CORPORATE TAX OUTLINE
1) BACKGROUND

a) 3 Themes: 

i) Rates
(1) Graduated lower rates for sm corps. Beyond 75K – paying 35%.  
ii) Double Taxation & Distortions:
(1) Corporate Level: profits taxed under §11(b); (2) SH level- dividends.  Gen higher than Pships, LLC, S Corp.
(2) Distortions-  Affects behavior in order to avoid scheme/lower tax.  Below issues result in drain on resources do to facts/circ analysis.
(a) COMPENSATION OR DIVIDEND?
1. Issue-  Compensation is ded by corp (§162), dividend is NOT. 
2. Analysis:
a. Reasonable compensation; 
b. Was it paid for services rendered?  
c. Factors: Nature & extent of svc, comparable salaries, indicia of reasonableness.
3. OCS- SH refused to pay double tax and paid himself as emp- 90% of corp earnings.  Ct- this id disguised dividend.  
(b) DEBT OR EQUITY?  
1. Issue- Need $$ to operate corp.  SH lends $$ as debt b/c its deductible. Debt/equity- risk in co is a matter of degree, yet, there is line bet whether its deductible or not by corp.
2. Preferred stock-  
a. Ragland; RR 90-27.  If no way preferred can force co to pay $$ invested - its equity.  If preferred co to pay back $$ - debt.
(c) RETAINED EARNINGS KEPT 

1. Dividend v. Co Growth- Double tax discourages distribution to SH (dividend) b/c they will be taxed.  Cf: if Corp keeps retained earnings, value of co grows & SH benefit that way.
2. LIMITATION- 15% penalty tax.  Earnings retained beyond ‘reasonable needs of business’.
(d) BRACKET RIDE- 
1. 15% rate for corp earnings $50K and under.  T’s can take advantage of low rate.
2. Limitation: §1561, 1563: 
a. No Splitting up into Many Corps.  If you have controlled corp of another (80% ownership by vote or value), can’t divide into many corps and get 15% rate.  
iii) Capital Gain
(1) Under §11, SH get top 15% rate for div. Lessens double tax burden.  
b) CHOICE OF FORM
i) Trust
ii) Partnership
iii) Corporation
(1) ANALYSIS: 
(a) Trust or business entity?
1. Trust – wealth preservation.  Business entity- bus prupose.  
2. FACTORS: 
a. Business objective- conduct business & divide profits.  What business is authorized to do under governing docs.
b. Associates- hired to work towards business purpose.   
(b) If business entity: 
1. Partnership:  More than 1 indiv; default.
2. LLC: 1 person OK, must opt into LLC status.
3. Corporation: 2 ways:
a. Incorporated under laws of state;
b. Elect to be corp (or will be treated as partnership.)
2) DISTRIBUTIONS- Dist of $$, property, EXCEPT corporation’s stock. 
a) Distributions of Money 

IMPACT ON SHAREHOLDER: 

i) DIVIDEND- §301(c)(1): Dividend is included in GI @ 15% rate.  §1(h)
(1) EARNINGS & PROFITS- §316(a): dividend = dist of property made by corp to its SH out of its accumulated E&P or current E&P.
(a) ‘Property” - §317(a): $$, securities, other prop except corp’s stock.
(b) Timing issue:  For both cash/accrual method- inclusion is when dividend received.     Reg 1-301(b)
(c) Start w/ Taxable Income
(i) Income – 
a. Gross income
b. Dividend portfolio – 1.312-6(c)
i. Dividend Received Ded- 243
· Affiliated corp + Qual div (  100%
· Small business investment co (  100%
· 20% or more holder (  80%

· All other corps (  70% deduction.
c. Capital Gain
(ii) Deductions:
a. Deductible business expenses; 
b. State taxes;
c. Capital loss (only to extent of cap gain) 
(d) Adjustments: 
(i) UPWARDS: ADD
a. Include Tax Exempt Income. 1.312-6(b) Muni bonds, life insurance, fed tax refunds, excludible discharge of indebtedness. 
b. Don’t count Non-Recog Property.  1031 exchange, §351 transfers, involuntary conversions.
c. Dividend received deduction.
(ii) DOWNWARDS: SUBTRACT
1. Non-Deductible Items-  Federal Income Tax (subtracted above); Capital losses not includible; tax penalty, nondeductible expenses.

a. Limitation- Adjust depending on when liability ‘accrues’ cash v. accrual meth T.
(2) E&P ALLOCATION: 
(a) First from current E&P.
(i) Current E&P determined based on end of taxable yr – w/o regard to dist.  (When dividend payable)  RR 65-23. 
1. Note- can have situation where dividend received/included by SH in Y2, but E&P determined based on Y1. 
(ii) If insufficient E&P -prorate among SH. 
Amt of Dist X (total current E&P % total distributions.)

(b) Next from Accumulated E&P
1. Situation: RR 4-164: Where deficit in current E&P, and there is Annual E&P.  How to allocate E&P.
a. Start off with previous Accumulate E&P.
b. Pro-rate current yr’s loss E&P based on 1st dist date.
c. Get difference = Available E&P. 
i. Apply to SH’s distribution in order of distributions made.   Eg: A gets dist 1/1, B, 2/1. Apply 301 to A 1st.  
ii. Apply §301 – div, basis, cap gain rules.  
iii. Reduce Avail E &P by distribution, to 0. 
d. Remaining current E&P is the Accumulated deficit at the end of year.
(3) Corporation- Dividend Received Deduction-If a corp SH, apply DRD
ii) BASIS ADJUSTMENT-  §301(c)(2): Next, dist reduces adjusted basis.
iii) CAPITAL GAIN  301(c)(3): Last – gain from sale/exchange of property.
(1) IF held stock for more than 1 yr, long term cap gain – 15% §1(h).

IMPACT ON CORPORATION:§312(a):reduce E&P by amt of $$ distributed to 0.

b) Distributions of Property- Dist of appreciated corp prop are taxed twice – first, when corp ‘sells property’ and then again when distributed as dividend.
i) CONSEQUENCE TO CORPORATION: 
(1) GENERAL RULE: §311 No gain/loss recognized to a corp on dist of property.
(a) Loss by corp lost forever, SH can’t take advantage of it.  Best to sell property at loss and distribute.
(2) LIMITATION – GAIN:  Deemed sale- on dist of appreciated property.  §311(b)
(a) AR (FMV of property) – AB  
1. Note for liability assumed by SH, FMV already reflects liability.  Amt of liability assumed has no effect on Corp’s gain.
2. EXCEPTION: Corp issues own note.  §311(b) can’t apply – no gain/loss recog on notes. (If OID note issued, no effect on SH gain) 
ii) EFFECT ON E&P: 

(1) Deemed Sale GAIN (  Add gain to E&P  §312(b)(1).
(a) Adjustment counts towards available E&P for Distributions.
(b) Note- don’t forget to subtract tax liability from gain.  Assume 35%
(2) Loss-  Does not adjust E&P §312(f).
iii) CONSEQUENCES TO SHAREHOLDER:

(1) Distribution: FMV of property - liability assumed + $$ received= distribution.  §301(b)(1).   Note- liability can only reduce FMV to 0.  
(a) Apply §301 trilogy: Above rules apply:dividend (DRD?), basis, cap gain.
(b) Liability-  This is where amt of liability matters.  As noted above, change in amt of liaiblity has no affect on amt corp realizes. 
(c) OID-  FMV of OID debt instrument = present value of rt to receive $$.
(2) Basis in New Property-  FMV of property received.  §301(d).
(a) OID basis-  As SH collect on note, they have OID income & increase basis.  
iv) SH DISTRIBUTION – EFFECT ON E&P  
(1) Distribution to SH:  Start w/ E&P adjusted in step 2.  
(a) Loss  (  Subtract adjusted basis to 0. Don’t account for loss. §312(a)(3).
(b) Gain (  Subtract FMV of property from E&P to 0.  §312(b)(2)
1. For Liability-  Take net amt of property.  Eg: $100K liability, $30K mortgage = $70K FMV.  
(c) Corp Issued Notes:  §312(a)(2)
1. Note w/ OID (    Aggregate issue price of obligation.  Don’t forget to account for deduction corp can take for interest!!  §163(e)
a. Y1- Issue price;
b. Sub years- as OID included each yr, decrease E&P by that amt.   
2. Note w/o OID (  Principal amt of obligation.  
(2) Tax adjustment as a result of gain.  Increase by amt of tax liability.  ???
(3) §312(b)(2) – decrease AE&P by any amt left over from dividend after current E&P zeroed out.
v) TRANSFER OF DEBT BETWEEN RELATED PARTIES & COD INCOME
(1) Situation – 

(a) Merger- When Corp issues debt instrument and then buys it back at lesser amt = COD income.  Eg: $1K bond issued, corp later buys back -$700 (  $300 COD.   

(2) No Stated Interest & NO Issue Price-  (if you have either, you can figure the missing # out) 
Eg: 0 down, there is only promise to pay 1 pmt of $100 5 yrs from now.
(a) Determine Imputed interest:  AFR mid-term rate.
(b)  Determine Imputed Principal Amt- §1274  Present value of all payments due discounted at AFR= Imputed principal amt (  Gives you issue price.
(3) COD INCOME TO Economic Community-  Have COD income when a sub of corp buys back debt issued by corporation.   Suspicious that Corp won’t pay back note, so we deem COD income.
(i) RULE: §108(e)(4): If a Related party to a corp re-purchases corp’s debt from 3rd party = COD income to corp.  
(ii) “Related Party”-  

1. SH-  that owns MORE than 50% in value of stock.  Can use attribution – see section.  §267(b)(2) 
2. Affilitated corp-  2 corps which are members of the same controlled grp.  §267(b)(3)

a. Controlled grp-  P owns MORE than 50% of Sub by vote or value.  §267(f)§1563(a)

(4) APPLICATION OF OID RULES TO RELATED PARTY
(i) Situation -  Corp is deemed to have COD income, and X is deemed to reissue note to Sub.  Reg 108-2(g).
(ii) Analyze under rules above that apply to OID-
1. Related party will accrue interest over time, and parent corp will deduct interest over same amt of time.
2. Adjust basis upward as OID accures.
(5) NOTE DISTRIBUTED TO CORP BY RELATED PARTY  (Review w/ someone) Notes- 9/14  Review – Shmolka’s memo.
(i) Situation-  X issues note, S buys it back & later distributes note to corp.  Have merger and COD income.  RR 2004-79  
(ii) Tax Consequence to X-  
1.  FMV of Debt= amt of distribution
a. Character of distribution- §301 trilogy; DRD deduction?.  
2. §163 deduction- Pre-Paid OID: When note extinguished, deemed corp  to repurchase note at FMV.   
a. FMV – adjusted issue price = deduction (pre-pd OID).  
(iii) Tax Consequences to Sub-   Does §311(b) apply- can apply here b/c sub not issuing own note, issuing X’s note?
1. FMV – Basis (increase  by any OID ‘pmts’) = gain.
(iv) Adjust E&P-  To extent of gain to sub adjust E&P.  
c) Constructive Dividend

i) Situation-  Deemed Dividend under §301 where Corporation does not formally announce dividend, but confer benefit to SH w/ respect to its stock.
Eg: X assigns rental income to SH.  X wanted to avoid double tax.

(1) Shareholder-  Apply 301 and all rules above.
(2) Corporation- If income producing, taxed on income.  Helvering v. Horst.
(1) E&P Adjustment-   (i) Add corp’s income; (ii) subtract §301 distribution to SH.  Gen washes each other out.
iv) Dividend Received Deduction

i) Dividend Received Deduction: Three levels of deductions for corp tps only:
(1) 70% (  if received from domestic corps. § 243(a)(1). 

(2) 80% (   if corp SH owns 20% (by vote and value) of issuing corp. § 243(c)

(3) 100% (   if corp SH is in same affiliated group as issuing corp.  § 243(a)(3), (b)(1).  

(i) Common parent of the group must file an election to which all members consent.  
(ii) Affiliated group, §1504(a)(1).  80% voting and value test.
1. Timing: “If at the close of day on which div is received, corp is member of the same affiliated grp.”

a. Sale of Stock itself can break affiliation.   Then won’t be part of affiliated group.  Use 80% rule (note – no timing corrolary)
i. Eg:  A co owns 100% shares of Y co.  A Sells stock of Y co back to X co under §304 trans- that doesn’t qualify §302 redemption.  §301 dividend to extent of E&P; & A gets DRD.  A Co and Y Co are no longer part of affiliated grp, at close of day on which div received;  A Co entitled to 80% DRD b/c it owned 20% ownership.  

(4) LIFO RULE-  Get DRD to extent of distribution.  Distribution comes out of post-affiliation E&P (can’t be pre-affiliation).  How to tell whether pre or post?  

(a) RULE- Dist comes out of latest E&P first and then earlier.  More likely that dist is post-affiliation.
(5) § 246(a)(1) - DRD DOESN’T APPLY TO TAX EXEMPT CORPS. 
ii) Acquisitions & DRD as Method To Reduce Gain on Sale of Stock-  Div is a distribution of profits to SH, in shareholder’s capacity as ongoing owner of business.  Where distribution made without this intent- DRD disallowed.

(1) FACTORS: 

(a) Anticipation of Sale-  Was distribution given, w/ intent the purchaser would foot the bill?
(b) Business purpose for distribution, not just tax avoidance.
(c) Timing-  Tends to look like sham when there is dividend immediately after sale.
(2) WATERMAN STEAMSHIP Transaction (Disallowed)- W owned subs, which P wanted to buy.  Instead of paying cash for subs first (which would result in huge gain), W got a distribution from sub from notes issued by P.  W then got DRD.  Then, the sale occurred.  
(a) SHAM: This is not a dividend, but purchase price for sale of sub.
(b) P wanted assets of corp; W’s interest in the corp ceased.  
(3) LITTON- Stouffer is wholly owned sub of Litton.  Litton wanted to sell stouffer.  Before announcing intent to sell, S distributes $30mil in the form of notes to L.   First, Litton decided to make Stouffer go public, but deal fell through and Nestle buys stouffer and pays off note. Nestle purchases Litton and pays note.  This is OK as distribution.  
(a) Business purpose-  Litton hoped to achieve some business purpose by dist.
(b) Timing- Litton declared dividend first, and then sold much later.
(4) RR 75-493- Similar to Waterman.  Y is owned 100% by A (indiv).  X interested in acquiring Y, but doesn’t want all the cash in Y.  So cash is distributed to A right before the sale to X.  Distribution under §301.
(a) Business purpose-  There was distribution b/c X didn’t want cash, it was extracted, and he didn’t pay for it.  Cf: Waterman – W wanted assets and pd for them, the distribution was part of that pmt.
(b) Note-  Here, govt argues dividend, and A argues purchase price b/c A doesn’t get div received deduction.   

iii) CONSTRAINTS ON DIVIDEND RECEIVED DEDUCTION: 
(1) Situation-  (i) Dividend declared; (ii) Corp buys stock; (iii) gets dividend and DRD; (iv) sells stock on X date- either at gain or at loss & gets deduction (since div given out value of stock decreases).Win/win situation b/c of tax consequences w/ no risk.

(2) Holding Limitation - §246(c)  NO DRD when stock held less than 46 days during 90 day period within X dividend date.  
(a) ANALYSIS: 
(i) When is X dividend?  = first date stock trades on exchange w/o dividend.  If by stock day before, entitled to div.  

(ii) Determine 90 Day period: Look 45 days before X dividend date; and 44 days after.  

(iii) Did Corp Hold for 46 Days w/in 90 D period?
(3) Extraordinary Dividend - 1059

(a) Extraordinary Dividend-  
(i) Holding Period-  Less than 2 yrs of div announcement/declared date;
(ii) Extraordinary Dividend:  
1. Dividend Amt = or exceeds 5% for preferred; 10% others of T’s adjusted basis in stock.   
(b) Deemed Extraordinary Dividend-  1059(e)(1) 
1. §1059(E)(1)(a)(II): In case of redemption of stock which is nonprorata as to all SH, any amount treated as a §301 dividend with respect to the redemption shall be treated as an extraordinary dividend  Under §1059(a)(b).  
(c) Result:   
1. Basis Adj:  To extent of DRD , not below 0.  Note, when 246(c) applies, 1059 can’t because DRD disallowed. 
2. Sale/Exchange: If DRD exceeds basis, excess DRD = gain (sale/exchange).
(4) Debt-Financed Portfolio Stock  §246(A)
(a) Situation-  Prevents situation where Corp loans $$, and invests in another co.  Assuming same % yield on investment as interest pmt, its an econ wash. But based on DRD, corp SH could get tax arbitrage.  246A elim this. 

(b) RULE-  DRD reduced (not below 0) to extent dividend attributable to: 
(i) Debt Financed,
1. Debt is used to purchase stock.  
(ii) Portfolio Stock
1. Any stock of corp UNLESS corp SH owns either: 
a. 50% of total vote and value of corp; 
b. 20% of total vote and value AND 5 or fewer corp SH own at least 50% of vote and value of corp, excluding preferred stock.
3) REDEMPTIONS-  Implications to SHAREHOLDER when corp redeems.  Corp tax implications = distribution.
1) Advantage to SH in context of sale:  Offset basis from gain, deduction for losses, capital gain = preferential cap gain rate 15% (although same rate for div).   OTO- corporate SH won’t get dividend deduction.
2) S302- TEST FOR SALE OR EXCHANGE TREATMENT
a) §302(a):  If 1 of the 4 paragraphs in §302(b) applies, a corporation redemption of stock for ‘property’ will be treated as a distribution in exchange for stock.  AR – AB X 15% (long-term cap gain)= Gain
(a) Exchange of “Property’ = §317(b) Stock is treated as redeemed by a corp if the corp acquires it stock from its SH in EXCHANGE for “property”.

1. Property-§317(a): $$, securities, and any other prop other than corp’s stock.

(b) Corporation’s Consequences: Have dist of stock.

1. Gen Recognition rule: NO gain/loss recog on distribution of stock or property.  §311(a)

a. LIMITATION- RECOGNIZE GAIN§311(b)

2. DEDUCTIONS: no deduction shall be allowed for amounts paid or incurred by a corp in connection w/ the reacquisition of its stock or of the stock of any related person.  §162(k)

a. EXCEPTION- Interest if co issues notes for pmt of stock.
(c) Adjustment to E&P
1. §312 – Adjust E&P by amt of $$ or property distributed (in exchange for stock).  
2. CAP: §312n- In 302(a) redemption, limits E&P reduction to the ratable share of the stock distributed.
a. Eg: A was redeemed 50 shares for $1K.  100 shares outstanding.  But E&P is only $500.  Apportion E&P: since 50% stock redeemed, 50% of E&P reduced.  $250.  
(d) §302(d) - If the distribution does not fit any the paragraphs of §302(b), then: 
(i)  §301 dist rules apply.  To extent of E&P no basis recovery (no gain/loss recognized)!!
(ii) Constructive Stock Dividend – when remaining SH’s proportionate interest goes up.

b) ATTRIBUTION RULES- Stock holding of related parties may be treated as SH’s ownership for §302 purposes. §318(a)
 1 APPLICATION TO §302:

i. §318: only applies if another section says its applicable. 

ii. §302(c)(1):-§318(a) shall apply in determining the ownership of stock for purposes of §302 EXCEPT in termination of interest. 
iii. NOTE: for Entity (  Entity.  Determine who is SH (OWNER).  

 2 §318(a)(1): Attribution among certain family members:
a. Attribution of lineal descendants: spouse (not if separated), child, grandchild, parent.    No siblings.
 3 §318(a)(2): Attribution FROM entities TO individual partners or SH
a. PARTNERSHIPS, ESTATES & TRUSTS: Stock owned by these entities are treated as owned proportionately by its partners or beneficiaries. 

b. CORPORATION: §318(a)(2)(C)
i. If  SH owns 50% or MORE of corp (  SH owns stock in proportion to ownership.

ii. If SH owns LESS than 50% (  No percentage of Attribution applies.

 4 §318(a)(3): Attribution TO entities  from the individual partners or SH.
a. PARTNERSHIP OR ESTATE: ALL of partner or beneficiary’s interest in an entity is attributable to that respective entity.
b. TRUST: Stock owned by a beneficiary is considered owned by trust UNLESS the beneficial interest is a “remote contingent interest”.

i. §318(a)(3)(b)(i):  Interest is considered “remote” if under maximum exercise of discretion by the trustee in favor of such beneficiary, the value of such interest, computed actuarially, is 5% or less of the value of trust property.

c.  CORPORATION (3)(C): If SH owns 50% or MORE of Corp, corp is deemed to OWN ALL of that person’s stock.  

i. LIMITATION Multiple Attribution Situation: Reg 318-1(b)(1): Corp shall not be considered to own its own stock by reason of §318(a)(3)(c).  (NOTE – no corollary rule for (a)(2)).    
 5 Options = Ownership: §318(a)(4): Option to purchase stock shall be considered as owning stock.

i. Where Option & Family Attribution Applies- Option rule trumps so that (a)(4) applies.

ii. Options to buy from corp count!  RR 68-601.  Counts for SH redeeming shares or attributable party; NOT if unrelated party holds option (don’t take this into account of demoniator).

iii. Corporation Can’t Own Option Rights To its Own Stock. Through multiple attribution rules 
b. Wh
6. MULTIPLE ATTRIBUTION §318(a)(5):  GENERALLY- multiple/unlimited attribution OK.  
a. Multiple entity attribution OK.  Entity (  Entity (  SH
i. Eg: A (50%) (  X  (100%) (  Y.  Y also owns 10 shares of X.  5 of 10 X shares can be attributed to A.  Strange b/c X’s share attribute back to X.  (i)  §318(a)(3): 100% of the 10 shares Y owns is attributable to X; (ii)  §318(a)(2): As a 50% SH of X, A is attributed in proportion of X’s holdings.  So 50% of 10 = 5.

b. Entity (  Owner (  Entity      OK.  


EXCEPTIONS: 

 1 FAMILY ATTRIBUTION CUT OFF- §318(a)(5)(B)- – NO Double family attribution.
a. Can see problem.  CH 1 (  Mom (  CH 2.  But CH and CH (siblings) are not included as ‘family members.”

b. Overlap w/ Option-  Family member has option to buy.  Since option rule trumps, can use to attribute to other family members.

H:  Same as above, except Mom has option to buy CH1’s shares.  

(i) Attribution M ( CH1 under (a)(4); and 

(ii) attribution under (a)(5) from M (  CH 2.  (a)(5) is not applied twice. 

 2 Member  (  ENTITY ( Member   CUT OFF.  §318(a)(5)(C)-Can’t use multiple attribution such that (i):  (a)(3) Member-Entity and then (ii) (a)(2) Entity to another member.  
i. Rule applies to All Entities:  to corporations, partnerships, estates and trusts.

c) INTEGRATION- Whenever there are multiple redemptions of stock, consider collapsing.  
(1) If a SH Plans to Increase Interest(  Integrate transactions.  §302(b)(2)(d) No formal agmt required, as long as 1 individual intended to increase interest.  Integration happens whether SH wants it to or not, as long as there is a ‘plan’.  

(2) RR 85-14-  A is 72% SH.  In agmt, when B retires, their shares redeemed & B gives notice of redemption.  A causes co to redeem his shares & goes to 49%.  But b/c B bought out, A regains over 50% control.  This is a plan & A won’t get substantially proportional treatment & treat redemption under §301.  

(3) Effect-  When doing analysis below, affects denominator- SH’s % interest may not decrease.  You calculate multiple redemptions % interest into 1 step. 
4) TRIGGERING DISTRIBUTIONS --Planning – 2 objective tests, substantial disproportionate test or complete termination test.  
1) §302(b)(2)-Substantially Disproportionate Distribution: Substantial reduction in SH’s interest

a) 2 PART TEST: 

i) 50% Threshold Test:  Unless immediately after the redemption the shareholder owns less than 50% of the total combined voting power of all classes of stock entitled to vote. (b)(2)(b)  

ii) 80% Disproportionate Distribution Tests:  Before & After analysis of stock ownership.  (b)(2)(c)
(1) Test:  . 
(a) Percentage of voting stock owned by the SH immediately after the redemption must be less than 80% of the percentage of voting stock owned by the SH immediately before the redemption.  

i. Calculate % interest BEFORE redemption.
ii. .8 X  % BEFORE interest.

iii. Calculate % interest AFTER redemption.

· Reduce demoninator!
iv. Result in (iii) has to be greater than (ii).

(b) SH’s interest in common stock (voting/nonvoting) after and before redemption also meets 80% requirement of (a) above. For more than 1 class of stock, use FMV of stock to make determination.

(i) Use Aggregate amount of all classes of stock to calculate.

(ii) LIMITATION: RR 81-41: Where SH owns ONLY voting preferred stock (no common), this rule doesn’t apply.

2) §302(b)(1)-Redemption Not Equivalent to Dividends:  Fall back provision of last resort, narrowly construed.
a) Davis-  Closely held corp owned by T, T’s Wife & CH.  To get cash to Corp.,T contributed cash in return for nonvoting preferred stock.  Corp was to repay cash by later redeeming shares.  T’s basis in shares = amt of $$ given.  §302(b)(2) – didn’t apply since only preferred redeemed, still had maj of common,  §302(b) didn’t apply either b/c there was no “meaningful” reduction in his 100% interest (due to the constructive ownership rules).  Dist of preferred shares treated as a dividend under § 301.

i) Meaningful Reduction Test: To be eligible for sale or exchange treatment under §302(b)(1) – “Redemption must result in a meaningful reduction of SH’s proportionate interest in the corp.”
(1) FACTORS: Rev Rul 85-105 
(a) KEY FACTOR: Rt to vote and thereby exercise control; 
(b) Rt to participate in current earnings;
(c) Rt to share in net assets on liquidation.

(2) MAJORITY SH REDEMPTIONS:
(a) T is a sole shareholder-100% owner of a corp, redemption is ALWAYS a dividend, and can never get sale treatment.  

(b) Relinquish voting control by redemption –Look to the total shares outstanding.  If another SH can block the interest of the shareholder, than the test is passed.

i. -Eg- 57% to 50% drop.  Only other SH has 50%.  This is OK, b/c other SH can create stalemate.

ii. Cf_ of 50% owned by many people, then T still has voting control (  not considered a sale of stock.  

iii. RR 76-364-  A owns 27%, drops to 22.27%. BCD own 24.33 IS meaningful red.  A can join w/ 1 other SH and have maj control of corp.  After drop- can’t join w/ 1 SH, has to join w/ 2.  

(c) Loss of Rights under State Law – Drop Below  2/3 ownership. State law provides rights for 2/3 owners: power to liquidate, etc.   
1. Are loss of rights meaningful?  Facts and circ: is there an impending liquidation; business going bad? 
2. WRIGHT- Drop from 2/3 to 61.7% = meaningful even tho no impending liqudation.  8TH circ.

(d) Application: Is there Truly a Community of Interest?-  Although application of attribution rules to Davis is mandatory, the relationship of parties may be taken into acct to determine whether there is a meaningful reduction.

Patterson: 6th Circ. Trust, due attribution, went from 97% SH of corp to 93% SH.  4% reduc = meaningful b/c, there was no ‘community of interest’.  Majority interest went to someone beneficiary hated.  

1. Contrary Tax Ct Authority-  Metzger-  No bad blood exception.

(3) MINORITY SH REDEMPTIONS  Almost ANY reduction in interest qualifies.  As long as there is a reduction. Key: minority SH- whose relative stock interest is minimal & has no control over corp.    
Redemption of NONVOTING Preferred Shares
--For voting preferred, apply §302 rules above.  Non-voting preferred has special rules b/c there is no voting interest.

b) Piggy Back: §302 Common + Preferred ( §302 Redemption
i)  Where you have a redemption of common stock that qualifies under §302, can also piggyback the preferred.  Reg 1.302-3(a).  

c) Redeems Preferred Only & has Common Stock
i) If MAJORITY SH (     §301 Distribution
(1) Under §302(b)(2) & (b)(1): flunks b/c voting control stays same; no common sold. Treated as distribution-  §302(d): where you flunk under 302, §301 applies

ii) If MINORITY SH (  §302 Redemption under §302(b)(2)
(1) RR 85-106: Meaningful Reduction.  C is min SH, that can join w/ A&B for control of corp.  C has no voting control before transaction.  C redeems non-voting preferred.  Meaningful red, since he had no voting control to begin with.

d) Redeems Preferred Stock & SH does Not  have Common Stock (  §302 Redemption.
i) Here: SH never had any voting interest.  So any redemption of preferred is meaningful.    Reg 1.302-2(a), RR 77-426

3) Complete Termination of Interest:  §302(b)(3) SH’s stock 100% redeemed by corp.
a) Consideration Used: Doesn’t have to cash be look out for situations where SH 100% redeemed and takes back note or Cash.  §§317(b), (a)
1. If Note (  Installment Sale Reporting §453
a. Definition-  Disp of property where at least 1 pmt is to be received after the close of the taxable yr in which disposition occurs.  §453(b).  Interest computed separately, this speaks to principal.
b. Installment Method-  Recognize gain to extent pmts received under installment method - §453(c) 

i. Character-  Determined when gain realized – at time of disposition of stock.
ii. Report gain as Pmt Received X gross profit ratio
Gain = Pmt received  X  Selling Price – Adjusted Basis 





   
                 Selling Price – Qualified Debt (not below 0)

b) RELATED PARTIES/CONSTRUCTIVE OWNERSHIP: To the extent that related owners hold interests in a corp, their shares will be aggregated to determine complete termination of interest.
c) EXCEPTIONS-
1. Wavier of FAMILY Attribution  §302(c)(2)(A)

a. If family attribution applies in 302(b)(3) situation, it doesn’t apply if: 

i. Redeemed SH has no interest in corp-  

· Std-  Des interest give SH control or continuing interest in corporation?

· Creditor OK, but includes interest as director, officer, employee/indep K.
· Notes- Taking security interest in debt OK, and won’t be an ‘interest co” sla value of security greater than necessary to secure debt. 

Lynch-  F redeems shares, son takes over, F continues on as consultant (indep contractor).  Ct- this is an interest in corp.  Attribution applies.  F should have taken note + higher interest (as comp) taken security interest if pmt in doubt - being CR still fits w/in exception.

ii. 10 yr Lock Out- SH can’t have interest w/in this period.

iii. Agmt to Notify Govt of Acquisition of Corp w/in 10 yrs

iv. SOL stays open 1 yr after notification called for.

2. Waiver of ENTITY Attribution
a. Situation-  Family member’s share is attributed to entity. Entity (  Beneficiary  §(a)(3) ( Fam member of bene §(a)(1).
b. RULE:  

i. Entity and beneficiary meet requirements of family attribution.  (Not fam member b/c not related to entity)

ii. Agreement:   Entity and beneficiary agree to be jointly and severally liable for any deficiency resulting from an acquisition of interest w/in 10 yr lock-out period.

c. NOTE-  Beneficairy’s shares are ALWAYS attributable.

d) Series of redemptions - that lead to termination of interest are OK, sla “redemptions pursuant to a firm and fixed plan to eliminate stockholder from corp.”

4) Partial Liquidations: Permits sale or exchange treatment to a noncorporate SH if the distribution is “in partial liquidation of the distributing corp”.

a) REQUIREMENTS: 
i) Distribution must NOT be ESSENTIALLY EQUIVALENT to a DIVIDEND.  (At Corp. level)

(1) Corporate Contraction Doctrine- “genuine contraction of the corp business.
(2) Safe Harbor §302(e)(2):  A corporation that was engaged in 2 or more businesses and is distributing the assets of, or ceasing to conduct one fits businesses.

(a) Dist attributable to the distributing corp’s ceasing to conduct, OR consists of the assets of, a qualified trade or business.

(b)  Dist Corp must be “actively engaged in the conduct of a qualified trade or business that was: 

(i) Conducted throughout 5 yr period ending on date of redemption; and 

(ii) Was not acquired by the corporation w/n such period in a transaction in which gain or loss was recognized in whole or in part.  

ii) Pursuant to a PLAN and OCCUR w/in TAXABLE YR in which plan is adopted or within the SUCCEEDING TAXABLE YR.


5) Redemption v. Dividend, then Sale.
(1) Situation-  Start: A – 60/100; B – 40/100.  

(a) Redemption – SH A sells 20 shares to X for $400 under §302, increasing B’s share, A’s share decreases (40/80); (40/80); 

(b) Dividend, then sale-  A ($240) and B ($160) get cash div, then B uses cash to buy 10 shares from A, so that B’s share increased, A’s reduced.   In both transactions – A & B both have same % interest, B has increased interest, Co’s total stock worth same.  Same results; different tax.
(2) RESULT: In Dividend, then Sale:   Have (i) double tax: upon div & on sale; (ii) Div: no basis recovery.  Results in significant tax savings.  

(a) Div, then sale: $69 tax; Redemption: $30 tax

6)   BOOTSTRAP ACQUISITIONS

(1) GENERAL RULE: Increase in the remaining shareholder’s relative interests resulting from the redemption of another shareholder is not taxable.
b) Rationale: When this happens, no extra cash goes to other SH b/c that goes out with the redeemed SH.  The only thing that goes up is the SH’s proportionate interest in corp.

c) SALE, THEN REDEMPTION TRANSACTIONS GET §302 TREATMENT: 
(i) ZENZ-  §302(b)(3)- Termination of Interest.  

1. F:  In an acquisition of corp owned by 1 SH – there is a two step transaction:  (1) Buyer purchases small amt of stock; (2) Shareholder fully redeems all shares.  

i. Sale- get 1001 treatment & redemption: include the sale shares and get redemption (term of interest).  

2. Integrated Transaction: As long as 2 step are clearly part of an overall integrated plan, get sale/exchange treatment under §302(b)(3) will be given effect. 
3. Won’t even worry about order of transaction. But error on side of caution – always to purchase and then sale.
4. ADVANTAGES 
a. Indiv SH that sells- 302 exchange treatment cf distribution.
b. Corp- Same effect for SH: Gen §301 is better b/c DRD.  But if §301 does apply, think of extraordinary dividend – lim on DRD. End up w/ same effect if §302 applies.  (Reduce basis, and then to extent no basis= gain) 
(ii) RR 75-447  -  §302(b)(2)- Substantially disproportionate distribution test.  Can bootstrap even when SH’s don’t completely terminate interest.

1. RULE:  If redemption of new shares and redemption are “clearly part of an overall plan to reduce SH’s interest, effect will be given only to the overall result for purposes of section 302(b)(2) and the sequence in which the events occur will be disregarded.”  

2. Eg:  A sells 20 shares to X for $400 and then sells 10 shares to B; leaving A w/ 30 shares.  
3. When doing before and after test:  Before 60/100; after 30/80.  If not considered 1 transaction, after: 40/80 and test failed. 
ii) CAN BE USED TO BRING IN ANOTHER SHAREHOLDER
1. Eg: SH A & B each own 50 shares. Want to bring in C into business.  Corp issues 25 shares to C, and A&B are redeemed collectively by 25 shares.   Before for A&B: 50; After: 37.5
2) BUY/SELL AGMTS: 

a) Cross purchase: SH’s agree to buy the stock from each other. §1001 sale.
b) Entity redemption: Co agrees to buy stock.  May trigger RR 69-608
c) TERMS: 

i) Mandatory.  Must buy.

ii) Call option- option, but not req.

iii) Put option- retiree has option -requirement of other party to buy stock.

iv) First refusal- If SH wants to sell (but doesn’t have to), other pty must has first rt to sell.

3) PRIMARY, UNCONDITIONAL & PERSONAL OBLIGATION EXCEPTION 
a) RR 69-608: When a continuing shareholder is subject to an “unconditional obligation to purchase the retiring shareholder’s stock”, the satisfaction by the corp of his obligation results in constructive distribution (dividend) to him under §301.   

(i) Does SH B have Primary, Unconditional & Personal Obligation? Situations:  

1. Classic Situation-  A & B agree upon retirement to purchase each other’s shares.  

2. B’s Option to Purchase Shares-  NOT an unconditional obligation.

3. B’s obligation to purchase or cause shares to be purchased & contemplates B’s rt to assign to corp – NOT unconditional obligation.  Doesn’t REQ B to buy.

4. Rescission of K Before Obligation Ripens- New K: Corp buys shares; Old: A and B agree to purchase Shares.    NOT unconditional corp.
7.  DEEMED REDEMPTIONS BY RELATED CORPS §304
(1) Situation-  Concern in situations where there is a §1001 sale of stock between related entities. $$ leaving corporate solution w/o any change in ownership.   Deem a redemption that will likely force §301 analysis.
(1) ANALYSIS: 
(a) CONTROL: 1 corp purchases stock in another corporation, and selling person/persons is in control of BOTH corps.
1. DEFINITION: Before Sale: Ownership of Stock possessing at least 50% of the vote OR value of all classes of stock.  
a. Way to Avoid §304 & Get Sale/exch treatment- CHARITABLE GIFT.
i. Transaction:  Before §304 type transaction, give charity gift of shares so SH has less than 50% ownership; later charity redeems shares for cash and % ownership restored.
ii. Govt Will Accept This as a Gift-  if charity is not legally bound to tender shares or charity has no choice but to redeem.  RR  78-497,  
2. ATTRIBUTION RULES under Control element: under §318 gen apply to §304 per §304(c).  
a. MODIFICATIONS: 
i. §318(a)(2)(C): Person (  Corp  ( Corp 2.  Person deemed to control 2 100% of > 50% interest.  Cf: proportionate interest.  
ii. 5% ownership triggers attribution for upstream and downstream attribution.    
a. From Entity to SH. §318(c)(2) If SH owns 5% more of corp, then entity owns that proportionate interest.  §318(a)(2)(C):
b. To Entity from SH.  §318(c)(3)
i. If SH owns 50% or more (  Corp owns 100% of SH’s stock.  §318(a)(3)(C):

ii. If SH owns 5%-49.99% (  Corp owns proportionate Interest. 
            iii.    Chain Attribution-  RR 70-496.  Where you have a chain w/ 1 parent. 
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--If Z purchases from O, all of P’s shares.  §304(a)(1) will apply b/c O will be considered as controlling Z through attribution.  Use §318(a)(2) from entity to SH, proportionate- from Z-W; and use §318(a)(3) to entity form SH from W –O.  

i. RR 74-605:   X (  Y (  Z (  S.  Where Z sells S shares to Y, §304 does NOT apply.  Don’t apply attribution rules.  Could fall under §304- brother/sis corp b/c X owns all Z shares under §318(a)(2)(C) (from entity to SH) thru ownership of Y, and under §318(a)(3)(C) (to entity from SH) Z owns Y shares actually owned by X, thereby putting Z in control of Y and S.  But this doesn’t makes sense b/c then Z is the owner of its own shares.  Thus Z not deemed to own the Y shares.  

--Reg 318-1(b)(1): Corp shall not be considered to own its own stock by reason of §318(a)(3)(c).    Note (a)(2): corp can own shares (from entity to SH).
3. CONTEXT: 
a. Acquisition by Brother/Sister Corps: 
i. Triggering facts: §304(a)(1)

1. 1 or More Persons In Control of 2 Corporations (see above); 

2. Control person sells for property under §317(a),  
3. Issuing stock to acquiring corporation.     
ii. Result: property shall be treated as a redemption of stock under §302(a).
iii. §302 Redemption Analysis: 
1. Deemed Redemption-  of Acquiring Corp’s Stock.

2. Before/After Analysis -  Stock of issuing corp. DIAGRAM!!
1. **Apply attribution rules (after sale- acq corp’s share attributed to SH & R.  

2. Rare that §302 applies b/c shares sold to acquiring corp will be attributed to SH).
3. If §302 applies:   Sale/Exchange (  AR - AB

iv. §301 Dist Analysis: (Acquiring Stock)
1. Dist to extent of E&P.
a. RULE: First from acquiring corp; then from issuing corp.  

b. CORP SH- DRD
1. Note- Do DRD Analysis for both corps if Div coming out of both acq and issuing corp.

2. Timing issue if Co sells all of issuing corp stock, but owned 100% before sale.  Will only get 80% DRD.  See DRD section (above).

2. Return of Basis: §304(a)
a. Deemed §351(a) transaction –  Phantom acquiring stock deemed received by shareholder in exchange for X shares.  And Acquiring stock redeemed by acq corp.
i. No Gain/loss recognized. Contribution to capital.

ii. Determine Amt of BASIS. Snap-On Basis: Basis in acquiring stock + basis in issuing stock.  §358(a)
1.  Limitation: EXTRAORDINARY DIVIDEND:§1059(e)(1)(A)(iii) Any DRD amt = extraordinary dividend, since have DRD as a result of application of §304.
a. For Corp SH’s: Do not apply Snap-on rule!   

b. Reduce basis (by acquiring phantom stock) by DRD, not below 0.  

c. Excess DRD = Gain.
d. Issuing Stock’s Basis-   This entire basis will be left over to apply in step (iii).  

iii. §Decrease in Basis under §301(c)(2)-   

1. Have left over distribution amt in excess of E&P that will reduce basis left over from step II.  
iv. Capital Gain §301(c)(3)- Any amt in excess of basis.
v. Acquiring Corp’s Basis- As a §351 contribution, SH’s basis – carry-over basis from issuing corp’s stock. §362(a) 
b. Acquisition by Subsidiaries: Does 1 or more Corp Control another Corp?  §304(a)(2)

i. Scenario: A  (  X (issuing corp/Parent) (  Y (acquiring corp/Sub)
- A sells Y (sub)  shares of X (parent’s)  stock.

ii. Triggering Facts-
a. If in return for property (§317(a)), 
b. 1 corp acquires from a shareholder stock in another corporation;
c. Issuing Corp “Controls” the acquiring corp.    
iii. §304(a): Treat property from acquiring corp as a distribution in redemption of stock of issuing corp.  

iv. §302-  Determine A’s interest in issuing corp.  

v. §301(c)(2) Distribution:   Apply normal §301 rules.  No phantom problems, because there is a redemption of X stock, and we are looking at X stock.  
 i SH’s basis:  Basis in remaining parent corp stock stays the SAME; notwithstanding SH gave up stock.  Reg 1.304-3(a)
 ii Acquiring Sub’s basis:  Transferred basis- Basis in hands of SH. Reg 1.302-2(c)  

4) STOCK DIVIDEND     §305
--Distribution of stock is not property under §301, gov by §305.

1. GENERAL RULE: §305(a):  Distribution of corp’s own stock or options to acquire such stock made “with respect to its stock” are not taxable to the SH’s. 
a. SH’s Basis-  Divide old basis & spread among old and new stock according to relative FMV at time of Dist.  §307  
i. Eg:  $100 basis; $4/share common stock div ($100 shares) of $1 pref shares ($100 shares).  4:1 ratio (5 eq parts) – so $80 common; $20 preferred.  

b. Holding Period- Tacking for new shares to orig stock purchase.  §1223
c. §301 Application Dist of ‘property’-  
i. Amount of Distribution=  FMV of stock.  Reg. 1.305-1(b)

ii. §311(a)(1) gen rule:  no gain/loss recognized on corp’s dist of stock.
iii. Adjust E&P §312: by FMV of stock.  ( make sure this is right.
2. Consequence to Corp-  (i) If §305(a) applies - Non-recognition of stock distribution (§311(a)). (ii) E&P – no effect.  §312(d)(1)(D) 

a. Situation : where there is a proportionate stock distribution to all SH.  Because rights in the corp has not increased, there is no realization until SH disposes of stock.  Co has just distributed its accumulated profits.  (Eisner v. Macomber)

i. Preferred Share-  For §305 purposes: fixed rights through liquidation or dividends.   

1. Factual issue-  Whether the shares are fixed and limited may depend on status of corp. 

a. Eg: Preferred shares have div preference, and after that partipate w/ common share for share.  Here – depends on whether corp is in good shape – then not ‘preferred stock’ & treated as common, cf: co’s outlook dismal so preferred won’t participate, interest is ignored.  

ii. Eg:  pro-rata common on new class of preferred; pro-rata common on common.

b. “With Respect to Stock”- has to do w/ dist as Shareholder – not as CR or employee.
3. EXCEPTIONS:  Tax these stock div under §301.  Key Question: is 1 class of stock getting a proportional increase at expense of another class?
a. ELECTION TO TAKE OTHER PROPERTY: §305(b)(1)
i. RULE: If any of the SH’s can elect to have a distribution payable in either stock or property other than stock, the stock dividend will be taxable to all SH’s receiving stock.  

ii. Note: even if all SH later decide to take all stock after election is made – exception applies.   
b. DISPROPORTIONATE DISTRIBUTIONS: §305(b)(2)
i. RULE: Stock dist is taxable if it results in: 

1.  Receipt of property by some SH’s;  and
2.  An increase in the proportionate interest of others in assets or earnings and profits.  

Eg: 1 share of preferred (that gives 6% div per yr) on each 10 shares of common. (ii) Common now have access to an annual div of 6% (property) gain of proportionate interest at expense of existing preferred & (ii) preferred SH received $6 cum div = ‘property’ under Reg 1.305-3(b)(2).  See lim below if pref not pd—don’t integrate if falls w/in safe harbor. 

Cf: Same facts but common given pref B class subordinate to pref A.  Then there is no increase in proportionate interest in common.  
Eg:  A common (  Cash; B common (  B common.  B common interest has increased- greater share in E&P & A gets cash.
Eg:  Have common & convertible preferred. Common ( pref stock; preferred – cash.  w/o anti-dilution feature: Common has increased prop interest b/c when pref now convert, they have less of interest in corp.  If anti-dilution feature- §305(a) applies & and there is an exception under §305(b)(4).   

3. “Series of distributions” that results in receipt of property by some and an increase in proportionate interests of others.  Above examples can occur at different times & not part of plan, but we integrate.
a. INTEGRATE: If a series of dist have the effect described in §305(b)(2), the stock dist will be taxable “whether or not the stock dist and cash dist are steps in an overall plan or are independent and unrelated.”  

b. Safe Harbor:  Reg. 1.205-3(b)(4): If distribution of property and dist of stock occur more than 3 years  apart, dist presumed NOT considered a series of dist UNLESS part of a plan.   

4. No requirement that the distribution come from corp itself, but must be due to SH’s capacity of shareholder.   Treas Reg 1.305-3(b)(4). 

a. Eg: some SH’s receive stock distribution and other SH sell their shares in a prearranged plan to a related corp for cash.  
5. LIMITATION: Cash Paid in Lieu of Fractional Shares
a. SAFEHARBOR – If 5% or less of value of stock distribution is in cash.  Reg 1.305-3(c)(2)

b. FACTS AND CIRC: is PURPOSE for paying cash in lieu of stock to simplify accounting/avoid admin burdens, then ignore cash dist under this section.

c. DISTRIBUTIONS OF COMMON AND PREFERRED: §305(b)(3)
i. RULE: If dist or series of dist results in some common shareholders receiving common stock and others receiving preferred stock entire dist is treated under §301.

d. DISTRIBUTIONS ON PREFERRED STOCK: §305(b)(4)
i. RULE: ANY Stock distribution with respect to preferred stock is taxable.  (even as to prorata distributions.)  

Eg:  Preferred SH receive common stock prorata.  (Koshland); preferred on preferred.  
ii. EXCEPTION:  Increase in conversion ratio of convertible preferred for anti-dilution purposes does not fall w/in exception. 
e. DISTRIBUTIONS OF CONVERTIBLE PREFERRED: §305(b)(5)
i. RULE: Dist of convertible preferred will be taxable UNLESS it is established to the satis of secretary that such dist will not have the result described in paragraph 2.  

ii. LIMITATION: SH can show that dist will not result in increase in proportionate interest for some SH and the receipt of property to others.  i.e. all SH either convert or don’t convert.  Can’t have a mix.

1. Reg 1.305-6(a)(2): Dist is likely to result in a disproportionate dist when conversion rts must be exercised w/in a relatively short period of time, when factors such as div rates, redemption provisions, marketability and conversion price suggest that some SH’s will convert and some will not.

2. Reg 1.305-7(a)(2): Where conversion rts are available over period of yrs and div rates are consistent w/ mkt conditions, there is no basis for predicting at which time and the extent to which the stock will be converted and it is unlikely that a disproportionate distribution will result.  

f. CONSTRUCTIVE STOCK DISTRIBUTIONS: §305(c) 
--SH’s proportionate interest in E and P of corp is “increased” as a result of transaction.  
i) RULE: Deemed stock dist will be taxable under §301 if it has the result described in one of the 5 exceptions provided in §305(b).

ii) ANALYSIS: 

(a) Deemed distribution transaction - increases the proportionate interest of some SH.

(i) CATEGORIES: 

1. Change in conversion price

a. If change in conversion price increases the proportionate interest of 1 class of SH at expense of another = taxable.  
b. Cf: change in conversion ratio prevents dilution of convertible shareholder’s interest.  
2. Change in redemption price

a. Corp increases price at which it will redeem preferred shares.  
3. Difference between redemption price and issue price

a. If corp provides for a premium above the issue price, the premium may be treated as a dist of addl’ stock.
b. Trigger-  Mandatory Premium- redemption price that is greater than issue price.
Eg:  Stock issued for $1/share, 100 shares ($100).  Mandatory redemption of $18 ($180 total) in 5 yrs.  Start off with $100 principal & get $180 at the end.  Have $80 worth of OID.  
c. OID application- Have this $$ being promised long time from now w/o stated interest.  Apply OID.  Do mandatory accrual of the difference over time; & and increase basis in stock.
4. Redemption Where §301 applies & Prop Interest of Other SH goes UP.  
a. Note: Anytime you have redemption, think of this provision!!  Rationale is to prevent remaining SH’s increase when this is part of a periodic plan over time.
b. Apply §302; 
a. Calculate before/after interest of  redeemed shareholder(s);
b. Apply §302 test to SH’s interest that decreased;
c. If §302 fails, §301 applies
d. RESULT: SH w/ increased proportionate interest have a constructive dividend under §305.  
c. §305(b)(2): Treated as Disproportionate Distribution

a. Receipt of property-  The redeemed shares of decreased SH’s interest under §301 = receipt of property.  Reg 1.305-3(b)(3).
b. Constructive Stock= increase in proportionate interest.  
c. Calculation of Constructive Stock-  That # of shares that would bring SH to % interest as if redemption had not taken place.    
·  % owned before X   total # shares after redemption = Pre-Shares Redeemed
· New number of shares – Pre-Shares Redeemed = constructive stock.
Eg:   M owned 400/1000 (40%) shares before; 300/700 after.  Take .4 X 700 = 280 (# of shares that gets you back to 40%).  Diff between 300 (existing shares) and 280 (hypo shares) = 20 share constructive dividend.  

d. EXCEPTION: ISOLATED REDEMPTION
a. Where you have isolated redemption no constructive dividend even if §301 applies.
b. Typical Context-  Buy/sell provision on SH retirement, death, etc.
5. Any transaction (including recap) having a similar effect on the interest of any SH.§305(c)
(b) Whether it would be taxable under 1 of the §305(b) exceptions.
5.    PREFERRED STOCK BAILOUT    §306

1) Situation-  Corp distributes preferred stock to SH’s in order to save on tax.

a) CHAMBERLAIN: Assume and A and B are SH 50% Co X.  Own common stock.  X earns lots of $$ and the co has lots of E&P – running under §531 accum earnings penalty.  Suggestion of dist div (ordinary income), which A and B don’t want.  Instead, X gets investors to invest in preferred stock.
(1)  Will issue new preferred stock class div:  preferred stock div on common.  – under 305a nontaxable.  
(2) And get investors to buy pref stock from A and B.  A and B will have sale at cap gain rates.  Preferred will carry out dividend, and this div will reduce E&P over time.   Ct- chamberlain won: overall understanding, but no K- prof: if there was a K, chamberlain would have lost.  
b) Advantages: 

(1) SH’s redeem the preferred shares at cap gain rates. 

ii) Instead of distributing shares as ordinary income dividend, corp reflected profits in tax-free distribution of its own stock.  

iii) Dist preferred shares is the ideal vehicle b/c SH’s don’t loose any of their voting and other participation rights upon sale of the pref stock.

iv) Treat the separate transactions as the same – collapse the distribution of preferred and the later sale to a 3rd pty.  Treat as §301.  You have cash exiting co, b/c mandatorily redeemable preferred and div has to be paid, cash ends up in hands of SH, and so it looks like a dividend.

2) TAINTED STOCK 
--PREFERRED STOCK BAIL-OUT--Sh of co ends up with cash from co one way or another w/o sacrifice of any control of corporation.  
a) §306(c)(1): Preferred Stock - Stock (other than common, issued w/ respect to common) which was distributed to SH selling or otherwise disposing of stock, IF by reason of §305(a), any part of such distribution that was not includible in gross income of the shareholder.

TRIGGERS:
i) Preferred or Common Stock? Look past label.
(1) COMMON:  Unrestricted rt to participate on div and up on liquidation.  

(2) PREFERRED STOCK: Fixed and limited rts to participate & on liquidation.

(a) RR 81-91-  IN what looked like voting preferred stock, svc focused on surrendering Corporate Growth,  
(b) T distributes class B stock- w/ equal voting rgts & par value as Class A, 6% dividend preference & liquidation pref. 

ii) §305(a) Non-Taxable Stock?  
(a) Preferred stock dividend issued on common stock under §305(a).

iii) SH selling or disposing of stock?
b) EXCEPTIONS: 
(1) NO E&P AT TIME OF STOCK DISTRIBUTION -   §306(c)(2): §306 Stock does not include any stock no part of the distribution of which would have been a dividend at any time of the dist if money had been distributed in lieu of the stock.

(a) If there is no E&P from which to pay out a cash dividend, then we don’t have to worry about Corp, attempting to distribute excessive E&P tax free to shareholder.

(2) NON-RECOGNITION UNDER ANOTHER SECTION  §306(B)(1)(C)

(3) LIQUIDATION  §306(b)(1)(B)

(a) §306 stock is redeemed in distribution in complete liquidation under §331.
(4) TERMINATION OF INTEREST.  §306(b)(1)(A)(ii)

(a) Situation:  (i) SH sells all common stock; (ii) Then all preferred. 

1. Cf: reverse order= apply §306.  Bailout of E&P possible. 

(b) SH is terminating interest – don’t have to worry about SH bailing out E&P while keeping control of corp.  Integrate transaction – Zenz.

(5) TRANSACTION NOT IN AVOIDANCE  §306(B)(4)

(a) Std-  T has to establish that original distribution of preferred AND redemption were NOT part of a plan having 1 if its principal purposes tax avoidance.  

(b) Fireoved-  High standard- If any costly way to accomplish business purpose, or save any tax by doing it another way – have avoidance purpose.   
3) DISPOSITION OF §306 STOCK

a) Disposition by Redemption §306(a)(2)
i) GENERAL RULE: §302 redemption provides for capital gain treatment.

ii) §306(a)(2) TAINTED STOCK:  Tainted stock automatically is treated as a distribution of property  to which §301 applies.

(1)  When to Determine E&P for §301.  At time SH REDEEMS shares, not at time preferred stock issued.  

(2) Corp SH can use §243 dividend received deduction.    

b) Disposition Other than By Redemption §306(a)(1)
i) OTHER THAN BY REDEMPTION: 

(1) Eg: sale of preferred stock to 3rd party.

ii) EFFECT: §301(C) DISTRIBUTION:  §306(a)(1)(A) & (B) AR IS SPLIT IN 2: 
(1) Ratable Share of Distribution = Ordinary Gain - Look at E&P at time of dist (Year’s end) and prorate based on SH’s interest. §306(a)(1)
(2) Recovery of Basis;

(a) Excess of E&P- Recover basis from preferred Shares.

(b) Excess of Preferred Stock Basis-  Preferred stock gone, but may have basis not eaten up by AR, i.e E&P at into it.

1.  ADD: Excess Preferred Basis to Common.  
(3) Excess gain treated as sale of stock (  Capital gain treatment.

(a) §306(a)(1)(B): AR – Ordinary Income Amt (calc above) + Basis = GAINNote: 
iii) ULTIMATE RESULT: Going to get the same amount of gain as the general rule under §1001, changing character to ORDINARY.

(a) Corps won’t get DRD;

(b) Indiv:  Div treatment under 1(h) i.e. same rate; but basis recovery is only if basis is eaten up.  

6.  LIQUIDATION   
1) LIQUIDATION PROCESS: 
i) Reg 1.332-2(c): “Liquidation” occurs when corp ceases to be a going concern & its activities are for the purposes of winding up its affairs, paying debts, and distributing rem balance to SH. ( Process, not just a single event.  Not nec legal dissolution.
a) Complete dissolution NOT necessary- Corp can maintain nominal assets to preserve corp name  Reg 1.332-2(c)
2) WAYS TO LIQUIDATE-  (Overview)
i) Corp sells asset to purchaser, then liquidation.
a) Corp’s sale to purchase - §1001 sale.  (i) Recognize gain/loss (AR – AB), (ii) reserve tax and (ii) dist rem cash to SH.
(1) Character of gain-  
(a) §1231 gain?  Long term capital.
(b) Multiple assets – Do gain/loss asset by asset.  
b) Liquidation – SH treated as exchanging stock in corp for cash.  (AR- AB) Recognizes gain.  §331(a). 
ii) Liquidation: 
a) P can Buy stock of from SH directly (Gen Utilities)
b) Corp distributes assets to SH, SH sells to asset.
c) Consequence: Same result as asset sale, then purchase.  2 layers of tax.
(1) Inkind distribution-  Recognize gain/loss as if sold prop to SH at FMV.   Corp has to pay tax on gain.  §336(a)
(a) Character-  Possibly Ordinary  (cf above).  Sale of prop by corp which in hands of corp SH is depreciable asset if SH controls entity by more than 50% value then all gain = ordinary.§1239
(2) SH treated as exchanging property-  SH, then recognizes gain.  §331(a).  
3) LIQUIDATION IN SERIES:
a) Series of Dist is a Liquidation if Part of Plan  §346(a)- Dist treated as complete liquidation of a corp if the dist is one of a series of dist in redemption of all of the stock of corp pursuant to a plan.”  
(1) When does Series of Dist in Complete Liquidation.  How do we differentiate this and series of 301 distributions.
(a) FACTS AND CIRC TEST – At min, corp should adopt a liquidation plan & stick to it.     
(2) Formal Plan Not Necessary-  Treated as liquidation if: 
(a) Status of Liquidation- exists at time of first distribution; 
(b) Continues Until Liquidation Complete.  Reg 1.332-2(c)

4) STEP TRANSACTION – Parties DON’T want Liquidation Treatment. 
a) General Utilities-  IN acquisition, SH sell share directly to acquiring corp.  Parties want to Avoid double tax.
b) Treat as Liquidation-   Treat as if liquidation occurred.  Sale attributed to corp.  Entity has to pay tax on gain.  
5) Corporation -Tax Consequence-  mirrors treatment of nonliquidation dist under §311.
i) In-Kind Property: Gain/loss recognized on dist of property as if property were sold  at its FMV.  §336(a).
a) After AR-AB calculation – calculate corp’s tax.
b) Treatment of Losses- Gen permitted to take loss.  §336(a)
(1) Except-  §336(d)(1)(2) Transfer to related party. (don’t need to know)
c) Character-  
(1) §1231?  Capital (long/short-term)  -- gen rule.
(2) §1239?  Ordinary – Sale of prop by corp which in hands of corp SH is depreciable asset if SH controls entity by more than 50% value then all gain = ordinary.§1239
6) SHAREHOLDER TAX CONSEQUENCE- whether in-kind or cash, treated as taxable events as if SH sold stock back to corp in return (“IN FULL PMT”)  for corp assets in kind or cash.  §331
i) TAX CONSEQUENCE: 
a) Sale/exchange-  stock in the hands of most SH is a cap asset.  Get basis recovery.
b) Amount Realized: 
(1) FMV of property rec by corp.   §331
(2) Contingent Pmt OR Liability:
(a) Open Transaction – Where FMV of property is difficult to value (like mineral rts, royalties), its treated as an ‘open transaction’ –SH to treat pmts first as tax free recovery of basis, and thereafter as cap gain from the sale of stock.
(i) Rare situation since svc will gen req a valuation and this was pre-installment sale revisions.  
(3) Reduce by LIABILITIES:  If in-kind property NOT if rec cash.
(a) On liquidation, SH takes on liabilities of corporation. (Corp has disappeared) §6901(a)(2)
(b) Reduce A’s Amount Realized- for liabilities taken on.  
1. Debt 

2. Corp’s TAXES!  §6901 – transferees liability (corp’s tax liability shouldered by SH on liquidation)
(ii) LIMITATION- CONTINGENT LIABILTIY-    Don’t deduct liability at time of liquidation - Deduct loss as it becomes known.  (Amend return)
1. Character- Capital  Arrowsmith.
c) TAX : AR – AB (in stock)  = SH gain, gen long/term capital.

d) Basis in Prop Received- FMV at time of dist.  §334(a).
7) INSTALLMENT SALE: §453:  
i) Application to Liquidations:  Where a series of complete liquidation pmts where at least 1 pmts is received in the year after disposition of the stock appears to apply under §453.  
ii) ANALYSIS: §453 

a) Non- Qualifying Property: (i) Marketable securities, (ii) §1245 depreciable property, (iii) Accounts Receivables through sale of goods/services §453(b)(2)
b) Trigger: disposition of property where at least 1 pmt is to be received after the close of the taxable yr in which the disposition occurs.  
(1) When P gives Note/Debt Instrument-  Not a “Payment”, so installment meth applicable. §453(f)(3)
(a) UNLESS readily tradeable.  §453(f)(4)
c) Calculation of Gain: 
(1) What is payment each year?
(a) In Yr of sale- Pmt = 
1. Cash received; 
2. Debt relieved 
(2) Reduce by basis.  When basis gone, then report as below each yr.
(3) Gross profit ratio-  
 Selling price – adjusted basis



     Selling price – Qualified Indebtedness (Not in excess of basis)

(4) Multiply-     Pmt X GPR =   GAIN. 
iii) Corporate Sale of Assets Followed by Dist of Notes to SH.
a) Consequence to Corporation- If installment obligation is disposed of, SH must recognize remaining gain immediately. §453(B)
b) Consequence to SH: 
(1) §453(h): sh can report gain under installment meth when it receive 3rd pty notes from corp upon liquidation under §331.  IF:  
(i) Debt acquired by corp from a sale during 12 mo period beginning on adoption of liquidation plan AND:  and 
(ii) Liquidation must occur w/in that 12 mo period.  
(b) LIMITATION No Installment method- when Note was received due to sale of corp’s  inventory Unless – bulk sale inventory.  (Sale to 1 buyer)
8) LIQUIDATION OF SUBSIDIARY
i) TRIGGERING FACTS: 

(1)  “Affiliate Corporation” -§332(b)(1): corporation owning stock of an “affiliate Corp” under §1504(a)(2), eligible to file consolidated return.
(a) Affiliated Corp -§1504(a)(2) -  

(i) Amount-  Corp must own AT LEAST 80% of the total voting AND value of another corp’s stock.
(ii) Timing of ownership-  On date of adoption of plan of liquidation (below) and at all times until receipt of property in liquidation.
(2) “Complete Liquidation”-  Complete cancellation or redemption of all of the liquidating corp’s stock
(a) Transfer:  §322(b)(2)
1. All property w/in taxable yr OR
2. If series of dist- in accord w/ a plan of liquidation where all prop is distributed w/in 3 yrs.
(b) Distinguish Debt v. Liquidation-  If Sub is indebted to P at time of liquidation, pmts in satisfaction of debt are taxed to P b/c pmts are made as capacity as CREDITOR.  
(c) SOL-  Frozen until liquidation complete.
ii) RESULT: 
iii) Tax Consequences to the Parent

a) Proceeds of Sub’s Liquidation- §332(a): No gain/loss shall be recognized on receipt by a “corp” of property distributed in complete liquidation of another corp.
(1) “Property”-  In-kind property and cash.  
(2) OPTING IN/OUT OF RULE.

(a) If Loss (  sell stock so below 80% in value.  
(b) If gain (  buy stock so over 80%
1. Don’t want corp to redeem Min SH b/c redemption + liquidation may be integrated, ending up at same percentage.
b) BASIS- §332(b)-  trasnsferred basis-Basis in the hands of parent is the same as it would hands of transferor (sub).
(1) EXCEPTION-  §334(b)(1)- Gain/loss is recognized by sub on the dist of property in liquidation, the basis of the dist property in P’s hands will be FMV.
(a) There are situations in which Sub is required to recognize gain or loss.  So of course, since sub has recognized gain, parent gets FMV basis.  
(b) §337- Recognition rules for sub.
iv) Tax Consequences to Liquidiating Sub §337
a) Distributions to Parent Corp -§337(a)  No gain/loss recognized to liquidating corp on dist to the 80% distribute of any property in complete liquidation to which §332 applies. 
(1) Debt-  §337(b)(1) for §332 liquidations in which sub is indebted to P, any transfer of prop to P in satisfaction of debt is treated as a dist in the §332 liquidation.  NO gain/loss recognized.  Basis-  §334(b) – P must take a transferred basis in asset.
(2) Cash- If sub sells assets for cash, subject to taxation on cash sale. Problem- §337 applies b/c P gets a transferred basis in sub’s assets.  W/ cash no basis to transfer.  Co’s can get around this by doing an installment note – in which basis can be transferred.
v) Tax Consequences to Majority Shareholder

a) Non-recognition    
vi) Tax Consequences to Minority Shareholders

a) Not Covered by §332.  Not 80% SH.
b)  §334(a) -liquidation rules applies.   
(1) §336: GAIN recognized.
(2) §336(d)(3) – LOSS not recognized.  
(3) §334(a): Basis-  FMV
c) Sale to Purchaser-  

(1) P will recognize gain/loss on sale.  (essentially only time Parent, sub or SH gets taxed)

(2) Purchaser’s basis-  
(a) FMV basis.  §1012.
1. FMV of what?
a. If stock sale (  FMV of stock.  Purchaser will get carry-over basis of all assets. This creates problem below.

(3) Stock Sale- Inside/Outside Basis Problem.
(a) Situation-  In stock sale, when P purchases stock, have inside basis problem:

1. Although no gain (whether liquidating or not); 

2. Have tax liability of assets (w/o step-up basis of assets) in T going to P. §332, §381(a) 
Saw in asset sale, parent/T shouldered liability, but in stock sale, P will have liability.  And will argue they are paying too much.  S won’t want to pay either b/c no telling when P will sell.  

3. Inside basis-  Basis of T’s asset.  T inherits all asset liab in stock sale.

4. Outside basis-  FMV of T’s stock.

(b) RULE: §338(a)  Can make an election to adjust inside of target’s asset for:

1. Election - Purchasing corp makes election. 
2.  “Qualified stock purchase,”- transaction or series of transactions in which 1 corp acquires 80% by vote or value of another corp  by Purchase w/in 12 month  acquisition period.  §338(d)(3)

i. If Series of Transactions:
1. Determine when purchaser acquires 80%

2. Determine time from 1st purchase to last 80% purchase.

3. Can make election if w/in 12 mo period.  

4. Rolling cumulation-If don’t make it in first 12 months, calculate subsequent sales and see if there’s 80% w/in any 12 mo period. 

5. Acquisition date- Date of last purch that qualifies for 80%- day T sold asset to purchaser.
3. Deemed Sale: Then T is deemed to:  §338(b)(3)
a. Recognize built-in gain- Sold its asset(s) at FMV to “new T”;

b. Adjusted Basis- new corp purchased all of the assets (liabilities reflected in new basis figure).

4. RESULTS: 
a. Old Target – Will recognize gain.  Trade-off
b. New Target  

i. T Purged of All Tax Attributes- No further gain when T liquidates.
ii. Adjusted Grossed-Up Basis “AGUB”;Inside basis for new T.  §338(b)(1)
1. AGUB=  GRP + BNP + Liabilities 
i. Grossed up Basis- 
    Recently purch stock X (100 - % of nonrecently purch stock)




% of recently purchased stock
ii. Basis of Non-Recently Purch Stock-  basis of stock purchased outside of 12 month period.
iii. Liabilities – debt + Tax 
iii. Deemed Sale to New Target - §338(b)(3) election: 

1. New BNP   =    GRB  X        _% BNP__   

        100- % BNP 

2.  Deemed Sale of Non-Recently purch stock-   

i. GAIN/LOSS =    New BNP  –  Old BNP

b. New T’s AGUB-  same except replace BNP w/ New BNP.

THIS MAKES NO SENSE?!!! WHERE AND WHO RECOGNIZES GAIN GAIN IS SO SMALL & ONLY ACCOUNTS FOR NON-RECENTLY PURCHASED STOCK??

c. Purchasing Corp  
i. Basis: New AGUB
ii. Gain/Loss-


1)  Recognize New T’s inside basis right away; 
2)  
5. When Parties Would Make Election
a. If built-in GAIN (  gen bad idea.  

--P has to recognize gain for step up in basis.
--Same original problem as seen above, P is shouldering burden of asset’s liabilities.

b. If built-in LOSS  (  T would make election.

(c) Best for GAIN.  §338(h)(10)- 1 level of tax, nothing lurks
1. Requirements: 
a. Joint election by purchaser and parent co.

b. Qualified Stock purchase-  80% vote and value- of target stock from T’s parent.

c. Deemed Sale of assets - §338(a)(1) Election made.  T recognizes gain loss under deemed sale of assets.

2. EFFECT: 
a. §332 Liquidation of T into S.

3. Results: 
a. SH/Parent of S 

i. Liquidation-  Pays no tax on stock sale §337.

ii. Deemed sale of Old T assets: Inherits tax liability of T.

b.  New T-  
i. Basis AGUB in assets.

c. Purchaser- 

i. No gain/loss on liquidation §332, 337 and 

ii. Basis- AGUB.

vii) LOSS PROPERTY
a) Situation – Non-recog for both maj and minority SH.  Min SH gets step-down FMV basis.

b) Sub if best selling property at loss and then distributing.  Otherwise, loss is lost.
7.  CONTROLLED CORP NON-RECOG TRANSFERS §351

1) Situation-  Contribution of capital – SH is contributing ‘property’ in exchange for stock.  Can be either during incorporation or after.  
2) §351(a): --SH will not recognize any gain or loss on the transfer of prop in exchange for stock if they satisfy the requirements.  
REQUIREMENTS: 
i) SH Transfer of Property
a) Analysis point-  If contributions of different types of property- bifurcate them and apportion based on FMV of the property given.
b) Includes- SH’s stock (§317 def doesn’t apply here), property, cash, debt- but see below, account receivables.  
c) EXCLUDED “PROPERTY” -§351(d)   §351(a) won’t apply to the following:  
(1) Services-  taxable as ordinary compensation.
(a) Intellectual Property= Property –   patents, copyrights, trademarks, and trade secrets.
(2) Indebtedness of transferee corp which is NOT evid by a security; or
(a) Eg: open-account indebtedness.
d) Mix of Included and Excluded Property – part “property”, part excluded property
(1) Rev Proc 77-37:  Cash is 10% of value of stock (  Entire amt counts for control
(a) All stock- is included in calculation.  For subsequent §351 exchanges – old stock counts.  
Eg: Corp wants E’s property.  E isn’t a SH, no control.  Other SH try putting in $1 to hook in control, but won’t work b/c they need to contribute cash that is 10% of entire stock value.
(2) GENERAL RULE-  Disregard transfers where property is ‘relatively of small value’ in relation for shares received and A’s prim purpose is to provide hook for §351 exchange.  Reg 1.351-1(a)(1)(ii)
ii) Solely in Exchange for Stock-  
a) Nonrecognition treatment will only be granted for property exchanged for stock.  If SH gets other property in return, its boot (pay gain on that).
iii) Contributors Must CONTROL the Corp Immediately After the Exchange 
a) GENERAL RULE: Persons or persons contributing property must be in control of the corp immediately after the exchange.
b) CONTROL TEST: §368(c)
(1) Stock possessing at least: 
(a) 80% of the total combined voting power of all classes of stock entitled to vote 
(b) 80% of total combined non-voting classes of stock.
(2) Multiple Classes-  Analyze class by class – need 80% voting control.
c) IMMEDIATELY AFTER:. 
(a) Post-incorporation Contributions-  Determine control immediately after.  If controlling SH contributes more property after incorporation, old stock counts.
(i) Note- stock of SH that don’t contribute – don’t count may blow 80%.
(b) Series of Exchange - OK
Integrated Plan – Reg 1.351-1(a)(1): Simultaneous exchange not required, as long as the rights of parties:
1.  “previously defined”; and 
2. The exchange occurs as planned. 
(c) Is Momentary Control Sufficient? Subsequent sale of stock right after exchange.
(i) INTERDEPENDENCE TEST: Disregard transfers that are not steps in a pre-conceived plan. Would 1 step not occur but for another?  
(ii) Eg-  SH buys stock, and shortly sells to E.  Whether the subsequent sale is disregarded depends on facts.  Is it part of a plan?      
(iii) American Bantham: SH entered into best efforts K w/ underwriter.  Some shares put in escrow for the underwriter as reward.  When they got shares, SH no longer had 80% control.  Ct: Incorp, had control immed after the exchange.  The agmt was not key to the general plan.   
d) WHO IS PART OF CONTROL GROUP:

(1) Underwriters -  Disregarded, not part of control group.  Reg 1.351-1(a)(3).
(2) Public in IPO- part of control grp.
e) Disproportionate Contributions-  Where some shareholders Get more proportionate interest in stock they contribute and vice versa -still gets non-recognition treatment, but transaction will be given tax effect in its true nature.
(1) Eg: For family members, explanation for larger interest = gift.
f) EFFECT ON EXCLUDED PROPERTY CONTRIBUTIONS- If “non-property” contributors (excluded property under §351(d))  gets more than 20% interest in stock, the control test will fail, b/c their interest doesn’t count.
3) SHAREHOLDER Tax Consequences
i) BASIS-  §358(a): EXCHANGED BASIS.  SH’s basis = basis of prop transferred.
ii) Non-Recognition for Transfer of Prop:   §351(a) – gain/loss not recog by SH.
a) Holding Period-  Date of exchange.
iii) BOOT-  
a) Gain –
(1) Trigger:  If exchange would otherwise qualify for nonrecognition under §351(a), but for fact that T received “other property” OR “money” in addition to stock.
(a) Other Property or $$ Received?
(b) Is it Stock or Boot?

1. Stock –Like Transfers:

a. Stock rights or stock warrants (  Not stock
b.  Preferred stock (  Stock
i. Limitation – Nonqualifying Preferred Stock.  See below.
2. Securities/Debt

a. General Rule: Not Stock
b. Limitation: May have so many equity characteristics it will be treated as stock.
(2) Result: Recognize gain to extent of boot.  §351(b)(1)
(3) Calculation: 
(a) Recognize gain on boot

1. Calculate gain – AR – AB

a. Multiple Assets- Allocation of Basis- Review prob- 1st pg 11/2
i. Situation-  Sh transfers multiple assets.  If 1 asset at loss, SH may want to allocate that to boot so there is no gain recognized.  & Allocate gain property to stock so §351.
ii. Amount Realized for Each Asset-  How much boot received? the aggregate basis of the property transferred is allocated among the stock and the securities received in proportion to the fair market values of each class.
a. Determine net loss/gain-  For all assets transferred.
b. Assets SH transfers- RR 68-55.  Allocate for each asset transferred this fraction:

                Asset’s FMV​​​​​​_______  
 
         Total of All Asset’s FMV

c. AR allocated Asset for Boot-  Value of Boot by Fraction.  This is the boot received for asset.

i. Is asset transferred at gain or loss?  If gain realized on transfer – gain is recognized to extent of boot.

ii. For Loss –  non-recognition.

iii. Stock Basis: AGGREGATE BASIS: Treat asses transferred by SH as a single transfer and apportion each asset provided by corp.  RR 86-164
1. Add up all assets Basis  transferred by SH; 

2. Subtract $$ Received/boot; 

3. Add gain recognized (as calc above)= Stock Basis.  

4. FMV of stock – stock basis = AR (deferred gain under §351)
5. Divide stock basis by # of shares received=  basis per share.

6. Check-  If SH gave mix of loss/gain prop. AR for stock (§351) and boot recognized- should give you same net gain/loss by just eyeballing whether gain/loss exists on assets transferred.
iv. Corp- Adjustement to basis.  Increase basis of property transferred with amt of gain for which gain is attributable.  §362(a)
2. Compare with Boot received.  Recognize gain to extent of amt of boot received.
(b) Basis Adjustment- 
1. Start with §358(a) exchange basis.

2. Minus FMV of Property Received (boot)    (a)(1)(A)(i)
3. Plus Gain recognized


(a)(1)(B)(ii)
b) Loss-  §351(b)(2): Losses are not recognized.  Fear of cherry picking.  
c) CERTAIN TYPES OF PROPERTY: 
(1) SECURITIES, NOTES, INDEBTEDNESS: 

(a) INSTALLMENT METHOD-  Since pmts on boot will be received over time, SH may take advantage of installment reporting under §453.  
(i) Note-  Anytime you have debt being issued to SH by corp, think installment method.
(ii) Shareholder’s Gain: SH receives boot gain as pmts received  where at least 1 pmt is received after close of taxable yr in which disposition occurs, T defers tax on gain and spreads recognition over period of installment obligation.  Reg 1.453-1(f)(3)
1. CALCULATION:   PR 1.453-1(f)(3)(i)-(iii)
a. What is payment during year?
i. Any consideration SH Gets.  Even if not due to note.  Eg: Gets $5, cash, $5 note.  Pmt in Y1 = $5.
ii. Exception: Corp’s Stock, Debt/note  
iii. 1245 Gain-  Cannot use installment method.
b. Payment   X  Gross Profit Ratio   = Gain
i. GPR =  Selling price – Adjusted Basis 
Selling price – QI




ii.  Selling price-  Amt of $$ and other Prop B receives-not stock
iii. Adjusted basis-   Excess amt of property given up and FMV of stock.
(iii) Shareholder’s Basis:  Same boot rule above applies.  Still reduce basis by full amt of boot (even tho recognized later under §453).  PR 1.453-1(f)(3)(ii) 
(iv) Corporation’s Basis- Increase Corp’s basis when SH recognizes gain.  §362(a)(2)
(2) NON-QUALIFED PREFERRED STOCK:  
(a) Nonqualifying Stock = Boot.  If T receives “Non-Qualifying Preferred Stock” in exchange, §351 doesn’t apply (treated as boot)  §351(g)

1. Preferred Stock-  Stock that’s limited and preferred as to dividends, and doesn’t participate in corporate growth.  §351(g)(3)
2. Non-Qualifying Preferred Stock- Preferred stock treated as “other property” if: 
a. Redemption right -SH has right to Require the Issuing Corp (or related person) to Redeem Shares within 20 years of issuance.  §351(g)(2)(A)(i)
b. Mandatory Redemption -  w/in 20 yrs of issue.  §(g)(2)(A)(ii)
c. Issuing Corp’s Rt to Redemption-  Issuing corp or related party has rt to redemption w/in 20 yrs AND its more likely than not to be exercised.  §(g)(2)(A)(iv)
i. More likely than note-  Dividend tied to mkt factors rather than E&P.  
(b) Results if SH Recieves ONLY Non-Qual Pref Stock-  
1. SH will recognize gain and loss.  
2. Non-Qual Pref Stock Counts towards Control.
d) Assumption of Liabilities 
(a) What is An Assumption:  §357(d)
1. Recourse Debt-  To what extent does Corp agree to satisfy liability?   Facts and Cir.  Express agmt not required. Indemnification by Corp OK.
2. Non-Recourse Debt-   Assumed Except when secured in addition by other assets NOT transferred.  
(b) Tax Consequence:  If Corp assumes liability of SH for prop transferred NOT boot- (ignore in AR – AB calc.) in §351 exchange.  §357
1.  SH’s Basis in Stock- decrease  Reduce basis to zero by amt of liabilities assumed (treated as $$ received).  §358(d)
2. Corporation’s basis-  Transferred basis- don’t reduce by liabilities. §362(a)
(c) EXCEPTIONS: 
1. If liability exceeds  Basis (  Excess amt = §1001 Gain to SH §357(c) 
a. Corp’s Basis-  Transferred basis + §1001 gain.  §362(a)
i. Aggregate Basis-  If multiple assets transferred, aggregate basis and subtract to see if liability exceeds basis.  (Way to avoid gain)   §357  
b. Ways to Avoid- 
i. Contribute CASH - increases aggregate basis.
ii. SH Issues NOTE to Corp-  so long as note genuine (SH will pay it).  Perracchi.  
Note-  OK even if SH doesn’t take back stock! If sole SH, still §351, and thereby §357 treatment b/c taking back stock is a meaningless gesture.

c. Exceptions
i. Excluded Liability- Deduction 
RULE-  If SH transfers liability which would give rise to: 
a)  Current deduction  §357(c)(3)

b)  Capitalized Deduction -  Deductions not currently deductible due to T’s meth of accounting.  Eg: lawsuit liab.   RR 95-74 Basically, §351 applies: 
1. No Gain-  then liability is NOT Liab assumed by corp.  (NO gain recognized)  §357(c)(3).  
2. No Basis Adj to SH’s Stock-  on ‘gain’.  §358(d)(2)
3. Corp’s Basis in Prop-  Transferred basis.  Steps into shoes of transfeor.  
EG:  Trade receivables transferred for $15.  0 basis, so $15 gain under 357(c).  But under exception, since no liab assumed, no gain, SH’s stock basis remains 0.  

ii. Exception for Capitalized Deduction
1. No Business purpose for transfer/Separation of business assets from liability-   SH reduce basis in S stock by amt of liability assumed to 0 .§358(h) 
Situation- Corp assumes liability that has nothing to do w/ business.

Eg: A transfers a treasury security and X assumes a future products liability of A.  

RESULT: (i) liability > basis = gain; (ii) Corp’s basis increased by gain.

iii. Abusive Situation- T Wants Increased Basis.
1. Situation-  No gain due to tax exempt org; no basis step-up  SH is tax-exempt org & transfers to 5 corps- 20% interest in building, each corp taking subject to debt.  FMV property-45, basis - $15.  Liability- $20.
i. Transferor’s AR: As to each – Liability (20) exceeds basis (3) by $17 (gain §1001) - §357(c)
ii. Each corp gets: 9 of property, basis of $3, and 20 liability.  Corp’s basis - $3 + 17 (§357(c) gain)= $20.
iii. Since SH is tax-exempt, won’t recognize gain, but corps get high basis. 
2. RULE-    Disallow step-up basis in this situation.  §357(d)
2. Tax Avoidance/ Non=Bonafide Business Purpose  §357(b)
a. Situation-  Is SH trying to bailout cash/ extract cf avoiding gain on assumption of liability?  
i. Look for-  SH that pockets $$ in transaction.  Not just avoiding gain.
ii. Standard-  SH has to prove by “clear and convincing evidence” of no tax avoidance.  

       --Business purpose has to be “unmistakable” under regs.
iii. Eg: C borrows part of $$ and turns around to buy stock.
b. Result- 
i. Boot   Entire amt borrowed Treated as $$ received (boot) under §357(b).
ii. Reduce basis-  Still applies under §357(c).  (SH screwed)
e) Note- Busted §351 If §351 doesn’t apply: SH have to recognize gain/loss  (AR- AB).  
(1) LOSS LIMIATION: §267
(a) Loss disallowed from sale/exchange of property between the following persons: 
a. Related Parties- §267(b):   

i. Members of family  = Sis/bro, spouse, ancestors and lineal descendants, as def in  §267(c)(4)   



      Eg: Sale of W stock to W’s bro’s wife. Not rel pty. No  §267(c).

ii. 2 corps = members of same controlled grp 

iii. Indiv & Corp, if individual owns more than 50% in value of outstanding stock (dir or indirectly). See attribution rules

iv. Fiduciary of trust and a corp; if fid of trust owns or grantor more than 50% of the value of stock owned (directly or indirectly). See §267(c)(4)



     b.    Attribution Rules   §267(c)
--ONLY applies to determine if seller is 50% owner of corp’s stock.  Don’t apply these rules to members of family.
(1) Indiv & family member- constructively own stock of each other.  (c)(2)

(2) Entity to SH-  Entity (  SH  proportionate interest.  (c)(1)

(3) Multiple Attribution-  

i. ok from entity to family member.§267(c)(5)

ii. No Double attribution to family members.  §267(c)(5)
4) CORPORATION tax consequences
(1) NONRECOGNITION-  §1032- No gain/loss recognized to a corp on the receipt of money or other property in exchange for stock.    
(a)  DIFFERENCES W/ §351: 
1. Any issuance of corp’s own stock in return for other property is a nonrecognition event.  Cf- §351- 80% test.
2. Services for stock-  Covered by 1032 = nonrecognition.
(2) BASIS - §362- Transferred basis.  Corp steps into shoes of shareholder.  
(a)  ADUSTMENT:   §362(a): INCREASE in the amt of SH’s gain  (if boot received).
(3) HOLDING PERIOD-  
(a)  If prop is capital asset or §1231 property ( Tacking. §1223
(b)  Otherwise   (  Date of exchange.
5) SH’s Contribution of Prop- Characterization of Depreciable Property: 
i) Situation- SH contributed depreciable property & got some boot in exchange.  How to Char depreciable property.
ii) Ordinary

iii) §1231 – Trade/bus prop held for more than 1 yr.  (  Long term, capital.

iv) §1245 Recapture- Gain to extent of depreciation (  Ordinary

(1) EXCEPTION:  

(a) Shareholder: 
(b) Apply §1245 to extent of gain recognized.  (Ordinary)

1. EXCEPTION- §1239

a. Trigger-  Sale/exchange of depreciable (trade/business or investment) property between Related Persons
i. Related Persons-  Person & Controlled entity.  §1239(b)(1)
ii. Controlled Entity-  §1239(c)
​​i.)  SH - 50% owner (dir or indir) of value of stock.

ii)  Related party under §267(b).  See above.
b. Character-  Ordinary income.  §1239(a)
c. Result-  ALL gain recognized is ordinary.  Not only part of basis reduced by depreciation.  (Note: does not apply to §351 non-recog gain)
(c) To extent of §351 non-recognition, §1245 does not apply.  (Capital)  §1245(b)(3)

(d) Corporation-   Inherits §1245 characterization.

6) CONTRIBUTIONS TO CAPITAL
i) Situation-  After initial creation of corp, SH contribute more prop/$$ to keep co going.   SH don’t get any more stock.  §351 doesn’t apply since there is no exchange.  
ii) Corp’s Tax Consequence-  
a) Receipt of Additional Property/$$: §118(a) No recognition.
b) Basis:  Transferred basis.  §362(b)
iii) Shareholders Tax Consequence- 
a) Giving $$/Property-  No realization event.  
b) Basis-  Add FMV of prop or cash to basis already owned.  Addl purch price.  §1.118-1 
9.    ACQUISITIVE REORGANIZATIONS
1) BACKGROUND: 

a) Tax Free Reorgs- Exchange represents a ‘mere change in form’ of SH interest in business. Gain/loss should be deferred.
b) Acquisitive Reorganizations-  purchasing corp (P) acquires control over or combines with another corp, usually referred to as the target corp (T).  T will end up with either cash or stock.    
2) §368- Defines what a reorg is.   If you don’t activitate 368, then 336, 331, etc.  
a) “A REORG” - Statutory merger or consolidation.  §368(a)(1)(A):  

i) LOCAL LAW:   Effective under local law-all assets of T goes to P.  T disappears.  
ii) See COPI, COBE, Business Purpose tests.

b) “C REORG”: Stock for Assets- 1 corp uses voting stock to acquire substantially all of the assets of another corp. Not all of T’s assets nec goes over to P.  P can cherry pick assets. §368(a)(1)(C)   
1) Asset Acquisition:  Purchasing corporation purchases Substantially All of the properties of another corp in exchange for solely all or part of voting stock (or voting stock of target’s parent.)  §368(a)(1)(C)
2) REQUIREMENTS

i) Plan of Reorganization-   SH’s vote on  merger between P and T Regs
ii) Substantially All of T’s Assets Purchased
a) FACTORS: 
(1) Percentage of assets transferred;   
(a) Rev Proc 77-37- Before Transfer: 
i. Any pmts to SH before reorg under plan of reorg? Assets treated as assets on hand held by T immediately before the exchange.  Result when doing after: when you subtract out what T has as if T retained that amount.
ii. Figure out what T transferred to P.  
iii. 90% FMV of net assets; AND 
1)  Figure out: 


 -- before picture.  Assets – liabilities.


 --After Picture.    Assets - liabilities 

2) Determine Net: Before Trans: Assets – Liabilities
3)  .9 X Net (  Min amt that needs to be transferred.
4)  Net – Min amt trans = $$ OK to retain.

5)  Compare w/ amt actually retained.  Assets-Liab
iv. 70% of FMV of T’s gross assets
1)  Gross:   .7 X  all of T’s assets (before)
2)  Compare- gross amt transferred to P?
REVIEW: LAST PART OF 11/9 NOTES.
(b) Fallback- Facts and Circ.   RR 58-518  Factors: 
i.  PURPOSE FOR RETAINING ASSETS?
1. Used to pay off debt?  Amt retained should approximate amt to pay of CR’s.
ii. NATURE OF ASSETS RETAINED?
1. Operating assets-  looks bad to retain.  
2. Non-Op Assets-  Non-operating exp retained that approximates amt of debt is OK even if exceeds operating assets transferred.  
(c) Transfer of Historic Assets of T- Not Required.
i. RULE: Look at “sub all” before and after transaction.  Pre or post asset sale doesn’t bust sub all.
ii.  T can sell off assets for cash and then transfer to P.  Substantially all req not affected.  RR  88-14.  Note-  May have COBE problem.

iii.   LIMITATION – Subsequent Sale Assets to Another Corp: (i) Corp sells of assets, after (ii) acquisition by another corp.  – Busted C.  Elkhorn.
Eg:  P wants to acquire 1 division of X but not the other.  X spins off the unwanted division.  P exchanges P stock for X division (assets).  X liquidates, and A &B get P stock.  Transactions combined so that P doesn’t get ‘sub all’ assets – busts solely req.  (will also bust D reorg b/c no COPI or active business.
iii) Solely for P’s Voting Stock 
a) First -  Determine what P has transferred over to T.
b) Voting Stock?

(i) Convertible bonds  (  NOT voting stock.
c) Disregard Assumption of Liabilities
1. GEN: P corp doesn’t nec. assume liabilities of T unless there is an express agreement.
2. RULE: Assumption of Liabilities disregarded in “solely” voting stock analysis. §368(a)(1)(C)
i. §361(a)- Non-recognition for T SH for exchange of assets solely in exchange for P corp stock in re-org.
ii. §357(a)- Assumption of liability is treated as “property” “without recognition of gain under §361(a).”    
iii.  Don’t get to §357(c): liabilities in excess of basis rule.  (below)
b. LIMITATIONS-  
i. Liabilities created as part of reorg are not protected.  
Eg-  P’s assumption of T’s liability to pay cash to dissenting SH is not considered a liaiblity.  RR 73-102.  
ii. Assuming Liabilties may Affect General Character of Deal-  May alter the character of the transaction as to place it outside purposes and assumptions of the reorg provisions.  Reg 1.368-2(d)(1)
Eg- Bulk of trans consists of assumption of liabilities w/ only small asset component, may not be eligible as reorg.  
d) Boot Relaxation-   If purchasing Corp’s exchanges money or other property (boot) in addition to consideration of solely for voting stock with FMV of at least 80% of the FMV of ALL of T’s property.  Anything beyond 80% (up to 20%) can be purchased through boot.  §368(a)(2)(B)
(1) Min Amt of Voting Stock-  .8 X all of T’s assets.  Excess can be boot + liabilities + retained T assets.  
(2) Liabilities Assumed = Boot.  Only for purposes of boot relaxation rules.  Exception under §368(a)(1)(C) that Liabilities assumed is disregarded.  
(a) If Liabilities + stock only transferred- Generally won’t pose a problem.  Boot relaxation rule not triggered b/c by definition liabilities assumed is disregarded, in determining ‘soley for voting stock.’
(b) If liabilities  + other boot + stock transferred-   In this case, boot relaxation rule triggered, and liabilities + boot must fit w/in rule.
iv) Liquidation

a) T Must Liqudiate All Assets After Exchange-  pursuant to plan of reorg Unless T receives a waiver from treasury secretary.  §368(a)(2)(G)
(1) After exchange: Determine what T has: retained assets, boot, non/voting stock, liabilities.
(2)  Liabilities -  T has to get rid CREDITORS.  
1. Ways To Deal w/ Liabilities:   Also described is T’s tax consequence.  For more detail see section on T’s tax (§361).  
a.  P assumes them;
i. Gen- nonrecog, but may blow ‘soley’ req if there is boot. 
b. Sell P stock & use cash to pay liabilities;
i. §1001 sale – recognition.  
c. Transfer P’s voting stock/securities  to CR’s;
i.  T’s tax: Nonrecog under §361(c)- see below.
ii. CR’s tax- 

      1)  Nonrecog to give up security for stock. §454.  


      2)  Nonreocog to give up security for security.  §354(a)



 --But is it a ‘security’?

iii. SH-  Prefers CR gets security/notes.  If SH gets stock- nonrecognition §354.  If SH gets notes – boot. §356
d. T holds back assets, and pay off CR’s.
i. Other “Property” -Recognition-  if T distributes appreciated property; its not qualified property.  §361(c).  
(3) Distribution SH  
1. Dissenting Shareholder-  Hard to cash out significant dissenting SH w/o gain recog or busting reorg.
a. P Pays T Cash for pmt of dissenting SH.
i. May defeat ‘soley’ voting stock (80%) requirement – if too much cash for SH (and liabilities).
b. T Borrows $$ to Pay D; P Assumes Liability
i. “Solely” requirement may fail when P assumes a liability as part of reorg itself – is boot (cash).  RR 73-102.
c. T Uses Non-Operating Assets to Retire D.
i. “Substantially All” –  Pmts made to SH before transfer treated as if T held assets immediately before exchange & will be reflected in the “after” picture of what T holds.  May fail 90 net, 70 gross.  
ii. Gain recognized.  If “sub all” overcome.  
1. Target Gain-  Doesn’t qualify under §361 because this is not “qualified property”, so if appreciated asset, recognize gain.  Note: won’t recog loss b/c §361(a) applies if there is loss.  
2. Dist To SH-  Also ends up with gain/loss.  §361 doesn’t apply, so §354 doesn’t apply to SH.  
2. After pmt of Creditors, dissenting SH, what to SH get?
3) “C” REORG OVER TIME
i) Rule- OK for Acquiring corp (who already has an interest in T)  to then purchase assets of T,  transferring all stock.   When Acquiring corp transfers its T stock as part of reorg- its NOT boot.
a)  EG:  P owns 60% of T in unrelated transaction.  Yrs later, P wants to acquire 40% of T.  T transfers all its assets for P stock.  P’s transfer of its 60% shares as part of reorg is not additional consideration (boot) that would the 80% FMV rule. Reg 1.368-2(d)(4)(ii) ex 1.
3) REQUIREMENTS FOR ALL REORGS: 

1) Continuity of Proprietary Interest (COPI)-  type of consideration used
a) Continuity of Proprietary Interest Test: Amt of proprietary interest T must receive to be eligible for tax-free nonrecognition treatment.  

i) COPI TEST: 
(1) Quality=ANY equity interest OK.  Voting/nonvoting, common /pref. 
(i) Cash Sales-   No COPI.  Reg 1.368-1(e)
(ii) Debt-  No COPI.  Even if convertible into stock.
(iii) Warrants-  No COPI.  Just K right for stock.
(2) Quantity- at least 40-45% of SH’s Consideration to be safe.   
1. RR 77-37-  50% required for ruling purposes.

2. Prop Reg 1.368-2(e)(7)- 40% ok, 30% no good. 

3. C Reorgs-  Always going to satisfy – there 80% test.
(b) Cashing Out Dissenters-  Include in % of control.  Dissenters will decrease the % of consideration, but may still get 40%.  

1. Continuity Determined in Aggregate-  Determine 40% based on all SH.  Rev Proc 77-37.

2. Part of Reorg If “Connected with Potential Reorg”-  Cf: plan.  Looser description.  Dissenter fits.  Also suggests step transaction.  
(c) Pre-Reorg Sales-In order to meet % interest:

1. 3rd Party’s Shares Count- When purchased before reorg- doesn’t need to be a historical SH.
2. JE SEAGRAMS: Dupont and Conoco want to take over Seagrams.  Dupont wins.  Conoco claims that no COPI b/c its not a historical SH, its shares don’t count.  But since its not a related party, its shares count, cf- Dupont- related to target do not.   Reg 1.368-1(e)(1)
(d) Post Reorg Sales
a. SALE TO 3RD PARTY:   Target SH’s sale of new stock after re-org will not defeat COPI.  Regs overturn McDonald.
i. Binding K for Target to Sell in Merger agmt- As long as sold to 3rd party, won’t fail COPI.
b. Limitation: SALE TO RELATED PARTY:  Post-reorg transfers to RELATED party don’t count towards COPI.  Reg 1.368-1(e)(2)

i. “Related Party”- 

1. 80% by vote or value - 2 corps related if members of the same affiliated group.§1504(a) 
1.  Redemption - Purchase by 1 corp of stock of other = redemption under §304(a)(2).  

ii. Note-  Doesn’t automatically fail.  Look to see which SH sold to related 3rd party. Remaining SH may be enough for 40% consideration needed.

iii. LIMITATION Corp Buy Back Program-  As long as no agmt  between parties for buy-back, Corp buyback on open market that is coincidental to merger.  RR.
2. Continuity of Business Interest
a. GENERAL RULE: COBE satisfied if issuing corp either: 
       Reg 1.368-1(d)(1)
i. Business: Continues T’s corportion’s historic business;

1. T has More than 1 Line of Business-  Purchasing corp to continue 1 significant line of business. Reg 1.368-1(d)

ii. Assets:  Uses a significant portion of T’s historic business assets in any business.

1. Tangible/Intangible OK.

2. Transfer to Member of Qualified Group.  Assets can be trans after reorg to member of qualified group.   
3. Qualified Group: one or more chains of corps connected thru stock ownership w/ issuing corp, but only if issuing corp owns stock meets req of §368(c).

iii. Partnership Context-  
1.  Situation- Joint venture/partnership between P Corp and Z Corp.  P is acquiring T, and there is mix of factors based on P’s ownership partnership and  managerial control.  

2. Key Element - Asset Continuity:  If > 1/3% partnership interest owned, then this itself is enough.  Reg 1.368-1(d)(5) ex 9
3. Business Continuity-  Significant Managerial Responsibility  + Some Asset Ownership.     

a. Managerial resp alone is NOT enough, like an employee
b. RANGE of Amt of Asset Continuity-  Reg 1.368-1(d)(5) 
i. 20% +  Most Managerial Resp (  OK.  

ii. Below 20% - unclear.

3. Business Purpose Test-  Reorg has to have business purposes, if T engages in transaction for nonrecognition treatment only, the reorg will be disregarded.  

4) TAX CONSEQUENCES -  A and C Reorgs: 

a) CORP: 

i) Exchange of P Stock to T-  Non-recognition to corp when it exchanges stock for money or other property.  §1032  
ii) Basis in T asset/stock: 
(1) carry-over basis – other prop received (except money) + T’s Gain   §362(b)  
(a) Other property- Anything other than stock.  Eg: debt.
iii) Tax Attributes/E&P- Carried over from target.  §381(a)(c)
b) TARGET: In A reorg: T is deemed; in C reorg it happens:  to (1) exchange T assets/stock for P stock; (2) liquidate to T SH.
i) Exchange of Property for Stock:  §361(a)
(1) GENERAL RULE-  Nonrecognition to a corp:
(a)  if its party to reorg and 
(b) Exchanges Property, 
(c) In Pursuance of plan or reorg, solely for Stock/Securities in another corp a party to reorg.  
(i) Note-  Exchange of property for mix of stock/security OK. Cf: effect to distribution to SH.
(ii) Security-  Debt instrument 10 yrs or MORE.  5 yrs or less NOT a security.  If less its boot.  What about 5-10 yrs?  Security
(iii) Reorg Expenses:   If P directly pays reorg expenses, T and SH have received nothing but voting stock.  Not Boot or other property.  Non-recognition property.
(iv) See def above for party to reor/plan of reorg
(2) Boot-   §361(b)(1)
(a) If corp distribute in pursuance to plan of reorg (  No gain recog;

(b) If corp does NOT distribute in purs to plan of reorg (  Recog gain. 

1. Distribution to Who?

a. Shareholder.  §361(b)(1)

b. Creditor §361(b)(3)
ii) Liquidation: Dist to SH- No gain/loss.  §361(c).  T goes out of existence.   
(1) GENERAL RULE-  No gain/loss to corp that is “party to reorg” on distribution to its SH of property in pursuance to plan or reorg.
(a) Distribution to Creditor-  Transfer of “Qual Property” treated as dist to SH under §361(c)(3)
(b) Exception: Appreciated Property-  Except for Qualified Property,  if FMV exceeds adjusted basis, recognize gain to that extent.  §361(c)(2)  
1. Qualified Property – Nonrecognition.  §361(c)(2)(B)(ii)
a. Stock in distributing corp; 
b. Obligation of dist corp;
c. Stock received by P in pty to reorg & pursuance to plan of reorg.
d. Obligation received by P that is party to reog & in pursuance to plan of reorg.
c) TARGET SHAREHOLDER: 

i) Receipt of P stock for T stock- No gain/loss.  §354(a)(1)
(1) RULE: Stock/Secruities for Stock/Securities-  No gain/loss recognized if stock/securities in corp that is a party to a reorganization, in pursuance of plan of reorg, are exchanged solely for stock/securities in such corp or in another corp a party to reorg.
(a) Allowable Exchange-  §354(a)

(i) Stock for stock; 

(ii) Securities for Securities;  See Assumption of Liaiblities.

(iii) Securities for Stock;

(iv) Stock for Securities-  Disallowed.  §1001 sale.

1. Eg: Exchange of T stock for P’s common and 2 set of securities- §354(a)(1) doesn’t apply- its boot & apply rule below.
(v) Reorg expenses OK.  Under rev ruling.  No gain to SH.

(b) Party to Reorg-  §368(b)

1. Corp resulting from reorg; or 

2. 2 corps - where reorg results in acquisition of one corp by other.

(c) Plan of Reorg
(2) BOOT:   Recognize gain (not loss) to extent of boot. §354(a)(3) refers to §356
(a) First step-  Figure out gain/loss for each SH.  AR- AB
(b) GENERAL RULE: §354(a) If §354 doesn’t apply b/c in addition to permitted property, there is other property or money, then recognize  gain to extent of boot. 
(i) Other Property:   
1. Securities (Bonds, Notes)-  Are other property.  §356(d)(1)
a. Security-Swap Exception- §356(d)(2):  See assumption of liabilities.  Where swapping security for security.  Gain to extent that FMV of face amt is greater than FMV of face amt of security given up. 
(c) CHARACTER OF GAIN.
1.  Treatment- 
a. Acq Co Issued Nothing But Stock-  Pretend all consideration issued was STOCK. 
b. Hypothetical redemption of boot by acquiring co. – value of boot received redeemed by P.  Clark
2.   Analysis-  §302 Redemption analysis- Run through analysis.  Basically comparing boot with stock issued to see if its substantial.
a. Acquiring Co is Publicly Traded Co: - For pub co’s Any reduction is meaningful reduction under §302(b)(2).   Eg: of .000118% to .0001081% interest.  RR 76-385
b. Result- Will either have sale/exchange under §302, or §301 dividend, depending on reduction of each SH’s interest.
i. §302 Redemption- 
Sale/exchange.  Full basis recovery, pref rate.
Qualifies for installment method.  
ii. §301 Dividend-   §356 applies.  
2. Sale/Exchange.  Dividend can’t exceed gain, same pref rate.  Same as §302 treatment. §356(a)(2)
3. No Installment Method-  Dividend doesn’t qualify for installment method.  §453(f) 
ii) Basis-  If §354 applies, §358 triggered:   
(1) Permitted Property (P Stock/Securities)   Note if SH receives securities – see basis rules below.  May affect calc.  
(a) Transferred basis from T stock.  §358(a)(1)
(b) Reduce by: 
1. FMV of “Other Property” received:  Anything other than stock/security.  (Boot, Excess princ amt)  (a)(1)(A)(i)
2. Reduce Amt of $$ Received   (a)(1)(A)(ii)
(c) Plus 
1. Amt Treated as Dividend.  (a)(1)(B)(i)
2. Gain Recognized:  i.e. boot, excess princ amt).  (a)(1)(B)(ii) 
(d) Allocation of Basis -  If multiple assets received.  
1. RULE: Take basis and spread over relative FMV of assets recieved.
2. Calc-   For each asset:  


  Basis (as calc above)  X          FMV of Asset​​​​​_____  
                                                       Total FMV of All Assets
(2) Other Property- FMV of property.  §354(a)(2)
(a) Eg: Boot, excess princ amt 
iii) Holding period-  holding period tacks.  §1223(1-2)
5) Assumption of Liabilities: T’s liabilities become liability of purchaser.
a)  Target-  Nonrecognition-  When P assumes T’s liabilities (  NOT money if:   §357(a)
i) Receives P stock w/o recognition of gain under 361, 
ii) P Stock is Sole Consideration.
b) Creditors: 

i) Exchange of Securities-  Non-recognition.   §354(a)
(a) Security-  Debt instrument 10 yrs or MORE.  5 yrs or less NOT a security.     (If Note ‘security’ - §1001 sale – AR- AB)
1. Exception- Security has small remaining term (eg 2 yrs); but it was a 10 yr or more term.  And securities traded for similar term.  Considered a ‘security’.  RR 2004-78.
2. Warrant = Security w/ 0 principal amt.  
a. Basis-  If get warrants + stock/securities – spread basis equally according to §358.  
(b) LIMITATION: Taxed to extent face amt of Acq Co Security exceeds face amt of T securities = “other prop” - boot. §354(a)(2), §356
ii) Basis in Securities- §358
(1) Permitted Property: 
(a) Transferred basis from old security.  §358(a)(1)
(b) Reduce FMV of other property received:  i.e. excess face amt.  (a)(1)(A)
(c) Plus Gain Recognized:  i.e. gain from excess face amt.  (a)(1)(B) 
(2) Other Property:    Excess principal amount.
(3) Basis Allocation-  
(a) Problem- Permitted property bond and “other prop” exceess principal amt are the same thing.  Also, problem with allocation of basis in permitted category.  How do we allocate basis?  
(b) RULE: Spread Ratably between all assets received.   
1. If only 1 security issued by P:  And have permitted prop and other property split in 2:
a. Add: Permitted Security basis + Other Property security= Total basis
b. Basis Calc: 
          Basis in Each =               Total Basis



Security      
     # of Security units Received
2. If Mix of Several “Permitted Properties” issued by P  (Includes warrants): 
a. Permitted Property Calc: 
i. For Each Asset, per share Basis is:

      FMV of Security
             
    X  Total Basis

          # of Stock/Security Units Received
ii. Note-  for warrants use FMV, even though value at 0 for purposes of determining principal amt.
b. Other Property-  FMV of property.  
6) BUSTED A OR C REORG
i) Sale/Exchange-Parties recognize gain:  T assets for P’s consideration. 
ii) Liquidation of T-  T goes out of existence under local law.
(1) Debt distributed to SH?  Installment method.  
iii) Tax Attributes-  T disappears no tax attributes move over
7) B REORGANIZATIONS

1) STOCK Exchange - Corp acquires interest in T’s Stock ‘solely’ in exchange for all or part of P’s voting stock.
i) Not possible to do asset deal, have to do stock.  Eg: franchise- can’t transfer in asset sale.  (waterman steamship)
ii) Hostile Take Over-  Acquiring Co doesn’t have to negotiate w/ T management.  Can go directly to SH and purchase from them.  
2) Requirements- §368(a)(1)(B): Acquisition by one corp, in exchange solely for all or part of its voting stock, of stock of another corporation, if, immediately after the acquisition, the acquiring corp has control of such other corp (whether or not such acq corp had control immediately before the acquisition).
a) CONTROL: Ownership by acquiring corp Control of T immediately after trans.  §368(c)  
i) Control -  80% of all (voting/nonvoting) shares.
ii) Note-  Once 80% control met, Co can buy remaining stocks for cash, doesn’t bust B.  (unless trans integrated)  

b) T Recieves“SOLELY” P Voting Stock: T SH must exchange stock solely for all or part of the VOTING stock of acquiring corp’s stock or its parent.
i) Voting Stock

(a) Definition-  Present right to exercise voting rts of SH. Vote on directors.  
(b) Is Voting Stock-  Voting preferred mandatorily redeemable. But SH will recognize gain.  See below.
(c) NOT Voting Stock: Convertible Debt, Warrants,Voting rights subject to irrev proxy for 5 yrs. 
ii) No Boot Permitted.  ‘No Boot in B’-  If there is anything other than voting stock (No Cash at all) issued to SH, won’t be a B reorg.
(1) Some SH Can’t be Bought Out for Cash-   Failed ‘solely’ req when some T SH bought out for cash, others for stock.  RR 73-354
(2) T has Flexibility in Redeeming SH’s:  Gen, won’t bust B.
(i) GENERALLY-  T is unlimited in redeeming before B.  Could even distribute all E & P to SH’s.     Advantages: 
a. P doesn’t want to pay for liquid assets;
b. If Corp SH of T, §301 DRD.  Better than later sale of P stock.
(ii) Alternative: T Redeems Dissenting SH.  T SH redeems dissenters before B reorg. P then exchanges solely voting stock.  RR 68-285.  
i. P Reimburses T for Redemption-  Transaction integrated and treated as P acquiring B stock for cash.  RR 75-360
ii. P has Sub Purchase B Stock- Transaction integrated.  As if P purchased B stock for cash.  RR 85-139
(iii) Alternative II:   T Redeems Remaining SH & P Exchanges Dissenter’s Shares for “Voting Stock.”

i.  If T redeems too many shares, 45% COPI problem?  NO!! 

ii. Redeemed shares-ONLY taken into account if the redemption is §356 (boot) property.  Reg 1.368-1(e)(1)

iii. Can’t apply to B reorg- no way T SH receives boot, this busts B so won’t get under 356.

(3) EXCEPTIONS:  

1. Cash paid for T stock is in lieu of fractional share interests
(4) Compare: Assumption of Liability-  If P pays T’s CR’s directly, won’t disqualify reorg.  RR 98-10.  See below for more

(5) Compare: Acq Corp transfers Cash/Prop going to target.
1. RULE: Treated as separate transaction.  RR 72-522.

2. Can Even buy T unissued stock!!   Helpful if Acq Corp needs more stock to get control.

3) B Acquisition Over Time  -- Creeping Acquisition
a) T Stock Acquired for Consideration Other than Stock
i) Can Attain Control if Acq corp acquires T stock over time. 
ii) Be Mindful of Voting Stock Req.    
(1) Reg 1.368-2(b)(1):  Acq Corp owns 30% of T, 16 yrs later, purchases 60% more of T stock by exchanging Acq Corp’s stock. Old stock counted for control however, did not count for purposes of busting soley requirement.   
iii) Limitation – Integrated Plan.  If the 2 purchases are seen as an integrated plan they will be collapsed, & prior purchase of T stock for cash will bust ‘solely’ requirement.  
(1) Timing of Sales- 
(i) 10 yrs or more bet purchases (  no integration.  
(ii) Below this amt: Facts and Circ.
(2) How to Prevent Integration-  Acquiring corporation sells all of the old T stock in an unconditional sale.  RR 72-354
4) B Reorg, Then Liquidation/Upstream Merger
a) Integrated Plan?  
i) If 2 separate transactions: (i) B reorg consequences (ii) Liquidation- §332.
ii) If integrated plan (merge T into P): C asset Reorg.
5) B Reorg in Parent/Sub Context:
i) Sub Can Acquire Target-  Statute contemplates In P—>Sub situ, OK for Sub to acquire T SH’s stock.  (Sub to acquire T).    
(1) “Soley Requirement Met”-   Must Use SUB stock, NOT P stock
ii) Triangular B -  B reorg not disqual b/c target stock dropped into sub. §368(a)(2)(c)
(1) To have stock end up Sub’s hands: 

(a) P acquires w/ P stock; w/ drop down (Tri-B). OR: 

(b) T acquires w/ T stock.   But T can’t acquire directly for P stock.  
6) Tax Consequences
a) T Shareholders-

i) Exchanged T Stock -Non-Recognition   §354(a)(1)   
(a) Exception – Non-Qualified Preferred Stock - Recog gain/loss.    No §354(a) b/c §§354(a)(2)(C)   
ii) Basis in New Stock-  transferred Basis – in old stock.  §358(a)(1)
b) Target   

(1) No tax consequence.  Has new SH – acquiring corp.

c) Acquiring Corp
i) Receipt of T Stock & Other Assets-   No gain/loss.  §1032
ii) Basis in T Stock- Transferred Basis – basis in T’ SH’s hands.  §362(b)
(a) Problem: Basis of What?
1. Gen: Aggregate (sum) of All S’s Basis.
iii) Assumption of Liabilities-  
(1) Generally: T Remains Liable on Debt  
(2) P may Assumes Liability-  But nothing can go to Target, direct pmt to CR.
(i) Debt for Debt Exchange :   CR exchanges debt or P debt.  
1. Corporation-  Non-recognition  §361(a)??
2. Creditor: Non-Recognition  §354(a) 
--Assumes equivalent value exchange, but if CR gets additional consideration – there is boot.  §356
i. Exchange security for security OK. 
ii. “Plan of Reorg”- 
1. No express plan between parties here.  Corp is buying SH’ T assets, no agmt with T.
2. “Plan” is purchase of T stock.  P memorializes that plan in minutes, memos, etc.  
iii. “Parties to Reorg” – 

1. Creditor is a “party” of plan of reorg.  Not the reorg itself, but in the larger transaction.    RR 98-10. 
2. T SH is also CR-  rule still applies sla valuations are accurate.   
(ii) Debt for Cash -  P pays CR’s debt in cash.  
1. Creditor-  must recognize gain.  §1001 sale.
(iii) Guaranteed Debt by Target SH Assumed by P – Relief from guarantor obligation paid by P = boot.  
1. Create Separate Transaction -  As long as the assumption is part of separate transaction: NOT a condition for exchange of T stock then will still qualify for B reorg status. 
10.  TRIANGULAR REORGANIZATIONS
1) End result same as A or C-  T Sh end up with P stock, Sub will end up with T assets/stock, and P will end up with S stock.  
2) DROP-DOWN A & C REORG
a) The Transaction:   
i) A or C Reorg: T trans its assets to P in exchange for P stock, T disappears. 
ii) §351(b) Exchange:P drops T assets to S.
iii) Note-order can be flipped. i.e- §351 ex happens 1st, and then A and C reorg where T transfers assets to sub directly in ex for P stock
b) GENERAL RULE: Transaction otherwise qualifying as a type A, B, C reorg won’t be disqualified if stock acquired is dropped-down to sub.  §368(a)(2)(c)
i) “Party to Reorganization”- Acquiring Corp and Sub is a party.  §368(b)(2)     
c) TAX CONSEQUENCES: 
i) Target-   Always same place as in A or C reorg.
(1) Receipt of P stock for T assets:  Nonrecognition.  §361(a)(c)
(2) Assumption of Liabilities-  Nonrecognition.  §357(a)

(a) Not money or other property, i.e. boot
ii) T Shareholders:
(1) Receipt of P stock, in ex of T stock: Non-recognition.  §354
(a) Boot limitation-  §356
(2) Basis P Stock-  Exchange basis in T stock.  §358
iii) Acquiring Corp:
(1) Receipt of T Assets, ex for P stock : §1032:  No gain/loss
(a) Basis in S stock-  Transferred basis (T assets) §362(b)
(2) Drop-down of T assets to S, for S stock-  
(a) Non-recognition §351.
1. EXCEPTION: T’s liabilities assumed exceed basis of T’s assets = gain. §357(c)  
(b) Basis of S Stock-  Basis of T’s assets.
1. Exchange basis §358
a. Just got assets from T.  
b. Basis in assets transferred = carry over from T’s assets under §362(b)- above.
2. Reduce by Assumption of liabilities -  Reduce basis (in asset) by liability.  §358.   (although no boot under §357(a))
3. Add-basis of prev S stock held (if any). 
iv) Subsidiary:
(1) T assets received from P-  Non-recognition 1032
(a) Manner T gets Stock:  oMMaDoesn’t matter who (P or S) gives T stock, as long as T ends up w/ either All P stock or S stock.

(i) SLA Under “Plan of reorg”  - S satisfies §1032.
1. Eg:  Sub purchases stock from 3rd pty (open mkt) not P. Recog gain/loss.
(2) Basis in T assets-  T’s historic basis.  §362
d) CONSEQUENCES OF BUSTED DROP C. 
i) COPI failed: P holds T assets as “transitory conduit” as part of plan.  
(1) P stock treated as boot, not “Voting Stock”.   
3) “C” TRIANGULAR REORG
a) Transaction – (i)  T corp transfers assets to S in exchange for Acquiring Corp Stock.  (ii) T liquidated
b) REQUIREMENTS: 

i) General Rule- C reorg not failed if Acq corp issues voting stock instead of S as long as consideration meets “SOLELY” requirement.    §368(a)(1)(C)
ii) Consideration- S or P Stock OK – Acquiring corp can use its own stock OR sub’s  as consideration.
(1) LIMITATION-    All of S stock used or P stock NOT a mix.  Reg 1.358-2(d)(1).
c) TAX CONSEQUENCES:

i) Target Corporation-  
(1) Nonrecogition of S or P stock.  §361
(2) Basis in S stock-  
(a) Hypothetical construct:  (i) Adjust P’s basis in S stock as if first received assets in direct C reorg & (ii) then transferred assets to its sub in §351 exchange.
(b) Net effect: Increase previous basis in S shares by basis in T assets acquired in transaction. (substituted basis under §362(b))  
ii) Target SH-

(1) Basis in P or S Stock-  Susbtitued basis of T stock.  §358
(2) Boot- taxable under §356.   §361 doesn’t apply.  
iii) Subsidiary-

(1) Non-recognition  - §1032.  (now party to reorg)
(a) LIMITATION:  to extent P stock used as consideration in exchange was stock NOT received pursuant to ‘plan of reorg’.  Reg 1.1032-2(b)
d) FAILED C TRIANGULAR- 
i) COPI failed- P is not a “party” to reorg, interest in T assets by sub too remote.
(1) P stock treated as boot.  Not “voting stock”.
4) “A” FORWARD TRIANGULAR MERGER
a) Transaction -  (i) T corp mergers into Sub.  (T SH become SH of S)
b) Requirements-  T is merging into P’s Sub OK if: §368(a)(2)(D)  
i) P Controls S.
ii) Sub Must Receive SUBSTANTIALLY ALL T’s Properties
(1) Standard-  (i) 70% gross, 90% net; (ii) Facts and Circ
(2) Sale Pre-Reorg-  Recall: Dist, redemptions, disp before exchange as treated as “on hand” for purposes of eval “sub all”.
(3) Sale Post-Reorg- Integration: Does Sub Cherry Pick from T’s Assets (selling rest)? If so, integrate transaction busting substantially all req.
iii) Only P Stock May be Used in the Transaction-  No Sub Stock.  §368(a)(2)(D)(i)
(1) Way to Get Around this: BOOT-  Boot OK in A reorg.  
(a) Can use:  $$, notes, incl Sub’s NOTE.
iv)   The Transaction Would Qualify as A Reorg if it had Been a Merger Between T and P Directly. 
(1) Must meet all reqs of A reorg such as COBE and COPI
(2) LIMITATION-  Doesn’t have to be a merger under fed/state law
c) Dissenting Shareholder-  Don’t forget D will recognize gain/loss.  Cashing out- complete termination of interest.  §302(a)
i) T Cashes out D?  May bust “Sub All” b/c redemption treated as on hand for 70 gross, 90 net test & will likely fail facts and circ. 
ii) P Cashes out D?  OK, sla as COPI doesn’t drop below 40%.
d) Tax Consequences-
i) TARGET

(1) Receipt of P Stock/boot-  Non recognition. §361(a)  
ii) T SHAREHOLDERS

(1) Receipt P Stock/Boot-  Nonrecognition §354
(a) Boot-  Gain.  §356
(2) Basis in P stock/boot-  
(a) Stock: Transferred basis – boot.   §358
(b) Boot-  FMV basis.  §358(a)(2)
iii) ACQUIRING CORP
(1) §1032:  Non-recognition   
(2) Basis in S stock-   Treat as if this is C w/ drop down. Reg 1.358-6
(a) Adjusted-  Adjust basis as if: 
1. T Merges into P: P received assets and liab thru merger of T into P. 
a. Substituted basis of T assets under §362(b)
i. Reduce basis to zero- by liabilities (IF) they go over.  May not necessarily.    
Note--§357(c) doesn’t apply in hypo §351 exchange!
2. §351 exchange: P transferred T assets/liabilities to S.
a. P’s basis in S stock = basis of assets transferred under §358.  
b. Net effect:T’s asset basis – liabilities (if assumed)  + T stock basis = P’s S stock basis
3. Adjustment-  IF S provides boot (w/ some P stock contributed)
a. Decrease-  by FMV of prop P didn’t provide.
iv) SUBSIDIARY

(1) Receipt of P stock-  Non-Recognition if received P stock under “Plan of reog”  Treas Reg 1.1032-2
(a) Prob-  b/c not issuing own stock.  If Sub has to recognize – basis in P stock is 0 and T has transferred basis.  Recog lots of gain.
(2) Basis in T’s assets-  Transferred basis from T.  §358
e) Flunked Forward Merger: Does Straight A or C work?   Think of Alternatives…do they work?  Run thru analysis.
i) Situation-  Flunked b/c P Stock and S Stock transferred to T.
ii) A Reorg?  Can’t use P’s stock as consideration, not “party to reorg”.  
iii) C Reorg?  Can use P stock by definition or sub’s stock (but its “all of one or the other”).    
(1) P’s Stock Counts for “Solely”   §368(a)(1)(C)
(a) Apply Boot test:  Does acquires 80% FMV (gross) of T’s property?  Then excess boot OK. §368(a)(2)(B)
(b) Result-  
1. T SH: Nonrecognition.  Receiving “stock” (S’s and B’s) from pty to reorg.  §354.  
2. Basis-  Substituted basis §358.  
5) “A” REVERSE TRIANGULAR 
a) The Transaction-  Acquiring Corp’s Sub is merged directly into Target.  Target survives merger, Sub disappears.  T SH exchange T stock for P stock.  Same net consequences as an A triangular.  Prof: like consequence of B.
b) Authorized Under Code - “Reverse” Triangular A is OK, so long as the merger of sub into target would otherwise qualify for A reorg. §368(a)(2)(E): 
c) Requirements.
i) Qualify as A Reorg
(1) COPI, COBE, Business Purpose-  Apply as to Target.  (S is gone)
ii) Substantially All-   Analyze for 2 parts below:  (70/90, facts and circ, etc)
(1) Target holds sub all of OWN Prop After Merger.
(a) Otherwise, merger is divisive.
(2) Target holds sub all of SUB’S Property After Merger.
(a) EXCEPTION – Suff P Contributes: Stock and “property” T transferred to implement plan.  
1. Newly Created Sub- No problem.  All of Sub’s assets can go to T SH.
2. Peviously existing sub-  If sub had own assets, must stay w/ T.
iii) Solely Voting Stock:      T SH Must Exchange T Stock For P Stock-   
(1) RULE-  T shareholders must surrender stock in exchange for voting stock of controlling corporation.   Reg 1.368-2(j)(3)(i)
(a) CONTROL REQ-  P must be in control after Transaction.  
1. 80% P Voting Stock Must be Transferred-  SH must receive at least 80% P voting stock.  20% other stuff OK.
(2) No Creeping Acquisition-  Control must be acquired in the “transaction.”   


FALLBACK: B REORG

1.   Possibly can Disregard S’s Role if:   RR 57-88

a. Transitory S- for purposes of reverse merger, 

b. Intergrated Plan
c. P ends up w/ T stock, Exchanged Solely for Voting T stock,
2. Problem-  No boot in B. 

a. Integration- Prior purchase of T stock may be integrated to “B”.  Boot busts B. 
d) TAX CONSEQUENCES: 2 potentially taxable events: (i) formation of Sub; (ii) Merger of S into T.  
(1) T Shareholders -   
(a) Exchange of T stock for P Stock-  Nonrecognition §355(a)
(i) T, S, P parties to reorg, under §368(b), so ex of T stock for P voting stock – no gain/loss under §355(a).  
(b) Basis-  Substituted  basis from T stock.  §358
(2) Target-  T is surviving corp, & receives S’s assets.  
(a) Reciept of S Assets-  Non-recognition.  §361(c)(2)
(3) Parent
(a) Contribution of Stock or Other Assets to Sub-    (Consideration for T SH)    §351 exchnage.
1. Exchange of P stock/boot for S stock: Non-recognition §1032
2. Basis in S Stock: transferred basis (S Stock)- (gen 0).  §362, §362(a)
(b) Receipt of T stock-  
1. Non-recognition §1032
2. Basis-  Treat as if C w/ Drop Down.   Reg 1.358-6
a. T Merges into P: P received assets and liab thru merger of T into P. 
b. Substituted basis of T assets under §362(b)
i. Reduce basis to zero- by liabilities (IF) they go over.  May not necessarily.    
Note--§357(c) doesn’t apply in hypo §351 exchange!
3. §351 exchange: P transferred T assets/liabilities to S.
a. P’s basis in S stock = basis of assets transferred under §358.  
b. Net effect:T’s asset basis – liabilities (if assumed) + T stock basis = P’s S stock basis
4. Adjustment-  IF S provides boot (w/ some P stock contributed)
a. Decrease-  by FMV of prop P didn’t provide.
(4) Subsidiary
(a) Receipt of Stock or Other Assets from Parent-   Non-recognition §361(a), §361(b).  (Good b/c has 0 basis in stock (transferred basis in P stock))
(b) Merger into Target-  Nonrecognition.  §361(c)
(i) As if S dist T stock to SH in liquidation.  
e) Fallback-  A merger possible?  No.  P is not “party”.  Only have 20% continuity.
       f)   Cashing Out Dissenting Shareholders:  Dissenter will fully recog gain/loss.
(a) P Cashes out Dissenters (ok): OK if P Contributes Property to Sub for Use as BOOT to T SH or Pay Dissenting SH.  
1. So long as party of “Plan of Reorg”
2. Does not count towards substantially all.  Reg 1.368-2(j)(3)(iii)
(b) T Cashes Out Dissenters (May Be OK)   

--If sub all met, control will be satisfied to and T can cash out dissenters.

1. “Substantially All” of T’s Assets-  70 gross, 90 net
a. This req is sticking point.  If this is met, control OK.

2. 80 % “Control” Satisfied: Don’t Count B’s Shares.  When T uses own funds, stock is deemed not to be standing at time of transaction.  Reg 368-2(j)(3)(i).  

a. Subtract shares T redeemed from dissenter.  This is total shares.

b. Compare 80% control from this number of shares.  

c. May have to convert shares to $$ to figure out.

(c) S  Cashes out Dissenters (In Part) (May Be OK) 
1. Substantially All of T’s Assets-  Same analysis.  Except that part contributed by S leaves the house 70/90 in calculation.
6) DROP-DOWN B  REORG-
a) The transaction:  (i)  Acq Corp swaps stock/assets w/ Target; (ii) Acquiring Corp swaps T stock/assets with S stock.
b) T Shareholders:
i) Non-recognition - §354  (Reorg non-recog)
ii) Basis in P shares: T stock surrendered  §358
c) Acquiring Corp:
i) T’S SHARES: (Rules Seen Before)
(1) No gain/loss   §1032   (Stock for $$)
(2) Basis in T shares-  substituted basis in T shares.  §362(b)
ii) S’S SHARES:

(1) Non-recognition - §351 (controlled corp)  (Can’t be §354 b/c S is not a ‘party’)
(2) Basis in S shares – substituted basis in S shares?  §362(b)???
d) Subsidiary:
i) Non-recognition S shares:  §351.
ii) T’S SHARES: 
(1) Basis-  substituted basis from P (thus, T’s basis) §358 (358 applies to 351 transfer)
7) Corporate and LLC MERGERS-  1.368-2T.
a) Basic thrust – how to deal with mergers into different entities.

i) LLC merged into corp, and vice versa, 

ii) Pship into LLC, etc.

b) LLC- Disregarded entity – activities treat as activities as owner.  As if it were sole propriety.  No tax personality.

i) Target Must Go Out of Existence:  Type A reorg- Target must out of existence by operation of local law. (Not divisive)   RR 2001-5

ii) Corp Must Be Left Standing: Type A reorg is limited to mergint into CORP entities.  Reg 1.368-2T

(1) H: Type A Merger.  X is sole owner of LLC T, and P is sole owner of LLC S.  Each of these is single owner LLC, disregarded entities.  
(i) Application Looks like a triangular merger.  However, WE PRETEND is if LLC is invisible (LLCs are invisible) from tax perspective.  Look through disregarded entities and see who is doing what.   
(ii) Answer: If X merges into LLC S its as if LLC S is invisible.  X has transferred all assets (including interest in LLC T) & goes out of existence ( Type A reorg.  So X and assets treated as merged directly into P b/c P is owner of everything below it  (i.e. LLC S).  

11.   “D” REORGANIZATIONS
1) Divisive Reorg-  In contrast to acquisitive reorgs (1 corp merges into another), here, 1 corp is divided into 2 or more corporations.
2) Analysis note-  If have failed D reorg, then look at list below, shows you tax result.
a) Drop down of Asset to Sub-   Corp will transfer assets to sub in exchange for sub’s stock & corp remains in control.  §351 exchange- no recognition.  
b) SPIN-OFF- (i) Spin-off created (if sub doesn’t already exist) (ii) Corp distributes stock of controlled corp/sub to SH; (iii) SH gen receive pro-rata distribution, & don’t transfer anything.  
i) Failure under §355-  §301 distribution.
c) SPLIT-OFF-  Similar to Spin-off, EXCEPT: P’s SH receive stock in sub in return for P stock.  (Prorata/nonprorata)
i) Failure under §355-  Redemption under §302.  (i) Either sale/exchange redemption §302(a); or (ii) dividend under §302(d).
d) SPLIT-UP:  (i) Corp transfers assets to 2 or more new corps (controlled corps) in return for stock.  (ii) Said stock distributed to P’s SH.  Liquidates parent.
i) Failure of §355-  LIQUIDATION  §361
(1) P Shareholder:  Dist is treated as complete liquidation of SH in D.  Will report gain/loss based on diff bet FMV of stock received (AR) – (AB) in orig corp’s stock.  §331.  
(2) Corp: Taxable on gain upon a dist of stock in complete liquidation.  §336
3) “D” REORGANIZATION-  §368(a)(1)(D)
Exchange of assets for stock where 1 corp remains in control of other corp.
a) D Reorg Requirements: 
i) Transfer-  by 1 Corp of all or part of assets of to another corp;
ii) Control-  Corp or SH(s) is in control of the corp immediately after that received assets; 
(1) 80% control generally, but 50% if §354 applies.
iii) Under Plan of Reorg: Exchange of Corp’s Stock/Security Under §354, 355, 356.  
b) Acquisitive D?  §354
i) § 354 Nonrecognition Requirements-  
(a) Plan of Reorg-   Special D Reorg Rule: §354(b)(1)

(i) Substantially All-  Target must transfer substantially all assets to P

(ii) T must Liquidate- Stock, securities, etc are distributed under plan of reorg.
(b) Allowable Exchange-  §354(a)  Stock for stock;  Securities for Securities;  See Assumption of Liaiblities. Securities for Stock;

(i) Stock for Securities-  Disallowed.  §1001 sale.

(ii) Reorg expenses OK.  Under rev ruling.  No gain to SH.
(c) Party to Reorg-  §368(b)  Corp resulting from reorg; or  2 corps - where reorg results in acquisition of one corp by other.
ii) Control Immediately After Distribution- 50% Vote or Value  
       B/c §354(b) applies.  §368(a)(2)(H)(i), §304(c)
iii) Overlap of C and D Reorg
(1) Differences: 
(a) Control:   D reorg: 50%; C reorg: 80%
(b) Voting Stock:  D reorg: any stock ok;  C reorg: Voting stock.
(2) Similarities:
(a) Asset Acquisition; Substantially all
(b) Exchange for P stock
(c) T will liquidate.

(3) Apply D Reorg-  When both C and D applies.   §368(a)(2)(A)
(a) Consequence-Gen same except: 
1. If §355 D reorg: Liabilities exceed T’s basis – have §357(c) gain.  
c) Divisive D?  §355-   
i) REQUIREMENTS: 

(1) 80% Control-  Dist corp has 80% Voting/Nonvoting by # of shares of controlled corp (immediately before distribution).  §355(a)(1)(a), §368(c) 
(a) Exception:   All of the stock and securities in the controlled corp held immediately before distribution.  §355(a)(1)(D)(i)
(2) Non-Retention of Controlled Stock:   §355(a)(1)(D)  
(a) Distributing Corp dist 100% Stock/securities of Controlled Corp.  or

(b) Purpose is not tax avoidance. (rare)  

(3) Active Trade or Business.   
(a) SATISFIED IF: 
1. Immediately After Dist, Dist corp and controlled corp in Active trade/bus. 
2. Split-Up Situation: 
a. Immediately before distribution:  dist co has no assets other than stock/securities in controlled corp, AND 
b. Each of the controlled corps engaged immediately after dist in active conduct of trade/business.  §355(b)(1)(B)
(b) Corp Treated as Engaged in ACTIVE TRADE/BUSINESS if: 

1. Who Engages in Business: Either itself engages in active trade/business OR 
2. Corp controls another corp that engages in active trade/business  (b)(2)(A)
3. How Long?  5 years ending on date of distribution.(b)(2)(B)
a. Aggregate time-  If co’s are separate, aggregate time in each business.  
4. Purchase of ASSETS w/in 5 yrs-   Trade/business not acquired in gain/loss transaction (i.e. sale or boot) w/in 5 year period.  (b)(2)(C)  
a. Note- look at all trans w/in 5 yrs where business moves to another entity (A, C, D reorg?  §351 dropdown?).     
5. Purchase of STOCK w/in 5 yrs:   (b)(2)(D)   
a. Control of corp (engaged in bus) w/in 5 years was:   
i. NOT by purchase (sale/boot); OR
ii. Acquisition where no gain/loss resulted. B Reorg
a. Analyze: Good B reorg?  Once pass eye of needle of B reorg, then “purch” rule relaxed: 
b. Creeping B-  If determine good creeping B – 

i. RULE: Prior purchased for $$ shares COUNT for 80% control if before 5 year period. 

c. Subsequent Purchase-  If have good B, ignore subsequent cash purchase of stock.
i. Result-  Good D reog, but Corp §311(b) and SH §355 (see above) will recognize gain on the exchange.  (b/c there was boot in the transaction)    §355(a)(3)(B)

(4) No Device-  Transaction was not used principally as a device to distribute E&P of the dist corp, the controlled corp, or both.  §355(a)(1)(b)
--Also at issue when 1 corp only wants to buy 1 of 2 of another corp’s divisions.
(a) Safeharbor-  §302(b) Redemption. Reg 1.355-2(d)(5)(iv)
1. RULE: If transaction would satisfy test under §302(b) so that §302(a) redemption applies (  No device.  
(b) Device Factors-   
(i) Business Purpose as Evid Trans NOT a device.  Reg 1.355-2(d)(3)
1. See below for analysis.
2. However-  Stronger the evidence for device, the stronger the corp business purpose required to prevent determination that transaction was used principally as a device.
(ii) Distribution is prorata- Tend to show device   Reg 1.355-2(d)(2)(ii)
Eg-  A and B – 50% SH of X that has sub Y.  X gives all shares to A and B equally.   A and B are 50% SH of X and Y. 
(iii) Subseqent sale of distributed Stock – tend to show device.  §355(a)(1)(B)
1. Greater % of stock sold and shorter period of time between dist and subsequent sale, stronger evid of device.  
2. Pre-arranged, Negotiated sale (  substantial evidence of device; Reg 355-2(d)(2)(iii)(B),
3. Subsequent sale alone (  Evidence of device.  (C)
(5) Judicial Requirements: 
(a) Corporate Business Purpose-  Overall Transaction and §355 dist must be motivated by 1 or more corporate business purpose.  Reg 1.355-2(b)
1.  Facts and Circ:
a. Dominant Personal Purpose-  won’t qualify.  Mix of personal & corp purpose OK (per regs) but can’t be dominant.  
i. Factor: Personal Objectives can be Done in Alt Ways
ii. Rafferty-  R wants sons to run bus, not D’s.  R splits off wherehouse to give D’s $$.  This is EP purpose, not corp.
b. Fitness and Focus- Strong business purpose. Reg 1.355-2(b)(5) ex 2
i. Purpose- Separation of bus resolves management or systemic problems due to fact to bus are part of same entity.
ii. Eg: Operators are more adept at 1 line of the business.  No animosity required.
c. Examples of Legit business purpose for transaction.   
i. More favorable bank financing.  RP 97-30,Appendix A, 2.03
ii. Cost Savings to Co.  RP 97-30, App A, Sec 2.04
iii. Raise capital/money. Eg: jettison sub to do IPO.  RR 82-130
iv. Permit employees to have equity interest in corp.  (Pulliam)
v. Enhancement of SH stock value.  2004-23
2.  Need Business Purpose for §368 and §355
a. Analysis-  After det valid bus purpose for §368 (exchange between corp and sub), determine if there’s §355 (distribution to SH) business.
i. Eg:   Spin off to shield 1 business from liability.  Whether dist to SH is required depends whether local law requires it.  If it doesn’t then no need to dist to SH.
(b) COBE
1. RULE: Corps maintain continued operation of business. Reg 1.355-2(b)
a. Line of Business used?  Assets used?   
(c) Continuity of Proprietary Interest

1. Control for §355-   Historic Owners (in aggregate) must Control (have COPI) with respect to each entity.  Reg 1.355-2(c)
a. Analysis-  if you see 1 SH bought shares shortly before reorg, shares don’t count for 45% COPI test.
d) Allowable Stock Distributions
(1) Dist need not be pro-rata among SH (factor for device);  §355(a)(2)
(2) SH not required to surrender corp stock (no liquidation/redemption)
(3) D reorg not required – free standing provision.  Corp can transfer business directly to SH.
e) §368(a)(1)(D)

i) TAX CONSEQUENCES: 

(1) Shareholder/Security Holders 
(a) Receipt of Stock/securities in Controlled Sub-  Nonrecognition §355(a)
(i) BOOT: §356
1. Stock - 5 year Rule
a. RULE-  If dist corp acquired stock in controlled corp within 5 years prior to distribution in a taxable transaction, distribution is treated as boot.  §355(a)(3)(A)
i. Should not exceed 20% of transfer: since transaction wouldn’t qualify under §355 if dist corp acquired control in taxable transaction w/in 5 yrs prior to distribution. 
2. Securities- Excess Principal Amount.    Recognize gain to extent new securities face amt exceeds face amt of securities surrendered.  §355(a)(3)(A), §356(d)(2)(B)
a. If Securities Received, None Surrendered-  Entire amt is boot.
b. Warrants, Options-  Warrants, options are securities under §355, not considered “other property” for §356 boot rules, since it has no principal amount.  

3. Non-Qualified Preferred Stock = Boot-  Not considered “stock or securities” §355.   
4. SH Reporting of Boot-  
a. Spin-Off-   §301 dist:  SH don’t exchange their stock.  Treated as §301 dist to extent of E & P.  §356(b) 
b. Split-Off - §356(a) dist: SH exchange (some or all) stock. 
i. Boot Recieved-  Governed by §356.
ii. Character-  Unless determined to have effect of distribution, boot under §356(a) will be treated as cap gain. 
(b) Basis-  exchange stock/security basis §358(a)
(2) Corporation
(a) Receipt of Sub Stock for Property-  Non-Recognition §361.  
1. If §361 Not Available: §355  Nonrecognition.
a.  Generally- no gain/loss recognized.  §355(c)(1)
i. Exceptions: Appreciated property that is not “qualified Prop”
ii. Qualified Property = stock/securities in controlled corp.  §355(c)(2)
1. Exception: Stock acquired in taxable trans w/in 5 yrs treated as Boot.  §355(a)(3)(B)
a. Situation-  When dist corp acquired controlling corp’s shares in tax free exchange (B reorg) but there is also some boot.  
b. Trigger: 

i. Dist Corp purchased Controlled Corp’s stock. 
ii. W/in 5 yrs:  
iii. There is Boot: Which gain/loss recognized in whole or in part;
iv. Not treated as stock.  Of controlled corp – treated as “other property”.
2. Result-  SH recognizes GAIN on exchange of stock.
(b)  Distribution of Stock to SH-  Non-recognition.  §361(c)
(i) LIMITATIONS:  Attempt to escape appreciated gain on prop.
1. Disguised Sale-   §355(d)
a. Trigger:   “Purchase” of dist or controlled stock w/in 5 yrs.  
b. Immediately after distribution, Stock purchased w/in 5 yrs that makes up 50% of the stock of distributing or controlled corp.
i. Disqualified Stock-   
 i Acquired by Purchase  §355(d)(5)    NOT purchase if:

a. Acquired in exchange & §354, 356 applies; 

(Reorg stock for stock swap or boot)

--Exception – boot is stock in another corp.  Then its an acquisition.

b. Carry-over basis transaction; or

c. 1014 inheritance

 ii In stock of: 
a. Distributing Corp acquired by Purchase.  OR  §355(d)(3)(A) 

b. Controlled Corp either:   §355(d)(2)(B)

   --Acquired by Purchase; OR 

   --Received IN Distribution if received to extent described in (d)(3)(A).  I.e. SH buy stock in dist corp & later gets stock of spun-off co.   
ii. Purchase “Disqualified Distribution- §355(d)(3)
 i Immediately after distribution; 
 ii Person holds disqualified stock in distributing corp making up 50% (vote or value) interest; 
 iii Person holds disqualified stock in controlled corp that constitutes a 50% or greater interest in the corp.
c. Result -X recognizes GAIN as if sold Sub’s stock at FMV to Sh.  
i. Ult- remaining SH of X bears burden.  If you have drop – would want to split-off the division w/ least amt of gain.
ii. Stock of controlled corp is not “qual property”(§355(d)(1) &  appreciation on gain recog. under §355(c)(2) or §361(c)(2).  
iii. Note-  Rest of parties, just corp taxed are still protected under §355.  
(3) Subsidiary
(a) Receipt of Property for Stock-   Nonrecognition.  §1032??  Prof says §464?
(b) Basis-  Transferred basis. §362(b)
(c) Earning and Profits? split between dist and controlled corps relative to FMV of assets transferred.  §312(h) ref regs.  Reg 1.312-10(a):
(d) Tax Attributes-  Stay with Distributing Co.  
1. Split-up tax attributes evaporate.
2. §381(a): §381 applies only in case of acquisitive D (§354). Not here.
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