Corporate and Partnership Tax
Spring 2002 - McNulty
C CORPORATIONS

Pattern of issues

1. 5 issues:
a. Realized gain/loss to transferor SH – does nonrecognition provision apply?
b. Realized gain/loss to corporation – does nonrecognition provision apply?
c. Basis consequences for SH receiving stock

d. Basis consequences to corporation receiving contributed property

e. Collateral consequences

i. Holding period 
ii. Character of assets

1. ordinary or capital?
2. if capital, long-term or short-term?

2. These issues come up every time there is an exchange

a. Liquidation of corporation

b. Redemption of shares

c. Mergers and Acquisitions

d. But note that dividends or distributions are not considered exchanges
I. Background
a. Prior to 1997, Congress used the corporate resemblance test
i. If the business entity had more than 2 of the following characteristics, it would be taxed as a corporation; if it had 2 or fewer characteristics, it would be taxed as a partnership:
1. Limited Liability

2. Centralized Management

3. Continuity of Existence

4. Free transferability of Shares

b. As of 1997, we have check-the-box regulations for tax treatment

i. Reg. §301.7701-3(a)
1. A business entity that is not classified as a corporation can elect its classification for tax purposes meaning that 
a. An entity with at least 2 members can elect to be classified either as a corporation or a partnership

b. An entity with a single owner can elect to be classified as a corporation or be disregarded as an entity separate from its owner (tax-nothing)
ii. Reg. §301-7701-3(b):  DEFAULT RULES
1. Unless electing otherwise, an unincorporated domestic eligible entity is

a. A partnership if it has two or more members; or

b. Disregarded as an entity separate from its owner if it has a single owner
iii. If the business is incorporated:
1. Default:  You will be taxed as a C corporation

2. S election can be made

a. Income taxed once, when earned, at shareholder rates

b. Limit – 75 shareholders

iv. See problem 1-1 on page 13 and p. 146 of notes for answers for application of check the box regulations
1. Remember that some foreign business organizations will be per se coprorations

c. Classic unintegrated system of taxation of corporations
i. “Double tax” because corporate earnings are taxed at the corporate level (separate legal entity) and then taxed again to individual shareholders with dividend distributions
ii. Net losses are trapped at the corporate level – it can be carried forward and back for the corporate tax but individual shareholders cannot take advantage of it

iii. Double treatment can happen for losses too – if the shareholder exchanges property with a built-in loss so that he takes a high basis in his shares, if he sells his shares, he will take that loss.  But he corporation will also get that high basis for the property and if it sells the property, the corporation too can take the loss.

d. Policy changes to alleviate double tax system
i. S corporations (but still are restricted to certain uses)

1. Treat the corporation like a partnership

2. This would be administratively VERY difficult with a great number of shareholders

ii. Shareholder imputation tax credit method
1. Tax shareholders as if they earned all of the corporate profits but then give them a credit for the corporate tax paid.  

2. This would give one tax at the individual shareholder rates

iii. No tax on shareholder:  Dividend exclusion 

1. Problem:  corporate managers would fear that they would never be able to retain profits because shareholders would want dividends
2. Corporations could zero out and pay no tax at all:  deduct salaries and expenses from corporate earnings and pay out the rest in dividends.  This would leave rich and poor alike in the same situation.

iv. No tax on corporation:  only tax distributed earnings

1. This is a repeal of the corporate income tax

2. But problem is that retained earnings will never be taxed

a. Deferred taxation is tremendously valuable

b. Rich investors would put portfolio into corporate form and avoid tax

c. Would allow step-up in basis of shares upon death of shareholder

d. Could sell appreciated shares and get capital gains rate which is way better than individual income tax rates

v. Allow corporation to take a deduction in amount of dividends

1. Treat dividends like interest payments

2. Corporations are currently thinly capitalized because shareholders capitalize by lending money to corporation and taking interest payments (deductible to corporation) instead of getting non-deductible dividend payments later
vi. Reduce both the corporate and individual income tax rates to reduce overall total tax to a reasonable level

e. Incidence of corporate tax
i. Corporation might increase prices to shift tax to consumers

ii. Corporation might decrease compensation of employees

iii. If can’t do either of these things, the shareholders bear the burden by reduced value of the company’s stock

iv. Burden might be different depending on long and short run

1. Short run:  Shareholders might bear the burden

a. A profit maximizing firm won’t increase price upon imposition of the tax; but the tax does take away some of the profits

2. Long run:  All holders of capital in entire economy

a. Returns to capital are reduced because tax takes away profits and investment behavior shifts accordingly, possibly to partnerships
b. Return on partnership investment eventually decreases and money flows back to corporate sector

c. New equilibrium reached with lower rate of return in both corporate form and partnership sector

f. Sham corporate transactions and reallocation
i. A corporation can be disregarded as a sham
ii. If a corporation is formed and all organizational and operational requirements are met, it shall be recognized for tax purposes regardless of the fact that it was formed to take advantage of the richer corporate retirement plans:  Achiro v. Commissioner, p. 236

1. Performance of services by one corporation for the benefit of another similarly controlled corporation is ok as long as the transaction meets the standard of an uncontrolled taxpayer dealing at arm’s length with another uncontrolled taxpayer.

iii. Corporation is to be regarded as a separate entity if either 

1. the purpose for formation is equivalent of business activity or

2. the incorporation is followed by the carrying on of a business

3. §482:  But just because the corporation is regarded as a separate entity doesn’t mean that the income/deductions cannot be reallocated by the IRS to avoid tax evasion 

a. I.e. having foreign subsidiary that isn’t subject to the US corporate tax on “foreign income”

iv. §61 – can also attack transaction based on anticipatory assignment of income theory
II. Formation and Organization
a. Corporation is defined in Reg. §301.7701-2(b)
i. it includes insurance companies

ii. state banks if deposits are insured
iii. state-owned business entities

iv. certain foreign entities
b. Tax Consequences
i. §1032 – non-recognition provision (exchange of stock for property)

1. No gain or loss recognized to a corporation when it receives property in exchange for stock
2. Also no tax if stock exchanged for services

ii. §351(a) – non-recognition provision (transfer to corporation controlled by transferor)
1. No gain or loss recognized to shareholder if property is transferred solely in exchange for stock where transferor is in control of the corporation immediately after the transfer

a. “Property”

i. Includes money – §317
ii. Property does NOT include services – §351(d)
b. “Stock” does not include securities (debt instruments)

c. “Control” is defined in §368(c) as owning at least 80% of total combined voting power of all classes of voting stock and at least 80% of total number of shares of each class of outstanding voting stock
i. Take into account all transferors during the transaction to determine control

ii. Control need not arise as a result of the exchange itself

iii. Applies to both preexisting and newly created corporations

iv. Note that there is no control requirement for partner contributions in order to get nonrecognition under §721 
d. “Transferor”
i. To allow an incoming shareholder to qualify for “control” and therefore get nonrecognition, the existing shareholder must transfer property or cash worth at least 10% of her original stock ownership

ii. Service provider can be viewed as a transferor if he also contributes property worth at least 10% of value of stock received for services

e. “Immediately after” can be merely momentary

f. “Exchange”

i. Exchanges by several persons need not be simultaneous as long as transfers are pursuant to a prearranged plan

2. Rationale for nonrecognition 
a. It is merely a change in form of an ongoing business

b. Tax law shouldn’t be a barrier to forming business organizations

3. BOOT - §351(b)
a. If property other than stock is received in the exchange, it doesn’t kill nonrecognition completely but 

i. Gain must be recognized, but not in excess of:
1. amount of money received, plus

2. FMV of other nonqualifying property 
3. (limited of course by the total amount of gain realized in the transaction).

ii. This is like a partial cashing-out

iii. No loss may be recognized

b. This is done on an asset-by-asset basis

c. §358(a)(2) gives basis in boot equal to FMV

4. Assumption of liabilities
a. §357(a) – in a §351 exchange, assumption of liability will not be treated as money or property  (boot) UNLESS
i. liabilities assumed to avoid federal tax or with no business purpose – see §357(b)
1. This usually arises when taxpayer encumbers an asset just before transfer to corporation in order to get some tax-free cash or

2. Where corporation assumes personal liability such as alimony

ii. liabilities exceed basis of contributed property

1. in which case, the transferor SH must recognize such excess as gain characterized based on the underlying asset – §357(c)
2. Forces recognition of gain to avoid SH having a negative basis in stock

b. But note that §358(d) will still apply to decrease SH’s basis = tax deferral, not tax forgiveness

5. §351 applies to both existing corporations and newly incorporated corporations to allow nonrecognition

a. §351 will trump the assignment of income doctrine

i. See Hempt Bros v. United States, p. 280

1. partnership transferred unrealized receivables to corporation but wanted assignment of income doctrine to apply to avoid the double tax when corporation collected receivables + distributed as dividend

2. But court ruled that §351 trumps and corporation will be taxable entity
iii. Contributions to Capital:  

1. §118 permits a non-taxable transfer at the shareholder and corporation level for contributions to capital even though no stock is issued and in spite of the fact that transferor or group of transferors are not in control of the corporation 

a. if it is a SH contributing to capital, outside basis gets increase under Reg. §1-118.1; corporation takes a basis in assets equal to that in SHs hands under §362(a).
b. if it is a non-SH contributing to capital, corporation takes a zero basis in assets under §362(c)(1)

c. Basis Consequences
i. §362 – basis provision for corporation (in contributed property)
1. If §351 applies to contribution of property then basis of corporation will be same as that in the hands of the transferor

a. Basis will only be adjusted by increasing by any amount of gain recognized by the transferor

b. Assumption of liabilities has no impact on basis of transferred property

c. This is transferred basis – see §7701(a)(43)

2. Why isn’t the corporation’s basis in the contributed property zero?

3. If §351 does not apply, then corporation’s basis is cost (or FMV) of the property under §1012

ii. §358 – basis provision for shareholders (in stock received)
1. Equal to the basis of the contributed property 
a. Minus 

i. FMV of boot received

1. Basis of boot = FMV under §358(a)(2)
ii. Amount of cash received

1. This includes liabilities assumed by the corporation – see §358(d)
iii. Amount of loss recognized on exchange

b. Plus

i. Amount treated as a dividend

ii. Amount of gain recognized on exchange

1. Note that it will be limited to amount realized 
c. This is exchanged basis  - see §7701(a)(44)

d. Holding Period for Stock
i. If stock received tax-free in exchange for capital asset or §1231 property, then the holding period of the stock is its actual holding period from date of exchange plus the transferor’s holding period (tacking) in the transferred property.  §1223
1. §1223(1) applies to shareholders
a. there is tacking but only if the asset exchanged is a capital asset under §1221 or §1231 property

2. §1223(2) applies to corporation
ii. If the property exchanged consists of a mix of capital assets, §1231 assets, and noncapital assets, then each share will have a divided holding period allocated according to the fair market value of transferred property
III. Capitalization of a Corporation
a. Debt versus Equity

i. Distinction is crucial because

1. Corporation can deduct interest expenses under §163, but not dividends

2. If company buys back stock from SH, the SH may have a taxable dividend or capital gain.  If it buys back or repays debt, that is treated as a nontaxable return of capital to lender

ii. Case law determines whether interest in corporation is debt or equity

1. Pure debt

a. Written, unconditional promise to pay a principal sum on demand or before a fixed maturity date

b. With interest payable in all events 

c. Lack of subordination to other interests

d. Lack of voting and management rights

2. Pure equity

a. Investment with places the funds of investor at risk of enterprise

b. Provides for share of future profits

c. Carries rights to control or manage enterprise

b. §1244 stock
i. Allows individual investors to treat what otherwise would be capital losses (under §165) on §1244 stock as ordinary losses.
1. This is to encourage investment in small businesses

ii. Definition

1. stock in a domestic corporation

2. corporation was small business corporation when stock issued

a. This means aggregate amount of money and property received for stock is less than $1M

b. See Regulations for pro rata rules on designating what is §1244 stock

3. stock issued for money or other property

4. corporation, during last 5 taxable years before date of loss, derived more than 50% of aggregate gross receipts from sources other than royalties, rents, dividends, interests, annuities, and sales or exchanges of stock

iii. Restrictions on availability

1. Maximum amount of loss available is $50,000 for individual or $100,000 for married couple

2. Loss cannot be carried forward

3. Cannot be issued in return for services

iv. Is beneficial for both C corporation AND S corporation shareholders (who will want ordinary loss treatment upon final cashing out).

IV. Current Cash Distributions
a. General Rule:  §301(c)
i. Assume distributions first come out of earnings and profits 
1. This will be considered a dividend, defined in §316(a)
2. Dividend first comes out of earnings and profits of the current taxable year and only then does it come out of accumulated earnings and profits since 1913.  §316(b)(2)
a. Nimble dividend rule allows corporation with a history of losses to make dividend as long as there are current e&p

3. These will be included under gross income under §61(a)(7)

4. Earnings and profits are determined as under §312

ii. What is left of the distribution is not taxable, but shareholders reduce stock basis (as a return to capital) - §301(c)(2)
iii. To the extent distribution exceeds outside basis, SH is treated as if she had sold her stock for a gain equal to the excess (i.e. capital gain).  §301(c)(3)
b. If more than one distribution made per year, there must be allocation as under Reg. §1.316-2(b) and see page 27 of notes
i. First drain off current e&p in pro rata way for all distributions

ii. Next drain off accumulated e&p in chronological order

1. this means that some of the last distributions may not get any accumulated e&p allocated to them…

c. Disguised or Constructive Dividends
i. Closely held corporations will often want to zero out e&p (to avoid taxable dividend) by paying out money in deductible manner

1. i.e. excessive compensation

2. making loans to shareholders

3. paying extremely high rate for lease of property from SH

4. buying property from SH for unreasonably high price

ii. IRS may recharacterize these transactions as dividends

iii. Test

1. Did the transfer cause funds or other property to leave control of transferor corporation and did it allow SH to exercise control over such funds or property either directly or indirectly through some instrumentality other than transferor corporation?

d. Dividends Received Deduction
i. §243 allows corporate shareholders to take a deduction upon receipt of a dividend from domestic corporation
ii. TREATMENT

1. Less than 20% shareholder:  70% dividend can be deducted

2. At least 20% shareholder:  80% dividend can be deducted

3. At least 80% shareholder:  100% dividend can be deducted

4. Small business investment corp.:  100% dividend deduction

iii. Limitations on deductions:
1. Corporate SH must hold stock for more than 45 days before and more than 45 days before the dividend date - §246(c)
2. Prevention of tax arbitrage is found in §1059
a. Requires reduction in basis of stock by the non-taxed portion of the dividend when they qualify for dividend-received deduction but get extraordinary dividends

i. Extraordinary means that the dividend is more than 5% of shareholder’s adjusted basis in preferred stock or more than 10% of adjusted basis in common stock

b. Does not apply if stock held for at least 2 years before dividend announced.

3. Limits dividends received deduction if stock is leveraged - §246(A)
iv. Tax arbitrage in Litton Industries
1. Issue:  was $30M received from wholly owned subsidiary a dividend (which qualifies for 100% deduction) or an amount that represents part of the sales price (which would produce gain)?

2. Court found it was a dividend because the sale of subsidiary didn’t take place until 6 months later; so §243 applies (step-transaction doctrine didn’t apply)

V. Current Distributions of Property
a. Loss property

i. 311(a) does not allow loss to be recognized upon distribution of loss property

1. Therefore it would be better for corporation to sell loss property to 3rd party, take the loss deduction, then distribute proceeds to shareholders
b. Appreciated Property

i. §311(b) is a repeal of the General Utilities case (which said that distribution of property to shareholder was not a taxable event)
ii. Distributions of appreciated property is a taxable event for corporation and is treated as if it sold the property to the distributee for FMV.
1. If distributed property is subject to liabilities, treatment is same as under §336(b) (distributions in complete liquidation) where FMV for purposes of determining amount of corporation’s realized gain becomes the amount of liability if liability exceeds FMV:  §311(b)(2)
iii. TREATMENT

1. Deemed sale to distributee SH increases corporation’s e&p by excess of FMV over inside basis.  §312(b)(1)-(2)
2. Then SH is deemed to receive a distribution in amount equal to fair market value of property (which decreases e&p accordingly)
a. This treatment ensures that corporation will not take advantage of a lower e&p to make non-taxable distributions.

c. Basis to shareholders
i. §301(d) – Basis of property is FMV

d. Property encumbered
i. If distributed property is subject to a liability (i.e. mortgage), then the amount of the distribution is decreased accordingly, but there are no basis effects (i.e. it is still fair market value).  §301(c)
VI. Current Stock Distributions
a. Distribution of shares with respect to outstanding shares

i. It is a capitalization of earned surplus in the amount of the stock dividend

ii. It gets rid of current e&p

iii. It attempts to call market attention to the fact that company was profitable and assets put beyond reach of managers

iv. Can also serve to lower stock price to stimulate investment
b. §305(a) says that stock distributions are not included in gross income
i. This states the rule of Eisner v. Macomber which held that stock dividends are not realization events

ii. Nothing of tax importance has taken place here – not a cashing out

iii. Percentage of ownership in the corporation remains the same
c. §305(b) provides 5 exceptions to the general rule of nonrecognition
i. If even one shareholder can elect to receive cash or property instead of stock, those that received stock are deemed to have received cash distributions instead - §305(b)(1)
1. This exception to nonrecognition applies even if the stockholder with the election chooses to take stock
ii. If common stockholders receive preferred stock and other common stockholders receive common stock - §305(b)(3)

iii. If distribution made with respect to preferred stock - §305(b)(4)

iv. If distribution of convertible preferred stock unless there is no disproportionate distribution - §305(b)(5)

v. Disproportionate Distributions - §305(b)(2)

1. Has the effect of receipt of cash or property by some shareholders and an increase in the proportionate equity interest held by other shareholders
a. Change in conversion ratio

b. Change in redemption price

c. Difference between redemption price and issue price

d. Redemption that is treated as a distribution to which §301 applies

e. Recapitalizations with this effect on interest of SH

2. If it appears like some shareholders are cashing out but others aren’t

a. With exception of an isolated distribution in redemption of one shareholder’s interest

d. Basis consequences and holding period 
i. Basis in old stock is allocated between old and new stock by reference to the relative values of the old and new stock – §307
ii. Holding period of new stock will include the period during which shareholder held the old stock – §1223(5)
iii. Corporation’s e&p does not get adjusted
e. If stock distribution is taxable, §301 will apply and the amount of the distribution will be the fair market value.  Corporation will reduce e&p by FMV of stock distributed.  There is no reallocation of basis nor tacking of holding period.

f. §306 stock

i. Arises when stock other than common stock (i.e. preferred stock) is issued at a time when the corporation has earnings and profits
ii. Defined in §306(c) as stock 

1. distributed to shareholder in §305(a) stock dividend

2. received in corporate reorganization or division

3. having a transferred or substituted basis

iii. When it is sold some, or all, of the amount realized is taxable as ordinary income and not capital gains (to avoid tax arbitrage)
1. If disposition of §306 stock is in redemption, then §301 applies to the amount realized (NOT gain realized) - §306(a)(2)
2. If disposition of §306 stock is sale/exchange, 


a. then amount realized (NOT gain realized) will be treated as ordinary income BUT
b. the excess of amount realized over the amount that would have been a dividend at the time of stock distribution (i.e. look at e&p when stock distribution made and consider the stock distribution is like a cash distribution equal to the fair market value of the stock at the time of the distribution) will be treated as a return of capital up to basis and then as capital gain – §306(a)(1)
c. So have to look at e&p when the stock distribution was made

iv. EXCEPTION to ordinary income treatment in §306(b)(1)(A) if the sale/exchange or redemption is in complete termination of shareholder’s interests.  

VII. Redemptions of Corporate Stock

a. §302:  Redemption of stock will get exchange treatment (i.e. not dividend treatment) if 

i. redemption not equivalent to dividend

ii. substantially disproportionate redemption of stock

iii. termination of shareholder’s interest

iv. redemption from noncorporate shareholder in partial liquidation

b. Detail:  Redemptions will be treated as a distribution in exchange for stock (i.e. sales = capital gains treatment and basis offset) if:
i. distribution is not essentially equivalent to a dividend - §302(b)(1)
1. United States v. Davis, p. 341

a. Because of §318 constructive ownership rules, taxpayer was sole shareholder of corporation and therefore any distribution must be equivalent to a dividend
2. There must be a meaningful reduction of the shareholder’s proportionate interest in the corporation

3. Loss of voting power seems most important to courts

a. Loss of supermajority voting control

b. Reduction of SH’s voting power below 50%

c. The smaller the SH’s original interest, the greater the likelihood the redemption will be meaningful

4. This is the fuzzy rule that may save a shareholder if the bright line rules of §302(b)(2)-(b)(4) don’t apply
ii. distribution is a substantially disproportionate redemption of stock - §302(b)(2)

1. For this safe harbor to apply, 

a. the redeeming shareholder must own less than 50% of the total combined voting power of all classes of stock entitled to vote immediately after redemption AND

b. ratio of SH’s voting stock immediately after redemption is less than 80% of same ratio before redemption

2. Constructive ownership of stock apply to determine if the (b)(2) safe harbor provision will apply
a. §318 – individual owns the stock owned directly or indirectly by or for

i. spouse
ii. children

iii. grandchildren

iv. parents
v. Note that siblings are NOT included here

b. 50% or greater shareholder in corporation will constructively own stock that corporation holds in proportion to percentage ownership of corporation - §318(a)(2)(C)
c. Partners deemed to own partnership’s stock - §318(a)(2)(A) and partnership deemed to own partner’s stock - §318(a)(3)(A)
iii. distribution is in termination of shareholder’s interest - §302(b)(3)

1. But this means that the shareholder can’t constructively own any interest also

2. §302(c)(2)(A)(iii) allows redeeming shareholder to avoid attribution if she waives all connection with the business for the following 10 years = waiver of family attribution
a. But note that §302(c)(2)(B) prevents waiver of family attribution if redeeming party received the stock as a gift from a related person in the 10 years before the redemption (if the prior transfer was motivated by tax avoidance)

3. Redeeming SH can remain a creditor as long as she doesn’t have greater rights than necessary for enforcing claim

iv. distribution is redemption of stock held by a non-corporate shareholder in partial liquidation of distributing corporation - §302(a)(4)
1. §302(e)(1)-(2) say that a distribution will be partial liquidation if 

a. The distribution was not essentially equivalent to a dividend at the corporate level

i. Sale of line of business and distribution of sales proceeds to SH

ii. Fire destroys 2 floors of business and corporation distributes insurance proceeds

b. If corporation ceases to conduct an entire trade or business that has been actively conducted for 5 years preceding the distribution and that was not purchased in a taxable transaction within that period and continues to conduct a trade or business after the distribution where this trade or business was actively conducted throughout the 5 year period ending on the date of distribution
i. Note even if business was acquired in 5 year period, if it was done through a tax-free merger or a like-non-taxed transaction, this will still allow qualification for exchange treatment

2. Non-corporate shareholder language is because corporations lobbied hard to get dividend treatment instead of exchange treatment so that they could get their §243 dividends received deduction
c. Without one of these 4 things applying, the redemption will be treated as a distribution under §301 (i.e. cash dividend out of e&p + return of capital + gain in excess of basis)
i. Basis of redeemed stock will be allocated to unredeemed stock
ii. If no unredeemed stock, basis will be allocated to stock owned by those from whom it was constructively attributed
d. Redemptions through related corporations
i. §304(a)(2) – Acquisition by subsidiary
1. If S buys shareholder’s stock in parent, it is treated as if P redeemed the stock itself
2. This 
ii. §304(a)(1) – Acquisition by related corporation other than sub
1. If person X controls (has more than 50% all classes of shares) corporations A and B and corporation B acquires X’s stock in corporation A, then this is treated as if corporation B is redeeming its own shares from X
2. e&p of both companies added together to determine redeeming corporation’s dividend-paying capacity
a. This gets around a device whereby the corporation with the lowest e&p redeems
3. Continue to go through the redemption rules of §302
iii. See examples on p. 54-55 of notes
e. Redemptions to pay death taxes
i. §303 – guarantees sale or exchange result for redemption even if estate owns 100% of the stock
1. It is to provide relief for using corporate form – allows money to come out of corporate solution in a tax-favored manner
ii. Applies only if the value of the stock used in determining gross estate exceeds (35%)(value of gross estate – deductible death expenses)
1. If estate holds more than 20% outstanding stock in more than one corporation, stock of corporations will be treated together (as if from one corporation) to make it easier to reach threshold
2. See notes on p. 51
iii. Amount of redemption that will get exchange treatment is to extent of death taxes and funeral and administrative expenses
iv. §1014 – remember that heirs get a stepped up basis at death
v. Good for tax planning because money that comes out with exchange treatment does not have to be used to pay death expenses
VIII. Corporate Liquidations

a. Complete liquidation
i. Shareholder effects
1. §331 – Shareholders get exchange/sale treatment 
a. Shareholders are treated as selling shares back to corporation as if they were selling to 3rd party
b. So can get capital gain after return of capital
c. Amount. gain recognized – see §1001
d. §301 distribution rules do not apply - §331(b)
e. There is no guidance in the code for what to do if the property received by shareholders is subject to liability;  presumably the amount realized in the liquidation should be net of liabilities.  But it is unlikely that corporations will dump property with excess liabilities on shareholders
2. §334 – Basis of property is FMV at time of distribution in complete liquidation
ii. Corporation effects
1. §336(a) – Corporation is treated as if its assets were sold to 3rd to distributee at FMV and so will recognize both gain AND loss 
a. This is different than the current distribution rule under §311 which does not allow a loss to be taken
i. But note there are limitations to loss deductions (see below §336(d))
b. This is also a reversal of the General Utilities doctrine (like §311)
2. §336(b) – If corporation makes an in-kind distribution in complete liquidation of property that is subject to liability (presumably because no buyer would take it), then the FMV of the asset will be treated as not less than the amount of the liability (i.e. if liability exceeds FMV, then liability amount will be the FMV).
a. This will result in a larger gain for corporation
3. Basis consequences:  No real basis consequences to corporation because it has no assets after liquidation (and we don’t need to talk about basis in stock it gets back from shareholders in the “exchange”)
4. §336(d) – Anti-stuffing rules
a. §336(d)(1) – Related persons
i. Corporation cannot recognize loss on complete liquidating distribution to a related person (§267(b)) UNLESS
1. the property is distributed to all shareholders on a pro rata basis (if there is 1 shareholder, distribution is pro rata) AND
2. the property was not “disqualified” meaning it was not acquired in a §351 transaction or a contribution to capital in the last 5 years before the liquidating distribution
b. §336(d)(2) – If loss property contributed in advance of liquidation in a §351 transaction or in contribution to capital with principle purpose of eliminating or reducing corporate gain
i. Basis of property will be reduced by excess of basis over FMV on date of contribution
ii. Assumption of tax arbitrage for any loss property acquired within 2 years before adoption of plan of complete liquidation
c. Note – if both (d)(1) and (d)(2) apply, (d)(1) trumps to disallow the loss altogether
iii. Note that with §311 and §336, and the repeal of General Utilities, the tax law is now neutral as to consequence of
1. Selling assets to 3rd parties and distributing proceeds to SHs
2. Making in-kind distribution of assets to SHs and having them sell the assets
b. Liquidation of Subsidiaries - §332 and §337
i. For these rules to apply, parent must own at least 80% of subsidiary by vote and value
ii. §332 – effect on parent corporation
1. No gain or loss will be recognized by receipt of property distributed by subsidiary in complete liquidation

2. §334(b) applies so that parent takes subsidiary’s basis in the assets that are distributed in liquidation

3. §381 applies so that parent takes the same character in the assets as in the subsidiary’s hands

iii. §337 – effect on subsidiary corporation
1. No gain or loss shall be recognized by 80% owned subsidiary on distribution to parent corporation in complete liquidation

iv. Parent can liquidate also but the subsidiary needs to liquidate first to meet the technical requirements of §332.

v. Minority shareholders of subsidiary still get §331 treatment and subsidiary is treated under §336 for any distributions to minority shareholders – Reg. §1.332-5
IX. Taxable Acquisitions

a. STOCK acquisition
i. This will get buyer all the hidden liabilities of target

ii. May be necessary if assets aren’t transferable

iii. Target will become subsidiary of Acquirer and basis in assets will remain low

1. Can always liquidate subsidiary into parent under §332 and §337 non-recognition rules if buyer really just wanted assets anyway

iv. Equalizing stock acquisition with asset purchase
1. §338(a) election – corporate buyer can elect to treat the purchase price of the stock as the purchase price of the assets of the acquired corporation

2. Requirements to make §338(a) election
a. Corporate purchaser, must, within 12 month period beginning with 1st purchase of stock, buy at least 80% of the target corporation’s stock by vote and value
b. If this is done, target corporation can make §338(g) election which deems that it goes through a complete liquidation where all assets are distributed to shareholders and target repurchases these assets on the next day for FMV
3. §338(e) election (trap for the unwary)
a. deems §338(a) election if purchasing corporation buys any of target assets before, or in addition to, buying target’s stock

b. This is the “all or nothing approach” – if some assets purchased at cost, all of them deemed purchased pursuant to election (at cost) even though stock was acquired

4. §338(h)(10) bilateral election
a. Where purchaser buys stock of target subsidiary from parent corporation.  Parent won’t recognize any gain or loss but the target recognizes gain as if it sold its assets and there is a §1060 allocation of purchase price
i. Same result as §336(e) election

5. §336(e) election
a. If parent corporation owning at least 80% of subsidiary sells, exchanges, or distributes subsidiary stock, it can make an election to treat such transaction as disposition of subsidiary’s assets instead
b. Amount of gain or loss to parent equals purchase price of stock minus target subsidiary’s basis in assets

b. ASSET acquisition
i. This is a good move if target’s assets are substantially appreciated because then buyer can get high cost basis for assets and take full depreciation deductions

ii. §1060 – acquisition payment is assigned sequentially to assets and asset purchases are considered as a separate purchase and sale of each and every asset of the business:  residual method of valuation of assets
1. first to easily valued assets and

2. last to intangibles that are most difficult to value – especially goodwill and going concern value

a. §197 allows 15 year straight line depreciation for good will and going concern value

b. and so assigning cost and therefore basis becomes important when allocating purchase price to target’s assets

c. Which form is used depends on negotiations:  with built-in gain in target’s assets, the acquirer will want to buy assets directly to get high basis and later depreciation deductions; but the target will want to sell stock to avoid the double tax on gain
X.  Tax-free Corporate Divisions
a. Spin-off – §355 (see p. 414-415 of book)
i. Parent distributes stock of subsidiary (“controlled corporation”) to its own shareholders with respect to their shares
1. Subsidiary may be previously existing or newly created

2. Shareholders do not exchange anything
3. It is a division at the corporate level only 

ii. Shareholder Treatment
1. Tax consequences:  §355(a)(1)
a. nonrecognition provision where shareholders recognize no gain or loss

2. Basis consequences:  §358(a)
a. through application of §358(c), §358(a) applies to determine shareholders’ basis in subsidiary stock
b. shareholders deemed to exchange shares in parent corporation and then receive them back
c. so shareholders’ basis in parent stock is allocated between parent stock and newly received subsidiary stock according to their respective fair market values under §355(b)(2)
i. Remember that parent stock will drop in value when subsidiary stock is distributed

iii. Parent Corporation Treatment
1. Tax consequences:  §355(c)(1)
a. Nonrecognition provision where corporation recognizes no gain or loss
b. §311(b) rule for distributions of appreciated property does NOT apply

c. §355(c)(2) has a §311(b)-like rule if appreciated property other than stock in subsidiary corporation (i.e. non-qualified property) is distributed

2. Basis consequences:  none

iv. Collateral issues
1. Holding period in newly received subsidiary stock will be the same as the holding period for stock in parent under §1223 – allows tacking
2. Characteristics of subsidiary (i.e. earnings and profits) will continue in hands of new owners
v. Boot in spin-off:  §356(b)
1. It is treated like a §301 distribution regardless of the SH’s realized gain

a. It is a dividend to the extent of parent’s e&p

b. Then a return of capital up to basis

c. Then capital gain

vi. Treatment if it fails to qualify for §355

1. §301 distribution for shareholder
2. §311(b) recognition of tax to distributing corporation

b. Split-off

i. Shareholder(s) of the parent corporation give(s) up part or all of stock in parent corporation in exchange for stock in subsidiary

1. It is a division at the corporate and shareholder level
ii. Shareholder treatment:

1. Tax consequences:
a. §355(a)(1) applies because §355(a)(2) says that the nonrecognition provision applies 

i. Whether or not the distribution is pro rata with respect to shareholders of parent

ii. Whether or not the shareholder surrenders stock in the parent corporation (i.e. whether or not there is an exchange)

iii. Whether or not the distribution is according to plan of reorganization under §368(a)(1)(D).
2. Basis consequences:

a. §358(a)(1) applies to the exchange such that basis in newly received subsidiary stock is the same as that of the exchange stock in parent corporation; it is a carry-over basis
iii. Parent corporation treatment
1. Tax consequences

a. §355(c)(1) – even though the language only refers to a “distribution,” and not an “exchange,” it has been interpreted to apply to exchanges in split-offs; so nonrecognition for parent corporation
2. Basis consequences:

a. Parent corporation loses basis in subsidiary’s shares

b. Basis in other assets doesn’t change

iv. Collateral consequences
1. Same as for spin-off

v. Boot in split-off
1. If property other than stock in subsidiary is distributed, then §356(a)(1) applies so that gain will be recognized up to fmv of other property

a. Note that it isn’t the amount of boot that is recognized but the amount of gain up to value of boot

b. So if realized gain less than boot, that realized gain amount will be recognized

i. Boot is merely the limit on realized gain

c. Boot includes cash and the fmv of property distributed
d. Gain will normally be treated as gain from sale or exchange of property (i.e. capital gain) unless dividend within gain rule applies which will convert part or all to ordinary gain.

2. But if boot has the effect of the distribution of a dividend, then the dividend within gain rule in §356(a)(2) applies

a. the dividend is limited to the amount of gain recognized and 
b. it is limited to recipient SH’s ratable share of earnings and profits of distributing corporation

vi. Treatment if it fails to qualify for §355

1. Redemption of stock of distributing corporation

a. Shareholders taxed under §302

i. Distribution may qualify as exchange or may be distribution under §301 depending on §302 rules

b. Corporation taxed under §311(b)
c. Split-up


i. Parent corporation distributes stock of two or more of its subsidiaries in complete liquidation
ii. Subject to same nonrecognition rule (§355) as spin-offs and split-offs
iii. Boot – same as for split-off

iv. Treatment if it fails to qualify for §355

1. Complete liquidation under §331 and §336

d. Requirements for nonrecognition:
i. §355(a)(1)(A):  Parent must control subsidiary immediately before distribution

1. Control is 80% by vote and value – §368(c)
2. IRS has been lenient in allowing predistribution restructurings to meet control requirement

ii. §355(a)(1)(A):  Parent must distribute solely stock of subsidiary

1. Although if boot is also distributed, §356 shows that the transaction isn’t totally killed

iii. §355(a)(1)(B):  Transaction not principally used as device for distributing e&p of parent corporation or subsidiary corporation or both

1. prearranged sale of stock following division will look like device – Reg. §1.355-2(d)(iii)(A)
2. if distribution is pro-rata it looks like a dividend

3. if assets are particularly liquid and can easily be sold off

iv. §355(a)(1)(C):  active business requirements of §355(b) are met meaning that 

1. there must be an active business 5 years before distribution and
2. immediately after transaction, both parent and subsidiary must be engaged in active business 

a. Note that a merger of parent corporation into an acquiring corporation will not cause the transaction to fail the “active business” test or the control test

b. See Commissioner v. Morris Trust, p. 433

3. Additionally, trade or business will not meet this requirement if it was acquired within 5 years in a taxable transaction – see Nielsen v. Commissioner, p. 427
4. Gregory v. Helvering, p. 416 – court would not allow spin-off treatment because active business requirement not met; subsidiary corporation only holding portfolio investment securities which isn’t active business either before or after transaction  

v. §355(a)(1)(D):  distribution threshold requirement
1. Parent must distributes all of subsidiary stock or at least 80% of the stock (give up control); 

2. Retention of some subsidiary stock must be for purpose other than avoiding federal income tax

3. This provides for continuity of proprietary interest

vi. Reg. §1.355-2(b)(1)–(2) requires business purpose for distribution at the corporate level

1. Need an independent non-tax purpose 

2. Desire to have tax savings is ok though

vii. Reg. §1.355(2)(c) – continuity of interest  requirement

1. No prearranged sales where stock disposed of immediately after the division that was given nonrecognition treatment

2. Because §355 is a readjustment of continuing interests, those owning before transaction should own after the transaction

a. This requires historic shareholders to be the same before and after transaction

b. Cannot sell out immediately before transaction and have it qualify

e. Recent limitations on tax-free divisions:

i. §355(d) – spin off of wanted assets into a subsidiary followed by a tax-free acquisition

1. gain must be recognized

ii. §355(e) – spin off of unwanted assets and acquiring corporation acquires 50% or more of what is left

1. gain must be recognized

XI. Technical Corporate Reorganizations Generalities - §368
a. Summary
i. Type A – statutory merger or consolidation
ii. Type B – stock for stock acquisition

iii. Type C – stock for assets

iv. Type D – reorganization followed by divisive transaction

v. Type E – recapitalization to make balance sheets look better

vi. Type F – change in identity, form, place of organization

vii. Type G – bankruptcy reorganization (title 11)

b. Non-statutory requirements:  Substance over Form case law
i. Corporate business purpose for reorganization 

ii. Continuity of business enterprise:  
1. One of the historic businesses of the target company, or a significant portion of its historic business assets, must continue to be used by the acquirer or survivor.

2. The target company’s business must continue to some minimum extent after the reorganization 

iii. Continuity of proprietary interest
1. The owners of the target company must have a continuing stake in the acquiring company 

2. This is to prevent transactions that resemble sales from qualifying for nonrecognition of gain or loss by ensuring that a substantial part of the value of the proprietary interests in the target corporation are preserved in the reorganization

3. It is not as much a test of which shareholders remain after the deal but what proportion of the consideration paid to target shareholders was in the form of an ownership interest compared to cash, boot, or debt instruments.

4. Note that if target shareholders sell immediately after the reorganization and the shortness of time suggests a prior agreement, then the acquisitive reorganization probably wouldn’t qualify for tax-free treatment

c. Provisions for ACQUIRER 
i. §1032 gives nonrecognition of gain or loss for issuing stock for assets

ii. §362(b) says that property acquired in a reorganization normally takes a basis equal to the target’s basis plus gain to T (in event T having gain on boot distribution)
iii. §1001 taxes gain or loss to A when A uses boot as consideration
d. Provisions for TARGET corporation  
i. §361(a) prevents target from recognizing gain or loss on transfer of assets to acquirer

ii. §361(b) gives nonrecognition for target’s transfer of acquiring corporation’s stock and boot to its shareholders but only if entire boot is either distributed to its shareholders or used to pay creditors or both.
iii. §358 gives carryover basis (own former basis) in nontaxable consideration received but it is usually a marginal issue because target liquidates as part of plan for reorganization
e. Provisions for shareholders
i. §354(a)(1) and §355(a)(1) protect shareholders and security holders from current taxation

1. If stock in corporation that is “party to reorganization” is exchange solely for stock in that same corporation or in another corporation that is a party to the reorganization.

2. If boot is received also, §356 applies.

3. If liabilities are involved, §357 applies.

ii. §358 provides for carryover basis rules just like §351 cases where taxpayer gets stock for property
f. §368(a)(2)(C) permits drop-downs
i. Type A, B, C reorganizations will remain tax-free even if acquired stock or assets are dropped into a controlled subsidiary

g. Triangular merger provisions

i. §368(a)(2)(D):  forward triangular merger
1. merger of target into parent’s subsidiary

2. permits target shareholders to receive stock of controlling (parent) corporation instead of acquirer for any type of reorganization
3. Requirements

a. No stock of subsidiary can be used

i. If stock of both subsidiary and parent used, the stock of the parent’s stock will be considered boot

b. Transaction would have otherwise qualified under reorganization provisions if target merged directly into parent

c. Requires 50% continuity of interest like a regular A reorganization

d. Requires that subsidiary obtain “substantially all of the properties” of T corporation

i. Has usual 90%/70% meaning
ii. §368(a)(2)(E):  reverse triangular merger
1. merger of parent’s subsidiary into target

a. leaves target intact

b. leaves name of target unchanged

c. prevents debate with creditors about continuation of target’s liabilities

d. leaves target as a subsidiary of the parent (like a B reorganization)

2. permits target shareholders to receive stock of controlling (parent) corporation instead of acquirer for any type of reorganization
3. Requirements

a. Former shareholders of target (now surviving corporation) must transfer control of target solely for voting stock of controlling parent 

i. 80% control of target must be obtained in a single transaction

ii. i.e. more than 20% preexisting ownership will not allow use of the reverse triangular merger provision
b. Corporation surviving the merger (target) must hold substantially all of its properties and the properties of the merged corporation 
XII. Non-taxable Corporate Reorganization Specifics - §368
a. Type A 
i. Principles

1. Accomplished under state law

a. shareholders must vote and approve the plan for merger

2. Assets and liabilities of target become assets and liabilities of acquirer by operation of law
3. Target disappears into Acquirer

4. Usually target shareholders are given stock in acquirer as compensation for turning over target assets

a. Unlike other forms of §368 reorganizations, it allows use of nonvoting stock or preferred stock of acquiring corporation as consideration to target shareholders
5. Usually happens between like-sized corporations but merger can also be valid with small and large corporations
ii. Requirements

1. As a general rule, to satisfy the continuity of proprietary interest requirement, historic target shareholders must receive equity in acquirer worth at least 50% of their pre-merger equity value.  
a. Example – target shareholder has $10 worth of stock in target.  For valid A reorganization, he must receive at least $5 worth of acquirer stock.

b. Nonvoting stock or preferred stock counts towards this

2. Continuity of interest is measured by a continuation of equity 
a. Continuation can also be measured in terms of business activities or assets of target company
iii. Non-recognition rules

1. §354(a)(1) protects target shareholders 

2. §1032 provides nonrecognition to acquiring corporation

iv. Boot

1. It is permitted in an A reorganization and will not disqualify nonrecognition unless continuity of proprietary interest is lost by too much boot given to target SHs
2. Gain will be recognized up to the amount of money and FMV of boot
a. Note that securities (debt notes) are “other property” and excess principle under §354(d)(2)(A) will be recognized as gain
v. Basis rules

1. §358 gives target shareholders a carry-over basis in their new stock in acquirer

a. basis stays the same to defer, but not eliminate gain

b. This section applies because §354 applied to the reorganization

2. §362(b) gives acquirer a basis in target’s assets equal to target’s inside basis in the assets

a. basis stays the same to defer, but not eliminate gain
b. Type B – stock for stock acquisition

i. Principles

1. Acquiring corp. issues voting stock (common or preferred) in itself or its parent (triangular B merger) to target shareholders and in exchange, gets enough stock in target to acquire control 
a. Control is 80%
b. It is not necessary to acquire control in a qualifying reorganization; it is only necessary for acquirer to  have control immediately after the exchange

2. Target becomes a subsidiary of the acquirer 

3. most frequently seen with tender offers
4. NO BOOT of any kind can be paid to target shareholders except for cash for fractional shares

a. BEWARE – if previous acquisitions of stock were for cash and these acquisitions are not “old and cold” then type B reorganization may fail (step-transaction doctrine)

i. This will then be a taxable exchange of stock

b. To have a creeping acquisition, the transactions should probably be done within one year

5. If subsidiary acquired in a B reorganization is immediately liquidated, it is likely to jeopardize the nonrecognition treatment for a B reorganization.

a. But this can meet the requirements for a C reorganization because after the liquidation, acquirer will own substantially all of the assets of the target

i. Except of target disposed of some unwanted assets by sale before the B reorganization because now the “substantially all the properties” requirement for C reorganization will not be met

ii. Rules

1. §354 gives nonrecognition to target shareholders

2. §1032 gives nonrecognition to acquiring corporation

3. §358 gives target shareholders carry-over basis in new stock

4. §362(b) – basis of acquiring corporation in target stock

a. It is the same as the basis the target company shareholder’s had in their stock

c. Type C – stock for assets

i. Principles

1. Acquiring corporation issues stock to target in exchange for “substantially all” of target’s assets (subject to liabilities)

a. “Substantially all” means 70% of gross assets and 90% of net assets for private letter ruling purposes.

b. Target can withhold some money to pay off liabilities but “substantially all” of the operating assets need to go to acquirer

c. Assumption of liabilities is not boot and won’t kill nonrecognition deal
i. If there is no other boot (see below) and just the assumption of liability, then there is no limit on the amount here

2. §368(a)(2)(G) imposes a distribution requirement on the target corporation
a. target corporation will distribute acquirer’s stock to target shareholders

b. if this is done in a liquidation according to the plan of reorganization, the target shareholders will not recognize gain or loss

i. Called the “practical merger” section

1. But it doesn’t require shareholder vote under state corporation law as does statutory merger

3. §368(a)(2)(B) allows boot to be used in the transaction BUT IF THERE IS BOOT
a. At least 80% of the fair market value of the acquired assets must be paid for with voting stock in the acquiring corporation.  
b. Boot is limited to 20% of value paid

c. But note if acquirer gets properties that are subject to liabilities, these liabilities are treated as boot for the 20% maximum boot rule

d. Also, any assets retained by the target reduces the amount of boot that can be paid by the acquirer

ii. Rules
1. Acquiring corporation

a. §1032 gives nonrecognition to acquiring corporation for exchange of stock for assets
b. §362(b) gives acquiring corporation a basis in target’s assets equal to target’s inside basis in these assets

2. Target corporation

a. §361 gives nonrecognition to target corporation for exchange of assets for stock
b. §356 applies to any boot received

c. §358(a)(1) gives target a basis in acquirer’s stock 
3. Upon Distribution

a. §361(c) gives target corporation nonrecognition treatment when it distributes stock in acquirer to its shareholders 
b. §354 applies to target shareholders so that there is nonrecognition for this distribution 
c. §356 applies to any boot received
4. §368(a)(2)(A) says that if both an acquisitive C reorganization and divisive D reorganization could apply to a transaction, then D trumps C
a. Note that C reorg. is a mirror image of a D reorg.
5. Reg. §1.368-2(d)(4) says that prior ownership of stock of the target corporation will not by itself prevent the solely for voting stock requirement of a C reorganization from being satisfied.
d. Type D:  
i. Acquisitive
1. Corporation X transfers substantially all assets to corporation Y in exchange for a controlling interest in Y
a. Controlling interest is 50% - §368(a)(2)(H)
b. This is helpful to avoid abusive liquidation plus reincorporation transactions by re-characterizing them as D reorganizations

2. Pursuant to plan of reorganization, corporation X distributes stock of controlled corporation Y and all of its other properties to its shareholders in exchange for their X stock in a transaction that qualifies under §354.
a. §354(b):  says that §354(a), providing nonrecognition to shareholders, will not apply to D reorganization unless X transfers substantially all assets to Y and corporation X distributes Y stock and all other properties in pursuance to plan of reorganization
ii. Divisive
1. Corporation X forms a controlled subsidiary Y and transfers part of its assets to Y.

2. Then corporation X makes a pro rata distribution of stock of Y to its shareholders with respect to their shares in a spin off, split-off, or split up transaction that meets the requirements of §355.
e. Type E – recapitalization

i. Mom and pop exchange common stock for preferred stock that gives a dividend 
1. Note that they are not “cashing out” and maintain equity interest 

ii. Children get common voting stock to children
iii. This is old to young recapitalization to transfer both risks and opportunities for profits to the younger generation and provide the older generation with relatively secure income

f. Type F – change in identity, form, place of organization
i. Moving from one state to another

1. form new corporation with same name in different state and then transfer all assets and liabilities to new corporation in exchange for stock of the new corporation after which old corporation liquidates

ii. Only one operating company can be involved in a nontaxable F type reorganization

g. Type G – bankruptcy reorganizations
i. Restructurings in bankruptcy
ii. Treats creditors who receive stock as persons with respect to whom there is a continuity of proprietary interest – relaxation of continuity of interest rules

XIII. Carry-over of Tax Attributes and Restrictions

a. For §368(a)(1) reorganizations or §332 subsidiary liquidations, §381 states the general rule that the acquiring corporation shall succeed to and take into account the tax attributes of the acquired corporation.

b. §381(c) says that both earnings and profits and net operating losses are carried over to acquiring corporation.

c. BUT

i. §381(c)(1) prevents target’s preexisting NOLs from offsetting profits of the acquiring corporation that accrued before the acquisition

1. i.e. target’s NOLs can only be used to offset post-acquisition earnings of acquirer

ii. §381(b)(3) forbids an acquiring corporation to carry back its NOLs to offset target’s earnings from pre-acquisition years

d. §382 discourages “trafficking” in loss corporations  by limiting the extent to which corporate loss carryovers (NOLs) may be enjoyed after a change of ownership of a “loss corporation.”

i. NOL survives but offset future income at a limited rate and the target business must continue for at least 2 years.

XIV. Penalty Taxes

a. Accumulated Earnings Tax 
i. It is to penalize corporation that excessively accumulates its earnings beyond the reasonable needs of its business in order to defer or avoid the higher shareholder income tax on distributed corporate earnings or take advantage of selling highly appreciated stock for capital gains rate
1. §531(a) – authority to impose 39.6% tax

2. The tax is nondeductible - §275(a)(4)

3. §532 – which corporations are subject to tax and which are exempt

4. §533 – evidence of purpose to avoid income tax

5. §537 – Defines “reasonable needs of business”

a. Corporation must have a “specific, definite, and feasible plans for the use of such accumulation” and must not postpone execution of the plan indefinitely

6. §535 – operating rules

ii. Mom and pop corporations might especially want to retain profits because when they die, the huge appreciation will go untaxed to them and to heirs because of §1014 stepped up basis
b. Personal Holding Company Tax

i. To prevent taxpayers from shifting income to closely-held corporations (perhaps at lower rates) in lieu of having the shareholder (or his investments) earn the money directly
ii. Tax is directed at 

1. The incorporated talent

a. §543(a)(7) – personal services contracts

2. The incorporated pocketbook

a. Can’t generate passive investment income and hide it in a low bracket corporation

3. The incorporated yacht

a. §543(a)(6) – use of corporate property by SH

b. Putting property into a corporation and then personally renting it from the corporation; this generates tax deductions where none would otherwise be available

iii. Important code sections

1. §541 provides authority for imposition of PHC tax equal to 39.6% of undistributed personal holding company income

2. §543 defines personal holding company income

3. §545 provides operating rules

iv. To avoid the tax, have corporation pay dividends

c. Collapsible Corporation Rules

i. Prevents the use of corporations to convert ordinary income into capital gains

ii. §341 converts capital gain from the sale of corporate stock into ordinary income if the corporation was interposed to generate income and to be sold or liquidated before it realized or could be taxed on such income

iii. But this provision is now dead wood because of the repeal of General Utilities so that distributions to shareholders are now taxed to the corporation

d. Consolidated returns - §1504
i. Allows parent corporation to offset gains and losses of multiple corporations

ii. Ignores intercompany transactions

iii. Some technical rules

1. Can’t consolidate foreign corporations with American businesses unless it is in Canada or Mexico

2. Can’t consolidate S corporations

3. Consolidating returns is entirely optional but tax years must be the same and election is irrevocable
S CORPORATIONS

I. Background
a. §1371 – except as otherwise provided, subchapter C will apply to an S corporation and its shareholders

i. §351 applies to the formation of an S corporation

ii. §331 applies for impact of liquidations on shareholders

iii. §368 allows S corporations to engage in tax free reorganizations

iv. §355/§368(A)(a)(1) applies for divestitures
v. §336/§311 for in kind distributions of appreciated property

vi. S corporation can issue §1244 stock

1. This is beneficial because outside basis doesn’t always correspond with profitability or losses and shareholder may still have residual basis in shares even when company tanks

2. Also, if S corporation revokes its election, §1244 stock will be available to C corporation shareholders but only because the §1244 stock has been around since the beginning

vii. What clearly doesn’t apply is

1. S corporations as a shareholder of other corporate stock do not qualify for §243 dividends received deductions 

2. S corporations as a shareholder of §1244 stock cannot take advantage of §1244 to convert loss on small business stock from capital into ordinary.  

3. S corporations don’t get fringe benefits because those owning 2% or more are treated like partners in a partnership - §1372

a. So therefore >2% owners are not employees and various fringe benefits are available only to employees

i. Medical reimbursement plans

ii. Exclusions for meals and lodging

iii. Life insurance coverage furnished by employer

b. Advantages include

i. All the advantages of corporate form

1. Centralized management

2. Indefinite existence

3. Free transferability of interest

4. Limited liability

ii. Newly formed loss corporations – SHs can take loss deductions immediately and profits will only be taxed once

iii. If this corporation wants to issue shares, it can simply revoke S election and easily convert to a C corporation

1. i.e. no transaction costs or delays as if partnership decided to incorporate

c. Disadvantages?

i. Entity level debt doesn’t increase shareholder’s outside basis as partnership debt increases partner’s outside basis

d. Eligibility - §1361
i. Small business corporation which means
1. Domestic corporation

2. Maximum of 75 shareholders

3. No corporate shareholders

4. No nonresident aliens as shareholders

5. Only 1 class of stock allowed
ii. Is allowed to own stock in other corporations

iii. Cannot file consolidated returns

e. Election/Termination/Revocation of subchapter S status – §1362
i. Election can be made only if all shareholders consent

1. Unanimous rule found in §1362(a)

ii. Corporation can voluntarily revoke S election for any taxable year if shareholders owning more than 50% of outstanding stock consent to revocation
iii. Termination is not voluntary, unless the corporation deliberately uses a termination as a short cut for a revocation

1. Ceasing to comply with one of the eligibility rules above

2. If for 3 consecutive taxable years the following conditions occur:

a. Corporation has pre-S corporation e&p at the end of each such taxable year and
b. Its passive investment income for such year is more than 25% of its gross receipts

iv. If S election revoked/terminated, corporation must generally wait 5 years before it can elect subchapter S again - §1362(g)
1. IRS might make exception if there is considerable groveling
f. Cash or accrual method of accounting may be used by S corporation

g. Usually, S corporation and its shareholders will both be on the calendar year
II. Possible taxes for previous existence as C corporation
a. Built-in Gains Tax (BIG tax) - §1374
i. ONLY On S corporations that formerly were C corporations
1. Does not apply to virgin S corporations

2. Does not apply if there is no built in gain at time of election
ii. Purpose is to ensure that C corporation does not launder gains from property that had appreciated during C corporation years by making the S election, promptly selling or distributing appreciated property, and thereby shifting gain to shareholders alone with no corporate level tax.

iii. Corporate level tax applies to any gain that arose prior to the conversion of the corporation to S status (built-in gain) but does not tax gain accrued after S election

b. Tax on Excess Net Passive Income - §1375
i. ONLY On S corporations that formerly were C corporations
1. Does not apply to virgin S corporations

a. So virgin S corporations can make handy investment companies

2. Does not apply if there is no e&p at the end of the year

ii. Tax is on the “excess passive net income”
III. Operating Rules

a. §1366(a) – Pass-thru of items to shareholders

i. SH gets pro rata share of 

1. items of income, loss, deduction, credit 

2. nonseparately compute income or loss

ii. Character of item is passed through - §1366(b)
iii. Tax must be paid even if items remain undistributed

b. 1367 – Basis Adjustments 
i. Increased under §1367(a)(1) for items of income

1. This includes tax-exempt income

a. Because otherwise without basis increase, it would be taxed

ii. Decreased under §1367(a)(2) for

1. distributions that were previously taxed

2. items of loss

3. items of deduction

iii. §1367(b)(2)(A):  basis for loss limitation purposes includes basis in stock and debt
1. But basis in debt cannot absorb distributions, only losses/deductions 
iv. §1367(b)(2)(B):  Debt basis must be restored before stock basis
v. If shareholder has shares with different bases, reduction is pro rata – see Reg. §1.1367-1(c)(3)
vi. Note that the pro rata rule isn’t so strict so that if aggregate basis is sufficient, the entire distribution will be tax-free
c. §1366(d)(1) – Limitation on losses and deductions
i. Losses and deductions for the year cannot exceed sum of 

1. shareholder’s basis in stock and 
2. shareholder’s basis in debt owed by S corp. to him
ii. ORDERING to compute basis limit:  distributions-first rule
1. Compute upward adjustments to basis in stock

2. Reduce basis in stock for distributions

3. Then reduce basis in stock by losses and deductions

4. Then, if need be, reduce basis in debt

iii. §1366(d)(2) – carryover of disallowed losses and deductions
1. Any excess loss or deduction is suspended and deemed incurred by the S corporation in the next taxable year for that shareholder and carried forward indefinitely until that shareholder uses up the suspended amount
d. §1377(a) – pro rata share

i. pro rata pass through is calculated per day
1. Sale of stock will affect which shareholder gets which distributions/basis increases/losses

a. But it doesn’t matter when the corporation earned the income or incurred the loss

b. It will be prorated over the year
c. See example on p. 136 of notes

2. But shareholders can agree to treat the S corporation’s year as ending on the date of the sale or exchange of shares - §1377(a)(2)
ii. S corporation shareholder determines what pro rata portion of the income he or she must report for the corporation’s year that ends with or within the shareholder’s taxable year
e. §1368 – Current Distributions
i. §1368(b):  S corporation having no e&p (i.e. it was a virgin S corporation or previously a C corporation that has purged itself of e&p)

1. Distribution first reduces basis as a return to capital

2. Amount in excess of basis shall be capital gain

a. Note that if the S corporation is redeeming shares, then amount received is compared to basis in ALL stock

ii. §1368(c):  S corporation with e&p (previously a C corporation)

1. First comes out of accumulated adjustments account (AAA)

a. This is previously taxed but undistributed NET taxable income earned during S corporation years

i. Doesn’t include tax exempt income
ii. It is gross income minus deductions

1. Even if there is no deduction because of an illegal bribe, the AAA will have to be reduced by this payment
iii. It would be decreased by money spent to redeem shares

iv. It can go negative and must be made positive before it can be used in this way

b. Distribution decreases shareholder’s basis 
c. If there are multiple distributions during the taxable year and the total at the end of the year exceeds AAA, the AAA is allocated to each distribution in proportion to the amount of each distribution

2. If the distribution exceeds AAA, it will be treated as a dividend (ordinary income) to the extent of e&p.

a. Outside basis does not get adjusted

3. Remainder will be next be treated as a return of capital up to basis and thereafter as capital gain.
iii. §1368(e)(3):  Election to purge earnings and profits

1. An S corporation can elect, with the consent of all affected shareholders, to treat is distributions as coming first from e&p.

2. This allows purging of e&p with less cash than if corporation had to go through all of AAA first

3. The benefits of this election and the purging is that the corporation will no longer be subject to §1375 tax on excess passive income and there will be no loss of S corporation status because of too much such income
iv. In-kind distributions of property (other than cash) - §1371(a)
1. If S corporation distributes appreciated property to shareholder, §311 (for current distribution) and §336 (for liquidating distribution) apply so that realized gain (difference in FMV of asset and corporation’s inside basis) must be recognized

a. If it is a current distribution, the corporation will be forced to recognize gains but cannot report losses.

i. A smart S corporation will sell depreciated assets rather than distribute them to take advantage of loss deduction.

b. If is a liquidating distribution, the corporation can recognized gains and losses on constructive sale

i. These flow through to shareholders
2. This gain to the corporation passes through so that each shareholder first recognizes pro rata share of gain from “sale” which increases basis.
3. Using FMV of property, shareholder next gets return of capital up to outside basis and then capital gain thereafter 
f. Post-termination distributions
i. §1371(e):  During “post-termination” period, shareholder can withdraw, free of tax, money (but not property) but to corporation’s AAA.

1. Withdrawals decrease AAA and outside basis

2. After doing so, subsequent distributions are treated as those from a C corporation.
PARTNERSHIPS

I. Theories behind Partnership and Background
a. Aggregate theory
i. It is not a separate entity

ii. This is how it is treated for tax purposes

b. Entity theory

i. This is how it is treated for some non-tax purposes

1. It can hold title, pay back loans, send bills to customers, borrow money
ii. Reg. §301.7701-1

1. Whether an organization is an entity separate from its owners for federal tax purposes is a matter of federal tax law and doesn’t depend on local classifications

2. Joint venture may create a separate entity if participants divide the profits
3. But joint undertaking just to share expenses or mere coownership of property doesn’t create separate entity

c. Definition - §761
i. Any unincorporated organization through which any business, financial operation or venture is carried on but which isn’t a corporation, trust, or estate

1. It is a contractually-based relationship among members of an enterprise organized for a profit

2. But a profit motive isn’t required – it just helps distinguish from mere coownership of property

3. Trusts take title to property for purpose of protecting or conserving it for beneficiaries and the trustees are not voluntary planners and therefore not associates in joint enterprise for conduct of business for profit

ii. It must have at least 2 members

iii. Profits must be shared
iv. Each general partner bears unlimited personal liability to third parties for partnership’s obligations

v. Can elect out of subchapter K treatment and be taxed as relationship is classified

1. creditor-debtor

2. joint owners

3. sole proprietorship

II. Contribution of Services

a. There are two types of interest in a partnership

i. Interest in sharing profits

ii. Interest in capital

1. This would be right to receive assets in liquidation or upon withdrawal

b. When partner gets a capital interest for contribution of services:

i. Partner is getting property in return for services and this will be taxed as ordinary income under Tax I principles - §83

ii. Impact on the partnership is:

1. Payment reconstrued as payment to 3rd party, using partnership assets as consideration.

2. This implies gains or losses on deed sales of partnership assets and potential §162 or §212 deductions for the partners whose capital interests diminished by the payment.

c. When partner gets a profits interest for contribution of services

i. Issue is whether partner has income at the time of receiving the profit share or whether there is income only if and when the partnership makes money.

ii. Case law dominated

iii. Rev. Proc. 93-27:
1. The IRS will not treat receipt of a profits interest for provision of services as a taxable event for the partnership or the partner 

2. But it will be a taxable event if:

a. Profits interests relates to a substantially certain and predictable stream of income from partnership assets

b. If partner disposes of profits interest within 2 years of receipt

c. If profits interest is a limited partnership interest in a “publicly traded partnership”

III. Basic Nonrecognition/Basic Rules
a. Contributions of Capital – Nonrecognition
i. §721 provides that no gain or loss is recognized by a partnership or its partners when a contribution of property is made to the partnership in exchange for an interest in the partnership.

1. Non-recognition rule applies to contributions to both newly formed and pre-existing partnerships

2. It only applies for contributions of property, NOT services 

a. Property is cash, tangible personal and real property, and intangibles such as patents and copyrights

3. There is no control requirement for nonrecognition treatment as there is in §351 for corporations

4. Purpose is to allow the partnership to change business form without precipitating taxation

5. If boot is received in this transaction, the statute doesn’t say how to treat it but it would most likely be considered a current distribution under §731
a. But note that there is no separate issue as to boot as there is with §351
b. Contributions of Capital – Basis effects and other rules
i. §722 provides carry-over basis rules for partner
1. Partner’s outside basis in partnership interest equals basis of assets contributed

ii. §723 provides carry-over basis rules for partnership
1. Partnership’s inside basis in contributed assets is the same as that in the hands of the partner before contribution

iii. §705 provides for adjustments to partner’s outside basis
1. Increased for

a. Distributive share of

i. Partnership’s Taxable income

ii. Tax-exempt income

2. Decreased (but not below zero) for

a. Distributions by partnership as provided for in §733
b. Distributive share of 

i. Losses to partnership

ii. Non-deductible partnership expenditures (i.e. those expenditures which weren’t used to compute partnership’s taxable income – such as illegal bribes)
3. This is important for calculating gain or loss on sale of partnership.

iv. §704(d):  Limitation on losses
1. Distributive share of loss shall be allowed only to the extent of the partner’s outside basis

2. Disallowed losses will be suspended and will be carried over according to §172 so can be used again when there is new income to offset against
c. §704(c) – Special allocation rule for pre-contribution gain
i. Requires that the partnership allocate all precontribution gain (or loss) on each piece of property to the partner who actually contributed that property
1. This avoids shifting of tax burden onto other partners, some of whom might have losses they could use to eliminate such gains

ii. Upon realization of gain by partnership, contributing partner’s outside basis will increase by all the gain, a result of the mandatory allocation of all precontribution gain

iii. But special allocation is limited to precontribution gain.  Gain incurred after property is held by partnership will be divided among partners according to their distributive shares.
d. Holding Periods
i. §1223 - Partnership takes over the holding period of the contributed asset from the contributing partner

ii. §1221 - Partner will tack the holding period only from capital assets and §1231 assets that he contributed to the partnership onto his holding period in the partnership interest (which is a capital asset)

1. Partner’s interest in the partnership will have a fragmented holding period in proportion to the relative values of properties he contributed

e. §752:  LIABILITIES – Impact of debt on outside basis
i. Increase in partner’s liabilities is considered a contribution of money by the partner to the partnership and thereby increases outside basis under §722 by that amount.

1. This includes partner taking on more individual liabilities OR

2. Increase in partner’s share of the partnership’s liabilities

a. This applies even for nonrecourse loans

ii. Decrease in partner’s liabilities is considered a distribution of money by the partnership to the partner and thereby decreases outside basis under §705 by that amount

1. This includes decrease in partner’s individual liabilities OR

2. Decrease in partner’s share of the partnership’s liabilities 

iii. Example:

1. If A, a 50% partner, contributes property with a basis of $50,000, value of $150,000, and it is subject to a liability of $15,000 that the partnership assumes, her basis will be 

a. The original basis of the property $50,000

b. Minus decrease in individual liabilities $15,000

c. Plus increase in share of partnership’s liabilities $7,500
IV. Partnership Operations

a. Taxable years of partner and partnership:

i. If partnership and partners on different tax years:

1. Partnership, even though not an entity because of the flow-through model, determines its taxable income on the basis of its taxable year and its accounting method and on the basis of tax elections that it made throughout the year.
2. So the partnership income is determined at the end of the partnership year even though partner’s tax years may not exactly overlap.

ii. §706:  

1. §706(a):  Partner’s include distributive share of partnership income for the partnership year that ends with or within their own year
a. Note that a partnership termination can cause income bunching problems

2. §706(b):  Although a partnership generally selects its own taxable year, this is restricted because its selection must be  made in reference to partners taxable year

a. It will be majority interest taxable year

b. If not this, then the taxable year of all the principal partners of the partnership 

c. If not either of those two, then the calendar year

b. §702:  
i. Items §702(a)(1)-(a)(7) are separate items for which each partner must account for according to his distributive share.  They include
1. dividends from US corporations

2. interest from corporate bonds

3. net long-term capital gains

4. net short-term capital gains

5. rental income from investment property

ii. §702(a)(8) is the nonseparately stated taxable income of the partnership
1. It is computed as discussed in §703
a. This is computation like an individual’s taxable income except does not include certain deductions as listed.

b. These deductions will be taken by the partners.

c. So partnership income generally includes gross fees and current §162 deductions.
c. §709:  
i. Organization expenditures are amortizable over a 5 year period.

ii. Syndication and Start-up Expenses are not deductible.

V. Transactions between Partners and Partnerships - §707
a. §707(b)(1):  Limitation on Losses  

i. No deduction shall be allowed in respect of losses from sales of property (other than interest in partnership) directly or indirectly between

1. partnership and person owning more than 50% of capital or profits interest

2. two partnerships in which the same persons own, directly or indirectly, more than 50% of capital or profits interest
a. But note that if the property is resold and a price that is higher than the cost basis but not higher than the original basis before the sale, then there won’t be tax on that little bit of gain because disallowed loss will be offset against gain – see §267(d)

b. §707(b)(2):  Conversion of character of assets
i. Converts gains on assets sold to a controlled partnership (or between controlled partnerships) into ordinary gains if the property is an ordinary asset in the transferee-partnership’s hands.  

ii. This only applies to gains, not losses

iii. The law is concerned that a partner would sell property to partnership, get capital gains treatment on the sale, and then make a little bit more money on the property when the partnership that he controls sells it for higher than its cost basis.

c. §267(a)(2):  Limitations on Current Deductions
i. Accrual method partnership cannot take deduction for payment to partner (or controlled entity of a partner) if the taxpayer has not yet taken the amount into income because it is on the cash method of accounting.  

ii. Conversely if an accrual method corporation borrowed from a cash method partnership, then interest payment deductions by the corporation will be deferred in proportion to common owner’s interest 

iii. Congress won’t let controlling partners use business entities on different accounting methods as a device for deferring tax

d. §707(c):  Guaranteed Payments
i. If a partner performs services in his capacity as a partner, it matters whether his compensation is

1. guaranteed payment under §707(c) or 

2. a distributive share of partnership income under §704.

ii. Why?  Because guaranteed payments can be deducted as a business expense by the partnership in calculating its partnership income

iii. Definition:  Guaranteed payments are payable without regard to income of partnership
1. However, guaranteed payments don’t have to be fixed payments and can reference items of gross income as long as it is for compensation rather than a share of partnership profits

a. I.e. payment of 10% of gross rents to partner for managing partnership’s apartment building will be a guaranteed payment

e. Disguised Transactions
i. Sales or exchanges disguised as Distributions Example
1. Two partners want to exchange properties but §1031 like-kind of exchange is inapplicable to give nonrecognition

2. So they both contribute properties in a tax-free manner under §721.

3. Then the partnership makes a tax-free distribution to each partner of the other’s property.
4. This is the “mixing bowl” transaction

5. §707(a)(2)(B) remedies the situation 

ii. Built-in Gain property:  §704(c)(1)(B) 
1. If property with built-in gain or loss is merely distributed to a different partner within 7 years of the contribution then there is a deemed sale of the property, triggering the special §704(c) allocation to the contributing partner to the extent that it would have been triggered had the partnership actually sold the property for FMV
iii. §737:
1. If partner who contributed built-in gain property received a different property within 7 years, then gain is the lesser of 

a. the §704(c) precontribution gain or

b. the “excess distribution” which is

i. the value of the distributed property minus the partner’s predistribution outside basis

ii. motives are irrelevant

VI. Partnership Allocations

a. §704(a) declares that each partner’s distributive share of the partnership’s income, gain, loss, deduction, and credit is generally determined by the partnership agreement unless the allocation of those items lacks “substantial economic effect”
i. Substantial economic effect means having business validity apart from tax consequences

ii. It asks whether the allocation may actually affect the dollar amount of the partners’ shares of the total partnership income or loss independently of the tax consequences

iii. It means real economic impact

b. Tax law uses the CAPITAL ACCOUNT to measure the viability of allocations of gains and losses, or particular items, to partners

i. Capital accounts are now maintained according to fair market values (not basis)

1. Appreciation is not taken into account over the years

ii. Partnership liabilities don’t count in the capital account

1. FMV is included without decreasing for liabilities

iii. It represents equity investment in the venture
iv. It includes partner’s initial contribution (FMV) and additional amounts that was previously taxed but remains undistributed.  It is diminished by distributions, withdrawals, and losses.
v. Capital accounts can be negative.
c. 3 part mechanical test to provide safe harbor for special allocation
i. A special allocation will have an economic effect if:

1. Capital accounts are kept on FMV basis using §705 as the guide and stripping debt from values
2. Liquidations of partnership are done in accordance with positive capital account balances AND
3. Absolute duty exists to make contributions to cover one’s own negative capital account balance
a. This last part can be covered instead by a state law with a comparable duty to contribute

ii. This means that the cost of having to restore a deficit or the cost of having capital account reduced for every dollar of allocated depreciation deductions which will reduce distributions later is a substantial economic effect.
d. Test for substantiality
i. The economic effect will be substantial if there is a reasonable possibility that the allocation will significantly affect the dollar amounts or value of property to be received by partners from the partnership independent of tax consequences.

ii. This means that

1. the after-tax economic consequences of at least one partner cannot be enhanced by the allocation and

2. there must not be a strong likelihood that the after-tax consequences of a partner will be substantially diminished by the allocation
e. Intentions no longer matter.  The test is the one stated above.  It is not whether the principal purpose of allocation is tax arbitrage.

f. Transitory allocation
i. This is creating a current allocation that will likely be offset by a countervailing allocation within 5 years, plus a tax saving.

1. It requires some degree of predictability

ii. It is when net increases and decreases in the partners’ capital accounts as a result of the allocations over the years will not differ substantially from what it would have been without the allocations, except for the tax savings.
VII. Family Partnerships

a. It is putting assets from operating business or family investments into partnership.

b. It invites shifting of income to family members in low tax brackets which minimizes family’s overall tax liability and therefore the IRS is leery of them.  
c. §704(e)(1) provides a safe harbor:

i. allows a person (child) to be recognized as a partner if he owns a capital interest in a partnership where capital is a material income-producing factor whether or not his interest was derived by gift
ii. and partnership interests are genuine, valid, and bona fide

1. it means giving up true control over the income-producing property

d. There is no such safe harbor provision for service partnerships

e. If the family partnership is viable, the donee is taxed on his distributive share of partnership income but there are two limits from §704(e)(2)
i. The donor must be reasonably compensated for services before partnership profits are allocated

ii. The donee’s distributive share of partnership profits cannot be proportionately greater, by reference to capital interest, than the distributive share allocated to the donor

f. §704(e)(3) treats a purchase of a partnership interest by a family member as a gift

VIII. Sales and Exchanges of Partnership Interests

a. §741 – character of gain or loss on sale or exchange of interest
i. Gain or loss is recognized on sale or exchange of partnership interest

ii. Gain or loss shall be considered as gain or loss from sale of a capital asset EXCEPT as provided in §751
b. §751(a) – “hot asset” rule for sales
i. Selectively recharacterizes the elements on disposition of partnership interest by imagining that the partner made 2 sales

1. §751 properties

a. gets ordinary gain (or possibly loss)

2. balance of partnership assets
a. gets capital gain or loss treatment

ii. §751 properties include
1. inventory items 

a. includes dealer property

b. noncapital or non-§1231 assets in partnership’s hands

2. unrealized receivables
a. This can include traditional recapture items

i. Recapture of accelerated depreciation on real estate - §1250

ii. Depreciation of personal property - §1245

c. §742 – buyer takes a cost basis in partnership interest

d. §752(d) – Upon sale of partnership interest, if there is debt relief (i.e. buyer is assuming share of partnership’s liabilities), that amount will be treated as part of the amount realized

IX. Elections

a. §754 election
i. ties up subsequent incoming partners with §743(b)
ii. forces partnership to apply §734 to distributions

iii. partners who buy at a discount have to watch their allocable shares of inside basis get reduced
iv. is irrevocable unless government consents to revocation
b. §754/§743(b) election – 
i. Triggered by sale of partnership interest or death of a partner

ii. This is an optional adjustment to the inside basis of partnership property allocable to an incoming partner 

1. This election avoids exaggerated gain followed by exaggerated loss
a. I.e. paying tax on income that was already included in the buying price and then 

b. Later having a loss deduction upon liquidation

2. It is an imprecise effort to equate a partner’s outside basis with his share of the inside basis
iii. §743 adjustments:  COMPARE NEW PARTNER’S OUTSIDE BASIS IN PARTNERSHIP INTEREST (cost basis) WITH HIS PROPORTIONATE SHARE OF THE PARTNERSHIP’S INSIDE BASIS 

1. §743(b)(1):  If outside basis exceeds proportionate share of inside basis, then increase inside basis with respect to new partner

2. §743(b)(2):  If proportionate share of inside basis exceeds outside basis of new partner, then decrease inside basis with respect to new partner

a. this is problem 6-5, page 180-181 of notes

iv. §755 governs how to allocate the basis adjustment among the partnership properties
1. basis increases can only be allocated to asset classes that have appreciated as a whole 

2. basis decreases can only be allocated to asset classes that have depreciated as a whole

3. if both classes moved in the same direction, allocate basis adjustment between both classes in proportion to the net appreciation or depreciation in each class

4. then allocate the adjustment within a class among the assets in the class in proportion to the net appreciation or depreciation in value of each asset in the class
c. §732(d) election

i. This is a “mini” §754 election as to a partner with respect to property the partnership distributes

ii. Effect is as if the §754/§743 election was in place when partner acquired his interest

iii. It is available only if distribution is within 2 years of acquisition of interest and in fact, no §754 election was in force at time of acquisition

iv. See example on p. 145 of casebook

d. §754/§734(b) election – for distributions
i. It is optional adjustments to basis of undistributed partnership property upon distribution of property to a partner

ii. The way it works

1. Increase inside basis of undistributed property by

a. Amount of gain recognized to partner under §731(a) – if he received cash in excess of his outside basis

b. Then determine the basis of the distributed property as it is in the partner’s hands.  If the partnership’s inside basis of the asset exceeds the partner’s new basis in that property, then increase basis of undistributed partnership property by the amount of that excess.
2. Decrease inside basis of undistributed property by
a. Amount of loss recognized by the partner with respect to a liquidating distribution only
b. Then determine the basis of the distributed property as it is in the partner’s hands.  If the partner’s new basis in the asset exceeds that of the partnership’s inside basis just before distribution, then decrease the basis of undistributed partnership property by the amount of that excess.
3. Basis allocations done according to §755
X. Current/Operating Distributions
a. Tax effects of cash distributions
i. §731(a) – effect on partners

1. No gain shall be recognized except to extent money distributed exceeds outside basis

2. To the extent it exceeds basis, excess is treated as gain on sale of partnership interest (capital asset except for §751 hot assets)

3. No loss can be recognized for current distribution
4. Note that under §752(b) a decrease in liabilities will be treated as a distribution of cash and can be a disguised distribution

ii. §731(b) – effect on partnerships

1. No gain or loss recognized to a partnership on distribution of property, including money, to a partner
2. This is a different rule than for corporations which realize gain on distribution of appreciated property

iii. §733 – Outside basis in light of current distributions

1. Basis will be reduced by money distributed

2. Basis will be reduced by the basis of the distributed property

b. Basis of distributed property other than money
i. §732(a)(1) – Distribution not in liquidation
1. The basis of property distributed shall be its inside basis immediately before distribution BUT

ii. §732(a)(2)
1. The basis of property cannot exceed partner’s outside basis
iii. §732(c) – Allocation of basis for §732(a)(2) purposes 
1. Cash distributions shall first reduce outside basis
a. This is a beneficial rule because it defers recognition of gain until property with lower basis is sold

2. Basis should then be allocated to unrealized receivables and inventory items in an amount equal to the adjusted basis of each such property to the partnership

3. Any outside basis remaining shall be assigned to distributed property

a. First by assigning each property its inside basis and

b. Then increasing or decreasing the basis if necessary
i. First examine what difference between the partner’s  outside basis in the distributed property and the partnership’s inside basis of the properties.  It is this difference that needs to get allocated.

ii. If outside basis is more than inside basis, basis in properties shall be increased up to difference
1. first to properties with unrealized appreciation

2. then in proportion to FMV

iii. If outside basis is less than inside basis, basis in properties shall be decreased up to difference
1. first to properties with unrealized depreciation

2. then in proportion to their respective adjusted bases (as already adjusted in the previous step)
c. §735:  Character of gain or loss when partner sells distributed property

i. §735(a)(1):  Gain or loss on unrealized receivables will always be ordinary 

ii. §735(a)(2):  Gain or loss on the sale of inventory items shall be considered ordinary if sold within 5 years of the distribution

d. §735(b):  Holding period of distributed items is carried over from partnership 

e. Distributions of properties subject to liabilities

i. Upon distribution of property with debt, the partner’s share of individual liability increases (like a cash contribution) but share of partnership liability decreases (like a cash distribution)

ii. Rev. Rul. 79-205 says that the two are considered simultaneously and offset against each other so that there will either be a net contribution of money or a net distribution of money to consider.
f. Disproportionate Distributions involving “Hot Assets”
i. §751(b)
1. Gives sales treatment when a partner receives in a distribution of partnership property which is 

a. Unrealized receivables OR

b. Substantially appreciated inventory items

i. This is if FMV exceeds 120% of partnership’s inside basis in the property

2. This makes sure that gain is treated as ordinary

ii. Regulation §751-1(b)-(c) employs a reconstructive/hypothetical methodology here to figure out how much gain from the distribution will be ordinary.

1. Deemed distribution where distributee partner gets his share of all the assets. 

a. His outside basis would be reduced to zero by these distributions.

2. Then he is deemed to sell back to the partnership those assets he didn’t actually receive in the distribution.  

iii. Have to watch out for distribution with disproportionately small interest in hot assets (i.e. cashing out for all cash)

1. Partnership will get increase in inside basis for amount of gain recognized by partner

a. Ordinary gain increases basis of ordinary assets

b. Capital gain increases basis of capital assets

iv. Have to watch out for distribution with disproportionately large interest in hot assets

1. Partnership will get decrease in inside basis
XI. Liquidation of Partnership interest

a. §761(d):  This is termination of a partner’s entire interest in a partnership by means of a distribution or series of distributions to the partner by the partnership
i. This could be because of retirement or death or
ii. Because entire partnership is liquidating

iii. Partnership agreement will provide for what happens

1. Partner should get an amount at least equal to capital account

2. Might also get share of accounts receivable that have yet to be paid

3. Might provide for mutual insurance arrangement or pension

b. Taxation of liquidating distributions will differ from the taxation of current distributions because by definition, the partner must have a $0 outside basis by the end of the liquidation.
c. RULES

i. §732(b):  Basis of property (other than money) distributed in liquidation shall be equal to partner’s outside basis (after it has been reduced by any cash distributions)
1. Allocation of basis is done under §732(c) in the same way as described above in the outline

a. First cash

b. Then unrealized receivables and inventory

i. These MUST get a basis equal to that of the inside basis before distribution

c. Then to other distributed properties with allocation of increase or decrease as necessary

ii. §731(a)(2):  Loss can be recognized for a liquidating distribution but ONLY if no property other than money, unrealized receivables, and inventory is distributed.

1. Loss will be equal to outside basis remaining after adjustments for above property

2. Loss will be a capital loss

3. If other property is distributed, it will just get an abnormally high basis and no loss will be recognized
d. §736:  Characterization of Cash received in liquidating distribution
i. §736(b):  Payments for partner’s interest in partnership “property”
1. This is treated as a liquidating distribution under §736(b)(1)

2. It will get generate capital gain or loss to partner when paid in money
3. This can include goodwill and parties are free to characterize the payment in this way to guarantee capital gains treatment

ii. §736(a):  All other payments will either be

1. §704(b) guaranteed payment if not geared to partnership income or

2. Distributive share of partnership income if geared to partnership income

3. These will have an ordinary income effect

4. They are payments not in exchange for withdrawing partner’s interest in partnership property

iii. Special rule for general partner in a service partnership
1. Payments in exchange for partnership property will not include amounts paid for unrealized receivables of partnership or unstated good will

a. But service partner can get capital gains treatment as long as payment for goodwill is stated

iv. Note §736 contemplates a continuing partnership with liquidation of only one partner’s interest.  The only time it applies to partnership liquidation is in a 2 person partnership where one partners is withdrawing.

e. Timing of §731(a) gain
i. If payments are made over time (Because up front payment would be too draining on the partnership), then 

1. Partnership agreement can specify whether payments are for §736(a) or §736(b) property
2. If there is no apportionment provision and the payments aren’t fixed, then they are deemed to be 100% for property until property interest is fully paid for

a. This is great application of the open transaction method

b. There will be a return of capital up to outside basis and remaining payments will be considered guaranteed payments or distributive share of partnership income

3. If payments are fixed, each payment is prorated between §736(a) and §736(b) payments by relative value
4. See p. 202 of notes for how to allocate
XII. Anti-Abuse Regulations

a. Basis strip – using the §754/§734(b) election aggressively
i. Increase inside basis of undistributed assets by distributing asset to a partner who has a $0 outside basis.

ii. Then upon sale of an asset which got a basis increase because of the above transaction, gain will be reduced and a loss might even occur

iii. Would probably get knocked down by anti-abuse regulations

b. Reg. §1.701-2 – in terrorem regulations that allow the IRS to take any action, including overriding the literal words of a particular statutory or regulatory provision, and recharacterize a transaction if it deems it abusive
i. A transaction is a abusive if the partnership is formed in connection with the transaction with a principal purpose of substantially reducing the present value of the partners’ aggregate federal income tax liability 

1. Partnership must be bona fide and each transaction must be entered into for a substantial business purpose

2. Substance over form governs

3. Tax consequences to each partner from partnership operations and transactions must accurately reflect the partners’ economic agreement and clearly reflect the partners’ income

ii. Recasting transaction, IRS can


1. disregard partnership

2. treat one or more purported partners as not a partner

3. adjust method of accounting

4. reallocate items of income, deductions, losses, credits

iii. Factors that point towards abusive purpose

1. present value of partners’ tax liability is substantially less than if partnership did not exist and partners conducted their activities directly

2. one or more of the partners necessary to get the tax treatment have only nominal interests and are substantially protected from risks of loss

3. substantially all the partners are related

4. no compliance with substantial economic effect regulations upon special allocation of tax items

5. benefits and burdens of property nominally contributed to a partnership retained in substantial part by contributing partner

iv. However, if the economic transaction would have occurred anyway, the choice of a partnership form to minimize taxes is not an abuse; rather it is consistent with the flexibility subchapter K is supposed to afford taxpayers
XIII. Termination of Entire Partnership

a. §736 is inapplicable to terminations
b. §708(a):  an existing partnership is continuing if not “terminated”
i. Dissolution ≠ Termination

ii. So there is a strong presumption that a partnership has not terminated

c. §708(b):  Termination
i. if no part of any business, financial operation, or venture of the partnership continues to be carried on by any of its partners in a partnership, or
ii. within a 12 month period, there is a sale or exchange of 50% or more of the total interest in the partnership capital and profits

1. This is the “technical termination”

2. Fundamentals of technical terminations

a. Terminated partnership is deemed to transfer all of its assets and liabilities to a new partnership in exchange for interests in the new partnership

b. Interests in new partnership are then distributed to the purchaser and other remaining partners in complete liquidation of the old partnership in proportion to their interests in the old partnership

c. So new partnership has a carryover basis in old partnership’s assets and any §754 election applies to purchasing partner

d. Technical terminations allow partnership to change taxable years, change accounting methods, change §754 elections, and change methods of depreciation

i. If termination used to just do these things, it might be an abuse of the rules

d. Because of the rule in §706(a) that partners take into income partnership income for the partnership’s taxable year that ends with or within their year, if the partner’s taxable years aren’t matched with the partnership’s taxable year, there can be an income bunching problem with a termination.
XIV. Mergers and Divisions of Partnerships
a. §708(b)(2)(A):  MERGERS
i. For merger or consolidation, resulting partnership shall be considered the continuation of any merging or consolidating partnership whose members own an interest of more than 50% of the capital and profits of the resulting partnership 

ii. How terminating partnerships are treated:

1. Those partnerships that aren’t are treated as having contributed all assets and liabilities to continuing partnership in exchange for partnership interest in continuing partnership
2. Then these terminating partnerships distribute in liquidation the partnership interests in the continuing partnership to their old partners

iii. It may be that there is no surviving partnership if 3 firms of identical size combine and there are no overlapping partners.  This would just be a new partnership.  

iv. If the continuing partnership could be considered a continuation of more than one merging partnerships, then it shall be considered the continuation of the partnership that contributes the greatest dollar value of assets to resulting partnership.

v. Basis effects

1. Continuing partnership takes a carry over inside basis in assets from other partnerships 
2. Partner’s outside basis is determined under §732(b)

a. It will likely be same as old basis unless old basis has been reduced because of a cash distribution
vi. Accounting method of the continuing partnership is the one that is used.

1. So if a cash method partnership terminates and an accrual method partnership continues, then all accounts receivables of the cash method partnership will be recognized immediately and taken into income

b. §708(b)(2)(B):  DIVISIONS
i. Upon the division of a partnership into two or more partnerships, the greater resulting partnership is treated as the continuation of the former partnership and is saddled with the elections of its predecessor as well as getting the predecessor’s inside basis in its remaining assets.  
ii. The successor is considered a new partnership if its members had less than a 50% interest in the former partnership’s capital and profits.  
1. The associated partners are deemed to have received their interests via a liquidating distribution from the former partnership followed by their contribution of those assets to the new partnership.
XV. Death of a Partner

a. §706(c)(2)(A):  Taxable year of the partnership shall close with respect to a partner who terminates entire interest by reason of death or liquidation.
i. Any items allocated to period after death are taxed to decedent’s estate or successor in interest.

ii. Note that the partnership’s taxable year closes only with respect to dead partner and not other partners
iii. The last tax return of a decedent partner shall include only his share of partnership taxable income within the year ending with his date of death.  The distributive share of partnership taxable income after his death will be taxed to his estate.

b. Buy-out provisions are highly recommended strategy so that upon partner’s death, her interest is sold to other partners or back to the partnership so that the estate never becomes a partner.  
c. Lost deductions
i. Some deductions might be lost without advance planning because if the partnership had a major loss, the decedent’s estate might not have large amounts of income to offset the loss.
ii. Advance planning includes:

1. Designate spouse as successor in interest so that she can file jointly with decedent partner

2. Prearranged agreement to terminate partnership upon death of partner

3. Interest of decedent partner is immediately sold to remaining partners upon his death.

d. Other stuff at death

i. Estate taxes – have been repealed until 2010’s sunset clause

1. Property owned (including partnership interest) is includable in decedent partner’s gross estate and forms part of the bases for the estate tax.

ii. §1014 – stepped basis to FMV upon death

1. If there is a §754 election in place upon partner’s death, then the successor in interest can get an increase in his share of the inside basis because of the §1014 rule.

2. Additionally, if in a community property state, §1014(b)(6) treats both halves of the partnership interest as property acquired from a decedent.  So living spouse’s half also gets a step-up in basis even though that ½ didn’t transfer at death.

iii. Income in respect of a decedent
1. Income that was earned by decedent, but not yet paid out, will not get a stepped up basis upon death

a. §1014(c) says that the stepped-up basis rule of §1014(a) will not apply to property which constitutes a right to receive an item of income in respect of a decedent under §691.
b. IRD items have a basis of $0.
2. Will tax income in full at ordinary income rates as if partner didn’t die when he did
iv. Estate planning

1. Might change a general partnership into a limited partnership where mom and pop take limited partnership interests and kids become general partners at time of transfer when value is low

2. Or have children and grandchildren as limited partners with mom and pop as general partners.  Mom and pop would take the position that the interest given to children is worth much less than amount corresponding to partnership interest and so stay under $10,000 tax-free transfer rule.

v. Restrictive Buy-sell agreements
1. Prevents partnership interest from going outside family when partner wants to sell or when the person dies.

2. Price fixed in the contract can influence how much wealth the decedent has for estate tax purposes.  

a. It will be a valid price if the agreement represents a bona fide business arrangement and not a device to pass on decedent’s interest to heirs for less than adequate and full consideration in money

b. So price fixed in agreement is not binding but is often honored.

I. Limited Liability Companies (LLCs)

a. State of Wyoming first to recognize opportunity to legislate a limited liability company.
b. The IRS conceded that a well-formed LLC should be classified as a partnership for federal income tax purposes.

i. First it was classified by the corporate resemblance test

1. centralized management 

2. continuity of life

3. free transferability of interests

4. limited liability

ii. Now we have the check the box regulations where the LLC is an unincorporated form of business association formed under state laws
1. Default rule is that 

a. Domestic multi-member LLC is taxed as a partnership and 

b. One member LLC is treated as a sole proprietorship

2. Any election against default makes the entity a corporation

II. Limited Liability Partnerships (LLPs)

a. It is a professional partnership, like a law firm, that qualifies under a state law (generally by showing minimum insurance coverage) that prevents vicariously liability for malpractice from one professional to another.
b. It has no independent tax significance.

c. Will be taxed as a partnership unless it is incorporated or it elects to be taxed as a corporation.

III. Comparisons among Taxable Entities
a. Advantages of S corporation over C corporation

i. Allows losses to pass through

1. Can be used sooner than C corporation

2. Can be used against highly taxed income

ii. Income is only taxed once, not twice

iii. There is no corporate alternative minimum tax

iv. No personal holding company tax

v. No accumulated earnings tax

b. Disadvantages of S corporation over C corporation

i. Does have BIG tax and excessive passive investment income tax but these can be avoided with a virgin S corporation or a previous C corporation that has purged its e&p

ii. There are heavy limitations on keeping S corporation eligibility

1. no more than 75 shareholders

2. only 1 class of stock

iii. Can’t give as many tax-free benefits to “employees”

iv. Income shifting to lower tax bracket children is more easily seen because of the pass through; with C corporation children can get dividends on shares owned (But then again the income is taxed 2x)

v. Can’t file consolidated returns between S and C corporations

c. Disadvantages of S corporation against Partnership

i. All items pass through pro rata; even though it is difficult to do, partnerships allow special allocations of certain types of income

1. i.e. state corporate law governs while partnerships can govern many things by contract

ii. Entity level debt doesn’t affect SH’s outside basis, even if the shareholders give a personal guarantee which throws out limited liability

1. Partner’s can increase outside basis in partnership interest for nonrecourse partnership debt which allows losses or distributions to be received with greater tax advantages

2. S corporation SHs can only get basis increase in stock if they make a capital or economic outlay

iii. S corporations don’t have the advantage of increasing inside basis in assets like partnerships do with §754 election for incoming partners

d. Advantages of Partnership over S corporation
i. Increase in outside basis for entity level debt under §752 even if debt is nonrecourse

ii. Can make special allocations under §704

iii. Can have tax-free liquidation, even if there are appreciated assets because §311/§336 don’t apply to partnerships

1. So it is easier to get out of partnership than it is to get out of corporation

iv. Possible to have different classes of ownership

1. general partner

2. limited partner

v. Partnership can have corporate partners while S corporations cannot be held by C corporations

vi. Limited partnership can get limited liability like S or C corporation without the double tax effects

vii. There is no control requirement in §721 as there is in §351 in order to get tax-free status on contributions of assets

viii. There are no system of bright line rules to avoid for merging and dividing.

ix. They can get a favorable §754 election to give good basis consequences

x. Can get §1014 stepped up basis just like S or C corporations but it is harder because have to take into account §751 assets or IRD items

xi. No penalty taxes
e. Disadvantages of Partnership over S corporation

i. Partnership law is more uncertain or fluctuating about how much it will be treated as aggregate or entity

ii. It is harder to sell interest because of §751 hot assets

iii. There are disproportionate distributions to think about

f. C corporations have advantage of raising a lot of money from the public.
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