CORPORATE TAX OUTLINE

Professor Kurtz

Spring 2000

Unit 1: Rates, Choice of Forms and Classification

	Corporate Rate
	(0, $50,000]
	15%

	§11
	($50,000, 75,000]
	25%

	Graduate rate
	(75,000, 100,000]
	34%

	
	(100,000, 335,000]
	39%

	
	(335,000, 10,000,000]
	34%

	
	(10,000,000, 15,000,000]
	35%

	
	(15,000,000, 18,333,333]
	38%

	
	>18,333,333
	35%

	The corporation as an entity
	(a) Corporation: §7701(a)(3). Includes associations, joint-stock companies, and insurance companies.

(b) Characteristics of a corporation: Reg. §301.7701-2(b)

(1) Associates

(2) an objective to carry on business and divide the gains therefrom

(3) continuity of life

(4) centralization of management

(5) limited liability

(6) free transferability of interest

(c) certain publicly traded partnership treated as corporations §7704

	Choice of Forms
	 C Corporation
	Partnership and S corporation

	organization
	(a) no gain or loss on contributing property to the corporation if control exists;

(b) Otherwise, gain or loss recognized
	(a) no gain or loss on contributing property to the partnership; 

(b) the basis of the property carried over to the partnership;

(c)  the partner’s basis for his interest in the partnership is the basis of the property contributed.

	Taxability of income
	(a) taxable on its income up to 35% (after allowance for business expenses deduction)

(b) Dividends distributed are taxed to the shareholder as ordinary income at rates up to 39.6%;

(c) Undistributed income is not subject to the individual income tax, but it may become subject to the accumulated earnings tax or the personal holding company tax in the hands of the corporation.
	(a) Not taxable as such;

(b) Partners are taxed on their pro rata shares of the firm’s income, whether or not the income is distributed to them. Under the prevailing conduit theory, the character of such items as ordinary income, capital gains or losses, charitable contributions and so forth passes through to the partners;

	Deductibility of losses
	(a) deductible subject to certain carryback and carryforward rules applicable to net operating losses and capital losses;

(b) shareholders may not avail themselves of unused corporate losses; but they may deduct losses on worthless stock.
	(a) Losses deductible directly to partners;

(b) The Partners basis is increased by his share of the partnership debt.

	Fiscal year
	May elect
	The fiscal year of principle partners

	Integration of corporate and individual income tax
	
	


Unit 2: Non-recognition Transfers to Controlled Corporations

	§351(a) General Rules 

(transfer of property solely in exchange for stock)
	Three Requirements
	Property is transferred to the transferee corporation
	(a) Property includes cash (basis = face), equipment, account receivables, buildings, intellectual property, securities, stock etc. NQPS is boot. §351(g); §351(d).

- Hempt bros. Inc. v. U.S. (a cash method partnership restructured as accrual method corporation; holding that A/R is property under §351. Carryover basis).

(b) Stock issued for services rendered or to be rendered to or for the benefit of the issuing corporation will not be treated as having been issued in return for property. §1.351-1(a)(1)(i). Function: taxed as compensation for service rather than CG

(c) But, stock issued for both services and property will be treated as having been issued in return for property, unless (property<10% of stock)

· Accommodation transferor; §1.351-1(a)(1)(ii). and

· the value of the property transferred is of “relatively small value” relative to the stock received for services; §1.351-1(a)(1)(ii). (10% and lower)

	§351(a) 

(continued)
	
	Solely in exchange for stock in the transferee corporation
	(a) Stock includes common and preferred, whether voting or nonvoting, but does not include rights to acquire stock at a fixed price;

(b) Nonqualified preferred stock is boot for purp of taxing recipient.  §351(g). 

· Preferred and limited rights,

· Redeemable or variable dividend rate

· But, still continues to be treated as stock rec’d by a transferor for purposes of §§351(a) & 368(c) and purposes outside of §351, e.g. §§304-306  (Kurtz handout).

(c) A controlling shareholder’s voluntary contribution to the capital of the corporation has no immediate tax consequences, and the basis is added to the basis of existing shares. §1.263(a)-2(f). Q(1)(a). 

· Fink (a dominant shareholder who voluntarily surrenders a portion of his shares to the corporation, but retains control, does not sustain an immediate loss deduction from taxable income.

	
	
	3. Immediately after the exchange, such person or persons are in control of the corporation
	(a) Control means (i) 80% of the total combined voting power of all classes of stock entitled to vote and (ii) 80% of total number of each class of nonvoting stock. §368(c). Rev. Rul. 59-259

(b) control group in such §351 transaction. 

(c) Immediately after: “Mutually interdependence” test applies to whether to combine multiple transactions.  If there is a preexisting binding commitment, such trans will be combined, but if there is not such a commitment, they may or may not be stepped together.

·  American Bantam Car Co. (were the steps so interdependent that the legal relations created by one transaction would have been fruitless without a completion of the series? Holding that the associate had control immediately after the exchange since there is no binding contractual obligation – loss of control 5 days later was not integral part of the transaction)

	
	Tax Consequences
	Transferor
	a) No gain or loss from the transfer of property shall be recognized (mandatory rule). §351.

b) Basis in stock rec’d = basis of property transferred [– boot rec’d + gain recognized.] §358

c) Holding period of the stock tacked with the holding period of the property surrendered. §1223(1).

	§351(a) 

(continued)
	
	Transferee Corporation
	a) No gain or loss shall be recognized for issuing stock (new or treasury stock) in exchange for money or other property. §1032.

b) The capital contribution of money or other property is not income. §118.

c) Basis in property rec’d = basis of property in the hands of transferor + [gain recognized by transferor]. §362 

d) Holding pd carried over.  §1223(2)

	Transfer of Multiple Property

Rev. Rul. 68-55
	General rules

Unit 1, Q5(b)
	(a) In determining the gain or loss, each asset must be treated separately.

· The stock and boot received must be allocated to each asset in proportion to their FMV.

· Boot (if any) is taxable only to the extent of gain recognized, and loss shall not be recognized.

(b) T’s basis in stock = total of the A/B of property transferred – total of boot rec’d + gain recognized.

(c) X’s basis in each asset = original basis + gain recognized (treated separately).

	
	Allocation Table
	Where A transfers assets Q & R, and gets 5x boot, 20x stock:

     Asset:
Q
R
Total
AB
10x
5x
15x

FMV
10x
15x
25x
Ratio
40% (10/25)
60% (15/25)
100%

Boot x ratio %
5x*40%
5x*60%
5x

Stock x ratio %
20x*40%
20x*40%
20x

Realized G/L
0
10x
10x


Recog. G/L
0
3x (5x*60%)

    (Character of gain)

Stock basis = AB + G recog – boot  § 358
Property basis to Corp = AB + G recog – boot  § 362(a)(1)

	§351(b): §351(a) transaction but for boot rec’d in addition to stock

Boot: including NQPS, debt instrument, money, other property

§351(b)

(continued)
	General tax consequences
	Transferor
	(a) Gain = money rec’d + FMV of property rec’d (not stock) - AB, but not exceeding the gain realized.

· Character of gain: determined based on the property surrendered. 

· §1221 (capital assets); §1231 (property used in business, LTCG but OL); §1245 

(recapture of depreciation). 

(b) No loss shall be recognized. Solution: using the loss property to buy stock later.

(c) Basis of stock rec’d = basis of property transferred – boot rec’d  + gain recognized. §358(a)(1)

· If two or more classes of stock are received, such basis must be allocated among the all of the stock in proportion to their respective FMV.

· §1223 (holding period tacked)

(d) The basis of boot received (except money) = FMV. §358(a)(2)

	
	
	Corporation
	(a) Gain or loss: no gain or loss. §1032

(b) Basis of property rec’d = basis of the property in the hands of the transferor + gain recognized by t’or.

(c) The character and holding period tacked.

	
	Debt instrument of X Corp received, installment sale rule applies only to cash method taxpayers.

Q.10

§ 453
	Transferor
	(a) Gain recognized = 
installment payment * profit ratio.

· Gross profit ratio = gross profit/total amount of payment

· Gross profit = total amount of payment – excess basis

· Excess basis in the debt instrument  = excess of A/B of property over FMV of the stock.

· Stock basis = the lower of FMV of the stock or the A/B of property transferred.
(b) Recovery of basis = installment payment * (1 – profit ratio)

(c) No gain recognized until the debt instruments are satisfied. 

(d) The receipt of evidence of payment is not deemed payment, §453(f)(3), unless it is payable on demand, or government bonds. §453(f)(4).

	
	
	Transferee corporation
	(a) Basis in the property received shall be increased together with the recognition of gains by the transferor. Prop. Regs. §1.453-1(f)(3)(ii)

	
	
	Application of Installment sale rule §453
	(a) only to cash basis taxpayers;

(b) a disposition of property where at lease one payment is to be received after the close of the taxpayer year in which the disposition occurs.

	
	Tax treatment of Assumption of T’s liability by X. Q7
	Transferor does not realize income from the release of liability, because the transaction is treated as X paying A/B of the indebtedness to T. X has the same A/B as T in the indebtedness. §108(e)(6).

	§351(b)

(Continued)
	
	For gain or loss purpose
	(a) the assumption of liability shall not be treated as boot rec’d by the transferor in a §351 exchange; §357(a): 

(b) But if the sum of the amount of liabilities assumed (excluding deductible liability for cash method TPs. §357(c)(3)(A)) exceeds the total of the adjusted basis of property surrendered, such excess shall be boot. §357(c)(1). If there is tax avoidance purpose or no bona fide business purpose, the total amount of liability assumed will be treated as boot. §357(c)(2).

· Lessinger (corp’s basis in note issued by T is the face amount of the note). Q.8(a). but, IRS disagrees with this.

· Rev. Rul. 95-74. (environmental liabilities that had not been taken into account in the exchange are not liability for the purposes of §357(c)(1) and §368(d))

(c) But if the principle purpose regarding the assumption of liability has tax avoidance purpose, or has no a bona fide business purpose (burden of proof on the taxpayer), the total amount of liability assumed is boot. If the liability is incurred in the ordinary course of business, it will not be treated as boot under §357(b). Q8(b)

	
	
	For basis purpose
	(a) The assumption of liability shall be treated as boot. §358(d)(1).

(b) But deductible liability under §357(c)(3) shall not be treated as boot. §358(d)(2).

	Other related code sections
	Gain or Loss

OI v. CG
	1. §1239: In the case of depreciable property, and §267 related party between T and X (50% control after the exchange is control), any gain recognized to the transferor shall be treated as ordinary income (purpose: prohibit the related parties from refreshing the assets’ depreciation). Q.(7)

2. §267: No deduction shall be allowed in respect of any loss from the sale of exchange of property, directly or indirectly, b/w persons specified in any of the related parties (family attribution rule, 50% control of corporation)

	
	Character of gain or loss
	1. §1221 (capital asset), and §1223 (holding period)

1. §1231 assets: gain shall be capital gain and loss ordinary loss

2. §1245 recapture of depreciation: for depreciable assets, the sale price is ordinary income to the extent of prior depreciation deduction.


Question. For Q9, what is the basis for stock, the basis for A/P after the exchange? Will A/P have the basis of its face amount, or 0?

How to apply installment sale rule?

Unit 3: Dividends (§301) – Distributions of Cash & Property

	Applicable Distributions
	1. Distribution of property
	(a) Property means money, securities, and any other property

(b) Property does not incl. stock in the distributing corporation. §317(a).

	§301(a)
	2. a corporation to its shareholder with respect to its stock
	(a) to shareholders in their capacity as shareholders;

(b) not incl. salaries or interest payment.

	Computation of E&P
	General Rule

§312 – 3 types of adjustments to go from IT to E&P
	E&P =    

 Taxable Income [ income – business exp –  interest]

· First compute taxable income, and tax payable;

· Note: DRD; exemption for munis; loan interest for tax exempted bonds not deductible; LTCL deductible to the extent of LTCG

 + excluded, exempted, deductible, or deferred items

· Tax exempted interests. §103;

· DRD. §243;

· All gain from the sale of property in an installment sale – § 312 (n)(5)
· The excess of depreciation deductions under accelerated method over straight line method. §312(k)

– non-deductible items

· Unreasonable compensation;

· Excess charitable contributions;

· Disallowed capital losses;

· Deductions disallowed under § 162(c),(e),(f) and (g);

· Distributions of taxable dividends – § 312(a);

· Subsidies or payments to a corporation under § 118 (contributions to capital under Rev. Rul. 66-353)

· Amount received on the issuance of the corporation’s own stock or stock options under § 1032. § 312(f)(1);

· Cancellation of a shareholder’s debt to the corporation – Shephard v. Commissioner;

· Fines and kickbacks.

· Federal income taxes of the year the tax relates (if corporation is in the accrual method) – Mazzochi Bus Co. – Treas. Reg. § 1.312-6(a)
Note: 

(a) Income realized but not recognized shall not be included in E&P.

Bangor & Aroostook R. Co.; §312(f)(1).

(b) carrybacks and carryovers are not included in calculation of E&P.

	Computation of E&P (cont.)
	Installment sale

(mismatch of taxable income and E&P)
	(1) The recognition rule under §312(f)(1) does not apply to installment sale. The gain from the disposition of property by installment sale  in current year must be included in the current E&P

· Note: no federal income tax deduction from E&P since no taxable income. Future tax liability will reduce future E&P. §312(n)(5).
(2) But if the distribution is made to a 20% corporate shareholder, ordinary recognition rule under §312(f)(1) applies in the computation of the shareholder’s income and basis in stock, and the gain from installment sale does not increase current E&P. §301(e). Note: this has no bearing on E&P of the distributing corporation under §312(n)(5) and other shareholders.

· 20% corporate shareholder means any corporation owns at least 20% of combined voting power, or total value of all classes of stock (except nonvoting limited preferred stock), §301(e). (Note dif v. §243 which defines 20% shareholder as possessing ( 20% by vote and value.)

· §301(e) also apply to §312(k) ACRS as to corporate shareholders, i.e. §312(k) is disregarded for 20% corporate shareholders.

	
	Disposition of installment obligations

(mismatch of taxable income and E&P)
	(a) The basis of installment obligation = face value – income that would be recognized were the installment obligation fully satisfied; §453B(b);

(b) The distribution is treated as sale or exchange §311(b);

(c) Gain on disposition = FMV at distribution – AB

(d) However, the basis for §312 purpose is the face value of the obligation, and such installment obligation shall not be appreciated property. On distribution of the notes, no effect on E&P.

	
	Bargain sale of appreciated property to shareholders Q5
	(1) Selling corporation:

· The excess of FMV over sale price shall be treated as distribution; (no gift, must be taxed under §311)  

· The basis of the property must be allocated between sale and distribution proportionately;

· Gain from sale = sale – allocated basis; 

· Gain from dist. = dist. Amt. – allocated basis

· E&P increased by the gains net tax.

(2) Shareholder:

· The portion of dist. must be taxed under §301;

· Basis in property = FMV

	Treatment of the distributing corporation
	Gain or loss

§311
	(a) no gain or loss shall be recognized to the distributing corporation (not in complete liquidation), 

(b) but in the case of distribution of appreciated property, gain shall be recognized as if such property were sold to the distributee at its FMV. (Gain = FMV- AB)

· an obligation of  the distributing corporation, such as a note, is not treated as appreciated property, though it has a zero basis. §311(b)(1)(A).

	
	Effect on Earnings and Profits

§312
	General rule


	(a) on the distribution, E&P shall be reduced by the sum of 

· the amount of money
· the A/B of other property (not appreciated property);

· the principal amount of the obligation of the corporation. (OID rule applies if any)

but not below zero. §312(a)

(b) the distribution is made out of E&P to the extent thereof (not below zero), and from the most recently accumulated E&P. §1.316-2(a).

· current E&P; then

· accumulated E&P

for details, see the shareholder

(c) The adjustment of E&P is made on the date of payment.

	
	
	Appreciated Property §312(b)
	(a) The FMV of the appreciated property is determined as of the date of distribution.

(b) E&P increased by the gain from the distribution minus federal income tax, as E&P available to dividend payment.

(c) After the distribution, E&P decreased by the FMV of the property distributed. §312(b)(2).

	 
	
	Stock & Securities §312(d)
	The distribution of the securities or stock of X or other corporation shall not be considered as dist. of E&P if:

· No G or L to distributee; or

· No tax to distributee for §305(a).

Includes rights to acquire, §312(d)(3).

	Treatment of Shareholders

§301(c)
	Gain 
	1. Character of the Gain

Amount distributed = money + FMV of property at distribution – liability assumed by the shareholder or to which the property is subject 

	Treatment of Shareholders

§301(c) (continued)
	
	(1) Dividend (OI) §316(a): amount distributed to the extent of E&P
(a) first the current E&P of the taxable year;

· computed at the close of the year w/o regard to diminution by reason of distribution.

· If the current E&P is insufficient to cover all distributions made during the taxable year, it must be allocated proportionately among the distributions: current E&P allocated to a distribution = amt. of each distribution* (Total current E&P/Total Distribution) §1.316-2(a)(2).

· If the current E&P is in deficit, the distribution is treated as made out of the E&P accumulated and available at the date of distribution decreased by the prorated current E&P deficit for the entire taxable year on the date of distribution. §1.316-2(b).

Example: AE&P = 40k; CE&P = (5k); dist. 15k on 7/1, E&P at dist = 40 + [(5k)*1/2] = 37.5k.  E&P as of 12/1 = 37.5k - 15k + (2.5k) = 20k. (“add” remaining E&P deficit).

Rev. Rul. 74-164 (Situations #3 & #4)
· in the case of distribution of appreciated property, E&P must first be adjusted by gain recognized and tax paid.

· In the case of installment sale, see above.

(b) then the accumulated E&P.

· If there is no sufficient current E&P, the accumulated E& P is allocated on a first-come first-serve basis to distributions made during that year.

(2)  Basis Reduction for the stock (not taxable):  The portion of the distribution which is not a dividend (dist. – div.) shall be applied against and reduce the A/B of the stock.

(3) Amount in excess of  basis shall be treated as gain from the sale of exchange of property.

2.   Time of inclusion in gross income: When the cash or other property is unqualifiedly made subject to their demand (date of receipt), regardless of the shareholder’s accounting method.

	
	Basis in property received
	FMV of the property distributed (incl. notes).  §301(d).  

Crane doctrine applies – A/B includes assumed indebtedness.

	Dividend Received Deduction for corporate taxpayers
	Application

§246
	(1) Distributing corporation is a domestic corporation §243(a) but not a tax-exempted corp. §246(a)(1)

(2) DRD does not apply to 

· §246(c)(1): any dividend on any share of stock which is held by the TP for 45 days or less during the 90-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 

· Rev. Rul. 82-11: a corporation that receives dividends on stock of a domestic corporation purchased after the record date for the dividend payment is not entitled to the DRD under §243 on the ground that  the div. belongs to the seller on the record date, and the price paid for stock includes purchase price and advance dividend payment. Then the dividend rec’d from X is not based on the 

· buyer’s capacity as shareholder but on the agreement with the seller, and is not dividend.

Rationale: A buys stock for $1000, immediately after the purchase, X declares dividend $100, taxable $20, but the loss is $100(the value of stock is reduced to $900). 

	
	Dividend vs. sale price
	(1) Waterman (Div distribution by the sub [note to parent] before sale of the stock by the parent to a buyer, and buyer buys the note or contributes additional capital to pay the note, holding the div shall be treated as a part of the purchase price paid by B to P in consideration of S’s stock by virtue of “substance over form” doctrine.  All transactions took place on same afternoon!) 

· Tax planning: periodical withdrawal of cash.

(2) Litton (dividend distribution by a note of the sub prior to a sale. holding the distribution was not a part of sale and was dividend there was no buyer in line at distribution).

(3) TSN Liquidating (holding that the distribution immediately prior to a sale by a sub to parent is dividend, on the ground that the distribution comes from the sub, not from the buyer.)

(4) Rev. Rul. 75-493 (holding a cash distribution before a sale of stock by a sole shareholder is dividend, as distinguished from Waterman in that the funds are from the S).

Key: whether the distribution will be contemplated to be paid by the buyer of stock. (if the distribution comes from the sub, dividend; otherwise, if from the buyer, sale price).

	
	Dividends on stock sold
	Dividends will be taxed to the person who has ownership of stock on the date of record.

	DRD (continued)
	The ratio of DRD
	(1) 70% DRD if the corporate SH owns < 20% (by vote or value) of the stock of the distributing corporation;

(2)  80% DRD if 

(a) the share holder owns ( 20% (by vote & value) of the stock of the distributing corporation; and 
(b) the dividend is not qualified dividend available to a member of the same affiliated group.

(3) 100% if the dividend is qualified dividend, which is

(a) the dividend is paid out of E&P; and

(b) the receiving corporation is a member of the same affiliated group as the distributing corporation.

· Affiliated group: 80% voting and value test. §1504.

(4) DRD reduction for dividend from debt financed portfolio stock. §246A
(a) Condition:  portfolio stock is debt financed 

· Debt financed: the debt must be directly attributable to the stock, or secured by the stock if the debt is not expected to be otherwise honored. 

· Portfolio stock is any stock unless:

· P owns ( 50% (by vote and value) of the dividend paying sub; or
· P owns ( 20% (by vote and value) of the dividend paying sub, and 5 or fewer corporations own 50% or more of the stock of the dividend paying sub.

(b) Rule

· Normal DRD * (100% – average indebted percentage).

· Average indebted percentage = average indebtedness/average adjusted basis of the stock

Purpose:  to prevent double deductions by DRD and interest.

(5) LBO: 80% LBO. §246A does not apply b/c not portfolio stock. But §1059 may apply.  80% DRD only (why?). 20% div. Taxable, 80% reducing basis.

	DRD (continued)
	Extraordinary dividend

§1059
	(1) Conditions:

(a) Extraordinary dividend rec’d by a corp.:

· ( 10% of the A/B of common stock

· ( 5% of the A/B of preferred stock; and

(b) holding period < 2 years before the dividend Announcement date

(2) Tax effects:

(a) the basis of the stock shall be reduced by the nontaxable portion of the dividend rec’d.

(b) the excess of nontaxable portion of such dividend over the A/B of the stock shall be treated as gain from the sale or exchange of such stock.

(3) Rationale: to prohibit loss deduction by contributing property to a corp., which pays dividend (DRD)  immediately after the transfer, and selling the stock at loss.

(4) Exceptions: §1059(e)(2)(B) provides that on a consolidated return it will be treated as a single corporation.

(5) §1059 can apply to any transaction taxed as a dividend ( Distributions in redemption of stock under §302(d); Redemptions through related corporations under §304(a).


How to determine the affiliated group? 80% voting and value? Chain corporation, sister corporation?

Q1(2)(d): deficit current dividend. Accumulated E&P as of 4/2 = (-100*1/4) + 100 = 75. E&P for A/B = 37.5. E&P at the end of the year = - 75. ?

Unit 4:
Redemption (Distribution in Redemption of Stock)

	Introduction
	Definition of redemption §317(b)
	(1) redemption means that the corporation acquires its stock from a shareholder in exchange for property;

(2) property: money, securities and any other properties, but excluding stock in the distributing corporation. §317(a)

	
	Constructive ownership rules 

§318 


	Family attribution

(a)(1)
	(a) his spouse (not incl. separated)

(b) his children, grandchildren, and parents. 
(lineal only, two steps down, one step up)

(c) Family discord does not affect the application. Rev. Rul. 80-26.

	
	Applicable to §§302, 304, 306.
	Entity to beneficiary attribution (a)(2)

Proportionality rule
	(a) from partnerships and estates and trust: attributable to the beneficial owners only in proportion to their ownership interest.

(b) From corporations: attributable pro rata only to those shareholders (if any) who own (actually or by attribution) 50% or more by value of the corporation’s stock.

(c) Stock attributed from a beneficiary to an entity cannot be reattributed out to another beneficiary. 5(C)

	
	
	Beneficiary to entity attribution (a)(3)

Full attribution rule
	(a) stock owned, directly or indirectly, by partners, beneficiaries, and shareholders generally is attributed in full to the partnership, estate, trust, or corporation.

(b) For a corporation, only stock owned by a shareholder owning 50% or more of the value of a corporation’s stock is attributed to the corporation.

	
	
	Option Attribution

(a super-attractor)

(a)(4)
	(a) a person who has an option to acquire stock is deemed to own the optioned stock (but not other stock owned by the optionor).

(b) *For purpose of the substantially-disproportionate test, only stock actually issued and outstanding counts. 

(c) If stock may be considered owned by an individual under (1) and (4), it must be considered owned by him under option attribution. Therefore the stock constructively owned may be reattributed. §318(a)(5)(A)

	
	
	Reattribution rules
	(a) Generally, constructive ownership may be reattributed except for

· stock constructively owned by a person by reason of family attribution shall not be reattributed to another family member.

· stock owned constructively by an entity by reason of B to E attribution shall not be reattributed from E to B.

	Redemption treated as exchanges

§302(b) “Safe Harbors”
	Substantially disproportionate redemption §302(b)(2)

(Redemption of Voting stock)
	Three requirements
	(a) immediately after the redemption, the shareholder must own less than 50% of the total combined voting power of all classes of outstanding stock entitled to vote;

(b) the shareholder’s percentage of the total outstanding voting stock immediately after the redemption must be less than 80% of his percentage of ownership of such stock immediately before the redemption;

(c) the shareholder’s percentage of outstanding common stock (voting or nonvoting) after the redemption must be less than 80% of his percentage of ownership before the redemption.

· This requirement does not apply if the SH does not own any common stock. Rev. Rul. 81-41. Q1hii.

Note: contingent voting stock is not voting stock. §1.302-3

	
	
	"Piggyback" Redemptions:  Redemption of Nonvoting Stock
	(a) Redemptions solely of nonvoting stock are not within § 302(b)(2) because the SH does not reduce voting power.

(b) If a corporation redeems sufficient voting stock from a SH to meet §302(b)(2), a redemption of nonvoting preferred stock which is not §306 stock in the same transaction also qualifies as an exchange. §1.302-3(a).


	Redemption treated as exchanges (continued)
	
	Step transaction doctrine §302(b)((2)(D)

Q(1)(g).
	§302(b)(2) shall not apply to redemption under 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.

	
	Termination of shareholder’s interest §302(b)(3)
	Requirement
	(a) All of the stock of the corporation owned by the shareholder must be redeemed completely;

(b) Note attribution rules.

	Redemption treated as exchanges (continued)
	
	waiver of family attribution rule §302(c)(2)

(but other attribution rule does not waive)

Q2d


	(a) family attribution rule may be waived (but others apply) if:

· immediately after the distribution, the distributee has no interest in the corporation (incl. an interest as officer, director, or employee) other than an interest as a creditor; and
Lynch v. Comm.
Q2ci. Stock as security. (look forward rule)
· 10-year look forward rule: no acquisition of the stock in following 10 years (except by bequest or inheritance);

· agree to notify the Secretary of any acquisition

· each related person agrees to be jointly and severally liable for any tax deficiency.

(b) 10-year look-back rule: the waiver will be denied if

· the stock redeemed was acquired by the distributee within previous 10 years from a person whose stock may be attributed to him; (father-son); or
·  any related person owns stock at the time of the distribution, and acquired any stock from the distributee within previous 10 years; unless such stock so acquired from the distributee is redeemed in the same transaction; (spouse to spouse).

(c) However, 10-year look-back rule does not apply if the principle purpose in such transfer was not for tax avoidance purpose. §302(c)(2)(B). 

· A mere gift of stock to a person in a lower tax bracket does not have tax avoidance motive. §1.302-4(g)(2).

· If the principal purpose was to transfer business control, not tax avoidance purpose. Rev. Rul 77-293.

	
	Redemption not essentially equivalent to dividends §302(b)(1) 
	Requirements
	(a) available even if it is not a (2); (3); or (4).

(b) Test:  “Meaningful reduction” test, Davis: meaningful reduction of the shareholder’s proportionate interest in the corporation:

(d)  All attribution rules apply. Davis
(e) Interest reduced:

· voting control: A reduction in voting power is a key factor. (control)

· right to dividend; 

· right to assets. Himmel. 

(f) must be Meaningful: depends on facts and circumstances

	
	
	Redemption of Nonvoting Preferred Stock:
	(a) Rev. Rul. 85-106 (a redemption solely of nonvoting preferred is not meaningful b/c the shareholder remains the same voting power as before).

(b) If a corporation redeems 50% of the nonvoting preferred stock of a SH who owns no other class of stock, the distribution will be meaningful.  Reg. § 1.302-2(a).

(c) Rev. Rul. 77-426: Redemption of any amount of pure preferred stock is not essentially equivalent to a dividend if the SH does not own any other class of stock, directly or constructively. Or where the SH’s voting power is small (Agway Inc.)

	Redemption treated as exchanges (continued)
	
	Redemption of voting stock
	(a) A pro rata redemption of voting stock is always treated as dividend.

(b) Super-control: Rev. Rul. 78-401 (Loss of super majority (from 90% to 66%) is not a "meaningful reduction", TP claims loss of control of important issues).

(c) If the shareholding drops to 50% after the redemption and there is only one other unrelated shareholder, such redemption is a sale. Rev. Rul. 75-502. However, the result might be different if the remaining shares are widely dispersed and 50% of the vote amounts to effective control.

(d) A redemption that crosses the 50%-control line is most likely to be treated as a sale.

(e) Redemption from one level below 50% to another lever:

· Loss of conjunctive control: Rev. Rul. 76-364 (A reduction of common stock ownership from 27% to 22% is meaningful where the remaining shares are owned by three unrelated SHs because the redeemed SH lost the power to control the corporation in concert with one other SH).

· Where there is no possibility of control participation by a minority shareholder (esp. in public companies), any degree of vote reduction will apparently result in sale treatment. Rev. Rul. 76-385 (a reduction from 0.001118% to 0.001081% )

· But: Rev. Rul. 81-289. (In a self-tender of shares by a publicly-held corp.), a tender of shares which does not reduce the ownership percentage, there will be no meaningful reduction)

	Redemption treated as exchanges (continued)
	Tax effects
	Shareholder
	(a) gain shall be recognized the same as sale or exchange to a third party;

· If the payment is made in installments, installment sale rule shall apply. 
Gain =  payment* profit ratio 

(b) In the case of losses, §267 disallows a deduction if the redeemed SH owns directly or indirectly more than 50% of the corporation's stock

· The 50% threshold is measured before the transaction. (Q(1)(g))

(c) Basis of property received = cost

	
	
	Issuing Corporation
	(a) Gain from appreciated property

· E&P shall increase.

(b) Basis in redeemed share takes cost basis

(c) E&P is reduced by the amount of the ratable share of E&P attributable to that stock, But the reduction may not exceed the amount distributed. §312(n)(7).

E&P = Beg. E&P * [1 - (redeemed shares)/(total outstanding shares before the redemption)]

· In case of installment sale, solely for purposes of calculating E&P, installment method is disregarded. §312(n)(5).

(d) Any remaining amount distributed goes to reduce the capital account.

	Redemption treated as §301 distribution of property §302(d)
	Requirement
	(a) pro rata redemption will always be considered as distribution of property;

(b) the redemption cannot meet the safe harbor rules. §302(d)

	“essentially equivalent to dividend” rule
	Tax effects
	Issuing Corporation
	(a) Gain from appreciated property;

(b) Basis in redeemed shares = cost.

(c) E&P shall be adjusted in the same way as w/ other dividends.

	No §302(b) safe harbor ( § 301

Redemption treated as Dividend (continued)
	
	Shareholder


	(a) Gain or loss: 

· dividend income (OI) to the extent of E&P of the issuing corporation (pro rata);

· basis reduced, not below zero;

· gain from exchange to the extent amt. in excess of A/B.

(b) Basis in the remaining stock:

Increased by the A/B of stock redeemed (reduced by the amount of distribution in excess of dividend); Reg. § 1.302-2(c)

(c) If no stock remains, basis of the stock redeemed reverts to the basis of stock held by the related party whose relationship causes control. Reg. § 1.302-2(c). If more than one, pro rata between them.

(d) Basis in property received = FMV

	
	
	Corporate SH.
	(a) DRD treatment: 70%, 80%, 100%.

(b) Extraordinary dividend §1059

(i) Div.: 10% (C/AB), 5%(P/AB)

(ii) <2 year holding period

(c) Automatic ED: If the redemption is not pro rata as to all SH, the amount treated as dividend will automatically be extraordinary dividend without regard to holding period. §1059(e)(1)(A)(ii)

(d) Tax effect: 

· Basis of stock reduced by the non-taxed portion (DRD)

· Any excess over the basis shall be gain from sale or exchange.

	Constructive distribution
	(a) A and B are shareholders of X. A sells its stock to B who assigns the contract to X, and X pays to A; 

· At the time X pays off the notes, if B had unconditional obligation to purchase A’s stock, such payment results in the constructive distribution to B.

· Options, conditional are not considered constructive. It can also change prior to the date of payment.

· Constructive distribution is taxable as §301 distribution. Rev. Rul 69-608

(b) Tax effects:

· A:  

· Installment sale/gain; 

· Basis in note: face amount-gain recog.

· X:  depends on whether it is constructive distribution.

· Gain from appreciated property; E&P increased (net tax)

· E&P pro rata reduction. 

· No deduction for redemption expenses.§162(k).

· B: §301(c) recap:

· Dividend (OI) to extent of E&P of X;

· Then applied against and reduces A/B of B’s stock;

· Gain from exchange to the extent amt. in excess of A/B.


	Redemptions by Affiliated (related) Corporations
	Definitions
	§304 Control:

Degree of affiliation §304(c)
	(a) Control means:

· at least 50% of the total combined voting power; or
· at least 50% of the total value of shares of all classes of stock; or
· chain control (A controls B and B controls C, then A controls C), w/o regard to any attribution rule.

(b) attribution rule under §318 applies for determining control, but in case of attribution 

(i) from beneficiary to a corporation: if ownership

· ( 50%, full attribution;

· [5%, 50%), attribution of proportionate ownership;

· < 5%: no attribution.

(ii) to beneficiary from corp.: 5% proportionality rule.

	
	
	Property

§317(a)
	Property means money, securities and other property (incl. notes of acquiring corp.), but does not mean stock of the acquiring corporation (distributing corporation). Q4e.

	
	Acquisition by subsidiary

(downstream stock sales)
	Requirement
	(a) a shareholder transfers stock of one corporation (the issuing corporation) to the other corporation (the acquiring corporation) in exchange for cash or other property, and
(b) the issuing corporation is in control of the acquiring corporation.

	Redemptions by Affiliated (related) Corporations (continued)
	Tax Effect
	Controlling shareholder
	(a) such property shall be treated as a distribution in redemption of the stock of the issuing corporation under §302 (attribution rules);

· shares held by the sub (acquiring corp. is considered outstanding).

(b) If it is a §302 exchange: 

· CG; 

· Basis in property rec’d = cost. 

(c) If it is a §301 distribution: 

· Dividend to the extent

· first E&P of the acquiring corp.

· then E&P of the issuing corp.

· the unused basis of the stock sold

· reverted to the remaining stock in the issuing corp.

· If no stock remaining, to stock held by related parties, the constructive ownership of which caused the shareholder to be in control of the parent. 

	
	
	Acquiring Corp.
	Basis in the stock of the issuing corp. = cost

	
	
	Issuing Corp.
	The issuing corp.’s E&P changes in case of §301 applies.

	
	Acquisition by related corporation (brother-sister
Lateral stock sales)
	Requirement
	(a) a shareholder transfers stock of one corporation (the issuing corporation) to the other corporation (the acquiring corporation) in exchange for cash or other property, and

(b) the shareholder controls both the issuing corporation and the acquiring corporation.

	
	Tax Effects
	Such property shall be treated as a distribution in redemption of the stock of the issuing corporation by the acquiring corp. under §302 (attribution rules). §304(a)(1).

	
	
	Controlling shareholder
	(a) In case of §302(b) exchange (safe harbor): 

· Gain = Sale – A/B; 

· Basis in the remaining stock of the issuing corp. unchanged 

· Basis in the stock of the acquiring corp. is unchanged §1.304-2(a)

(b) In case of §301 distribution: 

· Gain: §301(c)

· Dividend: E&P of

· First Acquiring Corp;

· Then Issuing Corp

· Basis reduction

· Gain 

· Basis in the stock of the acquiring corp. = original basis + basis of the stock surrendered (adjusted by the recovery of basis under §301. (deemed §351 exchange) §1.304-2(a)

· Basis in the remaining stock of the issuing corp. will be unchanged, except increased by the basis of the stock sold if the shareholder does not hold any stock of the acquiring corp.

· If the shareholder owns neither the stock of the acquiring corp. nor the issuing corp., the basis disappear.

	
	
	The acquiring corp.
	(a) No gain no loss.

(b) Basis of the stock of the issuing corp. = basis in the hand of the shareholder  + any gain (but not dividend) the controlling shareholder recognizes. (§362(a); deemed capital contribution under §351) §1.304-2(a)

(c) E&P reduced by the amount of dividend.

	
	
	The issuing corp.
	(a) E&P: 

· Under §301: after the E&P of acquiring corp.

	
	Coordination with §351 
	General rule §304(b)(3)
	(a) if the property includes the stock of the acquiring corp., the stock rec’d is not property as defined, and shall apply §351 rule; other property shall apply §304 rule.

(b) The basis of the stock surrendered must be allocated b/w §351 and §304 transactions proportionate to the FMV of the property and stock.

	
	
	§351 part
	(a) Gain = the lower of the amount of boot or gain realized;

(b) Basis carried over.

	
	
	§304 part
	Use the above rules


The effect of Redemption of A stock to B?

(c)(i) only exercised option counted for a corp.?

(4)(b): A’s basis in Y stock = 140 + 200 – 300 = 40. Why 300? In §301(c) distribution: 200 dividend; 200 recovery of capital (so the basis of X stock is reduced to zero). A’s basis in Y must is a result of §351: original basis + basis of contributed stock (0) = 140.

Under §301, will X realize capital gain for amount in excess of basis? 500-200-200 = 100 here.

Unit 5

Stock Dividends

	General rule §305(a)
	Shareholder: Non-recognition of gain
	Except as provided in §305(b), 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.

· Preferred on common (the only class)

	Stock includes the right to acquire stock. §307(d)(1)
	Shareholder: Adjustment of the basis of stock §307(a)
	(a) The A/B of the old stock shall be allocated between the old stock and new stock in proportion to the FMV of each on the date of distribution.

· As to rights to acquire stock, if the stock is later acquired, the A/B of such stock shall be the allocated basis of old stock plus the cost. §1.307-1

(b) The identification of the old and new shares is continued in §1223(5). The holding period of old shares is tacked onto the holding period of the new shares.

	
	Corporation
	(a) Such distributions do not reduce the earnings and profits account of the distributing corp. §312(d)(1)(B)

(b) No gain or loss. §311(a)(1)

	Exceptions to general rule: taxable stock dividends (non-pro rata dist.) under §301.

Tax effect see the above.
	Distribution in lieu of money (b)(1) (optional distribution)
	(a) Requirement: the distribution is payable either in its stock or property at the election of any of the shareholder regardless of 

· whether exercised before or after the declaration, 

· whether actually made in whole or in part in stock or in stock rights; 

· whether all or part of shareholders have the election.

(b) The amount of dist. = the amount of money

	§305(b)

Amount of distribution = FMV of the stock §1.305-1(b)

Stock dividends §305 (continued)
	Disproportionate distribution (b)(2)

(incl. a series of distribution having the same effect)
	(a) Requirement:: the distribution has the result of 

(Must in their capacity as a shareholder)

(A) the receipt of property by some shareholders,  

(i) 36-month safe harbor: Absent a plan, where the receipt of cash or property occurs more than 36 months following or before a distribution or series of distribution of stock, §305(b)(2) does not apply.

(ii) Distribution of cash in lieu of fractional shares: §305(b)(2) does not apply if

· Purpose: administrative convenience;

· Not to give any particular group of shareholders an increased interest in the assets or E&P;

· The total amount of cash distributed in lieu of fractional shares is 5% or less of the total FMV of the stock distributed.

            (iii) A distribution of property incident to an isolated redemption of stock (e.g., a tender offer) will not cause §305(b)(2) to apply.

(B) an increase in the proportionate interests of other shareholders in assets or E&P of the corporation.

· In cases where there is more than one class of stock outstanding, each class of stock is to be considered separately. 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.

· E.g., If a corp. has two classes of C/S 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 §301 applies.

(b) Convertible security (to the common stock) is considered stock, and a stock dividend in the common stock is treated as §301 distribution b/c increase of interest of the common stockholders.

	
	Distribution of common and preferred stock (b)(3) 


	(a) Requirement:  the distribution has the result of 

(A) the receipt of P/S by some common shareholders, and

(B) the receipt of C/S by other common shareholders.

(b) essentially the same as disproportionate distribution other than preferred in lieu of property.

	
	Distribution on preferred stock (b)(4)
	Any distribution made with respect to P/S except for an adjustment of conversion ratio due to a stock dividend or stock split of the underlying stock.

	
	Distribution of convertible preferred stock (b)(5)
	(a) Requirement: the distribution is of convertible preferred stock, unless it is established to the satisfaction of the Secretary that such distribution will not result in disproportionate increase in interest.

	Deemed distribution §305(c)
	General rule

Disproportionate increase of interest in E&P or asset.
	(a) Events: 

· a change in conversion ratio

· a change in redemption price

· a difference b/w redemption price and issue price

· a redemption which is treated as a distribution to which §301 applies

· any transaction (incl. Recapitalization) having a similar effect on the interests of any shareholder 

(b) result in increase in proportionate interest in earnings and profits or assets and by any SH.

	Tax effect under §301
	shareholder
	(a) §301(c) treatment (dividend, A/B reduction, gain.)

(b) basis in the stock distributed = FMV

(c) holding period: start on the date of distribution

	
	corporation
	(a) no gain on the distribution of stock §311(A)

(b) E&P reduced by the amount of distribution (FMV)

	Disposition of §306 Stock
(preferred stock bailout)
	Rationale
	Chamberlin Arrangement: §305(a) tax free stock dividends of preferred-on-common may be sold to realize capital gain; and then the corp. has the preferred stock redeemed as complete under §302(b)(3). §306 deals with this issue.


	Disposition of §306 Tainted Stock (continued)
	Definition of §306 stock (tainted stock)

§306(c)
	(a) stock rec’d as tax-free dividend: stock dividend paid on common which is not common (preferred) which was distributed to the SH without taxation under §305(a).

(b) stock rec’d in corporate reorganizations: preferred stock rec’d in exchange for tainted stock.

(c) stock with transferred or substituted basis: any stock (incl. common) the basis of which is determined by reference to the basis (in the hands of transferor) of §306 stock. (gift, §351 contribution)

§306(c)(1)

· in a §351 transaction, the contribution of §306 stock will double the tainted stock (one in the hands of the corp., the other those stock rec’d by the SH.)

	
	Special rules
	(a) “No E&P” exception to §306 stock: §306(c)(2)

· if the E&P of the corp. is zero at the distribution of the above stock, such stock shall not be §306 stock. But if there is any amount of E&P (even $1), all of such stock will be §306 stock.

(b) Stock rec’d in §351 exchange: §306(c)(3)

· Evil: A, who is the sole shareholder of X corp.,  creates a Newco Y without E&P, and then transfers X common stock in exchange for Y’s preferred stock. It is tax-free §351 transaction by virtue of §304(b)(3) b/c only stock rec’d (assume it is QPS). A can then sell P/S to bailout E&P of X.

· §306(c)(3) imposes §306 taint on the preferred stock acquired in a §351 exchange if a distribution of money, in lieu of the stock, would have been treated as a dividend to any extent. In determining E&P for dividend purpose,  §304(b)(2) applies to pool the E&P of Y and X (first the acquiring corp. Y, then the issuing corp. X) for purpose of no earning no taint exception and §306(a)(1) determination of the amount of OI.

	
	Redemptions
	(a) The full amount rec’d by the SH is to be treated as a §301 distribution.

(b) It is taxable as an actual dividend to the extent of E&P as of the year of redemption; the balance, if any, is a return of capital.

(c) E&P shall be reduced.

	Disposition of §306 Tainted Stock (continued)
	Sales or otherwise disposed of
	(a) The amount realized from the sale shall be treated as ordinary income to the extent of the ratable share of the amount which would be dividend if the crop. distributed money in an amount of the FMV of such stock at the time of distribution.

(b) The remaining balance is first applied against the A/B of §306 stock.

(c) The excess is treated as gain from the sale of such stock.

(d) No loss shall be recognized.

(e) Note: E&P is not reduced by the sale and no DRD to corporation under §243.

	
	Basis of the §306 stock 
	The unrecovered basis of the §306 stock redeemed or sold is reverted to the remaining outstanding stock of the SH. 

	
	Exceptions to §306(a)
	(a) Termination of Shareholder’s interest: if the disposition

· Is not a redemption

· Not to a person whose ownership of whose stock would be attributable to the SH (§318 rules)

· Terminates the entire stock interest of the SH in the corp. (§318(a) applies)

Or, if the disposition is a redemption, and §302(b)(3) applies (complete termination).

(b) Liquidation: §306 stock is redeemed in complete liquidation.

(c) Transactions where no gain or loss is recognized

· Gift: §306 taint is carried over to the donee;

· §351 and reorganization (except for CS), §306 taint carries over to the stock rec’d.

(d) Transaction not in avoidance of tax (catch-all): the taxpayer has the burden to prove that the principle purpose of the transaction is not to avoid federal income tax.


Unit 6       Complete Liquidation

	Definition
	A distribution or a series of distributions in redemption of all of the stock of the corporation pursuant to a plan. §346. 

	Complete Liquidation (non subsidiary)

(note rules regarding sale of property all apply: §1239, §1245; §1231)
	Shareholders
	Gain or loss §331(a)
	(a) Complete liquidation is treated as a sale/exchange of SH’s stock: 
CG/CL = FMV of property and money rec’d – A/B of stock

· FMV of the property rec’d is calculated after payment of the federal tax by the corp.

· If SH takes property subject to liability, or assumes Federal tax liability resulting from liquidation, the A/B of the stock will be increased by the amount of such liability.

(b) If a SH receives an installment note in a complete liquidation, and has a gain as a result of liquidation, then the receipt of payments under such obligation shall be treated by the SH as payments for the stock. §1.453(h)(1)(A). 

· Shareholder’s basis in the stock is recovered over term of the note under the installment method. §1.453-11(a)(5) ex. 2(iii)

	
	
	Basis in the property rec’d
	FMV of such property at the time of distribution. §334(a).

	
	Corporation
	Gain or loss
	(a) G or L is recognized to the liquidating corp. as if the property were sold to the distributee for its FMV with certain limitations for loss property under §336(d).

· In case of liability assumed by the SH, the FMV of such property shall not be less than the amount of such liability. §336(b)

(b) On distribution of installment note to the distributee, liquidating corp. will recognize gain equal to excess of FMV of the note over the A/B of the note. §453B(a)

	Complete Liquidation (non subsidiary)

(continued)
	
	Limitations on recognition of loss §336(d):

No loss shall be recognized 
	(a) Distribution to related persons as defined in §267, if either

(i) such distribution is not pro rata; or

(ii) the distributed property is disqualified property, which is 

·  any property acquired by the liquidating corporation in a §351 exchange, or 

· as a contribution to capital during the 5-year period ending on the date of the distribution.

      Note: If the parties are unrelated, the loss can be recognized even if it is a dist. of disqualified property.

      Note: The A/B of stock is not affected by the nonrecognition of loss.

      Note: include built-in loss and after-acquisition loss, prevailing over (b).

(b) Tax avoidance through §351 transaction: 

· The built-in loss at the time of acquisition shall not be recognized on any sale, exchange, or distribution of property, if the property is acquired by the liquidating corp. in a transaction to which §351 applied or as a contribution to capital and the principle purpose of such acquisition was to recognize the built-in loss by the liquidating corp.

· Tax avoidance is presumed, if any property was acquired w/in 2 years of the date of the adoption of the plan of complete liquidation. But there is no time limit if there is tax avoidance purpose.

(c) Distributions to parent shareholder: 
if there is a distribution to parent corp. pursuant to a plan of liquidation, no loss shall be recognized by the liquidating subsidiary on distribution to minority shareholders as well as to the parent SH.

	Complete Liquidation of a Subsidiary
	Requirements
	Control requirement

§332(b)(1)
	(a) P owned on the date of the adoption of the plan of liquidation and has continued to own until the receipt of the property directly at least 80% of voting power and 80% of the total value of the stock of S.

(b) Said stock does not include Non-participating, nonvoting, nonconvertible preferred stock for 80% of value test.

	Complete Liquidation of a Subsidiary (continued)
	
	Time Frame requirement
	(a) If no formal plan of liquidation is adopted, it must be completed w/in the taxable year (if start on Dec.1, only 1 month). In such case, the adoption of a shareholder resolution is considered an adoption of a plan.

(b) If a formal plan of liquidation is adopted, it must b completed w/in 3 years after the closing of the current tax year.

(c) Rev. Rul. 75-521. If P buys stock from minority SHs in order to obtain 80% control, the date chosen by P will be respected;

(d) Rev. Rul. 71-07: If P causes S to redeem the stock of the minority shareholders in order to obtain 80% control, the date of redemption is the date of liquidation.

	
	Liquidating Sub.
	Gain or loss 
	(a) To the 80% distributee (P): No gain or loss shall be recognized to the liquidating subsidiary on a distribution of any property in a complete liquidation to which §332 applies. §337(a)

(b) To minority shareholders: gain or loss shall be recognized to the liquidating sub. on the distribution of any property in a complete liquidation. §336(a), subject to 2 loss limitations:

· §336(d)(3): no loss shall be recognized to the subsidiary on a distribution of property to minority shareholders if there is a §332 transaction. (solution: transfer loss property to P);

· §336(d)(2): built-in loss acquired in a §351 transaction for tax avoidance purpose. see above.

	
	
	E&P 
	§312(f): E&P must be increased or decreased by the amount of gain or loss recognized, but generally, E&P will not be reduced, b/c no loss will be recognized in §332 transaction.

	
	Parent Corp.
	Gain or loss
	No gain or loss shall be recognized on the receipt of property distributed, but only if the control requirement and time frame requirement are satisfied.

	
	
	Basis of property rec’d and stock

§334(b)
	(a) the basis of property rec’d shall be the same as it would be in the hands of S; but if gain or loss is recognized, the FMV. (carried-over basis)

(b) The basis of stock disappears.

	
	
	Carryovers of tax attributes of S. §381
	(a) the carryovers is proportionate to its ownership in the sub.

(b) Items:

· Net operating loss §381(c)(1)

· E&P, etc.§381(c)(2)

	
	Minority shareholders
	Gain or loss

§331(a)
	Treated as sale or exchange:

G/L = FMV of property rec’d – A/B

	
	
	Basis §334(a)
	A/B = FMV at time of distribution

	Taxable Corp. Acquisition & §338 Election

To corporate buyers.
	Patterns
	(a) X has a sole asset, which P wants to buy. X is wholly owned by B. Choice for sale of the asset

· Asset sale

· X sells the asset to P and then liquidates

· X liquidates and B sells it to P

· Stock sale from B to P, then P liquidates X or continues to operate X.

(b) In case of stock acquisition, P can obtain stepped-up basis in the asset only by liquidating X after the acquisition, and pays tax. However, if P is a corporation rather than an individual, P cannot liquidate X to obtain stepped-up basis b/c of §334(b) non-recognition rule. In order to make P indifferent to whether to acquire stock or asset, §338 allows P to do so by recognizing inherent gain in X.

	
	Qualified Stock Purchase

§338(d)(3)
	Transaction or series of transaction within 12 months period in which purchasing corp. purchases stock in a target constituting at least 80% of total voting power and 80% of total value. [one year acquisition rule]

· 80% must be acquired within such 12-month purchase;

· The purchase of stock passing 20% line shall be the first purchase, and the remaining 80% (incl. this purchase) must be acquired w/in 12 months.

	
	§338(g) election (seldom used b/c tax paid to get a stepped-up basis today is worth less than future tax deductions.)
	(a) As to ASP, purchasing corp. must make the election no later than 15th day of 9th moth after the month in which “acquisition date” occurs. Once made the election is irrevocable; §338(g)

· acquisition date: the first date within 12 month acquisition period of the Qualified Stock Purchase. §338(h)(2)

(b) §338(g) election does not affect the seller, since target’s deemed sale of its assets (to itself) is deemed to occur at the close of the acquisition date and the new target is responsible for the resulting tax.

(c) The new target cannot become a part of buyer’s consolidated group b/c reducing the gain, resulting from deemed sale, by buyer’s own losses is not allowed.

	Taxable Corp. Acquisition & §338 Election
	§338(h)(10) Joint Election by Purchaser and seller (Sale of stock is treated as sale of assets, often used)
	(a) Election may be made if

· Target Corp. was a member of selling affiliated group before the transaction;

· Selling consolidated group: any group of corps. which includes the target corp. and files a consolidated return.

· Purchaser must be a corporation

· Target recognizes gain or loss with respect to deemed sale of its assets under §338(g) election. §338(h)(10)(A).

Tax effect: non-recognition of gain or loss on sale of target’s stock.

(b) Purpose: the election is made jointly by the seller and purchaser (§338(g)) in order to prevent double tax resulting under §338(g) election on the (i) gain recognized by Sub. on deemed sale of assets and (ii) gain recognized by a parent on the sale of sub’s stock.  Essentially, the sale of stock is disregarded.

(c) The parent corp., not the purchaser, carries the burden of tax resulting from the deemed sale of assets by sub. However, seller does not recognize any gain on sale of the sub’s stock.

(d) Such election is advantageous when the sub.’s insider asset gain is lower than parent’s outside stock gain. 

E.g. P controls S, and B wants to buy S’s assets. P then wants to sell S stock to B.  For P and S, there will be only one tax, B has no tax.  Under (h)(10), if B buys P’s S stock in cash, it can treat the transaction as if B buys S’s assets.  For P and S, it will be treated as S selling its assets.  The tax will be paid by P.  B then takes T stock.  The sale of stock is ignored.  There is actually no liquidation involved, but the same result.  Also, S becomes new S, and all tax history of old S goes back to P.  New S is considered a new company.

	
	Tax Effect of §338(g) Election or §338(h)(10) Election
	The target
	The target (X) is treated as

(a) sold its assets at the close of the acquisition date at their FMV in a single transaction,  §338(a)

· Gain = FMV – A/B (where FMV = purchasing’s cost + liab of acquired)

· Fed. tax = gain * TR

(b) become a new corp. that purchased all the asset (not necessarily for the same value) as of the beginning the following day.

· X’s A/B  = FMV. §1012

· P’s A/B in T’s stock = purchase price + assumed liability + tax liability. §338(b)

· X’s old tax history is removed


Unit 7-9
Reorganization

	Types of Reorganization
	Type “A” reorganization
	State law requirement
	The merger must be a statutory merger or consolidation under the applicable state law

	
	P: transferee or acquiring corporation, 80% control rule.

T: target

A: shareholder of T or transferor
	Continuity of proprietary interest doctrine

(COI)

Shareholder level

Cotland
	(a) qualitative nature of the proprietary interest as the consideration given by P must be equity interest, evidenced by common or preferred, whether voting or nonvoting.

· Cash or its equivalent, long-term debt securities, and the assumption of liabilities all fail to qualify as carriers of continuity.

· Roebling (a bond cannot qualify continuity of interest).
· Paulsen (a CD in a mutual company is not equity)

(b) Proportion of equity interest: Rev. 
· 50% by value. Rev. Rul. 77-37.
· 38% by value based on Nelson.
Minnesota Tea followed Nelson.
Note: the percentage represents the proportion of equity consideration to aggregate consideration rec’d for the transferred corporate assets, not the relation b/w A’s equity rec’d in P and P’s total equity.

(c) The continuity of interest will not be disqualified solely because of non pro rata distribution of the consideration rec’d (e.g., some shareholders receive cash and some receive stock). Rev. Rul. 66-224.
·  But the stockholders receiving cash or boot would recognize their gain, if any, under §§354(a)(2) and §356 or §302.
(d) Remote Continuity:  Continuity of equity interest shall not be disqualified by reason of the fact that part or all of the assets or stock acquired by P are transferred to a sub of P. §368(a)(2)(C)
(Anti-Groman doctrine)

	
	Type “A” reorganization (continued)
	Continuity of business enterprises (COBE)

§1.368-1(d)

corporation level
	(a) T must have an active business before the merger.

(b) Two types of continuity:

· business continuity: P continues T’s historic business, or
· asset continuity: P uses a significant portion of T’s historic business assets in a business.

Ex: §1.368-1(d)(5)

(c) If the acquired assets are held by members of partnerships, P will be treated as conducting a business of a partnership if:

· P owns a significant interest in the partnership business, or

· 33 1/3 seems ok. Ex. (9)

· But if interest is too low, the management control is insufficient. Ex. (8), but 20% with management is enough. Ex. (7).

· P has active and substantial management functions as a partner with respect to that partnership business.

	
	Type “C” reorganization

(having the effect of A merger but cannot be done in A merger due to state law)
	Acquisition of substantially all of the property of T Corp.
	(a) 70/90 guideline: For IRS Ruling purposes, the transfer of 70% of gross assets and 90% of net assets (FMV) will be deemed substantially all, but linked threshold distributions immediately preceding the transfer as part of the plan of reorganization (such as payment to dissenters, all redemptions and distributions) must be considered as assets held by the corp. immediately prior to the transfer. Rev. Proc. 77-37.
· Creeping C is not permitted

(b) Retention of assets primarily for the purpose of paying off the unassumed liabilities of the transferor, including T’s reorg. And liquidation expenses is ordinarily permissible. But such retention cannot be for the purposes of continuing business. Rev. Rul. 57-518.
(c) Asset Drop-downs is allowed under §§368(a)(2)(C)

	
	Type “C” reorganization (continued)
	Consideration paid by acquiring corporation. (P)
	(a) General rule: the consideration must consist primarily of the acquiring corp.’s voting stock. Three exceptions below.

(b) Triangular Type C Reorganization: the stock of the parent of the acquiring corp. may be used as consideration, but not both of the stocks of parent and the acquiring corp. §1.368-2(d)(1).

(c) Liabilities assumed or taken subject: in determining whether the acquisition is solely for voting stock, such assumption of liabilities is disregarded. But the liabilities may become relevant in the computation of boot under §368(a)(2)(B) and §357. Also, if the liabilities assumed is so large that the net worth of the property transferred is insignificant, the transaction may fail to qualify.

(d) Boot relaxation rule: §368(a)(2)(B). The use of money or other property will not prevent the exchange from qualifying as Type C reorg. if at least 80% of the gross FMV of the property of the transferor corp. is acquired for voting stock, with following restrictions:

· An error in computing value may be fatal;

· Any property retained by the transferor will reduce the amount of money or other property that may be paid by the acquiring corp.

· Liabilities assumed by the acquiring corp. (or to which the acquired property is subject) are to be treated as money (if other boot also is given) in determining 80% of all property acquired  for voting stock.

	
	Type “C” reorganization (continued)
	Requirement that transferor liquidates
	(a) The transferor (T) must completely liquidate pursuant to the plan of reorganization unless waived by regulations (rare), and distribute the stock, securities, and other properties it receives, as well as its other properties to its shareholders.

(b) Any distribution to its creditors in connection with such liquidation shall be treated as pursuant to the plan of reorganization. §368(a)(2)(G). 

	
	Type “B” Reorganization
	Consideration paid by acquiring corp.
	(a) The sole consideration that can be used in exchange for the stock of the acquired corp. is the voting stock of either the acquiring corporation or its parent, but not a combination of both. “No boot in a B”.

(b) The voting stock may be common or preferred, but not warrants to purchase additional voting stock of the acquiring corp. or other similar potential voting stock. Southwest Consolidated.
(c) Consideration other than voting stock can be used to pay off debt instruments of the target corp. and for various other properties owned by the acquired crop. Or its shareholders if such payments are not made directly or indirectly for the acquired corp.’s stock. Rev. Rul. 98-10. 

· But when the shareholder holds both bonds and stock, then there may be difficult valuation problem, because if the value is not accurate, a part of cash may be attributed to the stock, and then “B” reorganization fails.

	
	Type “B” Reorganization (continued)
	Control requirement immediately after the acquisition
	(a) §368(c) defines control as the ownership of stock possessing at least 80% of the total voting power, and at least 80% of the total number of shares of all other classes of stock.

(b) A creeping acquisition of control can qualify as well as an increase in ownership by a corp. that already has control. It is not required to acquire 80% of voting in the acquisition. E.g., in separate transactions, P acquires T’s stock in 40%, 30%, 20%, 10% transaction. The last two would qualify as Type B Transaction.

· However, prior cash purchases may be aggregated and the exchange will fail solely for voting stock requirement if they occur over a relatively short period of time such as 12 months. There is no clear guideline on this. §1.368-2(c)

	
	
	Prior Redemptions of Minority Target Shareholders
	(a) The acquiring corp. cannot directly or indirectly (incl. By loaning money to T) make such payment to minority shareholders as part of the plan;

(b) The acquired corp. may redeem the stock some shareholders for cash or other property, probably subject to continuity of interest and continuity of business enterprise doctrine.

	
	Type “B” Reorganization (continued)
	Miscellaneous Issues
	(a) Infusion of cash by P into T: as long as the cash is not paid out to the target SHs, the infusion as an advance or in the form of purchase of shares of T will not threaten B reorganization.  Rev. Rul. 70-433
(b) Contingent consideration to A: it is permitted provided:

· the additional consideration must be voting stock only; 
· the maximum stock to be issued must be capped;
· the additional stock must be issued within 5 years;
· 50% of all must be issued at start;
· the stock to be issued shall be based on earnings and so on, i.e. a readily ascertainable yardstick;
· the contingent stock right cannot be assignable.  Rev. Proc. 84-42

(c) Cash changing hands for one thing or another:

· T may distribute dividends to its shareholders before the acquisition from its own funds;

· P may agree to pay registration fees in respect of the P stock rec’d for prior T SH.

· P may pay legal or accounting expenses of T directly relating to the reorganization.

· P may not pay transfer tax for T’s SHs if T’s SHs have tax liability (solely voting stock). 

	Treatment of parties to a reorganization
	Introduction
	Operation of rules in “A” and “C” mergers
	P acquires T’s assets by a statutory merger in exchange for P stock. For tax purposes, T is deemed to exchange its assets for P stock, and then liquidate.  Under §1032, 

· P recognizes no gain or loss for issuing P stock to A; The A/B of T’s assets carries over under §362(b); 

· T recognize no gain or loss for transfer of its assets in exchange for P stock (§361(a), as well as its distribution to A in deemed liquidation under §361(c).) 

· A recognizes no gain or loss on exchanging A’s T stock for P stock under §354(a), and its basis in P stock is the same as its basis in T stock. §358(a), by operation of §362(b) under which T is deemed to own P stock for an instant.

	Treatment of parties to a reorganization (continued)
	
	Party to a reorganization
	(a) Corp. resulting from a reorganization;

(b) In the case of an acquisition by one corp. of stock or properties of another, both corporations.

(c) In triangular C and B, the parent is a party to the reorg.

(d) In asset dropped-down, the parent is a party to the reorg.

(e) The parent In forward triangular mergers and reversed triangular mergers is included in a party to a reorganization.

	
	
	Stock or securities vs. Boot
	(a) Stock 

· means permanent proprietary ownership interest.

· but nonqualified preferred stock shall be treated as boot. 

(b) Securities

· Term of maturity: 

· ( 5 years: not securities

· ( 10 years: securities

· Rights to acquire stock issued by a company which is a party to a reorganization shall be treated as securities of the corporation. Regs.

· Such rights have no principal amount.

	
	
	Plan of reorganization
	(a) Required under §354 and §361 for tax-free treatment;

(b) The plan must be adopted by each of the corp. parties thereto, and the adoption must be shown by the acts of its duly constituted responsible officers, and appear upon the official records of the corp. §1.368-3(a);

(c) Purpose: to separate those transactions making up the reorganization from other steps.

	Treatment of parties to a reorganization (continued)
	Treatment of Corporate Transferor (T)
	Gain or Loss
	(a) Deemed T-P exchange: 

· No gain or loss shall be recognized on exchange of T’s property solely for stock or securities permitted to be rec’d. §361(a).

· If boot is rec’d, 

· no gain or loss if such boot is distributed to its shareholders (or creditors). §361(b)(1)(A)

· But, if the boot rec’d is not distributed, gain (but not loss) shall be recognized to the extent of the amount of boot rec’d but not distributed. §361(b)(1)(B)

Gain = FMV (or sale price) -  allocable basis (by FMV)

(b) Assumption of liabilities by P.  §357

· Shall not be boot in a good reorganization, subject to tax avoidance exception (but not under §357(c))

· Even if it is boot, it shall not produce any gain due to §361(c)(3) as the distribution of boot to a creditor is considered to a shareholder.

(c) Distribution of property (deemed liquidation)

· No gain or loss shall be recognized for the distribution of qualified property (defined as incl. stock, security & boot) rec’d from P to

· T’s shareholders. §361(c)(1)

· T’s creditors. §361(c)(3)

· Gain (but not loss) shall be recognized on the distribution of the appreciated property retained by T. §361(c)(2)

Note: §361(c)(4) provides that §311 and from §354 to §358 shall not apply to such distribution.

(d) Sale of retained loss property rather than distribution recognizes loss for T.  B&E

	Treatment of parties to a reorganization (continued)
	
	Basis §358
	(a) Nonrecognition property (Stock and securities permitted to be rec’d)

· Basis = A/B of property exchanged – boot rec’d + gain recognized. §358(a)(1)

· The assumption of liability shall be boot.  §358(d)(1)

· This basis is insignificant if the property is distributed.

(b) Basis of boot = FMV. §358(a)(2)

	
	
	Examples in B&E.
	(a) P’s voting and nonvoting stock

(b) Cash

(c) Long-term note

(d) P’s own short-term note

(e) Assumption of liability

(f) Partial retention of assets

(g) Sale of loss assets, or distribution.

	
	Treatment of Corporate Transferee (P)
	Gain or Loss
	(a) Nonrecognition under §1032:  no gain or loss on the receipt of money or other property in exchange for its own stock (including treasury stock, warrants).

· In a triangular acquisition, P stock transferred to S by P for reorg. purposes is treated as a disposition by P of shares of its own stock. §1.1032-2(b)

(b) Payment of boot in kind is a taxable exchange to P (gain =  FMV of the property – basis). 

· If S uses its own P stock, not from P pursuant to the plan, such P stock is taxable boot. §1.1032-2(c)

· Discharge of T’s debt to P is taxable to P.

	
	
	Basis of acquired property
	Basis = A/B in the hand of T + gain recognized to T on such transfer (zero for good A and C mergers). §362(b)

	
	
	Basis of acquired stock

(B merger)
	(a) when the stock is acquired by the exchange of the transferee’s stock or securities (or its parent’s stock or securities):
Basis = A/B in the hand of A (transferee) + gain recognized by A on such transfer 

(b) If T is a public company, the determination of basis would be very complex (by IRS rulings)

	
	
	Tax Attributes Carryover
	Under §381, P carries over all tax attributes of T.

	Treatment of parties to a reorganization (continued)
	Treatment of Stockholders and Security Holders
	Gain or Loss

§354
	(a) No gain or loss shall be recognized if stock or securities in a corporation a party to a reorganization are, pursuant to the plan of reorganization, exchanged solely for stock or securities in such corp. or in another corp. a party to the reorganization; §354(a)(1)

(b) Exception: Such nonrecognition rule does not apply if

· The principal amount of any such securities rec’d exceeds the principal amount of any such securities surrendered, or

· Any such securities are received, and no securities are surrendered. §354(a)(2)

(c) Boot taxation rules: §356
· Gain = the lower of (i) gains realized on exchange, or (ii) the FMV of the boot. §356(a)(1)

· FMV of securities rec’d which exceeds the principal amount of the securities surrendered shall be the excess only. §356(d)(2)(B).

· [Boot = FMV of securities rec’d * (total excess principal amount/total principal amount of all such securities rec’d)]

· If no securities surrendered, the FMV of the principal amount.

· No loss shall be recognized by reason of boot rec’d. §356(c)

· NQPS is treated as boot.

	Treatment of parties to a reorganization (continued)
	
	Character of recognized gain

§356
	(a) if an exchange has the effect of the distribution of a dividend, the amount of the gain recognized must be treated as dividend to the extent of A’s ratable share of E&P;  §356(a)(2).

· Clark Test: the transaction is treated as a hypothetical post-reorganization redemption, and substantially disproportionate rule applies.

· E.g., T, a small family company merges into P, a public company in exchange for $400 long-term bonds and $400 voting stock. A recognizes $200 gain. ( It is assumed that A receives $800 P’s voting stock, and immediately redeems half of it. Based on Non dividend equivalent test in §302(b)(1), it is an exchange rather dividend.

(b) The remainder of the recognized gain is treated as gain from exchange of property (CG).

	
	
	Basis
	(a) Basis in nonrecognition stock or securities = A/B of the property transferred – boot rec’d + gain recognized on the exchange. §358(a)(1)

· If more than one class of securities rec’d, the basis determined must be allocated to each security in proportion to their respective FMV.

(b) Basis in boot = FMV. §358(a)(2)

	Triangular Mergers
	Triangular C reorganizations
	C reorg. with “drop-down” 

1) P acquires T’s assets with its voting stock to A, 

2) then P drops the assets down to S.
	(a) Remote continuity of interest in the controlled sub. shall not disqualify C reorg. §368(a)(2)(C). contra Groman, Bashford (overruled by this provision)

(b) In C reorg., requirements for C reorg. must be met, and the tax effects in C is the same as the above.

(c) In the drop-down, §351 applies:

· No gain or loss

· P’s basis in the assets is carried over to S;

· P’s basis in S stock = A/B in T assets as contributed – boot (liability) + gain recognized. (P may have a separate basis for new S stock issued, or this basis be added to the original basis in its S stock) §358

	
	
	Triangular C:

S uses P stock.

Treated as a “dropped-down”
	(a) Stock contributed by P

· P stock provided by P to S, or directly to T or A on behalf of S, pursuant to the plan of reorg. is treated as a disposition by P of shares of its own stock for T assets or stock. §1.1032-2
· P’s basis in its S stock is adjusted as if P acquired the T assets (acquired by S) directly from T in a transaction in which P’s basis in the T assets was determined under §362(b), and P dropped down the T assets to S in a transaction in which P’s basis in S stock was determined under §358. §1.358-6(c)(1).
(b) if P stock used by S is acquired other than from P as part of reorganization, gain or loss from the exchange of P stock shall be recognized.

(c) If P directly delivers its stock to T in payment for the assets, it is treated as triangular C merger.

	Triangular Mergers (continued)
	Triangular A Merger
	Forward Subsidiary Merger

(T into S)
	(a) Requirements: §368(a)(2)(D)

· It must be a type A reorganization:

· Statutory merger

· Continuity: COEI, COBE 

· No stock of S is used in the transaction (anti-bailout):

· But S’s securities other than stock may be used (as boot).

· Substantially all of the properties of T must be acquired: 70/90 guideline. T’s assets used to cash out dissenter is part of T assets.
· But if the money comes from P or S, it is OK.

· Party to reorg. includes P.  §368(b)

(b) Tax consequences

· T: §361, §357

· A: §354, §356, §358

· S: 

· no gain or loss by using P stock. §1.1032-2(b). In a triangular acquisition, P stock transferred to S by P for reorg. purposes is treated as a disposition by P of shares of its own stock.  

· Basis: §362(b).

· P: 

· No gain or loss. §361

· adjustment of outside basis under §§1.358-6(c)(1), (d)
· P’s basis in its S stock is adjusted = original basis + [§351 carries over §358 basis: T’s basis in assets – boot (liability) + gain recognized] – FMV of consideration not provided by P.

	Triangular Mergers (continued)
	
	Reversed Subsidiary Merger

(S into T)


	(a) Requirements: § 368(a)(2)(E)

· Must be a good A merger 

· After the transaction, T holds substantially all of its property and of properties of S (other than the P stock distributed);

· 70/90% guideline.

· “substantially all” test applies separately to both T and S. §1.368-2(j)(3)(iii).
· For S, assets transferred from P shall be excluded
· In the transaction, A exchanges, for an amount of voting stock of P, an amount of T stock which constitute control of T

· P must control T after the transaction;

· No creeping merger: P must acquire control in the transaction. If P owns T more than 20% before the transaction, P has to sell T stock below 20%.

· Control: 80% rule §368(c)

(b) Tax consequences

· T: §361, §357

· A: §354, §356, §358

· S: (treated as if S exchanges P stock for T stock, then distributes it to P)

· no gain or loss by using P stock. §1.1032-2(b).

· §361: no gain or loss

· Basis: §362(b).

· P: 

· No gain or loss. §361

· adjustment of outside basis under §§1.358-6(c)(2), (d). (as if it were a forward triangular merger).
· P’s basis in its S stock is adjusted = original basis + [T’s basis in assets – boot (liability) + gain recognized] – FMV of consideration not provided by P.

· If it is also B, the basis can also be basis under B: Basis = A/B in the hands of A (transferor) + gain recognized by A on such transfer.  A’s basis in P stock will be A’s original A/B in T.  
This is a choice for P.  Reg. 1.358-6(c)(2)(C)(ii).

	Triangular Mergers (continued)
	Triangular B merger
	Requirements
	(a) The same as B merger. The transaction may be done

· S using P voting stock:

· P acquires T stock then drops it down to S

(b) Only P or S stock may be used, not a combination of both.

	
	
	Tax effects
	The same as the above.
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