entitled to report 10 percent of the loss (or gain); the nonsellers report a 90 percent share either way. Hence, their consent to the interim closing method is unnecessary.

3.  This problem illustrates the difference between inside and outside basis in an S corporation.  For three-quarters of the year, one-half of all items, including the $320,000 gain,  will be allocated to Fran under Sections 1366(a) and 1377(a)(1). This is so even though she paid full fair market value for the stock, including the gain on the airplane, and so has not derived any economic gain from the sale of the plane. Fran’s basis will be increased by $120,000 (i.e., 3/4 times 1/2 of the $320,000 gain) under Section 1367(a)(1) to $370,000. This figure, in effect, builds in a deferred loss on the stock, equal to the gain on which she was taxed. Unlike Section 754 of Subchapter K, Subchapter S does not contain a provision authorizing elective adjustment of inside basis to the purchaser of stock of an S corporation.

4.a.  If the corporation broke even for the year, the sale would result in a capital gain of $18,000 to Seller on the difference between the $30,000 sales proceeds and the $12,000 basis for her stock. The tax consequences to Buyer would depend on how much of the AAA Buyer could claim. 

Some have argued that the Code could be read as requiring here an allocation of the AAA of $10,000 ratably between Seller and Buyer.  In that event,  only $5,000 of the distribution would be a first tier distribution that is nontaxable under Sections 1368(c)(1) and 1368(b)(1) and reduces Buyer’s stock basis from $30,000 to $25,000 under Section 1367(a)(2)(A). The $5,000 balance of the distribution would be a second tier distribution of earnings and profits, taxable as an ordinary income dividend under Section 1368(c)(2) (and reducing the corporation’s earnings and profits from $15,000 to $10,000 under Section 312(a)(1)), which distribution would cause the value of the corporation to drop by approximately $5,000 and set the stage for an eventual $5,000 capital loss on Buyer’s stock.  However, this is probably not the correct interpretation of the statute here.

AAA is a corporate level account which is not apportioned among the shareholders and does not attach to any particular shareholder’s stock (unlike the PTI accounts of pre-1983 Subchapter S law).  See § 1368(e)(1)(A) and Reg. § 1.1368-2.  Under the allocation rule in Section 1368(c) and Reg. § 1.1368-2(b)(2), AAA is allocated among all distributions during the year pro rata by amount of distribution.  Because the distribution to Buyer is the only distribution made during the year, it appears that the entire $10,000 of AAA would be allocated to the $10,000 distribution to Buyer on December 31.  The result is that the entire distribution is a first tier distribution under Section 1368(c)(1) and is nontaxable to Buyer under Section 1368(b)(1).  Buyer’s adjusted basis in the stock is reduced from $30,000 to $20,000 under Section 1367(a)(2)(A) and the corporation’s AAA account is reduced to zero under Section 1368(e)(1)(A) and Reg. §1.1368-2(a)(3)(iii).

b.  The tax consequences to Seller would depend on how much of the AAA Seller could claim.

Again, if, as some have argued, one were to read the Code as requiring the $10,000 of AAA to be allocated ratably between Buyer and Seller, and if the December 30 and 31 transactions were not collapsed, then on the distribution Seller would report $5,000 of ordinary income as a result of the second tier distribution under Section 1368(c)(2), and would reduce her basis under Section 1367(a)(2)(A) by the $5,000 attributed to the distribution charged to the AAA and that is nontaxable under Section 1368(c)(1) and 1368(b)(1). This would leave a remaining basis of $7,000 for her to offset against the sales proceeds of $20,000, yielding a $13,000 capital gain on sale of her stock. The net effect contrasted to her results under Problem 4.a. would be to convert $5,000 of capital gains income into ordinary income.  However, as stated above in the answer to Problem 4.a., this is probably not the correct interpretation of the statute.

Because AAA is a corporate level account and is not apportioned among the shareholders (see § 1368(e)(1)(A) and Reg. § 1.1368-2), Section 1368(c) and Reg. § 1.1368-2(b)(2) allocate AAA among all distributions during the year pro rata by amount of distribution.  Because the distribution to Seller is the only distribution made during the year, it appears that the entire $10,000 of AAA would be allocated to the $10,000 distribution to Seller on December 30.  The result is that the entire distribution is a first tier distribution under Section 1368(c)(1) and is nontaxable to Seller under Section 1368(b)(1).  Seller’s adjusted basis in the stock is reduced from $12,000 to $2,000 under Section 1367(a)(2)(A), resulting in capital gain of $28,000 on the sale of Seller’s stock (i.e., the difference between the sales proceeds of $30,000 and Seller’s adjusted basis of $2,000). 

Additional analysis relating to both 4.a. and b.  Moreover, in any event, under Reg. §1.1368-2(e), if the parties elect the interim closing method under Section 1377(a)(2) in the case of a termination of a shareholder’s interest (or elect under Reg. § 1.1368-1(g)(2) to terminate the year in the case of a “qualifying disposition” that is not a  termination of interest), Section 1368(e)(1) and Reg. § 1.1368-2, containing the rules for determining AAA, are applied as if the taxable year consisted of separate taxable years, the first of which ends at the close of the day on which the shareholder terminated her interest (or made a “qualifying disposition” of her stock).  In Problem 4.a., if the election were made, the entire AAA of $10,000 clearly would be allocated to Buyer, with the result that all $10,000 of the distribution to Buyer on December 31 would be a first tier distribution that is nontaxable under Sections 1368(c)(1) and 1368(b)(1). The nontaxable distribution would reduce Buyer’s stock basis of $30,000 to $20,000 under Section 1367(a)(2)(A).  In Problem 4.b., if the election were made, the entire AAA of $10,000 clearly would be allocated to Seller, with the result that all $10,000 of the distribution to Seller on December 30 would be a first tier distribution that is nontaxable under Sections 1368(c)(1) and 1368(b)(1). The nontaxable distribution would reduce Seller’s stock basis of $12,000 to $2,000 under Section 1367(a)(2)(A).  Consequently, Seller’s capital gain on sale of the stock would be $18,000 (i.e., the difference between the sales proceeds of $20,000 and Seller’s adjusted basis of $2,000). 

G.  COMPLICATIONS TO CORPORATION 

FROM MIDSTREAM ELECTIONS

[¶ 15,400]

2.  BUILT-IN GAINS

Unlike the LIFO recapture tax discussed at ¶ 15,405 of the text, which is imposed on the C corporation at the time that the LIFO inventory is taken over by an S corporation--either incident to a corporate acquisition or by the C corporation’s S election--the Section 1374 tax on built-in gains is levied against the S corporation itself. This and the tax on passive investment income are the only two potential tax levies imposed at the S corporate level.

[¶ 15,415]

Problems

1.  If the C corporation sells the asset before the S election, it recognizes a corporate level tax, causing resulting earnings and profits that will carry over to the S corporation. Tax will not be imposed on the shareholder nor will the basis of that shareholder’s stock be changed. If the asset is sold after the S election is made, both the corporate and shareholder level taxes will be imposed, and the shareholder’s basis will be increased under Section 1367(a)(1). Selling before the S election thus defers the shareholder level tax and produces a lower tax burden than does Subchapter S.

It does not follow, however, that Section 1374 is inappropriate.  A strong theoretical case can be made for a tax assessment on the full gain at the time of the election, which tax would have obliterated the current distinction.

2.  Presumably 35 percent, the highest rate of tax specified in Section 11(b) under current law, even though the gain would have been taxed at a 34 percent rate if the corporation were a C corporation with the specified amount of taxable income.

3.  The net unrealized built-in gain is only $200 under Section 1374(d)(1)–the excess of the aggregate $600 fair market value of the corporation’s assets as of the beginning of its first taxable year as an S corporation over the aggregate $400 adjusted bases of such assets. The corporation realizes a gain of $500 on the sale of Asset A but only $400 of that gain was recognized built-in gain under Section 1374(d)(3) (assuming that the S corporation can establish the amount of the built-in gain on Asset A in accordance with the requirements of Section 1374(d)(3)).  Under Section 1374(d)(2)(A)(ii), the gain taxed under Section 1374 cannot exceed the taxable income of the corporation, which would be $500 less $350, or $150. Thus, that amount is taxed in year 3.  Under Section 1374(d)(2)(B), the remaining $50 of recognized built-in gain not taxed in year 3 is carried over and subject to tax in the next year in which the corporation has taxable income.

Under Section 1366(a), the corporation will pass through the loss of $350 to the shareholder and also pass through a gain of $500 reduced by the tax imposed under Section 1374 (which Section 1366(f)(2) treats as a loss sustained by the S corporation).  It is unclear under Section 1366(f)(2) whether the tax that is deferred at the corporate level until year 4 will reduce the gain taxable to the shareholder in year 3.

4.  Yes, the full net gain in the Alpha assets on January 1 of year 2 (the beginning of the first taxable year for which the S election is effective) will be “net unrealized built-in gain” under Section 1374(d)(1) and will be subject to the Section 1374 tax!!

5.  Gain on the installment sale represents built-in gain, and must be reported as such even though the installment obligations are due and collected more than 10 years after the S election. The usual 10 year cutoff for built-in gains can be justified on the grounds that after such a lengthy period it can no longer be assumed that the ultimately realized gain was from appreciation that occurred prior to the S election. However, the same is not true for gain on installment obligations. The realized gain attributable to the pre-election era is fixed by the amount realized on the installment sale itself.

[¶ 15,420]

LETTER RULING 8849015

This ruling illustrates that even before 1997 statutory authorization of a “qualified subchapter S subsidiary” by Section 1361(b)(3), which explicitly permits an S corporation to be a wholly owned subsidiary of another S corporation, the IRS tolerated transitory corporate ownership of an S subsidiary incident, for example, to a Section 355 spin-off or split-off.  What the ruling goes on to address is the inability of that S corporation to escape the Section 1374 tax, despite its S status from the time of its creation, if its assets were acquired from a corporation having earnings and profits.

3.  PASSIVE INVESTMENT INCOME

[¶ 15,450]

c.  Defining Passive Investment Income

The question in the fourth paragraph in this section is meant to underscore that only passive income in excess of 25 percent of gross receipts is taxed under Section 1375.

The question in the second to last paragraph in this section is meant to underscore that apparently, except in the case of stock or securities, the gross selling price of tangible property inflates gross receipts and thus can eliminate penalties in a close case.

In answer to the questions in the last paragraph in this section, an instructor could point out that each of these areas has a distinctive legislative purpose. Section 1375 was designed to impose a penalty on passive earnings of S corporations with accumulated earnings and profits, on the theory that the S election may have been made by such a corporation precisely in order to escape an imminent accumulated earnings tax or personal holding tax assessment. It would seem logical, therefore, for passive earnings of such an S corporation to be defined along the lines used in measuring passive income that would trigger those taxes. Section 469 is instead aimed at curbing tax shelter investments. The scope of tax shelter activities at which Section 469 is directed diverges significantly from what constitutes passive income under the other sections.

H.  TERMINATION OF THE S ELECTION
[¶ 15,460]

2.  IMPACT OF TERMINATION ON REPORTING INCOME

In the second paragraph of this section, the text questions whether it is rational to permit the termination of the S election by majority vote while requiring unanimous consent to replace the pro rata method of allocating income with the interim closing method of allocating income. Probably so. A majority vote to end pass-through treatment for events in the future seems democratically correct.  This is not true of permitting a forced change (by a majority election in favor of interim closing) that would alter the reporting of events already past.

[¶ 15,465]

Problems
1.a.  No, the election has not terminated; undoubtedly the prearranged transfers will be ignored.

b.  See the suggestion earlier in this Manual, at ¶ 15,080, of placing a legend on the stock to prevent any assertion that the transferee was a bona fide purchaser unbound by any contractual restrictions on transfer.

c.  Under the law of some states, a corporation that desires to maintain an S election may be able to enjoin a minority shareholder from intentionally terminating the election under a breach of fiduciary duty theory.  See A.W. Chesterton Co. v. Chesterton, 128 F.3d 1 (1st Cir. 1997).

d.  It is probably not desirable from a policy point of view.

2.  The regulations add a requirement for corporate action that is not contained in the Code.  Could the nonvoting stockholders force the corporate treasurer to sign the revocation? Could the nonvoting shareholders force the IRS to accept a revocation that had not been signed by a corporate officer?

3.  Unlike partnerships, S corporations presumably have all the flexibility permissible under general tax accounting rules to achieve accelerated losses and deferred income.

4.  Under the pro rata method the S corporation’s shareholders would be entitled to $50,000 of the loss, while under the interim closing method they would be entitled to the entire loss. Ask the students which result is preferable. You would expect the shareholders to prefer the immediate benefit of the loss. However, applying the loss against C corporation income would produce an overall tax savings for the year if the corporation’s tax rate exceeds that of the shareholders, and would reduce the build-up of earnings and profits in the C corporation.


[¶ 15,470]
3.  POST-TERMINATION PERIOD

For administrability purposes, some bright line test for cutting off the availability of Subchapter S relief may be desirable once corporations convert to C status.


CHAPTER 16
INTRODUCTION AND DEFINITION OF PARTNERSHIPS

[¶ 16,000]

A.  INTRODUCTION

This introductory section is intended to provide students with a view of the general topography that they are about to explore. It introduces the continuing question of when and how a partnership should be treated as an entity, even though it is not a taxpayer and is conceptually the tax aggregate of the partners’ consequences.

The simple example is intended to demonstrate the “normal” operation of Subchapter K. In a sense, some of the material that follows in this chapter and in succeeding chapters represents attempts to mitigate against the consequences of the operation of the simple model in ways that create unacceptable degrees of tax advantage to some or all of the partners. While discussing the simplified example, it may be useful to ask students to try to anticipate problems that might arise from the implementation of the Subchapter K basic model. Such a discussion will normally lead--at least in a general way--to issues of timing and characterization. Sophisticated (or cynical) students might also anticipate concerns about the “marketing” of tax benefits.

B.  DEFINING A PARTNERSHIP FOR TAX PURPOSES: 

BUSINESS ENTERPRISE CLASSIFICATION

1.  PARTNERSHIP v. NONENTITY


[¶ 16,050]

Problem

This problem provides an opportunity to explore the illustration set forth in Reg. § 301.7701-1(a)(2), Rev. Rul. 75-374 (at ¶ 16,030),  and the IRS’s most recent guidance in Rev. Proc. 2002-22 (at ¶16,043) on the issue of whether an ownership interest in rental real property constitutes an interest in a business entity.  The regulations do not specifically indicate the scope of the services provided for the tenants that would require treatment of the operation as a separate entity that will be classified as a partnership unless the parties elect corporate classification. The problem also provides an opportunity to anticipate later materials and explore some of the tax consequences of classification as a partnership. Since these issues have not yet been addressed in a systematic way, the problem is best used as a preview of some of the coming attractions.

There is obviously a question as to the appropriate and permissible taxable year to be adopted by the partnership. Since the enactment of the Tax Reform Act of 1986, options for partners are limited.  See § 706.  Other issues that good students might anticipate include the characterization of a loss if it were realized on the sale of the apartment building. The sale of a partnership interest generally would be a capital loss under Section 741, but the sale of a separate interest in the property would be treated under the provisions of Section 1231. Of course, if there were a partnership and the partnership were to sell the building, a Section 1231 loss would also result.

As a practical matter, there should be no challenge to the treatment of the arrangement as an agency in which A and B, as co-owners of the property as tenants in common, each report his or her share of the net income from the apartment on the basis of the taxable year of each. Monthly reports on the building operation by the agent would provide sufficient data and documentation to support the reporting by A and B on their respective tax returns.  Thus, the arrangement between A and B would probably not be classified as a partnership for tax purposes on these facts.

[¶ 16,065]

4.  THE RISE OF LIMITED LIABILITY COMPANIES

Limited liability companies (“LLCs”) have become the entity of choice for many new and even established businesses. LLCs have an attractive combination of limited liability and flexible operation under state law, partnership tax treatment generally for federal tax purposes (e.g., the benefits of one level of tax at the member level, opportunity for special allocations of income and deductions, subject to the Section 704 limitations, and the possibility of members obtaining an increase in their bases in the limited liability company interests for liabilities incurred at the entity level), and (unlike S corporations) no special eligibility restrictions.

[¶ 16,070]

5.  CHECK-THE-BOX ENTITY CLASSIFICATION REGULATIONS

Some instructors will want to assign this section at the beginning of a corporate taxation or business enterprise taxation course in conjunction with the introductory material in Chapter 1.


[¶ 16,075]


Notes

1. The commentators are in some disagreement concerning the Treasury Department’s authority to adopt the check-the-box entity classification system without explicit legislative authorization, but the weight of opinion is that the Treasury probably had such authority and that the regulations are valid.  The commentators also are in disagreement regarding whether the Treasury should have in any event sought legislative approval before undertaking such a major change in the entity classification rules.  For a comprehensive discussion of these and related issues, see Staff of Joint Comm. on Tax’n, 105th Cong., 1st Sess., Review of Selected Entity Classification and Partnership Tax Issues (JCS-6-97) (Apr. 8, 1997)

2.  A sole proprietorship does not seem to meet the definition of a separate entity in Reg. § 301.7701-1(a)(1) and (2).  This is a question of federal law. Thus, a sole proprietorship probably could not elect to be classified as a corporation for federal tax purposes.

3.  There is not yet a clear answer to this question. Presumably, the answer to this question may vary from one provision of Subchapter K to another, depending on the specific requirements and underlying policy considerations of the provision in question.

4.  These questions are intended to provoke thoughtful consideration by students of the policy implications of the burgeoning LLC movement. There obviously are no clear answers to these questions.

[¶ 16,077]
Problems
Note: in all of these problems, it is technically the entity (not Sam, Susan, or Aretha, the owners of the entity) that makes the classification election under the check-the-box regulations (although the decision concerning what classification should be elected is made by the owners of the entity who then cause the entity to effect the election or instead do nothing and accept the classification provided under the default rules).

1.  The facts suggest that the joint business enterprise of Sam and Susan is an entity within the meaning of Reg. Reg. § 301.7701-1(a)(1) and (2).  Because the entity has more than one owner and is an eligible entity (i.e., the entity is not a per se corporation for tax purposes under Reg. § 301.7701-2(b)), it could elect either partnership or corporate classification for federal income tax purposes under Reg. § 301.7701-3(a).

2.  Because the entity has two or more members, under the default rule in Reg. § 301.7701-3(b)(1), it will be classified as a partnership for tax purposes, in the absence of an affirmative election to be classified otherwise.

3.  If Sam and Susan had incorporated their business under state law, the business entity would be classified as a corporation for tax purposes, Reg. § 301.7701-2(b)(1), and the entity could not elect partnership classification (i.e., the entity is not an “eligible entity” within the meaning of the check-the-box regulations).

4.  The answers in Problems 1 and 2 would be the same if Sam and Susan had organized their business as a limited liability company.

5.  Yes, under Reg. § 301.7701-3(c)(1)(i), the entity could elect to change its  classification from corporate status to partnership status (assuming that it is still an “eligible entity” at the time of the election to change classification).  (Note that the initial classification election by a newly formed eligible entity that is effective on the date of formation is not considered a change of election for purposes of the 60 month limitation on changes in classification in Reg. § 301.7701-3(c)(iv).)  The consequences of such an elective entity classification change are described in Reg. § 301.7701-3(g)(1)(ii)–the corporate entity is treated as having liquidated and distributed its assets and liabilities to its shareholders who immediately thereafter are treated as having contributed those assets and liabilities to a newly formed partnership.  This constructive liquidation of the corporation will be taxed under the rules discussed in Chapter 8.

6.  If the entity had elected to change its classification in year 4, under the limitation in Reg. § 301.7701-3(c)(1)(iv), the entity cannot change its classification by election again during the 60 months after the effective date of the election unless the IRS waives this limitation and allows the change.  (Under Reg. § 301.7701-3(c)(1)(iv), the IRS may grant such waiver if more than 50 percent of the ownership interests in the entity as of the effective date of the change are owned by persons who did not own any interests in the entity at the time of the prior election.)  Thus, it could not elect in year 7 to again change its classification back to corporate status.

7.  The admission of a new partner would not change the classification of the entity as a partnership.  Cf. Reg. § 301.7701-3(f)(2).  The new partner could not force a change in the classification of the partnership unless he or she were in a position to be able to force the enity to file a change of entity classification election on Form 8832.  The check-the-box entity classification regulations provide that the entity makes the initial election and any change in election but provides no real guidance on what must happen within the entity to determine or change the election, other than to require the election form to be signed by either (i) all of the owners of the electing entity at the time of the election or (ii) by any officer, manager, or member of the electing entity who is authorized (under local law or the entity’s organizational documents) to make the election (see Reg. § 301.7701-3(c)(2)(i)).  

8.  Aretha’s single member LLC is an entity within the meaning of Reg. § 301.7701-1(a)(1) and (2).  See Reg. § 301.7701-2(a).  Because the business entity has only one owner and is an eligible entity (i.e., the entity is not a per se corporation for tax purposes under Reg. § 301.7701-2(b)), it could elect either to be classified as a corporation or to be disregarded as entity separate from its owner for federal income tax purposes under Reg. § 301.7701-3(a).

9.  Because the entity has only one member, under the default rule in Reg. § 301.7701-3(b)(1), it will be disregarded as an entity separate from its owner, in the absence of an affirmative election to be classified as a corporation.  

10.  Under Reg. § 301.7701-3(f)(2), a single member LLC disregarded as entity separate from its owner is classified as a partnership when the entity has more than one member.  See also Rev. Rul. 99-5, at ¶ 17,007.

CHAPTER 17

PARTNERSHIP FORMATION

B.  CONTRIBUTIONS OF CAPITAL

[¶ 17,005]

1.  TAXATION OF THE TRANSFER
There is no definite answer to the question of whether the comparatively broad scope of nonrecognition treatment provided by Section 721 is appropriate from a tax policy point of view.  The point of the question is to provoke critical analysis by students of Section 721 and comparison of that provision with the nonrecognition rule in Section 351. A broad nonrecognition rule under Section 721 is easier to defend in a partnership tax system which has rules such as those in Sections 704(c) and 737 aimed at preventing the shift of the tax on precontribution appreciation (and depreciation) (so-called “built-in gain or loss”) in contributed property from the contributing partner to another partner.

[¶ 17,010]

2.  TAX v. FINANCIAL ACCOUNTING: THE “CAPITAL ACCOUNT”

Most students are going to have difficulty with the concept of the capital account as distinguished from tax basis and as further distinguished from value. Walking through a simple example now can reduce confusion later.  Even if the instructor is not planning to cover Section 704(b) allocations in any depth (where the capital account concept is critical), the students should acquire some familiarity with capital accounts.

[¶ 17,015]
Problems

l.a.  No gain or loss is recognized by any partner on the contributions of property to the partnership in exchange for their partnership interests.  § 721.

b.  Under Section 722, the partners’ adjusted bases in their respective partnership interests are:

        Able
$50,000

        Baker
$20,000

        Cathy
$15,000

        Donna
$70,000

Baker and Donna each contributed capital assets or Section 1231 assets to the partnership and, thus, will tack the holding periods in the assets that they contributed to the partnership on to their holding periods in the partnership interests under Section 1223(1) and Reg. § 1.1223-3 (discussed in the Note at ¶ 17,008).  Because Able contributed cash, he will  start with a new holding period for his partnership interest that starts on the day after his acquisition of the interest.  Because Cathy contributed only ordinary income assets to the partnership, she cannot tack her holding period in those assets on to the holding period in her partnership interest under Section 1223(1); thus, Cathy’s holding period for her partnership interest will start on the day after her acquisition of it.

c.  Under Section 723, the partnership’s adjusted basis for each noncash asset carries over from the contributing partner:


Baker’s Section 1245 property
$20,000


Cathy’s lots
$15,000


Cathy’s accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .            0


Donna’s land
$70,000

Under Section 1223(2), the partnership will tack on to its holding period for the assets contributed each contributing partner’s holding period for the assets contributed by that partner, regardless of whether they are capital/Section 1231 assets or ordinary income property.

In addition to covering the nonrecognition of gain and loss, tax basis, and holding period, the problem can be used to introduce in a general way the character of income attributable to contributed property under Section 724 and the allocation of income from contributed property under Section 704(c).  Alternatively, when these topics are addressed later in Chapter 18, you might refer to this problem. The problem can also be used to explore the computation of capital accounts and the differences between basis and capital account.

Students might be reminded of several consequences of the application of the Code provisions.  Under Section 1245(b)(3), the nonrecognition provisions of Section 721 override Baker’s depreciation recapture in the Section 1245 property (but the potential recapture is preserved in the hands of the partnership) as well as assignment of income concepts that might otherwise impose a tax on Cathy’s accounts receivable, if not on the inventory. In these respects, Section 721 is consistent with Section 351 in the corporate context.

At the partnership level, potential depreciation recapture is preserved by Section 1245(a)(2)(A).  The ordinary income in the accounts receivable and inventory is preserved by Section 724.  Section 724 also preserves the capital loss character of the built-in loss in Donna’s land, at least for the five years following the contribution.  Upon the collection of the accounts receivable or sale of the inventory, the built–in gain must be allocated to the contributing partner under Section 704(c)(1)(A).  The built-in loss on Donna’s property must be allocated to her under Section 704(c)(1)(A).

Following the contributions, each partner will have a capital account of $50,000 which, of course, will vary from the tax basis in his or her partnership interest.  Contributions of noncash property are reflected in the partners’ capital accounts at their fair market values at the time of contribution, not at their adjusted bases for tax purposes.

2.  Nancy recognizes no gain on the partnership contribution under Section 721.  Under  Section 722, Nancy has an adjusted basis in her partnership interest of $10,000.  Under Section 723, the partnership has a basis of $10,000 in the stock. The results would be the same if the shares had declined in value after their acquisition by Nancy. These answers assume that the special rule in Section 721(b) would not apply here.

Students who have studied Subchapter C might be asked to compare this result with the provisions of Section 351.   The obvious difference is the absence of a control requirement in Subchapter K.  If Nancy had transferred the shares to a corporation in return for stock, Section 351 would not have applied because she would not be in control of the corporation (within the meaning of Sections 351 and 368(c)). Students might be asked to speculate on the rationale for the difference.

[¶ 17,025]

C.  EFFECT OF PARTNERSHIP DEBT ON PARTNERS’ BASIS
The final regulations under Section 752 contain a number of simple examples that may be readily adapted to classroom use.

While quite complex, the principles of Section 752 cannot be wholly ignored in any course.  However, the essence of the principles governing the allocation of recourse debt are easily presented, and some instructors will choose to ignore the rules governing the allocation of nonrecourse debt in a business entities taxation survey course.

Since the role of basis for partnership interests has not yet been covered, many students will not understand the problem that Section 752 addresses. In explaining that problem, contrasting the result under Subchapter S can be useful.  As you move into Section 752, you can expect many more students to have difficulty identifying the partner who bears the ultimate economic risk because of a lack of understanding of state partnership and commercial law.  The principles of Section 752 are covered in more detail in Chapter 18, at ¶¶ 18,165 et seq.


[¶ 17,050]

3.  CONTRIBUTIONS OF ENCUMBERED PROPERTY

The illustration in the text effectively assumes that Clyde, the transferor of the encumbered property, is either relieved of primary liability or that Bonnie could be compelled to pay over half of any payment that Clyde is eventually required to make. Reg. § 1.752-2 suggests that Clyde might be entitled to the entire increase in basis attributable to the assumption of the liability if he remained personally liable to the lender so that he bore the entire economic risk of loss.

[¶ 17,055]

Problems
1.  Assuming that Erik does not himself bear the economic risk of loss, the tax consequences would be:


Carryover basis
$400 


Constructive distribution
($800)


Constructive contribution
$200 

The net result is that Erik will be treated as if he had received a net constructive distribution of $600.  Since this exceeds his adjusted basis of $400 (Reg. § 1.752-1(f) and (g), Ex.1), Erik will realize a gain of $200. His adjusted basis in his partnership interest will be zero.

It should be noted that, under Section 723, the partnership has a carryover basis in the contributed property of $400. The adjustment authorized in certain instances by Section 723 does not apply because Erik’s income derives from a constructive distribution not from gain recognized to the contributing partner under Section 721(b).

2. Erik would recognize no gain because his net constructive distribution of $600 is less than his adjusted basis in the partnership interest of $700. His adjusted basis in his partnership interest after the transfer would be $100.

D. CONTRIBUTION OF SERVICES

[¶ 17,065]

1.  RECEIPT OF CAPITAL INTEREST

The consequences to the partnership of the transfer of an interest in capital is surprisingly unsettled.  The weight of the commentary is to the effect that the partnership should be subject to tax on the unrealized appreciation in the properties constructively transferred, but the commentators may be wrong.

2.  RECEIPT OF PROFITS INTEREST

[¶ 17,070]

DIAMOND v. COMMISSIONER
The Diamond case requires students to confront a conceptual issue of enormous difficulty: does the receipt of a partnership interest bearing only the right to share in future profits in return for services performed or to be performed produce immediate taxable income to the recipient service partner?  The normal rules of income taxation would suggest that immediate taxation of the value of the interest received is correct.  However, even those normal rules must, at times, yield to difficult valuation issues. More fundamentally, in the partnership context, it is not clear that immediate taxation (and perhaps an immediate deduction to the partnership) produces the most appropriate result.

[¶ 17,075]

Notes

2 and 3.  What is at stake in most cases today is timing. In Diamond itself, however, the issue was character. The temporary double taxation does appear harsh but is not really different from taxing the receipt of a capital interest––or stock in a closely held corporation.

4. The court could easily have treated the receipt of the profits interest as compensation, taxable at ordinary income rates, while deferring the imposition of tax until the time of disposition under either an open transaction or a P.G. Lake analysis.

6.  The distinction would be one of valuation, presumably.

[¶ 17,090]

Problems

1.  On the one hand, this seems to be a relatively strong case for taxing the receipt of a profits interest because the valuation issue can be addressed with a higher degree of certainty.  On the other hand, there is, of course, a practical issue that arises because of the probability that Alexandra will not be able to dispose of her partnership interest without the agreement of the existing partners.  Has she received any asset of value until it is converted into the right to receive dollars or other property?  Further, Alexandra should be able to qualify for the safe harbor in Rev. Proc. 93-27 because the stream of income from the resort hotel, while stable, is probably not “substantially certain and predictable” within the meaning of the exception in sec. 4.02(1) of Rev. Proc. 93–27.

2.  This fact situation falls within the exception in sec. 4.02(2) of Rev. Proc. 93-27 and, thus, the safe harbor in Rev. Proc. 93-27 does not shield Alexandra from taxation on the profits interest at the time of receipt. Accordingly, under Diamond, the IRS might attempt to tax Alexandra on her receipt of the profits interest and claim that $80,000 was the value at that time. (However, unlike Diamond, the sale here took place more than a few weeks after Alexandra*s receipt of the profits interest. Thus, $80,000 may not be the proper valuation figure for the profits interest at the time of receipt.)  Alternatively, the IRS might instead seek to tax Alexandra on the $80,000 at the time of her sale of the profits interest.  In either event, the character of Alexandra*s income should be ordinary. (If the IRS were able to tax Alexandra at the time of receipt only on an amount less than $80,000, the difference between the amount taxed at the time of receipt and the $80,000 that Alexandra received on the sale of the interest would be additional gain on the sale of the partnership interest and might arguably qualify for capital gains treatment under Section 741, except to the extent that the partnership owns any Section 751 assets.)

3.  This is obviously a weak case for taxation which, happily for students anticipating such situations, the IRS has not sought to pursue.  Furthermore, Patricia would qualify for the safe harbor in Rev. Proc. 93–27.

3.  SERVICES OR PROPERTIES CONTRIBUTED?

[¶ 17,095]

UNITED STATES v. STAFFORD

The Stafford case provides an opportunity to review and compare the disparate treatment of properties and services contributed by partners to partnerships. The problem is complicated because of the presence of “property” created by the labors of the taxpayer, which is often a source of conceptual difficulty in the tax law.

[¶ 17,100]

Problems

1.  With the partnership in existence, Stafford would be performing services for the partnership and the receipt of the interest would clearly be compensation.

2.  If the partners were identified but the partnership were not yet formed, it would be an intermediate case between Stafford and Problem 1. The point of these questions is to underscore that there is no substantive difference among all three variations.

[¶ 17,105]

E.  ORGANIZATION AND SYNDICATION EXPENSES

Consider the specific types of expenses that qualify as organization expenses under Section 709 and the regulations.  Rev. Rul. 85-32, 1985-1 C.B. 186, sets forth examples of nondeductible syndication costs incurred in connection with the sale of limited partnership interests.

CHAPTER 18

OPERATION OF THE PARTNERSHIP

A. REPORTING AND TAXING PARTNERSHIP INCOME

1.  COMPUTATION OF PARTNERSHIP INCOME

[¶ 18,005]

UNITED STATES v. BASYE

Basye is probably the Supreme Court’s strongest statement regarding the consequences of the status of a partnership as an entity for tax purposes.

[¶ 18,010]

Note

Some commentators have argued that the holding in Basye is inconsistent with the income timing rules under the cash method of tax accounting since the partners in Basye were cash method taxpayers and were not in actual or constructive receipt of the retirement payments to the trust nor did they have a vested interest in the trust that would constitute the receipt of an economic benefit.

[¶ 18,020]

3.
CLASSIFICATION AND DETERMINATION OF PARTNERSHIP INCOME AND EXPENSES

As students focus on the effect of allocating tax attributes to partners, it may be useful to remind them that the net effect of the allocation will depend on the particular tax posture of the partner.  Such provisions as the capital loss and passive activity loss limitations will have to be applied before the final impact of an allocation is determinable to a particular partner.

As indicated in the materials at ¶ 18,155, Section 724 concerns characterization of gain and loss on partnership dispositions of contributed property within five years of the contribution.  The legislative history affirms that the provision was intended to prevent use of the partnership to convert ordinary gain to capital gain and capital loss to ordinary loss.  Where Section 724 applies, the character of the gain or loss is determined by the character of the property in the hands of the contributing partner.  This suggests that a characterization would otherwise occur at the partnership level.

[¶ 18,035]

DEMIRJIAN v. COMMISSIONER

In connection with class discussion of Demirjian, an instructor may wish to raise Rev. Rul. 81-242, 1981-2 C.B. 147.  In that ruling, a partnership made a valid Section 1033 election to replace property condemned by the city and was not required to recognize gain from the condemnation of the building.  The partnership used the condemnation award to pay off its liability on the condemned building.  The revenue ruling concludes that the satisfaction of the liability results in gain to an individual partner whose basis in the partnership interest was less than the deemed distribution resulting from the reduction in partnership liabilities.  §§ 752 and 731.  Although the partnership subsequently acquired replacement property subject to a liability (resulting in an increase in partnership liabilities and hence in each partner’s basis in the partnership interest), the increase and decrease in liabilities could not be netted.

[¶ 18,040]

Notes

1.  It would obviously be in the client’s interest to negotiate for a contractual commitment to effect elections by the partnership when appropriate occasions for such a commitment arise.

3.  It seems clear that since, under current law Section 108(d)(6) (enacted in 1980), the exclusions in Section 108(a) and the reductions in tax attributes are made at the partner level, cancellation of indebtedness income should generally flow through to the partners as an item of income under Section 702(a) and increase the bases of their partnership interests under Section 705(a)(1). There is also a reduction in each partner’s basis for their allocable share of  the partnership’s liability relief that is treated as a constructive distribution of cash under Section 752(b), which reduces the partner’s basis in the partnership interest under Sections 733(1) and 705(a)(2). The holding in Gitlitz is not really in point because it involves the provisions of Subchapter S and Section 108(d)(7), which apply the provisions of Section 108 at the S corporation level.  In any event, if the holding in Gitlitz were applied in the partnership area it would provide further support for a basis increase in the partnership interest for the cancellation of indebtedness income.  The congressional reversal of Gitlitz in 2002, which amended Section 108(d)(7)(A), should have no effect in the partnership area (again, because the provisions of Section 108 are applied at the partnership level under Section 108(d)(6)).  

Note that under a prior version of the statute (pre-Section 108(d)(6)), Babin v. Commissioner, 23 F.3d 1032 (6th Cir. 1994), held that, because a partner was insolvent at the time his partnership received cancellation of indebtedness income, the partner did not receive any taxable income as a result of the debt discharge and, thus, was not entitled to increase the adjusted basis of his partnership interest under Section 705.

[¶ 18,050]

SCHNEER v. COMMISSIONER

This case involves the interplay between the assignment of income rules regarding personal service income and the pooling of income principle underlying Subchapter K.  It is a controversial Tax Court decision that provides interesting material for class discussion.

[¶ 18,055]

Notes

1. and 2. These questions are intended to provoke critical analysis of whether it was sensible or appropriate as a matter of tax policy for the government to seek to apply the assignment of income doctrine to transfers for value such as those made by Schneer.

3.  These questions present an alternative way of analyzing the Schneer facts that would have made unnecessary the Tax Court’s somewhat tortured attempt to reconcile the assignment of income doctrine and the pooling principle underlying Subchapter K.  These questions are probably best discussed in class after the material on Section 704(c)(1)(A) (at ¶ 18,135) has been covered.

C.  PARTNERSHIP ALLOCATIONS

[¶ 18,065]

1.  FLEXIBLE APPROACH PERMITTED BY LOCAL LAW

These materials attempt to reflect the basic approach of Section 704 and to introduce students to the complexities that have evolved from attempts to implement Section 704 (b)(2) by appropriate regulations. Exploration of these materials will require a constant focus on the differences between tax accounting and the partners’ capital accounts. Those professors offering an introductory course may wish to avoid some of the more complex and time-consuming issues.

3.  JUDICIAL ANALYSIS

[¶ 18,075]

ORRISCH v. COMMISSIONER

Even though it precedes the current statutory formulation, the Orrisch case provides an opportunity to examine the evolution of doctrine in the context of a specific, and relatively simple, transaction where tax consequences drive the allocation arrangements.

The text that follows Orrisch is an attempt to set forth the primary issues and the IRS’s approach to them in a relatively straightforward way.  More elaborate examples for classroom use can be drawn from the early examples in Reg. § 1.704-1(b)(5) or the following problems.

6. “SUBSTANTIAL ECONOMIC EFFECT” UNDER THE ALLOCATION REGULATIONS

                                                            [¶ 18,115]

                                                            Problems

1.  This problem is intended to illustrate the impact of the Section 704(b) regulations on garden-variety partnerships when the partnership agreement does not fully comply with the regulations.

a.  Because of the lack of a deficit restoration or a qualified income offset provision, the partnership’s allocations lack economic effect under either the primary or the alternate test. Accordingly, the parties must allocate the tax liability in the same manner as they allocate book profits--which is presumably what they would intend in any event.  Thus, the partnership may have a special allocation of income although the agreement does not comply with the regulations. The tax allocation would be valid either under Reg. § 1.704-1(b)(2)(ii)(i) or because the allocation reflects the partners’ interests in the partnership under Reg. § 1.704-1(b)(3).

b. The answer will be the same.  Since the Cody loss will be reflected in Neeman’s capital account, the corresponding tax loss must also be allocated to him.

The natural question at this point is: If the allocations  stand anyway, why bother with the regulations?  One answer is that simple partnerships may not need to bother with the regulations.  However, there are obvious risks. The tax audit will be longer and more expensive. Also, if the capital accounts of one or more partners are exhausted, the tax allocation may no longer be valid, as Problem 4 indicates.  Problem 1.c. raises a further risk.

c. To the extent that the failure to comply results in a variance between tax and economic allocations, the tax allocation is invalid.  If no variance results, as the question suggests, the allocation will nevertheless be valid under the same catchall rules.

d.  Obviously, they could not very easily reproduce the special allocation in a single entity. The Cody store would have to be separately incorporated. To pass the loss through to the shareholders, a Subchapter S election would have to be made.

2.  This question raises the substantiality requirement and transitory allocations in particular.  The cited regulation provision (Reg. § 1.704-1(b)(2)(iii)(c) (last three sentences)) effectively excludes depreciation from this requirement.

3. This is a relatively simple(!) allocation problem involving a general partnership and recourse debt.

a.  In a constructive liquidation, April would be obligated to contribute $6,500 and Mae $1,500 to repay the loan.  Accordingly, under Section 752(a) and Reg. § 1.752-2, the basis increase attributable to the borrowing must be so allocated. April’s basis will thus be $7,500; Mae’s will be $2,500.  See Reg. § 1.752–2(f), Exs. 1 and 2.

b.  Since the allocation will have substantial economic effect, the allocation of a loss of $3,000 to April and $1,000 to Mae will be valid under the Section 704(b) regulations.

c.  The allocation to April will reduce the basis for her partnership interest to $4,500 (under Section 705(a)(2)) and will result in a capital account deficit of $2,000.  The allocation to Mae will reduce her tax basis to $1,500 (under Section 705(a)(2)) and her capital account to zero.

d. The sale would result in a tax gain of $6,000, which would be allocated $4,500 to April and $1,500 to Mae.  Following the repayment of the loan, the partnership will have cash of $4,000, which must be distributed in accordance with the positive balances in the capital accounts.  The results are as follows:


    April 
      Mae
                                      Basis          Cap. Acct.                   Basis           Cap. Acct.
Balance                         4,500            (2,000)                       1,500                     0

Income                          4,500              4,500                        1,500              1,500

§ 752(b)                       (6,500)                    0                       (1,500)                   0

Final Balance                2,500              2,500                        1,500              1,500

e.  If the business were sold for no gain, the partnership would be unable to repay the loan and the partners would be required to contribute $2,000 to the partnership in proportion to their loss-sharing ratio.  The net result would leave April with a capital account deficit that she is obligated to restore.  Thus, she must pay $500 to Mae, which would restore April’s basis to zero, and therefore avoid gain to her.  The results are as follows:


     April 
      Mae
                                      Basis          Cap. Acct.                   Basis           Cap. Acct.
Balance                         4,500             (2,000)                        1,500                     0

Contribution                  1,500               1,500                            500                 500

§ 752(b)                       (6,500)                     0                       (1,500)                    0

Final Balance                   500                (500)                           500                 500

4.  The following problems may not be appropriate for an introductory class.

The allocations are governed in the first instance by the economic effect test.  In years 1 and 2, the loss can be claimed by Limited. Because Limited is not obligated to restore a capital account deficit, the allocation to him will lack “economic effect.”  However, under the alternate test of Reg. § 1.704-1(b)(2)(ii)(d), the allocation is valid because it does not create a capital account deficit and Limited is subject to a qualified income offset.

The losses for all subsequent years must be reallocated to General.  The allocation of $2,000 of losses to Limited reduces his capital account to zero.  Thus, the further allocation of losses to him cannot be sustained under the alternate economic effect test.  The allocation might still be valid if it in fact produced an economic effect on Limited under Reg. § 1.704-1(b)(2)(ii)(i). That would not be the case here, however. Accordingly, the losses must be allocated in accordance with the partners’ interests in the partnership under Reg. § 1.704-1(b)(3).  Under that test, the losses belong to General because he would bear the economic burden of those losses if they were sustained because of his unlimited liability under state law.

5.  If the partnership were a general partnership and the partners were not subject to a qualified income offset, the allocations for the first two years would not be changed. The alternate economic effect test would not be met so the losses must be allocated in accord with the partners’ interest in the partnership.  Under the safe harbor rule for that test contained in Reg. § 1.704-1(b)(3)(iii), the allocation to Limited will be valid because it reduces her capital account (and not General’s capital account) and thus she will bear the actual economic burden of the allocation. One point to be made here is that compliance with the requirement of a qualified income offset generally will not be necessary to sustain a special allocation to general partners.

The losses for the third and fourth years must be reallocated to General.  Since “Limited” does not have an obligation to restore a capital account deficit, the loss will actually be borne by General through the depletion of his capital account.  Further losses will be allocated to the partners in proportion to the general loss-sharing ratio, i.e., equally.  In a constructive liquidation of the partnership, both of the general partners would be personally liable for the repayment of the full amount of the borrowing.  Thus, they would bear the loss equally.

6.  Under the cited provision (Reg. § 1.704-1(b)(2)(iv)(f)(5)(i)), the partners may now restate their capital accounts to market value. The problem indicates that the partnership properties contain an unrealized gain of $9,000 (gross value of $16,000 less adjusted basis of $7,000) and that this gain would be allocated equally to the existing partners.  Thus, both General and Limited would increase their capital accounts by $4,500.  As a result, for the next several years the special allocation of depreciation to Limited will again satisfy the economic effect test and will be valid.

It might be noted that any non-de minimis contribution by an existing partner will also trigger a restatement of the capital accounts, which would seem to invite considerable manipulation.

Problems 4 to 6 do not raise the basis allocation issue under Section 752, but an alert student might.  Assuming that the debt is recourse debt, in Problem 4 the entire $6,000 basis increase must be allocated to General, which corresponds to the Section 704(b) allocation. That allocation means that the favorable result reached in Problem 6 may not be a happy one. The capital account increase is not matched by a basis increase. Thus, Limited may not be able to deduct those losses. In an advanced course, one might ask what steps (such as guarantees, contributed promissory notes, etc.) the partnership might take to avoid this result.

On the other hand, in the general partnership in Problem 5, the basis increase is allocated equally to the partners.

[¶ 18,125]

7.  ALLOCATIONS ATTRIBUTABLE TO NONRECOURSE DEBT

Many instructors will want to omit this section in a survey course.

[¶ 18,130]

Problem

The allocations for the first two years are not of “nonrecourse deductions” because the basis of the property will be greater than the nonrecourse debt during those years.  The allocation for the first year will be valid for much the same reasons as in the prior problem (Problem 4 at ¶ 18,115).   For year 2, the allocation to General and the allocation of a $40,000 loss to Limited will be valid.  However, since that allocation would reduce Limited’s capital account to zero, the remaining $20,000 loss must be allocated in accordance with the partners’ interests in the partnership.  Because General retains a positive capital account balance, the loss must be allocated to him.

For the third and subsequent years, the allocation will be of nonrecourse deductions. The allocation under the partnership agreement will again be valid because of the minimum gain chargeback.

At the end of the third year, the basis of the building would be reduced to $700,000, while the debt remains at $800,000.  Therefore, there would be a minimum gain of $100,000, which must be allocated under the chargeback in the proportion in which nonrecourse deductions were claimed.  General claimed $40,000; Limited claimed $60,000.  Note that the effect of the minimum gain chargeback on capital accounts is similar to a deficit restoration provision.

The effect of the allocation for the first three years followed by a foreclosure can be illustrated as follows:


  General
  Limited

Basis
Cap. Acct.
Basis
Cap. Acct.

From § 721                           100                    100                     100                   100

From § 752(a)                       320                        0                     480                       0

Initial balance                        420                    100                     580                   100

Year 1 loss                            (40)                    (40)                    (60)                   (60)

Balance                                 380                      60                     520                    40

Year 2 loss                             (60)                   (60)                    (40)                   (40)

Balance                                 320                       0                      480                      0

Year 3 loss                             (40)                   (40)                     (60)                  (60)

Balance                                 280                    (40)                     420                   (60)

Gain                                        40                      40                        60                    60 

752(b)                                   (320)                                            (480)

Final Balance                           0                       0                          0                       0

8.  ALLOCATIONS WITH RESPECT TO CONTRIBUTED PROPERTY

a.  Section 704(c) Requirements for Allocation

[¶ 18,140]

Problems
1.  Section 704(c) requires that the built–in gain of $600 be allocated to Marcia. The $400 balance of the gain is allocated under the general rule of Section 704(b), $200 to each partner. Under Section 705(a)(1), Marcia’s basis in her partnership interest would be increased by $800 and Juan’s basis in his partnership interest would be increased by $200.  Assuming that Marcia’s initial basis in her partnership interest under Section 722 was $400, her basis is now $1,200, and, assuming that Juan’s initial basis in his partnership interest was $1,000, his basis is now also $1,200.

2.  If the partners follow the Section 704 regulations in maintaining their capital accounts, Marcia would have an initial capital account of $1,000 (reflecting the fair market value of the property she contributed to the partnership) and Juan would have an initial capital account of $1,000 (reflecting the cash that he contributed to the partnership).  The realization of the built–in gain of $600, having already been reflected in Marcia’s capital account, would have no further effect. The $400 gain in excess of the $600 built–in gain would increase the capital accounts of both partners according to the proportions by which such gains are allocated. In this case, each would increase by $200.  Thus, after the sale, each partner’s capital account has been increased to $1,200.

3. Assuming that the partnership uses the “traditional method” of making Section 704(c) allocations under Reg. § 1.704–3(b) and that such method is a “reasonable method” on these facts under Reg. § 1.704-3(a), the ceiling rule provides that only the gain of $400, but no more, is allocated to Marcia.  As a result, her basis in the partnership interest will be increased by $400 under Section 705(a)(1) to $800.

If the land is sold for $800, the capital accounts of each partner should be reduced by $100.  See Reg. § 1.704-1(b)(2)(iv)(g)(1).  As a result of the application of the ceiling rule, there is a $100 disparity between Marcia’s capital account ($900) and her basis ($800) that will not be finally accounted for until she realizes gain or loss from her partnership interest

4.  If the partnership elects to use the “traditional method with curative allocations” under Reg § 1.704-3(c) and such method is a “reasonable method” on these facts under Reg § 1.704–3(a), all $400 of the capital gain from the sale of the land would be allocated to Marcia, a curative allocation of $200 of the capital gain from the sale of the stock would be allocated to Marcia to correct the distortions caused by the ceiling rule, and the remaining $200 of capital gain from the sale of the stock would be allocated under the general rule of Section 704(b), $100 to each partner.

5.  If the partnership elects to use the “remedial method” under Reg. § 1.704-3(d) and such method is a “reasonable method” on these facts under Reg. § 1.704-3(a), all $400 of the capital gain from the sale of the land would be allocated to Marcia, and the partnership must make a remedial allocation of $100 of capital loss to Juan and an offsetting remedial allocation to Marcia of $100 of capital gain.

6.  Reg. § 1.704-3(a)(8) provides for the carryover of the Section 704(c) allocation requirements in nonrecognition transactions.

7.  While such an allocation might reconcile Marcia’s tax basis and capital accounts, it is neither required or appropriate under the “traditional method” in the Section 704(c) regulations.  In fact, since the allocation may be regarded as having no economic effect, it would be invalid under the Section 704(b) regulations.  However, such an allocation may be appropriate under the “traditional method with curative allocations” under Reg. § 1.704–3(c), but only if the partnership sells the land contributed by Marcia and the allocation of the gain from the sale of the land for tax purposes results in distortions between book and tax items by reason of the ceiling rule.

b.  Special Problems in Allocating Depreciation

[¶ 18,150]

Problems
1.  This is a relatively simple problem involving the allocation of depreciation on contributed property, which does not involve the ceiling rule issue.  

Under the “traditional method” of Section 704(c) allocations, book depreciation of $100 per year for four years would be divided equally between the partners and tax depreciation of $60 per year would be allocated $50 to Pete and $10 to the contributor Bill.  After four years, the tax basis of the property would be reduced to $360 and the sale of the property for $1,240 would produce a gain of $880.  For book purposes, the gain would be $1,240 less $600, or $640.  Following Reg. § 1.704–3(b)(2), Ex. 1, of that gain, $240 would be specially allocated to Bill and $640 would be divided equally between Bill and Pete.  That works out nicely, as follows:


   Bill
  Pete


Basis
Cap Acct
Basis
Cap Acct

Initial
600
1,000
1,000
1,000

Depreciation
(40)
(200)
(200)
(200)

Balance
560
800
800
800

§ 704(c) Gain
240
0
0
0

§ 704(b) Gain
320
320
320
320

Final Balance
1,120
1,120
1,120
1,120

2.  This is a complex problem that involves the special allocation of depreciation, the ceiling rule, and the allocation of gain following the depreciation of the property; accordingly, an instructor may decide to omit this problem and Problems 3 and 4 in an introductory course.  

Under the “traditional method” of Section 704(c) allocations, the annual tax depreciation of $40 would be allocated entirely to Pete.  Under the ceiling rule, Pete’s $50 share of the full $100 book depreciation cannot be deducted. The overall tax gain on sale would be $1,000 and the book gain would remain at $640.  Under Reg § 1.704-3(b)(2), Ex 1, the Section 704(c) gain allocated to Bill would be (1,000 ­ 400) ­ (400 ­ 160) = 360.  Under this approach, the results would be:


   Bill
  Pete


Basis
Cap Acct
Basis
Cap Acct

Initial
400
1,000
1,000
1,000

Depreciation
0
(200)
(160)
(200)

Balance
400
800
840
800

§ 704(c) Gain
360
0
0
0

§ 704 (b) Gain
320
320
320
320

Final Balance
1,080
1,120
1,160
1,120

3.  If the partnership elects to use the “traditional method with curative allocations” under Reg. § 1.704-3(c) and such method is a “reasonable method” on these facts under Reg. § 1.704-3(a), the partnership would correct the disparity caused by the ceiling rule by making a curative allocation of tax depreciation from another item of depreciable partnership property to Pete, the noncontributing partner, or by allocating an additional amount of ordinary income from the sale of another partnership asset to Bill, the contributing partner.

4.  If the partnership elects to use the “remedial method” under Reg. § 1.704-3(d) and such method is a “reasonable method” on these facts under Reg. § 1.704-3(a), the partnership would correct the disparity caused by the ceiling rule by making a tax allocation of additional depreciation from the depreciable property to Pete, the noncontributing partner, in an amount equal to the full amount of the disparity between the book and tax depreciation caused by the ceiling rule and a simultaneous, offsetting allocation of ordinary income of the type produced by the depreciable property to Bill, the contributing partner.

c.  Character of Gain or Loss

[¶ 18,160]

Problems
1.  If the lots are sold for $170,000, the partnership realizes a gain of $100,000 (i.e., $170,000 amount realized minus the partnership’s Section 723 adjusted basis in the property of $70,000).  Section 704(c)(1)(A) requires the allocation of the $80,000 built-in gain to Developer. The remaining $20,000 gain is allocated under Section 704(b) (40 percent to Developer; 60 percent to other partners).  Section 724(a) provides, however, that all gain on contributed inventory is ordinary income during the five years following the contribution. Thus, even though the partnership is not a dealer in real estate, Developer has $88,000 of ordinary income; the remaining partners have $12,000 of ordinary income.

2.  If the lots are sold for $50,000, the partnership realizes a loss of $20,000 (i.e., $50,000 amount realized minus the partnership’s Section 723 adjusted basis in the property of $70,000).  Under the traditional method in Section 704(c), all $20,000 of the loss will be allocated to the other partners.  The loss is treated as an ordinary loss under Section 724(a).

3.  If the lots are sold more than five years after their contribution to the partnership, Section 724(a) does not apply.  The partnership’s gain on the sale of the lots may be a capital gain provided that its activities with respect to the lots have not caused the lots to be characterized as Section 1221(a)(1) property in its hands.  But Section 704(c)(1)(A) continues to require that the built-in gain of $80,000 be allocated to the contributing partner, Developer.

An instructor might wish to note that income generated by contributed receivables will be treated as ordinary income to the partnership without reference to a five year limitation.

4.  This problem contrasts the rules governing contributions of capital loss property with those governing contributions of ordinary gain property.  If the land is sold for $50,000, the partnership realizes a loss of $50,000 (i.e., amount realized of $50,000 minus the partnership’s Section 723 adjusted basis in the property of $100,000).  Section 704(c)(1)(A) requires that $30,000 of the loss, the built-in loss, be allocated to Investor.  Section 724(c) requires that the loss be treated as a capital loss if the land is sold within five years after the date of the contribution.  Section 724(c) applies only to the extent of the built-in loss, however.  Therefore, the remaining $20,000 of loss is treated as an ordinary loss that is allocated under Section 704(b) (50 percent to Investor and 50 percent to the other partners, provided that the allocations meet the requirements of Section 704(b)).

5. If the land is sold for $90,000, the partnership realizes a loss of $10,000 (i.e., amount realized of $90,000 minus the partnership’s Section 723 adjusted basis of $100,000), all of which is allocated to Investor under Section 704(c)(1)(A).  Because the sale occurred within five years of the contribution, the loss would be treated as a capital loss under Section 724(c).

6.  If the land is sold at a loss more than five years after its contribution to the partnership, Section 724(c) does not apply.  The partnership’s loss on the sale of the land may be an ordinary loss.  But Section 704(c)(1)(A) continues to require that the built-in loss of $50,000 be allocated to the contributing partner, Investor.

9.  ALLOCATION OF PARTNERSHIP LIABILITIES

[¶ 18,175]

c.  Effect of Partnership Nonrecourse Liabilities

This section and Problems 4 and 5 below, at ¶ 18,190, might well be omitted in an introductory course because the material is very complex.

In Rev. Rul. 95–41, at ¶ 18,185, the IRS analyzed the effect of Section 704(c) on the allocation of nonrecourse liabilities under Reg. § 1.752–3(a).  Coverage of this issue, however, is likely beyond the scope of a J.D.-level survey course on partnership taxation.

[¶ 18,190]

Problems
1.  Under Reg. § 1.752–2(f), Ex. 2, Arlene’s share of this $9,000 recourse liability is $3,500 and Judy’s share is $5,500.

2.  Under Reg. § 1.752-2(f), Exs. 3 and 4, Ethel’s share of the $15,000 recourse liability is $15,000, and Fred’s share is zero. This answer assumes that in the event Fred has to pay pursuant to the guarantee, Fred is subrogated, under state law, to the rights of the lender and would have the right to recover the amount paid from Ethel.

3.  If the exoneration clause in the nonrecourse mortgage (i.e., the clause that provides that in the event of default, the holder’s only remedy is to foreclose on the property) does not apply to Fred’s guarantee and Fred is not entitled to reimbursement from Ethel in the event that he has to pay pursuant to the guarantee, then it appears that the $15,000 mortgage liability will be treated as a recourse liability as to which Fred bears the economic risk of loss and Fred’s share of the liability will be $15,000. Reg. § 1.752–2(f), Ex. 5. If Fred is entitled to reimbursement from Ethel in the event that he has to pay pursuant to the guarantee, then Fred does not bear the economic risk of loss with respect to the loan and his share of the liability is zero. In such a case, it appears that Ethel bears the economic risk of loss for the loan, even though the loan is stated to be nonrecourse in nature, and the $15,000 loan would be treated as a recourse loan and allocated entirely to Ethel.  See Reg. § 1.752–2(f), Exs. 4 and 5.

4. a.  Initially, under Section 1.752-2, the basis increase attributable to the recourse debt is allocated in accordance with the partners’ exposure to ultimate risk of economic loss. As such, it should be assigned to General.  Since it does not relate to contributed property, the increase resulting from the nonrecourse debt initially is allocated, under Reg. § 1.752-3(a)(3), in accordance with the profit-sharing ratio: 90 percent to General and 10 percent to Limited.

b. and c. Assuming that (a) capital accounts are properly maintained, (b) positive balances control liquidating distributions, (c) no partner is obligated to restore a capital account deficit, and (d) the agreement contains a minimum gain chargeback, the agreed allocation of 20 percent of the loss to General and 80 percent to Limited is valid for the first year under either the alternate economic effect test or the safe harbor test for the partner’s interest in the partnership. The allocation for the second year is invalid because it would produce a capital account deficit. The allocation for the second year is not an allocation of nonrecourse deductions because, although the equity contributions have been exhausted, the allocation does not produce a minimum gain (on the assumption that the property had an initial cost basis of $1,000), i.e., the basis of the property has not fallen below the amount of the nonrecourse debt.  Thus, the allocation must be in accordance with the partners’ interests in the partnership. Since General would bear the economic loss, the tax loss must be allocated entirely to General.

Further allocations are of nonrecourse deductions. Given a chargeback provision, the agreed allocation for the third year would be valid, even though at the end of the third year Limited’s basis appears exhausted. The loss in year 3, however, created a minimum gain that was allocated $80 to Limited and $20 to General. Under Reg. § 1.752-3(a)(1), the basis attributable to the nonrecourse debt must be reallocated so that the first $100 of the basis becomes reallocated in accordance with the allocation of the minimum gain under the chargeback provision. That process of reallocation continues so that the $720 that had been initially attributed to General due to the nonrecourse debt will, over time, be reallocated, at least in part, away from General to Limited. As a result, Limited will receive either 90 percent and General 10 percent of the basis attributable to the nonrecourse debt (i.e., $720 and $80, respectively), or at the least an annual reallocation of that portion of the nonrecourse debt that has not yet been the basis of nonrecourse deductions (i.e., in year 4, with $100 of the $800 nonrecourse debt already used to support nonrecourse deductions in year 3, the $700 balance would be reallocated $630 to General and $70 to Limited, with the result that only $70 of the year 4 loss, and a decreasing amount each year thereafter, could be claimed by Limited)

The results may be summarized as follows:


General
Limited


   Basis
C/A
Basis
C/A

§ 722
20
20
80
80 

Recourse debt
100
0
0
0 

Nonrecourse
720
     0
  80
    0 
Initial Balance
840
20
160
80 

Year 1 loss                                                   (20)              (20)               (80)
   (80)

Balance
820
0
80
0 

Year 2 loss                                                 (100)             (100)                  0                  0
Balance                                                       720              (100)                80                  0 

Year 3 loss                                                   (20)               (20)               (80)
   (80)

Balance                                                       700              (120)                   0              (80)

Minimum gain*                                              40                  40                160             160

* Depreciation of $400 from an initial basis of $1,000 would leave a basis of $600; the amount of the nonrecourse debt is $800.

5.a. and b.  In a recourse borrowing, Bob cannot receive any increase in basis because he is not exposed to any economic risk; thus, under Reg. § 1.752-2, the increase is shared by Larry and Harry.  Since it does not relate to contributed property, the increase resulting from a nonrecourse debt initially is allocated, under Reg. § 1.752-3(a)(3), in accordance with the profit-sharing ratio: 20 percent each to Harry and Larry, and 60 percent to Bob.

The basis increases would be as follows:




Bob
Larry
Harry


(a)  Recourse
0
6000
6000


(b)  Nonrecourse
7200
2400
2400

c.  The point of this question is to illustrate the effect of a shift in a partner’s share of liabilities. The best approach at this stage would be to assume that, after the change in the partners’ profit–sharing ratio, each partner has a $4,000 share of the basis attributable to the nonrecourse debt and ask what effect that would have on the partners under Section 752(b).  The shift in the partners’ shares of the nonrecourse liability results in a constructive distribution of $3,200 to Bob, which could result in taxable gain  if his basis were less than that amount because of allocated losses or distributions. (Note that the precise calculation of the basis and adjustment cannot be made from the facts in this problem, and it would be premature to attempt the computation.)

d.  Because both Larry and Harry are equally obligated to contribute to the partnership to allow repayment of the loan, Larry is bearing only half of the economic risk. He should, therefore, get only half of the basis adjustment. Nevertheless, the result can be surprising and is contrary to the result when shareholders make loans to S corporations. In that case the lenders retain the full basis against which losses may be claimed. This effect of partner loans can be used to shift temporarily basis from Larry to Harry.

e.  Under Reg. 1.752-2(c)(1), a partner is treated as bearing risk of loss for a partnership liability to the extent that the partner (or a related person) makes a nonrecourse loan to the partnership and the economic risk of loss for the liability is not borne by another partner.  Thus, Larry, the general partner-lender, is treated as bearing the risk of loss for this  nonrecourse debt and all $12,000 of the basis adjustment is allocated to Larry.

10.  RETROACTIVE ALLOCATIONS

[¶ 18,215]

Problems

1. The allocation will be valid. Section 706 does not apply because the profits participation change was not attributable to a capital contribution.  Thus, Section 761(c) allows the amendment to the partnership agreement to control the Section 704(b) allocation.

2.  Section 706 clearly applies to prohibit a retroactive allocation to Don.  Section 706, as interpreted in Lipke, controls the change in allocation to Charlie–at least to the extent that it is attributable to a capital contribution and probably with respect to the entire change in allocation. Section 706 does not appear to control the change in allocation to Able and Baker, except to the extent that the changes affecting Don and Charlie are invalid. That leaves some questions unanswered. The following allocations seem mandatory:



                   A         B         C       D
Unallocated

January to July      10       40       30       0  
        
       20     

July to December  10       40       40     10                        

Since allocations to C and D prior to July seem to be invalid, it would follow that the “unallocated” 20 percent should be attributed to Able because it cannot be properly allocated to anyone else.

3.  The allocation percentages are:


        



                               E        F         G       H

January through September
33       33       33        0         

October through December
25       25       25      25         

Year
20       33       33      33         

The rent is a cash basis item, but the deduction must be prorated to the days to which it relates. The damage payment is not a “cash basis item” and therefore should be treated as deductible when paid. Thus, on the assumption that the six months’ rental was billed at $12,000, the deductions allowable to each partner are:


                 Rent                   Damages
 
                                                                                 July-Sept.     Oct.-Dec.

E
 2,000         1,500     2,500    


F
2,000         1,500     2,500    


G
2,000         1,500     2,500    


H
       0         1,500     2,500    


   Total                                                                        6,000         6,000   10,000

If a cash basis item is paid in a year other than the one to which it relates, it is deemed paid on the first or last day of the year in which it is actually paid.  However, if the item relates to a prior year, it is deductible by the partners only in proportion to their interests during that prior year. One point to be observed is that, while Section 706(d) places the partnership on an accrual method during a year, it does not place the partnership on the accrual method for the purpose of determining the year in which the item is reflected.  Thus, if the rent were paid in the following January, it would be deductible in that second year in the following proportions:

                                                                                                          July-Sept.     Oct.-Dec.


E
       0               0     


F
2,000        1,500     


G
2,000        1,500     


H
       0        1,500     


Undeducted
2,000        1,500     

The undeducted amount is to be capitalized and allocated over the partnership properties in accordance with the principles of Section 755.

If the damages are paid in January of the ensuing year, they would, of course, be allocated equally among the remaining partners, i.e., $3,333.33 to each partner (one-third of $10,000).

4.  Nothing in Section 706 bars the allocation of the entire loss attributable to the period following the admission of the new partner to him. Thus, the entire December loss of $2,000 could be allocated to Zeus. One constraint on this device is that a shift in the loss allocation could result in constructive distributions under Section 752 if the partnership has recourse debt.

D.  FAMILY PARTNERSHIPS

1.  RECOGNITION OF TRANSFEREE PARTNER

[¶ 18,240]

Problems

1.  The daughter should not be recognized as a partner under any circumstances.

2.  The issue here is whether the portion of Cynthia’s share of profits is proportionately greater than her father’s share. Unless that is so, no reallocation can be made. One way to approach that question is to first back reasonable compensation to both the donor and the donee out of their distributive shares.  Since Cynthia’s compensation should be less then one-half of her father’s, her share of the return on capital would appear greater than his. Thus, a portion of her share might be reallocated to her father.  Cf. Reg. § 1.704-1(e) (3).

One point to note is that any reallocation would involve only Cynthia and her father and thus would result in treating the father differently than the other partners.

CHAPTER 19
PARTNER’S BASIS AND OTHER LIMITATIONS 

ON ALLOCATED LOSSES

D.  TIMING AND PRIORITIES

[¶ 19,025]

Problems

1.  Under Section 705(a), each of the items will affect basis, including the tax-exempt interest income.  The charitable contribution is not deductible by the partnership but passes through to the partners under Section 702(a)(4). Both the contribution and the interest attributable to the tax-exempt income reduce basis under Section 705(a)(2)(B). The net result is a negative basis adjustment to each of ($10,000).  Accordingly, Katrina’s basis is reduced from $20,000 to $10,000, and she may deduct her $5,000 share of the partnership’s operating loss and $5,000 share of the partnership’s capital loss on her individual return.  (Of course, Katrina’s deduction of her $5,000 share of the partnership’s capital loss is subject to the Section 1211 limit on capital losses.)

José’s basis can be dealt with simply by noting that basis cannot be reduced below zero and thus his basis will become zero and that, of the $10,000 net loss allocated to him, only $5,000 may be deducted this year under Section 704(d).  The remaining $5,000 of net loss is carried forward to subsequent years.  However, this problem is continued in the next series of problems, which raises more subtle issues. If those problems are undertaken, more precise treatment of José is required here.

Based on a literal and careful reading of Reg. § 1.704-1(d)(2) and Sections 702(a), 704(d), and 705(a) of the Code, José’s original basis of $5,000 apparently was first increased to $8,000 by his $3,000 share of the tax-exempt interest income, and then decreased to $5,000 by his $1,000 share of the nondeductible interest expense and by his $2,000 share of the charitable contribution that was not deductible by the partnership. (In other words, under Reg. § 1.704-1(d)(2), he apparently is required to first reduce his basis in the partnership interest by his share of the noncapital expenses that are not deductible by the partnership, before applying the Section 704(d) limit to his share of the partnership’s separate operating loss and capital loss.)  He also had his share of the separate partnership losses: (1) operating loss of $5,000 (one-half of the partnership’s $10,000 operating loss resulting from $20,000 of gross income minus $30,000 of operating expenses), and (2) capital loss of $5,000 (one-half of the partnership’s capital loss for the year of $10,000).  Because these losses total $10,000 but his remaining basis is only $5,000, he is entitled to deduct 5/10 of each loss (i.e., he can deduct an ordinary operating loss of $2,500 and a capital loss of $2,500, the latter subject to the Section 1211 limit on capital losses), which will total $5,000 and reduce his basis in the partnership interest to zero.  He thus will carry forward a loss of $5,000 consisting of 5/10 of each separate loss (i.e., an ordinary operating loss of $2,500 and a capital loss of $2, 500).

2.  Under Rev. Rul. 96-11, each partner’s basis in his or her partnership interest would be reduced by that partner’s share of the partnership’s adjusted basis in the contributed property, or $2,000, notwithstanding that each partner would be entitled to claim on his or her own return a charitable contribution deduction of $3,000, each partner’s share of the fair market value of the property contributed by the partnership (subject to the percentage limitations in Section 170(b)). According to Rev. Rul. 96-11, this basis reduction preserves the intended benefit of providing a deduction for the fair market value of the contributed property without recognition of the appreciation in the property (in circumstances where Section 170(e) does not reduce the amount of the contribution). Note that there is no change in the number answers to Problem 1 regarding how much of the operating loss and capital loss may be deducted by each partner during the current year, the amount of each partner’s basis in the partnership interest at the end of the year, and the amounts of operating loss and capital loss that are carried forward to subsequent years.

3.  As to Katrina, the distribution will not be taxed under Section 731(a)(1) and will reduce her basis to $5,000 under Sections 705(a)(2) and 733(1). As to José, the students should see that the answer depends on whether the net loss or the distribution is first applied against basis. Under Section 705(a)(2) and Reg. § 1.705-1(a)(3), the distribution is applied first and thus will not be taxed under Section 731(a)(1). The students should be asked what effect that will have on the $5,000 loss that José otherwise could have claimed. The simple answer is that since José’s entire basis is consumed by the distribution (i.e., his basis is reduced to zero under Sections 705(a)(2) and 733(1)), under Section 704(d), he cannot claim any of the loss currently and he must carry forward his $5,000 share of the partnership’s operating loss and his $5,000 share of the partnership’s capital loss.

E. LIMITATIONS ON THE DEDUCTION OF LOSSES

1.  INADEQUATE BASIS

[¶ 19,035]

SENNETT v. COMMISSIONER

In Sennett, the basic rules are clear. The taxpayer could not get a deduction for 1968 in excess of his basis in the partnership interest. Normally, a partner’s contribution of an additional amount of cash or property with basis to the partnership (thereby creating basis in the partnership interest under Section 722) will make the deduction available under Section 704(d). Sennett’s problem, however, was that he was no longer a partner when he paid in his share of the loss. Since he was not a partner, he had no partnership interest and, therefore, no tax basis against which partnership losses could be applied.

[¶ 19,040]

Problems
1.  José would be able to deduct the entire $10,000 loss. As explained in the answers to the prior series of problems, the character of this loss is $5,000 of ordinary operating loss and $5,000 of capital loss.  The deduction of the capital loss is subject to the Section 1211 limit on capital losses.

2.  No, because Section 704(d) limits José’s deduction of his share of the partnership’s losses to the extent of his adjusted basis in the partnership interest (not the amount of his capital account).  The change in facts in Problem 2 alters the amount of José’s capital account (i.e., it is $20,000, instead of $5,000) but does not alter his adjusted basis in the partnership interest of $5,000.

3.  Query, but it apparently does not alter the result. The IRS would most likely assert that the contribution of the note did not affect the basis of the partnership interest because José did not have any basis in his own personal note.  It is unclear whether the corporate tax  cases arising under Section 357(c), i.e., Lessinger and Perrachi, would be of any help to José here.

4.  Under Section 752(a) and Reg. § 1.752-2, José now increases his basis in the partnership interest from $5,000 to $20,000 (i.e., by his $15,000 share of the liability incurred by the partnership) and he has a sufficient basis in his partnership interest to allow the deduction of his shares of the partnership’s operating loss and capital loss. Opinions may differ on whether this is a stronger case for a basis increase than the contribution of a personal note is.

CHAPTER 20
CHARACTERIZING TRANSACTIONS BETWEEN 

PARTNERS AND THE PARTNERSHIP

B. PAYMENTS FOR SERVICES AND THE USE OF PROPERTY

[¶ 20,005]

1.  THE STATUTORY TRICHOTOMY

The distinction between Section 707(a) and Section 707(c) payments for services and distributive shares remains quite murky. The materials stress the more important issue of the consequences of the characterization.

3.  DISTINGUISHING BETWEEN TYPES OF PAYMENTS

[¶ 20,065]

Notes

1.  The payments in Pratt and in Rev. Rul. 81-300 and Rev. Rul. 81-301 would all be treated as Section 707(a) payments today, at least according to the 1984 Act legislative history. That result is not entirely clear from the factors noted in the legislative history because of the emphasis there on the form of payment rather than on the nature of the services rendered. Nevertheless, the type of services rendered and the question of whether the partner performs the same services for others must continue to be of some importance.

2.  The $4,000 guaranteed payment will further reduce partnership taxable income to $16,000.

[¶ 20,070]

Problems
1.  The nature of the service is similar to that in Rev. Rul. 81-301. The fact that the amount of the payment is fixed makes this an even clearer case for Section 707(a) treatment. Thus, it is ordinary compensation income to the partner and deductible by the partnership.

2.  Certainly unclear. The manner of payment is more like the compensation of a partner, but the minimum guarantee should be enough to result in Section 707(a) treatment. If this were treated as a distributive share and the minimum payment provision became effective, the payment would, to that extent, be a Section 707(c) payment.

3.  This question is distinguishable from Problem 1 by the fact that the services appear to be occasional but may be more closely related to partnership business. Almost certainly Section 707(a) treatment.

4.  Presumably, Section 707(a) treatment under the 1984 amendments. The more important point is that, regardless of whether this is a Section 707(a) or 707(c) payment, the payment is not deductible and must be capitalized by the partnership, although it is ordinary income to the partner.

5.  This is the sort of payment that the 1984 amendments were drafted to treat as a Section 707(a) payment rather than as a distributive share. Nevertheless, whether the facts given are sufficient to produce that result is not yet clear.

6.  Because of the lack of other business, this is not as strong a case for Section 707(a) treatment as Rev. Rul. 81–301 was. Still, presumably Section 707(a) treatment, if only to avoid the conversion of ordinary compensation income into capital gains. The payment should be ordinary income to the partner and be deductible by the partnership. All capital gains would thus be allocated to the partners, including Partner C, in accordance with their profit-sharing ratios.

7.  Under Section 707(a), both the partnership and Partner C reflect the payment in the year payment is made. See also § 267(a)(2) and (e). Under Section 707(c), both the partnership and Partner C reflect the payment in the earlier year in which it was accrued by the partnership.  As a distributive share, it would be includible by Partner C and excludable by the other partners in the year in which the income was earned.  Asking whether any of this makes any sense may be unnecessary.

C.  DISTINGUISHING BETWEEN SALES 

AND CURRENT DISTRIBUTIONS

2.  THE 1992 REGULATIONS
[¶ 20,095]

Note

Under current law, the manner of reconstruction does not seem to matter greatly, given that, even if the original form of the transaction were respected, Section 704(c)(1)(A) would require that any built-in gain in the property be allocated to J, the contributing partner, on a later sale of the property by the partnership.  In addition, if the original form of the transaction were respected, J would be taxable under Section 731(a)(1) on the $6,000,000 cash distribution and constructive cash distribution under Section 752(b) by reason of J’s liability relief of $5,250,000 (i.e., three-fourths of the $7 million liability on the property transferred to the partnership and treated under Section 752(a) and Reg. § 1.752-2 as assumed by M) to the extent that it exceeds J’s basis in the partnership interest (which, in turn, is the same as J’s basis in the property transferred to the partnership under Section 722). Under Section 723, the partnership’s basis in the property would be a carryover of J’s basis in it.  Under Section 722, M’s basis in the partnership interest would include the $6,000,000 cash contribution and the $5,250,000 constructive cash contribution by reason of M’s assumption of three-fourths of the partnership’s liabilities under Section 752(b).  

The Tax Court’s reconstruction of the transaction would treat J as selling three-fourths of the property to M for $6,000,000 cash plus liability relief of $5,250,000 (i.e., three-fourths of the $7,000,000 liability on the property), triggering recognition of gain to J to the extent that the amount realized exceeds J’s adjusted basis in three-fourths of the property.  M would obtain a cost basis of $11,250,000 in the three-fourths of the property that M purchased.  Under Section 721, neither J nor M would recognize any gain on the contribution of the property to the partnership.  Under Section 722, J’s basis in the partnership interest would be the same as J’s original basis in the one-fourth interest in the contributed property still owned by J, and M’s basis in the partnership interest would be $11,250,000, the same as M’s cost basis in the three-fourths interest in the contributed property.  Under Section 704(c)(1)(A), the built-in gain on J’s one-fourth interest in the property would have to be allocated to J on a later sale of the property by the partnership.  (Neither J nor M would have any net constructive cash contribution or distribution under Section 752 because each partner’s deemed liability assumption and liability relief would match.)  Under Section 723, the partnership’s basis in the property would be the same as J’s original basis in one-fourth of the property and M’s cost basis of $11,250,000 in the remaining three-fourths of the property.

The question in the Note, thus, permits some review of Section 704(c) and of Sections 752, 722, and 723.

[¶ 20,100]

Problems

1.  The distribution would not be recharacterized as the proceeds of a sale because, as a pro rata distribution, it would have been made in the absence of the property transfer. See, e.g., Reg. § 1.707-3(f), Ex. 4.

2.  The distribution probably would be recharacterized as the proceeds of a sale. While the year 3 distribution might be presumed not to be the proceeds of a sale, the presumption would be overcome by the surrounding facts.

3. The regulations that have been issued thus far do not seem to address this transaction.  However, this technique, in connection with the shifting of basis that a Section 754 election allows, was one of the targets of the amendment to Section 707.  Also, query whether the IRS could use the anti-abuse rule in Reg. § 1.701–2 to recast this transaction.

[¶ 20,115]

Problems

1.  L-M Partnership has realized a loss of $10,000 on the sale of the land to the X-Y Partnership (i.e., amount realized of $20,000 minus the partnership’s adjusted basis of $30,000 in the land).  Since Susan owns more than a 50 percent interest in both the transferor L-M Partnership and the transferee X-Y Partnership, Section 707(b)(1) applies to disallow  L-M Partnership’s loss on the sale.  Neither Section 707(b)(1) nor Section 267(d) change the amount of X-Y Partnership’s adjusted basis in the property purchased; under Section 1012, X-Y Partnership obtains a $20,000 cost basis in the land.  Under Rev. Rul. 96-10 (discussed in the Note at ¶ 20,110), the partners’ of the L-M Partnership, including Susan, must reduce the bases in their interests in the L-M Partnership by their respective shares of the disallowed loss on the sale.  Thus, under Section 705(a)(2), Susan must reduce her basis in the L-M Partnership interest by $5,500 (i.e., 55 percent of the disallowed loss) to $14,500.  Susan’s adjusted basis in her L-M Partnership interest does not change as a result of the disallowed loss under Section 707(b)(1).  

2.  On the later sale of the land, the X-Y Partnership has realized a gain of $15,000 (i.e., amount realized of $35,000 minus the partnership’s adjusted basis of $20,000 in the land).  Under Sections 707(b)(1) and 267(d), $10,000 of that gain will not be taxed (i.e., the amount  of the gain not in excess of the $10,000 loss disallowed to the L-M Partnership);  the remaining $5,000 of gain will flow through to the partners under Section 702 and be taxed as long-term capital gain.  Susan’s $3,000 60 percent share of that capital gain will be reported on her individual return and will increase the adjusted basis in her partnership interest in the X-Y Partnership under Section 705(a)(1) from $25,000 to $28,000.  In addition, under Rev. Rul. 96-10, Susan and the other partners of the X-Y Partnership should increase their adjusted bases in their partnership interests by their respective shares of the $10,000 of gain not taxed to the partnership under Sections 707(b)(1) and 267(d).  Thus, under Section 705(a)(1), Susan will increase her adjusted basis in the X-Y Partnership interest by her $6,000 60 percent share of the gain not taxed to $34,000.  

CHAPTER 21
SALE OF A PARTNERSHIP INTEREST

B. TREATMENT OF THE SELLER--IN GENERAL
[¶ 21,030]

Problems
1.  The problem does not provide the tax basis for Alice’s partnership interest for two reasons. The students are thereby forced to reflect on the relationship between that number and the capital account and the partnership’s basis for its properties.  In addition, the students must figure out that the bank debt is likely to be reflected in basis unless, for example, Alice acquired her partnership interest from a decedent and had a fair market value at date of death basis under Section 1014.

Alice’s basis should be $4,000 plus $2,000, or $6,000. The amount realized would be $10,000 plus $2,000 (relief from liabilities under Section 752(d)), or $12,000.  Thus, her gain would be $6,000.  Ignoring Section 751, this gain would be characterized as capital gain under Section 741.

2.  The partnership year would close as to Alice on the day of sale, and income of one-half of 20 percent of $10,000, or $1,000, would be allocated to Alice (regardless of the allocation method selected).  That allocation would increase Alice’s basis to $7,000 under Section 705(a)(1) and thus reduce her gain on the sale of the partnership interest to $5,000.  Assuming, as the question does, that the deal with Bart does not change, the allocation affects character only, not the amount of her taxable income.

3.  Now the choice of methods for allocating income will matter.  If the parties elect the pro rata method, the result to Alice will be the same as in Problem 2.  Income of $1,000 would also be allocated to Bart, would be taxed to him, and increase his basis from $12,000 to $13,000 under Section 705(a)(1).

If the partners used the interim closing method, no income would be allocated to Alice and thus her entire gain would be capital gain under Section 741 (ignoring Section 751).  All $2,000 of income would be taxed to Bart, and increase his basis from $12,000 to $14,000 under Section 705(a)(1).  Under this method, therefore, an additional $1,000 of gain would be taxed to Alice and Bart, viewed together, but Bart would have an additional $1,000 of basis in his partnership interest.

A more complex variation on this problem would be to assume that the purchase price for the interest were $10,000, plus the amount of income allocated to Alice.

4.  Bart’s initial basis in his partnership interest would be $12,000, which includes the $10,000 cash paid for it under Sections 742 and 1012 and his deemed contribution to the partnership under Section 752(a) on account of his $2,000 share of partnership liabilities.  The amount of his capital account is problematic. Compliance with the economic effect regulations would require that Bart assume Alice’s capital account of $4,000.   Reg. § 1.704-1(b)(2)(iv)(l).

[¶ 21,035]

C.  SALES SUBJECT TO SECTION 751

1.  SECTION 751 PROPERTY

a.  Unrealized Receivables

[¶ 21,050]

Notes

1.  Surprisingly, perhaps, but quite properly, any amount in fact paid with respect to ordinary income to be earned in the future is treated as paid for an unrealized receivable.

[¶ 21,065]

Notes

1.  Reasoning like that contained in Holbrook was rejected in Hillsboro, but the result nevertheless seems correct.

2.  DETERMINATION OF GAIN OR LOSS ON THE SECTION 751(a) AND THE SECTION 741 PORTIONS OF THE SALE

[¶ 21,075]

Problems

1.  This problem is simplified to illustrate the fundamental rules. One might work the problem as stated and then introduce additional complexities, such as partnership debt, income for the year of sale, or anticipated future costs of collecting the receivable, as desired.

As the problem is designed, Ann’s interest in partnership capital is equal to one-third of the total capital, which permits a numerically uncomplicated solution. Considerable complexity (but greater realism) would be added if one of the other partners were used as the seller. Bob, for example, has a two-ninths interest in capital but a one-third interest in unrealized appreciation.

Ann has realized gain of $48,000 from the sale of her partnership interest, i.e., amount realized of $75,000 minus her adjusted basis in the partnership interest of $27,000.  As indicated in the text, in characterizing Ann’s gain or loss from the sale of the partnership interest, one must first determine the  amount of her ordinary income or loss attributable to her share of the partnership’s Section 751(a) property.  Then, one determines Ann’s residual capital gain or loss on the sale of the partnership interest under Section 741 by subtracting her Section 751(a) gain or loss from her total realized gain or loss on the sale.  

Under the current regulations, the income or loss realized by a transferor partner from Section 751 property upon the sale or exchange of the partnership interest is the amount of income or loss that would have been allocated to the partner from Section 751 property (to the extent attributable to the partnership interest sold or exchanged) if the partnership had sold all of its property in a fully taxable transaction for fair market value immediately before the partner’s transfer of the partnership interest.  See  Reg. § 1.751-1(a)(2).  For an example illustrating this hypothetical sale approach, see Reg. § 1.751-1(g), Ex. 1.

Initially, one should identify the Section 751 property. Note that the Section 1245 recapture on the equipment is $24,000.  Ann’s one-third share of the Section 751 property is:








      Basis
      Value

Accounts receivable                                            $         0          $   6,000

Inventory                                                                12,000            14,000

Depreciation Recapture                                                  0              8,000

Total
$12,000
   $28,000

If the partnership had sold all of its property in a full taxable transaction, Ann would have been allocated $16,000 of income from sale of the partnership’s Section 751 property.  Ann’s Section 751(a) ordinary gain will thus be $16,000 while her residual capital gain under Section 741 will be $32,000 [$48,000 total gain minus $16,000 of ordinary gain under Section 751(a) = $32,000 of capital gain].

2.  Ann would now have only $3,000 of realized gain on the sale of the partnership interest, i.e., amount realized of $75,000 minus her adjusted basis of $72,000 in the partnership interest under Sections 742 and 1012.  The amount of Section 751(a) ordinary gain on the sale of the partnership interest would not be altered because the partnership had not made a Section 754 election and, therefore, Ann had no basis adjustments to the partnership’s assets under Sections 743(b) and 755.  However, the residual computation of the amount of Ann’s capital gain or loss on the sale of the partnership interest under Section 741 would produce a capital loss of $13,000 [$3,000 total gain realized on the sale of the partnership interest minus the Section 751(a) ordinary gain of $16,000].  This painful result can sometimes be avoided by making the Section 732(d) election; the increase in the basis attributable to the Section 751 property would substantially reduce or eliminate the Section 751(a) gain. The mechanics of Section 732(d) cannot be explored prior to a full encounter with the effect of the Section 754 election on purchasing partners.

D.  OTHER ENTITY v. AGGREGATE ISSUES

[¶ 21,090]

Notes

1 and 2.  The result in Rev. Rul. 89–108, like Section 751, is based on the aggregate approach.  Presumably, the result reached in that ruling should apply to all partnership properties that are not eligible for installment reporting and not just to Section 751 property. Because the ruling is based on the narrower ground, it leaves the answer to the second question open.

[¶ 21,095]

E.  TREATMENT OF THE PURCHASING PARTNER

Some instructors will wish to cover the computation of the total special basis adjustment to the purchasing partner but omit the computational nightmare created by the Section 755 allocation. Nevertheless, the problems covering that allocation are not complex.

2.   ALLOCATION OF THE SECTION 743(b) BASIS ADJUSTMENT

[¶ 21,115]

Problems
1.  The current regulations require that allocations of basis adjustments under Section 743 among partnership assets be made or the basis of the amount of income, gain, or loss that the transferee partner would be allocated if, immediately after the transfer of the partnership interest, all of the partnership’s assets were disposed of at fair market value in a fully taxable transaction (called the “hypothetical transaction” in the regulations).  Under this allocation method for Section 743 basis adjustments, the regulations sometimes require so-called “two way” adjustments to be made that increase the bases or some partnership assets and decrease the bases of other partnership assets (unlike the prior regulations, which did not allow such two way adjustments).  See  Reg. § 1.755-1(a), (b).

On the simplified facts of this problem, under Reg. § 1.743-1(d), Nancy’s share of the adjusted basis to the partnership of the partnership’s property is $700 (i.e., the $1,550 cash that she would receive on a hypothetical sale of all of the partnership’s properties minus the $850 of net gain that would be allocated to Nancy from the hypothetical sale of the partnership assets), while her outside basis is $1,550. Thus, under Reg. §1.743-1(b), the total Section 743(b) adjustment is $850.  Next, under the current Section 755 regulations (at Reg. § 1.755-1(a)), a two step process is used to allocate this total basis adjustment among the partnership’s assets.  First, the partnership’s assets are divided into two classes: (1) ordinary income property and (2) capital assets and Section 1231 property (denominated “capital gain property” in the regulations).  The adjustment must then be allocated among the classes by first allocating to the ordinary income class the total amount of income, gain, or loss that would be allocated to Nancy from the sale of all of the partnership’s ordinary income property in the hypothetical transaction.  The amount of the basis adjustment allocated to the class of capital gain property is the residual amount of the Section 743(b) adjustment.  Second, the allocation of the adjustment to each class must then be allocated among the properties within each class in this simple case in accordance with the amount of income, gain, or loss that would be allocated to Nancy from the sale of the partnership’s assets in the hypothetical transaction.

The two classes of partnership assets and amount of income, gain, or loss that would be allocated to Nancy from the hypothetical sale of all of the partnership’s assets are:











      Allocation to

Ordinary Income Assets
Basis
Value
Nancy 

   
Equipment Recapture                   $200              $700               $250             
Inventory X
  130
    70
     (30)


Inventory Y
    70
  130
      30

Total                                          $400             $900                $250




     
Allocation to
   
Capital/1231 Assets

Basis
            Value
 Nancy


Building
$600
$1,000
  $200      


Land
400
1,200
400      


Total
$1,000
$2,200
$600      

Note that it is assumed that all $500 of the partnership’s gain from the sale of the equipment would be ordinary income under the depreciation recapture provisions of Section 1245.

Accordingly, Nancy would allocate $250 of the Section 743(b) adjustment to the ordinary income assets, as follows: $250 adjustment to the equipment, a negative $30 adjustment to Inventory X, and a positive $30 adjustment to Inventory Y.  Nancy would allocate the remaining $600 of the Section 743(b) adjustment to the capital/Section 1231 assets, as follows: $200 adjustment to the building and $400 adjustment to the land.  

2.  Under this change in the facts of the problem, the value of the land was only $100 but the purchase price was unchanged; thus, $1,100 was paid for goodwill.  As a result, the amount of Nancy’s Section 743(b) adjustment is still $850, and would be allocated as follows: 

 



  Allocation to
Ordinary Income Assets
Basis
Value
Nancy    
Equipment Recapture                $200             $700             $250             Inventory X
 130
    70
    (30)


Inventory Y
   70
  130
     30

Total                                         $400              $900               $250





Allocation to

Capital/1231 Assets

Basis
            Value
 Nancy

            Goodwill                                    $       0            $1,100               $550


Building
600
1,000
 200      


Land
400
100
 (150)     


Total
$1,000
$2,200
$600      

Accordingly, Nancy would still allocate $250 of the Section 743(b) adjustment to the ordinary income assets, as follows: $250 adjustment to the equipment, a negative $30 adjustment to Inventory X, and a positive $30 adjustment to Inventory Y.  Nancy would allocate the remaining $600 of the Section 743(b) adjustment to the capital/Section 1231 assets, as follows: $550 adjustment to the goodwill, $200 adjustment to the building, and a negative $150 adjustment to the land.  

3.a.  Under this variation, the interest of the partners in capital varies slightly from their interests in profits and losses.  Since Nancy’s share of the adjusted basis to the partnership of the partnership’s property is now $900 (i.e., the $1,550 cash that she would receive on a hypothetical sale of all of the partnership’s properties minus the $650 of net gain that would be allocated to Nancy from the hypothetical sale of the partnership assets–only $200 of the gain from the sale of the land would be allocable to Nancy, since under Section 704(c)(1)(A), the built-in gain of $400 would have to be allocated to John), while her adjusted basis for her partnership interest is still $1,550, the total Section 743(b) adjustment will be $650.  Stated differently, to reflect the Section 704(c)(1)(A) allocation to John of the $400 of built-in gain from the land, Nancy’s share of the adjusted basis to the partnership of the partnership’s property is increased by her $200 share of that gain.  The computation of the Section 743(b) adjustment for the ordinary income asset class would not be changed from Problem 1: $250 adjustment to the equipment, a negative $30 adjustment to Inventory X, and a positive $30 adjustment to Inventory Y. The computation for the capital/Section 1231 class would be:





Allocation to

Capital/1231 Assets

Basis
            Value
 Nancy


Building
$600
$1,000
  $200      


Land (built-in gain of $400)
400
$1,200
200      


Total
$1,000
$2,200
$400      

Accordingly, Nancy would  allocate $200 of the Section 743(b) adjustment to the building and $200 of the Section 743(b) adjustment to the land.

3.b.  Since Nancy’s share of the adjusted basis to the partnership of the partnership’s property is now $500 (i.e., the $1,550 cash that she would receive on a hypothetical sale of all of the partnership’s properties minus the $1,050 of net gain that would be allocated to Nancy from the hypothetical sale of the partnership assets–the $400 of built-in gain from the land would be allocated to her under Section 704(c)(1)(A) as well has one-half of the post-contribution appreciation in the land of of $200)), while her adjusted basis for her partnership interest is still $1,550, the total Section 743(b) adjustment will be $1,050.  Stated differently, to reflect the Section 704(c)(1)(A) allocation to Nancy of the $400 of built-in gain from the land, Nancy’s share of the adjusted basis to the partnership of the partnership’s property is decreased  by that amount.  The computation of the Section 743(b) adjustment for the ordinary income asset class would not be changed from Problem 1: $250 adjustment to the equipment, a negative $30 adjustment to Inventory X, and a positive $30 adjustment to Inventory Y. The computation for the capital/Section 1231 class would be:










      Allocation to

Capital/1231 Assets

Basis
            Value
 Nancy


Building
$600
$1,000
  $200      


Land (built-in gain of $400)
400
$1,200
600      


Total
$1,000
$2,200
$800      

Accordingly, Nancy would  allocate $200 of the Section 743(b) adjustment to the building and $600 of the Section 743(b) adjustment to the land.  This assumes that Nancy will inherit John’s Section 704(c) allocation.  See Reg. § 1.704-3(a)(7) and (6)(ii).   

CHAPTER 22
CURRENT DISTRIBUTIONS TO PARTNERS

B. PARTNER LEVEL CONSEQUENCES

1.  CASH DISTRIBUTIONS

[¶ 22,015]

Problems

1.  What about the partnership making loans to the partners?   If the partners have an obligation to repay the amount of money received by the partnership, the partner’s receipt of the money would be treated as a loan governed by Section 707(a), rather than a distribution governed by Section 731.  See Reg. § 1.731-1(c)(2).

2.  If the transfer is in fact a distribution in March, it will be fully taxed to Bridget under Section 731(a)(1).  Bridget’s gain should be treated as capital gain under Sections 731(a) and 741.  See Reg. § 1.731-1(a)(3).

3.  If the transfer is an advance against a year-end distribution, it will not be taxed when made.   Reg. § 1.731-1(a)(1)(ii) and (c)(2).  By year’s end, Bridget will have a basis of $24,000 under Section 705(a)(1) (i.e., she will increase her basis in the partnership interest from zero to $24,000 to reflect her 20 percent distributive share of the partnership’s income of $120,000 for the year). Thus, a year-end distribution would not be taxed but would reduce the basis to $9,000 under Sections 705(a)(2) and 733(1).  Plainly, to be treated as an advance, the amount must be repayable if it turns out that profits are less than the distribution. A cautious partner might make the advance repayable for other reasons as well.

[¶ 22,030]

4.  DISPOSITION OF DISTRIBUTED PROPERTY

Problems covering these sections are combined in one problem set.  It is assumed throughout the answers to these problems that none of the partnership assets involved here are marketable securities (within the meaning of Section 731(c)(2)).

[¶ 22,035]

Problems

1.a.  Fred has a gain of $10,000 under Section 731(a)(1).  Under Sections 705(a)(2) and 733(1), the basis for his partnership interest is reduced to zero.

b.  Fred recognizes no gain or loss on the distribution under Section 731(a).  Under Section 732(a), Fred’s basis in Capital Asset X is $2,000.  Under Sections 705(a)(2) and 733(2), the basis in Fred’s partnership interest is reduced by $2,000 to $18,000.

c.  The students should see that it does matter which distribution is accounted for first. To maximize deferral, the cash is treated as coming first.  See Reg. §§ 1.731-1(a)(1)(i) and 1.732-1(a), Ex. 2.  Accordingly, Fred has gain of $1,000 on receipt of the cash distribution under Section 731(a)(1).  Under Sections 705(a)(2) and 733(1), the basis in Fred’s partnership interest is reduced to zero.  Under Section 731(a), Fred recognizes no gain or loss on the receipt of Capital Asset Y, and Fred’s basis for Capital Asset Y is zero under Section 732(a) (i.e., Section 732(a)(2) limits Fred’s basis in the distributed property to the basis of his partnership interest, here zero after reducing it by the cash distribution).

d.  Fred has no gain on the cash distribution under Section 731(a)(1).  Under Sections 705(a)(2) and 733(1), the cash distribution reduces Fred’s adjusted basis in his partnership interest from $20,000 to $17,000.  Under Section 731(a), Fred recognizes no gain or loss on the receipt of Inventory Item I and Capital Asset Z.  Under Sections 705(a)(2) and 733(2), the distribution of property with a basis aggregating $27,000 further reduces Fred’s basis in his partnership interest to zero.  Under Section 732, Fred’s basis in Inventory Item I and Capital Asset Z is limited to $17,000, the adjusted basis in Fred’s partnership interest after reducing it by the $3,000 of cash distributed.  Under Section 732(c), Fred’s $17,000 remaining basis in his partnership interest after reducing it by the cash distribution is allocated first to Section 751-type assets (in an amount equal to the partnership’s adjusted bases in those assets) and then to other assets.  Thus, Fred’s basis in Inventory Item I will be $12,000 (a carryover of the partnership’s adjusted basis in the property) and in Capital Asset Z will be $5,000.

e.  Fred has no gain on the cash distribution under Section 731(a)(1).  Under Sections 705(a)(2) and 733(1), the cash distribution reduces Fred’s adjusted basis in his partnership interest from $20,000 to $8,000.  Under Section 731(a), Fred recognizes no gain or loss on the receipt of Capital Asset Y and three-fifths of Capital Asset Z.  Under Sections 705(a)(2) and 733(2), the distribution of property with a basis aggregating $10,000 further reduces Fred’s basis in his partnership interest to zero.  Under Section 732, Fred’s basis in Inventory Item I and Capital Asset Z is limited to $17,000, the adjusted basis in Fred’s partnership interest after  reducing it by the $3,000 of cash distributed.  Under Section 732(c)(1)(B) and (c)(3)(B), the $8,000 basis in Fred’s partnership interest remaining after the cash distribution is allocated 1/10 ($1,000/$10,000) to Capital Asset Y (i.e., Fred’s basis in Capital Asset Y is $800) and 9/10 ($9,000/$10,000) to the three-fifths of Capital Asset Z (i.e., Fred’s basis in the three-fifths of Capital Asset Z is $7,200).

2.  Note that the fact that the inventory is not substantially appreciated, and thus is not a Section 751 asset for Section 751(b) purposes, does not allow Fred to escape the provisions of Section 735.  It is assumed that Fred obtained a basis of $12,000 in Inventory Item I under Section 732 when it was distributed to him.

a.  Fred has gain of $8,000 on the sale (i.e., amount realized of $20,000 minus Fred’s adjusted basis of $12,000 in the property).  Under Section 735(a)(2), Fred’s gain on the sale of Inventory Item I is treated as ordinary income, regardless of whether Fred is a dealer in that property.

b. Under Section 735(c)(2)(A), the taint carries over to the replacement property obtained in a nonrecognition transaction in which Fred’s basis in the replacement property was a substituted basis determined by reference to his basis in Inventory Item I.  However,  the five year period in Section 735(a)(2) starts with the date of distribution; thus, Section 735(a)(2) does not apply to a sale two years after the like-kind exchange and six years after the distribution.  Fred’s gain on the sale of the property will be capital gain provided that the property is not Section 1221(a)(1) property in Fred’s hands.

c.  Fred has a loss of $2,000 on the sale (i.e., amount realized of $10,000 minus Fred’s adjusted basis of $12,000 in the property).  Section 735(a)(2) applies to characterize a loss (as well as a gain) on the sale of a distributed inventory item by the distributee partner within five years from the date of the distribution.  Accordingly, Fred’s loss on the sale of Inventory Item I is treated as an ordinary loss, regardless of whether Fred is a dealer in that property.

3.a. Betty has an initial basis in her partnership interest of $60,000 under Sections 742 and 1012.  If Betty does not elect under Section 732(d), Betty will obtain a carryover basis of $2,000 in Capital Asset X under Section 732 and the basis of Betty’s partnership interest will be reduced to $58,000 under Sections 705(a)(2) and 733(2).

Determining the effect of the Section 732(d) election requires first determining  the basis adjustment to the distributed property that a purchasing partner would have made if the Section 754 election had been in effect.  Under Section 743(b) and Reg. § 1.743-1, Betty’s overall Section 743(b) adjustment would have been $40,000, of which $9,333 would have been allocated to Capital Asset X under Section 755 and Reg. § 1.755-1(b) (i.e., the amount of gain that would have been allocated to Betty with respect to Capital Asset X from a hypothetical taxable cash sale of all the partnership’s assets immediately after her purchase of the partnership interest).  Thus, if Betty elects Section 732(d), she will obtain a basis in Capital Asset X  of $11,333 and the basis of her partnership interest will be reduced to $48,667 under Sections 705(a)(2) and 733(2).

b. She should not elect because the effect of the election is to cause a greater amount of the basis in her partnership interest to be allocated to the distributed inventory asset (which she does not plan to sell).  Thus, the effect of the election would be to increase the amount of taxable gain on the sale of her partnership interest.  In this situation, the IRS might wish to force the election.  However, Reg. § 1.732–1(d)(4) addresses a different tax reduction scheme and thus does not seem to apply.  Query whether the IRS could use its authority under the anti-abuse rule in Reg. § 1.701-2 to attack this transaction. Compare Reg. § 1.701-2(d), Ex. 10, with Reg. § 1.701-2(d), Ex. 11.

5.  EFFECT OF PARTNERSHIP LIABILITIES

[¶ 22,050]

Problem

This material is not unpleasant but might be skipped in an introductory class. Computing the basis readjustment produced by a change in proportionate interest is no longer a simple matter; one must always refer to the Section 752 regulations.  When the debt is nonrecourse debt, the change in interest may not result in a basis readjustment at all. Those complexities are not raised in the problem.  Further, it is assumed that the partnership property involved in this problem is not a marketable security (within the meaning of Section 731(c)(2)).

a. Since Sue’s interest in the partnership is reduced from one-half to one-third, she is treated under Section 752(b) as receiving a distribution of money of $10,000, which reduces the basis in her partnership interest from $50,000 to $40,000 under Sections 705(a)(2) and 733(1). Under Section 731(a)(1), Sue recognizes no gain on that constructive cash distribution.  The distribution of the property also results in no recognized gain or loss to Sue under Section 731(a) and further reduces the basis in her partnership interest to $25,000.  Under Section 732, Sue’s basis in the distributed property is $15,000, a carryover of the partnership’s basis in the property.

Since Lou’s interest in the partnership is increased from one-half to two-thirds, he is treated under Section 752(a) as making a constructive cash distribution of $10,000, which increases his adjusted basis from $50,000 to $60,000 under Section 722.

b. Since partnership liabilities are reduced by $60,000, Sue is now treated under Section 752(b) as receiving a distribution of money of $30,000.  However, she is also treated under Section 752(a) as making a contribution of money of $60,000.  Thus, under Section 722, the basis of her partnership interest increases by the net cash contribution of $30,000 to $80,000.  Under Section 731(a), Sue has no recognized gain or loss on the distribution of the property to her.  Under Section 732, Sue’s basis in the distributed property is $75,000, a carryover of the partnership’s basis in the property.  Under Sections 705(a)(2) and 733(2), the property distribution reduces the basis in her partnership interest by $75,000 to $5,000.

Since partnership liabilities are reduced by $60,000, Lou is treated under Section 752(b) as receiving a distribution of money of $30,000.  Under Section 731(a)(1), Lou has no taxable gain on account of the $30,000 constructive cash distribution, which reduces the adjusted basis in his partnership interest from $50,000 to $20,000 under Sections 705(a)(2) and 733(1).

[¶ 22,055]

C.  PARTNERSHIP LEVEL CONSEQUENCES

The balance of this chapter is a strong candidate for exclusion from an introductory course, although it reflects the reality of the complex rules for taxing partnership distributions under Sections 704(c)(1)(B), 731(c), 737, and 751(b) of current law.  Omission of this material may leave the student with a false impression that the partnership distribution rules are relatively simple as compared, for example,  with the distribution rules for C corporations.

[¶ 22,070]

Problem

It is assumed throughout the answers to this problem that none of the partnership assets involved here are marketable securities (within the meaning of Section 731(c)(2)).

a. Under Section 731(a), Chuck will not recognize any gain or loss on the distribution of the property to him.  Under Sections 705(a)(2) and 733(2), the nontaxable distribution will reduce the basis for Chuck’s partnership interest to zero.  Under Section 732, the basis for Inventory M will carry over and be $500; the basis for Capital Asset X will be limited to $100. As a result, the basis for the distributed capital/Section 1231 class of properties will be reduced by $300 (i.e., the difference between the partnership’s adjusted basis of $400 in Capital Asset X and Chuck’s adjusted basis of $100 in Capital Asset X under Section 732).

b. If the Section 754 election is in effect, because of the basis reduction in the distribution to Chuck, the partnership must increase the basis of its remaining properties by $300 under Section 734(b)(1)(B).  Under Section 755 and Reg. § 1.755-1(c), that increase must be allocated to appreciated properties in the capital/Section 1231 class.  Here, the increase must be made to the basis of Capital Asset Y, the partnership’s only remaining asset in the capital/Section 1231 class.  Thus, the basis of Capital Asset Y will be increased from $2,000 to $2,300.

D.  TREATMENT OF PRECONTRIBUTION GAIN OR LOSS 

ON CERTAIN IN-KIND PARTNERSHIP DISTRIBUTIONS: 

SO-CALLED “MIXING BOWL” TRANSACTIONS

[¶ 22,090]

The rules governing so-called “mixing bowl” transactions under Sections 704(c)(1)(B) and 737 are complex and therefore a strong candidate for exclusion from an introductory business enterprise taxation course.

[¶ 22,105]

Problems

It is assumed throughout the answers to these problems that none of the partnership assets involved here are marketable securities (within the meaning of Section 731(c)(2)), except in Problem 12.

1. Under Section 704(c)(1)(A), the gain of $1,500 on the sale of Capital Asset X must be allocated entirely to Valerie, the contributing partner, because the gain equals the amount of Valerie’s built-in gain with respect to the property.  Under Section 705(a)(1), Valerie’s basis in her partnership interest will be increased by the $1,500 allocated gain to $2,000.

2. Under Section 704(c)(1)(B) and Reg. § 1.704-4(a), Valerie will recognize gain of $1,500 by reason of the distribution of Capital Asset X to Tiffany. The character of Valerie’s recognized gain will be the same character as the gain that would have resulted if the partnership had sold Capital Asset X to Tiffany at the time of the distribution.  § 704(c)(1)(B)(ii) and Reg. § 1.704-4(b)(1).  Valerie’s basis in her partnership interest will be increased by the $1,500 gain recognized by her to $2,000.  § 704(c)(1)(B)(iii) and Reg. § 1.704-4(e)(1).

Tiffany will have no gain or loss on the distribution under the general rule in Section 731(a) and her basis in Capital Asset X under Section 732 will be $2,000 (the partnership’s $500 inside basis in the property before the distribution, increased by the $1,500 gain recognized to Valerie under Section 704(c)(1)(B)).   § 704(c)(1)(B)(iii) and Reg. § 1.704-4(e)(2).  Under Sections 705(a)(2) and 733(2), Tiffany’s basis in her partnership interest will be reduced by $2,000 (her adjusted basis in Capital Asset X under Section 732) to zero.

3.  Section 737 will apply to require Katherine to recognize $1,000 of gain on her receipt of Capital Asset Y (the amount of Katherine’s precontribution gain with respect to Capital Asset W).  § 737(a) and (b) and Reg. § 1.737-1(a), (b), and (c). The character of Katherine’s recognized gain is determined by the character of Katherine’s precontribution gain with respect to Capital Asset W, determined as if Capital Asset W had been sold by the partnership to an unrelated third party at the time of distribution.  § 737(a) and Reg. § 1.737-1(d).  Under Section 737(c)(1) and Reg. § 1.737-3(a), Katherine’s basis in her partnership interest will be increased by the $1,000 gain recognized under Section 737 to $2,000.  Under Sections 737(c)(2) and 732 and Reg. § 1.737-3(b), Katherine will have a basis of $2,000 in Capital Asset Y (the same as the partnership’s basis in the property, but limited by her basis in the partnership interest as increased by the gain recognized to her under Section 737).   Under Sections 705(a)(2) and  733(2), her basis in the partnership interest will be reduced by $2,000 (her adjusted basis in Capital Asset Y) to zero.

Under Section 737(c)(2) and Reg. § 1.737-3(c), the partnership will increase its adjusted basis in Capital Asset W by the $1,000 of gain recognized by Katherine under Section 737 (to $2,000).  Tiffany, the contributing partner, has no recognized gain here because she has no precontribution gain within the meaning of Section 704(c).

4.  Section 737 will apply to require Valerie to recognize $1,000 of gain on her receipt of Capital Asset Z (the lesser of (1) Valerie’s precontribution gain of $1,500 with respect to Capital Asset X or (2) the $1,000 difference between the fair market value of the asset distributed and Valerie’s adjusted basis in her partnership interest immediately before the distribution).   § 737(a) and (b) and Reg. § 1.737–1(a), (b), and (c). The character of Valerie’s recognized gain is determined by the character of Valerie’s precontribution gain with respect to Capital Asset X, determined as if Capital Asset X had been sold by the partnership to an unrelated third party at the time of distribution.  § 737(a) and Reg. § 1.737–1(d).  Under Section 737(c)(1) and Reg. § 1.737–3(a), Valerie’s basis in her partnership interest will be increased by the $1,000 gain recognized under Section 737 to $1,500.   Under Section 732 and Reg. § 1.737–3(b), Valerie will have a basis of $1,500 in Capital Asset Z (the same as the partnership’s basis in the property, but limited by her basis in the partnership interest as increased by the gain recognized to her under Section 737).   Under Sections 705(a)(2) and  733(2), her basis in her partnership interest will be reduced by $1,500 (her adjusted basis in Capital Asset Z) to zero.  Under Section 737(c)(2) and Reg. § 1.737–3(c), the partnership will increase its adjusted basis in Capital Asset X by the $1,000 of gain recognized by Valerie under Section 737 (to $1,500).

In addition, under Section 704(c)(1)(B) and Reg. § 1.704–4 (a), Alexandra will recognize loss of $500 by reason of the distribution of Capital Asset Z to Valerie. The character of Alexandra’s recognized loss will be the same character as the loss that would have resulted if the partnership had sold Capital Asset Z to Valerie at the time of distribution.  § 704(c)(1)(B)(ii) and Reg. § 1.704–4 (b)(1).  Alexandra’s basis in her partnership interest will be decreased by the $500 loss recognized by her to $1,600. § 704(c) (1) (B) (iii) and Reg. § 1.704-4(e) (1).

5.  Section 707(a)(2)(B) could apply to the contribution and subsequent distribution to treat Tiffany as having effected an exchange with the partnership of Capital Asset Y for Capital Asset X.  To the extent that Section 707(a)(2)(B) applies here, Section 704(c)(1)(B) would not apply.  See Reg. § 1.704-4(a)(2).  If Section 707(a)(2)(B) does not apply here, then the answer would be the same as it was in Problem 2.

6.  [It is intended that one assume here that the total value of all partnership assets at the time of distribution is at least $16,000, and, thus, the distribution is not disproportionate as to Valerie.]   No change in answer to Valerie or Tiffany; Valerie would still only recognize $1,500 of gain on the distribution under Section 704(c)(1)(B) and Tiffany would still have no gain or loss on the distribution under the general rule in Section 731(a).  Under Section 731(a), the remaining appreciation of $2,000 in Capital Asset X would not be taxed to Valerie at the time of distribution.

7.  Neither Section 704(c)(1)(B) nor Section 737 would apply if the distribution takes place more than 7 years after the contribution.  Accordingly, the distributee partner would not recognize any gain or loss on the distribution under the general nonrecognition rule in Section 731(a).  Further, the contributing partner would not recognize any gain or loss either.

8. Under Section 704(c)(3) and Reg. § 1.704–4(d) (2), Section 704(c)(1)(B) apparently would apply to require Jeanie, as Valerie’s successor in interest, to recognize $1,500 of gain on the distribution of Capital Asset X to Tiffany, at least if no election is in effect under Section 754 or Section 732(d).  Jeanie’s $2,000 cost basis in her partnership interest would be increased by the $1,500 gain recognized by her to $3,500.  § 704(c)(1)(B)(iii) and Reg. § 1.704-4(e)(1).  (Of course, Valerie would have taxable gain on the sale of her interest of $1,500.)   If there is an election in effect under Section 754 or Section 732(d), then Jeanie may not be taxed on the $1,500 gain triggered by Section 704(c)(1)(B).

9. The exception in Section 704(c)(2) would apply and, thus, Katherine would not be required to recognize the precontribution gain of $1,000 (i.e., the general nonrecognition rule in Section 731(a) would apply).  See Reg. § l.704-4(d)(3). Under Section 732, Katherine’s basis in Capital Asset Y will be $1,000 (the same as the partnership’s basis in the property, but limited by Katherine’s basis in the partnership interest at the time of distribution).  Under Sections 705(a)(2) and 733(2), Katherine’s basis in her partnership interest will be reduced by $1,000 (her adjusted basis in Capital Asset Y under Section 732) to zero.

Tiffany also would not have any gain or loss under the general nonrecognition rule in Section 731(a).  Under Section 732, Tiffany’s basis in Capital Asset W will be $1,000 (the same as the partnership’s basis in the asset).  Under Sections 705(a)(2) and 733(2), Tiffany’s basis in her partnership interest will be reduced by $1,000 (her adjusted basis in Capital Asset W under Section 732) to $1,000.

10.  Because the contributed property is being distributed back to the contributing partner Section 704(c)(1)(B) does not apply and the normal nonrecognition rule of Section 731(a) will apply to Valerie on the distribution.  Under Section 732, Valerie’s basis in Capital Asset X will be $500 (the same as the partnership’s basis in the property).  Under Sections 705(a)(2) and 733(2), Valerie’s basis in her partnership interest will be reduced by $500 (her adjusted basis in Capital Asset X under Section 732) to zero.

11.  [It is intended that one assume here that the total value of all partnership assets at the time of distribution is at least $10,000, and, thus, the distribution is not disproportionate as to Alexandra.]  The exception in Section 737(d)(1) would not apply here to the extent that the value of the C Corporation stock is attributable to property contributed to C Corporation after the C Corporation stock was contributed to the partnership.  In any event, however, Section 737 would not require Alexandra to recognize any gain on this distribution because she had no net precontribution gain within the meaning of Section 737(b) and Reg. § 1.737-1(c) (in fact, she had a net precontribution loss of $100). Thus, Alexandra has no gain or loss on the distribution under the general nonrecognition rule in Section 731(a). Under Section 732, Alexandra’s adjusted basis in the C Corporation stock will be $600 (the same as the partnership’s basis in the stock––it is assumed that the partnership’s basis in the stock was increased by its $500 basis in Capital Asset X on the capital contribution of that property to C Corporation).  Under Sections 705(a)(2) and 733, Alexandra’s basis in her partnership interest will be reduced by $600 (her adjusted basis in the C Corporation stock under Section 732) to $1,500.

Note also that since the partnership’s capital contribution to C Corporation of the Section 704(c) property (Capital Asset X) was a nonrecognition transaction, the Section 704(c) taint apparently carries over to the C corporation stock to the extent of the built–in gain inherent in Capital Asset X ($1,500).   Thus, it appears that Valerie would have to recognize $1,500 gain under Section 704(c)(1)(B) on the distribution of the C Corporation stock back to Alexandra. See Reg. §§ 1.704–3(a)(8) and 1.704–4(d)(1).  (A similar rule applies under Section 737.  See Reg. § 1.737–2(d)(3).)  The character of Valerie’s recognized gain will be the same character as the gain that would have resulted if the partnership had sold the C Corporation stock to Alexandra at the time of the distribution.  § 704(c)(1)(B)(ii) and Reg. § 1.704–4 (b)(1).  Valerie’s basis in her partnership interest will be increased by the $1,500 gain recognized by her to $2,000.  § 704(c)(1)(B)(iii) and Reg. § 1.704-4 (e)(1).

12.  [This Problem assumes that Capital Asset X is the only marketable security owned by the partnership.]  This question involves an application of Sections 731(c) and 737 to the distribution of the marketable securities to Katherine and Section 704(c)(1)(B) to Valerie.  Under the coordination rule in Reg. § 1.731-2(g)(1), if a distribution results in the application of Section 731(c) and one or both Sections 704(c)(1)(B) and 737, the tax effects of the distribution are determined by first applying Section 704(c)(1)(B), then Section 731(c), and finally Section 737.  Accordingly, Section 704(c)(1)(B) is applied first to require Valerie to recognize gain of $1,500 on the distribution of Capital Asset X to Katherine.  The character of Valerie’s recognized gain will be the same character as the gain that would have resulted if the partnership had sold Capital Asset X to Katherine.  § 704(c)(1)(B)(ii) and Reg. § 1.704-4(b)(1). Valerie’s basis in her partnership interest will be increased by the $1,500 gain recognized by her to $2,000.  § 704(c)(1)(B)(iii) and Reg. § 1.704-4(e)(1).

Under Section 731(c) and Reg. § 1.731-2(a) and (b), Katherine is treated as receiving cash in the amount of $3,500--the $4,000 fair market value of the distributed marketable securities (Capital Asset X) reduced by the excess of her distributive share of the net gain which would be recognized if all the marketable securities held by the partnership were sold for their fair market value before the distribution, $500 (i.e., the $1,500 of precontribution gain on Capital Asset X would be allocated to Valerie under Section 704(c)(1)(A), and Katherine’s distributive share of the remaining gain of $2,000 is $500), over her distributive share of the net gain which is attributable to the marketable securities held by the partnership after the distribution, which is zero.  Accordingly, under Section 731(a)(1) and (c), Katherine will recognize gain in the amount of $2,500, the excess of the $3,500 treated as distributed to her under Section 731(c) over her $1,000 basis in her partnership interest.  Under Section 731(c)(4)(A) and Reg. § 1.731-2(f)(1)(i), Katherine’s basis in Capital Asset X is equal to its basis determined under Section 732, $1,000 (the partnership’s inside basis of $500 in Capital Asset X, as increased by the $1,500 of gain recognized by Valerie on the distribution under Section 704(c)(1)(B), but not in excess of Katherine’s basis in her partnership interest before the distribution), increased by the $2,500 of gain recognized by Katherine by reason of Section 731(c)--a total basis of $3,500.   Under Section 731(c) (5), Katherine’s basis in her partnership interest is determined under the rules in Section 733 without regard to any gain recognized under Section 731(c).  Accordingly, under Sections 705(a)(2) and 733(2), Katherine’s basis in her partnership interest is reduced from $1,000 to zero to reflect the distribution of Capital Asset X.

For purposes of Section 737, Reg. § 1.731-2(g)(1)(iii)(A) treats the distribution of marketable securities as a distribution of property other than money to the extent that the marketable securities are not treated as money under Section 731(c).   Accordingly, for Section 737 purposes, Katherine is treated as receiving a distribution of property other than cash worth $500.   Under Section 737(a) , Katherine must recognize gain of $500 because the $500 value of the property distributed exceeds her adjusted basis in the partnership interest of zero.  Under Section 737(c)(1), Katherine’s basis in her partnership interest is increased by the $500 gain recognized and this increase is treated as occurring immediately before the distribution. Under Section 732, Katherine’s basis in Capital Asset X will be increased by $500 (the same as the partnership’s basis in the property).  Thus, Katherine’s basis in Capital Asset X will be $4,000--$3,500, as determined above, plus $500.   Under Section 737(c)(2), the partnership’s basis in Capital Asset W, the property contributed by Katherine, is increased by the $500 gain recognized by Katherine under Section 737, to $1,500.  Katherine’s basis in her partnership interest is zero.

[¶ 22,110]

F.  DISTRIBUTIONS THAT ALTER A PARTNER’S INTEREST 

IN ORDINARY INCOME PROPERTY

It is assumed in this illustration that Capital Asset X is not a marketable security (within the meaning of Section 731(c)(2)).

[¶ 22,115]

Problems


1.  The cash method receivable is a Section 751(c) asset. So is the element of recapture; it is deemed to be an asset with a value of $600 and a basis of zero.


The inventory meets the 120 percent test and thus is substantially appreciated and a Section 751(b) asset.  The account receivable is an inventory item also, but that will not matter here.


2.  This question illustrates the need for treating accounts receivable as inventory items to prevent avoidance of Section 751(b). The remaining inventory has a basis of $1,000 and a value of $1,100 and thus is not substantially appreciated.  However, by treating the accounts receivables as inventory items, the aggregate of the Section 751(b) assets is substantially appreciated (i.e., basis of $1,100 and value of $1,450).


3.  Since the distribution does not alter the partner’s interest in the gross value of ordinary income assets, Section 751 does not apply. Ordinary income has been shifted to the distributee partner.


4.  The first step is to determine the extent to which Paul has reduced his interest in Section 751(b) assets.  In all but the most simple of cases, that is best done through the use of the exchange table described in 2 McKee, Nelson & Whitmire, Federal Taxation of Partnerships and Partners, at ¶ 21.03 (3d ed. 1997).  Note that the values used are market values.  Because the partners’ interests in capital and profits are identical, the computation of the values of the partnership interests is simplified.


New In-

Distri-

Old In-


terest
+
bution
–
terest
=
Change

Other Property:

Cash
2,000

0

3,000

(1,000)

Building
0

18,000

9,000
          9,000

Trademark
8,000

0

12,000
         (4,000)

§ 751(b) Property:

Inventory
8,000

0

12,000

(4,000)

The table discloses that Paul has reduced his interest in Section 751(b) assets by $4,000 in exchange for $4,000 of Building; Section 751 is not concerned with the exchange of his interest in other non-Section 751 property for an increased interest in the Building.

Paul then is treated as receiving a distribution of Inventory having a value of $4,000 and a basis of $1,000, which will reduce the basis of his partnership interest to $11,000.  He is then treated as if he exchanged that Inventory for Building having a value of $4,000, thus producing ordinary gain to him of $3,000.  Finally, he is treated as receiving a distribution of Building having a value of $14,000 and a basis of $14,000. Since the remaining basis for his partnership interest is only $11,000, the Building will take a basis to him of $4,000 plus $11,000, or $15,000.

The partnership will not have any gain on the constructive exchange of the Building, because the Building is not appreciated. However, the partnership will increase the basis for the Inventory by $3,000 to $9,000. Paul now has a zero basis in his partnership interest.

5. The distribution of the remaining portion of the Building resulted in a basis reduction of $3,000. If the Section 754 election is in effect, the partnership must increase the basis of its remaining assets in the capital/Section 1231 class in proportion to their appreciation. Here, that means that the basis of the Trademark must be increased by $3,000.

6. and 7.  The exchange table:


New In-

Distri-

Old In-


terest
+
bution
–
terest
=
Change

Other Property:

Cash
6,000

15,000

15,000
         6,000

Land #1
9,000

0

15,000

(6,000)

Land #2
9,000

0

15,000

(6,000)

§ 751(b) Property:

Lots                                       6,000              15,000                 15,000                 6,000


Jayne has increased her interest in Lots by $6,000 in exchange for some combination of her interest in Land #1 or #2 having a value of $6,000.  If the Land exchanged is treated as Land #1, the constructive distribution of it will not affect Jayne’s basis and, on her exchange of it back to the partnership, she will have a capital gain of $6,000.  The distribution of $15,000 in cash will reduce her basis, which presumably is $35,000, to $20,000.  The distribution of the balance of the Lots, having a value of $9,000 and a basis of $3,000, will reduce the basis of her partnership interest to $17,000.  Her final basis in the Lots will thus be $9,000.


If the Land exchanged is treated as Land #2, the constructive distribution of $6,000 will reduce Jayne’s basis from $35,000 to $29,000. The exchange of the Land back to the partnership will not result in any gain. The distribution of $15,000 in cash will further reduce her basis to $14,000. The distribution of the balance of the Lots, having a value of $9,000 and a basis of $3,000, will reduce the basis of her partnership interest to $11,000. Her final basis in the Lots will be the same $9,000.  Thus, under this option, Jayne will avoid tax on a capital gain of $6,000, and that tax is deferred in the lower basis for her partnership interest.


Under either option, the partnership will incur an ordinary gain of $4,000 on the constructive exchange of Lots worth $6,000 for Land.  If Land #1 is treated as constructively distributed and repurchased, the partnership would increase the basis of that property by $6,000.   However, if Land #2 were distributed, the partnership would not be entitled to any basis increase.  As a result, there is a conflict of interest between Jayne and the partnership that should be resolved in the negotiation for the payment.  Presumably, the parties should defer tax by selecting Land #2.

CHAPTER 23
LIQUIDATING DISTRIBUTIONS

H. THE COMPREHENSIVE ILLUSTRATION REVISITED

[¶ 23,045]

Problems
As the text throughout this chapter points out, the 1993 Act amendments to Section 736 have significantly reduced the applicability of Section 736(a) and, thus, reduced the differences between the tax treatment of sales of partnership interests and the tax treatment of liquidations of partnership interests (i.e., the differences remain important generally only in the context of the disposition of a general partnership interest in a partnership in which capital is not a material income-producing factor).  This point should be emphasized to the students in covering these problems. This point also suggests that if time is running short, these problems can be omitted.

It is assumed throughout the answers to these problems that none of the partnership assets involved here are marketable securities (within the meaning of Section 731 (c)(2)).

1. This question is designed to test the student’s understanding of the discussion in the text of the general superiority of Section 736(a) payments.

2.  If capital were a material income-producing factor in the partnership, then, under Section 736(b)(3), none of the payments to A would be treated as Section 736(a) payments and the tax consequences of all such payments would be determined under Section 736(b) (and Section 751(b), to the extent that it applies to the Section 736(b) distributions).

3.  The tax consequences of receipts taxed under Section 736(b) and receipts taxed under Section 741 are generally identical. Thus, if, contrary to the assumption of the Comprehensive Illustration, payments for goodwill are treated as Section 736(b) payments, the results in both versions of the Illustration will be identical.

A comparison of the consequences to the partnership is more complex. The easiest comparison is between a Section 736(b) payment and a purchase of a partnership interest by the remaining partners. In that event, the total basis adjustment available if the Section 754 election is in effect should be the same, although following a distribution the adjustment under Section 734(b) and Reg. § 1.755-1(c) would normally be made only to the capital/Section 1231  class.  In addition, if property is distributed in a liquidating distribution and Section 751 applies, the partnership may have a taxable gain and a basis adjustment.

The most significant differences to both the retiring partner and the partnership are between Section 736(a) payments, on the one hand, and either Section 736(b) payments or sales proceeds on the other. Here, treating the payments for goodwill as Section 736(a) payments increases the ordinary income (but reduces the capital gain) taxed to the retiring partner and creates ordinary deductions for the partnership.

4. The text does not introduce the added complexity produced by Section 736(a) payments that are not fixed and thus are taxed as distributive shares, which can alter the character of the income to the retiring partner. One might also refer to nontax differences such as the greater security of deferred payments from the partnership.

5.  Because Keith has a one-third interest in both capital and appreciation, his interest in the tangible properties of the partnership has a value of $15,000; therefore, no payments are received for intangibles.  One might note that the problem omits income for the year of retirement.

a.  If Keith receives a lump-sum payment of $15,000, the value of his interest in Section 736(b) property, $12,000, will be taxed as a distribution under Section 736(b).  Section 751(b) would apply to that distribution.  Here, however, there is no Section 751(b) property because the receivable is excluded from the Section 736(b) portion of the transaction.  Thus, Keith will have a capital gain of $12,000 less his basis of $10,000, or $2,000.  He will also be treated as receiving a guaranteed payment of $3,000 in the year of retirement under Section 736(a), which will be taxed as ordinary income in that year.

The partnership will deduct the guaranteed payment, but, absent the Section 754 election, the Section 736(b) payment will have no tax consequences.  If the Section 754 election were in effect, under Section 734(b) and Reg. §§ 1.734-1(b) and 1.755-1(c), the partnership would increase the basis of properties in the capital/Section 1231 class by $2,000.  Here, under Reg. § 1.755-1(c)(2)(i), that increase would go entirely to Capital Asset X, the only appreciated asset in that class, thus increasing the partnership’s basis in that asset to $8,000.

b.  If the payment were $20,000. In that event, there appears to be a $5,000 payment for goodwill, which the parties could treat as either a Section 736(a) payment or a Section 736(b) payment with the consequences just described.  If the Section 754 election were made,  under Reg. § 1.755-1(c)(2)(i), the resulting adjustment would increase the bases of Capital Asset X and the partnership goodwill in proportion to the relative amounts of their appreciation.

c.   Presumably, the entire distribution constitutes a Section 736(b) payment because Keith is not receiving a payment for his interest in the receivables.  Since Keith’s interest in the Section 751(b) assets does not change, no part of the distribution will become subject to Section 751.

Keith will take a carryover basis in the distributed receivables of zero and, under Section 735(a)(1), will have ordinary income when the receivables are paid. Capital Asset X will acquire a basis equal to Keith’s remaining basis for his partnership interest of $10,000.

Absent a Section 754 election, there will be no tax consequences to the partnership.  If the election were in effect, under Section 734(b) and Reg. §§ 1.734-1(b) and 1.755-1(c), the partnership would be entitled to increase the basis of assets in the capital/Section 1231 class by the $2,000 amount by which the basis of Capital Asset X was reduced in the distribution to Keith.  Here, under Reg. § 1.755-1(c)(2)(i), the entire adjustment would be allocated to Capital Asset Y, increasing the partnership’s basis in that asset to $11,000. 

d.  As in Problem 5.a., the $3,000 guaranteed payment under Section 736(a) will be ordinary income.  However, the $3,000 cash treated as a Section 736(b) payment will not be taxed but will reduce Keith’s basis to $7,000. The basis of Capital Asset Y will become that $7,000.

The partnership deducts the Section 736(a) payment but has no consequences as a result of the Section 736(b) payment.  If the Section 754 election were in effect, under Section 734(b) and Reg. §§ 1.734-1(b) and 1.755-1(c)(2)(i), the partnership would again be entitled to a $2,000 basis increase, which now would be given to Capital Asset X.

e.  As in Problem 5.c., the entire amount should be taxed under Section 736(b) . On these facts, however, Keith’s interest in Section 751(b) property has been changed, and thus a tax will be imposed under that Section.  The exchange table will produce the following result:


Asset
Change


Other property:


Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .$1,000


Asset X . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
            (4,000)


Asset Y . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
(3,000)


§ 751(b) property:


Receivables. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   
    6,000

Keith has thus received $6,000 of receivables in exchange for a mix of Capital Assets X and Y totaling $6,000. The results will differ depending on whether the parties treat the exchange as for $3,000 or $4,000 of Capital Asset X.  The following assumes that the parties decide that the exchange is for $3,000 of each Asset, which will minimize the tax to Keith.

In the constructive Section 751 distribution, Keith is treated as receiving a distribution of Capital Asset X having a value of $3,000 and a basis of $1,500 and of Capital Asset Y having a value and basis of $3,000, which will reduce the basis for his partnership interest to $5,500.  On the exchange of those assets for $6,000 of receivables, Keith will have a capital gain of $1,500.

Keith is now treated as receiving a distribution of cash of $6,000, which will exceed his remaining basis by $500.  That excess will be taxed as a capital gain.  In addition, he is treated as receiving a distribution of receivables having a value of $3,000.  Since he has no remaining basis for his partnership interest, those receivables will not acquire any basis.  Thus, Keith’s total basis for the $9,000 of receivables will be $6,000.  Of his $5,000 gain, $2,000 of capital gain will have been taxed and $3,000 of ordinary income deferred.

The partnership will recognize ordinary income of $6,000 on the constructive Section 751 exchange and will be entitled to increase the basis of Capital Asset X by $1,500 under Section 751.  If the Section 754 election were in effect, under Section 734(b) and Reg. §§ 1.734-1(b) and 1.755-1(c)(2)(i), the partnership would be entitled to increase the basis of Capital Asset X by $500.

f.  The answer to this subpart of Problem 5 is included in the answers to Problems 5.a. through e.

g.  As in Problem 5.a., $3,000 of the payments, or 3/15 of the total, are Section 736(a) payments and $12,000, or 12/15 of the total, are Section 736(b) payments. Absent an agreement to the contrary, therefore, of each $5,000 payment, $1,000 will be a guaranteed payment and $4,000 a distribution.

While the guaranteed payment will be taxed as ordinary income in each year, the distributions will merely reduce Keith’s basis for his partnership interest in years 1 and 2.  In year 3, the $2,000 excess of the distribution over basis will be taxed as a capital gain.

h.  The borrowing would increase Keith’s basis from $10,000 to $15,000 under Section 752(a) and Reg. § 1.752-2.  The value of Keith’s interest in Section 736(b) payments would now be $17,000, and the total payments he would receive for all property would now be $20,000 (cash distributed plus liability relief).  Thus, 3/20 of each payment would be a Section 736(a) payment.  In year 1, Keith receives a payment of $10,000 consisting of cash plus the relief from liabilities of $5,000. Therefore, $1,500 of the year 1 payment will be a guaranteed payment and $8,500 would reduce his basis to $6,500.  In years 2 and 3, Keith would receive guaranteed payments of $750 and distributions of $4,250.  The year 3 distribution would exceed basis by $2,000.

6.  If capital were a material income-producing factor in the partnership, then under Section 736(b)(3), none of the payments to Keith would be treated as Section 736(a) payments and the tax consequences of all such payments would be determined under Section 736(b) (and Section 751(b), to the extent that it applies to the Section 736(b) distributions). Accordingly, this change in facts would change the answers in Problems 5.a., b., d., g., and h.


J.  ABANDONING PARTNERSHIP INTERESTS


[¶ 23,075]


REVENUE RULING 93-80

While Citron and Rev. Rul. 93-80 are certainly worth discussing, the smallness of the window for ordinary loss treatment must be emphasized. Perhaps it would be worthwhile to consider what can be done by a partner in a normal partnership to come within these facts.


Problem

When Tiffany abandons the interest in TVA, a deemed distribution of $30 (i.e., Tiffany’s one-third share of the partnership’s nonrecourse liabilities of $90) is made to Tiffany under Section 752(b). This deemed distribution reduces the basis of Tiffany’s partnership interest to $30 [$60 – $30]. Under Rev. Rul. 93-80, because there is a deemed distribution to Tiffany, Sections 731(a) and 741 apply and Tiffany’s abandonment loss of $30 is a capital loss.  By contrast, Sections 731 and 741 do not apply to Katherine because Katherine does not receive any actual or deemed distribution nor does Katherine receive anything in exchange for the interest in TVA. Thus, Katherine realizes an ordinary loss of $100 on abandonment of her limited partnership interest.


CHAPTER 24


PARTNERSHIP TERMINATIONS


A. VOLUNTARY TERMINATIONS OF THE BUSINESS


[¶ 24,015]


REVENUE RULING 84-111

In this ruling, the IRS changes its position expressed in Rev. Rul. 70-239, 1970-1 C.B. 74, and concludes that it will respect the form of the partnership-to-corporation conversion in determining the tax consequences of the conversion. This conclusion is contrary to the normal view of the IRS that the substance of a transaction should control over its form in determining its federal tax consequences. In covering this ruling in class, an instructor might ask students if the IRS’s conclusion that form should control here is appropriate from a tax policy point of view.  An instructor may want to raise the same issue in connection with coverage of the new regulations on partnership mergers and divisions discussed at ¶¶ 24,070-24,075.


B. STATUTORY TERMINATIONS


[¶ 24,065]


Problems

1.  X has taxable gain of $25,000 on the sale of her partnership interest, of which $10,000 will be treated as ordinary income under Section 751(a) and $15,000 will be treated as capital gain under Section 741. As a result of X’s sale, there is a sale of 50 percent of the capital and profits interests of the XY Partnership within a 12 month period and Section 708(b)(1)(B) causes a termination of the partnership for federal tax purposes.

Under Reg. § 1.708-1(b)(4), the XY Partnership is treated as contributing its assets to the newly formed YZ Partnership and then distributing the YZ Partnership interests to Y and Z. Under Section 721, the XY Partnership would not recognize any gain or loss on the contribution. Under Section 722, the XY Partnership has a substituted basis of $40,000 in its partnership interest in the YZ Partnership (the same basis as it had in the assets it contributed to the YZ Partnership) . Under Section 723, the YZ Partnership carries over the basis that the XY Partnership had in the assets transferred to it. On liquidation of the old XY Partnership, under Section 731, Y and Z would not recognize any gain on the distribution of the YZ Partnership interests, and, under Section 732(b), Y would have a $20,000 basis in the new YZ Partnership interest and Z would have a $45,000 basis in the new YZ Partnership interest. Thus, the YZ Partnership has the following balance sheet:


Asset
Basis
Value


Cash
$10,000
$10,000


Accounts Receivable
$ 5,000
$ 5,000


Inventory
$10,000
$30,000


Building
$15,000
$45,000

  Total
$40,000
$90,000


                                                                                         Partners’
Capital



Basis
Value


Y
$20,000
$45,000


Z
$45,000
$45,000

  Total
$65,000
$90,000

2.  Where there is a Section 754 election in effect, the results to X and Y are identical to the above. The results to Z, however, are different, and, under Section 743(b), Z is allowed an upward adjustment of $25,000 to Z’s inside bases in the partnership’s properties (i.e., the excess of Z’s outside basis of $45,000 over the inside bases of the partnership’s assets of $20,000).  See Reg. § 1.708-1(b)(5).  Under Section 755 and Reg. § 1.755-1(b), $10,000 of the adjustment goes to the inventory and $15,000 of the adjustment goes to the building.  Thus, the YZ partnership has the following balance sheet:


Asset
Basis
Value


Cash
$10,000
$10,000


Accounts Receivable
$ 5,000
$ 5,000


Inventory
$20,000
$30,000


Building
$30,000
$45,000

  Total
$65,000
$90,000


                                                                                        Partners’
Capital



Basis
Value


Y
$20,000
$45,000


Z
$45,000
$45,000

  Total
$65,000
$90,000

Since the YZ Partnership is a new partnership, it is not subject to the Section 754 election made by the XY Partnership and will need to file its own Section 754 election if it wants that provision to apply to it.

3.  If Z made a Section 732(d) election, the federal income tax results to all parties would be the same as in Problem 1.  Under Reg. § 1.708-1(b)(4), the Section 732(d) election would have no effect on the tax results.

D.  CONVERSIONS OF PARTNERSHIP INTERESTS

[¶ 24,085]

REVENUE RULING 84-52

Rev. Rul. 84-52 analyzes the federal income tax consequences of converting a general partnership to a limited partnership. In Rev. Rul. 95–37, at ¶ 24,090, the IRS held that the federal income tax consequences described in Rev. Rul. 84-52 apply to the conversion of an interest in a domestic partnership into an interest in a domestic LLC.

CHAPTER 25


 DEATH OF A PARTNER


C. BASIS ADJUSTMENTS

2.  CARRYOVER BASIS: INCOME IN RESPECT OF A DECEDENT

[¶ 25,030]

Notes

1.  While payments for a general partner decedent’s share of partnership goodwill in a partnership in which capital is not a material income-producing factor may be Section 736(a) payments and thus income in respect of a decedent, that result is in the control of the parties. The payments can be treated as Section 736(b) payments and thus exempt from tax (but of no benefit to the partnership), which would occur in a sale of the interest. Section 736(a) may provide the lowest overall tax cost because of the combination of the partnership deduction and the deduction to the successor in interest provided by Section 691(c).


