Spring 2008 Corporate Tax Outline,  Professor Batchelder
Order to approach questions

1.) Is there a realization event?

2.) Is it recognized? (or deferred)

3.) Calculate realized gain/loss.

4.) What rate?  Capital, ordinary, recapture, special

5.) Timing

Normative Questions

1.) Equity

2.) Efficiency

3.) Administrative Ease

Intro
Assignment 1
12
IRC     1 – Tax rates
12

11 – Tax Rates on Corporations
13

Reg 301.7701-1(a) – Tax entity not same as legal entity
17

Reg 301.7701-2 – Taxable entity (corp, 2+ owner p’ship or disregarded)

Reg 301.7701-3 – Check the box election and disregarded entity
Policy Discussion – who bears the corporate tax?  Harberger Model = all of capital
15

New Harberger model – dynamic & cross-border; Desai, Hines – 60/40 with Labor
15
Assignment 2
18
Warren Article Policy Discussion – debt incentive
18
Bauer (1984) p. 104, owner “lent” money to corp, was equity; further debt incentive
19
Assignment 3
20
Gregory v. Helvering – step transaction, substance over form
Forming the Corporation
Assignments 4&5 – 351 contributions
22
IRC     351 – When contribute property for stock & have control (80%), nontaxable
22,25


351(b) – boot ok, but gain (not loss) to lesser of gain realized or boot rec’d
23-4


351(d) – services and certain indebtedness does not count as property
22


351(g) – nonqualified preferred stock does not treated as “stock”
23

Rev Proc. 77-37 – at least 10% of stock must come from property
41, 42

Reg. 1.351-1(a)(1) – can be part of one plan, take place over time

118 – contributions to capital not part of income
45

1032 – Corp. not recognize gain on own stock

358 – Shareholder basis in stock = carryover basis +/- gain/loss
23, 32


1.358-2(b) – if > 1 class; allocate basis among securities based on FMV


1.358-3 – liability assumed is treated as cash received for basis purposes
36

362 – Corp. basis in contributed property
29


362(a) – carryover basis + gain on transfer
23


362(e) – corp’s basis is carryover capped at FMV (limit built-in loss)
40


362(e)(2)(c) – can elect company gets built-in loss and not shareholder
40
James (1969) p. 11 – contribute services/contractual rights, not 351
23

Rev Rul 68-55 - p. 19 – asset by asset analysis
23, 47

Rev Rul 85-164-  p. 22 – holding period of stock also done pro-rata
24

357 – liabilities generally ok, unless 357(b) tax avoidance or 357(c)
33


357(c) – liabilities in excess of basis trigger gain 
44, 45, 47


357(c)(3) – no trigger for AR/AP, unless 357(c)(3)(B) get basis increase



358(d)(2) – no basis increase for 357(c)(3) assets



Rev Rul 80-198 – no trigger on AR/AP


357(d) – facts & circumstances test for recourse liability
48

Reg 1.357-2 - sum all assets

Rev Rul 66-142 – person-by-person analysis
Peracchi (1998) p. 26 - note issued by owner counts for basis, comparable to not fully             transferring liabilities, BETTER treatment than making recourse debt under 357(d)
39

1221 – definition of “capital asset”

1223 – holding period even if not capital. 1223(2) carryover basis = tack period
40

453(g) – installment reporting unavailable for over 50% owner
41
Assignment 6 – control
42
Kamborian (1971) p. 47 – trust contributes nominal amount to have others qualify for 351

Reg 1.351-1(a)(1)(ii) held valid – not qualify for 351
42

Rev Proc. 77-37 – a “safe harbor” if contribute 10%, 

if have business purpose could qualify for under 10%
41, 42
Intermountain Lumber (1976) p. 53 – Shook sells lumber mill for stock, then gives half


the stock to his partner Wilson.  Since shook was obligated to give 50% to Wilson,


not “in control”
42  

Rev Rul 2003-51 – contributions to sub in A-B structure qualify for 351
43
Rev Rul. 59-259 – 80% requirement for each class of stock separately
45
Assignment 7 – coordination with other doctrines
46
Bradshaw (1982) p. 64 – Indiv. “sells” undeveloped land to solely owned corp. for notes,

doesn’t want 351.  Court – not 351 b/c 1.) financial success of venture, 

2.) fair purchase price paid, 3.) corp. paid installments regularly & 

4.) corp. did not retransfer part of land to noteholder
46
Hempt Bros. (1974) p. 79 – cash basis p’ship xfers AR, argue against 351.  Court – is 351.
46
Rev Rul 80-198 – no trigger on AR/AP – frustrate the purpose of 351 to ease transition to incorporation.  Exception under IRC 357(c)(3)(B) if get basis.
46, 49
Good example for policy, not treat as separate entity – ease transitioning.

IRC 1229 – p. 76 top – anti-avoidance provision.  if depreciable to transferee, 
related party transferor gets ordinary gain (like 1245 recapture for related parties)

Distributions

Assignment 8 – Distributions
50
IRC     316 – What is a distribution – from most recent E&P first


316(a) – accumulated E&P, 316(b) – current E & P


Reg 1.316-1(a)(1) – from most recent E&P first


Reg.1.316-2(a) – take from current E&P first, then accumulated


Reg 1.316-2(b) – nimble dividend, if neg. current E&P and positive




Accumulated E&P treatment proportional to when distributed


Rev Rul 74-164 (p. 121) – how to take from E&P, timing, examples

312 – how to compute E & P, see assignment 8 problem 2 table
53


312(a) – reduce by distributions


312(b) – distributions of appreciated property – gain but not loss


312(c) – liabilities assumed in distribution adjust E&P


312(f)(2) – not include DRD in E&P


312(k)(1) – S/L depreciation


312(n)(5) – disregard installment sales
56



312(n)(7) – redemption reduces E&P
85

Reg 1.312-6 – how to compute E&P,


1.312-6(b) – addback items not includible for tax purp. (e.g. muni bonds)

317 – definition of (a) “property”  - not include stock of distributing corp.


317(b) “redemption of stock” – corp. acquire it’s own stock for property
IRC     301 - dividends
52


301(c)(1)-(3) – stacking rule,(1) dividend,(2) return of basis,(3) cap gain


Reg 1.301-1 – services and certain indebtedness does not count as property


351(g) – nonqualified preferred stock does not treated as “stock”
IRC
243 – DRD

246 – 246(a) – no DRD for exempt organizations


246(c) – prevent dividend strip – no DRD for within 90-day sales
Divine (1974) p. 123 – bargain purchase “spread” is an economic detriment, may be


deducted for E & P purposes
54
Assignment 9 – Distributions of property
55
IRC 
311 – general rule - no g/l to distributing corp. on it’s distributions


311(b) – gain on distribute appreciated prop. (but no loss on loss prop.)
55


311(b) known as “General Utilities repeal” – gain wasn’t taxed under GU
57

301(d) – FMV basis to shareholders – loss property loss completely vanishes
55

312(b) – gain on appreciated prop (1)included in E&P, then (2)taken out in dist.
55
Liabilities


311(b) – if liability > FMV, treat liability as FMV for recognizing distributor’s gain
56

301(b)(2) – reduce FMV of distribution to shhldr by debt assumed, but not below 0
56
Reg 1.312-3 – reductions of E&P for distributions are reduced by 

liabilities assumed (but likely not below 0)
56
Assignment 10 – constructive dividends
59
Baumer (1978) p. 145 – father’s solely owned corp. gives option in ½ property to son.  

When sell to third party, NOT considered constructive dividend to Father
59
Open transaction doctrine – recognize full amount on closing, not risk sensitive


Baumer not use open transaction, small amount of gain upfront
59
318 – attribution rules – came into effect 1986 after Baumer
59
Gilbert (1980) p. 154 – Gilbert gets IOU from target corp., no interest, 


No fixed payment date, no business purpose – constructive dividend
60 

Should have just had sub corp. acquire instead

IRC
7872 – below market loans, impute foregone interest
Assignment 11 – intercorporate dividends
62
IRC
243 – DRD – cliff effects/ notches in the tax system
62

100% DRD – 243(a) 80%+ ownership percentage

  
80% DRD – 243(c) 20-80% ownership percentage (of BOTH vote and value)

  
70% DRD – 243(a)(1) – portfolio ownership (under 20%)


246(a) – no DRD for exempt corps, 246(c) – no DRD for 90-day sales
63

246A – reduction of DRD for debt financing
69


246A(b) – reduction not apply if 80%+ owner


246A(a) – if portfolio indebtedness related to stock, get proportion of DRD



Difficult to enforce – can avoid using general debt


1059 – prevent stripping E&P within 2 years – nontaxable gain (DRD)



retroactively reduces basis of stock when on extraordinary dividends 



(c)(2)(5% preferred, 10% common) if stock held less than 2 years
64

1059(e) – partial liquidation is also extraordinary
66, 90
Litton (1987) p. 165 – bootstrap $30M note out as dividend of $100M purchase price


Waterman Steamship – similar facts, but all in same day & part of same transaction


Litton was ok (business purpose in increasing IPO price), Steamship not
62
Assignment 12 – policy discussion on integration 1
69
Assignments 13, 14, 15 – Redemptions
72
IRC 
317(b) – corp. acquires it’s own stock for property
IRC
302 – redemptions

302(a) – if a 302(b) – treat as exchange

302(d) – if not 302(b), treat as 301 distribution/ dividend


Reg. 1.302-2(c) – adjust basis of remaining shares – total basis remains same
74

302(b) – redemptions treated as exchanges
73

302(b)(1) – “not essentially equivalent to a dividend”

302(b)(2) – “substantially disproportionate redemption of stock”
 74, 76, 80-81


302(b)(2)(B) – must own less than 50% of the total vote



302(b)(2)(C) – must own less than 80% of what previously owned



Vulnerable to attribution rules – cannot waive like 302(b)(3)


302(b)(3) – “termination of a shareholder’s interest”



302(c)(2) – 318(a)(1) family constructive ownership rules shall not apply if 




302(c)(2)(A)(i) – no interest (including employment) except creditor




302(c)(2)(A)(ii) – acquire no interest within 10 years and
75



302(c)(2)(A)(iii) – recordkeeping AND




302(c)(2)(B) – did not (i) get from or (2) sell to attributable
76




within 10 years of redemption and not tax avoidance
72, 74


318(b) – corporate constructive ownership always applies to 302(b)(3)

302(b)(4) – “Redemption from noncorporate shareholder in partial liquidation”
84


302(b)(4)(A) – noncorporate shareholder, (b)(4)(B) – partial liquidation



302(e) – definition of partial liquidation




302(e)(1)(A)– not equivalent to dividend; 



302(e)(1)(B) plan takes place this year or next





Rev Rul 75-447 – order of plan steps doesn’t matter




302(e)(2) – termination of business




302(e)(3) – “business” must be owned for 5 years or entire existence



Rev Rul 60-322 – p. 209 – need to cut off an entire area of the business




not just get smaller
84


Rev Rul 74-296 – safe harbor for change in line of business
84


1059(e) – partial liquidation counts as extraordinary div – see assignment 11
90



302(c)(1) – 318 attribution rules apply to redemptions in general
72

318 – attribution rules



318(a)(1) – family (spouse, children, grandchildren, parents) 




NOT sibling, NOT grandparents
78


318(a)(2)(A) – from partnerships = proportional



318(a)(2)(B) – from trust = proportional for (i) beneficiaries or (ii) owners



318(a)(2)(C) – from corps – if 50% or more owner then proportional



318(a)(3) – attribution to p’ships, and trusts is full
81


318(a)(3)(C) – to corps – if 50% or more owner then FULL



318(a)(4) – option attribution
82


318(a)(5)(B) – no double family attribution 


318(a)(5)(C) – Anti-Sideways rule – no double corporate attribution
81
IRC
305(a) – distributions of stock on stock are not taxable

Eisner v. Macomber p. 129 – pro rata distrib. of stock on stock not taxable
74
IRC 
303 – redemption to pay estate tax generally gets sale treatment

1014 – step-up in basis on death
IRC 
162(k)  - no deduction on stock reacquisition expenses except debt
Seda (1984) p. 179 – Mother & Father redeemed out of family corp., son stays on.  


Father remains “employee” – do not get 302(b)(3) termination, attribution


rules apply where retain employment interest under 302(c)(2)
72
Davis (1970) p. 191 – sole shrhldr before, sole shrhldr after – equivalent to dividend
77

What is left of 302(b)(1)?  “Meaningful reduction”
Patterson trust (1984) p. 196 – option attribution give control to minority shareholder

Economics such that “not essentially equivalent to a dividend”, get sale treatment
82
Zenz v. Quinlivan – redeem widow of entire interest after she sells

small amount of business, now is 302(b)(3)
84
Assignment 16 – Bootstrap Redemptions
88
IRC 
304 – redemption through use of related corp. – treat as if redeem own stock.
88

304(a)(1) – acquisition by related corp. (one or more persons in 50% “control” of both)


Result in deemed redemption and deemed 351 recontribution
90, 91


If redemp. as dividend – return of capital taken from issuing/redeemed shares

304(a)(2) – sale of parent stock to a subsidiary corp.

304(b)(1) – for 302(b) redemption analysis, look to issuing (target/acquired) corp.



And ignore 50% provision in corporate attribution rules under 318

304(b)(2) – if dividend - look to acquirer’s E&P first, then issuing/target E&P
90

304(b)(3) – 304 trumps 351, can’t get cap gain boot treatment unless 304 allows
92


Redemption as exchange treatment under 302(a)/(b) and partial 351

304(c) – control = 50% of total vote OR value ((c)includes 318 attribution)


Rev Rul 89-57 – “value” is aggregate value of all stock

Reg 1.304-2(a)
93


If redemption treated as dividend under 302(d) 




basis of issuing corp. stock given up included in basis of acquirer’s stock
91 


If redemption treated as sale/exchange NOT under 302(d) (under 302(a)/(b))




Is sale – get cost basis but also get carryover holding period
91

Rev Rul. 71-563 p. 234 – father/son own corps – father sells some stock to son’s corp.



sale counts for 304, is dividend to father, total basis same under 1.302-2(c)
91
Fink (1987) p. 227 – dominant shrhldrs surrender shares for $0, not a loss recognition event

See Reg. 1.302-2(c) – adjust basis of remaining shares – total basis remains same
Citizen’s Bank & Trust (1978 p. 241) – brothers have redemption agreement on JV Brookshore


surviving bro has his solely owned corp. buy out JV Brookshore’s interest


for “bargain” price from third-party estate.  Since was a third party and not taxpayer

that got proceeds from sale – NOT 304.
92

From David’s note – Reasoning : an exchange of assets of equal value which does not reduce



Corporate net worth cannot be a distribution of E&P and hence is not a dividend

Assignment 17 – Distributions of stock – common stock
95
IRC
305(a) – distributions of stock on stock are generally nontaxable to shareholders
95


1.305-1 – stock on stock not taxable
96


311(a) – no g/l to distributing corp. on distrib. of stock or property



312(d) – no E&P effect when not taxable.  See also Assignment 9 – prop. dist.



307(a) – reallocate basis among all stock (like 1.302-2(c) in redemptions)


305(b) – exceptions; distributions are 301 taxable distributions to shareholders if any of


305(b)(1) – distributee has option to get stock or property



1.305-2(a) – circumstance of election not matter – is 301 taxable
97



Frontier Savings (1986) p. 272 – not apply if DISTRIBUTOR’S option


305(b)(2) – disproportionate distrib. (some get cash/prop, some get > interest)




Rev Rul 78-60 p. 262 – 318 attribution not used for “disproportionate”
100



1.305-3(a)  - disproportionate distrib. = 1.) effect of cash to some or 





2.) increase in proportionate interests of some
97



1.305-3(b) – rules for a “series of transactions”
97



1.305-3(c) – cash for fractional shares is ok is saving corp. trouble
98


305(b)(3) – some get common, some get preferred



305(b)(4) – w/r/t preferred stock, except fixing conversion rate on convertible




1.305-3(d) – adjustment of conversion ratio
99



Rev Rul 83-42 p. 265 – exception limited to conversion rate





if actually distribute common on convert. pref. – is 305(b) and gets 301 treatment



305(b)(5) – distrib. OF convertible preferred, unless pro rata


305(c) – redemptions treated as dividend where on shareholder demand



1.305-3(e) example 10 – CAN HAVE 1 TIME DISTRIBUTION, not taxed
100





1.312-1(d) – if taxable dist. under 305(b) or (c) – reduce E&P by FMV


305(d) – definitions – “stock” includes right to acquire stock

Rev Rul. 78-375 p. 256 – dividend reinvestment plan – under 305(b), a 301 taxable dividend


If have bargain purchase option – also under 305(b), also taxable with FMV basis

Assignment 18 – Distributions of stock – preferred stock
101
IRC
306(a) – if 306 taint (distribution of preferred stock) then on SALE or DISPOSAL
104


306(a)(1)– IF NOT REDEMPTION 




306(a)(1)(A)- ordinary/dividend income  to the extent it would have




been dividend if got cash instead of preferred stock 





(look to E&P on date of distrib.)




1.306-1(b)(2) – put back basis into common as if got cash



306(a)(1)(B) – remainder is cap. gain (not loss) on sale of stock
102



306(a)(1)(C) – Gain but not loss



306(a)(1)(D) – “ordinary” gain means dividend rate


306(a)(2) – IF REDEMPTION, treat as 301/dividend distribution



1.305-3(e) – Ex. 10 - Redemption ok if “an isolated redemption and is




 not part of a periodic redemption plan”.

306(b) – exceptions – where 306 taint not apply on sale or disposition
104


306(b)(1) – sold in complete termination of interest


306(b)(2) – redeemed in full liquidation – see assignment 19


306(b)(3) – nonrecognition to shareholder


306(b)(4) – not a tax avoidance purpose – REQUIRED
103

306(c) – 306 tainted stock defined – preferred stock


Rev Rul 81-91, p. 281 – if vote and participate in growth -NOT 306 stock
101



Even if have preferred dividend rate



Rev Rul 76-387, p. 283 – Nonvoting Class A that gets 306 stock is common
101




Participation in corporate growth matters – not the vote.



306(c)(2) – if no E&P – not 306 tainted stock
107

306(d) – stock rights treated as stock (same as 305(d))
Chamberlin (1953) p. 269 – early attempt at 306
101
Assignment 19 – complete liquidations
108
IRC
332 – nonrecognition to parent for complete liquidation of sub
120


332(b)(3) – liquidation plan must be completed within 3 years (no plan in 1)
122


1.332-2 – parent is 80% owner of vote and value 




except not need 80% of nonvoting dividend preferred


Day & Zimmerman (1945) p. 326 – if sell 20.01% - bright line safe harbor
122

337 – nonrecognition to a sub in complete liquidation to 80% owner/parent
120

334(b) – carryover basis to “corporate distributee”/parent EXCEPT 
120


334(b)(1)(A) – FMV if recognize gain OR 334(b)(1)(B) – basis > FMV

381(a) – 381 carryover applies for 332 transactions and A,C,D,F & G reorgs
120


381(c)(2) – E&P carryover
IRC
336(a) – unless a 337 – general rule is treat as sale of prop. in complete liq.
111

336(b) – if liability assumed, then FMV of prop. is at least liability (like 311(b))

336(c) – 336 not apply to reorgs

336(d) – limitation on losses to related parties (defined in 267(b).  


336(d)(1)(A) No loss allowed if (i) not pro rata OR (ii)disqualified prop.


336(d)(1)(B) – disqualified property = 351 or cap contrib. for past 5 years



OR 336(d)(2)(B) plan assets
110



336(d)(2)(B)(ii) – presumed plan asset if acquired within 2 years of liq.
116


336(d)(2)(A) – if loss limited disqualified property then – eliminate 




built-in loss on contribution date (pre-incorporation loss)



See also Assignment 4 - 362(e) – 351 contrib. capped at FMV

267(a)(1) –no loss on sale b/t related parties unless complete liquidation
112


267(d) – gain not recognized to extent loss disallowed (if asset appreciates)

267(b) – definitions of “related parties”
113

331(a) – treat complete liq. as full payment of stock to shareholder


331(b) – complete liq. is NOT a 301 distribution/dividend

334(a) – basis to distributee where g/l recognized  = FMV

453(g) – installment reporting unavailable for over 50% owner

453(j)(2) – open transaction doctrine curtailed for installment sales
Rendina (1996) p. 293 – taxpayer assumes debt and gets 2 unsold condos in corporate


“liquidation”.  Even though not fill out forms, was a liquidation in substance and


treated as a liquidation.  “De facto liquidation”
108
Associated Wholesale Grocers (1991) p. 315 – owner of Weston Grocery temporarily

transfers ownership away to get out of 332 nonrecognition.  Substance over form


step transaction – 332 applied and built-in loss on Weston stock was lost
116
Assignment 20 – integration discussion 2
123
Assignment 21 – taxable stock acquisitions
125
IRC
338 – election to treat stock sale as asset sale and liquidation, accelerates recognition
128

Useful for built-in loss prop. or use built-in gain prop. against existing NOLs


338 also avoids 382 tax attribute limitation for new corps.



Rev Rul 69-6 – can make election when purchaser = corp and merger
130

338(a) – (1) treat as sale for FMV on acquisition date (2) treat as new corp. acquired assets


1.338-1(b) – new corp.; cannot carry new NOLs back against 338 gain
131

338(b)(1) – new asset basis = gross basis acquirer has in acquired’s stock


338(b)(3) – can elect to step up basis in old stock to acquisition price (and recognize gain) 


338(d)(3) – acquisition period must be within 12 months


338(g) – have 9.5 months to make the election

338(h)(10) – Consolidated corporate parent gets to treat as asset sale followed by liquidation



Favorable for parent, since distribution is non taxable due to 332/337



Prevents triple tax – no gain on stock to parent; Purchaser gets bump-up in basis



Both purchasing corp. and parent must agree to this election
126

1060 – allocate gain asset by asset; remaining gain goes to goodwill/intangibles
130

1012 – allocate gain amongst shareholders
130
172 – no interest deductions on heavily financing company acquisition with debt
132
279 – no deduction on corporate acquisition indebtedness
132
163(e)(5) – disallow portion of interest with OID
132
263 – INDPCO – must capitalize capital expenditures
Assignments 22, 23, 24 and 25 – tax free (really tax-deferred) reorgs
133
Is this a reorg? - Judicial tests codified in the regs (for all reorgs)

1.368-1(e) – continuity of interest (proprietary interest test) – facts & circumstances
133


Rev Rul 77-37 – continue to own 50% or more of stock is a safe harbor
135


Rev Rul 66-224 –transaction qualify when half of shareholders redeemed out
135


Kass (1973) p. 385 – 17% not ok
135


John A. Nelson & Co. p. 389 – 37% is ok.  Class B stock is “stock”
135



Can use preferred and conditional stock
136



1.368-1(e) - Cannot redeem – step transaction.  See also McDonalds
136



1.368-1(e) – if temporarily give up ownership & buy back – does not count
136

1.368-1(d) – continuity of business enterprise test (COBE) – facts & circumstances
134


1.368-1(d) – need continue (d)(2) line of business OR 




(d)(3) continue to use “significant portion” of the business assets
136


Only look to TARGET’s business, can discontinue acquirer’s




allows the minnow to eat the whale and pass this test
136
IRC
368(a)(1) – definition – when is this a reorg?
146

368(a)(1)(A) – “A” reorg.  – statutory merger or consolidation

368(a)(1)(B) – “B” reorg.  – voting stock for voting stock reorg


Must be solely for own or parent’s VOTING stock – NO BOOT AT ALL



Chapman (1980) p. 399 – 8% toehold for cash part of transaction




Since part of same transaction - killed “B” reorg
137


1.368-2(c) – cannot mix and match parent and acquirer’s stock
138



Presumed that 16 years b/t transactions – not part of the same transaction
Rev Rul 67-275 – cost of registering stock is not boot, is ok in B
138


Rev Rul 73-54 – cost of registration is directly attributable to merger, can pay
138


Can do “creeping” B reorg (get more stock when already have some)


Must be “in control” (80%) after the acquisition, not need to GET control (like 351)


357 – assumption of liability is not boot unless tax avoidance purpose – useful?
138

368(a)(1)(C) – “C” reorg.  – substantially all assets in exchange for voting stock


Rev Proc. 77-37 – “substan. all” safe harbor - 90% net assets and 70% of gross 
139


368(a)(2)(B) – up to 20% can be boot (must get 80% control without boot)


368(a)(1)(C) – boot relaxation rule – if have liability as only boot, disregard 
139



Liabilities considered “constructive boot” – not harmful unless other boot




357(b) tax avoidance purpose does not apply (not using 357(a))
139


368(a)(2)(G) – MUST LIQUIDATE (can get permission of Comm’r not to)
144

368(a)(1)(D) – “D” reorg.  – related party acquisition and liquidation
140


Can get stock OR SECURITIES back


368(a)(2)(D) – can use own or parent’s stock or debentures- can’t mix


368(a)(2)(H) – “control” here means 304 control – 50% of vote or value
140



304(c)(3) – includes 318 attribution rules - See assignment 16 & 13
141


354(b)(1) – must get substantially all assets and liquidate


Smothers (1981) p. 419 – stock is not necessary, security alone is ok




15% of business assets qualified for “substantially all” –operating assets
140


368(a)(2)(A) – “D” reorg trumps “C” reorg.
141

368(a)(2)(C) – parent can pass down assets to sub after acquisition
138, 142

368(c) – “control” = 80% control of vote and value
142
Tax consequences if it is a reorg.

IRC
361(a) – general rule – no g/l if party to reorg. gives prop. for “stock or securities”

Securities not considered boot for computing gain/loss
143

361(b) – if get “other property” – get gain but not loss (similar to 351 “boot”)
144

361(c) – distributions – generally – 362(c)(1) no g/l on distributions
143


362(c)(2) - If distribute appreciated property, recognize gain as if sold


362(c)(2)(C) - if liab. assumed > FMV then FMV = liab. (like 311(b), 336(b))

362(a) – basis to corp. = carryover basis + gain

IRC
356 – general provision for shareholder gain
143
IRC
354(a) – general rule – no g/l to a party to the reorg. if give stock/sec. for stock/sec.
144

354(b) – if stock/sec. rec’d has excess principal over stock/sec. surrendered
144


If not give up any stock/securities – entire receipt is excess principal
144

358(a)(1) – carryover basis for nonrecognition property (same as with 351)
150

358(a)(2) – FMV basis for other (sale treatment) property

To get character of “boot” – look to 302 redemptions (See Assignment 13)
145
Assignment 1

Tuesday January 15, 2008
Will use RIA Checkpoint – available through Library site

A-I ; First Panel – on call Thursday
For next class, assignments 2&3 ; will average about 1 assignment per class

Community of scholars

What is the corporate tax?


Income tax imposed on corporations under Section 11

Marginal tax rates are changing 




2007


2000/2011

Corporate Income
35%


35%

Individual Income
15%


39.6%

Individual Interest
35%


39.6%

Individual Cap Gains
15%


20%

Effective Tax rate of partnership – 35%

If corporation – 44.75% (15% tax on income already taxed 35%)

If corporation 2011 – 60.74% (39.6% on income already taxed 35%)

When can you get relief?


Buying other companies

Section 11 

(a) Corporations in general.--A tax is hereby imposed for each taxable year on the taxable income of every corporation.

(b) Amount of tax.--
(1) In general.--The amount of the tax imposed by subsection (a) shall be the sum of--
(A) 15 percent of so much of the taxable income as does not exceed $50,000,

(B) 25 percent of so much of the taxable income as exceeds $50,000 but does not exceed $75,000,

(C) 34 percent of so much of the taxable income as exceeds $75,000 but does not exceed $10,000,000, and

(D) 35 percent of so much of the taxable income as exceeds $10,000,000.

In the case of a corporation which has taxable income in excess of $100,000 for any taxable year, the amount of tax determined under the preceding sentence for such taxable year shall be increased by the lesser of (i) 5 percent of such excess, or (ii) $11,750. In the case of a corporation which has taxable income in excess of $15,000,000, the amount of the tax determined under the foregoing provisions of this paragraph shall be increased by an additional amount equal to the lesser of (i) 3 percent of such excess, or (ii) $100,000.

(2) Certain personal service corporations not eligible for graduated rates.--Notwithstanding paragraph (1), the amount of the tax imposed by subsection (a) on the taxable income of a qualified personal service corporation (as defined in section 448(d)(2)) shall be equal to 35 percent of the taxable income.

(c) Exceptions.--Subsection (a) shall not apply to a corporation subject to a tax imposed by--
(1) section 594 (relating to mutual savings banks conducting life insurance business),
(2) subchapter L (sec. 801 and following, relating to insurance companies), or

(3) subchapter M (sec. 851 and following, relating to regulated investment companies and real estate investment trusts).

(d) Foreign corporations.--In the case of a foreign corporation, the taxes imposed by subsection (a) and section 55 shall apply only as provided by section 882.


Who does tax affect?  Policy.

What is the underlying purpose when the code & regs were written?

Presidential candidates tax policy

Democrats allow Bush tax cuts to sunset; Republicans want to keep them and cut corporate tax rates (except Huckabee and his crazy “fair tax”)

Tax Revenues – about 27% of GDP in the U.S.

Effective tax rate of corporations – about 26%, but varies widely depending on type of investment

Right now – dividends and LTCG taxed at same rate – holding stock for dividend and selling stock gets same rate of ~45%.  In 2011 – will be preferable to sell

What if debt finance?


Individual still gets taxed at their rate – no “double tax”


Taxed at individual rate of 35%  What if tax exempt debtholder?  The ZERO

“double tax” on corporate equity

Since WWII corporations have contributed less of a percentage of the revenue

Check the box regulations – 1996

Payroll taxes?  Who bears the burden?  Probably individuals

Corporate vs. individual rates – incremental rates of individuals were very high


Want to shelter income into a corporation

Hiding money overseas


Transfer pricing – manipulate where income is reported

Since 2003 – more revenues from corporate tax then expected


Bush proponents – the tax cuts are workings, investment

Timing response – when there is a temporary tax cut – corporations will take advantage of them

Repatriation provisions – let companies bring back profits from overseas at a reduced rate

Why else do we care about the corporate tax


Gets revenue (otherwise creates huge tax shelter)


Benefits doctrine – corporations get benefits from the country


Progressivity – 

Managers like it?  (Weiss)  want things that stimulate investment within the corporate tax system.  Not like integration – creates a windfall

Incentive to retain earning – more for managers to manage

Paid by an entity, not an individual – not personalized

Progressivity

Ability to pay – corporations may be a good proxy for ability to pay

Is corporate tax distortive?  
Creates incentive for debt financing

Creates incentive for retaining earnings and not have dividends

Choice of entity

Issue dividend or wait for redemption

Simple?  Not really.
Progressive, efficient/fair, simple.

Incidents of the corporate tax


Who bears the corporate tax?



Shareholders



Employees



Consumers



Debtholders



Investors in partnerships?


Many shareholders are now tax exempt – pensions and endowments



Does this have the burden borne by contributors or beneficiaries

Harberger model – 1962 ; incidents is on all of capital


Capital move out of corps into other vehicles, which will dilute their return


NOT PROGRESSIVE



Other areas of capital less diversified



Larger deadweight loss

New Harberger Model


Dynamic effects – movement over time


Cross border


Dynamic effects



Timing matters




In the short term, may only burden the corporate equity sector




Takes a while to switch from corporate form to other form



Supply of Capital


Labor bears some or all of the corporate tax (but this can’t be shown empirically)

Cross Border effects

May have more investment flow overseas, changes the equilibrium point for domestic investment b/t corporations and other forms
Under certain conditions a consumption and a wage tax are equivalents

(Basic tax concept)

Desai, Foley, & Hines; 60/40 burden between labor and capital – very controversial

Thursday January 17, 2008
When talking about a consumption tax – since they can be equivalent, it is considered a tax on labor
What is a dividend? (will be discussed later)

What is a corporation?


1913-1986; 
some taxpayers wanted to corporations to be a corporation to get the deferral benefits
others wanted to be partnerships to have flow-through of losses (many tax-shelters needed this)

1986 – new revenue code – personal tax rate drops below the corporate tax rate


Now everyone wants to be a partnership for tax purposes

Limited liability still an issue; needed at least one General


Since then, states started creating LLCs

Rev Rul 88-76



Old rules – Morissey Factors to see if Corporation




Lacked free transferability




Lacked continuity of life


Bollinger – If just a dummy corporation, then can get partnership tax treatment


Check the box regulations – passed in 1997


301-7701.



Need to be doing business 




1(a)1-1(a)3




Trusts not subject to this regulation 2(a)3

Publicly traded companies, in general – but publicly traded partnerships are not

If incorporated under state law

Single owner – disregarded entity for tax purposes

Two or more owners – default partnership, may check the box

Sole proprietorships – 20%

Partnerships

25%

RICs and REITs
17%

S Corps

Corporations


S-Corps rise most since ’86 act

Net Income of businesses – big decline since ’86; went from 79% to 55%



’92-’97, Clinton raised individual taxes; uptick in corporate business income



Share of business income very responsive to the relative rates

Check the box regulations

§ 301.7701-1 Classification of organizations for federal tax purposes.

(a) Organizations for federal tax purposes--(1) In general. The Internal Revenue Code prescribes the classification of various organizations for federal tax purposes. Whether an organization is an entity separate from its owners for federal tax purposes is a matter of federal tax law and does not depend on whether the organization is recognized as an entity under local law.
(2) Certain joint undertakings give rise to entities for federal tax purposes. A joint venture or other contractual arrangement may create a separate entity for federal tax purposes if the participants carry on a trade, business, financial operation, or venture and divide the profits therefrom. For example, a separate entity exists for federal tax purposes if co-owners of an apartment building lease space and in addition provide services to the occupants either directly or through an agent. Nevertheless, a joint undertaking merely to share expenses does not create a separate entity for federal tax purposes. For example, if two or more persons jointly construct a ditch merely to drain surface water from their properties, they have not created a separate entity for federal tax purposes. Similarly, mere co-ownership of property that is maintained, kept in repair, and rented or leased does not constitute a separate entity for federal tax purposes. For example, if an individual owner, or tenants in common, of farm property lease it to a farmer for a cash rental or a share of the crops, they do not necessarily create a separate entity for federal tax purposes.
(3) Certain local law entities not recognized. An entity formed under local law is not always recognized as a separate entity for federal tax purposes. For example, an organization wholly owned by a State is not recognized as a separate entity for federal tax purposes if it is an integral part of the State. Similarly, tribes incorporated under section 17 of the Indian Reorganization Act of 1934, as amended, 25 U.S.C. 477, or under section 3 of the Oklahoma Indian Welfare Act, as amended, 25 U.S.C. 503, are not recognized as separate entities for federal tax purposes.
(4) Single owner organizations. Under §§ 301.7701-2 and 301.7701-3, certain organizations that have a single owner can choose to be recognized or disregarded as entities separate from their owners.

(b) Classification of organizations. The classification of organizations that are recognized as separate entities is determined under §§ 301.7701-2, 301.7701-3, and 301.7701-4 unless a provision of the Internal Revenue Code (such as section 860A addressing Real Estate Mortgage Investment Conduits (REMICs)) provides for special treatment of that organization. For the classification of organizations as trusts, see § 301.7701-4. That section provides that trusts generally do not have associates or an objective to carry on business for profit. Sections 301.7701-2 and 301.7701-3 provide rules for classifying organizations that are not classified as trusts.

(c) Qualified cost sharing arrangements. A qualified cost sharing arrangement that is described in § 1.482-7 of this chapter and any arrangement that is treated by the Commissioner as a qualified cost sharing arrangement under § 1.482-7 of this chapter is not recognized as a separate entity for purposes of the Internal Revenue Code. See § 1.482-7 of this chapter for the proper treatment of qualified cost sharing arrangements.

(d) Domestic and foreign business entities. See § 301.7701-5 for the rules that determine whether a business entity is domestic or foreign.

(e) State. For purposes of this section and § 301.7701-2, the term State includes the District of Columbia.

(f) Effective date. The rules of this section are effective as of January 1, 1997.


Check the box allows

Hybrid entities – U.S. Corporation and Foreign partnership
Creates dichotomoy - If publicly traded, double tax

Bankman (Stanford) article – venture capital startups; usually c-corps


Why?



NOLS



Ease of transferability to becoming publicly traded



Incentive compensation – stock options
Section 83 issues – 83(b) election and vesting

Want low valuation, done early when startup just starts up



VCs get convertible preferred stock (preferred on liquidation and dividends)



Common stock based on liquidation value
Warren (Harvard Prof.) Article (as in Warren Gorham and Lamont)

	1
	Partnership Investment
	W[1+r(1-p)]y
	After tax ROR = [1+r(1-p)]

	2
	Corporate Debt
	W[1+r(1-p)]y
	After tax ROR = [1+r(1-p)]

	3
	Corporate Equity with Dividends and Reinvestment
	W[1+r(1-c)(1-p)]y
	After tax ROR = [1+r(1-c)(1-p)]

Adds the double tax layer

	4
	Corporate Equity with Retention and Sale
	(1-K) W[1+r(1-c)]y + KW
	After tax ROR = (1-K)[1+r(1-c)]

Basis Recovery = KW

	W = Amount Invested

p = Individual tax rate

c = Corporate tax rate

k = Capital Gains tax rate

y = years invested

	
	
	


1 and 2 are identical


Once in equity – it’s the capital gains rate that matters; k vs. p


Capital gains vs. dividends – why prefer cap gains, why k better than p?


Deferral



Historically Cap gains is a lower rate



Recovery of basis
Under current law


1 & 2 are best, 4 is next, 3 is worst
Under Past and future


1 & 2 till best, corporate equity (4) still next, 3 is worst and looks especially bad

1970’s – HUGE capital gains preferences


4 is now best; want to get cap gains, 1&2 next, dividend and reinvest  still worst

Why invest in dividend stock?


Cash flow purposes 


Tax exempt/deferred taxpayer/current year losses

Low income taxpayers


Corporations who don’t pay taxes on dividends


What if the corporate rate is 0? (in a loss position)

Generally see debt financing when corporate and individual rates are the same and both entities are taxable.

Corporations prefer corporate equity to corporate debt b/c dividend received deduction

Equity creates more deferral options than debt due to OID rules
Will try to characterize equity as debt (sometimes other way around for corporate shareholders)

Try to classify dividends as capital gains

Clientele effects – people sort themselves according to the best box for them

Debt vs. equity


Debt has maturity debt


Fixed payments when principal will be returned


Debt has preference in bankruptcy


Ownership rights in the company

Bauer case p. 104


Sole shareholders “lent” more money to a company


Does the corporation deserve the deduction


Debt/Equity determinations, very fact specific



In taxpayer’s favor




Had notes evidencing debt




Good debt/equity ratio if don’t include retained earnings




Notes not convertible



Reasons taxpayers lost and this was equity




Insane debt to equity ratio




Debt advanced was in proportion to ownership percentages





Overall – fluctuated year to year




No fixed date of maturity




No current payments – revolving debt




Never paid dividends, ever


Does it make sense to include retained earnings?



Makes it so that the lack of dividends helped them characterize it as debt
Incentives for shorter term fixed repayment debt instruments


Throws companies into bankruptcy more often.
Tuesday January 22, 2008

Missed class

Thursday January 24, 2008

Class cancelled

Tuesday January 29, 2008

Section 351 – when you contribute assets to a corporation in exchange for stock, when will that be taxable.  When shareholder recognize gain
Section 1032 – stock for property


Corporation not recognize gain

Section 358 – shareholder’s basis in stock

Section 362 – corporation’s basis in contributed property

351 requirements –


Must be a controlling shareholder after (part of 80% control group)


Must give property (not services)

Give blackacre FMV 250, Basis 100, receive 100% of newco


If no 351, would recognize the $150 of gain under section 1001



Newco’s basis (inside basis) would be 250



Shareholder’s basis in stock (outside basis) would be 250


Under 351 – gain deferred (not forgiven)



Newco has carryover basis of 100



Shareholder has exchange basis of 100



Splits, or doubles, the gain – 

Newco gets 150 gain when sell blackacre

Shareholder gets 150 gain when sell stock

(unless gets dividend in kind of property back)- will cover later



When shareholder sells Newco stock, 150 CAPITAL GAIN




Can convert ordinary gain to capital gain.  Why not do that every time?





Double tax





Possibility for loss which w/b recharacterized as cap loss

What if contribute cash instead of land?


351 still applies, not one of the exceptions, still no recognition of gain
What if contribute built-in loss property?  Do not get to double losses; 362(e)


Corporation’s basis in contributed property is capped at FMV.

Policy


Unity of ownership – mere change in form



Weakness in argument – can get diversity benefit

Weakens Mulling – corporation should be treated as a separate entity and here it is not


Facilitates investment
Technical requirements of 351


351(d) – services and certain indebtedness does not count as property


351(e) – diversification through a swap fund


351(g) – nonqualified preferred stock does not treated as “stock”

James case (1969), p. 11– 

Talbots contribute land, James contributes expertise; both get 50%
Did James contribute “property”?  If not, would be taxable to James as ordinary income wage income, Section 61.
Do Talbots care?  YES, if James did not contribute property, then the Talbots are not part of a “control group” (talbots do not own 80% with others contributing property).  They would have a recognition event and realize the built in gain on the property

James argument – he “gave” contractual rights, which should be counted as property

How to work around?  Those who contribute services should contribute property as well.  Must be at least 10% of stock comes from property contribution, Rev Proc. 77-37.
If author or inventor, can contributor patent or copyright

Why do we care if services get capital treatment?


Vertically inequitable

What if boot?  Contribute Blackacre FMV 250, basis 100


Get back $200 in addition to stock (worth 50)


351(b) – gain will be recognized, but not in excess of the amount of money received

Boot (200) > gain(150), therefore recognize full gain of 150 and have 50 return of capital.



Basis to corporation?  Carryover basis, tack on holding period



362(a)(2) – basis to corp is shareholder’s basis + gain recognized (250)



Basis to shareholder??




358(a)(1) – basis to shareholder is 
basis in property – FMV of boot given + gain realized
100 – 200 + 150 = 50

What if only got $20 boot?



Basis to corp = 100+20 = 120 ; (there is still 130 built-in gain)



Shareholder gain

Boot

Basis to shareholder = 100-20+20

Rev Rul 68-55 (p. 19) – asset by asset analysis


What if 2 assets;



LTCG FMV 20, Basis 40



STCG FMV 20, Basis 5



Receive all stock, value $20




Receive boot, $20 cash

LTCG, Amount realized = 20 (10 boot, 10 stock); 

40-20 = LT cap. loss of 20 realized, 

not recognized – 351(b)(2)

STCG, Amount realized = 20 (10 boot, 10 stock)


5-20 = STCG of 15 realized


Boot 10 < Gain 15; STCG of 10 recognized 

Rev Rul 85-164 p. 22 – holding period of stock also done pro-rata

Problem set assignment 4


Molly & Linda contribute to Newco


Molly contributes assets FMV $100,000 AB 0


Linda contributes $200,000 cash

Literal application of 351


Each gets 50% ownership share



Molly – 0 basis in newco stock, FMV 150k



Linda – 200 basis in newco stock, FMV 150k – 50k built in loss


What if recharacterize as Linda gifting to Molly?



Initially, 
Molly 0 basis stock, FMV 100





Linda 200 basis stock, FMV 200



THEN 50k gift, carryover basis;





Molly 50 basis stock, FMV 150





Linda 150 basis stock, FMV 150

351 (a) General rule.--No gain or loss shall be recognized if property is transferred to a corporation by one or more persons solely in exchange for stock in such corporation and immediately after the exchange such person or persons are in control (as defined in section 368(c)) of the corporation.

(b) Receipt of property.--If subsection (a) would apply to an exchange but for the fact that there is received, in addition to the stock permitted to be received under subsection (a), other property or money, then--

(1) gain (if any) to such recipient shall be recognized, but not in excess of--
(A) the amount of money received, plus

(B) the fair market value of such other property received; and

(2) no loss to such recipient shall be recognized.

(c) Special rules where distribution to shareholders.--
(1) In general.--In determining control for purposes of this section, the fact that any corporate transferor distributes part or all of the stock in the corporation which it receives in the exchange to its shareholders shall not be taken into account.
(2) Special rule for section 355.--If the requirements of section 355 (or so much of section 356 as relates to section 355) are met with respect to a distribution described in paragraph (1), then, solely for purposes of determining the tax treatment of the transfers of property to the controlled corporation by the distributing corporation, the fact that the shareholders of the distributing corporation dispose of part or all of the distributed stock, or the fact that the corporation whose stock was distributed issues additional stock, shall not be taken into account in determining control for purposes of this section.

(d) Services, certain indebtedness, and accrued interest not treated as property.--For purposes of this section, stock issued for--
(1) services,
(2) indebtedness of the transferee corporation which is not evidenced by a security, or

(3) interest on indebtedness of the transferee corporation which accrued on or after the beginning of the transferor's holding period for the debt,

shall not be considered as issued in return for property.

(e) Exceptions.--This section shall not apply to--
(1) Transfer of property to an investment company.--A transfer of property to an investment company. For purposes of the preceding sentence, the determination of whether a company is an investment company shall be made--
(A) by taking into account all stock and securities held by the company, and

(B) by treating as stock and securities--

(i) money,

(ii) stocks and other equity interests in a corporation, evidences of indebtedness, options, forward or futures contracts, notional principal contracts and derivatives,

(iii) any foreign currency,

(iv) any interest in a real estate investment trust, a common trust fund, a regulated investment company, a publicly-traded partnership (as defined in section 7704(b)) or any other equity interest (other than in a corporation) which pursuant to its terms or any other arrangement is readily convertible into, or exchangeable for, any asset described in any preceding clause, this clause or clause (v) or (viii),

(v) except to the extent provided in regulations prescribed by the Secretary, any interest in a precious metal, unless such metal is used or held in the active conduct of a trade or business after the contribution,

(vi) except as otherwise provided in regulations prescribed by the Secretary, interests in any entity if substantially all of the assets of such entity consist (directly or indirectly) of any assets described in any preceding clause or clause (viii),

(vii) to the extent provided in regulations prescribed by the Secretary, any interest in any entity not described in clause (vi), but only to the extent of the value of such interest that is attributable to assets listed in clauses (i) through (v) or clause (viii), or

(viii) any other asset specified in regulations prescribed by the Secretary.

The Secretary may prescribe regulations that, under appropriate circumstances, treat any asset described in clauses (i) through (v) as not so listed.

(2) Title 11 or similar case.--A transfer of property of a debtor pursuant to a plan while the debtor is under the jurisdiction of a court in a title 11 or similar case (within the meaning of section 368(a)(3)(A)), to the extent that the stock received in the exchange is used to satisfy the indebtedness of such debtor.

(f) Treatment of controlled corporation.--If--
(1) property is transferred to a corporation (hereinafter in this subsection referred to as the “controlled corporation”) in an exchange with respect to which gain or loss is not recognized (in whole or in part) to the transferor under this section, and
(2) such exchange is not in pursuance of a plan of reorganization,

section 311 shall apply to any transfer in such exchange by the controlled corporation in the same manner as if such transfer were a distribution to which subpart A of part I applies.

(g) Nonqualified preferred stock not treated as stock.--
(1) In general.--In the case of a person who transfers property to a corporation and receives nonqualified preferred stock--
(A) subsection (a) shall not apply to such transferor, and

(B) if (and only if) the transferor receives stock other than nonqualified preferred stock--

(i) subsection (b) shall apply to such transferor; and

(ii) such nonqualified preferred stock shall be treated as other property for purposes of applying subsection (b).

(2) Nonqualified preferred stock.--For purposes of paragraph (1)--

(A) In general.--The term “nonqualified preferred stock” means preferred stock if--

(i) the holder of such stock has the right to require the issuer or a related person to redeem or purchase the stock,

(ii) the issuer or a related person is required to redeem or purchase such stock,

(iii) the issuer or a related person has the right to redeem or purchase the stock and, as of the issue date, it is more likely than not that such right will be exercised, or

(iv) the dividend rate on such stock varies in whole or in part (directly or indirectly) with reference to interest rates, commodity prices, or other similar indices.

(B) Limitations.--Clauses (i), (ii), and (iii) of subparagraph (A) shall apply only if the right or obligation referred to therein may be exercised within the 20-year period beginning on the issue date of such stock and such right or obligation is not subject to a contingency which, as of the issue date, makes remote the likelihood of the redemption or purchase.

(C) Exceptions for certain rights or obligations.--
(i) In general.--A right or obligation shall not be treated as described in clause (i), (ii), or (iii) of subparagraph (A) if--

(I) it may be exercised only upon the death, disability, or mental incompetency of the holder, or

(II) in the case of a right or obligation to redeem or purchase stock transferred in connection with the performance of services for the issuer or a related person (and which represents reasonable compensation), it may be exercised only upon the holder's separation from service from the issuer or a related person.

(ii) Exception.--Clause (i)(I) shall not apply if the stock relinquished in the exchange, or the stock acquired in the exchange is in--

(I) a corporation if any class of stock in such corporation or a related party is readily tradable on an established securities market or otherwise, or

(II) any other corporation if such exchange is part of a transaction or series of transactions in which such corporation is to become a corporation described in subclause (I).

(3) Definitions.--For purposes of this subsection--

(A) Preferred stock.--The term “preferred stock” means stock which is limited and preferred as to dividends and does not participate in corporate growth to any significant extent. Stock shall not be treated as participating in corporate growth to any significant extent unless there is a real and meaningful likelihood of the shareholder actually participating in the earnings and growth of the corporation. If there is not a real and meaningful likelihood that dividends beyond any limitation or preference will actually be paid, the possibility of such payments will be disregarded in determining whether stock is limited and preferred as to dividends.

(B) Related person.--A person shall be treated as related to another person if they bear a relationship to such other person described in section 267(b) or 707(b).

(4) Regulations.--The Secretary may prescribe such regulations as may be necessary or appropriate to carry out the purposes of this subsection and sections 354(a)(2)(C), 355(a)(3)(D), and 356(e). The Secretary may also prescribe regulations, consistent with the treatment under this subsection and such sections, for the treatment of nonqualified preferred stock under other provisions of this title.

(h) Cross references.--
(1) For special rule where another party to the exchange assumes a liability, see section 357.
(2) For the basis of stock or property received in an exchange to which this section applies, see sections 358 and 362.

(3) For special rule in the case of an exchange described in this section but which results in a gift, see section 2501 and following.

(4) For special rule in the case of an exchange described in this section but which has the effect of the payment of compensation by the corporation or by a transferor, see section 61(a)(1).

(5) For coordination of this section with section 304, see section 304(b)(3).

362 (a) Property acquired by issuance of stock or as paid-in surplus.--If property was acquired on or after June 22, 1954, by a corporation--

(1) in connection with a transaction to which section 351 (relating to transfer of property to corporation controlled by transferor) applies, or
(2) as paid-in surplus or as a contribution to capital,

then the basis shall be the same as it would be in the hands of the transferor, increased in the amount of gain recognized to the transferor on such transfer.

(b) Transfers to corporations.--If property was acquired by a corporation in connection with a reorganization to which this part applies, then the basis shall be the same as it would be in the hands of the transferor, increased in the amount of gain recognized to the transferor on such transfer. This subsection shall not apply if the property acquired consists of stock or securities in a corporation a party to the reorganization, unless acquired by the exchange of stock or securities of the transferee (or of a corporation which is in control of the transferee) as the consideration in whole or in part for the transfer.

(c) Special rule for certain contributions to capital.--
(1) Property other than money.--Notwithstanding subsection (a)(2), if property other than money--
(A) is acquired by a corporation, on or after June 22, 1954, as a contribution to capital, and

(B) is not contributed by a shareholder as such,

then the basis of such property shall be zero.

(2) Money.--Notwithstanding subsection (a)(2), if money--

(A) is received by a corporation, on or after June 22, 1954, as a contribution to capital, and

(B) is not contributed by a shareholder as such,

then the basis of any property acquired with such money during the 12-month period beginning on the day the contribution is received shall be reduced by the amount of such contribution. The excess (if any) of the amount of such contribution over the amount of the reduction under the preceding sentence shall be applied to the reduction (as of the last day of the period specified in the preceding sentence) of the basis of any other property held by the taxpayer. The particular properties to which the reductions required by this paragraph shall be allocated shall be determined under regulations prescribed by the Secretary.

(d) Limitation on basis increase attributable to assumption of liability.--
(1) In general.--In no event shall the basis of any property be increased under subsection (a) or (b) above the fair market value of such property (determined without regard to section 7701(g)) by reason of any gain recognized to the transferor as a result of the assumption of a liability.
(2) Treatment of gain not subject to tax.--Except as provided in regulations, if--

(A) gain is recognized to the transferor as a result of an assumption of a nonrecourse liability by a transferee which is also secured by assets not transferred to such transferee; and

(B) no person is subject to tax under this title on such gain,

then, for purposes of determining basis under subsections (a) and (b), the amount of gain recognized by the transferor as a result of the assumption of the liability shall be determined as if the liability assumed by the transferee equaled such transferee's ratable portion of such liability determined on the basis of the relative fair market values (determined without regard to section 7701(g)) of all the assets subject to such liability.

(e) Limitations on built-in losses.--
(1) Limitation on importation of built-in losses.--
(A) In general.--If in any transaction described in subsection (a) or (b) there would (but for this subsection) be an importation of a net built-in loss, the basis of each property described in subparagraph (B) which is acquired in such transaction shall (notwithstanding subsections (a) and (b)) be its fair market value immediately after such transaction.

(B) Property described.--For purposes of subparagraph (A), property is described in this subparagraph if--

(i) gain or loss with respect to such property is not subject to tax under this subtitle in the hands of the transferor immediately before the transfer, and

(ii) gain or loss with respect to such property is subject to such tax in the hands of the transferee immediately after such transfer.

In any case in which the transferor is a partnership, the preceding sentence shall be applied by treating each partner in such partnership as holding such partner's proportionate share of the property of such partnership.

(C) Importation of net built-in loss.--For purposes of subparagraph (A), there is an importation of a net built-in loss in a transaction if the transferee's aggregate adjusted bases of property described in subparagraph (B) which is transferred in such transaction would (but for this paragraph) exceed the fair market value of such property immediately after such transaction.

(2) Limitation on transfer of built-in losses in section 351 transactions.--
(A) In general.--If--

(i) property is transferred by a transferor in any transaction which is described in subsection (a) and which is not described in paragraph (1) of this subsection, and

(ii) the transferee's aggregate adjusted bases of such property so transferred would (but for this paragraph) exceed the fair market value of such property immediately after such transaction,

then, notwithstanding subsection (a), the transferee's aggregate adjusted bases of the property so transferred shall not exceed the fair market value of such property immediately after such transaction.

(B) Allocation of basis reduction.--The aggregate reduction in basis by reason of subparagraph (A) shall be allocated among the property so transferred in proportion to their respective built-in losses immediately before the transaction.

(C) Election to apply limitation to transferor's stock basis.--
(i) In general.--If the transferor and transferee of a transaction described in subparagraph (A) both elect the application of this subparagraph--

(I) subparagraph (A) shall not apply, and

(II) the transferor's basis in the stock received for property to which subparagraph (A) does not apply by reason of the election shall not exceed its fair market value immediately after the transfer.

(ii) Election.--Any election under clause (i) shall be made at such time and in such form and manner as the Secretary may prescribe, and, once made, shall be irrevocable.

358 (a) General rule.--In the case of an exchange to which section 351, 354, 355, 356, or 361 applies--

(1) Nonrecognition property.--The basis of the property permitted to be received under such section without the recognition of gain or loss shall be the same as that of the property exchanged--
(A) decreased by--

(i) the fair market value of any other property (except money) received by the taxpayer,

(ii) the amount of any money received by the taxpayer, and

(iii) the amount of loss to the taxpayer which was recognized on such exchange, and

(B) increased by--

(i) the amount which was treated as a dividend, and

(ii) the amount of gain to the taxpayer which was recognized on such exchange (not including any portion of such gain which was treated as a dividend).

(2) Other property.--The basis of any other property (except money) received by the taxpayer shall be its fair market value.

(b) Allocation of basis.--
(1) In general.--Under regulations prescribed by the Secretary, the basis determined under subsection (a)(1) shall be allocated among the properties permitted to be received without the recognition of gain or loss.
(2) Special rule for section 355.--In the case of an exchange to which section 355 (or so much of section 356 as relates to section 355) applies, then in making the allocation under paragraph (1) of this subsection, there shall be taken into account not only the property so permitted to be received without the recognition of gain or loss, but also the stock or securities (if any) of the distributing corporation which are retained, and the allocation of basis shall be made among all such properties.

(c) Section 355 transactions which are not exchanges.--For purposes of this section, a distribution to which section 355 (or so much of section 356 as relates to section 355) applies shall be treated as an exchange, and for such purposes the stock and securities of the distributing corporation which are retained shall be treated as surrendered, and received back, in the exchange.

(d) Assumption of liability.--
(1) In general.--Where, as part of the consideration to the taxpayer, another party to the exchange assumed a liability of the taxpayer, such assumption shall, for purposes of this section, be treated as money received by the taxpayer on the exchange.
(2) Exception.--Paragraph (1) shall not apply to the amount of any liability excluded under section 357(c)(3).

(e) Exception.--This section shall not apply to property acquired by a corporation by the exchange of its stock or securities (or the stock or securities of a corporation which is in control of the acquiring corporation) as consideration in whole or in part for the transfer of the property to it.

(f) Definition of nonrecognition property in case of section 361 exchange.--For purposes of this section, the property permitted to be received under section 361 without the recognition of gain or loss shall be treated as consisting only of stock or securities in another corporation a party to the reorganization.

(g) Adjustments in intragroup transactions involving section 355.--In the case of a distribution to which section 355 (or so much of section 356 as relates to section 355) applies and which involves the distribution of stock from 1 member of an affiliated group (as defined in section 1504(a) without regard to subsection (b) thereof) to another member of such group, the Secretary may, notwithstanding any other provision of this section, provide adjustments to the adjusted basis of any stock which--
(1) is in a corporation which is a member of such group, and
(2) is held by another member of such group,

to appropriately reflect the proper treatment of such distribution.

(h) Special rules for assumption of liabilities to which subsection (d) does not apply--
(1) In general.--If, after application of the other provisions of this section to an exchange or series of exchanges, the basis of property to which subsection (a)(1) applies exceeds the fair market value of such property, then such basis shall be reduced (but not below such fair market value) by the amount (determined as of the date of the exchange) of any liability--
(A) which is assumed by another person as part of the exchange, and

(B) with respect to which subsection (d)(1) does not apply to the assumption.

(2) Exceptions.--Except as provided by the Secretary, paragraph (1) shall not apply to any liability if--

(A) the trade or business with which the liability is associated is transferred to the person assuming the liability as part of the exchange, or

(B) substantially all of the assets with which the liability is associated are transferred to the person assuming the liability as part of the exchange.

(3) Liability.--For purposes of this subsection, the term ‘liability’ shall include any fixed or contingent obligation to make payment, without regard to whether the obligation is otherwise taken into account for purposes of this title.

1032 (a) Nonrecognition of gain or loss.--No gain or loss shall be recognized to a corporation on the receipt of money or other property in exchange for stock (including treasury stock) of such corporation. No gain or loss shall be recognized by a corporation with respect to any lapse or acquisition of an option, or with respect to a securities futures contract (as defined in section 1234B), to buy or sell its stock (including treasury stock).

(b) Basis.--
For basis of property acquired by a corporation in certain exchanges for its stock, see section 362.
 Assignment 5 pre-work

357 (a) General rule.--Except as provided in subsections (b) and (c), if--

(1) the taxpayer receives property which would be permitted to be received under section 351 or 361 without the recognition of gain if it were the sole consideration, and
(2) as part of the consideration, another party to the exchange assumes a liability of the taxpayer,

then such assumption shall not be treated as money or other property, and shall not prevent the exchange from being within the provisions of section 351 or 361, as the case may be.

(b) Tax avoidance purpose.--
(1) In general.--If, taking into consideration the nature of the liability and the circumstances in the light of which the arrangement for the assumption was made, it appears that the principal purpose of the taxpayer with respect to the assumption described in subsection (a)--
(A) was a purpose to avoid Federal income tax on the exchange, or

(B) if not such purpose, was not a bona fide business purpose,

then such assumption (in the total amount of the liability assumed pursuant to such exchange) shall, for purposes of section 351 or 361 (as the case may be), be considered as money received by the taxpayer on the exchange.

(2) Burden of proof.--In any suit or proceeding where the burden is on the taxpayer to prove such assumption is not to be treated as money received by the taxpayer, such burden shall not be considered as sustained unless the taxpayer sustains such burden by the clear preponderance of the evidence.

(c) Liabilities in excess of basis.--
(1) In general.--In the case of an exchange--
(A) to which section 351 applies, or

(B) to which section 361 applies by reason of a plan of reorganization within the meaning of section 368(a)(1)(D) with respect to which stock or securities of the corporation to which the assets are transferred are distributed in a transaction which qualifies under section 355,

if the sum of the amount of the liabilities assumed exceeds the total of the adjusted basis of the property transferred pursuant to such exchange, then such excess shall be considered as a gain from the sale or exchange of a capital asset or of property which is not a capital asset, as the case may be.

(2) Exceptions.--Paragraph (1) shall not apply to any exchange--

(A) to which subsection (b)(1) of this section applies, or

(B) which is pursuant to a plan of reorganization within the meaning of section 368(a)(1)(G) where no former shareholder of the transferor corporation receives any consideration for his stock.

(3) Certain liabilities excluded.--
(A) In general.--If a taxpayer transfers, in an exchange to which section 351 applies, a liability the payment of which either--

(i) would give rise to a deduction, or

(ii) would be described in section 736(a),

then, for purposes of paragraph (1), the amount of such liability shall be excluded in determining the amount of liabilities assumed.

(B) Exception.--Subparagraph (A) shall not apply to any liability to the extent that the incurrence of the liability resulted in the creation of, or an increase in, the basis of any property.

(d) Determination of amount of liability assumed.--
(1) In general.--For purposes of this section, section 358(d), section 358(h), section 361(b)(3), section 362(d), section 368(a)(1)(C), and section 368(a)(2)(B), except as provided in regulations--
(A) a recourse liability (or portion thereof) shall be treated as having been assumed if, as determined on the basis of all facts and circumstances, the transferee has agreed to, and is expected to, satisfy such liability (or portion), whether or not the transferor has been relieved of such liability; and

(B) except to the extent provided in paragraph (2), a nonrecourse liability shall be treated as having been assumed by the transferee of any asset subject to such liability.

(2) Exception for nonrecourse liability.--The amount of the nonrecourse liability treated as described in paragraph (1)(B) shall be reduced by the lesser of--

(A) the amount of such liability which an owner of other assets not transferred to the transferee and also subject to such liability has agreed with the transferee to, and is expected to, satisfy; or

(B) the fair market value of such other assets (determined without regard to section 7701(g)).

(3) Regulations.--The Secretary shall prescribe such regulations as may be necessary to carry out the purposes of this subsection and section 362(d). The Secretary may also prescribe regulations which provide that the manner in which a liability is treated as assumed under this subsection is applied, where appropriate, elsewhere in this title.

Reg 1.358-3 (a) For purposes of section 358, where a party to the exchange assumes a liability of a distributee or acquires from him property subject to a liability, the amount of such liability is to be treated as money received by the distributee upon the exchange, whether or not the assumption of liabilities resulted in a recognition of gain or loss to the taxpayer under the law applicable to the year in which the exchange was made.

(b) The application of paragraph (a) of this section may be illustrated by the following examples:

Example (1). A, an individual, owns property with an adjusted basis of $100,000 on which there is a purchase money mortgage of $25,000. On December 1, 1945, A organizes Corporation X to which he transfers the property in exchange for all the stock of Corporation X and the assumption by Corporation X of the mortgage. The capital stock of the Corporation X has a fair market value of $150,000. Under sections 351 and 357, no gain or loss is recognized to A. The basis in A's hands of the stock of Corporation X is $75,000, computed as follows:


Adjusted basis of property transferred ........................... $100,000
Less: Amount of money received (amount of liabilities assumed) ... - 25,000
                                                                   --------
  Basis of Corporation X stock to A ................................ 75,000
Example (2). A, an individual, owns property with an adjusted basis of $25,000 on which there is a mortgage of $50,000. On December 1, 1954, A organizes Corporation X to which he transfers the property in exchange for all the stock of Corporation X and the assumption by Corporation X of the mortgage. The stock of Corporation X has a fair market value of $50,000. Under sections 351 and 357, gain is recognized to A in the amount of $25,000. The basis in A's hands of the stock of Corporation X is zero, computed as follows:


Adjusted basis of property transferred .................... $25,000
Less: Amount of money received (amount of liabilities) ... - 50,000
Plus: Amount of gain recognized to taxpayer ................ 25,000
                                                           --------
  Basis of Corporation X stock to A ............................. 0


Liabilities treated as cash for basis purposes

Gain only recognized to the extent liabilities > basis

Reg 1.357-2 ; sum all assets; Rev Rul 66-142 – person-by-person analysis

Problem 1 Claudia owns Blackacre, Basis $100, FMV 250.  transfer to Newco for 100% newco


What if Newco borrows $0 and distributes?



No assumption of liability; treat as boot.



Boot rules – 351(b); gain realized to lesser of gain or boot; 




Claudia recognizes $40 gain




Claudia’s outside basis in stock = 100; 100-40+40 (Sec. 358)




Newco’s inside basis in Blackacre= 140; 100+40 (Sec. 362)

a.) What if Claudia borrowed the $40, got the cash, Newco assumed debt

357 Assumption of debt rules;  No gain

Treat as cash for tax purposes – 358(d)

Claudia’s basis in Newco = $60 (358(d)) – preserves 150 gain
Newco’s basis in prop. = $100; Newco liable for $40 (deductible over time)

b.) What if (a) but the $40 debt was existing the whole time?

Same answer as (a)

c.) What if (b) but Claudia’s basis in Blackacre was only $25?

357(c) – liabilities in excess of basis

Claudia recognizes $15 gain (25-40)

Claudia’s basis = 0 (25 basis-40 liab.+15 gain)

Newco’s basis = 40, on the hook for $40 of liability

What about 357(c)(3) – not to include deductible loans when liabilities exceed basis? 


See rev. Rul 80-198; it is meant on Accounts Receivable and Payable


2.) A, B, C and D  create X corp.

	
	What contributed
	Transfer to X Corp.
	Received From X Corp.
	Gain Realized
	Gain Recognized
	Holding 

	
	
	Basis
	FMV
	Shares
	Cash
	
	
	

	A
	Cash
	0
	10,000
	10,000
	0
	0
	0
	

	B
	Land/Building
	50,000
	80,000
	80,000
	0
	0
	0
	

	C
	Inventory
	1,000
	10,000
	5,000
	5,000
	5,000
	5,000; 351(b)
	

	D
	Machinery
	15,000
	10,000
	5,000
	5,000
	(5,000)
	0; 351(b)(2)
	


a.) what if B receives preferred stock?

If right to redeem or dividend varies with interest index, then nonqualified - 351(g)(2)

If received ONLY nonqualified stock – 351(a) not apply to B, 351(b) does apply, so B is part of the “control group”, but the stock is considered boot, so B recognizes gain to the lesser of built-in gain or boot received, which is 30k
If 40k preferred and 40k common – 351(b) applies, preferred stock is considered boot; B recognizes full 30k gain

b.) what if B gives services of 80k

351(d) – services no good, B not counted towards control group, full recognition event for all owners

c.) Services 60; property basis 12, FMV 20

Property > 10% contribution (Rev Rul 77-37), 351(b) will apply

B gets wage income of 60, basis in stock of 72

X has basis in prop of 12

No boot to B – no recognition of gain

d.) B receives 40 stock, 40 debt

Similar to nonqual. Preferred above.

B recognizes full 30k gain
Basis to corporation?  Carryover basis, tack on holding period




362(a)(2) – basis to corp is shareholder’s basis + gain recognized (80)



Basis to shareholder?




358(a)(1) – basis to shareholder is 

basis in property – FMV of boot given + gain realized

50 – 40 + 30 = 40



Installment reporting under 453 is unavailable since B owns over 50% - 453(g)

e.) what if B took place 1 year after rest?



Controlling group = 80%, both transfers are ok

f.) what if D’s transfer took place after 1 year

If one agreement – reg 1.351-1(a)(1), likely ok.  Otherwise, ABC get nonrecognition in first transaction, D does not, unless ABC also contributes new property
g.) C buys after 3 years, but buys with B contributing an additional 2k
Rev. Proc. 77-37 – must contribute at least 10% of their stock ownership, otherwise too minimum




B contributed 2,000 on 80k – less than 10% of B’s share




C recognizes full 9,000 gain

Peracchi p. 26 (9th Cir.)


Does note issued by owner count for basis.  J. Kozinski says yes.  



This gets comparable result to not fully transferring liabilities 
BETTER treatment than making recourse debt under 357(d) 
Thursday January 31, 2008
Assignment 5

Problem 1 Claudia owns Blackacre, Basis $100, FMV 250.  transfer to Newco for 100% newco


What if Newco borrows $0 and distributes?



No assumption of liability; treat as boot.



Boot rules – 351(b); gain realized to lesser of gain or boot; 




Claudia recognizes $40 gain




Claudia’s outside basis in stock = 100; 100-40+40 (Sec. 358)




Newco’s inside basis in Blackacre= 140; 100+40 (Sec. 362)

a.) What if Claudia borrowed the $40, got the cash, Newco assumed debt

357 Assumption of debt rules;  No gain

UNLESS 357(b) – tax avoidance purpose; end up with base results above

Treat as cash for tax purposes – 358(d)

Claudia’s basis in Newco = $60

Newco’s basis in prop. = $100 (362(a)); Newco liable for $40 

b.) What if (a) but the $40 debt was existing the whole time?

Less likely to have tax avoidance purpose.

Same answer as (a)

Why not treat as boot?  IRS had won Hendler (p. 24), but then realized people would realize an upfront gain, but then there would be a huge hit to revenue down the road

c.) What if (b) but Claudia’s basis in Blackacre was only $25?

357(c) – liabilities in excess of basis

Claudia recognizes $15 gain (25-40)

Claudia’s basis = 0 (25 basis-40 liab.+15 gain).  Basis is always 0 for 357(c)
Newco’s basis = 40, on the hook for $40 of liability

1.357-2(a) – lump all assets together

What about 357(c)(3) – not to include deductible loans when liabilities exceed basis? 



See rev. Rul 80-198; it is meant on Accounts Receivable and Payable
Perachi p. 26


Transfers real estate to his corporation


Basis 

2.0M


Liabilities 
2.5M



0.5M tentative gain required by 357(c)




1.0M Note Perachi issues to avoid gain.  What is the basis?

IRS argues basis should be 0

Court rules – basis is the face value of the note; Perachi is personally liable for the note.

Also – Perachi could have done the same thing but getting a note from the bank that NAC corp. buys from the bank

2.) A, B, C and D  create X corp.

	
	What contributed
	Transfer to X Corp.
	Received From X Corp.
	Gain Realized
	Gain Recognized
	Holding 

	
	
	Basis
	FMV
	Shares
	Cash
	
	
	

	A
	Cash
	0
	10,000
	10,000
	0
	10,000
	0; 351(a)
	New

	B
	Land/Building
	50,000
	80,000
	80,000
	0
	30,000
	0; 351(a)
	Carryover

	C
	Inventory
	1,000
	10,000
	5,000
	5,000
	9,000
	5,000; 351(b)
	New

	D
	Machinery
	15,000
	10,000
	5,000
	5,000
	(5,000)
	0; 351(b)(2)
	Carryover


Holding period – 1223 – tacks holding period for capital assets

Basis for D – 10k (15-5 received + 0 gain recognized); built-in loss of 5k


 362 - Do not duplicate losses; Basis for X = 10k


362(e)(2)(c) – can elect to have company have the built-in loss, not shareholder

1223(2) – doesn’t matter if capital asset

holding period  tack to the extent of carryover basis.

Tuesday February 5, 2008

Assignment 5, problem 2

a.) what if B receives preferred stock?

If right to redeem or dividend varies with interest index, then nonqualified - 351(g)(2)

If received ONLY nonqualified stock – 351(a) not apply to B, 351(b) does apply, so B is part of the “control group”, but the stock is considered boot, so B recognizes gain to the lesser of built-in gain or boot received, which is 30k

b.) what if B gives services of 80k

351(d) – services no good, B not counted towards control group, full recognition event for all owners

c.) Services 60; property basis 12, FMV 20

Property > 10% contribution (Rev Rul 77-37), 351(b) will apply

B gets wage income of 60, basis in stock of 72

X has basis in prop of 12

No boot to B – no recognition of gain

d.) B receives 40 stock, 40 debt

Similar to nonqual. Preferred above.

B recognizes full 30k gain

Basis to corporation?  Carryover basis, tack on holding period




362(a)(2) – basis to corp is shareholder’s basis + gain recognized (80)



Basis to shareholder?




358(a)(1) – basis to shareholder is 

basis in property – FMV of boot given + gain realized

50 – 40 + 30 = 40



Installment reporting under 453 is unavailable since B owns over 50% - 453(g)

e.) what if B took place 1 year after rest?



Controlling group = 80%, both transfers are ok

f.) what if D’s transfer took place after 1 year

If one agreement – reg 1.351-1(a)(1), likely ok.  Otherwise, ABC get nonrecognition in first transaction, D does not, unless ABC also contributes new property

g.) C buys after 3 years, but buys with B contributing an additional 2k

Rev. Proc. 77-37 – must contribute at least 10% of their stock ownership, otherwise too minimum



B contributed 2,000 on 80k – less than 10% of B’s share




C recognizes full 9,000 gain

Assignment 6 – 368(c) is also required reading
Control
Kamborian p. 47


[image: image1]
The four Campex shareholders contribute, and Kamborian Trust bought an additional $5k of stock in anticipation of IPO, less than 10%.  Trust contributed essentially just to give Campex shareholders to qualify for 351.
Court does not accept the taxpayer’s “attribution” theory – the trusts cannot be attributed to the individual trustees.

Commissioner looks to reg 1.351-1(a)(1)(ii) ; wants a test of intent.

Court rules – reg is valid

Reg 77-37 – a “safe harbor” if contribute 10%

What if have a valid business purpose (such as maintaining proportionate share), but are less than the 10% safe harbor.  May be able to qualify for 351.
International Lumber p. 53


Shook owns sawmill, Wilson has logs processed there



They also own finishing plant 50/50

Sawmill burns down; Shook agrees to sell ½ interest in sawmill in exchange for loan guarantee; incorporate S&W Sawmill, Inc.

Shook “sells” the lumber mill equipment for stock, gives half his stock to Wilson as agreed.  They both later contribute more, but it is significantly later and not part of the same agreement.
After all is said and done, Intermountain Lumber acquires S&W; they want to argue against the nonrecognition; get higher tax basis in S&W


Court – 351 does not apply


Shook was obligated to give 50% to Wilson, therefore not “in control”



Wilson didn’t contribute anything, therefore not count for 351



VERY FORMALISTIC


Effects to Shook?


Unless Statute of Limitations protected – will recognize gain



Likely could have offset casualty losses from the sawmill burning down

Rev Rul 2003-51


[image: image2]
Assignment 6 Problem 1 (Problem 2-2 page 63)
	
	What contributed
	Property Contributed
	Received From X Corp.

	
	
	FMV
	Adjusted Basis
	Cash
	Shares

	A
	Land
	$1,000
	$300
	$500
	50%

	B
	Cash
	$500
	$500
	0
	50%


a.) A transfers property to X, shortly after sells stock to B

International lumber – NOT a 351.  A recognizes full gain of 700 on “sale” for stock

b.) A sells ½ interest in land to B, then they contribute the land together

B – basis still $500


A – gain of $350 (50% of 700 gain); basis in stock 

d.) A borrows $500 on land, gives land and debt; B gives $500


357(c) – liability in excess of basis; $200 gain; A’s basis = 0

Thursday February 7, 2008

Assignment 6 Problem 1 continued

d.) A borrows $500 on land, gives land and debt; B gives $500


357(c) – liability in excess of basis; $200 gain; A’s basis = 0


Corporation’s basis in land = $500 (exchange basis of $300 + gain realized $200)


What else must be considered?  357(b) – there must be a business purpose for this, otherwise the debt A borrows would

e.) 
Rev Rul. 59-259 – 80% requirement for each class of stock separately

A&B voting stock – ok

Nonvoting stocking – C gets 100% and contributes no property; therefore 351 not applicable

2

a.) Section 118 – Corporation has no income when receiving property for stock
Corp. does not directly care if the contribution qualifies for 351

Which better for stockholders?  Deferred gain taxed twice, or gain now taxed once?

b.) If pro-rata contribution; service treats as contribution
Assignment 7

Bradshaw p. 64

Thomas contributes undeveloped real estate to his solely own corp Castlewood in exchange for 5 notes of $50k principal and 4% interest


Thomas reports as an installment sale – recognizes gain over time


Even though intending to develop real estate – why is it capital gain?

Thomas not holding the land for inventory purpose; until it got contributed to Castlewood corp for development it was just investment property




1221 – why hold the property; not business purpose


IRS argues 351 transaction


If “sale” – corporation gets to deduct interest

Why did court rule it was a sale?


Corporation paid FMV


Notes had adequate interest, stated maturity, and were paid timely
Risk borne by the parties?

Corporation was incredibly thinly capitalized;  all debt except for a $4k car Thomas had contributed

Should 351 be elective?  Should it apply whenever there is a change in form, or only when the taxpayer elects?

p. 76 – IRC 1239 anti avoidance provision
b/t related parties, if depreciable property of the transferee then would be ordinary income.  Similar to 1245 recapture (prevent cap gain but ordinary depreciation deductions), but up front to prevent games with time value of money

Not aimed at Bradshaw – Castlewood wasn’t depreciating

Hempt brothers (1974) p. 79
Cash basis partnership transferred $662k of accounts receivable with 0 basis for corporations stock

Taxpayers argue that partnership should have been taxed on contribution, AR shouldn’t be “property”.  Statute of limitations had passed on the exchange 
IRS – this would frustrate the purpose of 351 to make it easier to transfer; Accounts Receivable should be taxed

IRS wins
See also Rev Rul 80-198

Assignment 7 Problem 1

	
	What contributed
	Property Contributed
	Received From X Corp.

	
	
	FMV
	Adjusted Basis
	Cash
	Shares

	A
	Cash
	$1,000
	$1,000
	0
	50%

	B
	Land 1
	$1,400
	   $400
	700*
	

	
	Land 2
	  $600
	$1,600
	300**
	

	
	Total for B
	$2,000
	$2,000
	1,000
	50%


168(b)(5) allocation of boot – based on % of FMV


* (1,400/2,000) = 70% x 1000 = 700 boot


   Gain = lesser of built-in gain or boot received; 700 < 1,000; Cap Gain $700 on land 1


   Basis in stock = 400 + 700 – 700 = 400


   X Corp’s basis in land = 400+700 = 1,100


**(600/2,000) = 30% x 1000 = 300 boot


   Loss IS NOT RECOGNIZED – 351(b)(2)

   Basis in stock = 1,600 – 300 = 1,300


   X Corp’s basis in land capped at FMV = 600; 362(e)

Rev Rul 68-55; must be asset by asset (see p. 19 of casebook)
Problem 2(a) (see also problem 2-5 p. 84)

	
	What contributed
	Property Contributed
	Received From X Corp.

	
	
	FMV
	Adjusted Basis
	Cash
	Liability Assumed

	T
	Land
	900,000
	200,000
	0
	500,000

	
	Stock
	  70,000
	100,000
	0
	0

	
	Total for T
	970,000
	300,000
	0
	500,000



357(c) – liability in excess of basis



1.357-2(a) – go by total basis of property contributed (think Perachi p. 26)

Tuesday February 12, 2008
Assignment 7 Problem 2b
	
	What contributed
	Property Contributed
	Received From X Corp.

	
	
	FMV
	Adjusted Basis
	Cash
	Liability Assumed

	T
	Land
	900,000
	200,000
	0
	500,000

	
	Stock
	  70,000
	100,000
	0
	0

	
	Total for T
	970,000
	300,000
	0
	500,000


T basis in X for contributions = 0


300,000 basis + 200,000 gain – 500,000 liabilities assumed = 0

Not entirely certain, but since the liability is attributable to the Land, X can have carryover basis on stock and 400k basis in the land, OR could go by relative FMV of the assets

Assignment 7 Problem 2(A)(ii)

What if T remains liable on the note?  What if T guarantees the note?

357(d) – facts and circumstances test


357(d)(1)(A) – recourse liability assumed if, based on facts and circumstances, the transferee has agreed to and is expected to pay the liability.

Compare FMV to liability assumed – Property worth a lot more – corporation X does bear the burden

2(A)(iii) –


If T borrows $200k and contributed the cash in addition to other stuff)



No gain realized (no liability in excess of basis)

	
	What contributed
	Property Contributed
	Received From X Corp.

	
	
	FMV
	Adjusted Basis
	Cash
	Liability Assumed

	T
	Land
	900,000
	200,000
	0
	500,000

	
	Stock
	  70,000
	100,000
	0
	0

	
	Cash
	200,000
	200,000
	0
	0

	
	Total for T
	970,000
	300,000
	0
	500,000


X Corp’s basis in property

Land – 200k


Stock –   70k - limited to FMV – 362(e)


Cash – 200k

2(A)(iv) – T borrows from in unrelated transaction


If not related to 351 transactions, should get same treatment as the cash

2(b)(i)– T contribute 100 in AR (0 basis), gets 70 in stock and alleviated by 30 in AP

357(c)(3) – liabilities that would give rise to a deduction don’t count 

358(d)(2) – if liability not count due to 357(c)(3) – doesn’t count as money recognized for 


Rev . Rul. 80-198

  (ii) – if T were accrual – no 357(c)(3) exception

357(a) – liability in excess of basis; $300 gain realized


T has 0 basis


X has $300 basis 

   (iii) – tax consequences to corporation

Hempt brothers, p. 79 - $700 gain preserved at the corporate level

Carry over accounting method from cash basis contributor - p. 82

Assignment 8
Treatments of distributions


Dividend – ordinary income; return on equity

Return of capital – takes up basis


Capital Gain - 
Stacking Approach

What is a distribution – 316, 317

Sources of distributions

Earnings and Profits


Initial investment


Unrealized appreciation – results in capital gain; 311(b)(1)(B)

Stacking approach – 301(c)(1)-(3)


Current E&P – 316(a)(1)


Accumulated E&P – 316(a)(2)


Then return of capital to the extent of basis


Then – Capital gain for distributions in excess of E&P

“Nimble” dividend

	
	Distribution
	Current E&P
	Accumulated E&P
	Dividend
	Authority

	Case A
	10
	15
	-15
	10
	316(a)

	Case B
	10
	-15
	15
	Depends, proportional based on when the distribution occurs
	1.316-2(b)


Nimble dividend – case A – positive current E&P, but negative accumulated E&P.  

Some states disallow this – IRS treats as a dividend.

Nimble dividend rule – treat as dividend
“The miracle of income without gain”


A forms Newco with $0


Newco earns $100 (after corporate tax)


A sells her stock to B for $100


B receives a dividend of $100


B sells stock to C for $0


B gets dividend



If qualified dividend – 15%



If not qualified – ordinary rate


B sells stock



Capital loss

A holds and earns dividend, but this is treated as a capital gain

B has essentially no income, but gets dividend treatment

Solutions?


Equalize dividend and cap gain rates (what we have until 2011)


Have B price in a discount (buy the stock with a pre-tax value of $100 for $76.5)

What is a dividend strip?

2000

A forms Newco for $0

2000-2007
Newco earns $100 (after corporate tax)

1/1/08

A sells stock to B (tax exempt) for $100

1/2/08

B receives a dividend of $100

1/3/08

B sells stock to C for $0

246(c) – Dividend received deduction not counted as dividend for some purposes to counteract if B is tax exempt due to DRD status
Thursday February 14, 2008

Assignment 8 Problem 1
Distribution made July 1

	
	Distrib
	Current E&P
	Accumulated E&P
	E&P as of Distribution
	E&P as of End of year
	Dividend
	E&P at EOY

	
	20
	5
	15
	15
	(20)
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


Prorate 


Situation 4 in revenue ruling 74-164 p. 121
Use prorating when not know what E&P is as of the date of the distribution


Should use E&P


1.301-1(b) – conflicts with revenue ruling 74-164 p. 121
1.316-2(d)

Assignment 8 Problem 2

	
	Total
	Taxable
	Authority
	Addback


	Subtract
	Authority
	E&P Total

	Gross Income
	27,000
	27,000
	
	
	
	
	27,000

	Dividend Income
	20,000
	20,000
	
	
	
	
	20,000

	Interest on Muni Bonds
	9,000
	Not includible
	
	9,000
	
	Reg 1.312-6(b)
	9,000

	LT Cap gain
	5,000
	5,000
	
	
	
	
	5,000

	Contribution to capital
	2,000
	Not includible
	Section 118
	
	
	
	

	Subtotal
	63,000
	52,000
	
	
	
	
	61,000

	
	
	
	
	
	
	
	

	Wages, rent
	15,000
	15,000
	Section 162
	
	
	
	15,000

	Fines and kickbacks
	7,000
	Not deductible
	162(c), 162(f)
	
	
	
	7,000

	Depreciation (SL = 2,000)
	6,000
	6,000
	Section 168
	4,000
	
	312(k)
	2,000

	Interest incurred to purchase muni bonds
	2,000
	Not deductible
	265
	
	2,000
	Reg 1.312-6(b)
	2,000

	Dividend Received Deduction
	14,000
	14,000
	243
	14,000
	
	312(f)(2)
	0

	Capital Losses
	6,000
	5,000 
	1211(a) – Cap losses to extent of Cap Gains
	
	1,000
	
	6,000

	Subtotal
	50,000
	40,000
	
	
	
	
	32,000

	Net
	13,000
	12,000
	
	
	
	
	29,000

	Fed Tax
	
	4,200
	
	
	
	
	4,200

	Final E&P
	
	
	
	
	
	
	24,800


Installment sales are added back in the current year – disregard the installment method for E&P purposes
Final E&P – 24,800
Divine p. 123


Stocks purchased at a bargain price; taxed at the corporate level, not the shareholder level


Corporation Rapid then makes a distribution

Taxpayer (Divine) was a shareholder argues E&P should be lower because “spread”, or bargain price should be considered an expense for E&P purposes
Court – spread reflects an economic detriment, like compensation expense so is deductible for E&P


Friendly’s dissent – no cash out

Ends up being a surrogate tax

Fines and penalties – expense is disallowed, but is subtracted from E&P, so will reduce the amount treated as dividend at the shareholder level

Rev rul. -217

Assignment 9

Distribution of property
If distribute Blackacre – FMV 50, Basis 50 – basically the same as if distribute cash
What if Blackacre – FMV 50, Basis 0?  (essentially reverse of a 351)

Could do carryover basis


OR could make it a realization event


311(b) – corporation recognizes gain in appreciated property


GAIN BUT NOT LOSS


301(d) – shareholder gets basis of FMV



If built-in loss property, lose the loss entirely


Known as General Utilities Repeal, that it is taxed.  

Assignment 9 Problem 1a

Newco distributes bonds with FMV 300, Basis 300



Newco has no E&P


Shareholder Chris has basis in Newco of $500
Chris – 300 redemption


Chris’ remaining basis in Newco = 200


Chris’ basis in property = 300

b.) What if FMV 500


 Corp recognizes 200 gain

200 E&P = Chris gets 200 dividend



Chris has 300 return of capital



Chris has stock basis of 200



Chris has basis in the bonds of 500


Corp has 0 E&P – 200-500 capped at 0 312(b) 

c.) What if FMV 700


312(b) - FMV


Thursday February 21, 2008

Assignment 8 Problem 1

b.) What if FMV 700


 Corp recognizes 400 gain


400 E&P = Chris gets 400 dividend – 301(c)



Chris has 300 return of capital



Chris has stock basis of 200



Chris has basis in the bonds of 700


Corp has 0 E&P – 400-700 capped at 0 312(b), also 312(a)(3) 


311(b) – basis 

c.) What if 300 basis, 700 FMV, 800 nonrecourse debt

Corporate level


311(b), 336(b) – if liability assumed is greater than FMV, then amount realized is debt



Amount realized is 800



Gain recognized is 500 (800-300)


312(b)(1) – E&P = 500 (gain recognized)


Corporate E&P – 312(c)? – regs need to be clarified



Likely $500




312(b)(1) – gain




312

1.312-3 –reductions of E&P for distributions are reduced by liabilities assumed (but likely not below 0)
Shareholder level

301(b)(2) – reduce FMV of bonds by debt, but not below 0



Basis, likely 700; could be 800 under Estate of Franklin




Why not allow for amount of debt?  Depreciable property gets inflated

d.) What if basis 300, FMV 700 bonds exchanged for $700 note from Shareholder Chris


Installment sale


E&P increase by gain recognized.



312(n) – E&P increased immediately, installment sale disregarded


[what if sale where default on debt

COD income to shareholder 61(12)

Bad debt deduction 166]


Respect the shareholder note?



Facts and circumstances – note has same FMV as bonds




Interest rate




Timeliness of payments, etc.


If not respect the note – treat as distribution


If IRS retroactively treats as a distribution upon default, this is still beneficial

What if basis 300, FMV 700 bonds exchanged for $700 note from Shareholder Chris


If Note has FMV of $300 – 



If treat as capital contribution; 351(b)




Corp. gets carryover basis of 700




Shareholder has stock basis of 400 (700 – 300)




No gain recognized

General Utilities – pre-312(b) – old rule, very important in tax planning before 312(b)

Got stock in Islands Edison for $2,000, which went up to $1.1M (a lot!)

GU didn’t want to sell the Edison stock directly

GU made a distribution of the stock (not taxed) to shareholders, who then sold to the third party

IRS argued Holding Company doctrine – substance over form



Corporation negotiated the deal, but no deal set up, no papers signed



Not treat things as gain recognition event at corporate level

What will happen when General Utilities repealed?


Author believes corporations will not buy as much appreciated assets into corporate solution

Assignment 9 Problem 2

 Newco has current E&P of $400, Newco distributes bond, Basis $800, FMV 300

After distribution the bond appreciates to $900

Exchange – loss property


Newco recognize no loss – 311(a) – gain but not loss

No E&P adjustment


Dividend = $300 (FMV of bond) 301(c)


Shareholder basis = 300 – 301(d)

Sale


Gain = 600 LTCG (900 realized less 300 basis)


312(a)3 – adjust by basis of property distributed

What if just sold and distributed proceeds?


Reduce E&P by loss



Corp recognize $500 loss



400 E&P – 500 Loss = -100 (not reduce below 0 on distributions, but can on losses)

Question 2(a)

2(b) – what if cash dividend of $300, but gives bonds instead of cash


If not bring transactions together, Newco could recognize the loss

Very similar to General Utilities, IRS would try to step these transactions together

Problem 3
No gain/loss on appreciated property of corps own obligations


301(d) – FMV basis


1271 – E&P reduced later


OID rules not apply since not publicly traded

Assignment 10 next week

Tuesday February 26, 2008

Constructive dividends


Why would corporation want to characterize as something other than a dividend?


Salary is deductible at the corporate level, dividends are not


Shift money between corporations with common owner (Gilbert case)


Shift between shareholders in to a shareholder in a lower tax bracket

Baumer case (1978) p. 145


Father is sole shareholder


Corp. grants option to son to purchase ½ interest in land for nominal fee (never paid)



Exercise price of  $100,000 (value of property at the time of grant)


Pope & Carter can buy for $500,000



Son gives 100k note to Company for ½ land, Pope & Carter buys all of land for $500k



End result – Son has $250 k and obligation for 100k; father’s company has $250k


Does father receive a constructive dividend?



IRS argues corporation receives income from this sale.  Court says no (pre 311).



Who would be better under this situation?





Son pays no tax – much better for him.





Corporation w/b taxed on gain – corporate tax





Father taxed on dividend





Potential gift taxes



Court – not a sham transaction




Son negotiated with buyer



Constructive dividend at the time the option was granted – SOME value




Father and Son argue option had no value since option price was FMV





Since option was for 2 years, it is worth something of value

“Open transaction” doctrine – not know what the value is, but wait and see what value is.  Does not take into account risks – would be best to recognize a small constructive dividend – avoid full amount being recognized

318 Attribution rules?  Not discussed – became effective after 1986.
“carried interest” – has a similar back end approach as the open transaction doctrine
Gilbert p. 154

[image: image3]


If debt – G&H can deduct 


Gilbert – gets constructive dividend – gets 100%of G&H because of Jetrol


IRS – recharacterize 20k dividend to Gilbert and he has capital contribution to G&H



Loans were not real loan; no interest, no fixed date


No business purpose



Really slams the taxpayer

Gilbert should have had Jetrol simply buyout G&H, avoids all negative consequences

Ignores Gilbert’s guarantee of Jetrol’s first note

Ignores Gilbert’s loan of 20k on the note

Nicholas Cage Hypo – Nick Cage owns his own C Corp – Saturn; 2002-2004
	Income
	20M

	Business Expense
	5M

	Personal Expenses (no saving)
	15M

	Share of Income that is compensation vs. return of capital
	50%


What if he paid all of his expenses personally (but income went through Corporation)

Corporation would have to give a dividend to Cage of $20M, taxed at dividend rate


Cage deducts the $5M

What if corporation pays all expenses?


7.5M compensation to Cage


7.5M constructive dividend to Cage

Problem 1

Carsten owns High Tech Corp.


High Tech loans 200k interest free to Carsten – payable on demand


High Tech has large upfront R&D expenses

Question 1 – is this a loan?  No fixed repayment, no interest rate


If not loan – camouflaged compensation or constructive dividend (301(c))

If IS loan - 7872 – impute foregone interest to Carsten



Demand loan

Treat as if gain to Corp. and interest deductions to Carstens


If Carsten uses loan proceeds for personal reasons – 163(h) – no deduction



Buy tax exempt securities – 265 – not deductible


If no income to offset, Carsten cannot deduct
Problem 2


Claire owns all of Artisinal Corp. and Aquavit Corp.  Each runs a restaurant, Artisinal makes 100k loan to aquavit.


Business purpose?



Common contracts (supply contracts)


If respected as a loan – 


If not respected as a loan – 100k constructive dividend to Claire to the extent of E&P (301(c))


Like Gilbert – constructive dividend and capital contribution
Thursday February 28, 2008
Intercorporate dividends (Dividend received deduction) – IRC 243

100% DRD – 243(a) 80%+ ownership percentage
  80% DRD – 243(c) 20-80% ownership percentage (of BOTH vote and value)
  70% DRD – 243(a)(1) – portfolio ownership (under 20%)

Why not just make everything 100%?  This allows for taxing exactly twice (instead of more than twice)

If have 50.1% ownership result in 100% DRD and 0% under that



Notch in tax – results in cliff effect – great incentive to buy that last .1%



Current law has a notch in tax between 19.99% and 20%

What about Personal holding companies (if there were no special rules for PHCs) – why wouldn’t someone simply own a PHC to collect dividends?

Also allows deferral of personal income tax

Litton p. 165


[image: image4]
Bootstrap transaction – Company is purchased with the assets of the acquired company


Ways to do it – have target pay a “pre-sale” dividend to seller




Pre-sale – redeem existing owner’s share




Have target pay post-sale dividend to buyer




Post-sale redemption of new owner’s share

IRS wants to treat the Note dividend as part of the selling price (making it subject to cap gain, as opposed to a tax-free DRD).  Litton argues it is a dividend from a 100% owned company.
IRS argued the precedent Waterman Steamship – very similar facts but there it was a shorter time frame and all part of the same planned transaction.


Litton – 6 months between note dividend and the sale

Litton only had a generalized intent to sell at the time of dividend, did not have a single plan

Did Stouffer have an ability to pay the dividend?  Not in the facts, but it seems important

Business purpose?  Doesn’t seem much of one, but the court said there was if it could increase IPO value.

Bootstrap transaction with after-acquisition dividend wouldn’t raise any issues with the IRS, but the Cap gain would be paid.

Hypothetical


Day 1 – A Corp, buys a small share of X Corp. common stock for $10k


Day 1 – A receives $1k dividend from X (30% taxed at rate of 35%)


Day 9 – A sells X stock for $9k

Looks like – could result in $105 tax on dividend, $350 benefit from cap loss – a net tax benefit of 245.

Loophole closing 246(c) – similar to wash sale provision in individual taxes


Lose DRD if have short holding period



It is the ex-dividend date that matters



If hold for 46 days – no problem


Other provisions – 1059



When does 1059 Apply?




Extraordinary dividends (5% of preferred, 10% of others)



Company holds stock less than 2 years




Look not to ex-dividend date, but to the dividend announcement date


Would not apply to Litton (before 1984 effective date, held for more than 2 years)



Hypothetical




Day 1 – A Corp, buys a small share of X Corp. common stock for $10Mk




Day 44 – A receives $1M dividend from X (30% taxed at rate of 35%)




Day 88 – A sells X stock for $9M
Extraordinary dividend (1k/10M equals 10% threshold of 1059(c))

Held less than 2 years


Taxed on 30% (get the 70% DRD)


700 basis reduction in X stock under 1059(a)

Prevents stripping of E&P within 2 years

246(c) Exclusion of certain dividends.--
(1) In general.--No deduction shall be allowed under section 243, 244, or 245, in respect of any dividend on any share of stock--
(A) which is held by the taxpayer for 45 days or less during the 91-day period beginning on the date which is 45 days before the date on which such share becomes ex-dividend with respect to such dividend, or

(B) to the extent that the taxpayer is under an obligation (whether pursuant to a short sale or otherwise) to make related payments with respect to positions in substantially similar or related property.

(2) 90-day rule in the case of certain preference dividends.--In the case of stock having preference in dividends, if the taxpayer receives dividends with respect to such stock which are attributable to a period or periods aggregating in excess of 366 days, paragraph (1)(A) shall be applied--

(A) by substituting “90 days” for “45 days” each place it appears, and

(B) by substituting “181-day period” for “91-day period”.

(3) Determination of holding periods.--For purposes of this subsection, in determining the period for which the taxpayer has held any share of stock--

(A) the day of disposition, but not the day of acquisition, shall be taken into account, and

(B) paragraph (3) of section 1223 shall not apply.

(4) Holding period reduced for periods where risk of loss diminished.--The holding periods determined for purposes of this subsection shall be appropriately reduced (in the manner provided in regulations prescribed by the Secretary) for any period (during such periods) in which--

(A) the taxpayer has an option to sell, is under a contractual obligation to sell, or has made (and not closed) a short sale of, substantially identical stock or securities,

(B) the taxpayer is the grantor of an option to buy substantially identical stock or securities, or

(C) under regulations prescribed by the Secretary, a taxpayer has diminished his risk of loss by holding 1 or more other positions with respect to substantially similar or related property.

The preceding sentence shall not apply in the case of any qualified covered call (as defined in section 1092(c)(4) but without regard to the requirement that gain or loss with respect to the option not be ordinary income or loss), other than a qualified covered call option to which section 1092(f) applies.

1059 - (a) General rule.--If any corporation receives any extraordinary dividend with respect to any share of stock and such corporation has not held such stock for more than 2 years before the dividend announcement date--

(1) Reduction in basis.--The basis of such corporation in such stock shall be reduced (but not below zero) by the nontaxed portion of such dividends.
(2) Amounts in excess of basis.--If the nontaxed portion of such dividends exceeds such basis, such excess shall be treated as gain from the sale or exchange of such stock for the taxable year in which the extraordinary dividend is received.

(b) Nontaxed portion.--For purposes of this section--
(1) In general.--The nontaxed portion of any dividend is the excess (if any) of--
(A) the amount of such dividend, over

(B) the taxable portion of such dividend.

(2) Taxable portion.--The taxable portion of any dividend is--

(A) the portion of such dividend includible in gross income, reduced by

(B) the amount of any deduction allowable with respect to such dividend under section 243, 244, or 245.

(c) Extraordinary dividend defined.--For purposes of this section--
(1) In general.--The term “extraordinary dividend” means any dividend with respect to a share of stock if the amount of such dividend equals or exceeds the threshold percentage of the taxpayer's adjusted basis in such share of stock.
(2) Threshold percentage.--The term “threshold percentage” means--

(A) 5 percent in the case of stock which is preferred as to dividends, and

(B) 10 percent in the case of any other stock.

(3) Aggregation of dividends.--
(A) Aggregation within 85-day period.--All dividends--

(i) which are received by the taxpayer (or a person described in subparagraph (C)) with respect to any share of stock, and

(ii) which have ex-dividend dates within the same period of 85 consecutive days,

shall be treated as 1 dividend.

(B) Aggregation within 1 year where dividends exceed 20 percent of adjusted basis.--All dividends--

(i) which are received by the taxpayer (or a person described in subparagraph (C)) with respect to any share of stock, and

(ii) which have ex-dividend dates during the same period of 365 consecutive days,

shall be treated as extraordinary dividends if the aggregate of such dividends exceeds 20 percent of the taxpayer's adjusted basis in such stock (determined without regard to this section).

(C) Substituted basis transactions.--In the case of any stock, a person is described in this subparagraph if--

(i) the basis of such stock in the hands of such person is determined in whole or in part by reference to the basis of such stock in the hands of the taxpayer, or

(ii) the basis of such stock in the hands of the taxpayer is determined in whole or in part by reference to the basis of such stock in the hands of such person.

(4) Fair market value determination.--If the taxpayer establishes to the satisfaction of the Secretary the fair market value of any share of stock as of the day before the ex-dividend date, the taxpayer may elect to apply paragraphs (1) and (3) by substituting such value for the taxpayer's adjusted basis.

(d) Special rules.--For purposes of this section--
(1) Time for reduction.--Any reduction in basis under subsection (a)(1) shall be treated as occurring at the beginning of the ex-dividend date of the extraordinary dividend to which the reduction relates.
(2) Distributions in kind.--To the extent any dividend consists of property other than cash, the amount of such dividend shall be treated as the fair market value of such property (as of the date of the distribution) reduced as provided in section 301(b)(2).

(3) Determination of holding period.--For purposes of determining the holding period of stock under subsection (a), rules similar to the rules of paragraphs (3) and (4) of section 246(c) shall apply; except that “2 years” shall be substituted for the number of days specified in subparagraph (B) of section 246(c)(3).

(4) Ex-dividend date.--The term “ex-dividend date” means the date on which the share of stock becomes ex-dividend.

(5) Dividend announcement date.--The term “dividend announcement date” means, with respect to any dividend, the date on which the corporation declares, announces, or agrees to the amount or payment of such dividend, whichever is the earliest.

(6) Exception where stock held during entire existence of corporation.--
(A) In general.--Subsection (a) shall not apply to any extraordinary dividend with respect to any share of stock of a corporation if--

(i) such stock was held by the taxpayer during the entire period such corporation was in existence, and

(ii) except as provided in regulations, no earnings and profits of such corporation were attributable to transfers of property from (or earnings and profits of) a corporation which is not a qualified corporation.

(B) Qualified corporation.--For purposes of subparagraph (A), the term “qualified corporation” means any corporation (including a predecessor corporation)--

(i) with respect to which the taxpayer holds directly or indirectly during the entire period of such corporation's existence at least the same ownership interest as the taxpayer holds in the corporation distributing the extraordinary dividend, and

(ii) which has no earnings and profits--

(I) which were earned by, or

(II) which are attributable to gain on property which accrued during a period the corporation holding the property was,

a corporation not described in clause (i).

(C) Application of paragraph.--This paragraph shall not apply to any extraordinary dividend to the extent such application is inconsistent with the purposes of this section.

(e) Special rules for certain distributions.--
(1) Treatment of partial liquidations and certain redemptions.--Except as otherwise provided in regulations--
(A) Redemptions.--In the case of any redemption of stock--

(i) which is part of a partial liquidation (within the meaning of section 302(e)) of the redeeming corporation,

(ii) which is not pro rata as to all shareholders, or

(iii) which would not have been treated (in whole or in part) as a dividend if--

(I) any options had not been taken into account under section 318(a)(4), or

(II) section 304(a) had not applied,

any amount treated as a dividend with respect to such redemption shall be treated as an extraordinary dividend to which paragraphs (1) and (2) of subsection (a) apply without regard to the period the taxpayer held such stock. In the case of a redemption described in clause (iii), only the basis in the stock redeemed shall be taken into account under subsection (a).

(B) Reorganizations, etc.--An exchange described in section 356 which is treated as a dividend shall be treated as a redemption of stock for purposes of applying subparagraph (A).

(2) Qualifying dividends.--
(A) In general.--Except as provided in regulations, the term “extraordinary dividend” does not include any qualifying dividend (within the meaning of section 243).

(B) Exception.--Subparagraph (A) shall not apply to any portion of a dividend which is attributable to earnings and profits which--

(i) were earned by a corporation during a period it was not a member of the affiliated group, or

(ii) are attributable to gain on property which accrued during a period the corporation holding the property was not a member of the affiliated group.

(3) Qualified preferred dividends.--
(A) In general.--In the case of 1 or more qualified preferred dividends with respect to any share of stock--

(i) this section shall not apply to such dividends if the taxpayer holds such stock for more than 5 years, and

(ii) if the taxpayer disposes of such stock before it has been held for more than 5 years, the aggregate reduction under subsection (a)(1) with respect to such dividends shall not be greater than the excess (if any) of--

(I) the qualified preferred dividends paid with respect to such stock during the period the taxpayer held such stock, over

(II) the qualified preferred dividends which would have been paid during such period on the basis of the stated rate of return.

(B) Rate of return.--For purposes of this paragraph--

(i) Actual rate of return.--The actual rate of return shall be the rate of return for the period for which the taxpayer held the stock, determined--

(I) by only taking into account dividends during such period, and

(II) by using the lesser of the adjusted basis of the taxpayer in such stock or the liquidation preference of such stock.

(ii) Stated rate of return.--The stated rate of return shall be the annual rate of the qualified preferred dividend payable with respect to any share of stock (expressed as a percentage of the amount described in clause (i)(II)).

(C) Definitions and special rules.--For purposes of this paragraph--

(i) Qualified preferred dividend.--The term “qualified preferred dividend” means any fixed dividend payable with respect to any share of stock which--

(I) provides for fixed preferred dividends payable not less frequently than annually, and

(II) is not in arrears as to dividends at the time the taxpayer acquires the stock.

Such term shall not include any dividend payable with respect to any share of stock if the actual rate of return on such stock exceeds 15 percent.

(ii) Holding period.--In determining the holding period for purposes of subparagraph (A)(ii), subsection (d)(3) shall be applied by substituting “5 years” for “2 years”.

(f) Treatment of dividends on certain preferred stock.--
(1) In general.--Any dividend with respect to disqualified preferred stock shall be treated as an extraordinary dividend to which paragraphs (1) and (2) of subsection (a) apply without regard to the period the taxpayer held the stock.
(2) Disqualified preferred stock.--For purposes of this subsection, the term “disqualified preferred stock” means any stock which is preferred as to dividends if--

(A) when issued, such stock has a dividend rate which declines (or can reasonably be expected to decline) in the future,

(B) the issue price of such stock exceeds its liquidation rights or its stated redemption price, or

(C) such stock is otherwise structured--

(i) to avoid the other provisions of this section, and

(ii) to enable corporate shareholders to reduce tax through a combination of dividend received deductions and loss on the disposition of the stock.

(g) Regulations.--The Secretary shall prescribe such regulations as may be appropriate to carry out the purposes of this section, including regulations--
(1) providing for the application of this section in the case of stock dividends, stock splits, reorganizations, and other similar transactions, in the case of stock held by pass-thru entities, and in the case of consolidated groups, and
(2) providing that the rules of subsection (f) shall apply in the case of stock which is not preferred as to dividends in cases where stock is structured to avoid the purposes of this section.
Tuesday March 4, 2008
Distributions continued

246A

Hypothetical


Day 1 – A Corp, borrows $20M buys 49% of X Corp. common stock for $20Mk


Day 44 – A receives $1M dividend from X (30% taxed at rate of 35%)


Day 88 – A sells X stock for $19M

246A – reduces DRD to the extent that stock ownership is debt financed (under 50% vote or value)

246A – financed with all debt; no DRD – debt must be directly attributable to the stock (if run through general account, then cannot trace and undercut 246A)


If borrowed ½  – lose ½ of deduction

If had bought 1% more (50% total) – then not lose any DRD – 246A(c)(2)

Integration


Consider using these marginal rates (1913 rates)

Top individual marginal rate = 7%


Lowest individual marginal rate = 1%


Corporate MTR

Two methods of integration


-pass through integration

Tax all corporate income (whether distributed or undistributed) directly to shareholders at appropriate individual MTR (similar to partnership/LLC/S-Corp. treatment)


Dividend Exclusion integration

Tax Corporate income at the corporate level and exempt dividends in the hands of shareholders (similar to RICs and REITs, but without the requirement to distribute)
Clientele effects – encourage one group of people to invest in one way and one group of people to use another (if corporate rate set at top %, or also currently tax-exempt muni bonds)
Assuming dividend exclusion integration, where should the corporate tax rate be set?


7% flat tax at the corporate level



Doesn’t calibrate ability to pay

May result in regressive tax due to lower returns in the corporate form than pass-throughs, since less people will use this form


1% tax – creates deferral problems


Administrability – easier to tax corporate earnings at the corporate level under exclusion

Compromise under 1913



Corporate rate = 1%

Dividends exempt from first marginal rate bracket (1% “normal tax”) but are subject to higher marginal rates (1-6% “surtax”)

Incentive to keep it in the corporate form for 2-7% taxpayers

Incentive to give out dividends for 1% taxpayers

Managers wanted to keep money in the corporation

Gives them more power

FDR’s Idea


Highest MTR = 75%


Lowest MTR = 4%


Corporate MTR = 15%


Dividends exempt from normal tax (4%)


Incentive to keep in the corporate form MUCH stronger if bracket above 15%


If 4% bracket – will want distributions 


If 5-15% may want some deferral, or invest in a flow-through

-Force dividend distributions through undistributed profits tax (UPT) that would penalize retained earnings


Proposal



Repeal corporate income tax



Impose UPT on undistributed earnings



Repeal the dividend exemption


The compromise


Retain corporate income tax (15% top rate)



Impose small undistributed profits tax 7-27%



Repeal the dividend exclusion (4% normal tax not exempt anymore)



Undistributed profits tax repealed 3 months later


Windfall to existing shareholders?
JGGTRA - 2004 bill (that cut dividends to 15%, now through 2010)


Should these dividend cuts become permanent?


More full integration?

Assignment 13 – redemptions


Redemption – corporation buys stock back from shareholder, also called stock repurchase



Exchange or distribution?

Example 1 – Pure sale


A owns 80% of X Corp


B owns 20% of X Corp.


X Corp has $100 cash and $100 E&P


A sells stock to B for $80

Results


A no longer owns any stock in X Corp and has $80 cash


B owns 100% of X Corp.


Corporation worth $100


B has $80 less cash than before but owns $80 more of stock

Example 1A – redemption as sale


Same facts as 1, except A sells stock to X Corp, instead of to B


X Corp is worth $20


B has the same amount of cash and the stock is still worth $20

Example 2 – pure dividend


X Corp distributes $100 cash pro rata


All dividend (under 301) – taxed as ordinary, traditionally


There is $100 less in corporate solution


A & B (collectively) have $100 more cash

Example 2A – redemption as dividend


Same facts, but X Corp instead buys/redeems $100 of stock from A & B pro rata


Result is identical to 2
How problematic are redemptions under current rates?


Distribution of $100


Assume stock’s basis is 0 to isolate rate effects


Same rate

Only difference is - No holding period requirement for dividends

 Historically 

	
	
	

	
	
	

	
	
	

	
	
	


Corporations – tend to prefer dividend treatment (DRD)
Individuals tend to want sale treatment


Basis recovery

Redemption challenges the corporate tax because they fall along a continuum between dividend and sale

For Thursday – finish 13 and start 14

Thursday March 6, 2008

Seda v. Comm’r p. 179
Seda own B&B supply – after 20 years they want to leave and have their son be in charge


They get redeemed for a total of 299k; son gets all shares for 1k


Why not a termination of interest under 302(b)(3) – father remained an employee for $1k.month



Since he continued as an employee, cannot waive family attribution rules



302(c)(2) – can waive family attribution if no continuing interest



Get dividend treatment to the extent of E&P under 301



He could have been an independent contractor, probably


Why not a substantially disproportionate? 302(b)(2)  He owned 100% (under attribution rules)

Why mother’s stock also given distribution treatment?


Once attribution kick in, kick in for all?  Likely a court oversight.

302(c) Constructive ownership of stock.--
(1) In general.--Except as provided in paragraph (2) of this subsection, section 318(a) shall apply in determining the ownership of stock for purposes of this section.
(2) For determining termination of interest.--
(A) In the case of a distribution described in subsection (b)(3), section 318(a)(1) shall not apply if--

(i) immediately after the distribution the distributee has no interest in the corporation (including an interest as officer, director, or employee), other than an interest as a creditor,

(ii) the distributee does not acquire any such interest (other than stock acquired by bequest or inheritance) within 10 years from the date of such distribution, and

(iii) the distributee, at such time and in such manner as the Secretary by regulations prescribes, files an agreement to notify the Secretary of any acquisition described in clause (ii) and to retain such records as may be necessary for the application of this paragraph.

302(b)
(1) Redemptions not equivalent to dividends.--Subsection (a) shall apply if the redemption is not essentially equivalent to a dividend.
(2) Substantially disproportionate redemption of stock.--
(A) In general.--Subsection (a) shall apply if the distribution is substantially disproportionate with respect to the shareholder.

… (under 50% voting shareholder has less than 80% of what they did before redemption)
(3) Termination of shareholder's interest.--Subsection (a) shall apply if the redemption is in complete redemption of all of the stock of the corporation owned by the shareholder.

(4) Redemption from noncorporate shareholder in partial liquidation.--Subsection (a) shall apply to a distribution if such distribution is--

(A) in redemption of stock held by a shareholder who is not a corporation, and

(B) in partial liquidation of the distributing corporation.

(5) Application of paragraphs.--In determining whether a redemption meets the requirements of paragraph (1), the fact that such redemption fails to meet the requirements of paragraph (2), (3), or (4) shall not be taken into account. If a redemption meets the requirements of paragraph (3) and also the requirements of paragraph (1), (2), or (4), then so much of subsection (c)(2) as would (but for this sentence) apply in respect of the acquisition of an interest in the corporation within the 10-year period beginning on the date of the distribution shall not apply.

What if Son James issued bond for Father’s stock?  That would have likely qualified for sale treatment (if not constructive dividend), but would not have gotten Father cash.
Problem 5-1 p. 186


X has net value of $1M; E&P of 800k


Father has 500 shares, basis $600/share (300k total) – 500k FMV


Son has 500 shares, basis $700/share (350k total) – 500 FMV

a.) corp redeem father’s stock, give proceeds to Son

302(b)(1), (2) or (4) does not apply

302(b)(3) possible if waive attribution rules (there is a termination, so is possible)

get sale treatment



father gets 200k LTCG capital gain 



Son – 500k FMV stock, 350k basis (same as pre-redemption)




500k cash (basis 500k)


Previous case Eisner – extra stock given pro-rata keeps basis the same and not a realization event

b) redeem from father’s estate, devise proceeds to Son 

Estate gets stepped-up basis to 500k 


attribution rules - 318(a)(2) – NOT family attribution under 318(a)(1)



Can only waive FAMILY attribution rules 318(a)(1)



Entity attribution cannot be waived


Estate gets distribution treatment – 500k dividend income


Corp has 300k E&P going forward


Son 500k stock FMV, 500k cash



Son’s Basis? – Likely 850k
Reg 1.302-2(c)

If taxed as a distribution – remaining shares adjust basis (unclear how to apply with multiple people)  See Levin case cited p. 190 
1.302-2(c) Basis adjustments. In any case in which an amount received in redemption of stock is treated as a distribution of a dividend, proper adjustment of the basis of the remaining stock will be made with respect to the stock redeemed. (For adjustments to basis required for certain redemptions of corporate shareholders that are treated as extraordinary dividends, see section 1059 and the regulations thereunder.) The following examples illustrate the application of this rule:

c) Father gives stock to Son, stock gets redeemed for Son

Father gifts to son – carryover basis (lower of basis or FMV) – 300k


Son has $1M FMV stock, 650k basis


Redemption treated as distribution – 500k dividend income; 300 E&P going forward



Son has 650 Basis in Corp. going forward; FMV 500

d.) devise stock to son on death, redeem with son


Redemption treated as distribution – 500k dividend income; 300 E&P going forward



Son has 850 Basis in Corp. going forward (stepped up); FMV 500

D looks like the same as B (though D is more certain)


Difference – estate pays dividend income tax

Overall A seems best

5.2

a.) corp redeem father’s stock, give proceeds to Wife

302(b)(1), (2) or (4) does not apply

302(b)(3) possible if waive attribution rules (there is a termination, so is possible)

get sale treatment



father gets 200k LTCG capital gain 



Son – 500k FMV stock, 350k basis (same as pre-redemption)



Wife - 500k cash (basis 500k)

b) redeem from father’s estate, devise proceeds to wife 


Estate gets stepped-up basis to 500k 



attribution rules - 318(a)(2) – NOT family attribution under 318(a)(1)



Can only waive FAMILY attribution rules 318(a)(1)



Entity attribution cannot be waived

Estate is attributable to mother – BUT estate can file waiver of family attribution between Mother and Son (if she stays out for 10 years).


Estate gets Capital Gain sale treatment – Zero cap gain after step-up in basis under 1014


Mother gets 500k cash, tax-free bequest


Corp has 800k E&P going forward



Son 500k stock FMV, Basis 350k

c) Father gives stock to wife, stock gets redeemed for wife

Father gifts to wife – carryover basis (lower of basis or FMV) – 300k


wife has $500kM FMV stock, 300k basis

Looks like termination of interest, but need to look to where the stock came from 302(c)(2)(B) within the last 10 years


Mother needs to file waiver of family attribution as to son

302(c)(2)(B) Subparagraph (A) of this paragraph shall not apply if--

(i) any portion of the stock redeemed was acquired, directly or indirectly, within the 10-year period ending on the date of the distribution by the distributee from a person the ownership of whose stock would (at the time of distribution) be attributable to the distributee under section 318(a), or

(ii) any person owns (at the time of the distribution) stock the ownership of which is attributable to the distributee under section 318(a) and such person acquired any stock in the corporation, directly or indirectly, from the distributee within the 10-year period ending on the date of the distribution, unless such stock so acquired from the distributee is redeemed in the same transaction.

The preceding sentence shall not apply if the acquisition (or, in the case of clause (ii), the disposition) by the distributee did not have as one of its principal purposes the avoidance of Federal income tax.

Argument – not tax avoidance b/c of situation A
Result – same as A, but Mother, not Father, pays the 200k cap gain

d.) devise stock to wife on death, redeem with wife

Estate gets Capital Gain sale treatment – Zero cap gain after step-up in basis under 1014



Mother gets 500k cash, tax-free bequest



Corp has 800k E&P going forward



Son 500k stock FMV, Basis 350k


Still have to make non-tax avoidance argument for 302(c)(2)(B)
302(b)(2) 

(2) Substantially disproportionate redemption of stock.--
(A) In general.--Subsection (a) shall apply if the distribution is substantially disproportionate with respect to the shareholder.

(B) Limitation.--This paragraph shall not apply unless immediately after the redemption the shareholder owns less than 50 percent of the total combined voting power of all classes of stock entitled to vote.

(C) Definitions.--For purposes of this paragraph, the distribution is substantially disproportionate if--

(i) the ratio which the voting stock of the corporation owned by the shareholder immediately after the redemption bears to all of the voting stock of the corporation at such time,

is less than 80 percent of--

(ii) the ratio which the voting stock of the corporation owned by the shareholder immediately before the redemption bears to all of the voting stock of the corporation at such time.

For purposes of this paragraph, no distribution shall be treated as substantially disproportionate unless the shareholder's ownership of the common stock of the corporation (whether voting or nonvoting) after and before redemption also meets the 80 percent requirement of the preceding sentence. For purposes of the preceding sentence, if there is more than one class of common stock, the determinations shall be made by reference to fair market value.

(D) Series of redemptions.--This paragraph shall not apply to any redemption made pursuant to a plan the purpose or effect of which is a series of redemptions resulting in a distribution which (in the aggregate) is not substantially disproportionate with respect to the shareholder.

Redemption not essentially equivalent to a dividend

Davis p. 191


Davis, sole shareholder (with son & daughter), gets preferred stock redeemed

Was a sole shareholder before and after – Corporation was only facilitating loan


Why not a termination?


Court – there must be a meaningful reduction 


302(b)(1) – essentially equivalent to a dividend?



Court concludes is essentially equivalent to a dividend 


Taxpayer – attribution rules shouldn’t apply to this particular subsection



(c) Constructive ownership of stock.—
(1) In general.--Except as provided in paragraph (2) of this subsection, section 318(a) shall apply in determining the ownership of stock for purposes of this section.
Section means all of 302 – taxpayer’s argument that attribution should not apply is pretty stupid

Corporation COULD have paid dividends


Look to business motive



Is there anything left to 302(b)(1)?  Maybe a “Meaningful reduction”?



Large redemption of nonvoting preferred stock?
318(a) General rule.--For purposes of those provisions of this subchapter to which the rules contained in this section are expressly made applicable--

(1) Members of family.--
(A) In general.--An individual shall be considered as owning the stock owned, directly or indirectly, by or for--

(i) his spouse (other than a spouse who is legally separated from the individual under a decree of divorce or separate maintenance), and

(ii) his children, grandchildren, and parents.

(B) Effect of adoption.--For purposes of subparagraph (A)(ii), a legally adopted child of an individual shall be treated as a child of such individual by blood.

(2) Attribution from partnerships, estates, trusts, and corporations.--
(A) From partnerships and estates.--Stock owned, directly or indirectly, by or for a partnership or estate shall be considered as owned proportionately by its partners or beneficiaries.

(B) From trusts.--
(i) Stock owned, directly or indirectly, by or for a trust (other than an employees' trust described in section 401(a) which is exempt from tax under section 501(a)) shall be considered as owned by its beneficiaries in proportion to the actuarial interest of such beneficiaries in such trust.

(ii) Stock owned, directly or indirectly, by or for any portion of a trust of which a person is considered the owner under subpart E of part I of subchapter J (relating to grantors and others treated as substantial owners) shall be considered as owned by such person.

(C) From corporations.--If 50 percent or more in value of the stock in a corporation is owned, directly or indirectly, by or for any person, such person shall be considered as owning the stock owned, directly or indirectly, by or for such corporation, in that proportion which the value of the stock which such person so owns bears to the value of all the stock in such corporation.

(3) Attribution to partnerships, estates, trusts, and corporations.--
(A) To partnerships and estates.--Stock owned, directly or indirectly, by or for a partner or a beneficiary of an estate shall be considered as owned by the partnership or estate.

(B) To trusts.--
(i) Stock owned, directly or indirectly, by or for a beneficiary of a trust (other than an employees' trust described in section 401(a) which is exempt from tax under section 501(a)) shall be considered as owned by the trust, unless such beneficiary's interest in the trust is a remote contingent interest. For purposes of this clause, a contingent interest of a beneficiary in a trust shall be considered remote if, under the maximum exercise of discretion by the trustee in favor of such beneficiary, the value of such interest, computed actuarially, is 5 percent or less of the value of the trust property.

(ii) Stock owned, directly or indirectly, by or for a person who is considered the owner of any portion of a trust under subpart E of part I of subchapter J (relating to grantors and others treated as substantial owners) shall be considered as owned by the trust.

(C) To corporations.--If 50 percent or more in value of the stock in a corporation is owned, directly or indirectly, by or for any person, such corporation shall be considered as owning the stock owned, directly or indirectly, by or for such person.

(4) Options.--If any person has an option to acquire stock, such stock shall be considered as owned by such person. For purposes of this paragraph, an option to acquire such an option, and each one of a series of such options, shall be considered as an option to acquire such stock.

(5) Operating rules.--
(A) In general.--Except as provided in subparagraphs (B) and (C), stock constructively owned by a person by reason of the application of paragraph (1), (2), (3), or (4), shall, for purposes of applying paragraphs (1), (2), (3), and (4), be considered as actually owned by such person.

(B) Members of family.--Stock constructively owned by an individual by reason of the application of paragraph (1) shall not be considered as owned by him for purposes of again applying paragraph (1) in order to make another the constructive owner of such stock.

(C) Partnerships, estates, trusts, and corporations.--Stock constructively owned by a partnership, estate, trust, or corporation by reason of the application of paragraph (3) shall not be considered as owned by it for purposes of applying paragraph (2) in order to make another the constructive owner of such stock.

(D) Option rule in lieu of family rule.--For purposes of this paragraph, if stock may be considered as owned by an individual under paragraph (1) or (4), it shall be considered as owned by him under paragraph (4).

(E) S corporation treated as partnership.--For purposes of this subsection--

(i) an S corporation shall be treated as a partnership, and

(ii) any shareholder of the S corporation shall be treated as a partner of such partnership.

The preceding sentence shall not apply for purposes of determining whether stock in the S corporation is constructively owned by any person.

(b) Cross references.--
For provisions to which the rules contained in subsection (a) apply, see--
(1) section 302 (relating to redemption of stock);

(2) section 304 (relating to redemption by related corporations);

(3) section 306(b)(1)(A) (relating to disposition of section 306 stock);

(4) section 338(h)(3) (defining purchase);

(5) section 382(l)(3) (relating to special limitations on net operating loss carryovers);

(6) section 856(d) (relating to definition of rents from real property in the case of real estate investment trusts);

(7) section 958(b) (relating to constructive ownership rules with respect to controlled foreign corporations); and

(8) section section 6038(e)(2) (relating to information with respect to certain foreign corporations).

Tuesday March 11, 2008
Assignment 13 continued

Page 191 problem 5-3

X owned by P and Q (unrelated)


P – 60 shares @ basis $60/share ($3,600), FMV $6,000 – 60%


Q – 40 shares @ basis $70/share ($2,800), FMV $4,000 – 40%

X has E&P of $2,000

a.) P sells 10 shares to Q for $1,000


third-party sale; P gets capital gain of $400 under Section 1001

b.) P sells 10 shares to X Corp.


302(b)(2) safe harbor?  If own less than 50% of total after redemption, could qualify


60% before



55.56% after (50/90 shares)



Not less than 50% total after redemption – not qualify
c.) P sells 21 shares to X for $2,100


302(b)(2) safe harbor?


60% before



49.5% after (39/79 shares)




Less than 50% after redemption – next step of 302(b)(2) substantial reduction test


If over 20% redemption (have less than 80% of starting position), qualify

49.5/60 = 82.5% ; NOT less than 80% - not qualify for 302(b)(2)
Not essentially equivalent to a dividend under 302(b)(1)?  Arguable


If is 302(b)(1) – sale treatment; capital gain of $840
Otherwise


Dividend treatment of $2,000 (extent of E&P) - 316


$100 cap gain

d.) P sells 50 shares to X corp for $5,000

302(b)(2) safe harbor?



60% before



20% after (10/50 shares)




Less than 50% after redemption – next step of 302(b)(2) substantial reduction test


If over 20% redemption (have less than 80% of starting position), qualify

20/60 = 33.33% ; LESS THAN 80% - qualify for 302(b)(2)

Get sale treatment

e.)

 
i.) what if P is Q’s sister



no change – 318, no attribution to siblings



Same answer as d



318(a)(5)(B) – no double attribution




Attribution to grandchildren but not grandparents


ii.) what if P is Q’s mother?



302(c)(2) Waiver of family attribution is only for 302(b)(3), NOT (b)(2)



(Could not waive anyway, has a continuing interest)



Treat as dividend




$2,000 dividend; 


iii.) P and Q are 50/50 partners in PQ partnership 



318(a)(3) – attribution to partnerships – attribute all of what owner has



318(a)(2) – attribution from partnership – proportional based on ownership %


BUT

318(a)(5)(C) – “anti-sideways rule” – “attributed” stock of a partnership is not re-attributed to the other partner.

P only owns 10% - no constructive ownership; same answer as D


iv.) Q is a corporation; P owns 50% of Q



318(a)(2)(C) – 50%+ owner gets attributed proportional amount



P attributed to own half of Q’s 40 shares – 

Before redemption

P constructively owned 20

P actually owned           60

P’s total is

  80 (80%)




After redemption





P constructively owned 20





P actually owned 
  10





P’s total is 

  30 (30/50 = 60%)



Does not qualify for 302(b)(2) – over 50% owner

Could ARGUE 302(b)(1) – difficult to do, but the less control P has over Q, the more likely it is to win.


v.) Q is a corporation and P’s father owns 50% of the stock of Q



318(a)(5) – can’t do double family attribution or double entity attribution





CAN do one of each.

Patterson Trust p. 196


[image: image5]
Argue meaningful reduction (Davis test) – 302(b)(1)
Hicks had options to buy 75 shares – wanted to get control of the company due to schism with Ella, Hank and John
318(a)(4) - (4) Options.--If any person has an option to acquire stock, such stock shall be considered as owned by such person. For purposes of this paragraph, an option to acquire such an option, and each one of a series of such options, shall be considered as an option to acquire such stock.

Numerator and denominator, or just those attributable to the trust?



Court – Hicks’ options count toward the total, this IS a meaningful reduction


Why is this a meaningful reduction?



Before – 345/356

303 – redemptions used to pay estate and gift taxes – generally get sale treatment

Policy discussion – proposal for Uniform Tax on Distributions


Uniform tax of 15% on every distribution, regardless


Excluded from income of shareholder


Who dislikes this for dividends?



Low rate taxpayers



Corporate Shareholders



Foreign shareholders


Who dislikes this if a redemption?



If redemption would get treatment of sale (not get benefit of basis)



Loss corporations (no E&P)

Negative windfall to shareholders – price will be reduced by this toll charge as it gets put into market price

Tax-exempts – no tax on distribution


Clientele effects!
Thursday March 13, 2008
302(b)(4) – partial liquidations rule


Get sale treatment

Rev Rul 60-322 – becoming a smaller business doesn’t count – need to cut off entire area of the business
Must be distributing the proceeds of an active business

Rev Rul 74-296 – safe harbor for a change in business

Problem 5-5 p. 213

Does not sell off an entire business – does not qualify for safe harbor


Actual reduction?  Arguable.  Did sell equipment

302(b)(4)(A) – redemption of corporate stock does not get dividend treatment (always partial liquidation)

If only operate business for 4 years?

c.) Even if not a partial liquidation – get sale treatment as a complete termination, no need to determine 

Zenz v. Quinlivan 213 F.2d 914


Widow inherits closed corporation


Aquirer buys small amount of stock from the widow


3 weeks later, corporation redeems widow – terminates entire interest


Arguments




Not essentially equivalent to a dividend




Termination of interest




Partial liquidation


Widow likely has fairly high basis in the corporation (stepped-up when she inherited)



Does she get sale treatment AND take out 90% of E&P from the company?


District Court – sham transaction, is essentially equivalent to a dividend



6th Circuit – 



Rev Rul 54-158 – acquiesces to Zenz, but transactions will be closely scrutinized



Today – a complete termination under 302(b)(3)

What if reverse the order?  IF part of one transaction, then it is ok (despite Davis, where sole shareholder before is sole shareholder after redemption.  Gets complete termination after sale)
Zenz – could have sold assets to competitor and just redeemed widow with cash
Compare to Seda p. 179 – father kept working and not a complete termination


Seda - Economic nothing; Zenz – economic sale

Compare to Litton

Stouffer gives note dividend to Litton – sought dividend treatment to get DRD


Integrated transaction doctrine – if all part of one plan, then treat as one transaction



Litton – corporate owner – IRS doesn’t want dividend treatment

 

Zenz – individual owner – IRS does want dividend treatment
Rationale for capital gains preference

Incentivize saving


Take into account inflation to a certain extent

Problem 5-7 p. 224

A owns X – 100 shares, 40k basis, 100k FMV


P wants to purchase X but only has $50k

a.) X distributes 50k to A; P buys X


dividend income to A of 50k (presuming E & P)


cap gain to A of 10k


P has basis of 50k

If integrated plan AND a redemption (doesn’t work if it’s just cash out, need to redeem) – see C


Cap gain to A of 60k

b.) A gets 50k cash 50k note from P


A gets 60k cap gain



What if X redeemed some of P’s stock?



Unless a partial liquidation (extremely unlikely), will be dividend anyway.  Davis case


May technically be installment sale



453 – half now, half when note paid

c.) A sells 50 shares for 50k, X redeems A’s other 50 shares


Zenz – 

A gets Cap gain of 30k on sale

A gets 30k cap gain Rev. Rul. 75-447 – timing doesn’t matter
312(n)(7) - (7) Redemptions.--If a corporation distributes amounts in a redemption to which section 302(a) or 303 applies, the part of such distribution which is properly chargeable to earnings and profits shall be an amount which is not in excess of the ratable share of the earnings and profits of such corporation accumulated after February 28, 1913, attributable to the stock so redeemed.
d.) What if A is corporation


can get DRD under 243


would want to leave significant time between dividend (unlike waterman steamship)


would want an actual business purpose


need to make sure amount is not unreasonable?  Not as important as formalism
Problem 5-8


B owns 10 shares (10%) of X; Basis $500, FMV $5,500

B falls at shareholder meeting


B agrees not to sue in exchange for $15k and agrees to redeem his stock for $500


302(b)(3) – complete termination


B gets 15k ordinary income from slip-and-fall



X can deduct it all

Could be Recharacterized – settlement is for 10k, redemption is 5,500


B gets 5k cap gains, 10k ordinary income from slip-and-fall


X can only deduct 10k

What if B must sell to C, not X?


5k gift to C?


Constructive dividend to C?

Fink and Problem 5-10 + assignment 16 for Tuesday after Spring Break

Tuesday March 25, 2008
Missed class (was on call) – get notes from Natasha

Thursday March 27, 2008

Assignment 16 continued (Section 304- redemptions through related corporations)
304(a) Treatment of certain stock purchases.--
(1) Acquisition by related corporation (other than subsidiary).--For purposes of sections 302 and 303, if--
(A) one or more persons are in control of each of two corporations, and

(B) in return for property, one of the corporations acquires stock in the other corporation from the person (or persons) so in control,

then (unless paragraph (2) applies) such property shall be treated as a distribution in redemption of the stock of the corporation acquiring such stock. To the extent that such distribution is treated as a distribution to which section 301 applies, the transferor and the acquiring corporation shall be treated in the same manner as if the transferor had transferred the stock so acquired to the acquiring corporation in exchange for stock of the acquiring corporation in a transaction to which section 351(a) applies, and then the acquiring corporation had redeemed the stock it was treated as issuing in such transaction.

(2) Acquisition by subsidiary.--For purposes of sections 302 and 303, if--

(A) in return for property, one corporation acquires from a shareholder of another corporation stock in such other corporation, and

(B) the issuing corporation controls the acquiring corporation,

then such property shall be treated as a distribution in redemption of the stock of the issuing corporation.

(b) Special rules for application of subsection (a).--
(1) Rule for determinations under section 302(b).--In the case of any acquisition of stock to which subsection (a) of this section applies, determinations as to whether the acquisition is, by reason of section 302(b), to be treated as a distribution in part or full payment in exchange for the stock shall be made by reference to the stock of the issuing corporation. In applying section 318(a) (relating to constructive ownership of stock) with respect to section 302(b) for purposes of this paragraph, sections 318(a)(2)(C) and 318(a)(3)(C) shall be applied without regard to the 50 percent limitation contained therein.
(2) Amount constituting dividend.--In the case of any acquisition of stock to which subsection (a) applies, the determination of the amount which is a dividend (and the source thereof) shall be made as if the property were distributed--

(A) by the acquiring corporation to the extent of its earnings and profits, and

(B) then by the issuing corporation to the extent of its earnings and profits.

(3) Coordination with section 351.--
(A) Property treated as received in redemption.--Except as otherwise provided in this paragraph, subsection (a) (and not section 351 and not so much of sections 357 and 358 as relates to section 351) shall apply to any property received in a distribution described in subsection (a).

(B) Certain assumptions of liability, etc.--
(i) In general.--In the case of an acquisition described in section 351, subsection (a) shall not apply to any liability--

(I) assumed by the acquiring corporation, or

(II) to which the stock is subject,

if such liability was incurred by the transferor to acquire the stock. For purposes of the preceding sentence, the term “stock” means stock referred to in paragraph (1)(B) or (2)(A) of subsection (a).

…

Problem 5-11(a)(1) p. 241



[image: image6]
304(b)(2) – look to acquiring corporations E&P first (Y), then look to issuing corporation (X)

Y – get carryover basis for 351 contributions under Section 362


Deemed to be 351 under 304(a)(1)


Increase F’s basis in Y stock by 1,750 (70% x X’s Basis of 2,500)
1.304-2(a) – for redemption treated as dividend under 302(d) - basis of stock given up included in basis of acquirer’s stock

See also 1.302-2(c) – with a redemption treated as distribution, hypothetical shares have basis increase (see p. 190)
Problem A Part 2 – What if F is a corporation?


1059 – holding period requirement not apply

If extraordinary dividend – reduce by amount of dividend income, rest is cap gain 1059(a)(2)

Either Basis in Y is AB before reduction – 5,250

Hypothetical Y shares – 1750 reduced to 0.  Remaining 5250 Cap gain. 

1059(e)(2)?  Looks like only applies to consolidated returns

b. F only owns 50% of Y


After transfer



Own 30% of X directly



Own 50% of 70% of X through Y – 35% (318(a)(2) – 50% or more gets proportional)



Total = 65% ownership of X after

For 302- 302(b)(2) – need less than 50% of total combined vote to be “substantially disproportionate” – 65% > 50%, not qualify 302(b)(2)(B).


302(b)(1) – not equivalent to a dividend?  Arguable

If equivalent to a dividend?  $7,000 of dividend income


Related companies, therefore


304(b)(2) – first acquiring Co. E&P then Issuing co. E&P


Use all $5k of Y’s E&P, then $2k of X’s E&P – all dividend.

If sale treatment?



1.304-2(a)(4) – for redemption treated as sale/exchange NOT under 302(d) (is under 302(a)/302(b)) get cost basis and carryover holding period of the transferred X stock



Y gets cost basis in X corp stock - $7,000

Problem 5-11(c)


F owns no stock of Y, but his son is the sole shareholder



318(a)(1)(A)(ii) – deemed to own all shares



304(a)(1) applies


Treated as a distribution (Davis rule – own 100% and 100% after)

F doesn’t actually own Y – what to do with basis?

p. 239 – Rev Rul 71-563 – transfer the basis into the attributing person (here the son)  This is contested by Croyle

Problem 5-11(d)


F is sole shareholder of Y, which has no current E&P and $10k accumulated E&P deficit


Same as 5-11(a) – still a $7k distribution


304(b)(2) – first look to Y – not E&P





Then look to X – have $5,000 of E&P; dividend treatment





Remaining $2,000 – distribution from basis





Basis of who?

304(a)(1) recharacterization – Y gets some X and then has a hypothetical redemption back to F.  Recover basis of the REDEEMED SHARES (the 1750 basis Y shares)





1750 – recovery of basis





Remaining 250 is capital gains




1.304-2(c) - Example 3

Problem 5-11(e) what if under A and B F got only $5k in cash and $2k of Y stock

Under 5-11(a) modified


If all get back is Y corp. stock – this is not property.
If this was under 351 – treat as boot, get capital gain

304(b)(3)(A) – 304 trumps 351 – 351 cannot apply to this transaction.

Result – if a distribution under 301, get $5k is treated as a dividend


Y will still have 1750 basis (70% x 2500)

Under 5-11(b) modified - get 5k cash and 2k stock
351 overlap doesn’t even apply – fail control test (only have 50% ownership of Y, under 80% necessary).

If dividend treatment – see above

If sale or exchange treatment 

Basis in Y increased by $1,250 

disaggregate – 

304 portion - 1250 basis for 50 shares for $5k cash

Pure 351 portion - 500 basis for 20 shares given for stock

304 portion - Redeem the hypothetical Y shares – with basis of $1,250

SINCE is sale or exchange – get to have cost basis – of $5k – not the 1250 they would get under dividend treatment.  Cite?
351 portion (351 not apply since fail control test) – still not property under 317 – regular gain

$1,500 cap gain

Total basis = $7,000 = ($5k 304 cost basis + (500 carryover basis of “351” portion + 1,500 gain))

Citizen’s Bank p. 241


MacArthur Brothers agree to buy out the other from Brookshore in the event of death


John was also sole shareholder of Bankers


Bankers to get Brookshore stock in exchange for $200k
Assignment 17 and 18 for next week.
1.304-2(a) If a corporation, in return for property, acquires stock of another corporation from one or more persons, and the person or persons from whom the stock was acquired were in control of both such corporations before the acquisition, then such property shall be treated as received in redemption of stock of the acquiring corporation. The stock received by the acquiring corporation shall be treated as a contribution to the capital of such corporation. See section 362(a) for determination of the basis of such stock. The transferor's basis for his stock in the acquiring corporation shall be increased by the basis of the stock surrendered by him. (But see below in this paragraph for subsequent reductions of basis in certain cases.) As to each person transferring stock, the amount received shall be treated as a distribution of property under section 302(d), unless as to such person such amount is to be treated as received in exchange for the stock under the terms of section 302(a) or section 303. In applying section 302(b), reference shall be had to the shareholder's ownership of stock in the issuing corporation and not to his ownership of stock in the acquiring corporation (except for purposes of applying section 318(a)). In determining control and applying section 302(b), section 318(a) (relating to the constructive ownership of stock) shall be applied without regard to the 50-percent limitation contained in section 318(a)(2)(C) and (3)(C). A series of redemptions referred to in section 302(b)(2)(D) shall include acquisitions by either of the corporations of stock of the other and stock redemptions by both corporations. If section 302(d) applies to the surrender of stock by a shareholder, his basis for his stock in the acquiring corporation after the transaction (increased as stated above in this paragraph) shall not be decreased except as provided in section 301. If section 302(d) does not apply, the property received shall be treated as received in a distribution in payment in exchange for stock of the acquiring corporation under section 302(a), which stock has a basis equal to the amount by which the shareholder's basis for his stock in the acquiring corporation was increased on account of the contribution to capital as provided for above in this paragraph. Accordingly, such amount shall be applied in reduction of the shareholder's basis for his stock in the acquiring corporation. Thus, the basis of each share of the shareholder's stock in the acquiring corporation will be the same as the basis of such share before the entire transaction. The holding period of the stock which is considered to have been redeemed shall be the same as the holding period of the stock actually surrendered.


Missed Tuesday April 1, 2008
 § 305. Distributions of stock and stock rights

(a) General rule.--Except as otherwise provided in this section, gross income does not include the amount of any distribution of the stock of a corporation made by such corporation to its shareholders with respect to its stock.

(b) Exceptions.--Subsection (a) shall not apply to a distribution by a corporation of its stock, and the distribution shall be treated as a distribution of property to which section 301 applies--
(1) Distributions in lieu of money.--If the distribution is, at the election of any of the shareholders (whether exercised before or after the declaration thereof), payable either--
(A) in its stock, or

(B) in property.

(2) Disproportionate distributions.--If the distribution (or a series of distributions of which such distribution is one) has the result of--

(A) the receipt of property by some shareholders, and

(B) an increase in the proportionate interests of other shareholders in the assets or earnings and profits of the corporation.

(3) Distributions of common and preferred stock.--If the distribution (or a series of distributions of which such distribution is one) has the result of--

(A) the receipt of preferred stock by some common shareholders, and

(B) the receipt of common stock by other common shareholders.

(4) Distributions on preferred stock.--If the distribution is with respect to preferred stock, other than an increase in the conversion ratio of convertible preferred stock made solely to take account of a stock dividend or stock split with respect to the stock into which such convertible stock is convertible.

(5) Distributions of convertible preferred stock.--If the distribution is of convertible preferred stock, unless it is established to the satisfaction of the Secretary that such distribution will not have the result described in paragraph (2).

(c) Certain transactions treated as distributions.--For purposes of this section and section 301, the Secretary shall prescribe regulations under which a change in conversion ratio, a change in redemption price, a difference between redemption price and issue price, a redemption which is treated as a distribution to which section 301 applies, or any transaction (including a recapitalization) having a similar effect on the interest of any shareholder shall be treated as a distribution with respect to any shareholder whose proportionate interest in the earnings and profits or assets of the corporation is increased by such change, difference, redemption, or similar transaction. Regulations prescribed under the preceding sentence shall provide that--
(1) where the issuer of stock is required to redeem the stock at a specified time or the holder of stock has the option to require the issuer to redeem the stock, a redemption premium resulting from such requirement or option shall be treated as reasonable only if the amount of such premium does not exceed the amount determined under the principles of section 1273(a)(3),
(2) a redemption premium shall not fail to be treated as a distribution (or series of distributions) merely because the stock is callable, and

(3) in any case in which a redemption premium is treated as a distribution (or series of distributions), such premium shall be taken into account under principles similar to the principles of section 1272(a).

(d) Definitions.--
(1) Rights to acquire stock.--For purposes of this section, the term “stock” includes rights to acquire such stock.
(2) Shareholders.--For purposes of subsections (b) and (c), the term “shareholder” includes a holder of rights or of convertible securities.

(e) Treatment of purchaser of stripped preferred stock.--

…
1.305-1

(a) In general. Under section 305, a distribution made by a corporation to its shareholders in its stock or in rights to acquire its stock is not included in gross income except as provided in section 305(b) and the regulations promulgated under the authority of section 305(c). A distribution made by a corporation to its shareholders in its stock or rights to acquire its stock which would not otherwise be included in gross income by reason of section 305 shall not be so included merely because such distribution was made out of Treasury stock or consisted of rights to acquire Treasury stock. See section 307 for rules as to basis of stock and stock rights acquired in a distribution.

(b) Amount of distribution. (1) In general, where a distribution of stock or rights to acquire stock of a corporation is treated as a distribution of property to which section 301 applies by reason of section 305(b), the amount of the distribution, in accordance with section 301(b) and § 1.301-1, is the fair market value of such stock or rights on the date of distribution. See Example (1) of § 1.305-2(b).

(2) Where a corporation which regularly distributes its earnings and profits, such as a regulated investment company, declares a dividend pursuant to which the shareholders may elect to receive either money or stock of the distributing corporation of equivalent value, the amount of the distribution of the stock received by any shareholder electing to receive stock will be considered to equal the amount of the money which could have been received instead. See Example (2) of § 1.305-2(b).
(3) For rules for determining the amount of the distribution where certain transactions, such as changes in conversion ratios or periodic redemptions, are treated as distributions under section 305(c), see Examples (6), (8), (9), and (15) of § 1.305-3(e).

(c) Adjustment in purchase price. A transfer of stock (or rights to acquire stock) or an increase or decrease in the conversion ratio or redemption price of stock which represents an adjustment of the price to be paid by the distributing corporation in acquiring property (within the meaning of section 317(a)) is not within the purview of section 305 because it is not a distribution with respect to its stock. For example, assume that on January 1, 1970, pursuant to a reorganization, corporation X acquires all the stock of corporation Y solely in exchange for its convertible preferred class B stock. Under the terms of the class B stock, its conversion ratio is to be adjusted in 1976 under a formula based upon the earnings of corporation Y over the 6-year period ending on December 31, 1975. Such an adjustment in 1976 is not covered by section 305.

(d) Definitions. (1) For purposes of this section and §§ 1.305-2 through 1.305-7, the term stock includes rights or warrants to acquire such stock.
(2) For purposes of §§ 1.305-2 through 1.305-7, the term shareholder includes a holder of rights or warrants or a holder of convertible securities.

1.305-2

(a) In general. Under section 305(b)(1), if any shareholder has the right to an election or option with respect to whether a distribution shall be made either in money or any other property, or in stock or rights to acquire stock of the distributing corporation, then, with respect to all shareholders, the distribution of stock or rights to acquire stock is treated as a distribution of property to which section 301 applies regardless of--

(1) Whether the distribution is actually made in whole or in part in stock or in stock rights;
(2) Whether the election or option is exercised or exercisable before or after the declaration of the distribution;
(3) Whether the declaration of the distribution provides that the distribution will be made in one medium unless the shareholder specifically requests payment in the other;
(4) Whether the election governing the nature of the distribution is provided in the declaration of the distribution or in the corporate charter or arises from the circumstances of the distribution; or
(5) Whether all or part of the shareholders have the election.

(b) Examples. …

1.305-3 – disproportionate distributions

(a) In general. Under section 305(b)(2), a distribution (including a deemed distribution) by a corporation of its stock or rights to acquire its stock is treated as a distribution of property to which section 301 applies if the distribution (or a series of distributions of which such distribution is one) has the result of (1) the receipt of money or other property by some shareholders, and (2) an increase in the proportionate interests of other shareholders in the assets or earnings and profits of the corporation. Thus, if a corporation has two classes of common stock outstanding and cash dividends are paid on one class and stock dividends are paid on the other class, the stock dividends are treated as distributions to which section 301 applies.

(b) Special rules. (1) As used in section 305(b)(2), the term a series of distributions encompasses all distributions of stock made or deemed made by a corporation which have the result of the receipt of cash or property by some shareholders and an increase in the proportionate interests of other shareholders.

(2) In order for a distribution of stock to be considered as one of a series of distributions it is not necessary that such distribution be pursuant to a plan to distribute cash or property to some shareholders and to increase the proportionate interests of other shareholders. It is sufficient if there is an actual or deemed distribution of stock (of which such distribution is one) and as a result of such distribution or distributions some shareholders receive cash or property and other shareholders increase their proportionate interests. For example, if a corporation pays quarterly stock dividends to one class of common shareholders and annual cash dividends to another class of common shareholders the quarterly stock dividends constitute a series of distributions of stock having the result of the receipt of cash or property by some shareholders and an increase in the proportionate interests of other shareholders. This is so whether or not the stock distributions and the cash distributions are steps in an overall plan or are independent and unrelated. Accordingly, all the quarterly stock dividends are distributions to which section 301 applies.
(3) There is no requirement that both elements of section 305(b)(2) (i.e., receipt of cash or property by some shareholders and an increase in proportionate interests of other shareholders) occur in the form of a distribution or series of distributions as long as the result of a distribution or distributions of stock is that some shareholders' proportionate interests increase and other shareholders in fact receive cash or property. Thus, there is no requirement that the shareholders receiving cash or property acquire the cash or property by way of a corporate distribution with respect to their shares, so long as they receive such cash or property in their capacity as shareholders, if there is a stock distribution which results in a change in the proportionate interests of some shareholders and other shareholders receive cash or property. However, in order for a distribution of property to meet the requirement of section 305(b)(2), such distribution must be made to a shareholder in his capacity as a shareholder, and must be a distribution to which section 301, 356(a)(2), 871(a)(1)(A), 881(a)(1), 852(b), or 857(b) applies. (Under section 305(d)(2), the payment of interest to a holder of a convertible debenture is treated as a distribution of property to a shareholder for purposes of section 305(b)(2).) For example if a corporation makes a stock distribution to its shareholders and, pursuant to a prearranged plan with such corporation, a related corporation purchases such stock from those shareholders who want cash, in a transaction to which section 301 applies by virtue of section 304, the requirements of section 305(b)(2) are satisfied. In addition, a distribution of property incident to an isolated redemption of stock (for example, pursuant to a tender offer) will not cause section 305(b)(2) to apply even though the redemption distribution is treated as a distribution of property to which section 301, 871(a)(1)(A), 881(a)(1), or 356(a)(2) applies.
(4) Where the receipt of cash or property occurs more than 36 months following a distribution or series of distributions of stock, or where a distribution or series of distributions of stock is made more than 36 months following the receipt of cash or property, such distribution or distributions will be presumed not to result in the receipt of cash or property by some shareholders and an increase in the proportionate interest of other shareholders, unless the receipt of cash or property and the distribution or series of distributions of stock are made pursuant to a plan. For example, if, pursuant to a plan, a corporation pays cash dividends to some shareholders on January 1, 1971 and increases the proportionate interests of other shareholders on March 1, 1974, such increases in proportionate interests are distributions to which section 301 applies.
(5) In determining whether a distribution or a series of distributions has the result of a disproportionate distribution, there shall be treated as outstanding stock of the distributing corporation (i) any right to acquire such stock (whether or not exercisable during the taxable year), and (ii) any security convertible into stock of the distributing corporation (whether or not convertible during the taxable year).
(6) In cases where there is more than one class of stock outstanding, each class of stock is to be considered separately in determining whether a shareholder has increased his proportionate interest in the assets or earnings and profits of a corporation. The individual shareholders of a class of stock will be deemed to have an increased interest if the class of stock as a whole has an increased interest in the corporation.

(c) Distributions of cash in lieu of fractional shares. (1) Section 305(b)(2) will not apply if--
(i) A corporation declares a dividend payable in stock of the corporation and distributes cash in lieu of fractional shares to which shareholders would otherwise be entitled, or
(ii) Upon a conversion of convertible stock or securities a corporation distributes cash in lieu of fractional shares to which shareholders would otherwise be entitled.

Provided the purpose of the distribution of cash is to save the corporation the trouble, expense, and inconvenience of issuing and transferring fractional shares (or scrip representing fractional shares), or issuing full shares representing the sum of fractional shares, and not to give any particular group of shareholders an increased interest in the assets or earnings and profits of the corporation. For purposes of paragraph (c)(1)(i) of this section, if the total amount of cash distributed in lieu of fractional shares is 5 percent or less of the total fair market value of the stock distributed (determined as of the date of declaration), the distribution shall be considered to be for such valid purpose.
(2) In a case to which subparagraph (1) of this paragraph applies, the transaction will be treated as though the fractional shares were distributed as part of the stock distribution and then were redeemed by the corporation. The treatment of the cash received by a shareholder will be determined under section 302.

(d) Adjustment in conversion ratio. (1)(i) Except as provided in subparagraph (2) of this paragraph, if a corporation has convertible stock or convertible securities outstanding (upon which it pays or is deemed to pay dividends or interest in money or other property) and distributes a stock dividend (or rights to acquire such stock) with respect to the stock into which the convertible stock or securities are convertible, an increase in proportionate interest in the assets or earnings and profits of the corporation by reason of such stock dividend shall be considered to have occurred unless a full adjustment in the conversion ratio or conversion price to reflect such stock dividend is made. Under certain circumstances, however, the application of an adjustment formula which in effect provides for a "credit" where stock is issued for consideration in excess of the conversion price may not satisfy the requirement for a "full adjustment." Thus, if under a "conversion price" antidilution formula the formula provides for a "credit" where stock is issued for consideration in excess of the conversion price (in effect as an offset against any decrease in the conversion price which would otherwise be required when stock is subsequently issued for consideration below the conversion price) there may still be an increase in proportionate interest by reason of a stock dividend after application of the formula, since any downward adjustment of the conversion price that would otherwise be required to reflect the stock dividend may be offset, in whole or in part, by the effect of prior sales made at prices above the conversion price. On the other hand, if there were no prior sales of stock above the conversion price then a full adjustment would occur upon the application of such an adjustment formula and there would be no change in proportionate interest. Similarly, if consideration is to be received in connection with the issuance of stock, such as in the case of a rights offering or a distribution of warrants, the fact that such consideration is taken into account in making the antidilution adjustment will not preclude a full adjustment. See paragraph (b) of the example in this subparagraph for a case where the application of an adjustment formula with a cumulative feature does not result in a full adjustment and where a change in proportionate interest therefore occurs. See paragraph (c) for a case where the application of an adjustment formula with a cumulative feature does result in a full adjustment and where no change in proportionate interest therefore occurs. See paragraph (d) for an application of an antidilution formula in the case of a rights offering. See paragraph (e) for a case where the application of a noncumulative type adjustment formula will in all cases prevent a change in proportionate interest from occurring in the case of a stock dividend, because of the omission of the cumulative feature.
(ii) The principles of this subparagraph may be illustrated by the following example.
Example. …
Thursday April 3, 2008

Rev ruling - 78-60

Pro rata dividends unless elect out – each person own less than 13%; constructively each owns 97%


305(b)


Redemption – 305(c)


What is their constructive dividend if elect out?



Redemptions must be taxable as a distribution under 301



How often does this happen?



Is there a real change in ownership?


Too small for sale or exchange treatment for those who don’t elect out


Too large for non-redeeming shareholders


If had been isolated incident, then could have had a large one-time redemption



1.305-3(e) example 10
Rev Rul 83-42


Common on common stock distribution (never covered by 305)


Common stock also given to convertible preferred stock (to maintain conversion ratio)



305(b)(4) – exception for maintaining the conversion ratio



ALLOWED – gets 301 distribution taxation

Assignment 18

What happens when give nonvoting nonconvertible preferred stock?


Who would seek these stocks?  Tax exempt entities for dividends



Foreign entities



Corporations



Not-for-profit



Pensions


Gets the corporate profits out and may get cap gain treatment


Now - Section 306

Chamberlin case p. 269 

First shot at 306-like law that failed


Chamberlins owned corporation



Issued preferred stock with a mandatory redemption provision



Chamberlins sell to third party, claimed cap gain treatment


Tax court – same as a cash dividend, s/b ordinary 



View as “bailout”, step transaction a bit


6th Cir. – separate steps – each step had a separate legal purpose

No control between Chamberlins and Insurance company buyers

The issuance of the preferred stock by itself was not taxable
What would happen in Chamberlin today, after 306?


No recognition on distribution of preferred stock, allocate some common basis to new stock- 307


Could this be a 305 Constructive distribution?



Is this an isolated redemption plan?



Did everyone participate?



Is this going to be treated as 301?




For now presume 307 nontaxable.


The new stock would have a 306 “taint” (306 taint can only apply to preferred stock)


When 306 stock is redeemed – treat as a 301 distribution and ordinary gain



“wait and see” approach


Rev Rul 81-91, p. 281 – if have vote and participation in corporate growth, then NOT 306 stock



This is the case even if have preferred dividend rate


Rev Rul 76-387, p. 283 – Nonvoting Class A that gets 306 stock is considered common stock

Class A nonvoting common stock not limited or preferred as to dividends or distributions in liquidation and not by its terms redeemable, received in a recapitalization in exchange for preferred stock of equal value that was section 306 stock, is common stock for purposes of section 306(c)(1)(B) of the Code.
Problem 6-2 page 290

X Corp. has 100 shares of stock worth $100; $5,000 E & P

B – 80 shares


C – 20 shares

Y Corp formed with B & D


B – contributes 80 X shares (value $8k)

      Gets   80 Y common


      Gets 800 Y $10 preferred



D – contributes $2k


     Gets   20 Y common


     Gets 200 Y $10 preferred

Problem 6-3 page 290

A & B organize X; each contribute $10k for 100 shares common

1 year later – 200 shares preferred worth $200/share given

1985

A – 100 shares common; 50k FMV, 10k basis

1986

A – 
common – 30k FMV, 6k Basis


Preferred – 20k FMV, 4k basis (307 shift basis on relative FMV, 4/10 FMV = 4/10 basis)

1/1/86 E & P = 
$15k; 

1986 current E & P =      5k

1/1/90 E & P = 
$45k;

1990 current E & P
    5k

In order to be 306 stock

Preferred

Not taxable

Distributed w/r/t common

1990 – sell all preferred for $11k; 1991 sell all common

1990 sale of preferred

If part of one transaction, fall under 306(b) exception (306(b)(1) & (b)(4))


Then, not have 306 treatment on the sale of 306 stock


Is a complete termination


MUST NOT BE FOR tax avoidance purposes

If not part of one transaction –
306 – dividend treatment to the extent if cash had been received instead of the 306 stock


Then ordinary income

In 1986 (year of dividend) there was 20k total E&P – 10k attributable to A


Dividend would have been for $10k – remaining 1k would be return of basis


1.306-1(b)(2) example 3 – add remaining $3k basis back to the common

When sell common the next year – basis is 9k (6k + 3k added back from sale of 306 stock)

306(a)(1)(D) – 306 gets “dividend” treatment, not regular ordinary

Section 305 companion distribution requirement? 305(b)(2)

306(b)(4) - (4) Transactions not in avoidance.--If it is established to the satisfaction of the Secretary--

(A) that the distribution, and the disposition or redemption, or

(B) in the case of a prior or simultaneous disposition (or redemption) of the stock with respect to which the section 306 stock disposed of (or redeemed) was issued, that the disposition (or redemption) of the section 306 stock,

was not in pursuance of a plan having as one of its principal purposes the avoidance of Federal income tax.
306

(a) General rule.--If a shareholder sells or otherwise disposes of section 306 stock (as defined in subsection (c))--

(1) Dispositions other than redemptions.--If such disposition is not a redemption (within the meaning of section 317(b))--
(A) The amount realized shall be treated as ordinary income. This subparagraph shall not apply to the extent that--

(i) the amount realized, exceeds

(ii) such stock's ratable share of the amount which would have been a dividend at the time of distribution if (in lieu of section 306 stock) the corporation had distributed money in an amount equal to the fair market value of the stock at the time of distribution.

(B) Any excess of the amount realized over the sum of--

(i) the amount treated under subparagraph (A) as ordinary income, plus

(ii) the adjusted basis of the stock,

shall be treated as gain from the sale of such stock.

(C) No loss shall be recognized.

(D) Treatment as dividend.--For purposes of section 1(h)(11) and such other provisions as the Secretary may specify, any amount treated as ordinary income under this paragraph shall be treated as a dividend received from the corporation.

(2) Redemption.--If the disposition is a redemption, the amount realized shall be treated as a distribution of property to which section 301 applies.

(b) Exceptions.--Subsection (a) shall not apply--
(1) Termination of shareholder's interest, etc.--
(A) Not in redemption.--If the disposition--

(i) is not a redemption;

(ii) is not, directly or indirectly, to a person the ownership of whose stock would (under section 318(a)) be attributable to the shareholder; and

(iii) terminates the entire stock interest of the shareholder in the corporation (and for purposes of this clause, section 318(a) shall apply).

(B) In redemption.--If the disposition is a redemption and paragraph (3) or (4) of section 302(b) applies.

(2) Liquidations.--If the section 306 stock is redeemed in a distribution in complete liquidation to which part II (sec. 331 and following) applies.

(3) Where gain or loss is not recognized.--To the extent that, under any provision of this subtitle, gain or loss to the shareholder is not recognized with respect to the disposition of the section 306 stock.

(4) Transactions not in avoidance.--If it is established to the satisfaction of the Secretary--

(A) that the distribution, and the disposition or redemption, or

(B) in the case of a prior or simultaneous disposition (or redemption) of the stock with respect to which the section 306 stock disposed of (or redeemed) was issued, that the disposition (or redemption) of the section 306 stock,

was not in pursuance of a plan having as one of its principal purposes the avoidance of Federal income tax.

(c) Section 306 stock defined.--
(1) In general.--For purposes of this subchapter, the term “section 306 stock” means stock which meets the requirements of subparagraph (A), (B), or (C) of this paragraph.
(A) Distributed to seller.--Stock (other than common stock issued with respect to common stock) which was distributed to the shareholder selling or otherwise disposing of such stock if, by reason of section 305(a), any part of such distribution was not includible in the gross income of the shareholder.

(B) Received in a corporate reorganization or separation.--Stock which is not common stock and--

(i) which was received, by the shareholder selling or otherwise disposing of such stock, in pursuance of a plan of reorganization (within the meaning of section 368(a)), or in a distribution or exchange to which section 355 (or so much of section 356 as relates to section 355) applied, and

(ii) with respect to the receipt of which gain or loss to the shareholder was to any extent not recognized by reason of part III, but only to the extent that either the effect of the transaction was substantially the same as the receipt of a stock dividend, or the stock was received in exchange for section 306 stock.

For purposes of this section, a receipt of stock to which the foregoing provisions of this subparagraph apply shall be treated as a distribution of stock.

(C) Stock having transferred or substituted basis.--Except as otherwise provided in subparagraph (B), stock the basis of which (in the hands of the shareholder selling or otherwise disposing of such stock) is determined by reference to the basis (in the hands of such shareholder or any other person) of section 306 stock.

(2) Exception where no earnings and profits.--For purposes of this section, the term “section 306 stock” does not include any stock no part of the distribution of which would have been a dividend at the time of the distribution if money had been distributed in lieu of the stock.

(3) Certain stock acquired in section 351 exchange.--The term “section 306 stock” also includes any stock which is not common stock acquired in an exchange to which section 351 applied if receipt of money (in lieu of the stock) would have been treated as a dividend to any extent. Rules similar to the rules of section 304(b)(2) shall apply--

(A) for purposes of the preceding sentence, and

(B) for purposes of determining the application of this section to any subsequent disposition of stock which is section 306 stock by reason of an exchange described in the preceding sentence.

(4) Application of attribution rules for certain purposes.--For purposes of paragraphs (1)(B)(ii) and (3), section 318(a) shall apply. For purposes of applying the preceding sentence to paragraph (3), the rules of section 304(c)(3)(B) shall apply.

(d) Stock rights.--For purposes of this section--
(1) stock rights shall be treated as stock, and
(2) stock acquired through the exercise of stock rights shall be treated as stock distributed at the time of the distribution of the stock rights, to the extent of the fair market value of such rights at the time of the distribution.

(e) Convertible stock.--For purposes of subsection (c)--
(1) if section 306 stock was issued with respect to common stock and later such section 306 stock is exchanged for common stock in the same corporation (whether or not such exchange is pursuant to a conversion privilege contained in the section 306 stock), then (except as provided in paragraph (2)) the common stock so received shall not be treated as section 306 stock; and
(2) common stock with respect to which there is a privilege of converting into stock other than common stock (or into property), whether or not the conversion privilege is contained in such stock, shall not be treated as common stock.

(f) Source of gain.--The amount treated under subsection (a)(1)(A) as ordinary income shall, for purposes of part I of subchapter N (sec. 861 and following, relating to determination of sources of income), be treated as derived from the same source as would have been the source if money had been received from the corporation as a dividend at the time of the distribution of such stock. If under the preceding sentence such amount is determined to be derived from sources within the United States, such amount shall be considered to be fixed or determinable annual or periodical gains, profits, and income within the meaning of section 871(a) or section 881(a), as the case may be.

(g) Change in terms and conditions of stock.--If a substantial change is made in the terms and conditions of any stock, then, for purposes of this section--
(1) the fair market value of such stock shall be the fair market value at the time of the distribution or at the time of such change, whichever such value is higher;
(2) such stock's ratable share of the amount which would have been a dividend if money had been distributed in lieu of stock shall be determined as of the time of distribution or as of the time of such change, whichever such ratable share is higher; and

(3) subsection (c)(2) shall not apply unless the stock meets the requirements of such subsection both at the time of such distribution and at the time of such change.

Tuesday April 8, 2008
Problem 6-3 page 290 continued

Part d – what if get $20k cash but there is no E&P

  306(c)(2) – no E&P then 306 not apply

What if $1 of E & P – then 306 applies, but would only be $.50 of dividend

Rev Rul 81-91, p. 281 – if have vote and participation in corporate growth, then NOT 306 stock



This is the case even if have preferred dividend rate



Which is more important – the vote or the participation?



Likely the participation.

Rev Rul 76-387, p. 283 – Nonvoting Class A that gets 306 stock is considered common stock

Class A nonvoting common stock not limited or preferred as to dividends or distributions in liquidation and not by its terms redeemable, received in a recapitalization in exchange for preferred stock of equal value that was section 306 stock, is common stock for purposes of section 306(c)(1)(B) of the Code.
Assignment 19 – full liquidations
Hypo
A is sole shareholder of C Corp; Basis in C stock of $100

C has assets

$250 cash

Blackacre – FMV $75, AB $50

E&P - $200

Possible treatments


Deemed sale at both levels; corp gain of $25, A gain of $225


Deemed distribution – 

General Utilities repeal – corp. recognizes gain to extent FMV > Basis

C recognizes gain of $25 – E&P increased to $225

A gets dividend treatment of $225; return of capital of $100 

(if C had more cash – remaining distribution would be cap gain)


Reverse 351 – nonrecognition with carryover basis

332 – allows nonrecognition of subsidiary liquidation (80%+ ownership of corp. by corp.)

336(d) – loss limitation

Rendina p. 293

Rendina and Ackerman founded WSAI corp.

Rendina to end up with last 2 unsold condos for assuming WSAI debt and forgiving “debt” WSAI owed Rendina

Contributions

41k by Rendina (debt or equity?)

68k loans by Rendina’s clients

Distributions

2 Condos

Cancels 41k “debt”

Assume 68k liabilities
Issues


Dividend or liquidation?


Rendina contribute debt or equity?


Value of the 2 condos


Did corp. have E&P?

Initially – Rendina hadn’t recognized any income because implied value of the condos was 109k – no gain on distribution.  Now also argue liquidation – court analyzes distribution argument as the better.

IRS says 2 condos worth ~$134k; the 41k contribution by Rendina was equity; and therefore a cap gain of ~$25k
Intention to liquidate – the purpose of the business has been fulfilled, the assets all sold, the business is winding up.

WSAI corporate return did not include form saying they were liquidating as the Regs directed, but court believed the form stating the notice of liquidation was not dispositive

If Rendina’s contribution had been debt, then 2-part exchange treatment

Tax consequences to WSAI for a liquidation


Amount realized =
If Rendina is debt - 109k debt assumed and forgiven 

If Rendina is equity – FMV of Condos less Liabilities less Basis of condos
Problem 7-1 p. 313


[image: image7]
Shareholder level


A’s asset 1 : AB =
; FMV = 400


A’s asset 2 : AB =
; FMV = 400


B’s asset 1 : AB =
; FMV = 100


B’s asset 2 : AB =
; FMV = 100

Corporate level


336(d)(1) – no loss to related party



Except – allowed to take loss when distribute pro rata

Except Except – disqualified property (351 property contributed within 5 years) cannot recognize a loss

Only recognize 60k of the 300k loss (B’s share of Asset 2 loss still allowed, only A’s share is disqualified under 336)

336(d)(2)

7-1(b)

Suppose asset 2 had basis 800k, FMV 700k (built-in loss of 100k)

336(d)(2) pre-incorporation loss of 100k disallowed

40k of the remaining 200k loss allowed (B’s share of Asset 2 non-pre-incorporation built-in loss)

362(e)

267 does not bar losses in complete liquidations

7-1(c) – 351 transaction takes place 6 years ago – can claim whole loss and whole gain

7-1(d)
If all of asset 2 + $300k of asset 1 - goes to A; remaining $200k of asset 1 to B

NOT pro rata – all of loss property to A, therefore entire loss disallowed

What if X makes pro rata distribution but then A & B exchange property to get the result in 7-1(d)?


Step transaction doctrine

336

(a) General rule.--Except as otherwise provided in this section or section 337, gain or loss shall be recognized to a liquidating corporation on the distribution of property in complete liquidation as if such property were sold to the distributee at its fair market value.

(b) Treatment of liabilities.--If any property distributed in the liquidation is subject to a liability or the shareholder assumes a liability of the liquidating corporation in connection with the distribution, for purposes of subsection (a) and section 337, the fair market value of such property shall be treated as not less than the amount of such liability.

(c) Exception for liquidations which are part of a reorganization.--For provision providing that this subpart does not apply to distributions in pursuance of a plan of reorganization, see section 361(c)(4).

(d) Limitations on recognition of loss.--
(1) No loss recognized in certain distributions to related persons.--
(A) In general.--No loss shall be recognized to a liquidating corporation on the distribution of any property to a related person (within the meaning of section 267) if--

(i) such distribution is not pro rata, or

(ii) such property is disqualified property.

(B) Disqualified property.--For purposes of subparagraph (A), the term “disqualified property” means any property which is acquired by the liquidating corporation in a transaction to which section 351 applied, or as a contribution to capital, during the 5-year period ending on the date of the distribution. Such term includes any property if the adjusted basis of such property is determined (in whole or in part) by reference to the adjusted basis of property described in the preceding sentence.

(2) Special rule for certain property acquired in certain carryover basis transactions.--
(A) In general.--For purposes of determining the amount of loss recognized by any liquidating corporation on any sale, exchange, or distribution of property described in subparagraph (B), the adjusted basis of such property shall be reduced (but not below zero) by the excess (if any) of--

(i) the adjusted basis of such property immediately after its acquisition by such corporation, over

(ii) the fair market value of such property as of such time.

(B) Description of property.--
(i) In general.--For purposes of subparagraph (A), property is described in this subparagraph if--

(I) such property is acquired by the liquidating corporation in a transaction to which section 351 applied or as a contribution to capital, and

(II) the acquisition of such property by the liquidating corporation was part of a plan a principal purpose of which was to recognize loss by the liquidating corporation with respect to such property in connection with the liquidation.

Other property shall be treated as so described if the adjusted basis of such other property is determined (in whole or in part) by reference to the adjusted basis of property described in the preceding sentence.

(ii) Certain acquisitions treated as part of plan.--For purposes of clause (i), any property described in clause (i)(I) acquired by the liquidated corporation after the date 2 years before the date of the adoption of the plan of complete liquidation shall, except as provided in regulations, be treated as acquired as part of a plan described in clause (i)(II).

(C) Recapture in lieu of disallowance.--The Secretary may prescribe regulations under which, in lieu of disallowing a loss under subparagraph (A) for a prior taxable year, the gross income of the liquidating corporation for the taxable year in which the plan of complete liquidation is adopted shall be increased by the amount of the disallowed loss.

(3) Special rule in case of liquidation to which section 332 applies.--In the case of any liquidation to which section 332 applies, no loss shall be recognized to the liquidating corporation on any distribution in such liquidation. The preceding sentence shall apply to any distribution to the 80-percent distributee only if subsection (a) or (b)(1) of section 337 applies to such distribution.

(e) Certain stock sales and distributions may be treated as asset transfers.--Under regulations prescribed by the Secretary, if--
(1) a corporation owns stock in another corporation meeting the requirements of section 1504(a)(2), and
(2) such corporation sells, exchanges, or distributes all of such stock,

an election may be made to treat such sale, exchange, or distribution as a disposition of all of the assets of such other corporation, and no gain or loss shall be recognized on the sale, exchange, or distribution of such stock.

267
(a) In general.--
(1) Deduction for losses disallowed.--No deduction shall be allowed in respect of any loss from the sale or exchange of property, directly or indirectly, between persons specified in any of the paragraphs of subsection (b). The preceding sentence shall not apply to any loss of the distributing corporation (or the distributee) in the case of a distribution in complete liquidation.
(2) Matching of deduction and payee income item in the case of expenses and interest.--If--

(A) by reason of the method of accounting of the person to whom the payment is to be made, the amount thereof is not (unless paid) includible in the gross income of such person, and

(B) at the close of the taxable year of the taxpayer for which (but for this paragraph) the amount would be deductible under this chapter, both the taxpayer and the person to whom the payment is to be made are persons specified in any of the paragraphs of subsection (b),

then any deduction allowable under this chapter in respect of such amount shall be allowable as of the day as of which such amount is includible in the gross income of the person to whom the payment is made (or, if later, as of the day on which it would be so allowable but for this paragraph). For purposes of this paragraph, in the case of a personal service corporation (within the meaning of section 441(i)(2)), such corporation and any employee-owner (within the meaning of section 269A(b)(2), as modified by section 441(i)(2)) shall be treated as persons specified in subsection (b).

(3) Payments to foreign persons.--
(A) In general.--The Secretary shall by regulations apply the matching principle of paragraph (2) in cases in which the person to whom the payment is to be made is not a United States person.

(B) Special rule for certain foreign entities.--
(i) In general.--Notwithstanding subparagraph (A), in the case of any item payable to a controlled foreign corporation (as defined in section 957) or a passive foreign investment company (as defined in section 1297), a deduction shall be allowable to the payor with respect to such amount for any taxable year before the taxable year in which paid only to the extent that an amount attributable to such item is includible (determined without regard to properly allocable deductions and qualified deficits under section 952(c)(1)(B)) during such prior taxable year in the gross income of a United States person who owns (within the meaning of section 958(a)) stock in such corporation.

(ii) Secretarial authority.--The Secretary may by regulation exempt transactions from the application of clause (i), including any transaction which is entered into by a payor in the ordinary course of a trade or business in which the payor is predominantly engaged and in which the payment of the accrued amounts occurs within 8 1/2 months after accrual or within such other period as the Secretary may prescribe.

(b) Relationships.--The persons referred to in subsection (a) are:
(1) Members of a family, as defined in subsection (c)(4);
(2) An individual and a corporation more than 50 percent in value of the outstanding stock of which is owned, directly or indirectly, by or for such individual;

(3) Two corporations which are members of the same controlled group (as defined in subsection (f));

(4) A grantor and a fiduciary of any trust;

(5) A fiduciary of a trust and a fiduciary of another trust, if the same person is a grantor of both trusts;

(6) A fiduciary of a trust and a beneficiary of such trust;

(7) A fiduciary of a trust and a beneficiary of another trust, if the same person is a grantor of both trusts;

(8) A fiduciary of a trust and a corporation more than 50 percent in value of the outstanding stock of which is owned, directly or indirectly, by or for the trust or by or for a person who is a grantor of the trust;

(9) A person and an organization to which section 501 (relating to certain educational and charitable organizations which are exempt from tax) applies and which is controlled directly or indirectly by such person or (if such person is an individual) by members of the family of such individual;

(10) A corporation and a partnership if the same persons own--

(A) more than 50 percent in value of the outstanding stock of the corporation, and

(B) more than 50 percent of the capital interest, or the profits interest, in the partnership;

(11) An S corporation and another S corporation if the same persons own more than 50 percent in value of the outstanding stock of each corporation;

(12) An S corporation and a C corporation, if the same persons own more than 50 percent in value of the outstanding stock of each corporation; or

(13) Except in the case of a sale or exchange in satisfaction of a pecuniary bequest, an executor of an estate and a beneficiary of such estate.

(c) Constructive ownership of stock.--For purposes of determining, in applying subsection (b), the ownership of stock--
(1) Stock owned, directly or indirectly, by or for a corporation, partnership, estate, or trust shall be considered as being owned proportionately by or for its shareholders, partners, or beneficiaries;
(2) An individual shall be considered as owning the stock owned, directly or indirectly, by or for his family;

(3) An individual owning (otherwise than by the application of paragraph (2)) any stock in a corporation shall be considered as owning the stock owned, directly or indirectly, by or for his partner;

(4) The family of an individual shall include only his brothers and sisters (whether by the whole or half blood), spouse, ancestors, and lineal descendants; and

(5) Stock constructively owned by a person by reason of the application of paragraph (1) shall, for the purpose of applying paragraph (1), (2), or (3), be treated as actually owned by such person, but stock constructively owned by an individual by reason of the application of paragraph (2) or (3) shall not be treated as owned by him for the purpose of again applying either of such paragraphs in order to make another the constructive owner of such stock.

(d) Amount of gain where loss previously disallowed.--If--
(1) in the case of a sale or exchange of property to the taxpayer a loss sustained by the transferor is not allowable to the transferor as a deduction by reason of subsection (a)(1) (or by reason of section 24(b) of the Internal Revenue Code of 1939); and
(2) after December 31, 1953, the taxpayer sells or otherwise disposes of such property (or of other property the basis of which in his hands is determined directly or indirectly by reference to such property) at a gain,

then such gain shall be recognized only to the extent that it exceeds so much of such loss as is properly allocable to the property sold or otherwise disposed of by the taxpayer. This subsection applies with respect to taxable years ending after December 31, 1953. This subsection shall not apply if the loss sustained by the transferor is not allowable to the transferor as a deduction by reason of section 1091 (relating to wash sales) or by reason of section 118 of the Internal Revenue Code of 1939.

(e) Special rules for pass-thru entities.--
(1) In general.--In the case of any amount paid or incurred by, to, or on behalf of, a pass-thru entity, for purposes of applying subsection (a)(2)--
(A) such entity,

(B) in the case of--

(i) a partnership, any person who owns (directly or indirectly) any capital interest or profits interest of such partnership, or

(ii) an S corporation, any person who owns (directly or indirectly) any of the stock of such corporation,

(C) any person who owns (directly or indirectly) any capital interest or profits interest of a partnership in which such entity owns (directly or indirectly) any capital interest or profits interest, and

(D) any person related (within the meaning of subsection (b) of this section or section 707(b)(1)) to a person described in subparagraph (B) or (C),

shall be treated as persons specified in a paragraph of subsection (b). Subparagraph (C) shall apply to a transaction only if such transaction is related either to the operations of the partnership described in such subparagraph or to an interest in such partnership.

(2) Pass-thru entity.--For purposes of this section, the term “pass-thru entity” means--

(A) a partnership, and

(B) an S corporation.

(3) Constructive ownership in the case of partnerships.--For purposes of determining ownership of a capital interest or profits interest of a partnership, the principles of subsection (c) shall apply, except that--

(A) paragraph (3) of subsection (c) shall not apply, and

(B) interests owned (directly or indirectly) by or for a C corporation shall be considered as owned by or for any shareholder only if such shareholder owns (directly or indirectly) 5 percent or more in value of the stock of such corporation.

(4) Subsection (a)(2) not to apply to certain guaranteed payments of partnerships.
…

Thursday April 10, 2008
Problem 7-1 continued page 313

7-1(e)

What if shareholders plan to sell the assets after liquidation


No difference at the shareholder level


Makes a difference at the corporate level – can take both gain and loss 336(d)(2)


What if acquired within 2 years?  Presumed part of a plan, loss is limited

7-1(f) what if A is a corporation under 7-1(a)?


Disallowance rule only applies to liquidation corporation


B has built-in loss of $300k in the stock, which can be taken – 331

381(a), 381(c)(2), 1.382-

Associated wholesale grocers p. 315


[image: image8]
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What if form was respected?  Then loss could be realized.

If not respected – 332/337 liquidation – subsidiary means no gain or loss


332/337 only applies to corporate parent

Taxpayer wanted to recognize loss on Weston stock – did not want treated as a single transaction


IRS – step transaction, nonrecognition

Built-in loss in Weston Market stock would be entirely eliminated

Court – rules in favor of IRS – 332 does apply

When are provisions going to be elective?  Enforcing substance over form here basically makes 332 nonelective

Problem 7-2 p. 329


[image: image12]
Want to get to


[image: image13]
7-2(a) What if Y liquidates into X and then X sells Div 2 to P

332 – no gain or loss to the parent


337 – no gain or loss to sub


334 – parent gets basis in the assets that sub had

X gets gain of 40k on the sale to p – 1001

7-2(b)What if Y sells Div. 2 to P, then distributes Div. 1 assets the liquidates cash to X?


If not part of the liquidation

Section 243 Dividend received deduction (1059 may apply if extraordinary dividend)
301(d) – X gets FMV basis in the assets


Built-in loss on Div 1 gets lost

Tax implications to Y – gets sale treatment of Div 2 – 40k gain


311(a) – cannot take loss on distributed property

No tax consequences on liquidating cash

If all part of a liquidation


Answer is same as A – may not lose built-in loss on Div 1.

7-2(c) What if Y all to P using 100k cash and 400k note, then X buys Div 1 back with 400k 

Very similar to Associated Wholesale Grocers

If form respected (which it likely won’t)


Y recognizes 40k gain and 300k loss on sale to P

X ends up with FMV basis


381 – E&P proportionately carries over in liquidation

What form is not respected?

Same as A – built-in loss in assets preserved (Assoc. Grocer the built-in loss was in the sub STOCK, not the assets, and that went away permanently)

7-2(d) What if Y sells division 1 to X and sells division 2 to P corp. the liquidate

Y sale to X – 267 related party transaction – loss not recognized, 



If assets THEN appreciate, gain not recognized to the extent of loss disallowed 267(d)


Y sale to P – 40k gain recognized


No g/l on liquidation – 332/337


Could seek treatment as a “plan” of liquidation – end up with result from A

7-2(e) – X sells Y stock to P of $100k, then Y liquidates and gives Div 2 to P
If form respected


X recognizes 20% of loss in Y stock = 30k (20% x (650-500) = 20% x 150k)


X owns 80% - gets 332 treatment – no g/l realized, maintain built-in loss on property


P corp gets 331 treatment – recognizes 40k gain
Tuesday April 15, 2008
p. 329 problem 7-2(e) (Assignment 19 concluded)

7-2(e) – X sells Y stock to P of $100k, then Y liquidates and gives Div 2 to P

If form respected


X recognizes 20% of loss in Y stock = 30k (20% x (650-500) = 20% x 150k)


X owns 80% - gets 332 treatment – no g/l realized, maintain built-in loss on property


P corp gets 331 treatment – recognizes 40k gain

What if Sell 20.001% of Y corp. stock?  

Then on 331 applies to X corp.


Non pro rata distribution – cannot recognize loss under 336

p. 326 - Day & Zimmerman Case – this could work; 20.001% is bright line safe harbor

7-2(f)
332(b)(3) – adopt a plan within 3 years, 332 will apply


Regs under 1.332 are a bit more vague, but statute

302(b)(4)(B) – partial liquidations get sale treatment; 332 - full liquidation get

Integration – p. 331 - 345

Theoretical arguments


Practical arguments


Theoretical arguments, considerations



Why have double taxation here and not other places?



Debt Bias



Bias against C-Corps



Bias against distributions


Problems – if have integration, will have to raise individual tax rates


Treasury presumes a tax purely on capital income (otherwise becomes a consumption tax)



Corporate tax – distortion to save



Integration – eliminates the distortion to save

Transition costs – when switch from income to consumption tax – windfall benefit to current capital owners (already the wealthiest) – great distribution inefficiency that greatly offsets the benefits
Effective tax rate on $1 Saved (disregarding deferral)

Argument – prices will adjust and people will move out of the corporate sector – after tax returns in corporate and non-corporate will shift to equilibrium and cost will be borne by all.

Supply of capital argument - 
Labor bears some or all of the corporate tax (but this can’t be shown empirically)

Cross-border issues - May have more investment flow overseas, changes the equilibrium point for domestic investment b/t corporations and other forms

0 tax on savings for efficiency purposes

What if impose integration – administrability?


Centralized recordkeeping


Eliminate complexity in redemptions and distributions


Consolidated returns

Kinds of integration


Partnership model (completely inadministrable and has liquidity problems)

Dividend Exclusion


Shareholder Credit method – corporation withholds income on individual’s behalf


Complex, but IRS gets tax earlier; disincentivizes foreign investors who don’t pay U.S. income tax
Basis is a problem for all integration
Thursday April 17, 2008
Intergration concluded

3 types of complexity


Administation complexity – how easy to calculate?


Transactional complexity – how much thought must be put into structuring the transaction?


Rule complexity – how uncertain is the law?

Which form of integration is best


Shareholder allocation – partnership model – ADMINISTRATION and LIQUIDITY problems


Dividend exclusion – 0% tax rate


Shareholder credit – give 2 part dividend – cash and tax credit

What problems will remain


Deferment problems – will behavior be biased in forcing distributions out of corporate form
Distribution rules still in effect – need to know what is a “distribution” or redemption, DRD, etc., but it’s not as important since it’s not a fully taxable event but more for credit

Assignment 21
Acquisitions

Acquisitions example


Individual seller owns the stock of Target



FMV = 100; Basis = $10


Target has assets



FMV 100; Basis = $75

Example 1 : Stock Sale


Seller sells stock of T for $100


Seller’s gain = $90 (Section 1001)


Buyer’s basis = $100 (Section 1012)

Example 2 : Asset Sale


Asset sale for $100


Target recognizes gain of $25 (1001)


T liquidates, distributing $100 to Seller

Seller recognizes $90 of gain (Section 331 – would be different if Seller were corp and 332 applied)

Buyer’s basis in assets = $100

Sale of Assets not equivalent to sale of stock

Why was this more important pre-1986 (General Utilities repeal)

Pre-1986; old Section 336

Now – Section 338

Stock sale with 338 election


Treat as if liquidation then asset sale – allows for FMV basis

Ways to structure acquisition (individual seller)

A.) Liquidation then asset sale

B.) Asset sale then liquidation of proceeds

C.) Stock Sale

D.) Stock Sale then liquidation to Purchaser

E.) Stock Sale with 338 election


No longer attractive – merely accelerates gain

Reasons 338 still has relevance


Can trigger early loss when built-in loss

338(h)(10) – still important, valuable when there is a corporate parent seller (80% owner)


Corporate parent gets to treat as asset sale followed by liquidation


Favorable for parent, since distribution is non taxable due to 332/337


Purchaser gets bump-up in basis; if it had been stock sale then carryover basis in assets


Both purchasing corp. and parent must agree to this election

(10) Elective recognition of gain or loss by target corporation, together with nonrecognition of gain or loss on stock sold by selling consolidated group.--
(A) In general.--Under regulations prescribed by the Secretary, an election may be made under which if--

(i) the target corporation was, before the transaction, a member of the selling consolidated group, and

(ii) the target corporation recognizes gain or loss with respect to the transaction as if it sold all of its assets in a single transaction,

then the target corporation shall be treated as a member of the selling consolidated group with respect to such sale, and (to the extent provided in regulations) no gain or loss will be recognized on stock sold or exchanged in the transaction by members of the selling consolidated group.

(B) Selling consolidated group.--For purposes of subparagraph (A), the term “selling consolidated group” means any group of corporations which (for the taxable period which includes the transaction)--

(i) includes the target corporation, and

(ii) files a consolidated return.

To the extent provided in regulations, such term also includes any affiliated group of corporations which includes the target corporation (whether or not such group files a consolidated return).

(C) Information required to be furnished to the Secretary.--Under regulations, where an election is made under subparagraph (A), the purchasing corporation and the common parent of the selling consolidated group shall, at such times and in such manner as may be provided in regulations, furnish to the Secretary the following information:

(i) The amount allocated under subsection (b)(5) to goodwill or going concern value.

(ii) Any modification of the amount described in clause (i).

(iii) Any other information as the Secretary deems necessary to carry out the provisions of this paragraph.

Problem 9-1 p. 359
T has following assets

Assets





Basis


FMV

Marketable Securities



  20,000

    50,000

Inventory




  30,000

  200,000

Equipment (50k is 1245 recapture)

100,000

  150,000

Land





150,000

  300,000

Building (no recapture)


175,000

  340,000

Patent





  25,000

    60,000
Total Assets




500,000

1,100,000

Liabilities

Bank Loan







    200,000

338

(a) General rule.--For purposes of this subtitle, if a purchasing corporation makes an election under this section (or is treated under subsection (e) as having made such an election), then, in the case of any qualified stock purchase, the target corporation--

(1) shall be treated as having sold all of its assets at the close of the acquisition date at fair market value in a single transaction, and
(2) shall be treated as a new corporation which purchased all of the assets referred to in paragraph (1) as of the beginning of the day after the acquisition date.

(b) Basis of assets after deemed purchase.--
(1) In general.--For purposes of subsection (a), the assets of the target corporation shall be treated as purchased for an amount equal to the sum of--
(A) the grossed-up basis of the purchasing corporation's recently purchased stock, and

(B) the basis of the purchasing corporation's nonrecently purchased stock.

(2) Adjustment for liabilities and other relevant items.--The amount described in paragraph (1) shall be adjusted under regulations prescribed by the Secretary for liabilities of the target corporation and other relevant items.

(3) Election to step-up the basis of certain target stock.--
(A) In general.--Under regulations prescribed by the Secretary, the basis of the purchasing corporation's nonrecently purchased stock shall be the basis amount determined under subparagraph (B) of this paragraph if the purchasing corporation makes an election to recognize gain as if such stock were sold on the acquisition date for an amount equal to the basis amount determined under subparagraph (B).

(B) Determination of basis amount.--For purposes of subparagraph (A), the basis amount determined under this subparagraph shall be an amount equal to the grossed-up basis determined under subparagraph (A) of paragraph (1) multiplied by a fraction--

(i) the numerator of which is the percentage of stock (by value) in the target corporation attributable to the purchasing corporation's nonrecently purchased stock, and

(ii) the denominator of which is 100 percent minus the percentage referred to in clause (i).

(4) Grossed-up basis.--For purposes of paragraph (1), the grossed-up basis shall be an amount equal to the basis of the corporation's recently purchased stock, multiplied by a fraction--

(A) the numerator of which is 100 percent, minus the percentage of stock (by value) in the target corporation attributable to the purchasing corporation's nonrecently purchased stock, and

(B) the denominator of which is the percentage of stock (by value) in the target corporation attributable to the purchasing corporation's recently purchased stock.

(5) Allocation among assets.--The amount determined under paragraphs (1) and (2) shall be allocated among the assets of the target corporation under regulations prescribed by the Secretary.

(6) Definitions of recently purchased stock and nonrecently purchased stock.--For purposes of this subsection--

(A) Recently purchased stock.--The term “recently purchased stock” means any stock in the target corporation which is held by the purchasing corporation on the acquisition date and which was purchased by such corporation during the 12-month acquisition period.

(B) Nonrecently purchased stock.--The term “nonrecently purchased stock” means any stock in the target corporation which is held by the purchasing corporation on the acquisition date and which is not recently purchased stock.

[(c) Repealed. Pub.L. 99-514, Title VI, § 631(b)(2), Oct. 22, 1986, 100 Stat. 2272]

(d) Purchasing corporation; target corporation; qualified stock purchase.--For purposes of this section--
(1) Purchasing corporation.--The term “purchasing corporation” means any corporation which makes a qualified stock purchase of stock of another corporation.
(2) Target corporation.--The term “target corporation” means any corporation the stock of which is acquired by another corporation in a qualified stock purchase.

(3) Qualified stock purchase.--The term “qualified stock purchase” means any transaction or series of transactions in which stock (meeting the requirements of section 1504(a)(2)) of 1 corporation is acquired by another corporation by purchase during the 12-month acquisition period.

Monday April 21, 2008 (make-up class)

Assignment 21 continued

Problem 9-1 p. 359 continued

T has following assets

Assets





Basis


FMV

Marketable Securities



  20,000

    50,000

Inventory




  30,000

  200,000

Equipment (50k is 1245 recapture)

100,000

  150,000

Land





150,000

  300,000

Building (no recapture)


175,000

  340,000

Patent





  25,000

    60,000
Total Assets




500,000

1,100,000

Liabilities

Bank Loan







    200,000

Net worth







    900,000

A owns 50 shares of T; Basis 300,000

B owns 40 shares of T; basis  200,000

C owns 10 shares of T; basis    50,000

Will sell business to purchaser P

9-1.) P is an individual, pays $1.2M to T for assets and assumes the Bank Loan.  T then liquidates


$1.4M total (1.2 cash and 200k relief of liability)


Total gain for T = 900k (1.4m – 500k)


Section 1060 – allocate gain asset by asset; remaining gain goes to goodwill/intangibles 



On liquidation



No consequences to target



Shareholders recognize gain on stock.

Section 1012 – allocate $1.2M 

A = 600k cash (50% x $1.2M) = 300k gain (600k – 300k basis)

B = 480k cash (40% x $1.2M) = 280k gain (480k-200k basis)

C = 120k cash (10% x $1.2M) = 70k gain (120k – 50k basis)

Rev Rul 69-6 if T merges into P – treat the same way (asset sale followed by liquidation)

Problem 9-2- Individual P buys stock from A,B and C

A = 600k cash (50% x $1.2M) = 300k gain (600k – 300k basis)

B = 480k cash (40% x $1.2M) = 280k gain (480k-200k basis)

C = 120k cash (10% x $1.2M) = 70k gain (120k – 50k basis)

Do not take T’s liabilities into account – they remain with T

Problem 9-3- Individual P buys stock from A,B and C then liquidates T

Taxable liquidation – under 331

Individual purchaser can claim 300k loss under 331 (if corporate would be nontaxable liquidation and lose loss under 332)

Problem 9-4; same as 9-2 but P is a corporation who borrowed funds; the interest expense is greater than P and T’s income combined

Section 279 – denies deduction for corporate acquisition

338 election – recognize gain on “asset sale” now, use that gain to offset the interest expenses.


338 is a corporate purchaser


Old target is treated as separate from new target under 

Regs under 338 - cannot carry 338 gain forward (at all), so not benefit in future years; does not offset future interest deductions; does not work in practice
See 1.338-1(b) Treatment of target under other provisions of the Internal Revenue Code-- (1) General rule for subtitle A. Except as provided in this section, new target is treated as a new corporation that is unrelated to old target for purposes of subtitle A of the Internal Revenue Code. Thus--

Problem 9-5; same as above but have 700k built-in NOL


Definitely make the 338 election – use up the NOL before 382 limitation.


This is the version of 9-4 that works

Problem 9-6; same as 9-4, but will then liquidate T

Liquidation of sub under 332/337; takes inside basis of the assets of 500k; lose a lot of basis (will recognize gain later).  P gets taxed on the assets instead of old owners T/old T owners, but double corporate tax is preserved.

Goodwill basis is also lost, may not recover in cap gain/loss

Problem 9-8 A, B, and C own Holding corp H which owns T


H & T file consolidated return



H has 200k basis in T



T sells assets to P, T liquidates, then H liquidates



T liquidate into H – no gain/loss under 332/337 nontaxable liquidation



200k basis in T is lost



H liquidate into ABC – 331/336 liquidation – same as 9-2

Problem 9-9 – same as before, but both corps liquidate and A,B and C sell the assets

Problem 9-10 – same as 9-8 but P buys stock of T from H, then liquidations

338(h)(10) election – takes away stock level gain of H corporation – treat stock sale as if asset sale followed by liquidation.  Ends with same results as 9-8.  Prevents triple taxation.
Section 172 – no interest deductions on heavily financing company acquisition with debt

279

163(e)(5) – disallow portion of interest with OID

Assignment 22
Tax free reorgs (really tax deferred)

Continuity of interest

354 – nonrecognition provision for shareholders; equivalent to 351

358 – substituted basis

361 – (a) General rule.--No gain or loss shall be recognized to a corporation if such corporation is a party to a reorganization and exchanges property, in pursuance of the plan of reorganization, solely for stock or securities in another corporation a party to the reorganization.


equivalent to 1032 but not the same; when

362(b) – basis in reorg context (equivalent to 362(a) in 351 context)

368 – definitional section

Judicial tests

Continuity of proprietary interest – are old shareholders still holding the company? 

Shareholder level test 

1.368-1(e)

Continuity of business enterprise test – does acquiring corp use the assets of the acquired in the business of the acquirer.

Corporate level test


1.368-1(d)
Types of Reorgs - 368(a) Reorganization.--
(1) In general.--For purposes of parts I and II and this part, the term “reorganization” means--
(A) a statutory merger or consolidation;

(B) the acquisition by one corporation, in exchange solely for all or a part of its voting stock (or in exchange solely for all or a part of the voting stock of a corporation which is in control of the acquiring corporation), of stock of another corporation if, immediately after the acquisition, the acquiring corporation has control of such other corporation (whether or not such acquiring corporation had control immediately before the acquisition);

(C) the acquisition by one corporation, in exchange solely for all or a part of its voting stock (or in exchange solely for all or a part of the voting stock of a corporation which is in control of the acquiring corporation), of substantially all of the properties of another corporation, but in determining whether the exchange is solely for stock the assumption by the acquiring corporation of a liability of the other shall be disregarded;

1.368-1(e) Continuity of interest--(1) General rule. (i) The purpose of the continuity of interest requirement is to prevent transactions that resemble sales from qualifying for nonrecognition of gain or loss available to corporate reorganizations. Continuity of interest requires that in substance a substantial part of the value of the proprietary interests in the target corporation be preserved in the reorganization. A proprietary interest in the target corporation is preserved if, in a potential reorganization, it is exchanged for a proprietary interest in the issuing corporation (as defined in paragraph (b) of this section), it is exchanged by the acquiring corporation for a direct interest in the target corporation enterprise, or it otherwise continues as a proprietary interest in the target corporation. However, a proprietary interest in the target corporation is not preserved if, in connection with the potential reorganization, it is acquired by the issuing corporation for consideration other than stock of the issuing corporation, or stock of the issuing corporation furnished in exchange for a proprietary interest in the target corporation in the potential reorganization is redeemed. All facts and circumstances must be considered in determining whether, in substance, a proprietary interest in the target corporation is preserved. For purposes of the continuity of interest requirement, a mere disposition of stock of the target corporation prior to a potential reorganization to persons not related (as defined in paragraph (e)(4)) of this section determined without regard to paragraph (e)(4)(i)(A) of this section) to the target corporation or to persons not related (as defined in paragraph (e)(4) of this section) to the issuing corporation is disregarded and a mere disposition of stock of the issuing corporation received in a potential reorganization to persons not related (as defined in paragraph (e)(4) of this section) to the issuing corporation is disregarded.
1.368-1(d) Continuity of business enterprise--(1) General rule. Continuity of business enterprise (COBE) requires that the issuing corporation (P), as defined in paragraph (b) of this section, either continue the target corporation's (T's) historic business or use a significant portion of T's historic business assets in a business. The preceding sentence applies to transactions occurring after January 28, 1998, except that it does not apply to any transaction occurring pursuant to a written agreement which is binding on January 28, 1998, and at all times thereafter. The application of this general rule to certain transactions, such as mergers of holding companies, will depend on all facts and circumstances. The policy underlying this general rule, which is to ensure that reorganizations are limited to readjustments of continuing interests in property under modified corporate form, provides the guidance necessary to make these facts and circumstances determinations.

(2) Business continuity. (i) The continuity of business enterprise requirement is satisfied if P continues T's historic business. The fact P is in the same line of business as T tends to establish the requisite continuity, but is not alone sufficient.
(ii) If T has more than one line of business, continuity of business enterprise requires only that P continue a significant line of business.
(iii) In general, a corporation's historic business is the business it has conducted most recently. However, a corporation's historic business is not one the corporation enters into as part of a plan of reorganization.
(iv) All facts and circumstances are considered in determining the time when the plan comes into existence and in determining whether a line of business is "significant".
(3) Asset continuity. (i) The continuity of business enterprise requirement is satisfied if P uses a significant portion of T's historic business assets in a business.
(ii) A corporation's historic business assets are the assets used in its historic business. Business assets may include stock and securities and intangible operating assets such as good will, patents, and trademarks, whether or not they have a tax basis.
(iii) In general, the determination of the portion of a corporation's assets considered "significant" is based on the relative importance of the assets to operation of the business. However, all other facts and circumstances, such as the net fair market value of those assets, will be considered.
Problems

Problem 10-2 p. 396 – is this an “a” reorg? – statutory merger
X Corp – 100 shares outstanding; FMV $100/share (10k total)


A – 40


B – 40


C – 20

Y Corp. – 10 shareholders; each shareholder has $4 in notes for every $1 in stock


Y has FMV = $100/share

X merges with Y

If A,B,C get 2 shares Y stock for every 10 shares of X tendered and an $800 note for every 10 shares of X stock


What if Pro rata?



A gets 80 Y stock ($800), 3200 in notes



B gets 80 Y stock ($800), 3200 in notes



C gets 40 Y stock ($400), 1600 in notes



Total = $2,000 stock; $8,000 notes; 20% stock

Continuity of proprietary interest


Rev Rul 77-37 – 50% or more of stock is a safe harbor; only 20% of stock here


Reg 1.368-1(d) Example 7 – not really on point

How to make better?


Preferred stock instead of note


Conditional stock

Nelson case – 37% was ok. – generally around 40% is alright

Kass case p. 385 – 17% is no good
Argument that stock counts as securities?


Bond is a bond – doesn’t count toward continuity of interest

What if C gets all stock?

Rev Rul 66-224 – if entire transaction doesn’t qualify, then 


See also Riley Oil Co.

10-2(b)

F owns M ($1,000,000 FMV); G owns N ($100,000 FMV)

Form O corp. – give F 100 shares of A class stock; give G 10 shares of B class stock


Stock is same but B is redeemable

John A .Nelson & Co. p. 389  – class B stock can count as “stock” in most cases

Continuity of proprietary interest – doesn’t matter if one class is redeemable

What if actually redeem?

p. 392 – McDonald’s Restaurants Inc


Is a redemption is part of the transaction, use Step Transaction doctrine

What if shareholder had option to require redemption for 80% of FMV – treat as more cashlike

10-2(c)

L Corp. runs a failing computer business for several years; P is profitable publisher of children’s books

What if L merges into P and computer business is discontinued – fail the business continuity test


1.368-1(d) – either keep all assets or keep in same business

What if P merges into L (the minnow eating the whale) – PASS the business continuity test


Only look to the business of the target, target P continues in publishing so is ok

What if consolidation?


Regs unclear – really drafted for merger, not consolidation

Problem 10-3
X is sole shareholder of A

A merges with T Corp., gives T corp owners stock in A

X then buys the A stock back from T owners to regain sole ownership

1.368-1(e) …For purposes of the continuity of interest requirement, a mere disposition of stock of the target corporation prior to a potential reorganization to persons not related (as defined in paragraph (e)(4)) of this section determined without regard to paragraph (e)(4)(i)(A) of this section) to the target corporation or to persons not related (as defined in paragraph (e)(4) of this section) to the issuing corporation is disregarded and a mere disposition of stock of the issuing corporation received in a potential reorganization to persons not related (as defined in paragraph (e)(4) of this section) to the issuing corporation is disregarded.


If X is a corporation, the transfer is disregarded and cannot get A reorg treatment

If X were an individual, they don’t count as related and they do get merger treatment
If fail continuity of interest, then fail for all types of reorgs (A through G)

Assignment 23
Nontax considerations in choosing 


COBE – continuity of business enterprise

Liabilities carry over

Dissenting shareholders may want cash instead of interest in new company

Third party consents

B reorg – can only use it’s own stock

Must be voting


Cannot use any cash


Must have control after

Pros
Tender offer - Shareholders have no dissenters rights, if not want in they just don’t sell


Not need approval of board

Not affect cash flow

Liabilities assumed pro rata and still through a corporate veil, unlike A reorg where target liquidated

Solely for stock – automatically meet continuity of proprietary interest

Avoids state transfer taxes

Fewer problems with asset transfers

Cons


Very inflexible – no boot permitted


Liabilities travel with target


Need 80% control, not likely to get 100% control
Chapman v. Comm. p. 399


ITT acquires 80% of Hartford for $80M


Wants to merge with Hartford using B reorg


ITT had bought 8% toehold of Hartford on open market beforehand for cash

“B” reorg – solely for stock means SOLELY for stock, can’t get 80% stock and the remainder with cash.


Boot allowed in some A and C reorgs – never B.

The 8% beforehand makes this fail the test.

Why did the toehold get collapsed into the plan?  ITT conceded despite 18 months in between


KILLS THE BEST ARGUMENT

What if order had been reversed (get 8% for cash after the merger)


Step transaction?

If not a step transaction – likely ok, Chapman seems to be against having a large shareholder getting a toehold and forcing the merger

Problem 10-4(a) – is this a “B” reorg under 368(a)(1)(B) p. 413

News Corp. buys 85% of Paper Co. for cash


Later, News corp gets remaining 15% for voting preferred stock.


Not a “B” reorg – Chapman.  May qualify for A reorg if part of the same plan



Does not matter if gave control before – only if you have control after



CAN do “creeping” B reorgs – if not part of the same transaction, then ok


What if News Corp. uses it’s parent’s stock?

368(a)(2)(C) – parent can give merged company to sub


BUT voting stock of parent cannot be combined with stock of acquiring corp in the acquisition



1.368-2(c) – PARENT can be acquirer and give down, but can’t mix in the acquisition



If mix - does not qualify for “B” reorg.



If use SOLELY parent stock – is ok.



Use of sub stock only – fail; parent stock can be used but not sub stock.


Use of own nonvoting stock – fail

Can News corp. pay for the cost of registering the stock received by shareholders of paper? Rev rul 67-275 – Not boot, is ok


Rev Rul 73-54 - can’t pay costs of target shareholders that are not solely and directly related to the reorg.  This is directly related so 73-54 doesn’t apply.
1.368-2(c) In order to qualify as a "reorganization" under section 368(a)(1)(B), the acquisition by the acquiring corporation of stock of another corporation must be in exchange solely for all or a part of the voting stock of the acquiring corporation (or, in the case of transactions occurring after December 31, 1963, solely for all or a part of the voting stock of a corporation which is in control of the acquiring corporation), and the acquiring corporation must be in control of the other corporation immediately after the transaction. If, for example, Corporation X in one transaction exchanges nonvoting preferred stock or bonds in addition to all or a part of its voting stock in the acquisition of stock of Corporation Y, the transaction is not a reorganization under section 368(a)(1)(B). Nor is a transaction a reorganization described in section 368(a)(1)(B) if stock is acquired in exchange for voting stock both of the acquiring corporation and of a corporation which is in control of the acquiring corporation. The acquisition of stock of another corporation by the acquiring corporation solely for its voting stock (or solely for voting stock of a corporation which is in control of the acquiring corporation) is permitted tax-free even though the acquiring corporation already owns some of the stock of the other corporation. Such an acquisition is permitted tax-free in a single transaction or in a series of transactions taking place over a relatively short period of time such as 12 months. For example, Corporation A purchased 30 percent of the common stock of Corporation W (the only class of stock outstanding) for cash in 1939. On March 1, 1955, Corporation A offers to exchange its own voting stock for all the stock of Corporation W tendered within 6 months from the date of the offer. Within the 6-months' period Corporation A acquires an additional 60 percent of stock of Corporation W solely for its own voting stock, so that it owns 90 percent of the stock of Corporation W. No gain or loss is recognized with respect to the exchanges of stock of Corporation A for stock of Corporation W. For this purpose, it is immaterial whether such exchanges occurred before Corporation A acquired control (80 percent) of Corporation W or after such control was acquired. If Corporation A had acquired 80 percent of the stock of Corporation W for cash in 1939, it could likewise acquire some or all of the remainder of such stock solely in exchange for its own voting stock without recognition of gain or loss.

Problem 10-4(b) p. 414

T owns all 100 shares of Z, FMV 100,000, mortgage of $15k


Big Corp. gets Z for 85 shares of Big Corp and assumption of the liability


357 – liability is not boot for purposes of 351 or 361 unless tax avoidance purpose

What if recourse debt?  Not much difference for tax purposes.
Thursday April 24, 2008

Control for purposes of “B” reorg is defined in the context of 351.  

80% of vote and of each class of stock immediately after

Not like 338 election where entire 80% must be acquired in 12 month period

More like 351

“C” reorgs – stock for assets; like “A” reorg for where state law merger is unavailable


Must get “substantially all” assets



Rev Proc. 77-37 – safe harbor for 90% of assets 

Smothers case p. 419


Must be voting stock of company for consideration (can use parent)


368(a)(2)(B) – up to 20% can be boot



Can only do 20% boot if get 100% of assets

If get 80% of assets, cannot give boot (amount of boot allowed is excess of assets acquired > 80%)


How is “C” reorg harder than “A” reorg.



C needs voting stock, A can be any stock

C can only use up to 20% boot, A doesn’t have actual restriction on boot besides continuity of interest test.


Transfer assets one by one – may not necessarily get liabilities



Greater ability to cherry pick the assets and liabilities



No need for target’s shareholder approval

Problem 10-5(a) p. 416

Acquirer exchanges voting stock worth $150k for target assets subject to debt (200k asset value, 50k debt assumed)

368(a)(1)(C) – when acquirer assumes liabilities, not considered boot when everything else is voting stock.  If other boot

357(b) – tax avoidance purpose?  Not matter, can only apply when 357(a) applies

What if give $50k cash instead of assume liability

368(a)(2)(B)(3) – boot is 25%, not a C reorg since not getting 80% of assets for stock

What if 25k liability assumed, 25k cash, 150k stock

368(a)(1)(C) - NOT a “C” reorg.  If have actual boot, then liability assumed is “constructive boot”, and now liability count against

What if 200k FMV and only 30k liabilities?


If only stock and liabilities – always ok under a “C” reorg.

If 170k stock, 30k cash; only need 160k in stock (80% of total assets), met; boot relaxation rule allows anything over the 80% to be whatever

Problem 10-5(b)


“Dropdown”


C parenthetical forward triangular merger with dropdown

Acquiring Corp. uses Parent stock to get assets – ok under 368(a)(1)(C) parenthetical.  Like “B”, cannot mix and match parent stock.  What counts as parent?  In control – same 80% control test in 368(c)


368(a)(2)(C) – can drop into sub – for “A”, “B” and “C”  reorgs

“D” reorgs – 

target corporation has to be partially controlled by acquirer or acquirer’s parent (50% partial control, not 80%)

get stock or securities back

358(a)(1)(D) a transfer by a corporation of all or a part of its assets to another corporation if immediately after the transfer the transferor, or one or more of its shareholders (including persons who were shareholders immediately before the transfer), or any combination thereof, is in control of the corporation to which the assets are transferred; but only if, in pursuance of the plan, stock or securities of the corporation to which the assets are transferred are distributed in a transaction which qualifies under section 354, 355, or 356;
Smothers case p. 419 – Stock not needed, acquirer not need to give stock


354(b)(1) – target must transfer substantially all assets and then liquidate


304(c) contol – 50% of vote or value.  Referenced by 368(a)(2)(h)



Stock of the acquirer needs to be distributed under 354, 355 or 356



Substantially all assets need not be that substantial




Smothers was ok with 15% of assets, but must be operating assets

Valuation less important than continuing business (keep employees and their reputation)

Requirement for stock consideration read out of statute

Target and acquirer are ultimately related corporations - 

368(a)(2) – when both “D” and “C” – “D” trumps


[image: image14]
Problem 10-6 p. 429


[image: image15]
Does 318 attribution apply?  304(c)(3) – family attribution rules do apply.


If F and S are Father and Son?  The F does control acquirer and is a “D” reorg.


If using voting stock, is also a “C” reorg, but “D” trumps “C”


Tax free and carryover basis under either “C” or “D”

Tuesday April 29, 2008

Problem 10-7 p. 431

a.) Corner Grocery is acquired by BQ National 

Forward triangular A merger – corner into sub

b.) 

Reverse triangular A merger – sub into corner


[image: image16]
368(a)(2)(d) can use parent voting stock and debentures, just can’t mix and match

368(c) – for purposes of this part - Control defined.--For purposes of part I (other than section 304), part II, this part, and part V, the term “control” means the ownership of stock possessing at least 80 percent of the total combined voting power of all classes of stock entitled to vote and at least 80 percent of the total number of shares of all other classes of stock of the corporation.

Assignment 25 – tax consequences of reorgs

Boot – different definitions of boot in the reorg definitional section and the reorg tax consequences

361(b)-(c) – securities of the acquiring corp. not boot for tax purposes (but are boot for definitional purposes)

Problem 10-8 p. 436

T – Factory, FMV 800k, AB 300k


Mortgage 500k

   Inventory, FMV 200k, AB 100k

Qualifies as a “C” reorg – all property in exchange for voting stock.


Liability doesn’t count - constructive boot only

P – no gain/loss under 1032


Carryover basis – 362(b)

Target – no gain/loss under 361(a)


On distribution – no gain/loss 361(c)(2)

Problem 10-9(a) – affect to shareholders – exchange basis

Problem 10-8(b)


Instead of all assets, transfer everything but ½ inventory


Still “substantially all” the assets



Rev Proc. 77-37 – safe harbor for net assets of 90% and 70% of gross



Will fail the net asset test, but CAN be lower than the safe harbor



If qualifies as a C reorg, answer similar to (a) above




But, when liquidate




361(c)(2)(A) – appreciated asset (1/2 Inventory = 100k FMV, 50k basis)

T Realizes gain on 50k of assets not transferred to P and instead liquidated to shareholders



P – has carryover basis (not increased by gain recognized), P not getting that inventory


10-9(b) – shareholder tax treatment – A & B combines get 400k of voting stock, 100k inventory



A gets 60k of inventory/boot



B gets 40k of inventory/boot




Recognize gain to the extent of gain realized or boot received boot




Gain realized  = 400k (500k realized less 100k basis)




Gain recognized = boot received


356 – general provision for shareholder gain



A&B get FMV basis of the inventory – 358(a)(2)



For voting stock in P – 358(a)(1)

368(a)(2)(g) – MUST liquidate for a “C” reorg

Problem 10-8(c) – P transfers 400k voting common and 100k bonds to T for T’s assets

Boot relaxation rule – once get actual boot, the constructive boot of liability now counts against the C reorg.  Does not count as a C reorg.

Does not matter that bonds are a security – form matters

Problem 10-8(d) – what if (c) but no mortgage and P paid 900k stock and 100k securities


Over 80% of assets acquired for stock – qualifies for C reorg


361(b) – no gain on stock OR SECURITIES – no gain realized for T



P – no gain either – buy property for stock and debt – 1032



P’s basis in assets = transfer basis – 362(b)

10-9(d) – target shareholders


354(a)(1) – generally - stock OR SECURITIES – no gain

BUT 354(a)(2) – if securities received but no securities given then the excess principal amount (here, entire security) is boot.

356 – gain to the extent of boot


A – 60k gain


B – 40k gain

If A&B had given up some security in target or acquiring co, then no gain.


Basis in securities = FMV, 358(a)(2)


Basis in stock of acquiring co = transfer basis – 358(a)(1) – nonrecognition property

10-8(d) part 2 – what if 900k stock and 100k land with basis of 50k


A&B – gain to extent of boot, same as exception above

Problem 10-10, statutory merger p. 443


X has 100 shares



A owns 50 shares, AB 1000, FMV 2500



B owns 50 shares, AB 500, FMV 2500



E&P = 1k


Y has 100 shares



B owns 80 shares, AB 800, FMV 4000



C owns 20 shares, AB 600, FMV 1000



E&P = 1500


X merges into Y under applicable state law



A receives 1k cash and 30 Y shares



B receives 1.5k cash and 20 Y shares

After merger, A owns 30 Y shares (20%), B owns 100 Y shares (66.6%), C owns 20 Y shares (13.3%)


Of 150 Y shares total

Qualifies as “A” reorg.

Clark case – when taxing target shareholders – how figure out character

Refer to Davis

302 - Treat as if both A and B each received 50 shares of Y and then some got redeemed


A – got 50 Y shares and 20 get redeemed


B – got 50 Y shares and 30 got redeemed

302(b)(2) – meaningful reduction?

A went from hypothetical of 25% in Y (50 of 200 total) to 20% (30 of 150) – 20 is exactly 80% of 25, JUST miss the meaningful reduction test (19.99% would have gotten passed).  A does not get exchange treatment


Get dividend treatment – which E&P to use?  



Circuit split – some look to both corps, some just to acquiring corp.



Best answer is to combine them.

302(b)(1) – not essentially equivalent to a dividend?  Argument can be made.
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(a) Reorganization.--
(1) In general.--For purposes of parts I and II and this part, the term “reorganization” means--
(A) a statutory merger or consolidation;

(B) the acquisition by one corporation, in exchange solely for all or a part of its voting stock (or in exchange solely for all or a part of the voting stock of a corporation which is in control of the acquiring corporation), of stock of another corporation if, immediately after the acquisition, the acquiring corporation has control of such other corporation (whether or not such acquiring corporation had control immediately before the acquisition);

(C) the acquisition by one corporation, in exchange solely for all or a part of its voting stock (or in exchange solely for all or a part of the voting stock of a corporation which is in control of the acquiring corporation), of substantially all of the properties of another corporation, but in determining whether the exchange is solely for stock the assumption by the acquiring corporation of a liability of the other shall be disregarded;

(D) a transfer by a corporation of all or a part of its assets to another corporation if immediately after the transfer the transferor, or one or more of its shareholders (including persons who were shareholders immediately before the transfer), or any combination thereof, is in control of the corporation to which the assets are transferred; but only if, in pursuance of the plan, stock or securities of the corporation to which the assets are transferred are distributed in a transaction which qualifies under section 354, 355, or 356;

(E) a recapitalization;

(F) a mere change in identity, form, or place of organization of one corporation, however effected; or

(G) a transfer by a corporation of all or part of its assets to another corporation in a title 11 or similar case; but only if, in pursuance of the plan, stock or securities of the corporation to which the assets are transferred are distributed in a transaction which qualifies under section 354, 355, or 356.

(2) Special rules relating to paragraph (1).--
(A) Reorganizations described in both paragraph (1)(C) and paragraph (1)(D).--If a transaction is described in both paragraph (1)(C) and paragraph (1)(D), then, for purposes of this subchapter (other than for purposes of subparagraph (C)), such transaction shall be treated as described only in paragraph (1)(D).

(B) Additional consideration in certain paragraph (1)(C) cases.--If--

(i) one corporation acquires substantially all of the properties of another corporation,

(ii) the acquisition would qualify under paragraph (1)(C) but for the fact that the acquiring corporation exchanges money or other property in addition to voting stock, and

(iii) the acquiring corporation acquires, solely for voting stock described in paragraph (1)(C), property of the other corporation having a fair market value which is at least 80 percent of the fair market value of all of the property of the other corporation,

then such acquisition shall (subject to subparagraph (A) of this paragraph) be treated as qualifying under paragraph (1)(C). Solely for the purpose of determining whether clause (iii) of the preceding sentence applies, the amount of any liability assumed by the acquiring corporation shall be treated as money paid for the property.

(C) Transfers of assets or stock to subsidiaries in certain paragraph (1)(A), (1)(B), (1)(C), and (1)(G) cases.--A transaction otherwise qualifying under paragraph (1)(A), (1)(B), or (1)(C) shall not be disqualified by reason of the fact that part or all of the assets or stock which were acquired in the transaction are transferred to a corporation controlled by the corporation acquiring such assets or stock. A similar rule shall apply to a transaction otherwise qualifying under paragraph (1)(G) where the requirements of subparagraphs (A) and (B) of section 354(b)(1) are met with respect to the acquisition of the assets.

(D) Use of stock of controlling corporation in paragraph (1)(A) and (1)(G) cases.--The acquisition by one corporation, in exchange for stock of a corporation (referred to in this subparagraph as “controlling corporation”) which is in control of the acquiring corporation, of substantially all of the properties of another corporation shall not disqualify a transaction under paragraph (1)(A) or (1)(G) if--

(i) no stock of the acquiring corporation is used in the transaction, and

(ii) in the case of a transaction under paragraph (1)(A), such transaction would have qualified under paragraph (1)(A) had the merger been into the controlling corporation.

(E) Statutory merger using voting stock of corporation controlling merged corporation.--A transaction otherwise qualifying under paragraph (1)(A) shall not be disqualified by reason of the fact that stock of a corporation (referred to in this subparagraph as the “controlling corporation”) which before the merger was in control of the merged corporation is used in the transaction, if--

(i) after the transaction, the corporation surviving the merger holds substantially all of its properties and of the properties of the merged corporation (other than stock of the controlling corporation distributed in the transaction); and

(ii) in the transaction, former shareholders of the surviving corporation exchanged, for an amount of voting stock of the controlling corporation, an amount of stock in the surviving corporation which constitutes control of such corporation.

(F) Certain transactions involving 2 or more investment companies.--
(i) If immediately before a transaction described in paragraph (1) (other than subparagraph (E) thereof), 2 or more parties to the transaction were investment companies, then the transaction shall not be considered to be a reorganization with respect to any such investment company (and its shareholders and security holders) unless it was a regulated investment company, a real estate investment trust, or a corporation which meets the requirements of clause (ii).

(ii) A corporation meets the requirements of this clause if not more than 25 percent of the value of its total assets is invested in the stock and securities of any one issuer, and not more than 50 percent of the value of its total assets is invested in the stock and securities of 5 or fewer issuers. For purposes of this clause, all members of a controlled group of corporations (within the meaning of section 1563(a)) shall be treated as one issuer. For purposes of this clause, a person holding stock in a regulated investment company, a real estate investment trust, or an investment company which meets the requirements of this clause shall, except as provided in regulations, be treated as holding its proportionate share of the assets held by such company or trust.

(iii) For purposes of this subparagraph the term “investment company” means a regulated investment company, a real estate investment trust, or a corporation 50 percent or more of the value of whose total assets are stock and securities and 80 percent or more of the value of whose total assets are assets held for investment. In making the 50-percent and 80-percent determinations under the preceding sentence, stock and securities in any subsidiary corporation shall be disregarded and the parent corporation shall be deemed to own its ratable share of the subsidiary's assets, and a corporation shall be considered a subsidiary if the parent owns 50 percent or more of the combined voting power of all classes of stock entitled to vote, or 50 percent or more of the total value of shares of all classes of stock outstanding.

(iv) For purposes of this subparagraph, in determining total assets there shall be excluded cash and cash items (including receivables). Government securities, and, under regulations prescribed by the Secretary, assets acquired (through incurring indebtedness or otherwise) for purposes of meeting the requirements of clause (ii) or ceasing to be an investment company.

(v) This subparagraph shall not apply if the stock of each investment company is owned substantially by the same persons in the same proportions.

(vi) If an investment company which does not meet the requirements of clause (ii) acquires assets of another corporation, clause (i) shall be applied to such investment company and its shareholders and security holders as though its assets had been acquired by such other corporation. If such investment company acquires stock of another corporation in a reorganization described in section 368(a)(1)(B), clause (i) shall be applied to the shareholders of such investment company as though they had exchanged with such other corporation all of their stock in such company for stock having a fair market value equal to the fair market value of their stock of such investment company immediately after the exchange. For purposes of section 1001, the deemed acquisition or exchange referred to in the two preceding sentences shall be treated as a sale or exchange of property by the corporation and by the shareholders and security holders to which clause (i) is applied.

(vii) For purposes of clauses (ii) and (iii), the term “securities” includes obligations of State and local governments, commodity futures contracts, shares of regulated investment companies and real estate investment trusts, and other investments constituting a security within the meaning of the Investment Company Act of 1940 (15 U.S.C. 80a-2(36)) [FN1].

(G) Distribution requirement for paragraph (1)(C).--
(i) In general.--A transaction shall fail to meet the requirements of paragraph (1)(C) unless the acquired corporation distributes the stock, securities, and other properties it receives, as well as its other properties, in pursuance of the plan of reorganization. For purposes of the preceding sentence, if the acquired corporation is liquidated pursuant to the plan of reorganization, any distribution to its creditors in connection with such liquidation shall be treated as pursuant to the plan of reorganization.

(ii) Exception.--The Secretary may waive the application of clause (i) to any transaction subject to any conditions the Secretary may prescribe.

(H) Special rules for determining whether certain transactions are qualified under paragraph (1)(D).--For purposes of determining whether a transaction qualifies under paragraph (1)(D)--

(i) in the case of a transaction with respect to which the requirements of subparagraphs (A) and (B) of section 354(b)(1) are met, the term “control” has the meaning given such term by section 304(c), and

(ii) in the case of a transaction with respect to which the requirements of section 355 (or so much of section 356 as relates to section 355) are met, the fact that the shareholders of the distributing corporation dispose of part or all of the distributed stock, or the fact that the corporation whose stock was distributed issues additional stock, shall not be taken into account.

(3) Additional rules relating to title 11 and similar cases.--
(A) Title 11 or similar case defined.--For purposes of this part, the term “title 11 or similar case” means--

(i) a case under title 11 of the United States Code, or

(ii) a receivership, foreclosure, or similar proceeding in a Federal or State court.

(B) Transfer of assets in a title 11 or similar case.--In applying paragraph (1)(G), a transfer of the assets of a corporation shall be treated as made in a title 11 or similar case if and only if--

(i) any party to the reorganization is under the jurisdiction of the court in such case, and

(ii) the transfer is pursuant to a plan of reorganization approved by the court.

(C) Reorganizations qualifying under paragraph (1)(G) and another provision.--If a transaction would (but for this subparagraph) qualify both--

(i) under subparagraph (G) of paragraph (1), and

(ii) under any other subparagraph of paragraph (1) or under section 332 or 351,

then, for purposes of this subchapter (other than section 357(c)(1)), such transaction shall be treated as qualifying only under subparagraph (G) of paragraph (1).

(D) Agency receivership proceedings which involve financial institutions.-- For purposes of subparagraphs (A) and (B), in the case of a receivership, foreclosure, or similar proceeding before a Federal or State agency involving a financial institution referred to in section 581 or 591, the agency shall be treated as a court.

(E) Application of paragraph (2)(E)(ii).--In the case of a title 11 or similar case, the requirement of clause (ii) of paragraph (2)(E) shall be treated as met if--

(i) no former shareholder of the surviving corporation received any consideration for his stock, and

(ii) the former creditors of the surviving corporation exchanged, for an amount of voting stock of the controlling corporation, debt of the surviving corporation which had a fair market value equal to 80 percent or more of the total fair market value of the debt of the surviving corporation.

(b) Party to a reorganization.--For purposes of this part, the term “a party to a reorganization” includes--
(1) a corporation resulting from a reorganization, and
(2) both corporations, in the case of a reorganization resulting from the acquisition by one corporation of stock or properties of another.

In the case of a reorganization qualifying under paragraph (1)(B) or (1)(C) of subsection (a), if the stock exchanged for the stock or properties is stock of a corporation which is in control of the acquiring corporation, the term “a party to a reorganization” includes the corporation so controlling the acquiring corporation. In the case of a reorganization qualifying under paragraph (1)(A), (1)(B), (1)(C), or (1)(G) of subsection (a) by reason of paragraph (2)(C) of subsection (a), the term “a party to a reorganization” includes the corporation controlling the corporation to which the acquired assets or stock are transferred. In the case of a reorganization qualifying under paragraph (1)(A) or (1)(G) of subsection (a) by reason of paragraph (2)(D) of that subsection, the term “a party to a reorganization” includes the controlling corporation referred to in such paragraph (2)(D). In the case of a reorganization qualifying under subsection (a)(1)(A) by reason of subsection (a)(2)(E), the term “party to a reorganization” includes the controlling corporation referred to in subsection (a)(2)(E).

(c) Control defined.--For purposes of part I (other than section 304), part II, this part, and part V, the term “control” means the ownership of stock possessing at least 80 percent of the total combined voting power of all classes of stock entitled to vote and at least 80 percent of the total number of shares of all other classes of stock of the corporation.
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(a) General rule.--In the case of an exchange to which section 351, 354, 355, 356, or 361 applies--

(1) Nonrecognition property.--The basis of the property permitted to be received under such section without the recognition of gain or loss shall be the same as that of the property exchanged--
(A) decreased by--

(i) the fair market value of any other property (except money) received by the taxpayer,

(ii) the amount of any money received by the taxpayer, and

(iii) the amount of loss to the taxpayer which was recognized on such exchange, and

(B) increased by--

(i) the amount which was treated as a dividend, and

(ii) the amount of gain to the taxpayer which was recognized on such exchange (not including any portion of such gain which was treated as a dividend).

(2) Other property.--The basis of any other property (except money) received by the taxpayer shall be its fair market value.

(b) Allocation of basis.--
(1) In general.--Under regulations prescribed by the Secretary, the basis determined under subsection (a)(1) shall be allocated among the properties permitted to be received without the recognition of gain or loss.
(2) Special rule for section 355.--In the case of an exchange to which section 355 (or so much of section 356 as relates to section 355) applies, then in making the allocation under paragraph (1) of this subsection, there shall be taken into account not only the property so permitted to be received without the recognition of gain or loss, but also the stock or securities (if any) of the distributing corporation which are retained, and the allocation of basis shall be made among all such properties.

(c) Section 355 transactions which are not exchanges.--For purposes of this section, a distribution to which section 355 (or so much of section 356 as relates to section 355) applies shall be treated as an exchange, and for such purposes the stock and securities of the distributing corporation which are retained shall be treated as surrendered, and received back, in the exchange.

(d) Assumption of liability.--
(1) In general.--Where, as part of the consideration to the taxpayer, another party to the exchange assumed a liability of the taxpayer, such assumption shall, for purposes of this section, be treated as money received by the taxpayer on the exchange.
(2) Exception.--Paragraph (1) shall not apply to the amount of any liability excluded under section 357(c)(3).

(e) Exception.--This section shall not apply to property acquired by a corporation by the exchange of its stock or securities (or the stock or securities of a corporation which is in control of the acquiring corporation) as consideration in whole or in part for the transfer of the property to it.

…

Policy issues – what is the corporate tax for?


When should we impose the double tax?


When should we provide special relief for the realization requirements


Debt vs. equity


When distribution – constrictive dividend under 301


311, 331 – ensure double tax of appreciated assets


302, 304, 305, 306 – policing the line between distributions and sales

351, 332, 368 – realization exception – extending nonrecognition and carryover basis to incorporation, liquidation and reorganization transfers)

“Alter ego” problems – 

Counters - substance over form – permits law to disregard formalities

Realization exceptions – 351, etc.

267, 318 – related party attribution – look past formal boundaries to economic interests

Who bears the incidents of corporate tax?

Integration alternative
Campex Shareholders





Elizabeth Kamborian Trust





Others





International Shoe Machine





Campex





77.2%





12.8%





10%





After contributions





$$$





Newco





100%





X





Y





Y





X





W





Newco





W





100%





NewCo





100%





Newco





60%





Y





X





W





40%





Rev Rul 2003-51 says that IRS will treat both W’s contribution to Newco and the WX contribution to Y will both be considered valid 351 transaction, even though they are part of the same transaction and W only ends up with 40% of Newco.





IOU





$20k





100%





G&H





100%





Jetrol





Gilbert





Henry





50%





$20k





G&H





100%





Jetrol





Gilbert





Henry





$20k





50%





100%





IOU





$20k





G&H





100%





Gilbert





Bank





Jetrol





Bank lends 20k to Jetrol, Glbert guarantees





40





Stouffer Note 





$30M 





Stouffer Stock 





$70M 





$30M note





Stouffer





Nestle





Litton





100%





25





All but Hicks (in-law who works for the company) and Other attributable to the Trust due to family attribution





200





Trust – Ella Beneficiary





Other





Hicks





5





Ellen





40





$30M note


Dividend?





Stouffer





John





Hank





Nestle





Litton





100%





Ella





40





Puritan Corp.





6





Y


AB = ?


FMV = ?


E&P = 5k








70% of X





100%





100%





A


AB = 300k


FMV = 800k





F owns 100% of X and Y, sells 70% of X 





X


AB = 2.5k


FMV = 10k


E&P = 5k





7k





B


AB = 600k


FMV = 200k





Super Market Developers





Weston 





SMD’s basis in Stock = $11.7M


FMV SMD stock = $9.3M





X


Asset 1 : AB 200k, FMV 500k


Asset 2 : AB 800k, FMV 500k 


Assets 1 & 2 had been 351 contributed within 2 years


Asset 2 had been AB 800k and FMV 900k





E&P; Accumulated = 100k


	Current = 0





Associated Wholesale Grocers





Other assets





FMV = $9M





Weston markets





FMV = $300k





F





Minority Shareholders





0.3%





99.7%











D





Minority Shareholders





Other assets





FMV = $9M





Weston markets





FMV = $300k





Weston 





SMD’s basis in Stock = $11.7M


FMV SMD stock = $9.3M





Super Market Developers





Associated Wholesale Grocers





Elder, Inc











Elder, Inc





Minority Shareholders





Other assets





FMV = $9M





Weston markets





FMV = $300k





Super Market Developers





Associated Wholesale Grocers





Weston Stock





Weston Stock





Elder, Inc





300k + $9M note





Other assets





FMV = $9M





Weston markets





FMV = $300k





Super Market Developers





Associated Wholesale Grocers





$$$





Y Corp.





X’s basis in stock = $650k





B





Thermostatic Device Assets





Div 1 – Solar


Assets AB = $700k


Assets FMV = $400k





X Corp.





A





P Corp.





C





Div 2 – A/C


Assets AB = $60k


Assets FMV = $100k





Div 2 – A/C


Assets AB = $60k


Assets FMV = $100k





D





P Corp.





C





T SHs





B





Thermostatic Device Assets





Div 1 – Solar


Assets AB = $700k


Assets FMV = $400k





X Corp.





A





Target





Targets Assets





Acquirer





Control (50%)





Substantially all T’s Assets





Step 2 – liquidation into A





F





P Corp.


Target





Targets Assets - $300k operating assets


$700k RE








Q Corp


Acquirer





40%





Step 1 – all T’s Assets





Step 1 – 800k Q stock + $200k cash





S





60%





Step 2 – Liquidate 800k Q stock + $200k cash





CGs Shareholders





Corner Grocery





New Sub





Merge





BQ





BQ Voting preferred





Sub Stock





Sub Stock





$1k CG voting 


preferred
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