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· Tax Rates

· General Corporate Taxation:

· Gain on depreciable property:  

· Recapture of depreciation on machinery and equipment is taxed as ordinary income.  §1245.

· Recapture of depreciation real estate is taxed at 25%.  § 1245.

· Recognized gain from the sale of depreciable property between related parties (including a 50% owned corporation) is taxed as ordinary income.  § 1239.  [Thus not applicable on § 351 transactions, because the gain is not recognized.]

· Gain on the sale of certain business assets:

· Assets used in the course of a trade or business:  Inventory; property subject to depreciation (equipment); real property; accounts receivable; identified hedging transactions; supplies.  § 1221

· Gain in excess of depreciation recapture (if applicable) is capital gain, if held for one year.  § 1231(a)(1).  [Only S-corporations care]

· Losses are ordinary loss.  § 1231(a)(2).

· Special C-Corporation Taxation
· Gains

· Taxed as ordinary income

· Losses may only be offset against other gains, or carried forward indefinitely

· Operating Income – Taxed to the Corporation.
· Dividends Received.  § 243.

· Generally, 70% of dividends received are deductible.

· Subsidiaries:

· Where the recipient owns 20% of the distributee, the recipient may deduct 80% of the dividends received.

· Where the recipient owns 80% of the distributee, the recipient may deduct 100% of the dividends received.

· Note that S-Corporations may not deduct dividends received because there is only a single level of taxation on the flow-through entity.

· Debt-Financed Securities:  § 246A

· Those securities actually financed by debt are not eligible for DRD.

· Adjusted DRD = normal DRD x (100% - % of stock financed by debt).

· Holding Periods:  § 246(c)

· Common stock must be held for 45 days or more during the 90 day period beginning 45 days before the ex-dividend date.

· Stock with a dividend preference must be held for 90 days during the 180 day period beginning 90 days before the ex-dividend date.

· Extraordinary Dividends:  § 1059

· Extraordinary dividends are dividends in excess of 10% of the value of the common stock (5% of the value of preferred stock).

· If an extraordinary dividend is paid within two years of a stock purchase, the owner/recipient corporation must reduce its basis in the stock by the amount of the DRD.

· Large distributions which are not dividends are not considered extraordinary dividends.

· Accumulated Earnings

· Accumulated earnings are Earnings & Profits in excess of $250K ($150 for personal service corporations)

· Earnings above the limit are taxed to the corporation at the highest individual rate instead of  the corporate rate.  Shareholder is still taxed on distribution.

· Funds may be accumulated in excess of the limit “for the reasonable needs of the business.”

· S-Corporations

· Eligibility:

· Only individual shareholders.
· No ownership by C or S corporations.

· Trusts and qualified trusts may own S-stock.

· Maximum 75 shareholders.  (May not be publicly traded.)

· Only one class of stock

· Although different types of stock may exist, all shares must have equal distribution and liquidation rights.

· Shares subject to vesting under § 83 are not “outstanding” and not considered.

· Essentially requires pro-rata capitalization and financing.

· Taxation:

· All income of the corporation flows-through to the owners pro-rata by their ownership.  §1366.
· Each type of gain or loss is divided equally among shareholders.

· The gain and loss keeps its character when taxed to the individual.

· Corporation may incur income without making a distribution.  (Phantom income).

· Shareholder may only recognize loss to the extent of basis (stock and liability).

· Entity files informational return (K-1 / 1120), pays no corporate level tax.  § 1363(a).
· Any type of income that could be treated differently by different shareholders must be separately stated.

· Income which is always treated the same is not separately stated. 

· Basis effects:

· Order of Application:

· Pass-through income increases shareholder basis.  § 1367. 

· Tax-free income increases basis.  § 1366(a)(1).  (However, unreported income cannot change basis.)

· Non-deductible expenditures decrease basis.  § 1367(a)(2)(d).

· Distributions decrease basis, not below zero.

· Pass through loss decreases basis, not below zero. § 1367.

· Shareholder basis in liabilities:

· Shareholder may recognize loss against a loan from the shareholder to the corporation.
· Generally, a shareholder may not recognize loss against a loan to the corporation by a third party, guaranteed by the shareholder.

· Ability of the shareholder to recognize loss:

· Shareholder must have basis in stock or liabilities to recognize the loss.  §1366.

· If the shareholder’s investment is passive, then the shareholder may only offset passive business losses against other passive gains.  § 469.

· Any loss which could not be recognized may be carried forward by the shareholder.  § 1366(d).

· When property subject to carry-forward passive loss is sold, the carry-over passive loss is offset before any gain is recognized on the sale.

· When stock subject to carry-forward § 1366 loss is sold, that carry-forward loss DOES NOT offset gain on the stock.

· Salary:

· Deductible to the corporation to the extent that it is reasonable.

· In a one-person corporation, there is no net change in basis.  Where one shareholder works and others are passive investors, salary reduces the working shareholder’s basis pro-rata according to ownership, permitting him to take additional losses.

· Where a corporation has incurred loss due to payment of salary, the shareholder has ordinary income and business loss, pays only FICA tax.  Where the shareholder’s basis has been reduced to zero, the shareholder has income without offsetting loss.  When the stock si sold, the deferred loss does not offset any gain on the stock.
· Shareholder Taxation:

· Installment Reporting:

· Unavailable if:

· Seller receives readily tradable notes or demand notes.  § 453(f)(4) – (5), (k)(2).

· Seller transfers (in exchange for the note) inventory or real estate held by the seller to customers in the ordinary course of business.  § 453(b)(2), (l)(1).

· Seller transfers (in exchange for the note) inventory, or machinery, equipment, or depreciable real estate, subject to recapture under § 1245.  [See above.]

· If the seller transfers § 1221 property, subject to depreciation under §1239, in exchange for a note, the gain on that property is subject to ordinary income, and the § 453 deferral, rather than capital gain, if the seller and the corporation are related parties [50% ownership, §1239(c) defines family attribution.]

· If available, the shareholder defers recognition until principal payments are made on the note.  
· If the note takes a basis, basis is applied pro-rata to each principal payment:  A percentage of each payment ("inclusion ratio") is taxed on receipt.  "Inclusion ratio" is (total profit on the sale) / (sum of total payments).
· Interest payments are taxable income on receipt.

· If the corporation resells the property within two years, the taxpayer must report the deferred gain no later than the time the corporation resells the property.  § 453(e).

· § 1202 Exclusion of Qualified Small Business Gains

· Exclusion of 50% of gain:

· up to the lesser of $10M in aggregate ($5M for married filing separately); or 
· 10 times aggregate adjusted basis of qualified stock owned by the taxpayer.  § 1202(b)
· On the sale or exchange of Qualified Small Business Stock:  § 1202(c)

· Stock of a Qualified Corporation:  

· C-corporation 

· Aggregate assets on or after 1993 do not exceed $50M, aggregate assets immediately after issuance did not exceed $50M.  Aggregate assets are cash and adjusted basis of property.   (Control Group:  50% common ownership of: each class of stock; combined voting power; and total value.   § 1563.)

· 80% of the assets of the corporation are used in the active conduct of one or more trades or businesses.  § 1202(e).

· The business is not: a service business (health, law, engineering, accounting, consulting, etc.), finance, banking, insurance, leasing, investing or farming.

· Acquired at original issue in exchange for money, property or services.

· Held for more than 5 years

· Sec. 1244 Loss Recognition:

· Permits a shareholder to claim up to $50,000 ordinary loss on the stock as ordinary loss rather than capital loss.

· There is no carry-forward.  Any loss in excess of the limits is classified as capital loss and may be carried forward $3K at a time.

· A married taxpayer may claim $100,000.

· These are per-person limits rather than per-company limits.

· Qualifying Issuing corporation:

· Has less than $1,000,000 FMV outstanding securities (including those issued during the transaction in question) on the last day of the year in which the transaction occurred.  

· In a transition year, the pro rata qualifying stock may be allocated to shareholders in any manner desired.

· The million dollar limit is calculated based on the adjusted basis the corporation took in the property received for the stock.

· A domestic corporation.  (C or S)

· Qualifying Shareholders 

· Individuals, not entities.

· The same individual who received the stock in exchange for cash, rather than a subsequent transferree.

· Qualifying Stock

· Issued for cash or property – not services.

· Reclassified bonds are not eligible for 1244 loss.

· Constructive Dividends

· Excessive Salary

· Excessive salary to shareholder is income to shareholder

· Excessive salary to shareholder’s family is income to shareholder in control and a gift to the family member.

· Withholding and reporting reflects corporate intent to pay salary.  [Loans may not be reclassified as salary, even if the amount was reasonable.]

· Loans – low interest rate or loans made to the corporation without expectation of repayment.

· Difference between actual and reasonable interest rate on loans is a dividend to the shareholder.  § 7872.

· There must be intent to repay the loan, and usually evidence of repayment, or the loan instrument will be reclassified as equity.

· Payments on reclassified debt are treated as dividends because debt instruments are reclassified as equity instruments.

· If debt is reclassified, it may play merry hell with an S-election because the debt has different rights in liquidation.

· Other likely Transactions:

· Transactions not at FMV.  Note that a 50% owned corporation is a “family member” for purposes of § 267:  No special rules for appreciated property:  Seller takes gain as sold, buyer takes basis as purchased.  For depreciated property, seller recognizes no loss, Buyer acquires double basis – seller’s basis for determining gain and purchase basis for determining loss.  § 267(d)

· Corporate payment of personal expenses
· Pro-Rata Redemptions:  § 302

· Where the 100% shareholder redeems stock, the redemption is always treated as a dividend.

· Where shares are redeemed pro-rata from shareholders according to their ownership, property received in the redemption is considered a dividend.

· However, a complete termination of any shareholder’s interest is always a sale, eligible for capital gain treatment.

· If a redemption is reclassified as a dividend, E&P are reduced by the amount of the “redemption.”

· The Debt-Equity Problem

· Tax Treatment:

· Interest payments are deductible to the corporation.

· Repayment of a note with a FMV basis has no tax effects to the shareholder.
· Acquisition of debt:

· Debt transferred to the shareholder post-incorporation will either be a dividend, or boot.

· However, a shareholder may receive debt as part of a § 351 transaction without up-front income to the shareholder.

· Effects of Reclassification:

· If any debt of a shareholder is reclassified, all debt of that shareholder is reclassified, and all debt distributed as part of the invalid transaction is reclassified;

· Interest on the debt becomes a (non-deductible) dividend.  Repayment is a pro-rata redemption of the equity interest (dividend).

· Factors indicating reclassification:

· Pro-rata holdings among shareholders.

· Pro-rata holdings are only valid if an arms-length party would participate in the debt transaction.

· A creditor does not want to participate in the risk or profit of the business, and are concerned with enforcing the loan - security and cashflow.

· An uninterested party participant lends validity to the debt.

· § 385 factors evidencing debt:

· Written unconditional promise to pay on demand or on a specified date, a fixed sum of money, with a fixed interest rate.

· Priority over any other indebtedness.  [Most shareholder debt has to be subordinated, but subordinated debt indicates equity.]

· Debt-equity ratios.  [High debt-equity ratios indicate the debt was never intended to be enforced by the shareholder.]

· Lack of Convertibility.  

· Relationship between holder's debt and holder's equity.

· Evidence of past defaults without enforcement, etc., indicate that the note was never meant to be enforced.

· Expired safe-harbors:  In the 80’s, the treasury issued proposed regulations which were never finalized.

· "Shareholder debt" is pro rata debt held only by shareholders.

· Outside debt-equity ratio (all debt to equity): 10:1.

· Inside debt-equity ratio (inside debt to equity): 3:1.

· Many safe harbors used basis in assets rather than actual value for equity calculations. 

· Non-pro-rata debt from a 25% shareholder permissible if the outside debt-equity ratio was above 10:1 - the debt would be policed by other shareholders.

· Pro-rata debt with hybrid characteristics uniformly treated as equity.  A hybrid instrument might have interest payments unenforced or unenforceable, variable or dependent on profits.  Hybrid stock might permit a stockholder to attach the assets of the corporation if the full preferred dividend is not declared by a specified date.

· Guaranteed debt:  May be considered a separate loan between the shareholder and the corporation.

· When the corporation pays interest to the bank (on behalf of the shareholder), the corporation has issued an in-kind dividend on an unmemorialized debt instrument.  When the corporation repays the principal to the bank (on behalf of the shareholder), the corporation has redeemed the unmemorialized debt instrument.

· It is clear that the shareholder is the primary obligor, as evidenced by a security interest in the shareholders' assets (cosignor), a recourse note, a confessed judgment against the shareholders personally.

· Operating Distributions
· C-Corporations:
· Earnings & Profits
· Definitions:
· Taxable Income; Plus

· Non-expenditure deductions (accelerated depreciation, dividends received deduction); Plus

· Nontaxable Income (Municipal bond interest, current value of installment debt, etc.); Minus

· Nondeductible expenditures (kickbacks, employee business meals, corporate taxes paid, etc.); Minus
· Dividends paid.  [Note that because distributions are dividends only to the extent of E&P, distributions may not reduce E&P below 0.]

· Adjustment of Earnings & Profits:

· First, items of income

· Second, distributions

· Third, losses

· Fourth, distributions.
· Distributions
· Distributions out of Earnings and Profits:  § 301(c)(1)
· Distributions out of Earnings & Profits are dividends and taxed as ordinary income.  § 301(c)(1).
· Earnings and Profits are determined as of year-end, regardless of the date of distribution.
· Allocation of Current and Past E&P to a Current Year distribution:

· Net Positive Earnings and Profits:  § 316(a).
· Current earnings and profits for the entire fiscal year are allocated first, pro rata among all distributions during the year.  

· Past earnings and profits are allocated second, and allocated in chronological order among all distributions during the fiscal year.

· Example:  Corporation with $100,000 accumulated E&P, $100,000 current E&P:  (Prob. 4B)

Date
Distribution
Current E&P
Accum. E&P
Dividend Amt.
3/31
$100K
$25K
$75K

$100K
6/30
$200K
$50K
$25K

$75K
9/30
$100K
$25K
$0

$25K

  

(pro-rata over
(chronological)
 

total distributions)
· Net Negative Current-Year Earnings and Profits:  § 1.316-2(b) – (c).
· If the actual loss during the dividend period can be determined, that loss is attributed to the distribution as a return of basis.

· Otherwise, the annual loss is pro-rated over the year to the date of distribution as a return of basis.  
· The remaining distribution is a dividend to the extent of past earnings and profits, allocated in chronological order among all distributions during the fiscal year.
Example 1:  $12,000 current year loss and $12,000 accumulated E&P:  (Prob 4C)
Date
Distribution
Pro-Rata Loss
Accum E&P
Dividend Amt.
Basis Adj.
3/1
$12,000
($2,000)
$10,000
$10,000
($2,000)
6/30
$12,000
($6,000)
$2,000
$2,000
($10,000)


(pro-rata over 
(chronological)
 

fiscal year)


Example 2:  $12,000 current year loss and $100,000 accumulated E&P:
Date
Distribution
Pro-Rata Loss
Accum E&P
Dividend Amt.
Basis Adj.
3/1
$12,000
($2,000)
$10,000
$10,000
($2,000)
6/30
$12,000
($6,000)
$6,000
$6,000
($6,000)



(pro-rata over 
(chronological)
 

fiscal year)

· Distributions in Excess of Earnings and Profits § 301(c)(2) – (3).
· Apply first as a return of capital, are not taxable and reduce basis.

· Distributions in excess of basis are treated as capital gains.

· Distributions of Property

· Corporation takes a gain on any gain property distributed.  § 311(b).

· Corporation increases its current E&P by the amount of the gain BEFORE calculating the dividend amount.

· Corporation reduces its accumulated E&P by the amount of the distribution AFTER calculating the dividend amount.

· Corporation may not recognize a loss on any loss property distributed.  § 311(a).

· However, corporation reduces accumulated E&P by the adjusted basis of the loss property at the time of distribution.  § 312(a)(3).

· The corporation does nothing with the FMV of the property to its E&P.

· Shareholder takes a FMV basis in the property received.  § 301(d).
· Distributions of Liabilities

· Property subject to a liability is valued as not less than its liability.  § 336(b).

· E&P are reduced by the value of the distribution, less the value of the debt assumed by the shareholder.
· If the corporation distributes its own obligations, E&P are reduced by the principal amount of the obligations at the time of distribution.

· Planning Consideration:  To minimize taxation, distribute retained earnings prior to sale of stock.  Otherwise the unrealized corporate gain will be taxed once to the corporation, twice to the selling shareholder as gain on his stock and three times to the buying shareholder when released from the corporation.  [Distribution may be used as “bootstrap”.]
· S-Corporations:

· Cash Distributions:

· Distributions are treated to the shareholder as:

· Return of basis

· Capital gain

· Distributions reduce stock basis first, then liability basis.

· In-Kind Distributions

· Corporation must recognize gain on in-kind distribution.  § 311(b).

· Treated as a sale of the property and distribution of cash.

· Gain on the transaction flows through to the shareholder and increases basis before the distribution is assessed against basis.

· Corporation may not recognize loss on in-kind distribution.  § 311(a).  Shareholder takes a dual basis under § 267.
· Contributions to Capital

· Non-recognition of Gain:  § 351.

· Transfer  of property to a corporation;

· Property is money, goods, intellectual property, etc.

· Services are not property.  Contract rights acquired for the corporation prior to incorporation through a transferor’s labor or expertise are services, not property.  James, CRM III-20.

· “Solely” in exchange for stock;

· “Stock” does not include debt, reclassified debt or non-qualified preferred stock.

· Non-Qualified Preferred Stock:  § 351(g)

· Limited, and preferred, not participating in equity to any extent, nonconvertible; and

· Required to be redeemed within 20 years, redeemable at the discretion of the shareholder within 20 years, or will be redeemed (on facts & circumstances); or

· Dividend tied to prevailing interest rates.

· For all other purposes, NQPS is treated as stock.  (Like ineligibility for § 453 treatment).

· If the transferor, alone or with other transferors controls 80% of the corporation; § 368(c).

· Control is determined after the transfer or unified set of transactions.  (See “Immediately after”)

· De Minimis Transfers:

· A transferor who transfers 10% or more of the pre-transfer value of the stock is always considered a transferror.  § 1.361-1(a)(1)(i); Rev. Proc. 76-22.

· If a transferor transfers less than 10% of the value of his pre-transfer stockholdings, he must prove a bona fide business purpose for the transfer – he must not be participating solely to confer § 351 status.

· A post-incorporation transfer among transferors generally does not affect qualification, unless the net result is that one of the transferors becomes a de minimis transferor.

· A service provider may be a transferor if the service provider also contributes property.  If qualifying, all of the stock received by the service provider is counted towards the 80% control requirement.

· The property contributed by the service provider must be 10% of the value of the stock received.  Rev. Proc. 77-37.

· The service provider must not receive more than 20% of the value of any class of stock in exchange for services.

· Note:  There is no family attribution of ownership for § 351 control.

· Immediately after the exchange;

· The § 351 transaction may be single or multiple transactions.  § 1.351-1(a)(1)

· Aggregation of multiple transactions is based on the facts and circumstances – whether the transactions “make sense,” or have separate business purposes.  Intermountain Lumber, III-8 (Pre-transaction non-binding agreement to transfer control away from contributing shareholder, integral to financing of corporate sale, was aggregated with contribution to capital, and shareholder was deemed not in control immediately after the exchange.).

· However, post-§ 351 gifts of stock cannot result in a loss of control.

· Binding agreements by underwriters to purchase and re-sell corporate stock does not destroy §351 control.  § 1.351-1(a)(3).

· Results in deferral of gain or loss.

· Application of § 351 is involuntary – a shareholder cannot chose to recognize loss.

· Shareholder Taxation:  

· Shareholder is not taxed on the exchange of property qualifying for § 351 treatment.

· If the transaction fails § 351, § 267 may prevent recognition of loss.

· Shareholder takes basis in the stock equal to the carry-over basis of the property transferred, less the value of any liabilities assumed, loss recognized and boot (funds or property) received, plus any gain recognized.  § 358. 
· Corporation takes the shareholder’s basis in the property.  § 362.
· Each party a carry-over holding period for capital gain and § 1231 purposes.  § 1223(l)

· Boot in the Transaction

· Money or Property received by the shareholder in addition to stock:

· Stockholder recognizes gain on the property transferred, to the extent of boot received

· Gain is characterized by the property contributed to the corporation.

· Boot is allocated to multiple properties pro-rata according to its FMV at the time of exchange.  § 358(b); Rev. Rul. 68-55.

· Loss may not be recognized, despite receipt of boot.  § 351(b)(2).

· Shareholder’s basis in the stock:

· Carryover basis LESS FMV of boot received PLUS gain realized/dividend received.  § 358(a)(1).

· Where all property is loss property, stock takes pure carryover basis – no loss is realized under § 351(b).

· Corporation takes the shareholder’s basis, plus any gain recognized by the shareholder.  § 362.

· Corporate Debt received by the shareholder in addition to stock:  (Problem 28, p. 57)

· Gain is declared as the principal is repaid.

· Shareholder’s stock basis is: Carry-over basis of property transferred; less FMV of property and installment debt received; plus gain realized.  Thus the corporation’s basis is increased by the gain deferred under § 453.  § 453(f)(6); Prop. Treas. Reg. § 1.453-1(f)(1).

· Shareholder’s basis in the note is $0 in a successful § 351 transaction, unless the value of the stock received is less than the carry-over basis.  

· If the transaction does not qualify for § 351 treatment, the shareholder recognizes gain on the property transferred and takes a tax basis in the note.  Thus the shareholder does not realize gain when the note is repaid.

· Corporate basis is carryover basis plus any gain recognized by the shareholder.  § 362.

· Liabilities assumed by the corporation:

· Corporate assumption of liabilities is generally not treated as boot.

· Unless the liabilities are transferred for a tax-avoidance purpose.  § 357(b).  Encumbering business assets for personal gain prior to §351 transaction is a tax avoidance purpose.  Eason, CRM III-36 (stands for opposite proposition).

· If any liabilities are disqualified, all liabilities are disqualified and treated as boot.

· The shareholder recognizes gain only to the extent that the liability exceeds the shareholder’s aggregate basis in the transferred property. § 357(c); Problem 24.

· Except in the second circuit, which lets you have a negative basis in the stock.

· Gain is characterized according to the property transferred, allocated pro-rata according to FMV on the date of transfer.

· Shareholder’s basis in stock is carry-over basis, less liabilities assumed (and other boot received,) plus gain recognized on the transaction. § 362.

· Corporation’s basis in the property is the carry-over basis plus any gain recognized on the transaction.

· Transfer of a personal note to the corporation in exchange for stock:  By rule the shareholder has a zero basis in his own note.  Thus, the corporation takes a zero basis in the note, and therefore takes gain on repayment.  Essentially this means the corporation takes gain on issuing stock.  9th Circuit permits the shareholder and the corporation to take a basis in the stock equal to the FMV of the stuff the shareholder uses to repay the note.  Parachi, CRM III-46.

· Payables, Receivables and Goodwill:

· Purchased goodwill is depreciable by the purchaser.  § 351 goodwill is not purchased, and retains the creator’s $0 basis.

· Cash basis taxpayers have a $0 basis in receivables and payables, thus the acquiring corporation can take a deduction for the payables and gain on the receivables when paid.
· Stock received for services.

· Stock received for services is salary

· The FMV of stock received is salary income to the service provider.

· The service provider takes a FMV basis in the stock

· The corporation takes a salary deduction for stock provided to a service provider.

· Note that salary expenses related to corporate organization are capitalized and depreciated over five years.  § 248.

· Syndication fees (to underwriters) are not capitalized.  § 1.148-1(b)(3)(i).

· Pre-incorporation activities engaged in for (corporate) profit (market research, training) are also amortized over five years.  §195.
· Sec. 83 Stock

· Stock transferred to employees for a bargain price is generally treated as salary income

· A “substantial risk of forfeiture” is:

· Full enjoyment is contingent on future performance of substantial services.

· A restriction on the right to sell that does not lapse constitutes a substantial risk of forfeiture.

· Where a “substantial risk of forfeiture” exists, the employee declares income when the stock becomes vested.

· While the shares are non-vested, the stock is not outstanding, and dividends are considered salary.  [This may bollix up S-corporation distribution calculations.]

· Because the shares are not outstanding, shares subject to forfeiture are not counted for the 75-shareholder limit on an S-corporation or when determining 80% control for § 351 eligibility.

· However, to preserve the single class of stock requirement, the shares subject to forfeiture must retain liquidation rights and receive equal distributions [despite the fact that such distributions are taxed as salary.]  § 1.361-1(l)(3)

· The employee may still vote while the shares are subject to forfeiture.

· The corporation takes a salary deduction at the time the vesting lapses.  § 83(h)

· § 83(b) elections:

· The employee elects to take salary income on the FMV of the shares at the time of transfer.
· If the stock depreciates by the time it vests, the employee declares loss on vesting.

· If the stock is forfeited, the employee does NOT take a loss.

· Employer takes an immediate salary expense.  § 83(b)(1).

· Election must be filed within 30 days of the transfer.

· § 351 Transaction Models:

· Bootstrapping:

· Shareholder A transfers cash in exchange for stock.  As part of an integrated transaction, the corporation transfers the remaining half of its stock, plus the money it received from A, to B in exchange for appreciated property. 

· This forces B to recognize gain to the extent of the cash received (from A), but also maximizes the Corporation’s inside basis in B’s property.

· Pre-Incorporation Transfers of Appreciated Property:

· Shareholder B sells a ½ undivided share of his appreciated property to A, and then A and B jointly contribute the property to the corporation for Stock.

· Shareholder B realizes half his gain during the transfer to A, and defers the other half through § 351 non-recognition.  The corporation increases its basis by the amount of gain recognized by B via A’s basis.  B’s gain income will be lower by ½ his original basis than it would be in a bootstrap transaction.

· Post-Incorporation Transfers of Stock:

· B incorporates, contributing his appreciated property in exchange for all of the corporate stock.  A then purchases half of B’s stock from B for cash.

· B realizes half of his gain (identical to a pre-incorporation transfer) but the corporation is left with B’s original low basis in the property.

· Liquidation

· C-Corporation Liquidation
· Corporate Effects.  § 336

· Corporation recognizes any inside gain or loss on its assets.

· Corporation acquires a tax liability on its gain
· Corporation MAY NOT RECOGNIZE:

· Losses on non-pro-rata distributions to related persons (50% shareholders)  § 336(d).

· Pre-incorporation built-in loss acquired in a § 351 transaction within five years of the date of distribution.  

· Losses on property acquired as part of a plan to recognize loss in connection with the acquisition.

· Shareholder Effects:  § 331(a)

· Shareholder recognizes gain to the extent that the amount realized in the transaction exceeds the shareholder’s basis.  The amount realized is:

· FMV of the assets, less

· Liabilities assumed by the shareholder, less

· Corporate tax owed (and not yet paid) by the corporation.

· Basis:  Shareholder takes a FMV basis in the assets received.  § 334(a).

· Net to the Shareholder:

· FMV of assets, minus

· Corporate tax rate x (FMV – corporate basis), minus

· Shareholder tax rate x (FMV – corporate tax rate(FMV – corporate basis) – other liabilities assumed)

· Distribution of Notes:

· The liquidating corporation may sell its assets for an installment note and distribute the notes.

· If so, shareholders may report the corporate gain on the installment basis.  However, the entire gain must be calculated immediately to determine the shareholder gain.
· S-Corporation Liquidation

· Corporate Gain:

· Corporation recognizes any inside gain or loss on its assets.  § 336

· Corporate gain passes-through to the shareholder and is taxed according to its character.

· Any property which will be depreciable by the shareholder (like goodwill) is ordinary income.  § 1239.

· Shareholder Basis increases by the pass-through gain.

· Shareholder Effects

· Shareholder pays gain on the amount realized less his basis in the stock:

· Amount realized is the FMV of the assets less any liabilities assumed.

· Shareholder’s basis is their original basis plus the amount of pass-through income realized.

· This nets to the difference between inside basis and outside basis.  (IB – OB)

· Where the shareholder has a loss on this transaction, the loss cannot be offset by the corporate gain, but must be realized in $3,000 increments.  Problem 45 F.

· Shareholder takes a FMV basis in the assets.  §334.

· Liquidation of an S-Corporation that used to be a C-Corporation:

· Net Unrealized Built-In Gain

· Unrealized gain by the C-corporation is preserved by the S-corporation for 10 years.  The amount subject to tax is the lesser of:  § 1374.

· The total NUBIG at the time of election less amounts which have already been taxed under § 1374,

· The built-in gain realized in this transaction, or

· Total corporate income for the calendar year.

· This gain is taxed at 35% to the S-corporation, and the tax owed is passed through as a deduction to the shareholders.

· Corporate Gain

· The corporation is taxed on the FMV of the assets less the inside basis.  § 336.

· Corporation passes through a deduction for the tax paid under § 1366(f)(2).

· Shareholder Effects of Corporate Gain

· Shareholder pays tax on the pass-through income:  FMV – I.B. - .35NUBIG

· Shareholder increases outside basis by the amount of corporate income realized.

· Shareholder Gain

· Shareholder pays LTCG on the difference between the amount realized (FMV – liabilities - .35NUBIG) and the adjusted basis.

· Shareholder takes a FMV basis in the assets.  § 334.

· Example:

· Sec. 1374 tax is imposed on the net unrealized built in gain:  § 1374 Tax = .35 x NUBIG  (.35N)

· Corporation recognizes gain:  Corporate Gain = FMV of assets (FMV) - Inside Basis (IB)

· Shareholder realizes flow-through gain less corporate tax paid:  Flow-through = FMV - IB - .35N
· Shareholder increases original outside basis in stock (OB) by income realized:  Adjusted Basis (AB) = OB + (FMV - IB - .35N)

· Shareholder recognizes gain on difference between amount realized and adjusted basis.

· Amount Realized = FMV - .35N

· Adjusted Basis = OB + FMV - IB - .35N

· Shareholder Capital Gain = Amount Realized - Adjusted Basis 

= (FMV - .35N) - (OB + FMV - IB - .35N)  = FMV - .35N - OB - FMV + IB + .35N

= FMV - FMV + .35N - .35N + IB – OB  = IB - OB
· Liquidation of a Subsidiary

· Requirements:  § 332.

· Both parent and subsidiary are corporations (C or S).

· Liquidation must be part of a plan of complete cancellation or redemption.

· Parent must own 80% of the total voting power and 80% of the value of the subsidiary.

· Distribution must occur within one year or part of a plan to distribute within 3 years.

· Distributions to Parent:

· Subsidiary recognizes no gain or loss on property distributed to the parent.  § 337(a).

· Transfer of property to the parent to satisfy debt owed the parent also qualifies for nonrecognition.  § 337(b).

· Parent takes subsidiary’s basis in the assets acquired.

· Parent takes subsidiary’s tax attributes (E&P, net loss carryovers.)  § 381.

· Parent has no gain or loss on the transaction.  

· Distributions to Minority Shareholders:

· Subsidiary recognizes gain but not loss on the distribution to a minority shareholder.  § 336(a), (d)(3).

· Minority shareholders recognize gain on the amount realized and take a FMV basis. §§ 331(a), 334.

· Acquisition & Sale
· Price:

· FMV of assets, less

· Sum of liabilities assumed by purchaser, less

· Taxes owed by purchaser

· Any “current” tax due to purchaser due to §338 election.

· Present value of deferred tax on unrealized gains due to stock purchase and/or § 332 liquidation.

· Present value of future income due on uncollected $0 balance receiveables.

· Allocation of Purchase Price: 

· Price allocated either by agreement or by default rules in § 1060.

· Buyer wants to allocate first to reduce future income (inventory and receivables), second to assets with short depreciation, then to assets with long or no depreciation.

· Seller wants to allocate to assets with a high basis and avoid net capital losses.

· Asset acquisition schedules must be filed by both parties reflecting the allocation.

· C-Corporation Asset Acquisitions

· Cash Purchase

· T recognizes gain on the sale of assets, incurs tax liability.  (FMV of assets, plus liabilities assumed, less inside basis.)
· P acquires assets at FMV basis (purchase price plus liabilities assumed).

· T pays tax liability from the proceeds of sale.

· Liquidation

· T distributes proceeds less tax due.

· Shareholder recognizes gain on the difference between the amount realized and the outside basis.

· Example:  T has assets of 1.3M, $300K liability, $300K inside basis, $300K outside basis.

· P pays 1M to T for T’s assets.

· P takes T’s assets with 1M basis.

· T recognizes 1M gain.  ($1M purchase price + 300K liabilities assumed - $300K inside basis)

· T pays tax of $300K, and is left with $700K.

· T liquidates.

· T distributes $700K to A

· A recognizes $400K gain

· A pays tax of $80K and is left with $620K.
· S-Corporation Asset Acquisitions

· Cash Purchase

· Purchase Price:  (FMV of TSCo.)
· FMV of assets, less

· Liabilities assumed.

· Effect on A:

· TSCo. realizes gain on the sale of its assets:  Purchase price + liabilities assumed – basis.

· TSCo.’s gain flows through to A.

· A pays tax on TSCO’s gain.

· A’s basis increases by income recognized.  A’s adjusted basis is:

· Outside basis, plus

· Purchase price, plus

· Liabilities assumed, less

· Inside basis.

· P acquires assets at purchase price basis.

· Liquidation

· TSCo. distributes its cash to A.

· A recognizes gain to the extent that the cash realized exceeds the adjusted basis.  Gain is:

· Purchase price, less

· Adjusted Basis (= Purchase price + value of liabilities - outside basis – inside basis)

· Thus, A recognizes gain to the extent the sum of the outside basis and the inside basis exceed the liabilities assumed.  [Gain = Liabilities – (O.B. + I.B.)]
· Example:  TSCo. has assets of $1M, $300K inside basis, $300K outside basis.

· P pays $1M to TSCo. for TSCo.’s assets.

· T realizes $700K gain.

· $700K gain flows through to A.  A pays tax at the appropriate levels.

· A’s basis increases to $1M.

· TSCo. liquidates

· TSCo. distributes $1M to A in exchange for stock.

· A realizes no gain.
· If TSCo’s assets are capital assets, A nets $860K, if TSCo’s assets are ordinary, A nets $720K.
· C-Corporation Stock Acquisitions
· Stock Purchase plus Liquidation Model

· A pays LTCG on the difference between the amount received and his basis in the stock.

· T liquidates and P takes T’s basis.  § 332.  (Or T remains as a subsidiary.)

· Purchase Price:  (FMV of T’s assets less liabilities assumed, less current value of P’s deferred tax liability.)
· Example:  T Co. with assets of $1.3M and liabilities of $300K, inside basis of $300K, outside basis of $300K.

· P pays A $900K for stock.

· A recognizes $600K gain, x .2 = $120K tax

· A nets $780K.

· P acquires T Co. (FMV 1M) with inside basis of $300K.  T liquidates.

· P has $700K deferred gain ($1.3M asset value - $300K liability - $300K inside basis) 
· P has deferred $210K tax.  [Could be realized with § 338 election.]
· Sec. 338 Election:

· “Old T” is deemed to have sold all of its assets to “New T” 

· “New T” pays tax on the deemed sale.

· Decreases purchase price by T’s tax bill.

· Advantages of Stock Purchase:

· More flexible tax treatment

· Avoids transfer taxes

· Acquires unassignable rights of the target.

· Target’s different shareholders may receive different treatment in purchase.

· S-Corporation Stock Acquisitions

· S-Corporation purchases C-Corporation:

· S-Corporations may now own C-stock.

· Considerations are identical to C-corporation purchasing C-corporation.
· After liquidation of target, §1374 applies to NUBIG.

· S-Corporation buys S-Corporation:

· S-corporation cannot have S-corporation shareholder.

· If liquidation is planned immediately after purchase, momentary ownership does not disqualify the S-election or the § 332 liquidation.

· Purchase price is determined by character of inside gain, which will be deferred if followed by § 332 liquidation.

· C-Corporation purchases S-Corporation:

· Normal:

· Purchase Price:  (FMV of assets, less liabilities assumed, less current value of deferred corporate tax on TSCo’s assets.)
· S-Shareholders take a capital gain on their stock

· S-election expires, “new” C-corporation subsidiary takes old S-corporation’s inside basis.

· On liquidation/sale, “New TCo.” pays corporate level gain and distributes remainder to PCo.

· Example:  TSCo. has $1.3M assets, $300K liability, $300K inside basis and $300K outside basis.
· P buys TSCo. stock for $900K.

· A realizes $600K gain, pays $120K tax.

· A nets $780K.

· TSCo. becomes TCo., with an inside basis of $300K and FMV 1M.

· TCo. has $210 deferred taxes.

· In an asset purchase scenario, A nets between $720K and $860K, depending on type of gain rather than $780 – P pays less, but A realizes less.
· § 338(h)(10)

· Although under state law a stock purchase, “Old TSCo” is deemed to have sold all of its assets to “new TCo” and distributed the cash to A – taxed like an asset purchase.
· Must be elected by both buyer and seller.
· Depending on type of gain, or existence of NUBIG in asset purchase scenario, the § 338(h)(10) election may be more or less useful.

· Redemption

· Qualification for taxation as Sale.  §302
· Substantially Disproportionate Redemptions.
· Immediately after the redemption, the shareholder owns less than 50% of the total combined voting power

· After the redemption, the shareholder owns less than 80% of the voting stock owned by the shareholder prior to the redemption.

· The shareholder owns less than 80% of the common stock of the corporation (regardless of voting power) immediately after the redemption.

· A series of redemptions are part of a plan, and considered together, if they are “causally related.”

· Complete terminations of a shareholder’s interest.
· Generally, 

· Family attribution is waived if:

· The redeemed shareholder has no remaining interest in the corporation as shareholder, director or employee, and does not acquire any for 10 years after the date of the redemption,
· The redeemed shareholder files a notice within 30 days of the redemption, AND
· The redeemed shareholder did not acquire the stock from a person subject to attribution with the redeemed shareholder within the last ten years, and no family member subject to attribution acquired stock from the redeemed shareholder within 10 years, unless the transaction was not principally motivated by a tax avoidance purpose.

· Redemptions not substantially equal to a dividend.

· Redemption results in a “meaningful” reduction of the shareholder’s proportionate interest.  U.S. v. Davis.  “Meaningful” depends on the facts and circumstances, and may include an actual loss of control of the corporation.
· Family attribution rules fully apply and business motive is irrelevant.

· Family Attribution:

· Spouses, parents, children, grandchildren.

· No siblings, in-laws, grandparents or double attribution.

· Effects of qualifying redemption

· Corporation recognizes gain on the transaction, but may not recognize loss.  § 311(a).

· Corporate earnings and profits are reduced by the percentage of corporate stock that was redeemed.  § 312.

· C-corporation shareholder recognizes capital gain on the stock rather than ordinary income as a dividend.
· S-corporation shareholder recognizes capital gain rather than recovery of basis.

· Nonqualifying redemptions:

· Treated as dividends.

· Shareholder’s aggregate basis does not change.

· Redemption of loss property:

· Corporation may not recognize loss on a redemption of loss property.  § 311(a)

· Shareholder takes a FMV basis in the property.

· Primary and Unconditional Agreements:  Halsey, V-37

· If a “primary and unconditional” buy-sell agreement exists, a transaction is taxed on the form of the agreement, rather than as a redemption.  E.g., if two shareholders enter into an agreement where the survivor will unconditionally purchase the remaining stock from the other’s estate, and the corporation actually purchases the remaining stock from the estate of the deceased shareholder, the transaction will be viewed as though the corporation distributed cash to the survivor, who used that cash to purchase the remaining stock.
· Agreements presenting two contingencies are never primary.

· Revocable or conditional agreements are not binding.

· If no binding agreement exists, then the purchase of stock by the corporation is a redemption, and is taxed without considering benefit to other shareholders.
· Bootstrap Transaction:

· Partial Sale followed by Redemption:  

· T owns two assets, each worth $500K with basis of $150K.  

· A owns all of the stock of T with a basis of $200K.  

· T’s earnings and profits are $500,000.
· P wants only one of the assets and is afraid of the accumulated earnings penalty.  A and P are unrelated and there are no 10-year look back problems.

· A sells half of his stock to P for $400K.
· A recognizes $300K gain.  ($400 - $200/2)

· A pays $60K tax, is left with $340K.

· T redeems the remainder of A’s stock for Asset 1.

· T recognizes $350 gain, 

· Pays $105 taxes.

· E&P are reduced to $395K by tax bill.

· E&P are further reduced to $197,500 by the 50% redemption.

· A receives $500K worth for his remaining stock.

· A recognizes $400K gain, pays $80K tax.

· A takes a $500K basis in Asset 1.
· A nets $500K + $400 - $60K - $80K:  $760.

· P paid $400 to A and holds T with a $400K outside basis, $500K asset and $350 deferred inside gain.
