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Notices

This is the 2023-2024 edition of this casebook. Visit https://elangdell.cali.org/ for
the latest version and for revision history.

This work by William Kratzke is licensed and published by CALI eLangdell Press
under a Creative Commons Attribution-NonCommercial-ShareAlike 4.0
International (CC BY-NC-SA 4.0).

CALI and CALI eLangdell Press reserve under copyright all rights not expressly
granted by this Creative Commons license. CALI and CALI eLangdell Press do not
assert copyright in US Government works or other public domain material included

herein. Permissions beyond the scope of this license may be available through
feedback@cali.org.

In brief, the terms of that license are that you may copy, distribute, and display this
work, or make derivative works, so long as

e you give CALI eLangdell Press and the author credit;
¢ you do not use this work for commercial purposes; and

e you distribute any works derived from this one under the same licensing
terms as this.

Suggested attribution format for original work:

William Kratzke, Corporate Tax, 2023-2024 Edition, Published by CALI
eLangdell® Press. Available under a Creative Commons BY-NC-SA 4.0 License.

CALI® and eLangdell® are United States federally registered trademarks owned
by the Center for Computer-Assisted Legal Instruction. The cover art design is a
copyrighted work of CALI, all rights reserved. The CALI graphical logo is a
trademark and may not be used without permission.

Should you create derivative works based on the text of this book or other Creative
Commons materials therein, you may use this book’s cover art and the
aforementioned logos, as long as your use does not imply endorsement by CALI.
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For all other uses beyond the scope of this license, please request written permission
from CALL

This material does not contain nor is intended to be legal advice. Users seeking
legal advice should consult with a licensed attorney in their jurisdiction. The editors
have endeavored to provide complete and accurate information in this book.
However, CALI does not warrant that the information provided is complete and
accurate. CALI disclaims all liability to any person for any loss caused by errors or
omissions in this collection of information.

iii
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

About CALI eLangdell® Press

The Center for Computer-Assisted Legal Instruction (CALI®) is: a nonprofit
organization with over 200 member US law schools, an innovative force pushing
legal education toward change for the better. There are benefits to CALI
membership for your school, firm, or organization. ELangdell® is our electronic

press with a mission to publish more open books for legal education.
How do we define "open?"

e Compatibility with devices like smartphones, tablets, and e-readers; as well
as print.

e The right for educators to remix the materials through more lenient
copyright policies.

e The ability for educators and students to adopt the materials for free.

Find available and upcoming eLangdell titles at The eLangdell Bookstore. Show
support for CALI by following us on Twitter, and by telling your friends and

colleagues where you received your free book.
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Instructions to the Student

Students should have an abridged edition of the Code and Regulations.

References to the Code are either IRC § x or simply as § x. References to a
regulation are Reg. § .xxx-X.

This material assumes the student has taken a course in Basic Income Tax.

-WPK

Note from eLangdell® Press:

This material also includes suggestions for interactive lessons posted at CALI’s
website. Access to the lessons requires membership, either through your law
school or an individual membership. Students can confirm that their law school is
a member here. Additional information about membership is available at CALI’s
website.
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Preface

This book is a basic corporate tax text. I intend the text to be suitable for a three-
hour course. I hope that the text is accessible to law students with widely different
backgrounds. I assume that students who take the course already have taken a
course in basic income tax.

I have relied heavily on CALI exercises by Professor James Edward Maule
(Villanova University). These exercises review and teach a little substance. Each
exercise zeroes in on a specific topic and should take a student about twenty
minutes to complete. A student who works through the exercises should be able to
determine whether she adequately understands the material.

My use of pronouns referring to non-specific persons alternates between the
feminine and masculine chapter by chapter.

I benefitted greatly from the comments of anonymous reviewers, and I thank them
for their efforts.

WPK
Memphis, Tennessee, August 2018
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Chapter 1: Preliminary Considerations

A corporation is a “person” and — except for S corporations! — subject to the
income tax rules that govern taxation of any person. Most — but not all — of those
rules are the subject of a course on Basic Income Tax. Of course, the corporation
is an inanimate entity — and for that reason the Code uses the word “individual”
in rules applicable only to living people. There are, as well, rules in the Code that
apply only to corporations.

This course considers the tax consequences of dealings between corporations and
their owners, i.e., their shareholders. Shareholders form the corporation, typically
by transferring property or services in exchange for shares. Corporations may pay
nondeductible dividends to their shareholders from their after-tax profits.
Corporations may purchase, i.e., redeem, shares of itself from their shareholders.
A corporation may distribute shares of its stock to its shareholders. The tax
consequences of these corporation-shareholder transactions fall mainly on the
shareholders. The consequences of some transactions fall directly on the
corporation, e.g., liquidation, sale of assets, merging with another corporation. In
all these cases, tax consequences will matter to shareholders.

We study in this course the basic tax consequences of treating a corporation as a
taxpayer separate and apart from the shareholders who own it. As a taxpayer
separate and apart from its shareholders, the corporation accounts for its own
income and losses. Thus, for income tax purposes, the shareholder of a
corporation that suffers a loss can derive no income tax benefit from those losses.>
On the other hand, once the corporation has paid income tax on its profits, it may
retain those profits; shareholders owe no tax until the corporation distributes its
profits to them, and the corporation determines the timing of any distribution.

Because shareholders and the corporations that they own are separate persons, a
corporation and its shareholders may transact with each other as if transacting
with third persons. A shareholder may be an employee of the corporation, may

! These are pass-through entities that are discussed in chapter 7.

2 Of course, a sharcholder of a corporation that is losing money would probably see the value of her
shares decline. This provides a tax advantage to sharecholders only upon a recognition event, e.g., sale
of the shares.
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lend money to or borrow money from the corporation, may sell assets to or buy
assets from the corporation, etc. Such transactions generate their own tax
consequences. Many of the corporations whose affairs we examine are closely-
held, and the interests of the corporation’s managers and its shareholders are very
closely aligned. If transactions between corporation and shareholder are not arm’s
length transactions, some adjustments may be in order.

Corporations may share their after-tax profits with shareholders by paying them
dividends. Corporate payments of dividends are not deductible to the corporation.
This means that income that passes through the corporation to shareholders is
subject to two levels of income tax: first to the corporation itself and then, upon
payment of the dividend, to the shareholder. This double tax on corporate income
has been subject to criticism from the beginning. Nevertheless, the United States
Supreme Court held it to be constitutional. Flint v. Stone Tracy Co.,220 U.S. 107,
151-52 (1911) (Constitution does not require “excise upon the particular privilege
of doing business in a corporate capacity” to be apportioned according to
population). The double tax on corporate profits that shareholders receive drives
many decisions concerning the structure of payments from corporations to
shareholders.

Let’s assume that our corporations are all (fabulously) profitable and that their
shareholders want to enjoy those profits. (This is much more interesting than
studying corporations with no income, and therefore no choices of what to do with
it.) Naturally, shareholders want to share as
little of these profits with the government
as possible. To succeed at this, those who
control the corporation must pay close
attention to the rates at which corporate
income and individual income are taxed.

Corporate  Investment  of
Retained Earnings: An investor
— whether an individual or a
corporation — invests after-tax
money. If a corporation pays
less in income tax than an
individual on the same amount
of income, the corporation can If the corporate tax rate is (much) lower
invest a greater portion of the than the individual tax rate, the shareholder
same amount of income than | may accumulate more wealth by having it
an individual. The greater | accumulate inside a corporation than if she
investment hopefully produces | 1,34 simply earned and accumulated the

greater_ income,  thereby same wealth in a sole proprietorship.
enhancing the value of the

shareholder’s shares.
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Consider:
* The shareholder does not own the corporation’s profits but rather owns
shares in the corporation. The shareholder gains/loses only by selling her
shares and relinquishing to that extent her interest in the corporation.
Whatever long-term gain an individual shareholder eventually realizes
from the sale or redemption of her shares will be subject to income tax at
capital gains rates, which are lower than those applicable to ordinary
income.
e[llustration: A owns all the shares in X Corporation for which she paid
$100 directly to X Corporation. A pays a marginal tax rate of 37% on her
income. A pays a marginal tax rate of 23.8% on her long-term capital
gains. X Corporation pays a marginal tax rate of 21% on all its income.
* If A engages in a trade or business and earns $100 of income, she
will have $63 to spend (or invest) in the year she earned it after
paying $37 of income tax.
« If X Corporation engages in the same trade or business and earns
$100 of income, it will have $79 to invest after paying $21 of
income tax.
* X Corporation can invest its $79 of after-tax profit to
generate more taxable income.
* When A sells her shares many years later, she must pay
up to 23.8% on the total amount of gain on the shares she
sold.
* The present value of $79 minus the present value of
23.8% of future gains derived over many years may be
more than $63. The time value of money will effectively
reduce the burden of any subsequent income tax that a
shareholder eventually has to pay.
« This difference in present values increases as the
difference between the higher individual tax rates and the
lower corporate rates increases, and/or as the time for
which the corporation retains its earnings increases.

Prior to enactment of the Tax Cuts and Jobs Act in December 2017, corporate tax
rates were progressive. Surtaxes on higher amounts of income eliminated the
progressivity. At more than $18,333,333 of taxable income, both the marginal and
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effective tax rates on corporate income were 35%.° The Tax Cuts and Jobs Act
makes the corporate tax rate a flat 21% on all taxable corporate income. § 11(b).*
The highest marginal tax rate on an individual’s taxable income is now 37%,
down slightly from 39.6%. The highest marginal income tax rates for individuals
and corporations are now 16 percentage points apart, up from 4.6 percentage
points. The increase in this spread may drive some taxpayers to form corporations,
have the corporation earn income, and have the corporation retain and invest its
after-tax profits.

Corporate Alternative Minimum Tax: In the Tax Cuts and Jobs Act, Congress
repealed the corporate alternative minimum tax that it had enacted in 1986. In the
Inflation Reduction Act, Congress reinstated an alternative minimum tax of 15%
of an “applicable” corporation’s “book” income. § 55(b)(2)(A) (15% minimum
tax on “adjusted financial statement income”). An “applicable corporation” is one
whose average book income exceeds $1B over a three-year period.
§ 59(k)(1)(B)(i). There is not yet a sizable number of corporations subject to this
tax. Congress could increase the number of corporations subject to the tax by
reducing average book income threshold. Since accounting rules — some
permitting considerable discretion on the part of a taxpayer — would not produce
uniform measures of “adjusted financial statement income” among different
taxpayers, § S6A(c) requires various adjustments to such “book” income. See
generally Jerred G. Blancthard, Jr., Jeff Mayhew, Daniel Newton, & Meaghan A.
Wolfe, The Corporate AMT: Are the Issues Insurmountable?, 178 TAX NOTES
FED. 343 (Jan. 16, 2023) (part 1) and 178 TAX NOTES FED. 509 (Jan. 23, 2023)
(part 2). The IRS has announced that it intends to issue proposed regulations that
will address the application of the corporate alternative minimum tax. Notice
2023-7,2023-3 1.LR.B. 390. We will not dedicate much space to this tax until more
corporations are subject to it.

A corporation’s ability to retain its profits is not without limit. Congress addressed
these matters in the Personal Holding Company Tax (§§ 541-47) and the

3'The Tax Cuts and Jobs Act also eliminated the alternative minimum tax on corporations.

#The individual tax rate on taxable income is now subject to federal income tax at seven different rates
(eight if we count zero). The highest rate is 37% (previously 39.6%). There is a rate preference for
taxable income that is net capital gain, with a maximum rate of 20% (plus a surtax of 3.8% for very
high-income taxpayers). The tax brackets are indexed for inflation.
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Accumulated Earnings Tax (§§ 531-37). The Tax Cuts and Jobs Act likely
increased the relevance of these taxes.

Personal Holding Company Tax, §§ 541 to 547: A closely-held (as specifically
defined, § 542(a)(2)) corporation that derives at least 60% of its “adjusted
ordinary gross income” (as specifically defined, § 543(a)) from “personal holding
company income” (as specifically defined, § 543, to include mostly investment
income) is subject to a 20% tax on its undistributed personal holding company
income (§ 541). The tax rate not coincidentally is the highest marginal tax rate on
an individual’s qualified dividend income. The United States Supreme Court has
stated that —

[t]he object of the personal holding company tax is to force corporations
which are “personal holding companies” to pay in each tax year dividends
at least equal to the corporation's undistributed personal holding company
income — i.e., its adjusted taxable income less dividends paid to
shareholders of the corporation, see § 545 — thus ensuring that taxpayers
cannot escape personal taxes by accumulating income at the corporate
level. This object is effectuated by imposing on a personal holding
company both the ordinary income tax applicable to its operation as a
corporation and a penalty tax of [20%] on its undistributed personal
holding company income. See §§ 541, 545, 561. Since the penalty-tax rate
equals or exceeds the highest rate applicable to individual taxpayers, see
... § 1, it will generally be in the interest of those controlling the personal
holding company to distribute all personal holding company income,
thereby avoiding the [20%] tax at the corporate level by reducing to zero
the tax base against which it is applied.

Fulman v. United States, 434 U.S. 528, 531 (1978). When the highest personal
and corporate income tax rates were comparable in the burdens they imposed,
there was little advantage outside of the international arena to resorting to personal
holding companies to shelter income. The Tax Cuts and Jobs Act changed that.

Accumulated Earnings Tax, §§ 531 to 537: Congress has also imposed a 20% tax
(§ 531) on a corporation’s “accumulated taxable income” (§ 535), i.e.,
accumulations “beyond the reasonable needs of the business” (§ 533(a)).
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The accumulated earnings tax is one congressional attempt to deter use of
a corporate entity to avoid personal income taxes. The purpose of the tax
“is to compel the company to distribute any profits not needed for the
conduct of its business so that, when so distributed, individual
stockholders will become liable” for taxes on the dividends received.

United States v. Donruss Co., 393 U.S. 297, 303 (1969) (citation omitted). An
accumulation of earnings and profits “is in excess of the reasonable needs of the
business if it exceeds the amount that a prudent businessman would consider
appropriate for the present business purposes and for the reasonably anticipated
future needs of the business[.]” Reg. § 1.537-1(a). During the recent period of
multi-billion dollar losses that some corporations have absorbed and marginal tax
rates on corporate and individual incomes that were not significantly different, the
Accumulated Earnings Tax was not often on the minds of business persons who
simply wanted their businesses to stay afloat. The Tax Cuts and Jobs Act might
change that thinking.

I. Choosing Whether and When to Incorporate

When one or more persons wish to engage in business, they initially determine
the entity through which they will conduct their business. They might choose to
do business as a sole proprietorship, a partnership, a limited liability company, a
subchapter S corporation,® or a C corporation.® One policy of the Code is that the
immediate tax consequences of the choice itself should not drive the choice. The
reality is that the Code taxes the profits of different types of entities differently.
Specifically, it taxes the profits of C corporations at a flat 21% rate and then taxes
dividends upon their distribution.’ It taxes the profits of other entities at
progressive rates applicable to individual taxpayers, up to 37%.® The double tax
on corporate profits has influenced business owners in their decision whether and
when to incorporate. For many businesses, it has been a no-brainer: do not

> A “small business corporation.” § 1361 (a)(1).
¢ A corporation that is not a “small business corporation.” § 1361(a)(2).

7 We will assume that the dividends are “qualified” under § 1(h)(11)(B) and so subject to income tax at

the capital gain rates when individuals are the taxpayers.

8 The deduction for “qualified business income” (§ 199A) can reduce this rate.
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incorporate and instead do business in a form for which state law accords limited
liability and thereby avoid the double tax on business profits while enjoying
limited liability.

Election to do business in one form rather than another does not preclude electing
another form later. Once the business-owners have made a choice, it is easy to
“go up the ladder” (i.e., to convert from a sole proprietorship to a partnership,
LLC, or an S corporation, and then to a C corporation). However, for a C
corporation — except for converting from a C corporation to an S corporation — it
can be quite costly to come down. This is because there are tax consequences to
liquidating the C corporation itself, but not to liquidating any of the other entities.
(This is not to say that there would not be tax consequences to the owner of
another liquidating entity.)

Whether to incorporate is a determination that will turn on many considerations.
The Tax Cuts and Jobs Act has made this a more nuanced determination. Some
considerations relevant to the decision whether to incorporate — not all related to
the Tax Cuts and Jobs Act — include the following:
* The tax rate applicable to C corporations is now a flat 21%. The tax rates
applicable to individual taxpayers (including the owners of so-called pass-
through entities) are progressive and top out at 37%. Obviously, taxpayers
who are considering incorporation as a C corporation would want to
determine the likely relative tax burdens of incorporating or of not
incorporating.
*Section 1202 provides that gain on “small business stock™ held for five
years is taxed at 0%. § 1202(a)(4). Section 1202 imposes various
requirements, but one of its requirements is that the stock must be stock of
a C corporation. § 1202(d)(1). The combined 21% tax burden on corporate
income plus 0% tax burden on capital gain on disposition of stock is apt to
be lower than the tax burden of other arrangements.
» Tax rates apply to losses and deductions as well as to income. As a
separate taxpayer, a corporation’s losses do not provide a tax benefit to its
shareholders. A taxpayer saves more when losses or deductions offset
income that is (or would be) subject to a higher rate of tax. This may lead
a taxpayer who anticipates losses in the early years of a business to defer
incorporating until the business is profitable.
* The Tax Cuts and Jobs Act created a deduction for pass-through entities
of up to 20% of their trade or business income. § 199A. A C corporation

7
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may not avail itself of this deduction. A taxpayer should consider the
realistic availability and likely amount of a § 199A deduction. If the
availability of such a deduction is not realistic, a taxpayer may be forgoing
a 21% flat tax bracket for an ephemeral deduction against income taxed at
a marginal rate of up to 37%. For the moment, we can note that this will
depend on how much taxpayer pays in W-2 wages and/or the unadjusted
basis of its depreciable property. See chapter 7 (subchapter
S corporations).

* The double tax on corporate income only applies upon the distribution
of a dividend. Shareholder(s) of a closely-held corporation can time the
distribution of a dividend to suit themselves and exploit the time value of
money to reduce the burden of an income tax on the distribution.

» The assets that an individual taxpayer transfers to a corporation are
probably more secure from the claims of the individual’s creditors than
when held by another entity.

* Corporations can pay dividends to passive investors. This can effectively
permit income splitting among family members.

* A C corporation has a perpetual existence. The death, incapacity,
retirement, divorce, etc. of a business’s owners do not affect the continued
existence of a corporation the way such matters might affect a sole
proprietorship or a partnership.

* Ownership of a C corporation is manifested by shares. This can be
convenient when transferring an ownership interest, whether by sale or
inheritance. This is especially true when changes in ownership are
frequent and of relatively small interests.

* Ownership of shares may facilitate the implementation of a step-up in
basis under § 1014.

* C corporations may have readier access to capital markets. Raising
capital, either through debt or equity, may be easier for a C corporation.

» For some taxpayers, a C corporation may better accommodate their
concern with anonymity.

* A C corporation can have an unlimited number of shareholders who
reside anywhere in the world. This might not be true of other entity forms.
* The Tax Cuts and Jobs Act curtailed an individual taxpayer’s employee
and nonbusiness profit-seeking deductions. § 67(g) (no miscellaneous
deductions allowed until 2026). These limitations do not apply to
C corporations.
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* The Tax Cuts and Jobs Act makes the dividends paid to domestic
C corporations by foreign subsidiaries fully deductible. § 245A. If a
taxpayer is likely to seek profits in international markets, she should
consider doing business as a C corporation. Otherwise, she is subject to
U.S. income taxation on her worldwide income, including dividend
income derived from foreign corporations they might own.

This is not an exhaustive list of matters that a business owner should consider
when deciding whether to incorporate. The list should serve as a reminder that the
decision of whether to incorporate is not always obvious. And as noted, the choice
of entity is not immutable. It may be that only over time, factors that lead to a
decision to incorporate may emerge.

The Code defines a “corporation” that is subject to the federal income tax to
include an association, joint-stock company, and insurance company.
§ 7701(a)(3). At one time, the “double tax” on corporate income led many to resist
IRS classification of their business entities as one of the entities included within
the ambit of the term “corporation.” The regulations now alleviate much of the
litigation over classification by giving an “eligible entity” a choice of the tax
treatment it wishes. Reg. § 301.7701-3(a). There are certain entities that the
regulations classify as per se corporations; hence, they may not elect to be taxed
as an entity other than a corporation. Reg. § 301.7701-3(a). Such entities include

* entities organized under laws describing them as corporations, joint-

stock companies, or joint-stock associations;

* insurance companies;

« entities engaged in banking activities;

* entities wholly owned by a State or political subdivision or by a foreign

government; and

* various foreign entities organized under the laws of other jurisdictions.

Reg. § 301.7701-2(b).

From a tax perspective, the decisions whether and when to incorporate will often
depend initially on whether the owners of a business can take advantage of
business deductions. Because a corporation is a separate taxpayer, business losses
may be “locked inside the corporation” — and reduce no one’s taxable income
until the entity is profitable.
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Recall (or learn, if necessary) now some basic principles. Basis is money that
won’t be subject to income tax, usually because it has already been taxed. Basis
then becomes a means by which taxpayer keeps score with the Government. A
taxpayer can get basis with borrowed money. While the proceeds of a loan are not
subject to income tax, taxpayer will repay the loan with after-tax income; in this
way the proceeds of a loan are subject to income tax. A taxpayer may only claim
deductions against income that has been subject to income tax. Deductions reduce
taxable income — they “untax” it — and so taxpayer must reduce basis by the
amount of deductions that actually reduce taxpayer’s taxable income.

If taxpayer wants to deduct business expenses from taxable income, taxpayer must
have basis against which to claim those deductions. See, e.g., Peracchi v.
Commissioner, 143 F.3d 487, 491 (9" Cir. 1998) (negative basis not allowed).
Taxpayer individually may get that basis with borrowed money, but cannot get it
with money that a corporation borrows, even if taxpayer is the sole shareholder.
The corporation is a different taxpayer.

Moreover, a taxpayer may engage an agent to procure a loan. Taxpayer would be
just as liable for repayment of the loan as if he had procured the loan himself.
Indeed, there are businesses whose trade is to act as agents to procure loans for
others. There’s nothing special about any of this. But now suppose: state law has
made it illegal to loan money at market rates to an individual, but not to a
corporation. State law has deemed the market rate of interest to be usurious. It
would seem that the individual taxpayer has no choice but to engage the services
of a corporation to procure a loan. And suppose further that an individual taxpayer
(or a partnership) forms a corporation to procure the loan and to hold title to the
property securing the loan as agent for our individual taxpayer (and his partners).

In Commissioner v. Bollinger, 485 U.S. 340 (1988), individual taxpayers claimed
interest deductions in such an arrangement. The Commissioner argued that in the
absence of an arm’s length relationship between principal and agent, only the
corporation as title holder could claim interest deductions. The Supreme Court
disagreed:
[T]he genuineness of the agency relationship is adequately assured, and
tax-avoiding manipulation adequately avoided, when the fact that the
corporation is acting as agent for its shareholders with respect to a
particular asset is set forth in a written agreement at the time the asset is
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acquired, the corporation functions as agent and not principal with respect
to the asset for all purposes, and the corporation is held out as the agent
and not principal in all dealings with third parties relating to the asset.

Id. at 349-50. Bollinger and his partners constructed apartment complexes. During
construction and shortly thereafter, they could anticipate losses and expenses. The
agency arrangement made it possible for losses to reduce their taxable income.

II. The Corporation’s Capital Structure: Getting Money Out of the
Corporation Through Payments of Loan Principal and Interest

A corporation is an entity separate and apart from those who own it. The
corporation pays tax on its income. The owners of a corporation pay tax on their
income, and that income includes the after-tax profit that the corporation chooses
to share with them in the form of dividends. Thus, corporate income is subject to
two levels of income tax if the corporation distributes any of its after-tax profits to
its shareholders.

A corporation must of course have capital to operate. The manner in which the
owners or managers choose to raise capital will determine how the corporation will
share its profits with those who have a stake in the corporation. That in turn will
affect the amount of income on which they must pay tax. In the broadest possible
sense, corporations may capitalize themselves either by selling ownership interests
in itself (equity) or by borrowing money (debt).

» Equity: A corporation may raise capital by selling ownership (equity) interests
in itself. In the case of a typical corporation, this

(usually) takes the form of stock. Owners of stock have, | Shareholder contributions to

to one degree or another, the rights to control the | capital:  Taxpayer

corporation through the exercise of voting rights, to | acquire shares directly from
share in the corporation’s after-tax profits, to enjoy | the corporation in exchange

benefits derived from the corporation’s growth, and to | for ~ money — and
share in the proceeds of a liquidation. The value of any
of these rights depends on the profitability of the
corporation. There are no guarantees that a corporation .

. .. to the corporation.
will be profitable. If the corporation is not profitable, the §§ 118(a), 1032(a).

to capital” generate

property. Such “contributions

immediate tax consequences
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value of the stock that shareholders own may be nominal. There are no tax benefits
to owning stock that is losing value.
* A corporation may choose to sell equity interests that give the investor
less than all the rights of stock ownership just noted. For example, some
equity investors may purchase stock that gives them the right to receive
dividends, but not the right to vote (control) on corporate matters. Or,
some investors may purchase an equity interest that gives them the right
to vote (control), but only a subordinate right to receive dividends.
* The Code contemplates that corporations may issue common stock and
preferred stock. Owners of common stock usually have the greatest right
to control the corporation through voting. However, their rights to share
in the profits of the corporation are often subordinate to the rights of
others. In the case of a highly profitable corporation, this is not a problem.
Things are different if the corporation is not profitable.
“The term ‘preferred stock’ generally refers to stock which, in
relation to other classes of stock outstanding enjoys certain limited
rights and privileges (generally associated with specified dividend
and liquidation priorities) but does not participate in corporate
growth to any significant extent.” Reg. § 1.305-5(a) (3 sentence).
* Owners of preferred stock are preferred with respect to the payment of
dividends that are usually /imited in amount.
* Corporations share profits with shareholders by payment of dividends —
whose source is the after-tax profit of the corporation. A corporation may
not deduct a dividend that it pays to a shareholder. Receipt of a dividend
does not diminish the shareholder’s interest in the corporation.

» Debt: Alternatively, a corporation may borrow capital. The corporation must
repay borrowed money and will usually do so from after-tax profits. The creditor
does not own an interest in a corporation but is (usually) entitled to be paid before
shareholders are paid. Corporate payments of interest to a creditor reduce the
corporation’s profits subject to tax. § 163. The interest income that the creditor
receives 1s included in her gross income. § 61(a)(4). Receipt of the loan principal
1s not income to the borrower. Extension of a loan is not deductible by the creditor.
Once the creditor has been paid, the creditor no longer has any rights with respect
to the corporation.

* Tax Treatment: There are critical differences in the way the Code treats equity
financing (shareholders) and debt financing (lenders). The profits from which a
corporation pays dividends to a shareholder are subject to income tax at two
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levels: first the corporation pays income tax on its profits, and second, the
shareholder pays income tax on the dividend that she receives. The profits from
which a corporation repays loan principal to a creditor are subject to income tax
only at the corporate level. The profits from which a corporation pays interest to
a creditor are subject to income tax only at the creditor level.

In a closely-held corporation, the same persons may be both shareholders and
lenders. If all the shareholders agree to loan money to the corporation in the same
relative amounts as the number of shares that they own, the corporation’s capital
structure would not differ no matter what amount they all agreed to lend. Suppose
that five persons form a corporation, and each purchase $100 worth of common
stock. Each also agrees to loan the corporation $100,000. The corporation has
$500,500 of capital with which to operate. It would matter little if each
shareholder purchased $100,000 worth of stock and loaned the corporation $100.
The corporation would still have $500,500 of capital with which to operate. Each
shareholder would own one-fifth of the corporation in either event.

But the Code would treat the taxpayers in these scenarios quite differently —
assuming we honor the form of the transactions. We assume that the corporation
will be (very) profitable. If all the financing of the corporation were through the
sale of equity interests, all the profits that the corporation shares with the
shareholders would be subject to two levels of income tax. If the corporation
borrows the money from the same individuals, the corporate profits used to repay
the creditors would be subject to only one level of income tax. Creditors would
pay income tax on interest income. The corporation of course does not pay income
tax on the income with which it pays interest. The profits that the corporation uses
to repay the principal will be subject to income tax at the corporate level, but not
at the shareholder level.

If ownership of a closely-held corporation is not likely to change, there would be
no reason not to finance the operation of the corporation with as much debt as
possible. The IRS would see things differently — viewing the interests of creditors
in such situations as the same as those of owners of equity interests. Not
surprisingly, the characterization of an investor’s interest — whether equity or debt
— has been the subject of much litigation.

Whether the holder of an equity interest will be paid depends on the success of
the business. Whether the holder of a debt interest will be paid does not depend

13
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

(in theory) on the success of the business. But if the risk of non-payment is
sufficiently great, the holder of a debt instrument more closely resembles the
holder of an equity interest.

The following case presents interesting facts. The case is still widely cited.
Obviously, Mr. Jemison received (or had received on other occasions) tax advice,
and he worked (unsuccessfully) with the tax rules that he learned to achieve a
certain result. Notice the care he exercised to make his role appear to be a creditor
rather than something else. For which of the “loans” was repayment more
contingent on the success of the business?

Plantation Patterns, Inc. v. Commissioner, 462 F.2d 712 (5" Cir.), cert. denied,
409 U.S. 1076 (1972)

SIMPSON, Circuit Judge

This is an appeal from a determination by the Tax Court of tax deficiencies against
the corporate taxpayer, Plantation Patterns, Incorporated (New Plantation
hereinafter, to distinguish it from an earlier corporation with the same name) for
the fiscal years ending September 30, 1963-65, for the respective amounts of
$2,947.12, $51,719.69, and $23,732.28, and against the individual taxpayers,
John S. Jemison, Jr. (Mr. Jemison) and his wife, Marie S. Jemison (Mrs. Jemison)
of $28,403.91 for their taxable year 1963. [footnote omitted]. The cases were
consolidated for trial in the Tax Court as they are for purposes of this appeal.

I. THE FACTS

New Plantation’s corporate predecessor, which was also called Plantation
Patterns, Inc. (Old Plantation) was engaged in the business of manufacturing
wrought iron furniture ...

Prior to September 28, 1962, the stockholders of Old Plantation and the
outstanding shares therein were owned as follows:
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Number of Shares

Thomas E. Jernigan 162,483
William C. Jernigan 80,718
John M. Goodwin 8,812
H. Ferrell Jernigan 353
James C. Stone 17,624
Total 270,000

Before that date Mr. Thomas E. Jernigan was president and Mr. William C.
Jernigan was vice president and secretary of Old Plantation.

[In 1962,] ... Messrs. Thomas E. and William C. Jernigan ... decided that it would
be in their best interests to sell the wrought iron furniture business of Old
Plantation and to develop ... [Old Plantation’s] United Chair Division’s metal
office chair business.

During the summer of 1962, the shareholders of Old Plantation decided that they
would attempt to sell their interests in both the wrought iron furniture and metal
office chair businesses by sale of their Old Plantation stock. In July of 1962, Mr.
Jack Parish, a member of ... [Old Plantation’s] accounting firm ... contacted Mr.
John S. Jemison, Jr., the president and controlling shareholder of Jemison
Investment Co., Inc., and inquired if he would be interested in purchasing or
finding a purchaser for the stock of Old Plantation.

... Mr. Jemison was an experienced investment banker, having been in that
business for at least twenty years. ...

... Parish arranged for negotiations in July and August, 1962, between Messrs.
Jemison and Thomas E. Jernigan concerning the sale of Old Plantation. These
negotiations led to a general understanding between Messrs. Jemison and Thomas
E. Jernigan that a corporation would be formed to purchase all the stock of Old
Plantation and that Old Plantation would sell its United Chair Division’s metal
office chair business to Messrs. Thomas E. and William C. Jernigan.

15
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

A letter addressed to Mr. Thomas E. Jernigan dated August 24, 1962, on the
letterhead of Jemison Investment Co., Inc. and signed by Mr. Jemison, set forth a
conditional offer to purchase the “assets of the Plantation Patterns Division.” This
letter stated:

“We would organize a new corporation to be known as Plantation Patterns
Corporation (it is understood that you would agree to change the name of
the existing corporation) and we would pay in a total of $155,000 in cash
— $150,000 in 6%% subordinated notes — which notes would be
subordinated to your notes — and $5,000 in common stock.”

On September 25, 1962, Mr. Jemison caused New Plantation to be organized ...
Upon its incorporation, New Plantation issued ten shares of common stock with
a par value of $100 per share to its incorporators. On the same date that it was
incorporated, the incorporators transferred those ten shares of stock to Mrs. Marie
S. Jemison.

On September 26, 1962, New Plantation issued an additional 40 shares of
common stock to Mrs. Jemison for a price of $4,000 cash. Mrs. Jemison paid for
this additional 40 shares and her initial ten shares of stock by her check for $5,000
dated September 26, 1962. The record does not indicate whether or not the funds
for the purchase of the stock came from the separate estate of Mrs. Jemison. The
total capital stock of New Plantation, consisting of the 50 shares of common stock
held by Mrs. Jemison, remained at $5,000 through September 30, 1966.

Mrs. Jemison took no active part in the preliminary negotiations leading up to the
incorporation of New Plantation on September 25, 1962, in any of the events that
took place thereafter, or in the management of New Plantation from the time it
was incorporated to September 30, 1966, inclusive. Mrs. Jemison, her husband
and Mr. Thomas Bradford were the directors of New Plantation. A meeting of the
directors and a joint meeting of the directors and stockholders of New Plantation
took place on September 28, 1962. Although Mrs. Jemison was the sole
shareholder of record and a director, she attended neither meeting. Mr. Jemison
was active in the management of New Plantation. Mr. Jemison testified that he
had contacts with large department stores that sold wrought iron furniture.

On September 27, 1962, New Plantation obtained $150,000 from Bradford and
Company, Inc., an unrelated finance and investment company, for which it issued
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6% serial debentures aggregating $150,000 maturing in $50,000 units on
September 1, 1974, 1975, and 1976. The debentures were subordinated to all other
indebtedness of New Plantation and were not guaranteed as to payment of either
principal or interest. Mr. Thomas Bradford controlled Bradford and Company.
The loan by Bradford and Company was made as an inducement to Mr. Jemison
to place Mr. Bradford’s son with New Plantation. Although this advance was
made with little security and no priority as to repayment, the Tax Court found that
it was a bona fide loan.

The ... terms of sale were embodied in an agreement dated September 28, 1962
between New Plantation and the stockholders of Old Plantation. Pursuant to that
agreement, the stockholders agreed to sell and New Plantation agreed to buy the
stock of Old Plantation ... [NP purchased all of the OP stock from the OP
shareholders. NP then sold the chair division to Thomas E. Jernigan and William
C. Jernigan. The balance of the purchase price of OP stock was $709,878.33. NP
was to pay this amount thus: $100,000 at the time of closing and $609,878.33 in
ten equal annual installments of $50,000 with a final installment of $109,878.33.
Jemison Investment Company and Mr. Jemison personally guaranteed the
unsecured 5%% serial notes representing the installments. Two of the $50,000
notes were not subordinated; this enabled the Jernigans to obtain additional capital
to develop their chair business. The remaining notes were subordinated to all but
the loan from Bradford and Co. Jemison Investment Co. received annually a
$15,000 guarantee fee. The small down payment and the need for the debt to be
unsecured made the guarantee necessary.]

During the period from October 1, 1962 to September 30, 1966, New Plantation
duly paid principal and interest as due on the 6)2% debentures issued to Bradford
and Company and on the 5%2% notes issued to the stockholders of Old Plantation.
The payments were made by New Plantation without recourse to any additional
financing.

During its four taxable years ended September 30, 1963 through September 30,
1966, New Plantation accrued $117,652.65 interest expense on the 5%:% serial
notes issued to the shareholders of Old Plantation, and $39,000 on the 6%%
debentures issued to Bradford and Company, which amounts it deducted on its
tax returns filed for those years as the Tax Court noted in its findings of fact.
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In the notice of deficiency sent to New Plantation for its taxable years ended
September 30, 1963 through September 30, 1966, inclusive, the Commissioner
disallowed as an expense the deductions claimed by New Plantation for such
interest.’

In the notice of deficiency addressed to Mr. and Mrs. Jemison for the calendar
year 1963, the Commissioner determined that the individual taxpayers realized
dividends in the amount of $184,274.23 on account of the following payments by
Old Plantation:

Payment of non-interest-bearing note due 3/14/63  $50,000.00
Payment of non-interest-bearing note due 6/15/63  $50,000.00
Payment of 52% note due 10/1/63 $50,000.00
Payment of interest on 5%2% note due 10/1/63 $33,543.31
Payment on account of 572 % note of minority

stockholder on 10/24/63 $730.92

Total $184,274.23

The Tax Court held that all steps taken by Mr. Jemison and the shareholders of Old
Plantation were parts of a single transaction for the purchase by New Plantation of
the wrought iron furniture business of Old Plantation, and, applying the relevant
factors with respect to debt-equity situations to the facts here, one of which was
found to be thin capitalization, that the guaranteed debt must be treated as an
indirect contribution to New Plantation’s capital by Mr. Jemison. Therefore, it held
that New Plantation was not entitled to deductions claimed under § 163 for interest
on the 52% serial notes in its taxable years ended September 30, 1963 to September
30, 1966 and that the Jemisons were taxable in 1963 under §§ 301 and 316 with the
principal and interest payments on these guaranteed notes in that year.!® Their
deficiency was fixed at $28,403.91.

9 The Commissioner conceded in the Tax Court that New Plantation was entitled to an expense
deduction for the $39,000 interest paid on the 6'2% debentures issued to Bradford and Company.

10 The Tax Court allowed the Jemisons a deduction for interest paid the sellers by New Plantation.
18
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II. THE ISSUES ON APPEAL
The issues presented for our consideration are these:

1. Whether $100,000 of guaranteed 5'2% serial debentures issued by New
Plantation to the sellers of Old Plantation are to be treated as debt for income tax
purposes where the notes were not subordinated and were paid when due by New
Plantation without recourse to other financing?

2. Whether $509,878.33 of guaranteed 5%2% notes issued by New Plantation to
the sellers of Old Plantation are to be treated as debt for income tax purposes
where the notes were subordinated to general creditors but were senior to
$150,000 of other debentures which the Tax Court did treat as debt for income
tax purposes?

3. Whether Jemison Investment Company, a co-guarantor, rather than John S.
Jemison, Jr., a co-guarantor, should be deemed to have made the contribution to
the equity capital of New Plantation in the event that any of the $609,878.33
principal amount of 52% notes is deemed to represent a contribution to the equity
capital of New Plantation?

III. THE RELEVANT LAW

The criteria for adjudicating debt-equity cases were set forth most clearly by
Judge Jones for this Court in 1963 in Montclair, Inc. v. C.L.R., 5 Cir., 1963, 318
F.2d 38[, 40]. ... [T]he factors which bear most strongly on the determination of
the label to be applied to the transaction are enunciated:

“(1) the names given to the certificates evidencing the indebtedness; (2)
the presence or absence of a maturity date; (3) the source of the payments;
(4) the right to enforce the payment of principal and interest; (5)
participation in management; (6) a status equal to or inferior to that of
regular corporate creditors; (7) the intent of the parties; (8) ‘thin’ or
adequate capitalization; (9) identity of interest between creditor and
stockholder; (10) payment of interest only out of ‘dividend’ money; (11)
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the ability of the corporation to obtain loans from outside lending
institutions.”!!

... The tests are not “talismans of magical power,” and the most that can be said is
that they are a source of helpful guidance. [citation omitted]. Thus we decide debt-
equity issues by a case by case analysis, applying the Montclair rubrics as best we
can to the facts at hand.

IV. TREATMENT OF THE §$100,000 UNSUBORDINATED 5%%
DEBENTURES AND THE $509,878.33 PARTIALLY SUBORDINATED 5%
NOTES

With regard to the $100,000 unsubordinated debentures, the taxpayers urge us to
reverse the Tax Court for the following reasons: (1) There was a reasonable
prospect of payment when due, (2) the notes were not subordinated to any other
indebtedness of New Plantation, (3) the holders, along with general creditors, had
first claim on more than $1,000,000 in assets of New Plantation, (4) the notes
matured within two years, (5) the notes could have been paid by New Plantation’s
cash flow, and (6) the notes were paid when due without recourse to additional
financing.

Of these factors, taxpayers point first and foremost to the fact that the debentures
were totally unsubordinated, and thus conferred on the holders the right to
participate with general creditors.

Taxpayers also vigorously assert that the assets of the corporation were more than
adequate to support the $100,000 unsubordinated notes because on September 30,
1962, New Plantation’s assets had a fair market value of $1,261,327.81. Central
to this appeal is the taxpayers’ contention that the Tax Court erroneously
concluded that New Plantation was thinly capitalized.

1 This delineation was not intended to prevent the consideration of other factors which may be relevant
in a particular case. See Dillin v. United States, 5 Cir. 1970, 433 F.2d 1097 at footnote 3, page 1100.
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Additionally, with regard to the $100,000 of unsubordinated 5%2% debentures,
taxpayers emphasize that they were to mature within two years, a factor militating
strongly against a conclusion that the money was put “at the risk™ of the business.
Bolstering this point, taxpayers state that the cash flow from depreciation in 1963
and 1964, the years of payment of the $100,000 notes, exceeded the principal
payments of $50,000 due on the notes. They say that in view of the fact that the
interest on the notes is deducted in determining net income, it was not necessary
for New Plantation to have net income to pay these notes, and thus their repayment
was not contingent on the profitability of the business.

Finally, the taxpayers criticize the Tax Court for not giving greater weight in
assessing the economic realities of the situation to the fact that the notes were paid
on time. Taxpayers claim that giving this development its proper weight will lead
us to the conclusion that the Tax Court was clearly erroneous in its holding that
when the notes were issued there was no reasonable expectation that New
Plantation could pay the notes. In this regard taxpayers also insist that the Tax
Court gave undue emphasis to the overall debt-equity ratio, which they assert
bears slight relevance to the determination of the treatment given unsubordinated
notes. Taxpayers argue that whether a corporation can pay all of its debts is
irrelevant to the question whether it can pay its priority debts.

Turning to the remaining $509,878.33 of partially subordinated 5%2% serial
debentures, the taxpayers argue five points in support of their proposition that the
Tax Court erred: (1) There was reasonable prospect of payment when due, (2) the
notes, though partially subordinated, were senior to $150,000 of 6% debentures
and $5,000 of common stock, (3) the assets of New Plantation were sufficient to
support the debt, (4) the cash flow was sufficient to pay the debt, and (5) the notes
were paid when due without recourse to additional financing.

Many of the arguments made by the taxpayers in favor of debt treatment for the
$100,000 unsubordinated debentures are equally applicable for the remaining
$509,878.33 of partially subordinated notes, and the taxpayers have urged us to
accord them equal vitality here. New arguments also are raised at this juncture,
however. Taxpayers contend that it is anomalous and inconsistent for the Tax
Court to characterize the $509,878.33 partially subordinated debentures as equity
while at the same time characterizing inferior fully subordinated debentures held
by Bradford and Company as debt, arguing that if the fully subordinated 672%
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notes held by Bradford and Company are equity, surely the $509,878.33
debentures are entitled to the same treatment.

Here the taxpayers protest vigorously against the Tax Court’s determination of
the proper debt-equity ratio to apply in assessing the nature of the transaction. The
principal dispute with the Tax Court revolves about that Court’s valuation of the
intangible assets of New Plantation, with particular emphasis on the personal
business skills of Mr. Jemison. The Tax Court did recognize that intangible assets
not carried on the balance sheet might have a bearing on the ability of the
corporation to pay its debts. Murphy Logging Company v. United States, 9 Cir.
1967, 378 F.2d 222. But the Tax Court held that the relationship of Mr. Jemison’s
business skills to the wellbeing of New Plantation was not demonstrated with the
specificity requisite to alter the picture of the overall debt-paying potential of New
Plantation. ... [T]he taxpayers contend that the record amply demonstrates that
Mr. Jemison was a veritable financial genius, commanding Jemison Investment
Company, a company with control of assets valued at more than $11,000,000 and
with annual gross receipts of over $10,000,000. They point to the record as
reflecting that Mr. Jemison was successfully engaged in a broad variety of
business ventures. He was a director of several successful corporations, a bank,
and two insurance companies. More important, however, taxpayers assert, is Mr.
Jemison’s demonstrated close contact with several large department store chains
which provided ideal outlets for New Plantation’s products. Taxpayer on this
account urges that a proper debt-equity ratio should take into account the financial
skills of Mr. Jemison.

Without receding from their strong stand that the 52% debentures constitute debt,
the taxpayers alternatively argue that if the court should hold that such notes do
not constitute debt, the same equity treatment should be given to the 6%:%
subordinated debentures held by Bradford and Company. ... If these notes are
regarded as equity, taxpayers argue that the debt-equity ratio of New Plantation
would be approximately 4 to 1 ($609,878.33 to $155,000), and not the plus 125
to 1 ratio which the government asserts is the proper debt-equity ratio
($759,878.33 to $5,000). This would effectively demolish the Tax Court finding
of thin capitalization.

The Commissioner answers these contentions with the familiar tax law precept:
substance and not form determines proper tax treatment for a transaction, urging
that the substance of this transaction is that a corporation was sold for a price more
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than $600,000 in excess of its net worth, with payment promised by a new
corporation without significant capital or other assets, whose only solidarity was
the guarantee of the individual taxpayer, Mr. Jemison. The Commissioner
continues that the guarantee was in reality a contribution of capital and that in
substance the payments on the notes were dividends on the Jemison capital
investment taxable to them as income.

More specifically the Commissioner places primary emphasis on the Tax Court’s
findings that the assets of the new corporation vis a vis its debts were insufficient
to give New Plantation viable independence as a corporation. The Tax Court
found that the corporate assets of New Plantation were “wholly inadequate to
sustain a debt of $609,878.33.” ... The Commissioner discounts the fact that New
Plantation was in actuality able to pay its obligations without resort to its
guarantors, pointing out that we must view the transaction on the basis of the
economic realities as they existed at New Plantation’s inception, and not in the
light of later developments. As matters stood September 28, 1962, asserts the
Commissioner, the deal had not set up a bona fide corporation reasonably to be
expected to manage to go it alone, and later developments do not alter the nature
of the transaction for tax purposes.

Making further use of the debt vs. equity criteria established by Montclair and
later cases, the Commissioner notes particularly that the sellers took the unusual
step of agreeing to subordinate all but $100,000 of the purchase money notes. The
Commissioner asserts that this action was taken because the sellers looked first
and foremost to the guarantee of Mr. Jemison, an obligation which was primary
in nature.

The Commissioner also claims that no third party arm’s-length creditors, because
of New Plantation’s paper thin capitalization, would have loaned the amount of
money by which the corporation became indebted. Establishment of any
indebtedness, argues the respondent, would have required Mr. Jemison’s
guarantee, and therefore for tax purposes the indebtedness should be regarded as
that of the Jemisons.

Resolving these two conflicting views of this amorphous transaction is no easy
task, but we are not persuaded that the taxpayers have successfully demonstrated
the incorrectness of the position taken by the Tax Court. Certainly we recognize
that this transaction was initially cast to have all of the outward appearances of a
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debt transaction, complete with instruments styled “debentures” which had fixed
maturity dates. But these surface considerations do not end our examination.
Closer scrutiny establishes that the other factors which would give the transaction
the aura of debt are noticeable by their absence.

Of critical importance in determining whether financial input is debt or equity is
whether or not the money is expended for capital assets. In the instant case the
substantial portion of the $609,878.33 was directed to the purchase of capital
assets and to finance initial operations. In contrast, only $5,000.00 was set up as
equity to finance launching of the corporate venture.

Other equity factors exist. While the sellers were ostensibly to look to the
corporation for payment of the debt, it is apparent from the meager capital position
of the company that Mr. Jemison’s guarantee was regarded as the real
undergirding for the deal. Our conclusion is reinforced by noting that the sellers
apparently considered financially acceptable the agreement to subordinate the
great majority of the 52% debentures to almost all other corporate indebtedness
so long as the debentures were guaranteed by Mr. Jemison. Mr. Jemison’s
guarantee was, of course, an obligation primary in nature.

Further, while Mrs. Jemison was the stockholder of record, and Mr. Jemison on
the surface was only a guarantor, surrounding circumstances clearly demonstrate
that Mr. Jemison completely controlled the shares held by Mrs. Jemison. ...
Regarding Mr. Jemison as the “constructive” owner of the stock, we have an
identity of interest between the stockholder and the guarantor — a factor which
points strongly toward equity treatment.

The record cannot support a determination by us that the Tax Court’s finding that
New Plantation was thinly capitalized is “clearly erroneous.” [citation omitted].
The balance sheet of the corporation showed that its quick assets (cash and
accounts receivables) of $317,000 could not cover its current liabilities of
approximately $490,000. This ratio is one of the acid test indicators used by
businessmen to determine the health of a business. After the dissolution of Old
Plantation the new corporation had tangible assets, at fair market value, of
approximately $1,064,000 securing debts of approximately $1,078,000. We
regard this as thin capitalization, as did the Tax Court.
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The guarantee enabled Mr. Jemison to put a minimum amount of cash into New
Plantation immediately, and to avoid any further cash investment in the
corporation unless and until it should fall on hard times. At the same time he
exercised total control over its management. Adding together the personal
guarantee of Mr. Jemison to the guarantee of Jemison Investment Company,
which was wholly owned by him and Mr. Jemison’s control of New Plantation,
we think that the result is that Mr. Jemison’s guarantee simply amounted to a
covert way of putting his money “at the risk of the business.” Stated differently,
the guarantee enabled Mr. Jemison to create borrowing power for the corporation
which normally would have existed only through the presence of more adequate
capitalization of New Plantation.

We do not regard as significant the fact that ultimately things progressed smoothly
for New Plantation and that its debts were paid without additional financing. The
question is not whether, looking back in time, the transaction was ultimately
successful or not, but rather whether at its inception there was a reasonable
expectation that the business would succeed on its own. The transaction must be
judged on the conditions that existed when the deal was consummated, and not
on conditions as they developed with the passage of time. [citations omitted].
When New Plantation was incorporated its prospects of business success were
questionable indeed without the Jemison guarantees.

We hold also that the Tax Court was correct in refusing to give value to the
intangible financial skills of Mr. Jemison for purposes of computing the
corporation’s debt-equity ratio. ... In our view courts should be wary in giving
weight to such intangible assets as those attributed to Mr. Jemison. Certainly
business acumen or financial wizardry of stockholders or corporate management
could not properly be valued and placed on the corporate balance sheet under
generally accepted principles of accounting, although they might afford window
dressing in a footnote. ... [W]e conclude that intangible assets such as those
claimed for Mr. Jemison have no place in assessing debt-equity ratio unless it can
be shown by convincing evidence that the intangible asset has a direct and primary
relationship to the well-being of the corporation. Additionally it seems clear to us
that the assets sought to be valued must be something more than management
skills and normal business contacts. These are expected of management in the
direction of any corporation.
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We decide only this case. We do not assert that intangible assets are never a proper
consideration in assessing debt-equity ratio. Nevertheless we agree with the Tax
Court that courts should proceed cautiously in giving value to such intangible
assets in the absence of special circumstances demonstrating a primary
relationship to the corporation. That standard is not met by evidence that Mr.
Jemison was a talented business man with useful contacts among department
stores.

Our holding does not require that we find the notes held by Bradford and
Company to be equity interests. While the Bradford and Company notes were
subordinated, subordination is far from the sole criterion for determining whether
an interest is debt or equity. It is not controlling. Aside from this single factor this
record is productive of nothing to indicate that this was not a bona fide loan made
by Bradford with the primary motive of inducing New Plantation to employ young
Bradford. We agree with the Tax Court that this was a legitimate loan.

V. SHOULD THE EQUITY CONTRIBUTION BE DEEMED TO HAVE BEEN
MADE BY JEMISON INVESTMENT COMPANY RATHER THAN BY MR.
JEMISON?

The Tax Court found that the equity contribution was to be attributed to Mr.
Jemison and not to Jemison Investment Company. Although acknowledging that
Jemison Investment Company received a fee of $15,000.00 for its guarantee on
the notes, the Tax Court reasoned that inasmuch as Mr. Jemison controlled both
Jemison Investment and New Plantation, the fee for the guarantee was either a
matter of internal accounting or for cosmetic effect, and not an indication that the
sellers of Old Plantation realistically looked to Jemison Investment Company for
any security. It is uncontested that practically all of Mr. Jemison’s assets consisted
of stock in Jemison Investment Company. It owned the house he lived in and the
automobile he drove, but he owned it in its entirety. Furthermore, the Tax Court
found that the sellers of Old Plantation only investigated the credit of Mr.
Jemison, and that the Messrs. Jernigans as sellers looked at all times to Mr.
Jemison’s guarantee as the real insurance for the notes.

... [TThrough all of the haze of corporate red tape, the real financial keystone
supporting the entire deal, the person to whom the sellers ultimately looked for
their protection in the event of the failure of New Plantation was Mr. John S.
Jemison, Jr.
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VI. CONCLUSION

Error is not demonstrated on this record. None of the Tax Court’s Findings and
Conclusions based upon stipulated facts are shown to be “clearly erroneous.” The
decision of the Tax Court as to all matters raised by this appeal is

Affirmed.

Questions and comments:

1. What would have been Mr. Jemison’s reason for having Mrs. Jemison own
stock of New Plantations rather than himself? A dividend is a distribution by a
corporation made “with respect to its stock.” § 301(a). How can a corporation
make a distribution “with respect to its stock” to someone who is not a
shareholder? The distribution would be a payment with respect to what?
Remember, Mr. Jemison was an experienced and successful investment banker.

2. What is a “debenture?” What does it mean for a debt to be subordinate to
another?

3. Rather than sell shareholders’ stock and the Jernigans buy back certain assets,
why couldn’t the owners of Old Plantation simply have sold the other assets to
New Plantation? What do you think the tax consequences of a sale of assets would
be relative to a sale of stock?

4. What opportunities arise in the context of buying/selling a corporation to
manipulate debt/equity rules?

5. Taxpayers argued (unsuccessfully) that money was not put at the risk of the
success of the business. If taxpayers had persuaded the Tax Court that money was
not put at the risk of the success of the business, how would it have helped
taxpayers? Keep in mind that they wanted a deduction for payment of interest.

6. Evidently Old Plantation was very good at manufacturing wrought iron
furniture — at least it was good enough for the parties to make plans on the
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assumption that the wrought iron furniture business would generate sufficient

revenue to service all the loans involved.
* Assuming New Plantation paid off the $800,000 of debt obligations, how
would the income that went towards payment of interest be taxed?
* How, i.e., to whom, will that income be taxed after the Fifth Circuit’s
decision?

7. The “common law” of debt-equity cases always seems to involve a

consideration of “factors.” The Fifth Circuit offered eleven factors. The court in

Fin Hay Realty Co. v. United States, 398 F.2d 694, 696 (3d Cir. 1968) offered 16

factors, viz.:
(1) the intent of the parties; (2) the identity between creditors and
shareholders; (3) the extent of participation in management by the holder
of the instrument; (4) the ability of the corporation to obtain funds from
outside sources; (5) the “thinness” of the capital structure in relation to
debt; (6) the risk involved; (7) the formal indicia of the arrangement; (8)
the relative position of the obligees as to other creditors regarding the
payment of interest and principal; (9) the voting power of the holder of
the instrument; (10) the provision of a fixed rate of interest; (11) a
contingency on the obligation to repay; (12) the source of the interest
payments; (13) the presence or absence of a fixed maturity date; (14) a
provision for redemption by the corporation; (15) a provision for
redemption at the option of the holder; and (16) the timing of the advance
with reference to the organization of the corporation.

Is this list better than the one announced in Montclair, Inc.? Such factors are
evidentiary in nature, and as the court in Plantation Patterns said, there is no
universally applicable test to resolve such issues. Why do you think this is so?

8. Why do you think that Congress (or the Secretary of the Treasury) can’t simply
announce a black letter debt to equity ratio and apply it to all cases?

9. Preview: why would it matter that the guarantee was extended personally by
Mr. Jemison and not by the Jemison Investment Company? Quickly scan § 243.
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Note on § 385

A congressional effort to deal with the debt-equity problem is § 385, which was
enacted in 1969. Read it.

First, note that Congress seems willing to pass the buck to the Secretary of the
Treasury to handle the matter through rulemaking. § 385(a). The parenthetical
indicates that Congress is willing to have the Treasury treat corporate financing
as partly equity and partly debt, i.e., not all one or all the other. Second, Congress
required the Secretary to name factors to consider in resolving debt-equity
questions; Congress offered a nonexclusive list of five factors to get the ball
rolling. § 385(b). Third, the issuer of an interest in a corporation and all holders
of the interest are bound by their choice of characterization, whether debt or equity
— but the IRS is not so bound. § 385(c)(1). The holder of an interest may — subject
to regulations — announce on its tax return that it is taking a position contrary to
the choice that the issuer has made. § 385(c)(2).

* [How would this affect Mr. Jemison’s alternative contention that the

Bradford money was for an equity investment rather than a loan?]

In 1980, Treasury proposed regulations. The regulations contained some objective
standards, but also contained some subjective standards with safe harbors.
Commentators criticized the proposed regulations for, among other things, not
taking the approach of prescribing factors to consider — as the statute seems to
require. Debt-equity issues also arise in the international arena, and the proposed
regulations did not address such transactions.'? In 1983, the IRS withdrew the
proposed regulations. See generally Marie Sapirie, Regulation Redux: The Debt-
Equity Regs in 1980 and Today, TAX NOTES FED. 449 (July 25, 2016).

12 Before December 2017, the United States had one of the highest corporate income tax rates in the
world, and the corporate income tax applies to the worldwide income of U.S. corporations. A U.S.
corporation may form a wholly-owned foreign subsidiary (or be the wholly-owned subsidiary of a
foreign firm). The U.S. corporation may borrow from the foreign corporation to finance its operations
in many places. The interest that the U.S. firm pays reduces that income of the affiliated group that
would otherwise be subject to the highest corporate income tax. This arrangement is one form of
“income-stripping.”
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Why do you think that it is so difficult to draft regulations that will “work?” Can
you identify elements that are always (or never) present when someone loans
money to another? If so, it should be a simple matter to codify, at a minimum,
these elements as conclusively indicative of debt rather than equity.

In April 2016, Treasury proposed new § 385 regulations. 81 Fed. Reg. 20912
(2016). In October 2016, Treasury promulgated final regulations. 81 Fed. Reg.
72,858-01. The rules had much to say about debt between members of an
“expanded group,” a chain of corporations linked by at least 80% ownership of
stock. Those regulations were removed because their net benefits were
substantially ameliorated by the TCJA. 84 Fed. Reg. 59,297, 59,299-300. In the
context of the issues raised in cases involving closely-held corporations, Reg.
§ 1.385-1(b) provides:

(b) General rule. Except as otherwise provided in the Internal Revenue
Code and the regulations thereunder, including the § 385 regulations,
whether an interest in a corporation is treated for purposes of the Internal
Revenue Code as stock or indebtedness (or as in part stock and in part
indebtedness) is determined based on common law, including the factors
prescribed under such common law.

Is it possible that by requiring Treasury to set forth factors to consider, § 385(b),
Congress created an undue constraint on Treasury?

The CARES Act, § 2306, | Noteon §163(j)
increased the amount of
deductible business interest for | For corporations and partnerships with
2019 and 2020 to 50% of | average annual gross receipts exceeding
taxpayer's “adjusted taxable | $25,000,000 (§ 448(c)(1)), the Tax Cuts and
income.” A taxpayer may also | Jobs Act limits the amount of business
elect to use its” 2019 “adjustgd interest that a taxpayer may deduct.'® The
Lae)f;?rl:ing’:if)?wme to make this | it is the sum of taxpayer’s business

' interest income, 30% of taxpayer’s adjusted

3" The interest deduction limits do not apply to taxpayers who —
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taxable income,'* and taxpayer’s floor plan financing interest. § 163(j)(1). Any
interest not allowed as a deduction because of this limit may be carried forward
to the succeeding year. § 163(j)(2). “Business interest” does not include
investment interest. § 163(j)(5). “Business interest income” is interest includible
in taxpayer’s gross income and properly allocable to a trade or business.
§ 163(j)(6). “Floor plan financing interest” is interest paid to finance the
acquisition of motor vehicles held for sale or lease and secured by such inventory.

§ 163(3)(9).

These rules apply to all tax-paying entities — not merely corporations. The
computation of the limit is much more straight-forward than under the older rules.
For a review of the rules of § 163(j) as well as the changes that the TCJA made to
the interest rules, see Kyle Pomerleau, The Treatment of Business Interest
Expense in the TCJA, 171 TAX NOTES FED. 911 (May 10, 2021).

III. Getting Money Out of the Corporation Through Deductible
Payments

A corporation may earn substantial sums. This does not help shareholders who
may wish to obtain some of that money without incurring an income tax burden.
In a closely held corporation, the same people often wear different hats. This point
may enable shareholders to obtain some or all of a corporation’s earnings without
paying income tax on dividend income. The corporation may make payments to
a shareholder who happens to be an employee. A shareholder may be the lessor
or seller of property to a corporation. The corporation will make payments to the

eengage in a trade or business as an employee, § 163(j)(7)(A);

eperform services and materially participate in a real property trade or business that
irrevocably elects to account for cost recovery using the alternative depreciation system,
§5 163)(7) () i), 163G)(7)(B), 469(c)(7) (B), 163()(10), 168(2)(1)(D);

eperform services in a farming business or cooperative that irrevocably elects to account for
cost recovery using the alternative depreciation system, §§ 163()(7)(A)(iii), 163()(7)(C),
1633)(10)(B), 263A(e)(4), 199A(2)(2), 168(2)(1)(G); or

*a public utility subject to rate regulation, § 163(j)(7)(A)(iv).

S i.e., taxable income computed without regard to non-business interest income, NOL, a § 199A

deduction, § 163()(8)(A), as well as other adjustments the Secretary of Treasury may prescribe,
§ 163()(8)(B). Beginning January 1, 2022, “taxable income” will be reduced for depreciation,
amortization, or depletion. This will of course reduce the allowable interest deduction.
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lessor or seller. The tax consequences of money moving into or out of the
corporation through these various transactions are likely to be quite different —
and less burdensome — than those that follow from the corporation sharing its
after-tax profits with shareholders through dividends. In all cases, the bona fides
of the underlying transaction is the issue on which the case will turn.

A. Employment

Whether a “salary” is in fact a dividend is a question that arises often in the context
of the corporation claiming a deduction for payment of a “reasonable” salary
under § 162(a)(1).

Menard, Inc. v. Commissioner, 560 F.3d 620 (CA7 2009)

POSNER, Circuit Judge.

The Internal Revenue Code allows a business to deduct from its taxable income a
“reasonable allowance for salaries or other compensation for personal services
actually rendered,” 26 U.S.C. § 162(a)(1), or, as Reg. § 1.162-7(a) adds, for
“payments purely for services.” Occasionally the Internal Revenue Service
challenges the deduction of a corporate salary on the ground that it’s really a
dividend. A dividend, like salary, is taxable to the recipient, but unlike salary is
not deductible from the corporation’s taxable income. So by treating a dividend as
salary, a corporation can reduce its income tax liability without increasing the
income tax of the recipient. At least that was true in 1998, the tax year at issue in
this case. As aresult of a change in law in 2003, dividends are now taxed at a lower
maximum rate than salaries — 15%, versus 35% for salary. 26 U.S.C. § 1(h)(11).
This makes the tradeoff more complex; although the corporation avoids tax by
treating the dividend as a salary, which is deductible, the employee pays a higher
tax.

But depending on its tax bracket, the corporation may still save more in tax than
the employee pays, and in that event, if the employee owns stock in the
corporation, he may, depending on how much of the stock he owns, prefer
dividends to be treated as salary. Menards’ tax bracket in 1998 was, ... 35%. Had
the new law been in effect then, the corporation, if unable to deduct the $17.5
million bonus, would have paid $6.1 million in additional income tax, while Mr.
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Menard, had he received the bonus as a dividend and thus paid 15% rather than
35% of it in tax, would have saved only $3.5 million.

Even before the change in the Internal Revenue Code, treating a dividend as salary
was less likely to be attempted in a publicly held corporation, because if the CEO
or other officers or employees receive dividends called salary beyond what they
are entitled to by virtue of owning stock in the corporation, the other shareholders
suffer. But in a closely held corporation, the owners might decide to take their
dividends in the form of salary in order to beat the corporate income tax, and there
would be no one to complain — except the Internal Revenue Service.

The usual case for forbidding the reclassification (for tax purposes) of dividends
as salary is thus that “of a corporation having few shareholders, practically all of
whom draw salaries,” Reg. § 1,162-7(b)(1), especially if the corporation does not
pay dividends (as such) and some of the shareholders do no work for the
corporation but merely cash a “salary” check. A difficult case — which is this case
— is thus that of a corporation that pays a high salary to its CEO who works full
time but is also the controlling shareholder. The Treasury regulation defines a
“reasonable” salary as the amount that “would ordinarily be paid for like services
by like enterprises under like circumstances,” § 1.162-7(b)(3), but that is not an
operational standard. No two enterprises are alike and no two chief executive
officers are alike, and anyway the comparison should be between the total
compensation package of the CEOs being compared, and that requires
consideration of deferred compensation, including severance packages, the
amount of risk in the executives’ compensation, and perks.

Courts have attempted to operationalize the Treasury’s standard by considering
multiple factors that relate to optimal compensation. E.g,Haffner’s Service
Stations, Inc. v. Commissioner, 326 F.3d 1, 3-4 (1st Cir. 2003); Eberl’s Claim
Service, Inc. v. Commissioner, 249 F3d 994, 999 (10th Cir.
2001); LabelGraphics, Inc. v. Commissioner, 221 F.3d 1091, 1095 (9th Cir.
2000); Alpha Medical, Inc. v. Commissioner, 172 F.3d 942, 946 (6th Cir.
1999); Rutter v.  Commissioner, 853 F.2d 1267, 1271 (5th  Cir.
1988). (Alpha and Rutter each list nine factors.) We reviewed a number of these
attempts in Exacto Spring Corp. v. Commissioner, 196 F.3d 833 (7th Cir. 1999),
and concluded that they were too vague, and too difficult to operationalize, to be
of much utility. Multifactor tests with no weight assigned to any factor are bad
enough from the standpoint of providing an objective basis for a judicial
decision, Farmer v. Haas, 990 F.2d 319, 321 (7th Cir. 1993); Prussner v. United
States, 896 F.2d 218, 224 (7th Cir. 1990) (en banc); Palmer v. Chicago, 806 F.2d
1316, 1318 (7th Cir. 1986); United States v. Borer, 412 F.3d 987, 992 (8th Cir.
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2005); multifactor tests when none of the factors is concrete are worse, and that is
the character of most of the multifactor tests of excessive compensation. They
include such semantic vapors as “the type and extent of the services rendered,”
“the scarcity of qualified employees,” “the qualifications ... of the employee,” his
“contributions to the business venture,” and “the peculiar characteristics of the
employer’s business.”

All businesses are different, all CEOs are different, and all compensation packages
for CEOs are different. In Exacto, in an effort to bring a modicum of objectivity to
the determination of whether a corporate owner/employee’s compensation is
“reasonable,” we created the presumption that “when ... the investors in his
company are obtaining a far higher return than they had any reason to expect, [the
owner/employee’s] salary is presumptively reasonable.” But we added that the
presumption could be rebutted by evidence that the company’s success was the
result of extraneous factors, such as an unexpected discovery of oil under the
company’s land, or that the company intended to pay the owner/employee a
disguised dividend rather than salary. 196 F.3d at 839. The strongest ground for
rebuttal, which brings us back to the basic purpose of disallowing “unreasonable”
compensation, is that the employee does no work for the corporation; he
is merely a shareholder. See id.; cf. General Roofing & Insulation Co. v.
Commissioner, T.C. Memo 1981-667, 15-17 (1981). Other types of evidence that
might rebut the Exacto presumption include evidence of a conflict of interest,
though we’ll see that such evidence is not always decisive. Also relevant is the
relation between the executive’s compensation that is challenged and the
compensation of other executives in the company; for useful discussions
see Rapco, Inc. v. Commissioner, 85 F.3d 950, 954-55 (2d Cir. 1996), and Elliotts,
Inc. v. Commissioner,716 F.2d 1241 (9th Cir. 1983).

Comparison with the compensation of executives of other companies can be
helpful if — but it is a big if — the comparison takes into account the details of the
compensation package of each of the compared executives, and not just the
bottom-line salary. This qualification will turn out to be critical in this case. For
the Tax Court acknowledged that the presumption of reasonableness had been
established but thought it rebutted by evidence that corporations in the same
business as Menards paid their CEOs substantially less than Menards paid its CEO.

Menard, Inc. is a Wisconsin firm that under the name “Menards” sells hardware,
building supplies, and related products through retail stores scattered throughout
the Midwest. It had 138 stores in 1998 and was the third largest retail home
improvement chain in the United States; only Home Depot and Lowe’s were
larger. It was founded by John Menard in 1962, and, at least through 1998, the tax
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year at issue in this case, he was the company’s chief executive. (All the evidence
in the record concerns his activities in that year.) Uncontradicted evidence depicts
him as working 12 to 16 hours a day 6 or 7 days a week, taking only 7 days of
vacation a year, working even while spending “personal time” with his family,
involving himself in every detail of his firm’s operations, and fixing everyone’s
compensation. Under his management Menards’ revenues grew from $788 million
in 1991 to $3.4 billion in 1998 and the company’s taxable income from $59 million
to $315 million. The company’s rate of return on shareholders’ equity that year
was, according to the Internal Revenue Service’s expert, 18.8% -- higher than that
of either Home Depot or Lowe’s.

Menard owns all the voting shares in the company and 56% of the nonvoting
shares, the rest being owned by members of his family, two of whom have senior
positions in the company. Like the other executives of Menards, he is paid a
modest base salary but participates along with them in a profit-sharing plan. In
1998, his salary was $157,500 and he received a profit-sharing bonus of
$3,017,100, and the Tax Court did not suggest that there was anything amiss with
these amounts. But the bulk of his compensation was in the form of a “5% bonus”
that yielded him $17,467,800, as a result of which his total compensation for the
year exceeded $20 million.

The 5% bonus program (5% of the company’s net income before income taxes)
was adopted in 1973 by the company’s board of directors at the suggestion of the
company’s accounting firm, though there is no indication that the firm suggested
a number rather than just advising the board that Mr. Menard should have his own
bonus plan because of his commanding role in the management of the company.
The board at the time included a shareholder who was not a member of Menard’s
family and he voted for the plan, which was still in force in 1998 and so far as we
know had not been reexamined in the interim. That shareholder departed and the
board in 1998 consisted of Menard, a younger brother of his who works for the
company, and the company’s treasurer.

There is no suggestion that any of the shareholders were disappointed that the
company obtained a rate of return of “only” 18.8% or that the company’s success
in that year or any year has been due to windfall factors, such as the discovery of
oil under the company’s headquarters. But besides thinking Menard’s
compensation excessive, the Tax Court thought it was intended as a dividend. It
thought this because Menard’s entitlement to his 5% bonus was conditioned on his
agreeing to reimburse the corporation should the deduction of the bonus from the
corporation’s taxable income be disallowed by the Internal Revenue Service or its
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Wisconsin counterpart and because 5% of corporate earnings year in and year out
“looked” more like a dividend than like salary.

These are flimsy grounds. Given the fondness of the IRS and the Tax Court for a
“totality of the circumstances” approach to determining excessive compensation,
it was prudent (and incidentally not in Menard’s personal financial interest) for the
company to require him to reimburse it should the IRS successfully challenge the
deduction. Nor does 5% of net corporate income look at all like a dividend.
Dividends generally are specified dollar amounts — so many dollars per share —
rather than a percentage of earnings. E.g., William L. Megginson, Scott B. Smart
& Brian M. Lucey, Introduction to Corporate Finance 436-37 (2008); Harold
Bierman, Jr. & Seymour Smidt, Financial Management for Decision Making 489
(2003); Angela Schneeman, The Law of Corporations and Other Business
Organizations 320-21 (3d ed.2002); Erich A. Helfert, Financial Analysis Tools
and Techniques: A Guide for Managers 122 (2001); Jae K. Shim & Joel G.
Siegel, Financial Management 285 (2000). When earnings fall, dividends may be
cut, but they are cut from one fixed amount to another rather than made to vary
continuously, as a percentage of earnings would do.

Paying a fixed (though occasionally altered) dividend provides the shareholder
with a more predictable cash flow than if the dividend varied directly with
corporate earnings, which fluctuate from year to year. It thus reduces the risk
(variance) associated with ownership of common stock. Moreover, the reason for
varying a manager’s compensation with the company’s profits is to increase his
incentive to work intelligently and hard in order to increase those profits, and that
reason has no application to a passive owner. Although tying compensation to the
market value of the company’s stock is criticized by some economists because of
the many factors besides managerial effort and ability that influence the price of a
publicly traded stock, stock in Menards is not publicly traded; probably it is not
traded at all.

The most insignificant factor that the Tax Court thought indicative of a
“concealed” dividend was that Menard’s 5% bonus is paid at the end of each year.
Well, it would have to be paid either at the end of the year, when the earnings for
the year are known, or in installments throughout the year. Bonuses are usually
paid in a lump, once a year, often at Christmas, but that would not be a feasible
course for Menards to follow unless it closed for the following week, because its
net income for the year wouldn’t be determinable until the close of the last day of
the year on which the store was open. Bonuses are more likely to be paid in single
payments at or near the end of the year than dividends are; dividends usually are
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paid quarterly. William A. Rini, Fundamentals of the Securities Industry 13
(2003).

The court thought it suspicious that the board of directors that approved the 5%
bonus in 1998 was controlled by Menard. But it could not be otherwise, since he
is the only shareholder who is entitled to vote for members of the board of
directors, as he owns all the voting shares in the company. The logic of the Tax
Court’s position is that a one-man corporation cannot pay its CEO (if he is that one
man) any salary! The Tax Court has flirted with that strange logic, as we shall see.

A slightly better candidate for suspicion is that the board of directors had not
sought outside advice on what appropriate compensation for Menard would be.
But the only point of doing that would have been to provide some window dressing
in the event of a challenge by the IRS. Menard doubtless has a strong opinion of
what he is worth to his company and would not pay a compensation consultant to
disagree.

It might seem that since Menards paid no formal dividend at all, some of Mr.
Menard’s compensation (and perhaps that of other executives as well) must be a
dividend. But that is incorrect, as noted in the Elliotts case that we cited
earlier. 716 F.2d at 1244. Many corporations do not pay dividends but instead
retain all their earnings in order to have more capital. One reason that publicly held
corporations — that is, corporations in which ownership is diffuse, which may
enable managers to pursue personal goals at the expense of shareholder welfare —
usually do pay dividends is that it helps to discipline management by making it
more likely to have to go outside the company for money for new ventures, thus
forcing it to convince the capital markets that the ventures are likely to succeed.
That reason for paying dividends has no application to a corporation like Menards
in which there is an almost complete fusion of management and ownership.

The main focus of the Tax Court’s decision was not on the issue of “concealed
dividend” (that is, whether the company was acting in good faith in paying $17.5
million as a bonus rather than as a dividend); it was on whether Menard’s
compensation exceeded that of comparable CEOs in 1998 — that is, whether it was
objectively excessive, and hence (in part) functionally if not intentionally a
dividend rather than a bonus.

The CEO of Home Depot was paid that year only $2.8 million, though it is a much
larger company than Menards; and the CEO of Lowe’s, also a larger company,
was paid $6.1 million. But salary is just the beginning of a meaningful comparison,
because it is only one element of a compensation package. Of particular
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importance to this case is the amount of risk in the compensation structure. Risk
in corporate compensation is significant in two respects. First, most people are risk
averse, and the scholarly literature on corporate compensation suggests that risk
aversion is actually an obstacle to efficient corporate management because
managers tend to be more risk averse than shareholders. Shareholders can diversify
the risk of a particular company by owning a diversified portfolio, but a manager
tends to have most of his financial, reputational, and “specific human” capital tied
up in his job. Robert Yalden et al., Business Organizations: Principles, Policies
and Practice 698-99 (2008); Lucian Bebchuk & Jesse Fried, Pay Without
Performance: The Unfulfilled Promise of Executive Compensation 19 (2006);
Lance A. Berger & Dorothy R. Berger, The Compensation Handbook: A State—of—
the—Art Guide to Compensation Strategy and Design 386-87 (4th ed. 2000); Frank
H. Easterbrook & Daniel R. Fischel, The Economic Structure of Corporate Law
99-100 (1991). (By “specific human capital” economists mean the earnings that a
worker obtains by virtue of skills, training, or experience specialized to the specific
firm that he is working for.) So the riskier the compensation structure, other things
being equal, the higher the executive’s salary must be to compensate him for
bearing the additional risk.

That is not a critical consideration in this case because, as we said, management
and ownership in Menards are not divorced. But a second significance of risk in a
compensation structure is fully applicable to this case. A risky compensation
structure implies that the executive’s salary is likely to vary substantially from year
to year — high when the company has a good year, low when it has a bad one. Mr.
Menard’s average annual income may thus have been considerably less than $20
million — a possibility the Tax Court ignored. Had the corporation lost money in
1998, Menard’s total compensation would have been only $157,500 — less than the
salary of a federal judge—even if the loss had not been his fault. The 5% bonus
plan was in effect for a quarter of a century before the IRS pounced; was it just
waiting for Menard to have such a great year that the IRS would have a great-
looking case?

Nor did the Tax Court consider the severance packages, retirement plans, or perks
of the CEOs with whom it compared Menard (although it did take account of their
stock options), even though such extras can make an enormous difference to an
executive’s compensation. E.g., Lucian Arye Bebchuk & Jesse M. Fried, “Stealth
Compensation via Retirement Benefits,” 1 Berkeley Bus. L.J.291 (2004); Phred
Dvorak, “Companies Cut Holes in CEOs’ Golden Parachutes — New Disclosure
Rules Prompt More Criticism of Guaranteed Payouts,” Wall St. J., Sept. 15, 2008,
p. B4. Just two years after Menard received his questioned $20 million, Robert
Nardelli became CEO of Home Depot. In his slightly more than six years in that
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post he was paid $124 million in salary, exclusive of stock options; and when fired
in 2007 (he was unpopular, and during his tenure the market capitalization of
Home Depot increased negligibly — only to jump when his firing was announced),
he received a much-criticized severance payment of $210 million (including the
value of his stock options). He went on to become the CEO of Chrysler, where he
is being paid $1 a year, thought by some observers to be generous. We wonder
whether the IRS plans to challenge Menard’s compensation for the years 2001 to
2006, using Nardelli’s compensation package as a basis for comparison.

The Tax Court ruled that any compensation paid Menard in 1998 in excess of $7.1
million was excessive. The $7.1 million figure was arrived at by the following
steps: (1) Divide Home Depot’s return on investment (16.1%) by the compensation
of Home Depot’s CEO ($2,841,307). (2) Divide Menards’ return on investment
(18.8%) by the result of step (1). (3) Multiply the result of step (2) ($3,317,799)
by 2.13, that being the ratio of the compensation of Lowe’s” CEO to that of Home
Depot’s CEO. In words, the court allowed Menard to treat as salary slightly more
than twice the salary he supposedly would have had if he had been Home Depot’s
CEO and if Home Depot had had as high a return on investment as Menards did.
The judge’s assumption was that rate of return drives CEO compensation except
for random factors assumed to have the same effect on Menard’s compensation as
it did on that of Lowe’s’ CEO; for Lowe’s paid its CEO more than twice as much
as Home Depot paid its CEO even though Lowe’s was a smaller company and its
rate of return was lower.

This was an arbitrary as well as dizzying adjustment. It disregarded differences in
the full compensation packages of the three executives being compared,
differences in whatever challenges faced the companies in 1998, and differences
in the responsibilities and performance of the three CEOs.

We have discussed risk; with regard to responsibilities there is incomplete
information about the compensation paid other senior management of Menards
besides Mr. Menard himself, and no information about the compensation paid the
senior managements of Home Depot or Lowe’s other than those companies’
CEOs. The relevance of such information is that it might show that Menard was
doing work that in other companies is delegated to staff, or conversely that staff
was doing all the work and Menard was, in substance though not in form, clipping
coupons. The former inference is far more likely, given the undisputed evidence
of Menard’s workaholic, micromanaging ways and the fact that Menards’ board
of directors is a tiny dependency of Mr. Menard. He does the work that in publicly
held companies like Home Depot or Lowe’s is done by boards that have more than
two directors besides the CEO. Of course they are larger companies — Home
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Depot’s revenues were seven times as great as Menards’ in 1998 — so we would
expect them to have more staff. But we are given no information on how much
more staff they had.

We know that besides Menard himself, Menards — already a $3.4 billion company
in 1998 — had only three corporate officers. The Tax Court thought it suspicious
that they were modestly compensated — their total compensation in 1998 was only
$350,000, and the highest-paid employee in the company after Menard himself —
the senior merchandise manager — received total compensation of only $468,000.
The Tax Court did not consider the possibility, which the evidence supports, that
Menard really does do it all himself.

The Tax Court’s opinion strangely remarks that because Mr. Menard owns the
company he has all the incentive he needs to work hard, without the spur of a
salary. In other words, reasonable compensation for Mr. Menard might be zero.
How generous of the Tax Court nevertheless to allow Menards to deduct $7.1
million from its 1998 income for salary for Menard!

The Fifth Circuit has commented sensibly on the Tax Court’s belief that owners
don’t need or deserve salaries: “the Tax Court questioned whether an incentive
bonus tied to company performance is needed for an employee who is also a
shareholder. Apparently, the argument is that such an employee already has
sufficient incentive to make the business successful because as a shareholder he
will receive the profits of the business anyway. This argument, however, misses
the economic realities of the corporate form as taxed under the internal revenue
code. For compensation purposes, the shareholder-employee should be treated like
all other employees. If an incentive bonus would be appropriate for a
nonshareholder-employee, there is no reason why a shareholder-employee should
not be allowed to participate in the same manner. In essence, the shareholder-
employee is treated as two distinct individuals for tax purposes: an independent
investor and an employee.” Owensby & Kritikos, Inc. v. Commissioner, 819 F.2d
1315, 1328 (5th Cir. 1987); see also Elliotts, Inc. v. Commissioner, supra, 716
F.2d at 1248.

The Tenth Circuit, it is true, remarked in Pepsi—Cola Bottling Co. v.
Commissioner, 528 F.2d 176, 182 (10th Cir. 1975), that “due to the identity
between the predominant shareholder and the employee in our case we cannot
accept the applicability of the ‘incentive compensation’ reasoning. Mrs. Joscelyn
did not have a lack of such incentive. As owner of 248 of 250 shares she would
profit from her hard work even without salary compensation. A bonus contract that
might be reasonable if executed with an executive who is not a controlling
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shareholder may be viewed as unreasonable if made with a controlling
shareholder, since incentive to the stockholder to call forth his best effort would
not be needed.” We do not agree, but we note that the court based its decision on
a comparison between Mrs. Joscelyn’s compensation and that of executives of
other companies, rather than holding that a controlling shareholder may never
receive a bonus. That would not make good sense. After all, bonuses do not only,
or even primarily, reward motivation; they reward performance.

We conclude that in ruling that Menard’s compensation was excessive in 1998, the
Tax Court committed clear error, and its decision is therefore

REVERSED.

Questions and comments:

1. What were the risks that Menard assumed as CEO of his hardware company?
How do those risks compare, qualitatively and quantitatively, with the risks borne
by the chief executive officers of Home Depot or Lowe’s? In what manner are
CEOs compensated for the risks they bear?

2. In the first three paragraphs of the opinion, the court lays out what is at stake:
characterizing a distribution as payment for service rather than a dividend results
in only one layer of income tax. Moreover, the stakes were higher when dividends
were taxed as ordinary income.

3. Many courts apply a list of factors to such cases that do not necessarily point to
one conclusion. Focusing on an independent investor at the least provides a “lens”
through which to view the factors. Alternatively, the test may do more by
providing a presumption of reasonableness or unreasonableness, thus casting the
burden of proof on the one who would upset the presumption. See Exacto Spring
Corp. v. Comm’r, 196 F.3d 833, 839 (7™ Cir. 1999). The Commissioner met this
burden in Mulcahy, Pauritsch, Salvador & Co. v. Commissioner, 680 F.3d 867,
872 (CA7 2012) (successful firm should have more than 0% return).
* In Clary Hood, Inc., T.C. Memo. 2022-15, 123 T.C.M. (CCH) 9 1072,
the Tax Court refused an invitation to apply the investor test because an
appeal from its decision would be to the United States Court of Appeals
for the Fourth Circuit, which had not adopted such a test. Perhaps as
relevant was the fact that taxpayer corporation “had no structured system
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in place for the setting of its nonshareholder employee compensation.”
Moreover, taxpayer corporation “had no agreement in place with Mr.

Hood regarding his compensation. Mr. Hood’s compensation ... was
instead set by him along with his wife in their roles as petitioner's board
of directors.”

* Does this suggest how directors of a closely-held corporation should
proceed (and not proceed) when determining the salary and bonuses of its
“guiding light” founder?

4. If a corporation has not paid dividends in the (recent) past, the court in
McCandless Tile Serv. v. United States, 422 F.2d 1336 (Ct. CI. 1970) assumed
that a payment of compensation was necessarily partly a dividend. As the court
noted, such an assumption (“automatic dividend”) was subject to criticism and
not widely adopted.

5. Do you think that a shareholder who performs multiple duties should be entitled
to multiple salaries? Is there any other information you might want to know if this
were your case to decide? Does performance of multiple duties increase the
number of hours available to perform them?

6. The “independent investor” approach itself raises some questions:
* Should the court derive a firm’s rate of return by dividing its net income
by its equity for a specific year? Or should it determine its rate of return
by determining its growth rate, compounded, for the years in which it did
not pay a dividend?
* How does a court determine the appropriate benchmark rate of return?
* How does a court measure a firm’s equity?

See generally Anne E. Moran, The Independent Investor Test for Reasonable
Compensation: Lens, Laser, or Labyrinth?, TAX PRACTICE MEMORANDUM (BNA)
(Dec. 28, 2016).

7. The calculations and tradeoffs of which Judge Posner wrote in the first
paragraphs of the opinion have changed. The TCJA reduced the income tax on
corporate income from a maximum of 35% to a flat 21%. The top individual rate
is now 37%. Section 199A provides a deduction of up 20% of “qualified business
income,” but not to C corporations, depending on the wages that the business pays
its employees and/or its investment in depreciable property.
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B. Sale of Property

Burr Oaks Corporation v. Commissioner, 365 F.2d 24 (7% Cir. 1966), cert.
denied, 385 U.S. 1007 (1967)

KNOCH, Circuit Judge

The petitioners, Burr Oaks Corporation, A. Aaron Elkind and Rosella Elkind,
Harold A. Watkins and Fannie G. Watkins, Maurice Ritz and Esther Leah Ritz,
instituted these proceedings in the Tax Court to contest deficiencies in income
taxes determined against them. ... The cases were consolidated. ... The Tax Court
held that the transfer of certain land by the petitioners A. Aaron Elkind, Harold
A. Watkins and Maurice Ritz (hereinafter called ‘the individual appellants’) to the
corporate appellant represented a contribution to capital and not a sale.
Accordingly, the Tax Court determined a deficiency against the corporate
appellant for fiscal years ended September 30, 1958, 1959 and 1960. The Tax
Court found deficiencies for one of the individual appellants, but also found an
overpayment by all three of the individual appellants for 1959. The individual
appellants have taken this appeal because of their concern as to adverse effect on
future taxable years.

The three individual appellants acquired a tract of undeveloped land in 1957 for
$100,000, which the appellants state to be less than the then market value.

After discarding plans to develop a regional shopping center or an industrial park,
the individual appellants decided to subdivide the land, improve it and sell lots.
The Burr Oaks Corporation was formed. The individual appellants transferred the
land to it, and, in return, each received a two-year 6% promissory note in the
principal amount of $110,000. The sum of $30,000 still due on the original
purchase was entered on the corporation’s books as ‘Mortgage Payable.” Another
account ‘Land Contract Payable’ in the amount of $330,000 represented the three
notes.

At the trial in the Tax Court, the appellants’ expert witness testified that the
property transferred to the corporation was worth at least $360,000. The Tax
Court, however, found more convincing the testimony of the Commissioner’s
expert witness who stated that the land had a fair market value of only $125,000.
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On the basis of all the evidence adduced, the Tax Court found a fair market value
of not more than $165,000 at the time of the transfer.

The wives and brothers of the three appellants transferred a total of $4,500 in cash
to the corporation and received common stock ... They are the only stockholders
of record. ...

However, all control of the corporation was relinquished to the three individual
appellants, who dominated its affairs, despite engagement of a manager and an
accounting firm.

The Tax Court decided that the three promissory notes did not represent a true
indebtedness. In 1959, these three notes, in the amount of $110,000 each, were
surrendered by payment of $23,000 in cash on each note, and a new one-year
promissory note dated November 1, 1959, in the amount of $87,000 at 6% was
given in exchange for each of these three notes. Later the same year, the
corporation paid $8000 to each of three noteholders and issued new promissory
notes in the amount of $79,000. On December 29, 1959, the corporation purported
to pay these notes, although at the close of business that day it had a bank balance
of only $5,398.88. Immediately after such purported payment, the three individual
appellant-noteholders each lent the corporation $79,000 in return for three new
one-year promissory notes dated December 31, 1959, in the amount of $79,000
each. The Tax Court construes this transaction as a mere extension of the maturity
date. Cf. Arthur L. Kniffen, 1962, 39 TC 553, 565-566. Additional payments were
made to each of the three individual appellants as follows:

8/31/60  $8,000
1/31/61 $15,000
12/31/61  $10,000

leaving a balance of $46,000 due each at the time of the trial. None of the earnings
of the corporation were distributed to any of the shareholders of record.

Although the appellants all treated the transfer of the land in November, 1957, as
a sale, the three individual appellants reported no gain until 1959 when the
corporation ‘paid’ the promissory notes issued at the transfer. In their returns for
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1959, the three reported long term capital gains of $85,729.06. The Commissioner
determined that this was ordinary income. The Commissioner increased the
corporation’s taxable income for 1958 through 1960 on the ground that the
corporation claimed too high a basis or cost for the land it sold during that period.

The Tax Court considered the ‘notes’ to be preferred stock because the three
holders occupied a preferred position compared to the common stockholders, the
6% interest constituting a prior charge on the earnings of the corporation.

The three individual appellants contend that they transferred the Burr Oaks
property, a capital asset held in excess of six months, to the corporation in return
for promissory notes, valid indebtednesses incurred by the corporation, resulting
in gain properly reportable in 1959 when the notes were paid in full. The Tax
Court noted that the three individual appellants were all cash basis taxpayers who
should have reported as income the fair market value of the notes received in
exchange for the property sold. Pinellas Ice & Cold Storage Co. v. Commissioner
of Internal Revenue, 1933, 287 U.S. 462, 468.

The corporation asserts that it bought the Burr Oaks property at a cost of $360,000
and that that should be its correct basis.

The Tax Court disregarded the form of the transaction and determined the
substance of it to be not a sale but an equity contribution. Substance, rather than
form, is the controlling factor in determining proper tax treatment. Sherwood
Memorial Gardens, Inc., 42 T.C. 211, 1964, on appeal Sherwood Memorial
Gardens, Inc. v. Commissioner of Internal Revenue, 7 Cir., 1965, 350 F.2d 225.

The Tax Court found the transfer lacking the essential characteristics of a sale,
but, on the contrary, possessed of the elements normally found in equity
contribution. See Emanuel N. Kolkey, 1956, 27 T.C. 37, affirmed, Kolkey v.
Commissioner of Internal Revenue, 7 Cir., 1958, 254 F.2d 51. In that case, certain
criteria were established:

Was the capital and credit structure of the new corporation realistic? What
was the business purpose, if any, of organizing the new corporation? Were
the noteholders the actual promoters and entrepreneurs of the new
adventure? Did the noteholders bear the principal risks of loss attendant
upon the adventure? Were payments of ‘principal and interest’ on the
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notes subordinated to dividends and to the claims of creditors? Did the
noteholders have substantial control over the business operations; and, if
so, was such control reserved to them, as an integral part of the plan under
which the notes were issued? Was the ‘price’ of the properties, for which
the notes were issued disproportionate to the fair market value of such
properties? Did the noteholders, when default of the notes occurred,
attempt to enforce the obligations?

In this case, the corporation was organized with a paid-in capital of only $4500,
but shortly thereafter reflected liability of $360,000 on its books. Although it was
anticipated that the City of Madison, Wisconsin, would pay the major costs of
improvement of the tract to be subdivided, the corporation would have to incur
development costs estimated at $100,000 or more. Within two months, the
corporation borrowed $15,000 from individual appellant Aaron Elkind and on
February 28, 1958, borrowed another $10,000 from him. Although the taxpayers
assert that a number of lots were ready for sale and that heavy capitalization was
therefore unnecessary, the sales were not so quickly made as to eliminate the need
to borrow. The land was the corporation’s only asset.

When the payment to the transferors is dependent on the success of an untried
undercapitalized business with uncertain prospects, a strong inference arises that
the transfer is an equity contribution.

The three individual appellants, though not shareholders, controlled the
corporation’s affairs. Harold Watkins was president. Aaron Elkind, his wife,
Maurice Ritz, his brother Philip, Harold Watkins and his wife were directors. The
manager had been employed by Aaron Elkind in varying capacities for about 15
years. His activity was supervised by Maurice Ritz’s accounting firm.

After hearing the testimony of the shareholders, Maurice Ritz’s brothers, Mrs.
Elkind and Mrs. Watkins, the Tax Court was convinced that they knew and
understood little of the corporation’s business and were subject to the control of
the three individual appellants. Two of the latter agreed that the corporation was
formed to allow them to receive a part of the development profits. The large ‘sales
price’ extended the time during which the three individual appellants participated
as ‘creditors’ and the amounts they could withdraw as principal if the corporation
were successful.
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The Tax Court found the payments to the three individual appellants ... should be
treated as dividends.

After close scrutiny of the entire record, we conclude that the decisions of the Tax
Court are correct and must be affirmed.

Affirmed.

Questions and comments:

1. In 1959, the top corporate tax bracket was 52%. The top individual bracket
was 91%. Keep that in mind when considering the following points and questions.

2. Why do you think that the parties’ valuations of the property were different by
a multiple of almost 3, i.e., $125,000 and $360,000? What were the taxpayers
trying to do?

3. The corporation did pay the three notes down from $110,000 to $46,000. Where
did that money come from? Where is it now? How many times was it taxed and
to whom?

4. The Tax Court found a deficiency for the corporation but an overpayment for the
individuals.

5. A contribution to capital, as we shall see in chapter 2, is not a taxable event under
§ 351 if persons who transfer property to a corporation are in control of the
corporation immediately after its formation. They have a basis in their stock equal
to the basis that they had in the property that they transferred. The corporation has
a basis in the property it receives equal to the basis that the property had when the
shareholders transferred it.

* How would the application of these rules have wreaked havoc with the

taxpayers’ plans?

6. It is unlikely that a shareholder’s sale of property to a closely-held corporation
shortly after its purchase should reflect a trebling of the property’s value. The
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proximity in time between the shareholder’s purchase and sale of the property
should be a relevant consideration in addition to the ones mentioned by the court.

7. A shareholder may lease property to a closely-held corporation. The same
valuation problems will arise. The parties may treat the rental value of the
property as more than it really is.

8. Distributions of “constructive dividends” or “disguised dividends” are
considered in chapter 3, part 1L, infra.

C. Loans to Shareholders

Characterizing advances from corporations to shareholders as loans (rather than
dividends) is one way to get money out of a corporation and into the hands of a
shareholder without either corporation or shareholder paying any income tax on
the transfer. Whether a transfer of money from one party to another is a loan is a
question raised in many contexts, e.g., security deposits, embezzled money. The
intent of the parties at the time the arrangement is established is what matters. The
debtor must intend to repay, and that intent must exist at the time she borrows the
funds. The creditor must intend to enforce the obligation.

Section 7872 will impute a market rate of interest — either as interest or as
reflective of the discounted value of a repayment obligation — into below-market
corporation/shareholder loans of $10,000 or more. Before § 7872 becomes
relevant, there must be a loan.

Bergersen v. Commissioner, 109 F.3d 56 (1* Cir. 1997)
BOUDIN, Circuit Judge

This appeal involves a tax dispute posing two questions: whether certain payments
to the taxpayers by a controlled company were constructive dividends (rather than
loans) and whether the taxpayers were residents of Illinois (rather than Puerto
Rico) in 1986 and 1987. The Tax Court answered yes to both questions, resulting
in adverse consequences for the taxpayers, who now appeal. We affirm the Tax
Court.
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... The taxpayers are Earl and Evelyn Bergersen, a long-married couple who
resided for many years in Illinois. Earl Bergersen practiced as an orthodontist in
Winnetka, Illinois, starting in 1959. In addition to practice and part-time teaching,
Earl Bergersen invented and patented new orthodontic products, which enjoyed a
good deal of success.

In the early 1970s, the Bergersens incorporated Ortho-Tain, Inc., under Delaware
law, to manufacture and sell products based upon Earl Bergersen’s inventions. At
all times pertinent, the couple were the only members of the Ortho-Tain board of
directors. During the tax years at issue in this case (1985-1987), the Bergersens
also held all of the class A voting shares in the company (56 each), with five class
B voting shares held by each of their three children. Each of the children also held
between 100 and 300 shares of class C nonvoting stock. Santos Ortiz, manager of
the company’s Puerto Rico plant, held 200 shares of class D nonvoting stock, and
Thomas Sedwick, the tool and die maker at the plant, held 190 shares of class E
nonvoting stock.

Initially based in Winnetka, the plant was moved to Puerto Rico in 1976. The
Bergersens hoped to move to Puerto Rico eventually; residents of Puerto Rico are
exempt from U.S. income tax on income derived from Puerto Rico sources. 26
U.S.C. § 933. After the plant moved, Ortho-Tain elected to be treated as a
possessions corporation, exempting it from U.S. income tax on Puerto Rico source
income. Id. § 936.'5 The company also received a 15-year industrial tax
exemption from Puerto Rico, which also permitted Puerto Rico residents to
receive company dividends free of income tax. [citation omitted].

During the late 1970s, Ortiz and Sedwick ran the Puerto Rico plant while the
Bergersens handled the company’s finances from Illinois. Ortho-Tain’s sales
grew from $600,000 in 1977 to $1.2 million in 1987. During these years, the
taxpayers received no salary from the company, and no dividends were declared
on their stock until 1987. During most of the period, modest dividends (ranging
from $5,000 to around $22,000) were paid annually to Ortiz and to Sedwick.

In this same period, Ortho-Tain’s accumulated undistributed earnings grew from
just under $350,000 in 1977 to just over $5 million in 1986. The company’s

15 [Section 936 was repealed in 2018.]
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possession status freed it from the U.S. accumulated earnings tax. 26 U.S.C.
§ 936(g). Meanwhile, starting in 1982, Earl Bergersen borrowed substantial
amounts from the company, totaling almost $3,700,000 by 1987. The loans were
evidenced by unsecured demand notes and carried interest rates of 8.5 to 10
percent; the taxpayers regularly paid this interest to the company and deducted
the interest payments on their U.S. income tax returns for the years 1982 through
1986.

Apart from one loan repayment of about $400,000 in 1984, the loans were carried
on Ortho-Tain’s books until March 1987, when Ortho-Tain issued dividends of
about $2,800,000 to the taxpayers, which they treated as exempt from U.S.
income tax under § 933 and immediately paid back to the company to reduce their
outstanding loans. The remaining loan balance was repaid after further dividends
of just over $2,000,000 to taxpayers in 1988. As one might guess, it is the position
of the Internal Revenue Service that the loans were constructive dividends subject
to U.S. income tax when made.

The other issue in dispute concerns the timing of the Bergersens’ move to Puerto
Rico. Looking toward this move, they purchased land in Puerto Rico in 1981 and,
over the next several years, planned an elaborate house. Construction began in
1984 but, because of delays, the house was not finished as expected by late 1985.
In the meantime, starting in 1984, Earl Bergersen turned over much of his
orthodontics practice to another dentist and spent only a few days a month with
established patients.

In July 1985, the Bergersens sold their Winnetka house and in September 1985
agreed to buy a town house in Glenview, Illinois. In April 1986, they joined a
Glenview social club. They also sublet an apartment in Puerto Rico from their
employee Sedwick from November 1985 through October 1986. When the sale
closed on the Winnetka house in November 1985, the Bergersens dispersed their
belongings to various places in Illinois and Puerto Rico.

By summer 1986, the Bergersens’ new Puerto Rico house had one bedroom
finished, which they used on occasion, and they installed a housekeeper couple in
the house. More of their furnishings were shipped there in August 1986. At about
the same time, the Bergersens shipped a car to Puerto Rico, registered it, and
activated a country club membership there. They obtained an occupancy permit
for the new house in January 1987, but construction continued until August 1987.
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During 1986 and 1987, the Bergersens traveled a good deal for both business and
pleasure, dividing their time between Puerto Rico and the United States mainland.
They spent 108 days in Puerto Rico in 1986 and 93 there in 1987. They spent 107
days in the Glenview town house in 1986 and 138 days there in 1987. Thus, in
1986, they spent 150 days in places other than Illinois and Puerto Rico; in 1987,
the figure was 134 days. Earl Bergersen spent no more than a few weeks each
year seeing patients in Winnetka.

In February 1987, the Bergersens replaced Illinois drivers’ licenses that they had
lost. In August 1987, the new Puerto Rico house was completed, and the
government admits that the taxpayers used it as their principal residence
thereafter. Earl Bergersen wound up his Winnetka practice in late 1987. In 1988,
the Bergersens acquired Puerto Rico voting cards and, in 1989, Puerto Rico
drivers’ licenses.

The present case began after the Internal Revenue Service reviewed the taxpayers’
income tax returns for 1985 through 1987. In due course, the IRS ruled that the
loans made to the Bergersens in these years were not bona fide loans but
constructive dividends; the result was to include the amounts received as part of
the taxpayers’ reportable income and to disallow deductions taken by them for
interest payments on the loans.

The IRS also concluded that the Bergersens in 1986 and 1987 were not bona fide
residents of Puerto Rico for the entire year, as they claimed, but were residents of
Illinois for all of 1986 and part of 1987. It is common ground that § 933 excludes
Puerto Rico source income from U.S. income tax only where the taxpayer is a
resident of Puerto Rico for the entire year in question. Vazquez v. Commissioner,
66 T.C.M. (CCH) 406, 407, 1993 WL 315404 (1993); Reg. § 1.9331(a).
Accordingly, the IRS determination meant that the moneys the Bergersens
received from Ortho-Tain in those years were not excludable from U.S. income
tax under § 933.

The Bergersens petitioned the Tax Court to redetermine ... 26 U.S.C. § 6213. The
case was tried before the Tax Court in April 1994. In August 1995, the Tax Court
... held that the loans were constructive dividends and that the Bergersens were
not residents of Puerto Rico for the entire year either in 1986 or 1987. This appeal
followed.
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The Loan or Dividend Issue. The loan or dividend issue, which is not uncommon
in tax cases involving controlled companies, usually poses the question whether
the owner is trying to smuggle earnings out of the company without paying
personal income tax. A dividend or salary paid to an owner is taxable as income;
a loan, being only a temporary transfer, is not. But if a “loan” by the company to
an owner is not intended to be repaid, then allowing that label to control would
effectively deprive the government of its tax bite on dividends and salaries.

The conventional test is to ask whether, at the time of the withdrawal in question,
the parties actually intended repayment. Crowley v. Commissioner, 962 F.2d
1077, 1079 (1st Cir. 1992). Explaining that “intent” is difficult to discern, courts
regularly resort to objective criteria, asking whether the transaction bears the
traditional hallmarks of a loan or of a dividend. /d. In any event, purporting to be
looking at intent, appeals courts generally describe such intent as a fact, id. at
1080, and subject the fact-finder’s determination to clear error review, see id.; see
also Commissioner v. Duberstein, 363 U.S. 278, 290-91 (1960).

Here, the government invokes this deferential standard of review. It argues that
the finding of constructive dividends cannot be clearly erroneous in light of the
various indicia mentioned by the Tax Court as suggesting dividend status; that the
loans had no collateral and no fixed repayment schedule; that no limits were set
on the amounts to be borrowed; that the proceeds were used by the Bergersens for
personal purposes; and that Ortho-Tain accumulated huge earnings but paid the
Bergersens no dividends during the years of the loans until 1987.

The Bergersens, on the other hand, say that the Tax Court made an error of law
by stressing that the Bergersens were trying to “avoid taxes” by delaying
dividends until they moved to Puerto Rico; Congress, the Bergersens point out,
chose in § 936(g) to allow possessions companies to accumulate earnings in
Puerto Rico and to distribute the amounts free of U.S. income tax to those who
have moved there. And the Bergersens dispute the government’s portrayal and
weighing of the objective factors.

Like white asparagus or a blood orange, this first issue is not ordinary fare but an
odd variation, caused by the interplay of ordinary factors with Puerto Rico tax
status. The Bergersens may well have intended to repay the loans after they moved
to Puerto Rico. After all, at that point they could do so by declaring a dividend to
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themselves free of U.S. (and Puerto Rico) income tax; and after using the
dividends to repay the loans, they remained free to use the repaid funds for a new
dividend, again without U.S. (or local) tax consequences.

The situation is thus very different from the ordinary loan-or-dividend case, where
repayment of the loan to the company would effectively preclude a tax-free
distribution. Here, the Bergersens could reasonably have intended to repay the
money and reap the benefits of a tax-free distribution. Nor would there have been
anything wrong if the Bergersens, knowing that they were moving eventually to
Puerto Rico, had accumulated earnings in the company but refrained from
withdrawing them until after the move.

The question here, then, is whether the Bergersens could pay out moneys to
themselves before moving to Puerto Rico and avoid U.S. income taxes by
designating the payments as loans. We think that this ought to depend upon
whether, in overall character and context, the payments were more like loans or
more like dividends. After all, “intent to repay” is merely a functional test that is
usually suitable; but the purpose of the tax law is to tax transactions, not rubrics
or labels. [citation omitted].

Here, the payments had some of the traditional indicia of loans (notes existed,
interest was paid). In other respects, formalities were absent (no fixed repayment
date, no collateral, no credit limit). But regardless of formalities, the nominal
loans, paid by a controlled company that was accumulating large earnings but
paying its main owners no dividends, effectively gave the Bergersens permanent
tax-free control over the moneys.

If after their move, the Bergersens had decided not to repay but to cancel the loans
as a form of dividend, there would have been no tax due on this dividend. If
instead — as actually happened — they declared cash dividends and repaid the
loans, the effect was to redeposit the money in their own corporate vehicle,
available for redistribution to them at any time, again with no tax consequences.
As the Tax Court observed, the repayment was effectively a “meaningless
exchange of checks.” Indeed, even the earlier interest payments could be
recovered by the Bergersens without tax effects.

Thus, at the very outset of the loans, the Bergersens knew that there was no
effective corporate constraint to induce repayment, nor (given the intended move
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to Puerto Rico) any meaningful tax consequences from a permanent failure to
repay. An effective permanent transfer of corporate funds to an owner is the
hallmark of a dividend or a salary, and not a loan. There is nothing wrong with an
owner making such a transfer. But when made to a U.S. mainland resident, the
transfer is subject to U.S. income tax.'®

Looking through form to substance, see Commissioner v. Court Holding Co., 324
U.S. 331, 333 (1945), we reach the same result as the Tax Court and therefore
need not concern ourselves on this issue with the proper standard of review (since
even de novo review would lead to affirmance). The claim that the Tax Court
made a mistake of law in construing § 933 without giving sufficient consideration
to § 936(g) is a red herring. Congress’ policy permitted the company to
accumulate earnings in Puerto Rico free of tax; it did not authorize tax-free
dividends to Illinois residents.

The Residence Issue. We turn now to a more conventional issue, namely, whether
the Bergersens were residents of Illinois during 1986 and at least part of 1987, as
the Tax Court ruled, or whether they were residents of Puerto Rico for either or
both years in their entirety. ...

... Clearly the Bergersens did intend eventually to base themselves and remain
permanently in Puerto Rico; that is why they embarked on construction of a very
expensive house in 1984, before the tax years in dispute. The question for us, as
we see it, is when the Bergersens had effectively moved their base to Puerto Rico
and established their residence there.

As the Tax Court candidly said, the Bergersens’ conduct amounts to a move to
Puerto Rico carried out over a period of time. ...

16 Nor does it matter that the Bergersens might have achieved their ends through a different device,
say, by borrowing the money from a bank — a real loan requiring repayment — and repaying it with a
tax-free dividend declared after the move to Puerto Rico. The taxpayers atre stuck with the transaction
they chose to employ. See Commrissioner v. National Alfalfa Debydrating &> Milling Co., 417 U.S. 134, 148-
49 (1974).
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We agree with the Tax Court that for 1986 and at least part of 1987, the Bergersens
were residents of Illinois and not yet of Puerto Rico. ...

... [T]he Bergersens were perfectly free to consider tax advantages in moving their
residence to Puerto Rico, and here we think that tax motives provide little help in
determining when this move occurred. (A tax motive does, however, help explain
why the payments were structured as loans.)

Because the Bergersens were not bona fide residents of Puerto Rico either in 1986
or for the full year in 1987, they were not entitled to avoid U.S. income tax on
Puerto Rico source income in those years. 26 U.S.C. § 933. As the “loans” were
constructive dividends, they were taxable income to the Bergersens when made,
and the Bergersens were not entitled to deduct the interest payments to the
company. [citation omitted].

Affirmed.

Questions and comments:

1. Most cases involving loans that are really dividends involve shareholders who
treat their wholly-owned corporations as their alter egos. This one involved an
effort to minimize income tax by matching tax-exempt income with tax-free
money (loan). The taxpayers (or their tax counsel) were clever — just not clever
enough.

2. As in other contexts, intent to repay at the time the loan is made is necessary
to make the transaction a loan. In distinguishing loans from dividends, the
corporation must intend to enforce the repayment obligation.

3. Section 7872 does not apply to de minimis (less than $10,000) loans from
corporation to shareholder so long as tax avoidance is not one of the principal
55
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purposes of the interest arrangement. If Ortho-Tain’s loans to the Bergersens had
not provided for the payment of interest, do you think that the Bergersens could
have “passed” this test of § 78727

4. Not surprisingly, courts will consider various factors when determining
whether an advance is a loan or a dividend. In Miller v. Comm’r, 41 T.C.M. (CCH)
9139, T.C. Memo. 1980-445 (1980), the court articulated the balancing of factors
that led it to conclude that the corporation had extended a loan to the
shareholder/debtor. Paraphrasing the court’s discussion of the indicia of dividends
or loan, the following considerations are relevant.

Militating in favor of treating the advances as
loans —
(1) the shareholder/debtor executes a demand note;
(2) the shareholder/debtor actually repays part or all of the loan;
(3) the corporation treats the loans as receivables, both on its books and
when dealing with third parties for whom this matters;
(4) the shareholder/debtor owns sufficient assets to repay the loans.

Militating in favor of treating the advance as dividends —
(1) the demand note does not provide for the payment of interest;
(2) the shareholders/debtors do not make interest payments on the loan;
(3) the shareholder/debtor does not give security for the loan;
(4) the shareholder exercises control over the corporation — perhaps
because the debtor is the sole shareholder;
(5) there is no documented limitation on the amount of transfers to
shareholder/debtors;
(6) the corporation paid dividends or wages to the shareholder/debtor.

We can add to these lists:
* A history of not paying dividends tends to show that advances are

dividends.
* A set maturity date tends to show that advances are loans.
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Chapter 2: Forming the Corporation and Adding to Its Capital
Read IRC §§ 351, 357, 358, 362, 368(c), 1032, 1223.

Formation of a corporation involves forming an entity separate and apart from the
shareholders who form and own it. This occurs under state law. Subject to certain
conditions, the Code does not inhibit the formation of corporations by taxing the
transactions (i.e., exchanges) that must occur. The corporation issues shares.
Shareholders may exchange property and/or services with the corporation for
shares. (Shareholders may receive shares and property if the corporation has
already acquired property).

The Exchange: In most contexts, exchanges are recognition events. However,
§ 351(a) provides that shareholders do not recognize taxable income when they
enter into transactions with corporations and certain conditions prevail, namely
that the transferor or group of transferors —
1. transfer property (including money) to the corporation,
2. solely in exchange for stock, and
3. immediately after the exchange, the transferor or group of transferors
control the corporation.
* “Control” is ownership of 80% of the total voting power of all
classes of stock entitled to vote and of each and every other class
of stock. § 368(c).

Section 1032(a) provides that a corporation recognizes no gain or loss when it

exchanges its own stock for money or property, irrespective of whether the

exchange qualifies for nonrecognition treatment of the shareholder(s).
* Example 1: Quincy and Rebecca formed the Plover Corporation. Quincy
transferred Blackacre, ab = $100, fmv = $250, to the corporation in
exchange for 25 shares of Plover Corporation voting common stock.
Rebecca transferred Whiteacre, ab = $175, fmv = $250, to the corporation
in exchange for 25 shares of Plover Corporation voting common stock.
This is all the Plover Corporation stock outstanding. The fmv of each
share of voting common stock is $10. While Quincy realized $150 of gain
on the exchange, and Rebecca realized $75 of gain on the exchange,
neither recognizes gain. The Plover Corporation, which now owns
Blackacre and Whiteacre, recognizes no gain or loss on the exchange.
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Implicit in these rules is the determination that Congress concluded that mere
changes in the form in which taxpayers do business should not be an occasion for
assessing an income tax. Investors in property who transfer that property to a
corporation that they control retain an investment substantially the same as the
investment that they surrendered. The continuity of shareholders’ investment is
manifested by their “control.” “Control” is ownership of “at least” 80% of the
total voting power of all classes of stock entitled to vote and “at least” 80% of the
total number of shares of all the corporation’s other class(es) of stock. § 368(c).
The IRS has construed “control” to be 80% of the total voting power of all classes
of stock entitled to vote, no matter how voting power is distributed among classes
of stock, and 80% of each and every class of a corporation’s non-voting stock.
Rev. Rul. 59-259, 1959-2 C.B. 115. Ownership of even non-voting shares is
necessary because “[o]wnership of large numbers of non-voting shares in a multi-
class stock structure would not necessarily assure, in itself, the continuation of
substantial proprietary interest in modified corporate forms as contemplated by
the statute.” Id. But consider this example:
» Example 2: In Example 1, at the same time Q and R transferred property
to the corporation, Samuel transferred $500 cash to the Plover Corporation
in exchange for 50 shares of Plover Corporation’s Class B nonvoting
common stock. Neither Quincy, Rebecca, nor Samuel recognize gain (or
loss) on the exchanges. All are transferors of property, and together,
transferors of property own 80% or more of shareholders’ total voting
power and 80% or more of each and every class of Plover Corporation’s
nonvoting stock. None of the exchanges of property or money is a
recognition event to shareholders or to the corporation.

The reach of § 351 extends to more than formation of the corporation. Any time
the conditions of § 351(a) prevail, the exchange is a non-recognition event
because such conditions indicate a sufficient continuity of interest in the
corporation.
* Example 3: Same as Example 1. Three years after formation of Plover
Corporation, the total value of Plover Corporation’s outstanding stock has
increased to $800. Quincy and Rebecca both transfer $80 to the Plover
Corporation, and Seth transfers Greenacre, ab = $210, fmv = $320, to the
Plover Corporation. Quincy and Rebecca both receive 5 more shares of
voting common stock, and Seth receives 20 shares. The total value of
Plover’s voting common stock is now $1280, and the corporation has 80
shares outstanding. Even though the second transfer did not involve 80%
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of the total voting power of the corporation, the exchange qualifies for
§ 351 treatment, because transferors of property do own 80% of the total
voting power of the corporation. Both Quincy and Rebecca may count the
shares they already own at the time of the second transfer in making this
determination. Hence, on the second exchanges, transferors of property
own 100% of the voting shares of Plover Corporation. 100% > 80%.

* Example 3A: Same as Example 3, except that three years after formation
of the Plover Corporation only Quincy and Seth make the property
transfers described. Now there are 75 shares outstanding. Transferors of
property (i.e., Quincy and Seth) own 50 of them. 50 < (80% of 75). The
second exchange does not receive non-recognition treatment, and Seth
must pay income tax on $110 of gain.

Timing of Recognition: The Code does not forever leave untaxed gain realized on
a § 351 exchange, but merely defers its recognition. Deferral occurs through the
mechanisms of basis transfer and basis substitution. The transferor of property to
the corporation takes a basis in his stock equal to the basis he had in the property
transferred. § 358(a) (with adjustments for any gain or loss that falls outside
nonrecognition provisions of § 351(a)). He “substitutes” the basis he had in the
property that he transferred for whatever basis he would have had in the stock.
Moreover, the shareholder’s holding period in his stock carries over from the
holding period he had in the property that he transferred. § 1223(1). This preserves
the character of the gain, whether long-term or short-term. The transferee
corporation takes the transferor’s basis in the property it receives from the
shareholder, § 362(a)(1), i.e., the corporation takes a “transferred” basis in the
property that it receives. The corporation also takes the transferring shareholder’s
holding period, i.e., tacks the shareholder’s holding period to its own. § 1223(2).

The shareholder and the corporation will recognize gain on the subsequent
disposition of what they received in the § 351 exchange. If a transferring
shareholder transfers Blackacre whose fmv is greater than its basis to a
corporation in a § 351(a) transaction and receives stock, the corporation will
recognize taxable gain when it sells Blackacre. The transferring shareholder will
recognize gain when he sells the stock, assuming its fmv is the same as the fmv
of Blackacre. Notice that these basis substitution/transfer rules cause two
taxpayers — the transferring shareholder and the transferee corporation — both to
recognize gain whose origin is the single piece of property that the shareholder
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transferred to the corporation. That is the consequence of creating a taxpayer, i.e.,

the corporation, or transferring property to it in an exchange in which no gain or

loss is recognized.
» Example 4: Same facts as Example 1. Assume also that Quincy purchased
Blackacre 27 months ago. Rebecca purchased Whiteacre 7 months ago.
Quincy will have an adjusted basis in his stock of $100. If he were to sell
the stock for $250, i.e., its fmv had not changed, he would recognize $150
of taxable LTCG — precisely the amount of gain he did not have to
recognize on the initial exchange. If Rebecca sold her stock one month after
the initial exchange for $250, she would recognize $75 of taxable STCG,
precisely the amount of gain she did not have to recognize on the initial
exchange. If she had waited 5 months and 1 day after the initial exchange
to sell her stock, her recognized gain would have been LTCG.
* If Plover Corporation sells Blackacre for $250, i.e., its fmv had not
changed, it must recognize $150 of taxable capital gain — assuming
Blackacre is a capital asset, the same amount of gain Quincy recognized
upon sale of his stock.

Problem:
A, B, and C form the Flom Corporation. A transfers Blackacre to Flom
Corporation in exchange for 100 shares of Flom voting common stock. A
purchased Blackacre four years ago for $15,000. At the time of transfer,
Blackacre’s fmv was $20,000. B transfers $20,000 in cash in exchange for 100
shares of Flom voting common stock. C transfers inventory that he purchased six
years ago for $17,000 in exchange for 100 shares of Flom common stock. At the
time of transfer, the fmv of the inventory was $20,000. A, B, and C are the only
shareholders of Flom Corporation, and the 300 shares of voting common stock
are the only shares of Flom stock outstanding. Answer the following questions
and cite the relevant statute.

* How much gain or loss did A, B, and C realize on their respective

exchanges with Flom Corporation?

* How much gain or loss must A, B, and C recognize on their respective

exchanges with Flom Corporation?

* A, B, and C no longer own Blackacre, cash, or inventory. Rather they

each own 100 shares of voting common stock of Flom Corporation. What

is each shareholder’s basis in his shares of Flom Corporation?
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 Upon the transfers of cash or property, what is the holding period of A,
B, and C for their Flom Corporation stock?

* How much gain or loss must Flom Corporation recognize on its
exchanges with the three shareholders? What is the holding period of
Flom Corporation for Blackacre, the cash, and the inventory?

Transfers to an  Investment
Company: Section 351(e)(1)
provides that nonrecognition
treatment does not extend to
transfers to an  “investment

company.” Investors who held highly
appreciated assets could at one time
transfer them to a newly-formed
corporation to which other similarly
situated investors would also
transfer their highly-appreciated
securities. The stock which such
investors received would be backed
by a more diversified portfolio than
what any one of them individually
had owned. Reg. § 1.351-1(c)
provides that a transfer is to an
“investment company” if the direct or
indirect result is a diversification of
the shareholders’ interests and the
transferee is either a regulated
investment company, a real estate
investment trust, or a corporation
more than 80% of whose assets
(excluding cash and nonconvertible
debt) are assets held for investment.

Shareholder  Transfers  of  Loss
Property(ies): ~ This scheme should
logically allow for the recognition of
losses at both the shareholder and
corporate levels. For many years, it did.
Congress amended § 362 in the
American Jobs Creation Act of 2004.
Pub. L. No. 108-357, § 836, 118 Stat.
1594, 1595.

* Section 362(e)(2)(A) provides that if
the properties that a shareholder
transfers to the corporation have
aggregate bases greater than the
properties’ aggregate fmv, then the
corporation must reduce its bases in the
loss properties in proportion to their
built-in losses so that the aggregate bases
of the transferred properties are not
greater than the aggregate fmv of the
properties. The reduction(s) is (are)
made property-by-property n
proportion  to  the  transferring
shareholder’s built-in losses in the
property(ies) that he exchanges.

§ 362(e)(2)(B). The shareholder and corporation may together agree to reverse
this pattern, i.e., the shareholder reduces the basis of his stock and the corporation
takes carryover bases in the property(ies) that it receives. § 362(¢)(2)(C).
* Example 5: Uriah and Victor form the Plover Corporation. Uriah
transfers to the corporation Blackacre, ab = $100, fmv = $250, to Plover
Corporation in exchange for voting common stock. Victor transfers the
following properties to the Plover Corporation: Whiteacre, ab = $50, fmv
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= $60; Greenacre, ab = $75, fmv = $45; Redacre, ab = $100, fmv = $60;
and Brownacre, ab = $25, fmv = $15. What is Uriah’s and Victor’s basis
in their stock? Determine Plover Corporation’s basis in each of the
properties that it received.
* Uriah transferred one property, and it has built-in gain. Plover
Corporation’s basis in Blackacre is $100.
* Uriah has a $100 basis in his stock. Victor has a $250 basis in his
stock, which is more than the fmv of the properties that he
transferred.
* Victor transferred several properties.
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* First: Determine the aggregate bases and aggregate fmv
of the properties. Aggregate bases = $50 + $75 + $100 +
$25 = $250. Aggregate fmv of the properties = $60 + $45
+ $60 + $15 = $180.

» Second: Determine the amount by which aggregated
adjusted bases exceeds aggregate fmv. Aggregate bases
exceed aggregate fmv by $70, so Plover Corporation must
reduce the bases of the individual properties that it received
from Victor by a total of $70 in proportion to the built-in
losses in the properties.

e Third: Identify only the properties with built-in losses,
i.e., Greenacre ($30 of built-in loss), Redacre ($40 of built-
in loss), and Brownacre ($10 of built-in loss). Their total
built-in loss is $80.

* Fourth: Determine what portion of the total built-in loss
is attributable to each loss property: 3/8 of the total built-
in loss is attributable to Greenacre. 4/8 of the total built-in
loss is attributable to Redacre. 1/8 of the total built-in loss
is attributable to Brownacre. So:

» Fifth: Reduce Plover Corporation’s basis in Greenacre by
3/8 of $70, ie., $26.25, to $48.75. Reduce Plover
Corporation’s basis in Redacre by 4/8 of $70, i.e., $35, to
$65. Reduce Plover Corporation’s basis in Brownacre by
1/8 of $70 ($8.75) to $16.25.

* Plover Corporation’s basis in Whiteacre is $50.
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Problem:
John and Kaylee form the Larrimore Corporation. They are the corporation’s only
shareholders. John transfers $10,000 cash to the corporation and receives 1000
shares, fmv = $10/share. Kaylee transfers to the corporation Blueacre (ab = $1000,
fmv = $2000), Blackacre (ab = $5000, fmv = $2000), Yellowacre (ab = $5000, fmv
= $3000), Pinkacre (ab = $2000, fmv = $1000), and Orangeacre (ab = $3000, fmv
=$2000). What are John’s and Kaylee’s bases in their stock? Determine Larrimore
Corporation’s basis in Blueacre, Blackacre, Yellowacre, Pinkacre, and Orangeacre.
Assume that the parties did not make the election under § 362(e)(2)(c).

 Same facts, except that the parties did make the election under

§ 362(e)(2)(c).

I. Transfer of Property to the Corporation

To come within the non-recognition rule of § 351, transferors must transfer
“property.” Services are not property and so are outside of § 351's non-recognition
provisions. Often, a taxpayer “labors” (i.e., renders services) to produce
something and then transfers that “something” to the corporation. While courts
may be generous in characterizing different “somethings” as property, taxpayers
should be careful about whether they are creating something for the corporation
in exchange for compensation or for themselves.

James v. Commissioner, 53 T.C. 63 (1969)
SIMPSON, Judge

The respondent determined deficiencies in income tax and additions to tax for the
year 1963 ...

The issue for decision is whether the transaction by which Mr. James and Mr.
Talbot acquired stock in a corporation was taxable or whether such transaction
was tax free under § 351 of the ... Code of 1954. [footnote omitted]. The answer
to the question thus posed with respect to each person depends on the transfer of
property or as compensation for services.
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FINDINGS OF FACT

The petitioners William A. James and Beryl N. James are husband and wife, and
the petitioners C.N. Talbot and Lula E. Talbot are husband and wife. All the
petitioners resided in Myrtle Beach, S.C. ...

For many years, Mr. James was a building, real estate promoter, and developer
with offices in Myrtle Beach, S.C. ... During 1963, the James Construction Co.
was licensed by the State of South Carolina to engage in the business of general
contracting.

On January 12, 1963, Mr. and Mrs. Talbot entered into an agreement with Mr.
James for the promotion and construction of a rental apartment project, consisting
of not less than 50 apartments, the project to conform to Federal Housing
Administration (FHA) standards. The agreement provided that on completion of
the project the parties would form a corporation to take title to the project. The
voting stock in such corporation was to be distributed one-half to the Talbots and
one-half to Mr. James, and nonvoting stock was to be issued to the parties “as the
equity of each party in the corporation shall be,” with the proviso that Mr. James
should have the right to purchase up to 50 percent of such stock over a period of
years. The Talbots agreed to transfer to the corporation the land on which the
apartment project was to be built, such land to be the only asset contributed by the
Talbots to the venture. Mr. James agreed “to promote the project * * * and * * *
(to) be responsible for the planning, architectural work, construction, landscaping,
legal fees, and loan processing of the entire project.” The agreement gave him
until January 1, 1964, to promote the project and to obtain the necessary FHA
commitment and financing, with an option to terminate the agreement if the
project became unfeasible or impossible.

After the execution of the January 12 agreement, Mr. James began negotiations
to fulfill his part of the contract. He made arrangements with an attorney and an
architectural firm to perform the work necessary to meet FHA requirements —
development of legal documents, preparation of architectural plans, and the like;
and he obtained from United Mortgagee Service Corp. (United Mortgagee), a
lender, its agreement to finance the project and a commitment by FHA to insure
the financing. Mr. James personally met with the FHA only twice — once in
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connection with the amount of the commitment and again at the final closing of
the loan, after construction of the project was completed in the late summer of
1964. Most of the arrangements necessary to the securing of the loan and the FHA
commitment were handled by the attorney, the architectural firm, and United
Mortgagee. The attorney’s and architect’s fees were not paid by Mr. James but
were paid out of the proceeds of the construction loan by the corporation
subsequently established.

On August 8, 1963, the FHA issued to United Mortgagee a commitment for the
insurance of advances in the amount of $850,700 to Chicora Apartments, Inc., for
the apartment project sponsored by Mr. James and the Talbots. On August 27,
1963, United Mortgagee sent Mr. James a draft of a proposed agreement to make
a first mortgage loan of $850,700 on the Chicora Apartment project in accordance
with Mr. James’ application for such loan. [footnote omitted] The proposed
agreement also provided that United Mortgagee would advance to Mr. James
personally the amount for FHA-required working capital and other specified
sums, such advances to be secured by specified portions of the construction loan
or mortgage proceeds. Although the record does not reveal whether this proposed
agreement was ever executed, the subsequent activities of the parties indicate that
some such agreement was consummated. On August 29, 1963, Mr. James
executed a promissory note payable to United Mortgagee in the amount of
$1,149.03, the amount of the “FHA Commitment Fee.” Mr. James signed this
note, which was secured by the mortgage proceeds, individually, and as president
of Chicora Apartments, Inc., although the corporation had not been created at that
time.

On November 5, 1963, Chicora Apartments, Inc. (Chicora), was granted, upon
application of Messrs. Talbot and James, a corporate charter, stating its authorized
capital stock to consist of 20 no-par common shares. On the same date, the land
on which the apartment project was to be constructed was conveyed to Chicora
by Mrs. Talbot in consideration for 10 shares of stock. Nine of these shares were
issued to Mrs. Talbot, and one share was issued to Mr. Talbot. Chicora’s board of
directors determined that on the date of this conveyance the value of the real
property so transferred was $44,000. Also on November 5, 1963, 10 shares of
stock were issued to Mr. James. The minutes of a meeting of Chicora’s board of
directors held on that date state that those 10 shares were issued to Mr. James in
consideration of his “transfer” to the corporation of the “following described
property’:
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1. FHA Commitment ... whereby the FHA agrees to insure a mortgage
loan in the amount of $850,700.00, [on the Talbots’ land] ..., provided 66
apartment units are constructed thereon in accordance with plans and
specifications as prepared by Lyles, Bissett, Carlisle & Wolff, Architects-
Engineers, of Columbia, South Carolina.

2. Commitment from United Mortgagee Servicing Corp., agreeing to
make a mortgage loan on said property in the amount of $850,700.00 and
also commitment from said mortgagee to make an interim construction
loan in an identical amount.

Thus, as a result of these transactions, Chicora had outstanding all 20 of its
authorized shares of stock.

On November 6, 1963, the FHA issued to Chicora its commitment ... in the
amount of $850,700. Under FHA regulations, this commitment could not be
issued to an individual, but was required to be issued to a corporation. ...

The apartment project was built by W.A. James Construction Co. Construction
was begun in late 1963 or early 1964, and the buildings were completed and
occupancy begun on or about July 28, 1964.

The usual procedures were followed with regard to the FHA commitment fee and
the FHA working capital. Mr. James acquired the funds for the commitment fee
by the note executed by him on August 29, 1963. On November 19, 1963, Mr.
James executed two notes in favor of United Mortgagee; the first was for $17,015,
the amount of the required working capital, and the second was for $2,126.75.
Mr. James received these amounts from United Mortgagee in accordance with
FHA requirements. Both notes were to be paid out of the ‘contractor’s cash fee’
and were secured by the mortgage proceeds, and each bore the notation of consent
of Chicora and W.A. James Construction Co. to the assignment of the contractor’s
fee. The funds so advanced to Chicora in the credit of Mr. James, including the
commitment fee, were to be, and were, repaid out of the initial advances under
the FHA guarantees to Chicora. The commitment fee and the working capital
requirement, accordingly, were paid out of the construction loan advance to the
corporation.
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Both Mr. and Mrs. James and Mr. and Mrs. Talbot deemed their receipt of
Chicora common stock to be in return for a transfer of property to a controlled
corporation under § 351. Accordingly, neither family reported any income from
such receipt on their respective income tax returns for 1963. In his statutory
notice of deficiency, the respondent determined that Mr. James received such
stock, with a value of $22,000, for services rendered and not in exchange for
property, and thus received taxable income in that amount. He further determined
that the Talbot’s transfer of property to Chicora did not meet the requirements of
§ 351, with the result that they should have recognized a long-term capital gain of
$14,675 — the difference between $7,325, the basis of the land transferred, and
$22,000, the value of the stock received.

OPINION

The first, and critical, issue for our determination is whether Mr. James received
his Chicora stock in exchange for the transfer of property or as compensation for
services. The petitioners argue that he received such stock in consideration of his
transfer to Chicora of the FHA and United Mortgagee commitments and that such
commitments constituted “property” within the meaning of § 351. [footnote
omitted]. ... Mr. James was not expected to render future services to the
corporation in exchange for the issuance of stock to him. ... Thus, the sole question
on this issue is whether Mr. James’ personal services ... resulted in the
development of a property right which was transferred to Chicora, within the
meaning of § 351.

According to the petitioners’ argument, Mr. James, as a result of the services
performed by him, acquired certain contract rights which constituted property and
which he transferred to Chicora. The fact that such rights resulted from the
performance of personal services does not, in their view, disqualify them from
being treated as property for purposes of § 351. ...

It is altogether clear that for purposes of § 351, not every right is to be treated as
property. ... [W]hatever may be considered as property for purposes of local law,
the performance of services, or the agreement to perform services, is not to be
treated as a transfer of property for purposes of § 351. Thus, if in this case we
have merely an agreement to perform services in exchange for stock of the

67
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

corporation to be created, the performance of such services does not constitute the
transfer of property within the meaning of § 351.

Although patents and secret processes — the product of services — are treated as
property for purposes of § 351, we have carefully analyzed the arrangement in
this case and have concluded that Mr. James did not transfer any property
essentially like a patent or secret process; he merely performed services for
Chicora. In January of 1963, he entered into an agreement to perform services for
the corporation to be created. He was to secure the necessary legal and
architectural work and to arrange for the financing of the project, and these were
the services performed by him. Although he secured the services of the lawyer
and the architect, they were paid for by the corporation. He put in motion the
wheels that led to the FHA commitment, but it was not a commitment to him — it
was a commitment to United Mortgagee to insure a loan to Chicora, a project
sponsored by Mr. James. It was stipulated that under the FHA regulations, a
commitment would not be issued to an individual, but only to a corporation.
Throughout these arrangements, it was contemplated that a corporation would be
created and that the commitment would run to the corporation. The petitioners
rely heavily on the claim that Mr. James had a right to the commitment, that such
right constituted property, and that such right was transferred to the corporation
in return for his stock. However, the commitment was not his to transfer; he never
acquired ownership of the commitment — he could not and did not undertake to
acquire such ownership. The evidence as to the commitment by United Mortgagee
to make a loan for the construction of the project is somewhat incomplete, but
since all the parties knew that a corporation was to be formed and that the FHA
commitment would be made to that corporation, it seems clear that there was no
commitment to loan to Mr. James the funds necessary for the construction of the
project. Thus, throughout these arrangements, Mr. James never undertook to
acquire anything for himself; he was, in accordance with his agreement with the
Talbots, making the preliminary arrangements for the construction of the
apartment project. The enterprise would be operated, once the initial steps were
completed, by a corporation, Chicora, and everything that was done by him was
done on behalf of the contemplated corporation. In these circumstances, it seems
clear that Mr. James received his share of the stock in the corporation in return
for the services performed by him and that he did not transfer any property, within
the meaning of § 351, to the corporation. [citations omitted].
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The facts of this case are substantially similar to those in U.S. v. Frazell, 335 F.2d
487 (C.A. 5, 1964), rehearing denied, 339 F.2d 885 (C.A. 5, 1964), certiorari
denied 380 U.S. 961 (1964). In that case, the taxpayer, a geologist, investigated
certain oil and gas properties to be acquired by a joint venture, and he was to
receive an interest in the joint venture. However, before any transfer was made to
him, a corporation was formed to take over the assets of the joint venture, and part
of the stock was transferred to the taxpayer. It was not clear whether the taxpayer
acquired an interest in the joint venture which was then exchanged for his share
of the stock or whether he acquired the stock directly in exchange for the services
performed by him. The court found that, in either event, the taxpayer received
compensation for his services. If he received the stock in return for the services
performed by him, such stock was taxable as compensation; and he did not
transfer any property to the corporation within the meaning of § 351. See also
Mailloux v. Commissioner, 320 F.2d 60 (C.A. 5, 1963), affirming on this issue a
Memorandum Opinion of this Court.

The next question is whether the Talbots are taxable on the gain realized from the
exchange of their land for Chicora stock. Section 351(a) applies only if
immediately after the transfer those who transferred property in exchange for
stock owned at least 80 percent of Chicora’s stock. § 368(c). Since ... James is not
to be treated as a transferor of property, he cannot be included among those in
control for purposes of this test. Fahs v. Florida Machine & Foundry Co., 168
F.2d 957 (C.A. 5, 1948); Mojonnier & Sons, Inc., 12 T.C. 837 (1949); BITTKER
& EUSTICE, [FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS
70 (2d ed. 1966).] The transferors of property, the Talbots, did not have the
required 80-percent control of Chicora immediately after the transfer, and
therefore, their gain must be recognized. ...

Decisions will be entered for the respondent.

Questions and comments:

1. What should James have done differently to bring his case within § 351?
« Compare United States v. Stafford, 727 F.2d 1043 (11" Cir. 1984) (letter
from life insurance company to taxpayer committing to taxpayer
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personally for 60 days to loan money at a favorable interest rate and to
lease property on favorable terms; letter is property for purpose of § 721).

2. Suppose Mr. James had contributed $100 cash and services valued at $21,900.
This would make him, quite literally, a transferor of “property.” Read Reg.
§ 1.351-1(a)(1)(i1). What does it mean for property to be of “relatively small
value?”

* In Rev. Proc. 77-37, 1977-2 C.B. 568, the IRS announced the following:

§ 3.07. When a person transfers property to a corporation in
exchange for stock ... of such corporation and the primary purpose
of the transfer is to qualify under § 351 ... the exchanges of
property by other persons transferring property, the property
transferred will not be considered to be of relatively small value,
within the meaning of [Reg. §] 1.351-1(a)(1)(i1), if the fair market
value of the property transferred is equal to, or in excess of, 10
percent of the fair market value of the stock ... already owned (or
to be received for services) by such person.

If the value of the stock Mr. James received was $22,000, how much cash
should he contribute before you would feel safe advising the Talbots that
they will not be taxed on the built-in gain in the property they contributed?

3. As the court noted, patents or secret processes that taxpayers created with their
labor constitute property. In fact, courts have held that “whatever may be
transferred” constitutes property. See, e.g., In the Matter of Chrome Plate, Inc.,
614 F.2d 990, 995 (5™ Cir. 1980).
* Cases such as James turn on whether taxpayer has undertaken an
obligation to perform services for the corporation or owns something
without regard to the corporation’s rights.

In Rev. Rul. 64-56, 1964-1 C.B. 133, the IRS announced:

Once it is established that “property” has been transferred, the transfer will
be tax-free under § 351 even though services were used to produce the
property. Such is generally the case where the transferor developed the
property primarily for use in its own manufacturing business. However,
where the information transferred has been developed specially for the
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transferee, the stock received in exchange for it may be treated as payment
for services rendered.

4. The corporation that benefits from services provided to it in exchange for stock
should be able to deduct (or capitalize) the fair market value of the stock it issued
for those services. § 83(h).

5. Section 351(d)(2) provides that “stock issued for ... indebtedness of the
transferee corporation which is not evidenced by a security ... shall not be
considered as issued for property.” This allows the creditor to claim a bad debt
deduction if the amount of the debt exceeds the value of the stock received. Of
course, by excluding such transactions from the reach of §351(a), if the value of
the stock exceeds taxpayer’s basis in the debt, taxpayer must recognize taxable
gain on the exchange to the extent of the excess.

II. Control “Immediately After the Exchange”

“Control” is ownership of 80% of the total voting power of all classes of stock
entitled to vote and of each and every other class of stock. Reg. § 1.351-1(a)(1)
provides in part:

The phrase “immediately after the exchange” does not necessarily require
simultaneous exchanges by two or more persons, but comprehends a
situation where the rights of the parties have been previously defined and
the execution of the agreement proceeds with an expedition consistent
with orderly procedure.

Intermountain Lumber Co. v. Comm’r, 65 T.C. 1025 (1976)
WILES, Judge
Respondent determined deficiencies in petitioners’ income taxes ...

... The only issue for decision is whether a certain corporate formation was
nontaxable under § 351(a). [footnote omitted] This depends solely upon whether
the primary incorporator had “control” of the requisite percentage of stock
immediately after the exchange within the meaning of § 368(c).
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FINDINGS OF FACT

Petitioners are the Intermountain Co., previously known as Intermountain Lumber
Co., and its affiliates (hereinafter collectively referred to as Intermountain or
petitioner). ...

From 1948 until March of 1964, Mr. Dee Shook (hereinafter Shook) individually
owned a sawmill at Conner, Mont. During that time Mr. Milo Wilson (hereinafter
Wilson) had logs processed there into rough lumber for a fee. Shook owned the
remaining logs processed at the sawmill, which constituted about half of all the
logs processed there.

From 1954 until March of 1964, rough lumber from the sawmill was processed
into finished lumber at a separate finishing plant which Shook and Wilson owned
as equal shareholders.

In March of 1964, fire damaged the sawmill. Shook and Wilson wanted to replace
it with a larger one so that the finishing plant could operate at full capacity. Shook
was financially unable, however, to do so. He accordingly induced Wilson to
personally coguarantee a $200,000 loan to provide financing. In return, Wilson
insisted upon an equal voice in rebuilding the sawmill and upon an opportunity to
become an equal shareholder with Shook in the new sawmill.

On May 28, 1964, Shook, Wilson, and two other individuals, all acting as
incorporators, executed articles of incorporation for S & W Sawmill, Inc.
(hereinafter S & W). The corporate name, S & W, was derived from the names
Shook and Wilson.

Minutes of the first stockholders meeting on July 7, 1964, stated in part that “Mr.
Shook informed the meeting that a separate agreement was being prepared
between he [sic] and Mr. Wilson providing for the sale of one-half of his stock to
Mr. Wilson.” Also on that date, 1 share was issued to each of the other two
incorporators.
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Shook executed a bill of sale for his sawmill equipment and deeded his sawmill
site to S & W on July 15 and 16, 1964, respectively. In exchange, Shook received
364 S & W shares on July 15, 1964. Shook and Wilson also received 1 share each
as incorporators. The 364 shares and the 4 incorporation shares constituted all
outstanding capital stock of S & W on July 15, 1964.

Also on that date, minutes of a special meeting stated in part that “The President,
Dee Shook, announced that he and Milo E. Wilson had entered into an agreement
whereby Mr. Wilson was to purchase 182 shares of Mr. Shook’s stock.” That
agreement, dated July 15, 1964, and entitled “Agreement for Sale and Purchase
of Stock”™ (hereinafter agreement for sale) provided in part as follows:

it is the intention of all the incorporators that Shook and Wilson are to be
the owners of the majority of the stock of said corporation;

AND WHEREAS, it is the desire and plan of both parties hereto that a
sufficient number of shares of stock be sold by Shook to Wilson so that
eventually the stock ownership would be equal;

AND WHEREAS, the purchase of said shares of stock by Wilson from
Shook is to be financed by a series of payments;

IT IS THEREFORE AGREED, That for and in consideration of the
covenants to be performed and the payments to be made as hereinafter set
forth, the sale and purchase of said stock is to be as follows:

1. Dee Shook is to sell to Milo E. Wilson 182 shares of stock in S & W
SAWMILL, INC. for the agreed price of $500.00 per share.

2. Wilson is to pay Shook for said stock as follows:

In addition to interest $6,000.00 on the principal is due November
1, 19609.

In addition to interest, $15,000.00 on the principal is due annually,
beginning Nov. 1, 1970, and continuing until the entire purchase
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price is paid. The payments may be made in advance at any time
and in any amount.

3. As each principal payment is made the proportionate number of shares
of stock are to be transferred on the corporate records and delivered to
Wilson.

5. For the period of one year from the date hereof Wilson is to have the
full power to vote all of the stock herein agreed to be sold to him by Shook.
Thereafter the voting rights of the stock is (sic) to be determined by the
stock ownership records of the corporation.

On July 15, 1964, Shook also executed ... documents ... related to share
ownership between Shook and Wilson. One, entitled “S & W Sawmill, Inc.
Stockholders” Restrictive Agreement,” provided in part as follows:

IT IS THE INTENTION AND PURPOSE of the incorporators that the
majority of the ownership of the corporation is to be held by Dee Shook
and Milo E. Wilson on an equal share basis when Milo E. Wilson
completes the purchase of the stock certificates which are the subject of
said purchase agreement.

The other, entitled “Option To Buy Stock Forming Part Of Stockholders’
Restrictive Agreement,” provided in part that “the ownership of shares in S & W
Sawmill, Inc., as the same now stands, to-wit: Dee Shook 365 shares, Milo E.
Wilson 1 shares (sic) * * * shall continue.”

In connection with the agreement for sale, Shook deposited stock certificates
representing 182 shares with an escrow agent on July 17, 1964.

Wilson made all payments in 1965 and 1966 ...
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On July 1, 1967, before principal payments were required by the agreement for
sale, petitioner [Intermountain] purchased all outstanding S & W stock. In
anticipation of this purchase, a letter to petitioner dated May 3, 1967, and signed
by Shook and Wilson stated as follows:
To have it in the record, Milo E. Wilson owes Dee Shook $91,000 for 182
shares of S & W Sawmill Inc. stock in escrow at Citizens State Bank
Hamilton Montana. On the purchase contract, Intermountain Lumber Co.
would pay Dee Shook $91,000.00 more over the 14 yrs. than Milo E.
Wilson.

OPINION

Section 351 provides, in part, that no gain shall be recognized if property is
transferred to a corporation by one or more persons solely in exchange for stock
or securities in such corporation and immediately after the exchange such person
or persons are in control of the corporation. [footnote omitted] “Control” is
defined for this purpose in § 368(c) as ownership of stock possessing at least 80
percent of the total combined voting power of all classes of stock entitled to vote
and at least 80 percent of the total number of shares of all other classes of stock
of the corporation. [footnote omitted]

In this case, respondent is in the unusual posture of arguing that a transfer to a
corporation in return for stock was nontaxable under § 351, and Intermountain is
in the equally unusual posture of arguing that the transfer was taxable because
§ 351 was inapplicable. The explanation is simply that Intermountain purchased
all stock of the corporation, S & W, from its incorporators, and that Intermountain
and S & W have filed consolidated income tax returns for years in issue.
Accordingly, if § 351 was applicable to the incorporators when S & W was
formed, S & W and Intermountain must depreciate the assets of S & W on their
consolidated returns on the incorporators’ basis. § 362(a). [footnote omitted] If
§ 351 was inapplicable, and the transfer of assets to S & W was accordingly to be
treated as a sale, S & W and Intermountain could base depreciation on those
returns on the fair market value of those assets at the time of incorporation, which
was higher than the incorporators’ cost and which would accordingly provide
larger depreciation deductions. §§ 167(g), 1011, and 1012. [footnote omitted]

Petitioner thus maintains that the transfer to S & W of all of S & W’s property at
the time of incorporation by the primary incorporator, one Dee Shook, was a
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taxable sale. It asserts that § 351 was inapplicable because an agreement for sale
required Shook, as part of the incorporation transaction, to sell almost half of the
S & W shares outstanding to one Milo Wilson over a period of time, thereby
depriving Shook of the requisite percentage of stock necessary for “control” of
S & W immediately after the exchange.

Respondent, on the other hand, maintains that the agreement between Shook and
Wilson did not deprive Shook of ownership of the shares immediately after the
exchange, as the stock purchase agreement merely gave Wilson an option to
purchase the shares. Shook accordingly was in “control” of the corporation and
the exchange was thus nontaxable under § 351.

Respondent has abandoned on brief his contention that Wilson was a transferor of
property and therefore a person to also be counted for purposes of control under
§ 351. Respondent is correct in doing so, since Wilson did not transfer any
property to S & W upon its initial formation in July of 1964. Wilson’s agreement
to transfer cash for corporate stock in March of 1965 cannot be considered part of
the same transaction.

Since Wilson was not a transferor of property and therefore cannot be counted for
control under § 351, [citation omitted], we must determine if Shook alone owned
the requisite percentage of shares for control. This determination depends upon
whether, under all facts and circumstances surrounding the agreement for sale of
182 shares between Shook and Wilson, ownership of those shares was in Shook
or Wilson.

A determination of “ownership,” as that term is used in § 368(c) and for purposes
of control under § 351, depends upon the obligations and freedom of action of the
transferee with respect to the stock when he acquired it from the corporation. Such
traditional ownership attributes as legal title, voting rights, and possession of
stock certificates are not conclusive. If the transferee, as part of the transaction by
which the shares were acquired, has irrevocably foregone or relinquished at that
time the legal right to determine whether to keep the shares, ownership in such
shares 1s lacking for purposes of § 351. By contrast, if there are no restrictions
upon freedom of action at the time he acquired the shares, it is immaterial how
soon thereafter the transferee elects to dispose of his stock or whether such
disposition is in accord with a preconceived plan not amounting to a binding
obligation. Stephens, Inc. v. U.S., 464 F.2d 53, 66-67 (8th Cir. 1972), cert. denied,
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409 U.S. 1118 (1973); Barker v. U.S., 200 F.2d 223, 229 (9th Cir. 1952); S. Klein
on the Square, Inc., 14 T.C. 786, 789-790 (1950), aff’d, 188 F.2d 127, 129 (2d
Cir. 1951), cert. denied, 342 U.S. 824 (1951); American Bantam Car Co., 11 T.C.
397, 404-408 (1948), aff’d per curiam, 177 F.2d 513 (3d Cir. 1949), cert. denied,
339 U.S. 920 (1950); Wilgard Realty Co., 43 B.T.A. 557, 561 (1941), aff’d, 127
F.2d 514, 516 (2d Cir. 1942), cert. denied, 317 U.S. 655 (1942); Schumacher Wall
Board Corp., 33 B.T.A. 1211, 1214 (1936), aff’d, 93 F.2d 79, 81 (9th Cir. 1937);
Wilbur F. Burns, 30 B.T.A. 163, 171-72 (1934), aff’d sub nom. Bassick v.
Comm’r, 85 F.2d 8, 10 (2d Cir. 1936), cert. denied, 299 U.S. 592 (1936); Federal
Grain Corp., 18 B.T.A. 242, 248-49 (1929).

After considering the entire record, we have concluded that Shook and Wilson
intended to consummate a sale of the S & W stock, that they never doubted that
the sale would be completed, that the sale was an integral part of the incorporation
transaction, and that they considered themselves to be coowners of S & W upon
execution of the stock purchase agreement in 1964. These conclusions are
supported by minutes of the first stockholders meeting on July 7, 1964, at which
Shook characterized the agreement for sale as a “sale”; minutes of a special
meeting on July 15, 1964, at which Shook stated Wilson was to ‘purchase’ half
of Shook’s stock; the “Agreement for Sale and Purchase of Stock” itself, dated
July 15, 1964, which is drawn as an installment sale and which provides for
payment of interest on unpaid principal; Wilson’s deduction of interest expenses
in connection with the agreement for sale, which would be inconsistent with an
option; the S & W loan agreement, in which Shook and Wilson held themselves
out as the “principal stockholders” of S & W and in which S & W covenanted to
equally insure Shook and Wilson for $100,000; the March 1965 stock purchase
agreement with S & W, which indicated that Shook and Wilson “are to remain
equal” shareholders in S & W; the letter of May 1967 from Shook and Wilson to
Intermountain, which indicated that Wilson owed Shook the principal balance due
on the shares as an unpaid obligation; and all surrounding facts and circumstances
leading to corporate formation and execution of the above documents.
Inconsistent and self-serving testimony of Shook and Wilson regarding their
intent and understanding of the documents in evidence is unpersuasive in view of
the record as a whole to alter interpretation of the transaction as a sale of stock by
Shook to Wilson.

We accordingly cannot accept respondent’s contention that the substance varied
from the form of this transaction, which was, of course, labeled a “sale.” ...
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We thus believe that Shook, as part of the same transaction by which the shares
were acquired (indeed, the agreement for sale was executed before the sawmill
was deeded to S & W), had relinquished when he acquired those shares the legal
right to determine whether to keep them. Shook was under an obligation, upon
receipt of the shares, to transfer the stock as he received Wilson’s principal
payments. Cf. S. Klein on the Square, Inc., 14 T.C. 786, 790 (1950), aff’d, 188
F.2d 127 (2d Cir. 1951), cert. denied, 342 U.S. 824 (1951). We note also that the
agreement for sale gave Wilson the right to prepay principal and receive all 182
shares at any time in advance. Shook therefore did not own, within the meaning
of § 368(c), the requisite percentage of stock immediately after the exchange to
control the corporation as required for nontaxable treatment under § 351.

We note also that the basic premise of § 351 is to avoid recognition of gain or loss
resulting from transfer of property to a corporation which works a change of form
only. See BITTKER & EUSTICE, FEDERAL INCOME TAXATION OF CORPORATIONS
AND SHAREHOLDERS, 9 3.01, p. 3-4 (3d ed. 1971). Accordingly, if the transferor
sells his stock as part of the same transaction, the transaction is taxable because
there has been more than a mere change in form. See, e. g., Wilbur F. Burns, 30
B.T.A. 163 (1934), aff’d. sub nom. Bassick v. Commr, 85 F.2d 8 (2d Cir. 1936),
cert. denied, 299 U.S. 592 (1936). In this case, the transferor agreed to sell and
did sell 50 percent of the stock to be received, placed the certificates in the
possession of an escrow agent, and granted a binding proxy to the purchaser to
vote the stock being sold. Far more than a mere change in form was effected.

We accordingly hold for petitioner. Because of concessions of other issues,
Decisions will be entered under Rule 155.

Questions and comments:

1. The parties were obviously advised by tax counsel.

2. The parties took positions opposite from what taxpayers and the Commissioner
usually argue. While § 351(a) provides for nonrecognition in certain
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circumstances, you should surmise from this case that there is nothing optional or
elective about the application of § 351(a).

3. Why should the Commissioner so easily have conceded that Wilson was not
part of the transferor group?

4. Reg. § 1.351-1(a)(1) concerning “immediately after the exchange” is to the
effect that such immediacy turns on the prior definition of rights rather than
simultaneity of the exchanges. This seems to invite application of the “step
transaction doctrine.” Under the “step transaction doctrine,” a court (or the IRS)
may integrate more than one transaction into one single transaction. In
Intermountain Lumber, the parties were careful to spell out their rights and
obligations over the course of several years, and the court treated all of the
transactions undertaken in fulfillment of the parties’ promises as a single
transaction. There are three tests that courts may apply in determining whether
the “step transaction” is applicable:

* End result: When the parties intend the end result of more than one

transaction from the beginning, courts may apply the “step transaction

doctrine.”

* Mutual interdependence: when steps are so interdependent that none
would have been undertaken without the others, courts may apply the “step
transaction doctrine.” Indeed, each step would be pointless without the
others.

* Binding commitment: when parties enter a binding commitment to take
certain steps after other steps, courts may apply the “step transaction
doctrine.”

Problems:

1. Corporation X transferred property to a newly organized corporation, Newco,
in exchange for all of Newco’s stock (a single class of voting common stock).
Pursuant to a prearranged binding agreement between X and corporation Y, X
sold 40 percent of its Newco stock for its fair market value to Y, and Y purchased
securities (other than stock) for cash from Newco. Newco would not have been
formed if Y had not agreed to purchase securities for cash from Newco and part
of the Newco stock from X.
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* Does nonrecognition treatment apply under § 351(a)? See Rev. Rul. 79-
70.1979-1 C.B. 144.

2. Corporation Z and a group of investors, pursuant to a binding agreement
between them, transferred property to a newly organized corporation, Newco, in
exchange for all of Newco’s stock (a single class of voting common stock). Z and
the investors received 80 percent and 20 percent, respectively, of Newco’s stock.
Pursuant to the agreement Z sold an amount of its Newco stock for its fair market
value to the investors to bring its ownership down to 49 percent. Newco would
not have been formed if the investors had not agreed to transfer property to it and
their agreement to do so was conditioned on the sale by Z to them of part of Z’s
Newco stock.

* Does nonrecognition treatment apply under § 351(a)? See Rev. Rul. 79-

194, 1979-2 C.B. 145 (Situation 1).

3. X, a domestic corporation, operates a branch in a foreign country. The foreign
country enacted a nationalization law that required that the business that X’s
branch was engaged in be incorporated in the foreign country and that its citizens
be the majority owners of such corporation. A governmental agency in the foreign
country directed X to transfer all of the assets of its branch to a newly formed
foreign country corporation that is, or will be, at least 51% owned by its citizens.
Accordingly, X and a group of investors, who were citizens of the foreign country,
pursuant to a binding agreement between them, transferred property to Newco, a
corporation newly organized in the foreign country, in exchange for all of
Newco’s stock (a single class of voting common stock). X and the investors
received 99% and one percent, respectively, of Newco’s stock. Pursuant to the
agreement, X sold an amount of its Newco stock for its fair market value to the
investors to bring its ownership down to 49%; the investors would pay X in a
series of yearly installments. Newco would not have been formed if the investors
had not agreed to transfer property to it and their agreement to do so was
conditioned on the sale by X to them of part of X’s Newco stock. Further, the
investors transferred property to Newco in order to become cotransferors with X,
and they purchased X’s Newco stock in lieu of the assets of X’s branch because
of the foreign governmental agency’s directive. ... The fair market value of each
asset transferred is in excess of its basis.

* Does nonrecognition treatment apply under § 351(a)? See Rev. Rul. 79-

194, 1979-2 C.B. 145 (Situation 2); cf. Reg. § 1.351-1(a)(1)(i1) (discussed

in Estate of Kamborian v. Commissioner, infra).
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II1. The Transferor Group

Section 351(a) is applicable even when transferors do not acquire control of the
corporation through an exchange. This is consistent with the rationale that
nonrecognition treatment is accorded to transactions where the transferors do not
substantially alter their interests in the business. Moreover, a transferor-
shareholder’s pre-existing share ownership counts in the 80% determinations.
Some taxpayers may try to take advantage of this to qualify transactions that
otherwise violate the spirit of § 351. Read Reg. § 1.351-1(a)(1)(ii). Consider:

Problem:
International Shoe Machinery (ISM) manufactured and leased shoe making
machinery. Three individuals and two trusts owned most (but not all) of its stock.
Three of the individuals and one of the trusts also owned all of the shares of Campex
Research & Trading Corp. The Board of Directors of ISM authorized the
acquisition of all Campex stock in exchange for unissued ISM stock. If the three
individuals and the trust who owned all of the Campex stock exchanged those
shares for more International Shoe Machinery stock, they would own 77.3% of the
ISM stock after the exchange. The directors persuaded the fifth shareholder (the
other trust) to purchase for cash 2.7% of ISM’s outstanding shares. The additional
shares did not appreciably increase the trust’s relative ownership of ISM shares.
* Should the transfers by these five shareholders qualify for tax-deferred
treatment under § 3517 If not, why not? See Kamborian v. Commissioner,
56 T.C. 847 (1971), aff’d, 469 F.2d 219 (1% Cir. 1972).
* What are the tax consequences and on whom do they fall if this
arrangement does not qualify for tax-deferred treatment within § 351?
* How many shares should a shareholder be required to acquire in order to
be a part of the transferor group entitled to the tax-deferred treatment of
§ 3517 What is “relatively small value” in this context? Assume that the
trust already owned 13% of the outstanding shares of ISM. In Rev. Proc.
77-37,1977-2 C.B. 568, the IRS stated:

§ 3.07. When a person transfers property to a corporation in
exchange for stock ... of such corporation and the primary purpose
of the transfer is to qualify under § 351 ... the exchanges of
property by other persons transferring property, the property
transferred will not be considered to be of relatively small value,
within the meaning of [Reg. §] 1.351-1(a)(1)(ii), if the fair market
value of the property transferred is equal to, or in excess of,

81
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

10 percent of the fair market value of the stock ... already owned
(or to be received for services) by such person.

One who renders only services in exchange for stock cannot be a part of the
transferor group for purposes of § 351(a). See James, supra. One who renders
services and transfers some property to the corporation must recognize the value
of the services, but can be part of the transferor group with respect to the transfer
of property.

Lessons

Do the CALI exercise: Corporate Taxation: Formation: Formation of C
Corporations: Advanced Issues.

IV. Boot and Derivative Issues

If a transferor/shareholder/taxpayer receives something aside from or in addition
to stock — i.e., something to “boot” — then the transferor has not exchanged
property “solely” for stock. Because “control” is defined in terms of 80% (i.e.,
less than 100%) ownership of different stock interests in the corporation, it is
possible for transferors of property to have “control” of the corporation after the
transfer(s) of property and for one or more of the transferors to receive boot. The
amount of boot in a § 351 transaction is the amount of money plus the fair market
value of other property received. The boot portion of the exchange occurs outside
of § 351(a) and will be subject to only one level of tax. Section 351(b)(1) provides
that the shareholder must pay tax on the gain from the exchange or the boot
received, whichever is less. Taxpayer may not recognize loss. § 351(b)(2).

A. Transfer of Multiple Properties
Rev. Rul. 68-55, 1968-1 C.B. 140

Advice has been requested as to the correct method of determining the amount
and character of the gain to be recognized by Corporation X under § 351(b) ...
under the circumstances described below.
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Corporation Y was organized by X and A, an individual who owned no stock in
X. A transferred 20x dollars to Y in exchange for stock of Y having a fair market
value of 20x dollars and X transferred to Y three separate assets and received in
exchange stock of Y having a fair market value of 100x dollars plus cash of 10x
dollars. In accordance with the facts set forth in the table below if X had sold at
fair market value each of the three assets it transferred to Y, the result would have
been as follows:

Asset 1 Asset 2 Asset 3
Character of Asset Capital asset held more | Capital asset held § 1245 property
than [1 year] not more than [1 year]
fair market value $22x $33x $55x
adjusted basis $40x $20x $25x
Gain (loss) ($18x) $13x $30x
Character of gain or loss | LTCL STCG Ordinary income

The facts in the instant case disclose that with respect to the § 1245 property the
depreciation subject to recapture exceeds the amount of gain that would be
recognized on a sale at fair market value. Therefore, all of such gain would be
treated as ordinary income under § 1245(a)(1) of the Code.

Under § 351(a) ..., no gain or loss is recognized if property is transferred to a
corporation solely in exchange for its stock and immediately after the exchange
the transferor is in control of the corporation. If § 351(a) ... would apply to an
exchange but for the fact that there is received, in addition to the property
permitted to be received without recognition of gain, other property or money,
then under § 351(b) ... gain (if any) to the recipient will be recognized, but in an
amount not in excess of the sum of such money and the fair market value of such
other property received, and no loss to the recipient will be recognized.
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The first question presented is how to determine the amount of gain to be
recognized under § 351(b) ... The general rule is that each asset transferred must be
considered to have been separately exchanged. See the authorities cited in Revenue
Ruling 67-192, C.B. 1967-2, 140, and in Revenue Ruling 68-23, which hold that
there is no netting of gains and losses for purposes of applying §§ 367 and 356(c)
... Thus, for purposes of making computations under § 351(b) ..., it is not proper to
total the bases of the various assets transferred and to subtract this total from the
fair market value of the total consideration received in the exchange. Moreover,
any treatment other than an asset-by-asset approach would have the effect of
allowing losses that are specifically disallowed by § 351(b)(2) ...

The second question presented is how, for purposes of making computations
under § 351(b) ..., to allocate the cash and stock received to the amount realized
as to each asset transferred in the exchange. The asset-by-asset approach for
computing the amount of gain realized in the exchange requires that for this
purpose the fair market value of each category of consideration received must be
separately allocated to the transferred assets in proportion to the relative fair
market values of the transferred assets. See Reg. § 1.1245-4(c)(1) ... which, for
the same reasons, requires that for purposes of computing the amount of gain to
which § 1245 ... applies each category of consideration received must be allocated
to the properties transferred in proportion to their relative fair market values.
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Accordingly, the amount and character of the gain recognized in the exchange
should be computed as follows:

Total Asset 1 Asset 2 Asset 3
fair market value of asset $110x $22x $33x $55x
transferred
percent of total fair market 20% 30% 0%
value
fair market value of Y stock $100x $20x $30x $50x
received in exchange
cash received in exchange 10x 2x 3x 3X
amount realized $110x $22x $33x $55x
adjusted basis $40x $20x $25x

: ) ($18x) $13x $30x
gain (loss) realized

Under § 351(b)(2) ... the loss of 18x dollars realized on the exchange of Asset
Number I is not recognized. Such loss may not be used to offset the gains realized
on the exchanges of the other assets. Under § 351(b)(1) ..., the gain of 13x dollars
realized on the exchange of Asset Number II will be recognized as short-term
capital gain in the amount of 3x dollars, the amount of cash received. Under
§§ 351(b)(1) and 1245(b)(3) ..., the gain of 30x dollars realized on the exchange
of Asset Number III will be recognized as ordinary income in the amount of 5x
dollars, the amount of cash received.
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Questions and comments:
1. Prop. Reg. § 1.351-2(b) presents an example analogous to Rev. Rul. 68-55.

2. How does the approach of Rev. Rul. 68-55 prevent the changing of character
of gain or loss on the § 351 exchange? How does it prevent the immediate
recognition of losses?

3. Note that the aggregate basis of the assets that Corporation X transferred to
Corporation Y was less than their aggregate fmv. Thus, no § 362(e)(2) problem
would have been present even if it had been in the Code in 1968.

4. For the shareholder, the basis rules on the receipt of boot are stated in §§ 358(a)
and (d). The basic mechanics are first, taxpayer-transferor reduces the basis of the
stock that he received by the fmv of the boot received, and second, increases it by
the amount of gain recognized and subject to income tax. § 358(a). The basis of
any boot other than money received is its fmv. § 358(a)(2).
* For purposes of determining basis: Assumption of a taxpayer’s liability
by another party to the exchange counts as money received by the taxpayer
on the exchange. § 358(d)(1).
* Note: assumption of liabilities is treated differently when determining
the amount of taxable gain on the exchange. See § 357, discussed infra.

5. For the corporation, the basis rules when the shareholder/transferor receives
boot are stated in § 362(a). The basis of the property that the corporation acquires
is the same as it was in the hands of the transferor, increased by the amount of
gain that transferor recognized.

6. Notice: to the extent boot is recognized and taxed to the transferor, the boot
transaction occurs outside of the § 351 exchange, i.e., as if two taxpayers
exchanged properties with each other in a taxable exchange. Thus, with respect to
boot that is recognized and taxed, there will be no duplication of taxable gain for
both the shareholder and the corporation.

7. Section 358(b)(1) provides that when a shareholder transfers multiple
properties to the corporation, the basis of the shares that the shareholder receives
is to be determined under rules that the Secretary of the Treasury prescribes. In a
revenue ruling, the IRS has held that a transferor of properties of different
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character and holding periods who receives more than one class of stock may not
designate which property was exchanged for which shares of stock. Rev. Rul. 85-
164, 1985-2 C.B. 117. Instead, every share of every class that the transferor
receives has both a split character and a split holding period, proportional to the
fmv of the different classes of stock that the transferor receives.

With some modification, the facts of that revenue ruling were the following: a
sole proprietor transferred —
* accounts receivable, ab = $0, fmv = $60,
* depreciable machinery held more than one year (and so § 1231 property),
ab=3$5, fmv = $10, and
* land & building held more than one year (and so § 1231 property),
ab = $25, fmv = $30.
The property was exchanged with the corporation for all the corporation’s class A
voting common stock (fmv = $60) and all of the corporation’s class B nonvoting
common stock (fmv = $40).
» Taxpayer may not designate which property is exchanged for which
stock, e.g., accounts receivable for class A voting common stock and
§ 1231 property for class B nonvoting common stock.
* “[T]he aggregate basis of property transferred [by the shareholder] is
allocated among the stock ... received in proportion to the fair market
values of each class [of stock that shareholder received].”
* The total adjusted basis of the assets that taxpayer transferred was $30.
* The total fmv of the class A voting common stock was 60% of the total
value of all stock issued in the exchange for taxpayer’s property.
* 60% of the basis of what taxpayer transferred was $18.
Taxpayer’s basis in its class A voting common shares is $18.
* The total fmv of the class B nonvoting common stock was 40% of the
total value of all stock issued in the exchange for taxpayer’s property.
*40% of the basis of what taxpayer transferred was $12.
Taxpayer’s basis in its nonvoting common stock is $12.
* The holding period of the stock received is determined by the fimv of the
assets exchanged for the stock. 40% of the value of what the shareholder
transferred was for § 1231 (LTCG) property. 60% of the value of what
shareholder transferred was for property with a zero holding period.
* The “amount realized” on any disposition of class A voting common
stock or class B nonvoting stock must be allocated in the same manner as
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the allocation of holding period. After allocating basis in the same manner,
we can conclude that —
* 60% of any gain to be recognized on sale of voting common stock
will be short-term gain.
* 60% of any gain to be recognized on sale of nonvoting common
stock will be short-term gain.
* 40% of any gain to be recognized on sale of voting common stock
will be long-term gain.
* 40% of any gain to be recognized on sale of nonvoting common
stock will be long-term gain.
* Suppose that shareholder sells 's of her class A voting shares for $20
before she has held them for more than one year. What is the amount and
character of the gain she must recognize?
* Shareholder’s total basis in all her class A voting shares is $18.
¥ of that amount is $6. Upon sale for $20, shareholder must
recognize $14 of income.
* 60% of that amount is $8.40, and it is short-term gain.
* 40% of that amount is $5.60, and it is long-term gain.

8. How do the rule(s) of Rev. Rul. 85-164 prevent a shareholder from changing
the character of gain or loss?
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Problem:

Stephen and Peter formed Alpha Corporation. Stephen transferred to Alpha
Corporation $10,000 cash in exchange for 100 shares of common voting stock of
Alpha Corporation. Peter transferred to Alpha Corporation Blackacre, ab = $7000,
fmv = $12,000 in exchange for 100 shares of voting common stock of Alpha
Corporation plus $2000 cash. Assume that § 351 applies.

A. Irrespective of whether subject to federal income tax, what was Peter’s
realized gain/loss on the exchange?

B. On how much income must Peter pay income tax? What is Peter’s basis in
his Alpha Corporation voting common stock? What is Alpha Corporation’s
basis in Blackacre?

C. What if Peter’s basis in Blackacre had been $11,000?

D. Now suppose that Stephen exchanged $8000 plus a 2011 Toyota Corolla (ab
= $750, fmv = $2000) for 100 shares of voting common stock. Peter transferred
Blackacre, ab = $7000, fmv = $12,000 in exchange for 100 shares of voting
common stock of Alpha Corporation plus the 2011 Toyota Corolla.

1. Irrespective of whether subject to federal income tax, how much was
Stephen’s gain/loss on the exchange? How much is subject to federal
income tax? What is Alpha Corporation’s basis in the 2011 Toyota
Corolla?

2. On how much income from the exchange must Peter pay income tax?
What is Peter’s basis in his stock and in the 2011 Toyota Corolla? How
much income of Alpha is subject to federal income tax? See IRC § 311(b).
What is Alpha’s Corporation basis in Blackacre?

89
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

Note: All gain (income) is subject to
income tax exactly once. Money
remaining after being subject to income
tax and invested is the measure of a
taxpayer’s after-tax investment and the
taxpayer’s basis in the investment. But
taxpayers cannot create basis out of thin
air in an exchange without paying income
tax on (at least some) realized gain.
Sections 351/358 permit a taxpayer not
to recognize (all) realized gain. However,
untaxed realized gain will presumptively
be subject to income tax on some day in
the future. So long as we hold an
investment, we defer recognition of its
inherent built-in gain.

We can trade basis for not taxing boot.
That is why we first reduce basis by the
amount of boot received. When taxpayer
pays income tax on realized gain,
taxpayer adds to his basis the amount of
gain on which he paid income tax. That
is why we increase basis by the amount
of income on which taxpayer paid income
tax.

From the foregoing, we can state the
following: AR (original basis of
investment) + (gain taxed now) + (built-in
gain to be taxed later).

*In problems B and C, put your
answers into this formula. If the
result does not hold true, then
your answers were wrong.

From the corporation’s side, increasing
basis by the amount on which the
transferor/shareholder pays income tax
assures that such gain is subject to
income tax only once and at the
shareholder level.
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B. Assumption of Liabilities

The assumption of one’s liabilities by
another in an exchange transaction is
treated as the receipt of money and
therefore included in one’s ‘“amount
realized” on the exchange unless there
is a statutory exception. See
Commissioner v. Tufts, 461 U.S. 300,
308-10 (1983). In the context of § 351,
treating a corporation’s assumption of
(perhaps) substantial liabilities as the
receipt of cash (i.e., taxable boot) could
severely dampen enthusiasm for
incorporating. After all, most real
estate is subject to liabilities. In United
States v. Hendler, 303 U.S. 564, 565

(1938), the Supreme Court
nevertheless affirmed the notion that
another’s  assumption of one’s

liabilities is equivalent to receiving
cash — even if the effect of such a
holding is to dampen enthusiasm for
nonrecognition transfers:

The transaction, however, under
which the Borden Company assumed
and paid the debt and obligation of the
Hendler Company is to be regarded in
substance as though the $534,297.40
had been paid directly to the Hendler
Company. The Hendler Company
was the beneficiary of the discharge
of its indebtedness. Its gain was as
real and substantial as if the money
had been paid it and then paid over by
it to its creditors.

Congress responded by enacting what
is now § 357.
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Problem: How does § 357 treat the corporation’s assumption of the shareholder’s
liabilities? Taken together, what is the rule of § 357(c), § 358(a)(1), and § 358(d)?
How might a taxpayer take advantage or even abuse these rules?

Drybrough v. Commissioner, 376 F.2d 350 (6 Cir. 1967)
O’SULLIVAN, Circuit Judge

This matter is before us on the petition of taxpayers, F.W. Drybrough and the
executor of the estate of his deceased wife, Citizens Fidelity Bank & Trust
Company, to review a decision of the Tax Court of the United States ... The issues
before us are (1) the tax effect of the assumption of liabilities in connection with
transfers by Drybrough to controlled corporations, and (2) the deductibility of
interest paid on certain mortgage indebtedness.

Commencing in the twenties and continuing to the time of the events here
involved, Drybrough had been a successful investor in downtown Louisville real
estate and, with his wife, also operated a successful mercantile collection agency.
To implement acquisition of various holdings, he borrowed heavily from banks
and insurance companies. Thus in 1940, 1945 and 1946, years of relevance here,
Drybrough borrowed, on the security of his real estate holdings, the sums of
$200,000.00, $200,000.00 and $500,000.00, respectively, from the National Life
and Accident Insurance Company (National Life). These borrowings were
generally used to pay off or consolidate balances of existing mortgages or to
acquire additional parcels of real estate.

On April 3, 1953, Drybrough borrowed $700,000.00 from National Life, secured
by a mortgage on several parcels of real estate. Of such monies, $357,185.16 was
used to pay off his 1946 loan from National Life and some other debts and
expenses. The balance, $342,814.84, was deposited in Drybrough’s commercial
Account with the Liberty National Bank & Trust Co. of Louisville. In May,
following, Drybrough withdrew from this account $203,602.00 and transferred
such sum to an account styled “Public Garage, M.S. Drybrough, owner,” allegedly
as partial payment of principal and the accrued interest due upon a note of
$260,000.00 which he had, on January 1, 1952, given to his wife to evidence an
indebtedness to her. Although the Public Garage account into which this sum was
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deposited was in Marion’s name, Drybrough had power to draw checks on it. It
may be assumed that it was he who subsequently proceeded to buy, in Marion’s
name, $200,000 of tax exempt securities, paying for them out of the Public Garage
account funds.

In 1957 Drybrough still owed $600,000 on the 1953 loan from National Life. At
that time he desired to incorporate certain of his real estate holdings and have the
resulting companies take over the payment of the 1953 mortgage balance. ...

... Accordingly, ... he transferred to four newly organized corporations, ... four
parcels of real estate subject to the 1953 mortgage; each of the corporations agreed
to pay an assigned share of that mortgage. Drybrough received all of the issued
shares of stock of the respective corporations, and shortly thereafter made a gift
of 40% of such shares to his son, F.W. Drybrough, Jr.

On March 15, 1957, Drybrough borrowed the sum of $150,000 from the Liberty
Bank of Louisville, mortgaging a property known as 620 South Fifth Street. This
property was once a part of the security for the 1953 loan, but had been released
therefrom in 1956. Relevant to this property, Drybrough had, in 1956, included in
a letter to National Life the observation that, “620 South Fifth and the Mexican
Village property are both clear and I am eager to mortgage them to the limit before
combining these two properties in a corporation.” The proceeds of this $150,000
loan were deposited in Drybrough’s commercial account at the Liberty Bank.
Drybrough testified that he had an original intention to use this money to acquire
some additional property, but the specific proceeds were not so employed; they
were disbursed by Drybrough primarily to purchase tax exempt securities. He did,
however, use other of his funds to purchase two parcels of property costing over
$150,000. After putting the $150,000 mortgage on the 620 South Fifth Street
property, he conveyed, by gift, an undivided 40% interest in the fee thereof to his
son. Thereafter on June 28, 1957, the father and son transferred this property to a
new corporation, 620 South Fifth Street, Inc., in exchange for 60% and 40%,
respectively, of that company’s issued shares. The corporation took title to the
property subject to the $150,000 mortgage and assumed and agreed to pay its then
balance of $149,000.

A total of five corporations were thus created in 1957, four of them assuming the
balance unpaid on the 1953 mortgage, and the fifth assuming the 1957 mortgage.
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On their joint tax return for 1957, Drybrough and Marion reported $223,806.12
as long term capital gain arising from the transfers of the properties to, and the
assumption of liability by, the newly created controlled corporations. That sum
represented the total amount by which the mortgage debt assumed by the
transferee corporations exceeded Drybrough’s basis in the respective assets
transferred; such amount would be taxable under § 357(c)(1), and the taxpayer’s
return assumed that the gain on the transfers was not otherwise taxable by virtue
of the provisions of 357(a) ... The Commissioner, however, assessed a deficiency,
claiming that § 357(b) [footnote omitted] controlled, on his assertion that
Drybrough had failed to prove that his principal purpose in arranging these
transactions was not that of tax avoidance and was not for a bona fide business
purpose and, therefore, the assumption of the liabilities should be treated as
money received on the exchange. A deficiency of $170,306.89 was assessed for
the year 1957.

The Commissioner also disallowed Drybrough’s deduction of the interest paid on
$200,000.00 of the $700,000.00 borrowed in 1953, on the claim that this sum was
used to purchase tax exempt securities. Section 265(2) [now § 265(a)(2)] forbids
such deduction. [footnote omitted]. A deficiency arising from the disallowance of
these interest deductions was accordingly assessed.

The Tax Court sustained the Commissioner’s determinations in the above
respects. We reverse the Tax Court’s holding that the assumption of a total of
$600,000.00 of the 1953 borrowing by the four corporations organized on June 1,
1957, was taxable in full. We affirm its holding as to the assumption of the
$149,000 mortgage by 620 South Fifth Street, Inc. (the 1957 borrowing); and we
affirm the disallowance of the interest paid on $200,000 of the 1957 mortgage of
$700,000.

1) 1957 corporate assumptions of 1953 mortgage debt.

Until the Supreme Court’s 1938 decision in U.S. v. Hendler, 303 U.S. 564 (1938),
taxpayers and the Treasury Department had assumed that no taxable event
occurred when a taxpayer transferred encumbered assets to a controlled
corporation which assumed the obligations of the encumbrance. Such an
assumption was not considered as “other property or money” as those terms were
used in [§ 351] ... The simplest form of such a tax free exchange was the changing
of a business enterprise from a proprietorship to the corporate form. Even though
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the assets transferred had acquired a market value in excess of their cost, or base,
and consequently the stock shares received by the transferor were worth the
enhanced value of the transferred assets, still no taxable gain was then realized.
Such gain, however, did not escape taxation because upon subsequent sale or
other transfer, the stock shares carried the same basis as the original assets that
had been transferred. The Hendler decision, however, held that the amount of
such an assumed obligation was equivalent to “other property or money” and
required that the gain be immediately recognized by the transferor. Continued
application of this rule forebode serious consequences to the federal treasury as
well as to taxpayers, and Congress was quick to provide amelioration by
enactment of the predecessor to 357. [citation omitted]. Section [357] was adopted
as the needed remedy, providing that in an otherwise tax-free exchange if “as part
of the consideration another party (the transferee) to the exchange assumes a
liability of the taxpayer (the transferor) or acquires from the taxpayer property
subject to a liability, such assumption or acquisition shall not be considered as
‘other property or money’ received by the taxpayer * * *.”

To guard against abuse of the privilege granted, Congress attached an exception
which now as part of 357 provides in subsection (b) ... that if in making the
exchange, the principal purpose of the taxpayer with respect to the assumption or
acquisition was a purpose to avoid federal income tax “on the exchange,” or if not
such purpose, was not a bona fide business purpose, then the assumption or
acquisition should in the total amount thereof be considered “as money received
by the taxpayer on the exchange.” This section also provides that in determining
the principal purpose of the taxpayer there should be taken “into consideration the
nature of the liability and the circumstances in the light of which the arrangement
for the assumption or acquisition was made.” Notwithstanding this broad
contextual area to be considered, we emphasize that the purpose to avoid income
tax is precisely narrowed to a purpose “with respect to the assumption” and to a
purpose to avoid income tax “on the exchange.”

We read this language as excluding from identification as a purpose to avoid tax
on the exchange, the original and unrelated motivation for borrowing the money
which created the assumed obligation. In this case, Drybrough in 1953 borrowed
$700,000; substantially one-half of this sum was used to pay off existing mortgage
indebtedness and expenses connected with the borrowing, and the other half was
deposited in Drybrough’s bank account. Of this latter amount, Drybrough used
$203,602 to pay accrued interest and principal on a note allegedly owing to his
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wife; he also paid some $90,493.00 to his collection agency and $5,000 to his
wife to reimburse advances which had admittedly been made to him to purchase
further real estate. We may accept the Tax Court’s unclear assertion that the note
to Drybrough’s wife was a sham, and that of the money allegedly paid thereon,
$200,000 had been in truth borrowed and used to purchase tax exempt securities.
We cannot find or infer, however, that the purposes thus served revealed as a
matter of fact or law a purpose to avoid income tax “on the exchange” made four
years later when in 1957 Drybrough’s business as an investor in real estate was
converted from a proprietorship to corporate enterprises. Assuming an intent by
Drybrough to save or avoid income tax by the 1953 purchase of tax exempt
securities, such purpose cannot be said to be a part of “the principal purpose of
the taxpayer (Drybrough) with respect to the assumption” of the balance of the
1953 loan by the corporations which came into existence in 1957.

It is clear that the Tax Court was of the view that under the facts of this case a
purpose to avoid income tax “on the exchange” could be found by inquiry into the
reasons for, and the use of the proceeds of, the 1953 borrowing. Its opinion
extensively details facts relevant to this subject and ... observes: “We believe that
it is relevant to the 1957 assumption of Drybrough’s liabilities by the newly
formed corporations to consider the nature of the liability assumed.” [citation
omitted].

Under the statute’s language, it was proper to consider “the nature of the liability
assumed” but under the facts of this case we do not consider that the use that
Drybrough made of the 1953 borrowing was of controlling importance here. With
some intervening language, the above quoted excerpt was followed by emphasis
on the fact that by having the corporations assume the debt owed by him, he
reduced his exposure to personal liability. “Thus, although Drybrough stood as
security for the corporate indebtedness, he would not, as a practical matter, have
been called upon to satisfy the liabilities, except in the most unusual
circumstances.” [citation omitted].

Such is true, but is no more than the result in all tax free exchanges where a wholly
owned corporation is successor to the assets and liabilities of a proprietorship.
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With reference to the inquiry into the use made by Drybrough of the proceeds of
the 1953 borrowing, the language of the Ninth Circuit in Easson v. C.LR., 294
F.2d 653, 659 (CA 9 1961) is pertinent:

The test suggested by the Commissioner looks to the origin of the
encumbrance and to the use of the proceeds derived from it. Section [357],
however, says nothing about the origin of the encumbrance. It says only
that if a corporation “acquires from the taxpayer property subject to a
liability such * * * acquisition shall not be considered as boot, unless the
taxpayer’s principal purpose regarding the acquisition is tax avoidance or
not a bona fide business purpose. Nor is there anything in the section
which deals with the reasons for the encumbrance, or the manner in which
the mortgage proceeds are used.

There was evidence also that part of the motivation for incorporating was to allow
the long term retirement of Drybrough’s debt out of the corporate earnings; such
earnings, when applied to the 1953 loan, would likely be taxed at a lower rate than
they would be in Drybrough’s own tax bracket. Drybrough’s expectation,
however, that income tax would be saved by the lower rate that would apply to
the corporate earnings as contrasted with his own income tax exposure was not,
in our view, a purpose to avoid “Federal income tax on the exchange.” We read
such to be the holding of the Tax Court’s own decision in W.H.B. Simpson v.
Comm’r, 43 T.C. 900 (1965) announced some months after the decision before
us. In Simpson, the Tax Court said,

We do not believe it (357(b)) was intended to require recognition of gain
on bona fide transactions designed to rearrange one’s business affairs in
such a manner as to minimize taxes in the future, consistent with existing
provisions of the law. 43 T.C. at 916.

. [IIn using the term “liability” in §§ 351 and 357, Congress was
concerned with the assumption by the transferee of an existing liability of
the transferor, not with the manner in which it might subsequently be
discharged. It is clear that as the corporation paid off the liabilities the
value of petitioner’s stock in Collins-Crain would be increased and
petitioner’s gain would be recognized upon disposition of that stock. But
under the law the gain on that stock will be deferred until it is disposed of,
and under § 351 recognition of the gain resulting from the appreciation in
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value of the securities transferred will also be postponed until the Collins-
Crain stock is disposed of. We find no permanent escape from taxation of
any of this gain. We do not believe the fact alone that the income which
will be used to pay off the liabilities to which the securities were subjected
will be taxed at a lower rate falls within the tax-avoidance purpose
contemplated in § 357(b). 43 T.C. at 917.

In Simpson, supra, the Tax Court held the exchange there made to be tax free and
in seeking to distinguish Simpson from its earlier decision of the Drybrough case
which we now review, said: “Unlike in the Drybrough case, and in W.H. Weaver,
32 T.C. 411 (1959) aff’d sub nom. Bryan v. Comm’r, 281 F.2d 238 (CA4 1960),
petitioner did not incur the liabilities to which the transferred securities were
subject immediately prior to the transfer and solely in anticipation thereof.” 43
T.C. at917.

But in the case before us the 1953 mortgage liability of Drybrough had not been
incurred “immediately prior to the transfer” and was not incurred “solely in
anticipation” of the forming of the corporations in 1957.

While the Tax Court did not with desirable clarity give separate treatment to the
tax avoidance purpose as distinguished from the need of Drybrough to prove also
that his 1957 incorporations had “a bona fide business purpose,” we read its
decision as a finding that Drybrough did not have “a bona fide business purpose”
for the 1957 incorporations. This was error. Drybrough testified that included in
his motivation for not paying off the $600,000 mortgage before incorporating was
his desire to keep as liquid as possible to be able to make further investments; to
put the involved real estate investments in a more manageable condition for estate
planning; and generally to obtain the advantages that attend operating in the
corporate form. The Tax Court’s suggestion that Drybrough by liquidating other
assets could have obtained sufficient cash to pay off the $600,000 so that the
corporate assets would be debt free is not impressive. Such conduct, would be
unwise and certainly not good practice. For many years Drybrough was engaged
in the business of buying and holding downtown Louisville real estate, and
operating those holdings in various enterprises such as parking lots. The
conversion of these businesses into corporate form was clearly to serve a bona
fide business purpose. What was done here was substantially the “garden variety”
of tax free exchange — the shift of a proprietorship to a wholly owned corporation
which assumed the debts of the proprietorship.
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... We are of the view ... that the Tax Court’s use of impermissible tests in
assessing Drybrough’s purposes amounted to an error of law subject to our
review, and we reverse its determination that the assumption in question is
controlled by 357(b) of the 1954 Internal Revenue Code.

2) Corporate assumption of the 1957 $150,000.00 mortgage.

We sustain the Tax Court’s holding that the assumption by 620 South Fifth Street,
Inc., on June 28, 1957, of the $150,000 mortgage which had been placed on the
assets transferred to that corporation on March 15, 1957, had not been proven by
Drybrough to be otherwise than for a principal purpose “to avoid income tax on
the exchange.” In late 1956 Drybrough had, with reference to the 620 South Fifth
Street property, written to National Life “620 South Fifth and Mexican Village
property are both clear and I am eager to mortgage them to the limit before
combining these two properties in a corporation.” This was a clear expression that
the creation of the debt was directly in anticipation of, and connected in purpose
with, having the corporation assume the debt, thus releasing to Drybrough
$150,000 of the value of this asset without a present realization of taxable gain on
the exchange. The borrowed money was used to purchase tax-exempt securities;
it was not used to carry on the purposes of the business enterprise of 620 South
Fifth Street, Inc., nor in furtherance of Drybrough’s general real estate
investments, justifying also a finding that the assumption could not be
accommodated under the “bona fide business purpose” requirement of
357(b)(1)(B). We think it was a fair inference too that Drybrough’s conduct was
equivalent to a pro tanto liquidation of the involved asset, and that his purpose
“with respect to the assumption” disclosed a plan to avoid realization of gain on
this liquidation by selling the mortgaged asset to his controlled corporation. It was
permissible for the Tax Court to find in this transaction “a purpose to avoid
Federal income tax on the exchange,” 357(b)(1)(A).

We find no fault with the legal standard employed to reach the above conclusions;
and cannot hold as clearly erroneous the factual findings involved.

3) Disallowance of interest deduction on $200,000.00.

Out of the proceeds of the 1953 borrowing of $700,000 Drybrough put
$203,602.00 into the Public Garage account, allegedly as payment on
indebtedness to his wife, and then used $200,000 of that payment to purchase tax
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exempt bonds in the name of his wife Marion. Applying [§ 265(a)(2)], the
Commissioner disallowed the deduction taken for interest paid on the $700,000
mortgage to the extent of $200,000.00. The Tax Court found support for the
Commissioner on two grounds: first, that Drybrough’s claim that he owed his wife
the $203,602.00 put into her account was a sham; and second, that even if the
$200,000 used to purchase the tax exempt securities was Marion Drybrough’s
money, the 1953 borrowing of $700,000 was, to the extent of $200,000,
“indebtedness incurred or continued to purchase or carry obligations * * * the
interest on which is wholly exempt from the taxes imposed by this title,” and
therefore under [265(a)(2)], the interest thereon was not deductible.

[The court upheld these determinations. ]

Accordingly, we reverse the Tax Court’s decision to the extent that it finds that
the assumption of the balance of the 1953 loan by the four corporations organized
on June 1, 1957, should ‘be considered as money received by the taxpayer
(Drybrough) on the exchange,” 357(b) IRC 1954; in all other respects, relevant to
this petition for review, the Tax Court’s decision is affirmed.

Questions and comments:

1. Why would taxpayer be “eager to mortgage [his personally owned properties]
to the limit before combining these two properties in a corporation?”

2. What is a bailout? Did taxpayer Drybrough successfully execute one or more
bailouts?

3. Notice: In 1957, taxpayers paid income tax on $223,806.12 of capital gain. The
liabilities that the corporations assumed exceeded their bases in the properties.
Taxpayers’ gained access to loan proceeds by paying only the capital gains rate
of tax rather than the ordinary income rate of tax.

4. How important is the timing of encumbering property with a loan liability and
later transferring it to the corporation? The court quoted from W.H.B. Simpson v.
Comm’r, 43 T.C. 900 (1965). What did the court say about the timing of these
events in Simpson?
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5. The penalty for running afoul of § 357(b) is severe. If prior to incorporating,
Drybrough borrowed $1M, gave a mortgage on property that he owned,
transferred the property subject to the mortgage to a newly formed corporation,
and used $1000 to pay off a personal credit card bill, a/l of the liability that the
corporation assumed would be boot — not merely $1000.

Lessons

Do the CALI exercise: Corporate Taxation: Formation: Formation of C
Corporations: The Effect of Liabilities.

C. Non-Qualified Preferred Stock

Until 1989, a § 351(a) nonrecognition transfer required that the transferor receive
from the corporation “stock or securities.” This permitted tax-free incorporation
even though transferors who received securities that were not stock (e.g., bonds)
might essentially be creditors of the corporation rather than owners of equity
interests. From the view of the corporation, the issuance of debt securities could
make the transaction more like the purchase of the transferor’s assets than the
issuance of an ownership interest in exchange for the transferor’s property. In the
Omnibus Budget Reconciliation Act of 1989!7 (OBRA), Congress deleted the
phrase “or securities” from § 351(a) so that exchanges qualified for § 351
treatment only if the transferor of property received stock in return.

Prior to enactment of OBRA, exchanges could qualify for § 351 non-recognition
treatment when shareholders received “preferred stock,” i.e., stock whose rights
to dividends the corporation must satisfy before it satisfies the rights to dividends
accorded owners of its common stock. The rights of preferred shareholders to
dividends could be limited to a specified amount, no matter how profitable the
corporation was.'® The holder of preferred stock also might have no right to share

17 Pub. L. No. 101-239, § 7203(a), 103 Stat. 2333, 2334.

18 For putrposes of § 351, preferred stock is not only “limited and preferred,” but also “does not
participate in corporate growth to any significant extent.” § 351(g)(3)(A). To avoid the label of
“preferred stock,” the likelihood of participating in earnings and corporate growth to a significant
extent must be “real and meaningful.” Id.
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in the benefits of the corporation’s growth. These features of preferred stock are
also characteristic of a creditor’s interest. Nevertheless, payments to holders of
preferred stock are dividends in that the corporation must have earnings and
profits from which to pay dividends. (See chapter 3, infra.) The rights of holders
of preferred stock are inferior to those of creditors — whose right to payment does
not depend on the corporation being profitable. The fact that payment of dividends
to preferred shareholders must occur before payment of dividends to common
shareholders places the holder of preferred stock between creditors and
shareholders who hold common stock — whether voting or nonvoting.

The characteristics of preferred stock are partly those of debt instruments and
partly those of equity instruments. In the Taxpayer Relief Act of 1997,'° Congress
created “nonqualified preferred stock,” which is preferred stock that has one of
four characteristics of debt:

1. the holder of the stock may require the issuer or a related person to
redeem or purchase the stock within 20 years of its issuance if no
contingency makes the likelihood of such redemption or repurchase
remote; OR

2. the issuer of the stock or a related person is required to redeem or
purchase the stock within 20 years of its issuance if no contingency makes
the likelihood of such redemption or repurchase remote; OR

3. the issuer of the stock or a related person has the right to redeem or
purchase the stock if on the issue date, it is more likely than not that the
right will be exercised and no contingency makes the likelihood of such
redemption or repurchase within 20 years remote; OR

4. the dividend rate varies at least in part directly or indirectly with
reference to some index.

§ 351(g)(2)(A and B).%

19 Pub. L. No. 105-34, § 1014, 111 Stat. 919.

20 There are exceptions if a right may be exercised “only upon” the death, disability, or mental

incompetency of the holder of the stock. § 351(g)(2)(C)(1)(I). This exception does not apply if any

class of stock of the corporation is readily traded on an established securities market.
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If as part of a § 351 exchange,
a transferor receives non-
qualified preferred stock, the
transferor must treat it as boot.
§ 351(g)(1). However, the
non-qualified preferred stock
is a class of stock of which
transferors of property must
own 80% for the exchange to
qualify for § 351
nonrecognition treatment.
S.REP. No. 105-174 at 178
(“the nonqualified preferred
stock continues to be treated
as stock received by a
transferor for purposes of
qualification of a transaction
under section 351(a), unless
and until regulations may
provide otherwise™).

Lessons

Limitations on Reporting Boot Income on the
Installment Method:

» The taxpayer/shareholder may elect not to have
the installment method apply. § 453(d)(1).

* The taxpayer/shareholder may not use the
installment method in a sale of depreciable
property to a “related person” unless taxpayer can
establish to the satisfaction of the Secretary that
tax avoidance was not one of the “principal
purposes” of the transfer, § 453(g)(1 and 2). A
‘related person” in this context includes a
corporation of which the shareholder/transferor
owns directly or indirectly more than 50% of the
value of the corporation’s outstanding stock.
§§ 1239(b)(1); 1239(c)(1)(A). The constructive
ownership rules of § 267(c)(1, 2, 4, and 5) apply.

* Taxpayer/shareholder may not use the
installment method to the extent that any of the
gain would be depreciation recapture. § 453(i)(1).
» Taxpayer/shareholder may not use the
installment method in a dealer disposition or in the
transfer of inventory of personal property.

§ 453(b)(2).

Do the CALI exercise: Corporate Taxation: Formation: Formation of C

Corporations: Basic Issues.

§ 351(2)(2)(C)(ii)(I). In the case of a transfer in exchange for services, there is an exception if the right
may be exercised “only upon” the holder’s separation from service. § 351(g)(2)(C)(@)IT).
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D. Boot and the Installment Method
Review IRC § 453.

A shareholder/transferor may receive an installment obligation of the corporation
as part of a § 351 exchange. A regulation proposed in 1984%! allows taxpayer to
report income from the receipt of boot on the installment method. Prop. Reg.
§ 1.4531(f)(3)(ii) (first sentence). The proposed regulation assigns basis both to
the stock (gain on which is not taxable) that the shareholder/transferor received in
the exchange and to the installment obligation (gain on which is taxable).

The basis of the stock is tentatively the lesser of
* the basis that the shareholder/transferor had in the property transferred
plus cash transferred to the corporation

or

* the stock’s fmv plus transferred liabilities to the extent not subject to tax
under § 357(c)(1).

If the first of these is the lesser, shareholder transferor’s basis in his stock is the
basis of the property plus any cash transferred minus liabilities assumed by the
corporation. If the second of these is the lesser, shareholder/transferor’s basis in
his stock is the fmv of the stock received less liabilities assumed by the
corporation.

The basis of the installment obligation is the “excess basis” — i.e., amount by
which the second of these amounts is greater than the first. The “selling price”
and “contract price” are determined without regard to the liabilities that the
corporation assumes (other than those subject to tax under § 357(c)(1)).?? Prop.
Reg. § 1.453-1(H)(3)(i1) (fourth sentence). Any other boot that the
shareholder/transferor receives is added to the contract and selling price for

2V Installment Obligations Received in Certain Nonrecognition Exchanges, 49 Fed. Reg. 18866 (proposed May 3,
1984).

22 The terminology of the installment method is defined in Reg. § 15A.453-1(b)(1).
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purposes of § 453 calculations and treated as a payment in the year of the
exchange. Prop. Reg. § 1.453-1(f)(3)(i1) (second sentence).

The shareholder/transferor’s determination of his basis in the stock he receives is
made as if the installment method did not apply. Prop. Reg. § 1.453-1(f)(3)(ii)
(sixth sentence). The corporation applies the rule of § 362(a) by taking a
transferred basis in the property that shareholder transferred, increasing it by any
amount the shareholder recognizes on the exchange, and increasing it as and when
shareholder pays tax on installment note payments that he receives as boot. Prop.
Reg. § 1.453-1(f)(3)(i1) (eighth sentence).

» Example 6: Nestor and Ophelia form the Plover Corporation. Nestor
contributes $10,000 to Plover Corporation in exchange for 1000 shares of
voting common stock, fmv = $10/share. Ophelia contributes Blackacre,
ab = $14,000, fmv = $18,000 in exchange for 1000 shares of voting
common stock of Plover Corporation and an 8-year note for $8000, to be
paid in 8 annual installments of $1000 plus adequate interest on the
declining balance. Nestor takes a $10,000 basis in his shares. The note that
Ophelia received is boot. In assigning basis to her stock and the
installment note, the effect of Prop. Reg. § 1.453-1(f)(3)(ii) is to transfer
her basis in Blackacre plus cash that she transfers to the corporation to her
stock to the extent of the stock’s fmv. That is $10,000. The “excess basis”
is $4000, and that is Ophelia’s basis in the note. The contract price and the
selling price is $8000. 50% of each payment will be taxable income. The
corporation will take a $14,000 basis in Blackacre and increase it by the
amount of income as and when Ophelia recognizes it. Eventually, Plover
Corporation’s basis in Blackacre will be $18,000.
* Notice: Ophelia paid tax on boot or gain, whichever is less. The
boot was $8000. Her gain on the exchange was $4000. She pays
tax (eventually) on $4000. Her basis in the note after all payments
have been made is $8000, the fmv of the note. See § 351(a)(2).

» Example 6A: Same facts except that Ophelia’s basis in Blackacre is
$8000. She will transfer all her basis in Blackacre (plus the cash she
transferred to the corporation, i.e., $0) to the stock since it is less than the
stock’s fmv. Her basis in the note will be $0, so all of every installment
payment will be taxable income. Plover Corporation’s basis in Blackacre
will be $8000, and Plover Corporation may increase the basis as and when
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Ophelia recognizes income from the installment note. Eventually, Plover
Corporation’s basis in Blackacre will be $16,000.
* Notice: Ophelia paid tax on boot or gain, whichever is less. The
boot was $8000. Her gain on the exchange was $10,000. She pays
tax (eventually) on $8000. Her basis in the note after all payments
have been made is $8000, the fmv of the note. See § 351(a)(2). Her
basis in the stock of $8000 leaves her with $2000 of built-in gain.

* Example 6B: Same facts except that Ophelia’s basis in Blackacre is
$6000 and Blackacre is encumbered by a $5000 mortgage. Plover
Corporation exchanges 1000 shares of voting common stock, assumes the
$5000 mortgage, and gives Ophelia a note for $3000, payable in 8 annual
installments of $375 plus adequate interest. The fmv of the stock that
Ophelia received plus the liability that Plover Corporation assumed
($10,000 + $5000) is more than her basis in Blackacre ($6000) plus cash
transferred ($0), so all the basis is assigned to her stock. Section
358(a)(1)(A) and § 358(d)(1) require that she reduce her basis in her stock
by the liability assumed, i.e., by $5000. Ophelia’s basis in her stock is
$1000. Her basis in the note is $0 so all the payments she receives will be
taxed. Plover Corporation has a $6000 basis in Blackacre that will increase
as and when Ophelia recognizes payments on the note. Eventually, Plover
Corporation’s basis in Blackacre will be $9000.
* Notice: Ophelia paid tax on boot or gain, whichever is less. The
boot was $3000. Her gain on the exchange was $12,000. She pays
tax (eventually) on $3000. Her basis in the note after all payments
have been made is $3000, the fmv of the note. See § 351(a)(2). Her
basis in the stock of $1000 leaves her with $9000 of built-in gain.

Problems:

1. Quincy, Rebecca, and Seth form the Plover Corporation. Quincy transfers
$10,000 to the Plover Corporation and receives 1000 shares of voting common
stock. Rebecca transfers Blackacre (adjusted basis = $7000, fair market value
=$10,000) to the Plover Corporation and receives 1000 shares of voting common
stock. Seth transfers Whiteacre (adjusted basis = $6000, fair market value
= $10,000) to the Plover Corporation and receives 1000 shares of non-convertible,
non-voting preferred stock with a dividend rate equal to the prime rate plus two
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percentage points. What are the gains realized, the gains recognized, and adjusted
bases of the stock received by Quincy, Rebecca, and Seth?

2. Same as #1 except that Seth transfers $5000 cash and performs services in
exchange for 1000 shares of the preferred stock described in #1.

3. Bolf and Colomba form the Dink Corporation. Bolf transfers $50,000 cash and
receives 500 shares of voting common stock, the only stock of Dink Corporation
outstanding. Colomba transfers Blackacre (adjusted basis = $40,000, fair market
value = $70,000) to the Dink Corporation in exchange for 500 shares of voting
common stock plus $20,000, to be paid in five annual installments plus interest on
the declining balance. What are the tax consequences to Colomba of his exchange
and to Dink Corporation?

4. Same as #3 except that Colomba’s basis in Blackacre was $55,000.

5. Same as #3 except that Blackacre is subject to a $5000 liability at the time of the
transfer to Dink Corporation. Dink Corporation assumes the liability and gives
Colomba its installment obligation of $15,000.

V. Including Transferor Shareholder’s Promissory Note in
Transferor’s Stock Basis

Suppose that a transferor of property — perhaps the only shareholder of a
corporation — contemplates transferring property(-ies) that is (are) subject to more
liabilities than his adjusted bases in the properties in exchange for stock. The
exchange will qualify for § 351 nonrecognition treatment. However, shareholder
knows that he will owe income tax on the excess of liabilities that the corporation
assumes over his aggregate bases under § 357(c)(1). Can the transferor escape this
“trap” by writing his own promissory note to the corporation? If the corporation
is very closely held — again, suppose that the transferor is the only shareholder —
is there something disingenuous about escaping tax on income simply by making
a promise that no one will enforce?
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Peracchi v. Commissioner, 143 F.3d 487 (9th Cir. 1998)
KOZINSKI, Circuit Judge

We must unscramble a Rubik’s Cube of corporate tax law to determine the basis
of a note contributed by a taxpayer to his wholly-owned corporation.

The Transaction

The taxpayer, Donald Peracchi [footnote omitted], needed to contribute additional
capital to his closely-held corporation (NAC) to comply with Nevada’s minimum
premium-to-asset ratio for insurance companies. Peracchi contributed two parcels
of real estate. The parcels were encumbered with liabilities which together
exceeded Peracchi’s total basis in the properties by more than half a million
dollars. As we discuss in detail below, under § 357(c), contributing property with
liabilities in excess of basis can trigger immediate recognition of gain in the
amount of the excess. In an effort to avoid this, Peracchi also executed a
promissory note, promising to pay NAC $1,060,000 over a term of ten years at
11% interest. Peracchi maintains that the note has a basis equal to its face amount,
thereby making his total basis in the property contributed greater than the total
liabilities. If this is so, he will have extracted himself from the quicksand of
§ 357(c) and owe no immediate tax on the transfer of property to NAC. The IRS,
though, maintains that (1) the note is not genuine indebtedness and should be
treated as an unenforceable gift; and (2) even if the note is genuine, it does not
increase Peracchi’s basis in the property contributed.

The parties are not splitting hairs: Peracchi claims the basis of the note is
$1,060,000, its face value, while the IRS argues that the note has a basis of zero.
If Peracchi is right, he pays no immediate tax on the half a million dollars by
which the debts on the land he contributed exceed his basis in the land; if the IRS
is right, the note becomes irrelevant for tax purposes and Peracchi must recognize
an immediate gain on the half million. The fact that the IRS and Peracchi are so
far apart suggests they are looking at the transaction through different colored
lenses. To figure out whether Peracchi’s lens is rose-tinted or clear, it is useful to
take a guided tour of §§ 351 and 357 and the tax law principles undergirding them.
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Into the Lobster Pot: Section 3513

The Code tries to make organizing a corporation pain-free from a tax point of
view. A capital contribution is, in tax lingo, a “nonrecognition” event: A
shareholder can generally contribute capital without recognizing gain on the
exchange.?* It’s merely a change in the form of ownership, like moving a billfold
from one pocket to another. See I.LR.C. § 351. [footnote omitted]. So long as the
shareholders contributing the property remain in control [footnote omitted] of the
corporation after the exchange, § 351 applies: It doesn’t matter if the capital
contribution occurs at the creation of the corporation or if — as here — the company
is already up and running. The baseline is that Peracchi may contribute property
to NAC without recognizing gain on the exchange.

Gain Deferral: Section 358(a)

Peracchi contributed capital to NAC in the form of real property and a promissory
note. Corporations may be funded with any kind of asset, such as equipment, real
estate, intellectual property, contracts, leaseholds, securities or letters of credit.
The tax consequences can get a little complicated because a shareholder’s basis
in the property contributed often differs from its fair market value. The general
rule is that an asset’s basis is equal to its “cost.” See LR.C. § 1012. But when a
shareholder like Peracchi contributes property to a corporation in a
nonrecognition transaction, a cost basis does not preserve the unrecognized gain.

23 “Decisions to embrace the corporate form of organization should be carefully considered, since a
corporation is like a lobster pot: easy to enter, difficult to live in, and painful to get out of.” BORIS 1.
BITTKER & JAMES S. EUSTICE, FEDERAL INCOME TAXATION OF CORPORATIONS
AND SHAREHOLDERS § 2.01[3] (6th ed. 1997) (footnotes omitted) (hereinafter BITTKER &
EUSTICE).

2 The income tax often operates as a tax on transactions. Regardless of when a taxpayer realizes
accretions to his economic wealth, income is usually recognized when a measuring event occurs, such
as receipt of a paycheck or the “sale or exchange” of property. But the Code exempts certain sales and
exchanges from recognition, such as when a sale is involuntary, or merely a change in the form of
ownership, or otherwise warrants nonrecognition. See generally BORIS I. BITTKER & LAWRENCE
LOKKEN, FEDERAL TAXATION OF INCOME, ESTATES AND GIFTS §44.1.1 (2d ed. 1990)
(“The Code contains numerous nonrecognition provisions covering a wide range of transactions that
have little in common except that they have elicited a legislative judgment that the taxpayet’s realized
gain or loss should not be taxed or deducted when the exchange or other event occurs.”). Congress has
not deemed the organization of a corporation an appropriate event for recognition of income.
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Rather than take a basis equal to the fair market value of the property exchanged,
the shareholder must substitute the basis of that property for what would otherwise
be the cost basis of the stock. [footnote omitted]. This preserves the gain for
recognition at a later day: The gain is built into the shareholder’s new basis in the
stock, and he will recognize income when he disposes of the stock.

The fact that gain is deferred rather than extinguished doesn’t diminish the
importance of questions relating to basis and the timing of recognition. In tax, as
in comedy, timing matters. Most taxpayers would much prefer to pay tax on
contributed property years later — when they sell their stock — rather than when
they contribute the property.?® Thus what Peracchi is seeking here is gain deferral:
He wants the gain to be recognized only when he disposes of some or all of his
stock.
Continuity of Investment: Boot and Section 351(b)

Continuity of investment is the cornerstone of nonrecognition under § 351.
Nonrecognition assumes that a capital contribution amounts to nothing more than
a nominal change in the form of ownership; in substance the shareholder’s
investment in the property continues. But a capital contribution can sometimes
allow a shareholder to partially terminate his investment in an asset or group of
assets. For example, when a shareholder receives cash or other property in
addition to stock, receipt of that property reflects a partial termination of
investment in the business. The shareholder may invest that money in a wholly
unrelated business, or spend it just like any other form of personal income. To the
extenta § 351 transaction resembles an ordinary sale, the nonrecognition rationale
falls apart.

Thus the central exception to nonrecognition for § 351 transactions comes into
play when the taxpayer receives “boot” — money or property other than stock in
the corporation — in exchange for the property contributed. See I.R.C. § 351(b).
Boot is recognized as taxable income because it represents a partial cashing out.
It’s as if the taxpayer contributed part of the property to the corporation in

B of course, should the taxpayers be lucky enough to die before disposing of the stock, their heirs

would take a stepped-up basis in the stock equal to its fair market value as of the date of death. See
LR.C. §1014.
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exchange for stock, and sold part of the property for cash. Only the part exchanged
for stock represents a continuation of investment; the part sold for cash is properly
recognized as yielding income, just as if the taxpayer had sold the property to a
third party.

Peracchi did not receive boot in return for the property he contributed. But that
doesn’t end the inquiry: We must consider whether Peracchi has cashed out in
some other way which would warrant treating part of the transaction as taxable
boot.

Assumption of Liabilities: Section 357(a)

The property Peracchi contributed to NAC was encumbered by liabilities.
Contribution of leveraged property makes things trickier from a tax perspective.
When a shareholder contributes property encumbered by debt, the corporation
usually assumes the debt. And the Code normally treats discharging a liability the
same as receiving money: The taxpayer improves his economic position by the
same amount either way. See L.R.C. § 61(a)(12) [now § 61(a)(11)]. NAC’s
assumption of the liabilities attached to Peracchi’s property therefore could
theoretically be viewed as the receipt of money, which would be taxable boot. See
U.S. v. Hendler, 303 U.S. 564 (1938).

The Code takes a different tack. Requiring shareholders like Peracchi to recognize
gain any time a corporation assumes a liability in connection with a capital
contribution would greatly diminish the nonrecognition benefit § 351 is meant to
confer. Section 357(a) thus takes a lenient view of the assumption of liability: A
shareholder engaging in a § 351 transaction does not have to treat the assumption
of liability as boot, even if the corporation assumes his obligation to pay. See
LR.C. § 357(a).

This nonrecognition does not mean that the potential gain disappears. Once again,
the basis provisions kick in to reflect the transfer of gain from the shareholder to
the corporation: The shareholder’s substitute basis in the stock received is
decreased by the amount of the liability assumed by the corporation. See I.R.C.
§ 358(d), (a). The adjustment preserves the gain for recognition when the
shareholder sells his stock in the company, since his taxable gain will be the
difference between the (new lower) basis and the sale price of the stock.
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Sasquatch and The Negative Basis Problem:
Section 357(c)

Highly leveraged property presents a peculiar problem in the § 351 context.
Suppose a shareholder organizes a corporation and contributes as its only asset a
building with a basis of $50, a fair market value of $100, and mortgage debt of
$90. Section 351 says that the shareholder does not recognize any gain on the
transaction. Under § 358, the shareholder takes a substitute basis of $50 in the
stock, then adjusts it downward under § 357 by $90 to reflect the assumption of
liability. This leaves him with a basis of minus $40. A negative basis properly
preserves the gain built into the property: If the shareholder turns around and sells
the stock the next day for $10 (the difference between the fair market value and
the debt), he would face $50 in gain, the same amount as if he sold the property
without first encasing it in a corporate shell.?®

But skeptics say that negative basis, like Bigfoot, doesn’t exist. Compare Easson
v. Commissioner, 33 T.C. 963, 970 (1960) (there’s no such thing as a negative
basis) with Easson v. Commissioner, 294 F.2d 653, 657-58 (9th Cir. 1961) (yes,
Virginia, there is a negative basis). Basis normally operates as a cost recovery
system: Depreciation deductions reduce basis, and when basis hits zero, the
property cannot be depreciated farther. At a more basic level, it seems
incongruous to attribute a negative value to a figure that normally represents one’s
investment in an asset. Some commentators nevertheless argue that when basis
operates merely to measure potential gain (as it does here), allowing negative
basis may be perfectly appropriate and consistent with the tax policy underlying
nonrecognition transactions. See, e.g., J. Clifton Fleming, Jr., The Highly
Avoidable Section 357(c): A Case Study in Traps for the Unwary and Some
Positive Thoughts About Negative Basis, 16 J. CORP. L. 1, 27-30 (1990). Whatever
the merits of this debate, it seems that § 357(c) was enacted to eliminate the
possibility of negative basis. See George Cooper, Negative Basis, 75 HARV. L.
REV. 1352, 1360 (1962).

20 If the taxpayer sells the property outright, his amount realized includes the full amount of the
mortgage debt, se¢e Crane v. Commissioner, 331 U.S. 1 (1947), and the result is as follows: Amount
realized ($10 cash + $90 debt) — $50 Basis = $50 gain.
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Section 357(c) prevents negative basis by forcing a shareholder to recognize gain
to the extent liabilities exceed basis. [footnote omitted]. Thus, if a shareholder
contributes a building with a basis of $50 and liabilities of $90, he does not receive
stock with a basis of minus $40. Instead, he takes a basis of zero and must
recognize a $40 gain.

Peracchi sought to contribute two parcels of real property to NAC in a § 351
transaction. Standing alone the contribution would have run afoul of § 357(c):
The property he wanted to contribute had liabilities in excess of basis, and
Peracchi would have had to recognize gain to the extent of the excess, or
$566,807.%

The Grift: Boosting Basis with a Promissory Note

Peracchi tried to dig himself out of this tax hole by contributing a personal note
with a face amount of $1,060,000 along with the real property. Peracchi maintains
that the note has a basis in his hands equal to its face value. If he’s right, we must
add the basis of the note to the basis of the real property. Taken together, the
aggregate basis in the property contributed would exceed the aggregate liabilities

Under Peracchi’s theory, then, the aggregate liabilities no longer exceed the
aggregate basis, and § 357(c) no longer triggers any gain. The government argues,
however, that the note has a zero basis. If so, the note would not affect the tax
consequences of the transaction, and Peracchi’s $566,807 in gain would be
taxable immediately. [footnote omitted].

Are Promises Truly Free?

Which brings us (phew!) to the issue before us: Does Peracchi’s note have a basis
in Peracchi’s hands for purposes of § 357(c)??® The language of the Code gives

27 Peracchi remained personally liable on the debts encumbering the property transferred to NAC.
NAC took the property subject to the debts, however, which is enough to trigger gain under the plain
language of § 357(c). See Owen v. Commissioner, 881 F.2d 832, 835-36 (9th Cir. 1989).

28 Peracchi owned all the voting stock of NAC both before and after the exchange, so the control
requirement of § 351 is satisfied. Peracchi received no boot (such as cash or securities) which would
qualify as “money or other property” and trigger recognition under 351(b) alone. Peracchi did not

112
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

us little to work with. The logical place to start is with the definition of basis.
Section 1012 provides that “[t]he basis of property shall be the cost of such
property....” But “cost” is nowhere defined. What does it cost Peracchi to write
the note and contribute it to his corporation? The IRS argues tersely that the
“taxpayers in the instant case incurred no cost in issuing their own note to NAC,
so their basis in the note was zero.” See Alderman v. Commissioner, 55 T.C. 662,
665 (1971); Rev. Rul. 68-629, 1968-2 C.B. 154, 155.% Building on this premise,
the IRS makes Peracchi out to be a grifter: He holds an unenforceable promise to
pay himself money, since the corporation will not collect on it unless he says so.

It’s true that all Peracchi did was make out a promise to pay on a piece of paper,
mark it in the corporate minutes and enter it on the corporate books. It is also true
that nothing will cause the corporation to enforce the note against Peracchi so long
as Peracchi remains in control. But the IRS ignores the possibility that NAC may
go bankrupt, an event that would suddenly make the note highly significant.
Peracchi and NAC are separated by the corporate form, and this gossamer curtain
makes a difference in the shell game of C Corp organization and reorganization.
Contributing the note puts a million dollar nut within the corporate shell, exposing
Peracchi to the cruel nutcracker of corporate creditors in the event NAC goes
bankrupt. And it does so to the tune of $1,060,000, the full-face amount of the
note. Without the note, no matter how deeply the corporation went into debt,
creditors could not reach Peracchi’s personal assets. With the note on the books,
however, creditors can reach into Peracchi’s pocket by enforcing the note as an
unliquidated asset of the corporation.

The key to solving this puzzle, then, is to ask whether bankruptcy is significant
enough a contingency to confer substantial economic effect on this transaction. If
the risk of bankruptcy is important enough to be recognized, Peracchi should get

receive any stock in return for the property contributed, so it could be argued that the exchange was
not “solely in exchange for stock™ as required by § 351. Courts have consistently recognized, however,
that issuing stock in this situation would be a meaningless gesture: Because Peracchi is the sole
shareholder of NAC, issuing additional stock would not affect his economic position relative to other
shareholders. Seg, e.g., Jackson v. Commissioner, 708 F.2d 1402, 1405 (9th Cir. 1983).

2 We would face a different case had the Treasury promulgated a regulation interpreting § 357(c).
A revenue ruling is entitled to some deference as the stated litigating position of the agency which
enforces the tax code, but not nearly as much as a regulation. Ruling 68-629 offers no rationale, let
alone a reasonable one, for its holding that it costs a taxpayer nothing to write a promissory note, and
thus deserves little weight.
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basis in the note: He will have increased his exposure to the risks of the business
— and thus his economic investment in NAC — by $1,060,000. If bankruptcy is so
remote that there is no realistic possibility it will ever occur, we can ignore the
potential economic effect of the note as speculative and treat it as merely an
unenforceable promise to contribute capital in the future.

When the question is posed this way, the answer is clear. Peracchi’s obligation on
the note was not conditioned on NAC’s remaining solvent. It represents a new
and substantial increase in Peracchi’s investment in the corporation.’® The Code
seems to recognize that economic exposure of the shareholder is the ultimate
measuring rod of a shareholder’s investment. Cf. § 465 (at-risk rules for
partnership investments). Peracchi therefore is entitled to a step-up in basis to the
extent he will be subjected to economic loss if the underlying investment turns
unprofitable. [citations omitted].

The economics of the transaction also support Peracchi’s view of the matter. The
transaction here does not differ substantively from others that would certainly
give Peracchi a boost in basis. For example, Peracchi could have borrowed
$1 million from a bank and contributed the cash to NAC along with the properties.
Because cash has a basis equal to face value, Peracchi would not have faced any
§ 357(c) gain. NAC could then have purchased the note from the bank for
$1 million which, assuming the bank’s original assessment of Peracchi’s
creditworthiness was accurate, would be the fair market value of the note. In the
end the corporation would hold a million dollar note from Peracchi — just like it
does now — and Peracchi would face no § 357(c) gain.’! The only economic

30We confine our holding to a case such as this where the note is contributed to an operating business
which is subject to a non-trivial risk of bankruptcy or receivership. NAC is not, for example, a shell
corporation or a passive investment company; Peracchi got into this mess in the first place because
NAC was in financial trouble and needed more assets to meet Nevada’s minimum premium-to-asset
ratio for insurance companies.

31'In a similar vein, Peracchi could have first swapped promissory notes with a third party. Assuming
the bona fides of each note, Peracchi would take a cost basis in the third party note equal to the face
value of the note he gave up. Peracchi could then contribute the third party note to NAC, and (thanks
to the added basis) avoid any § 357(c) gain. NAC could then close the circle by giving the third party
note back to the third party in exchange for Peracchi’s note, leaving Peracchi and NAC in exactly the
same position they occupy now.

The IRS might attack these maneuvers as step transactions, but that would beg the question: Does
the contribution of a sharecholder’s note to his wholly-owned corporation have any real economic
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difference between the transaction just described and the transaction Peracchi
actually engaged in is the additional costs that would accompany getting a loan
from the bank. Peracchi incurs a “cost” of $1 million when he promises to pay the
note to the bank; the cost is not diminished here by the fact that the transferor
controls the initial transferee. The experts seem to agree: “Section 357(c) can be
avoided by a transfer of enough cash to eliminate any excess of liabilities over
basis; and since a note given by a solvent obligor in purchasing property is
routinely treated as the equivalent of cash in determining the basis of the property,
it seems reasonable to give it the same treatment in determining the basis of the
property transferred in a § 351 exchange.” BITTKER & EUSTICE 4| 3.06[4][b].

We are aware of the mischief that can result when taxpayers are permitted to
calculate basis in excess of their true economic investment. See Commissioner v.
Tufts, 461 U.S. 300 (1983). For two reasons, however, we do not believe our
holding will have such pernicious effects. First, and most significantly, by
increasing the taxpayer’s personal exposure, the contribution of a valid,
unconditional promissory note has substantial economic effects which reflect his
true economic investment in the enterprise. The main problem with attributing
basis to nonrecourse debt financing is that the tax benefits enjoyed as a result of
increased basis do not reflect the true economic risk. Here Peracchi will have to
pay the full amount of the note with after-tax dollars if NAC’s economic situation
heads south. Second, the tax treatment of nonrecourse debt primarily creates
problems in the partnership context, where the entity’s loss deductions (resulting
from depreciation based on basis inflated above and beyond the taxpayer’s true
economic investment) can be passed through to the taxpayer. It is the pass-through
of losses that makes artificial increases in equity interests of particular concern.
[citation omitted]. We don’t have to tread quite so lightly in the C Corp context,
since a C Corp doesn’t funnel losses to the shareholder.*?

effect, or is it just so much window dressing? If the debt has real economic effect, it shouldn’t matter
how the sharcholder structures the transaction.

The only substantive difference between the avoidance techniques just discussed — swapping notes
or borrowing from a third party — and the case here is the valuation role implicitly performed by the
third party. A bank would not give Peracchi the face value of the note unless his credit warranted it,
while we have no assurance that NAC wouldn’t do so. We readily acknowledge that our assumptions
fall apart if the shareholder isn’t creditworthy. Here, the government has stipulated that Peracchi’s
net worth far exceeds the value of the note, so creditworthiness is not at issue. But we limit our
holding to cases where the note is in fact worth approximately its face value.

32 Our holding therefore does not extend to the partnership or S Corp context.
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We find further support for Peracchi’s view by looking at the alternative: What
would happen if the note had a zero basis? The IRS points out that the basis of the
note in the hands of the corporation is the same as it was in the hands of the
taxpayer. Accordingly, if the note has a zero basis for Peracchi, so too for NAC.
See § 362(a).* But what happens if NAC — perhaps facing the threat of an
involuntary petition for bankruptcy — turns around and sells Peracchi’s note to a
third party for its fair market value? According to the IRS’s theory, NAC would
take a carryover basis of zero in the note and would have to recognize $1,060,000
in phantom gain on the subsequent exchange, even though the note did not
appreciate in value one bit. That can’t be the right result.

Accordingly, we hold that Peracchi has a basis of $1,060,000 in the note he wrote
to NAC. The aggregate basis exceeds the liabilities of the properties transferred
to NAC under § 351, and Peracchi need not recognize any § 357(c) gain.

Genuine Indebtedness or Sham?

The Tax Court never reached the issue of Peracchi’s basis in the note. Instead, it
ruled for the Commissioner on the ground that the note is not genuine
indebtedness. The court emphasized two facts which it believed supported the
view that the note is a sham: (1) NAC’s decision whether to collect on the note is
wholly controlled by Peracchi and (2) Peracchi missed the first two years of
payments, yet NAC did not accelerate the debt. These facts certainly do suggest
that Peracchi paid imperfect attention to his obligations under the note, as
frequently happens when debtor and creditor are under common control. But we

33 But see Lessinger v. Commissioner, 872 F.2d 519 (2d Cir. 1989). In Lessinger, the Second Circuit
analyzed a similar transaction. It agreed with the IRS’s (faulty) premise that the note had a zero basis
in the taxpayer’s hands. But then, brushing aside the language of § 362(a), the court concluded that
the note had a basis in the corporation’s hands equal to its face value. The court held that this was
enough to dispel any § 357(c) gain to the taxpayer, proving that two wrongs sometimes do add up to
a right.

We agree with the IRS that Lessinger’s approach is untenable. Section 357(c) contemplates measuring
basis of the property contributed in the hands of the taxpayer, not the corporation. Section 357
appears in the midst of the Code sections dealing with the effect of capital contributions on the
shareholder; §§ 361 et seq., on the other hand, deal with the effect on a corporation, and § 362 defines
the basis of property contributed in the hands of the corporation. Because we hold that the note has
a face value basis to the shareholder for purposes of § 357(c), however, we reach the same result as
Lessinger.
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believe the proper way to approach the genuine indebtedness question is to look
at the face of the note and consider whether Peracchi’s legal obligation is illusory.
And it is not. First, the note’s bona fides are adequate: The IRS has stipulated that
Peracchi is creditworthy and likely to have the funds to pay the note; the note
bears a market rate of interest commensurate with his creditworthiness; the note
has a fixed term. Second, the IRS does not argue that the value of the note is
anything other than its face value; nothing in the record suggests NAC couldn’t
borrow against the note to raise cash. Lastly, the note is fully transferable and
enforceable by third parties, such as hostile creditors. On the basis of these facts
we hold that the note is an ordinary, negotiable, recourse obligation which must
be treated as genuine debt for tax purposes. [citation omitted].

The IRS argues that the note is nevertheless a sham because it was executed
simply to avoid tax. Tax avoidance is a valid concern in this context; § 357(a)
does provide the opportunity for a bailout transaction of sorts. For example, a
taxpayer with an unencumbered building he wants to sell could take out a
nonrecourse mortgage, pocket the proceeds, and contribute the property to a
newly organized corporation. Although the gain would be preserved for later
recognition, the taxpayer would have partially cashed out his economic
investment in the property: By taking out a nonrecourse mortgage, the economic
risk of loss would be transferred to the lender. [footnote omitted]. Section 357(b)
addresses this sort of bailout by requiring the recognition of gain if the transaction
lacks a business purpose. [footnote omitted]

Peracchi’s capital contribution is not a bailout. Peracchi contributed the buildings
to NAC because the company needed additional capital, and the contribution of
the note was part of that transaction. The IRS, in fact, stipulated that the
contribution had a business purpose. Bailout potential exists regardless of whether
the taxpayer contributes a note along with the property; § 357(b), not 357(c), is
the sword the Service must use to attack bailout transactions.

Is the note a gift?

The IRS also offers a more refined version of the sham transaction argument: The
note was really a gift to NAC because Peracchi did not receive any consideration
from the exchange. The IRS admits that the tax deferral resulting from avoiding
§ 357(c) gain is a benefit to Peracchi. It argues, nonetheless, that this is not enough
to make the bargain enforceable because it works no detriment to NAC. This
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argument would classify all contributions of capital as gifts. A corporation never
gives up anything explicitly when it accepts a capital contribution. Instead, the
corporation implicitly promises to put the money to good use, and its directors
and officers undertake the fiduciary duty to generate the highest possible return
on the investment. The contribution of the note was no more a gift than the
contribution of $1 million in cash to the corporation would have been; it does not
reflect the “detached and disinterested generosity” which characterizes a gift for
purposes of federal income taxation. See Commissioner v. Duberstein, 363 U.S.
278, 285 (1960).

The Aftermath

We take a final look at the result to make sure we have not placed our stamp of
approval on some sort of exotic tax shelter. We hold that Peracchi is entitled to a
step up in basis for the face value of the note, just as if he contributed cash to the
corporation. See § 358. If Peracchi does in fact keep his promise and pay off the
note with after tax dollars, the tax result is perfectly appropriate: NAC receives
cash, and the increase in basis Peracchi took for the original contribution is
justified. Peracchi has less potential gain, but he paid for it in real dollars.

But what if, as the IRS fears, NAC never does enforce the note? If NAC goes
bankrupt, the note will be an asset of the estate enforceable for the benefit of
creditors, and Peracchi will eventually be forced to pay in after tax dollars.
Peracchi will undoubtedly have worked the deferral mechanism of § 351 to his
advantage, but this is not inappropriate where the taxpayer is on the hook in both
form and substance for enough cash to offset the excess of liabilities over basis.
By increasing his personal exposure to the creditors of NAC, Peracchi has
increased his economic investment in the corporation, and a corresponding
increase in basis is wholly justified.>*

34 What happens if NAC does not go bankrupt, but merely writes off the note instead? Peracchi would
then face discharge of indebtedness income to the tune of $1,060,000. This would put Peracchi in a
worse position than when he started, since discharge of indebtedness is normally treated as ordinary
income. Peracchi, having increased his basis in the stock of the corporation by $1,060,000 would
receive a capital loss (or less capital gain) to that extent. But the shift in character of the income will
normally work to the disadvantage of a taxpayer in Peracchi’s situation.
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Conclusion

We hold that Peracchi has a basis of $1,060,000 in the note, its face value. As
such, the aggregate liabilities of the property contributed to NAC do not exceed
its basis, and Peracchi does not recognize any § 357(c) gain. The decision of the
Tax Court is REVERSED. The case is remanded for entry of judgment in favor
of Peracchi.

FERNANDEZ, Circuit Judge, Dissenting:

Is there something that a taxpayer, who has borrowed hundreds of thousands of
dollars more than his basis in his property, can do to avoid taxation when he
transfers the property? Yes, says Peracchi, because by using a very clever
argument he can avoid the strictures of § 357(c). He need only make a promise to
pay by giving a “good,” though unsecured, promissory note to his corporation
when he transfers the property to it. That is true even though the property remains
subject to the encumbrances. How can that be? Well, by preparing a promissory
note the taxpayer simply creates basis without cost to himself. But see 26 U.S.C.
§ 1012; Rev. Rul. 68-629, 1968-2 C.B. 154; Alderman v. Commissioner, 55 T.C.
662, 665 (1971). Thus he can extract a large part of the value of the property,
pocket the funds, use them, divest himself of the property, and pay the tax another
day, if ever at all.

But as with all magical solutions, the taxpayer must know the proper incantations
and make the correct movements. He cannot just transfer the property to the
corporation and promise, or be obligated, to pay off the encumbrances. That
would not change the fact that the property was still subject to those
encumbrances. According to Peracchi, the thaumaturgy that will save him from
taxes proceeds in two simple steps. He must first prepare a ritualistic writing — an
unsecured promissory note in an amount equal to or more than the excess of the
encumbrances over the basis. He must then give that writing to his corporation.
That is all.*® But is not that just a “promise to pay,” which “does not represent the
paying out or reduction of assets?” Don E. Williams Co. v. Commissioner, 429
U.S. 569, 583 (1977). Never mind, he says. He has nonetheless increased the total

% What is even better, he need not even make payments on the note until after the IRS catches up
with him. I, by the way, am dubious about the proposition that the Tax Court clearly erred when it
held that the note was not even a genuine indebtedness.
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basis of the property transferred and avoided the tax. [ understand the temptation
to embrace that argument, but I see no real support for it in the law.

Peracchi says a lot about economic realities. I see nothing real about that
maneuver. I see, rather, a bit of sortilege that would have made Merlin envious.
The taxpayer has created something — basis — out of nothing.

Thus, I respectfully dissent.

Questions and comments:

1. Judge Kozinski’s opinion nicely summarizes all of the tax law that this chapter
considers. Take note.

2. Be aware that the issue may not be resolved. As the court in Peracchi noted,
Alderman v. Commissioner, 55 T.C. 662, 665 (1971) held on indistinguishable
facts directly contrary to what the CA9 held. In relevant part, the Tax Court said:
“The Aldermans incurred no cost in making the note, so its basis to them was
zero. The basis to the corporation was the same as in the hands of the transferor,
1.€., zero.”

3. The court in Peracchi noted the increase in the taxpayer’s personal liability
exposure. But a shareholder guarantee of the liabilities that the corporation
assumes does not prevent the application of § 357(c). See Seggerman Farms, Inc.
v. Commissioner, 308 F.3d 803, 807 (7™ Cir. 2002) (“‘personal guaranties of
corporate debt are not the same as incurring indebtedness to the corporation
because a guaranty is merely a promise to pay in the future if certain events should
occur. [Their] guaranties do not constitute economic outlays™ (quoting Tax
Court)); Owen v. Commissioner, 881 F.2d 832, 835-36 (9th Cir.), cert. denied, 493
U.S. 1070 (1990) (shareholders remained liable on liabilities they guaranteed that
the corporation assumed; § 357(c) applicable).

4. Thaumaturgy: capability of a magician or a saint to work magic or miracles.
Sortilege: the practice of foretelling the future from a card or other item drawn at
random from a collection.
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VI. Section 351 and Assignment of Income

Recall the essence of Lucas v. Earl,281 U.S. 111, 114-15 (1930): Income is taxed
to the one who earned it, not to the one to whom it is contractually assigned. This
has implications when the right to income is reflected in accounts receivable.
Suppose that the account receivable is earned by a cash method taxpayer who
transfers it to a corporation which is then taxed to the corporation upon collection.
Is this an “assignment of income” so that transferor rather than the corporation
should be taxed on the income reflected in the account receivable? If we treat an
account receivable as “property,” we facilitate avoidance of the “assignment of
income” principle. [This problem does not arise when the taxpayer who transfers
an account receivable to a corporation is an accrual method taxpayer. Why not?]

Hempt Bros., Inc. v. United States, 490 F.2d 1172 (3d Cir. 1974)
ALDISERT, Circuit Judge

In this appeal by a corporate taxpayer from a grant of summary judgment in favor
of the government in a claim for refund, we are called upon to decide the proper
treatment of accounts receivable and of inventory transferred from a cash basis
partnership to a corporation organized to continue the business under 26 U.S.C.
§ 351(a). [footnote omitted]. This appeal illustrates the conflict between the
statutory purpose of § 351, postponement of recognition of gain or loss, and the
assignment of income and tax benefit doctrines.

From 1942 until February 28, 1957, a partnership comprised of Loy T. Hempt,
J.F. Hempt, Max C. Hempt, and the George L. Hempt Estate was engaged in the
business of quarrying and selling stone, sand, gravel, and slag; manufacturing and
selling ready-mix concrete and bituminous material; constructing roads,
highways, and streets, primarily for the Pennsylvania Department of Highways
and various political subdivisions of Pennsylvania, and constructing driveways,
parking lots, street and water lines, and related accessories.

The partnership maintained its books and records, and filed its partnership income
tax returns, on the basis of a calendar year and on the cash method of accounting,
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so that no income was reported until actually received in cash. Accordingly, in
computing its income for federal income tax purposes, the partnership did not take
uncollected receivables into income, ... although ... accounts receivable reflecting
sales already made ... existed to a substantial extent at the end of each of the
partnership’s taxable years. ...

On March 1, 1957, the partnership business and most of its assets were transferred
to the taxpayer solely in exchange for taxpayer’s capital stock, the 12,000 shares
of which were issued to the four members of the partnership. These shares
constituted 100% of the issued and outstanding shares of the taxpayer. This
transfer was made pursuant to § 351(a) ... Thereafter, the taxpayer conducted the
business formerly conducted by the partnership.

Among the assets transferred by the partnership to the taxpayer for taxpayer’s
shares of stock were accounts receivable in the amount of $662,824.40 arising
from performance of construction projects, sales of stone, sand, gravel, etc., and
rental of equipment prior to March 1, 1957. ...

Commencing with its initial fiscal year (which) ended February 28, 1958,
taxpayer maintained its books and filed its corporation income tax returns on the
cash method of accounting and, accordingly, did not take uncollected receivables
into income ... In its taxable years ending in 1958, 1959, and 1960, taxpayer
collected the respective amounts of $533,247.87, $125,326.71 and $4,249.72 of
the accounts receivable in the aggregate amount of $662,824.40 that transferred
to it, and included those amounts in income in computing its income for its federal
income tax returns for those years, respectively.

As a result of an examination extending over a period of years, ... income was
adjusted ... to accrue unreported sales (accounts receivable) made during the
taxable years in question ... The result was an increase in taxpayer’s taxable
income for the fiscal year ended February 28, 1958, in the amount of $258,201.35.

The Commissioner of Internal Revenue assessed deficiencies in taxpayer’s federal
income taxes for its fiscal years ending February 28, 1958, and 1959. The taxpayer
paid the amounts in 1964, and in 1965 filed claims for refund of $621,218.09 plus
assessed interest. [footnote omitted]. The claims were disallowed in full on
September 24, 1968, and the district court action was timely instituted on
December 5, 1968.
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The district court held: ... taxpayer was properly taxable upon collections made
with respect to accounts receivable which were transferred to it in conjunction
with the § 351 incorporation ...

Taxpayer argues here, as it did in the district court, that because the term
‘property’ as used in § 351 does not embrace accounts receivable, the
Commissioner lacked statutory authority to apply principles associated with
§ 351. The district court properly rejected the legal interpretation urged by the
taxpayer.

We fail to perceive any special reason why a restrictive meaning should be applied
to accounts receivables so as to exclude them from the general meaning of
‘property.” Receivables possess the usual capabilities and attributes associated
with jurisprudential concepts of property law. They may be identified, valued, and
transferred. Moreover, their role in an ongoing business must be viewed in the
context of § 351 application. The presence of accounts receivable is a normal,
rather than an exceptional accoutrement of the type of business included by
Congress in the transfer to a corporate form. They are ‘commonly thought of in
the commercial world as a positive business asset.” E.I. Du Pont de Nemours and
Co. v. United States, 471 F.2d 1211, 1218 (Ct. CL. 1973). As aptly put by the
district court: ‘There is a compelling reason to construe ‘property’ to include ...
(accounts receivable): a new corporation needs working capital, and accounts
receivable can be an important source of liquidity.’ [footnote omitted]. ...

The taxpayer next makes a strenuous argument that ‘the government is seeking to
tax the wrong person.’ [footnote omitted]. It contends that the assignment of
income doctrine as developed by the Supreme Court applies to a § 351 transfer of
accounts receivable so that the transferor, not the transferee-corporation, bears the
corresponding tax liability. It argues that the assignment of income doctrine
dictates that where the right to receive income is transferred to another person in
a transaction not giving rise to tax at the time of transfer, the transferor is taxed
on the income when it is collected by the transferee; that the only requirement for
its application is a transfer of a right to receive ordinary income; and that since
the transferred accounts receivable are a present right to future income, the sole
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requirement for the application of the doctrine is squarely met. In essence, this is
a contention that the nonrecognition provision of § 351 is in conflict with the
assignment of income doctrine and that § 351 should be subordinated thereto.
Taxpayer relies on the seminal case of Lucas v. Earl, 280 U.S. 538 (1929), and its
progeny [footnote omitted] for support of its proposition that the application of
the doctrine is mandated whenever one transfers a right to receive ordinary
income.

On its part, the government concedes that a taxpayer may sell for value a claim to
income otherwise his own and he will be taxable upon the proceeds of the sale.
Such was the case in Commissioner v. P.G. Lake, Inc., 356 U.S. 260 (1958), in
which the taxpayer corporation assigned its oil payment right to its president in
consideration for his cancellation of a $600,000 loan. Viewing the oil payment
right as a right to receive future income, the Court applied the reasoning of the
assignment of income doctrine, normally applicable to a gratuitous assignment,
and held that the consideration received by the taxpayer-corporation was taxable
as ordinary income since it essentially was a substitute for that which would
otherwise be received at a future time as ordinary income.

Turning to the facts of this case, we note that here there was the transfer of
accounts receivable from the partnership to the corporation pursuant to § 351. We
view these accounts receivable as a present right to receive future income. In
consideration of the transfer of this right, the members of the partnership received
stock — a valid consideration. The consideration, therefore, was essentially a
substitute for that which would otherwise be received at a future time as ordinary
income to the cash basis partnership. Consequently, the holding in Lake would
normally apply, and income would ordinarily be realized, and thereby taxable, by
the cash basis partnership-transferor at the time of receipt of the stock.

But the terms and purpose of § 351 have to be reckoned with. By its explicit terms
§ 351 expresses the Congressional intent that transfers of property for stock or
securities will not result in recognition. It therefore becomes apparent that this
case vividly illustrates how § 351 sometimes comes into conflict with another
provision of the Internal Revenue Code or a judicial doctrine, [footnote omitted]
and requires a determination of which of two conflicting doctrines will control.

As we must, when we try to reconcile conflicting doctrines in the revenue law, we
endeavor to ascertain a controlling Congressional mandate. Section 351 has been
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described as a deliberate attempt by Congress to facilitate the incorporation of
ongoing businesses and to eliminate any technical constructions which are
economically unsound. [footnote omitted].

Appellant-taxpayer seems to recognize this and argues that application of the Lake
rationale when accounts receivable are transferred would not create any undue
hardship to an incorporating taxpayer. ‘All a taxpayer (transferor) need do is
withhold the earned income items and collect them, transferring the net proceeds
to the Corporation. Indeed ... the transferor should retain both accounts receivable
and accounts payable to avoid income recognition at the time of transfer and to
have sufficient funds with which to pay accounts payable. Where the taxpayer
(transferor) is on the cash method of accounting (as here), the deduction of the
accounts payable would be applied against the income generated by the accounts
receivable.’

While we cannot fault the general principle ‘that income be taxed to him who
earns it,” to adopt taxpayer’s argument would be to hamper the incorporation of
ongoing businesses; additionally it would impose technical constructions which
are economically and practically unsound. None of the cases cited by taxpayer,
including Lake itself, persuades us otherwise. In Lake the Court was required to
decide whether the proceeds from the assignment of the oil payment right were
taxable as ordinary income or as long term capital gains. Observing that the
provision for long term capital gains treatment ‘has always been narrowly
construed so as to protect the revenue against artful devices,” 356 U.S. at 265, the
Court predicated its holding upon an emphatic distinction between a conversion
of a capital investment — ‘income-producing property’ — and an assignment of
income per se. ‘The substance of what was assigned was the right to receive future
income. The substance of what was received was the present value of income
which the recipient would otherwise obtain in the future.” /bid., at 266. A § 351
issue was not presented in Lake. Therefore the case does not control in weighing
the conflict between the general rule of assignment of income and the
Congressional purpose of nonrecognition upon the incorporation of an ongoing
business. [footnote omitted].

We are persuaded that, on balance, the teachings of Lake must give way in this

case to the broad Congressional interest in facilitating the incorporation of

ongoing businesses. As desirable as it is to afford symmetry in revenue law, we

do not intend to promulgate a hard and fast rule. [footnote omitted]. We believe
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that the problems posed by the clash of conflicting internal revenue doctrines are
more properly determined by the circumstances of each case. Here we are
influenced by the fact that the subject of the assignment was accounts receivable
for partnership’s goods and services sold in the regular course of business, that
the change of business form from partnership to corporation had a basic business
purpose and was not designed for the purpose of deliberate tax avoidance, and by
the conviction that the totality of circumstances here presented fit the mold of the
Congressional intent to give nonrecognition to a transfer of a total business from
a noncorporate to a corporate form.

But this too must be said. Even though § 351(a) immunizes the transferor from
immediate tax consequences, § 358 [footnote omitted] retains for the transferors
a potential income tax liability to be realized and recognized upon a subsequent
sale or exchange of the stock certificates received. As to the transferee-
corporation, the tax basis of the receivables will be governed by § 362. [footnote
omitted]

... [TThe judgment of the district court will be affirmed.

Questions and comments:

1. Why was the corporate taxpayer in the relatively unusual position of arguing
that what shareholders had transferred to the corporation was not property within
§ 3517

2. The case is authority for the position that accounts receivable are “property”

for purposes of § 351(a). This creates problems for individuals and partnerships

who keep their accounts on the cash method if they incorporate and become

accrual method taxpayers. As in Hempt, a big tax bill may come due at once.
*How can taxpayers prevent this from happening?

3. The case involves accounts receivable transferred to an accrual method
corporation. Consider what problems arise if the transfer of an existing business
is made to a cash method corporation?
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Rev. Rul. 80-198, 1980-2 C.B. 113

ISSUE

Under the circumstances described below, do the nonrecognition of gain or loss
provisions of § 351 of the Internal Revenue Code apply to a transfer of the
operating assets of an ongoing sole proprietorship (including unrealized accounts
receivable) to a corporation in exchange solely for the common stock of a
corporation and the assumption by the corporation of the proprietorship
liabilities?

FACTS

Individual A conducted a medical practice as a sole proprietorship, the income of
which was reported on the cash receipts and disbursements method of accounting.
A transferred to a newly organized corporation all of the operating assets of the
sole proprietorship in exchange for all of the stock of the corporation, plus the
assumption by the corporation of all of the liabilities of the sole proprietorship.
The purpose of the incorporation was to provide a form of business organization
that would be more conducive to the planned expansion of the medical services
to be made available by the business enterprise.

The assets transferred were tangible assets having a fair market value of $40,000
and an adjusted basis of $30,000 and unrealized trade accounts receivable having
a face amount of $20,000 and an adjusted basis of zero. The liabilities assumed
by the corporation consisted of trade accounts payable in the face amount of
$10,000. The liabilities assumed by the corporation also included a mortgage
liability, related to the tangible property transferred, of $10,000. A had neither
accumulated the accounts receivable nor prepaid any of the liabilities of the sole
proprietorship in a manner inconsistent with normal business practices in
anticipation of the incorporation. If A had paid the trade accounts payable
liabilities, the amounts paid would have been deductible by A as ordinary and
necessary business expenses under § 162 of the Code. The new corporation
continued to utilize the cash receipts and disbursements method of accounting.

LAW AND ANALYSIS

The applicable section of the Code is § 351(a), which provides that no gain or loss
shall be recognized when property is transferred to a corporation in exchange
solely for stock ... and the transferor is in control (as defined by § 368(c)) of the
transferee corporation immediately after the transfer.
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In Hempt Bros., Inc. v. United States, 490 F.2d 1172 (3d Cir. 1974), cert. denied,
419 U.S. 826 (1974), the United States Court of Appeals for the Third Circuit held
... that a cash basis transferee corporation was taxable on the monies it collected
on accounts receivable that had been transferred to it by a cash basis partnership in
a transaction described in § 351(a) of the Code. The corporate taxpayer contended
that it was not obligated to include the accounts receivable in income; rather the
transferor partnership should have been taxed on the stock the partnership received
under the assignment of income doctrine which is predicated on the well
established general principle that income be taxed to the party that earned it.

The court in Hempt Bros. solved the conflict between the assignment of income
doctrine and the statutory nonrecognition provisions of § 351 of the Code by
reasoning that if the cash basis transferor were taxed on the transfer of the
accounts receivable, the specific congressional intent reflected in § 351(a) that the
incorporation of an ongoing business should be facilitated by making the
incorporation tax free would be frustrated.

The facts of the instant case are similar to those in Hempt Bros. in that there was
a valid business purpose for the transfer of the accounts receivable along with all
of the assets and liabilities of A’s proprietorship to a corporate transferee that
would continue the business of the transferor. Further, A had neither accumulated
the accounts receivable nor prepaid any of the account payable liabilities of the
sole proprietorship in anticipation of the incorporation, which is an indication that,
under the facts and circumstances of the case, the transaction was not designed
for tax avoidance.

HOLDING

The transfer by A of the operating assets of the sole proprietorship (including
unrealized accounts receivable) to the corporation in exchange solely for the
common stock of the corporation and the assumption by the corporation of the
proprietorship liabilities (including accounts payable) is an exchange within the
meaning of § 351(a) of the Code. Therefore, no gain or loss is recognized to A
with respect to the property transferred, including the accounts receivable. ...
[T]he assumption of the trade accounts payable that would give rise to a deduction
if A had paid them is not, pursuant to § 357(c)(3), considered as an assumption of
a liability for purposes of §§ 357(c)(1) and 358(d). [citation omitted]. The
corporation, under the cash receipts and disbursements method of accounting, will
report in its income the account receivables as collected, and will be allowed

128
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

deductions under § 162 for the payments it makes to satisfy the assumed trade
accounts payable when such payments are made.

A’s basis in the stock received in the exchange of property for stock under
§ 358(a)(1) of the Code is $20,000 which is calculated by decreasing A’s $30,000
basis in the assets transferred by the $10,000 mortgage liability under
§§ 358(a)(1)(A)(i1) and 358(d)(1). No adjustment to such basis is made under
§ 358(a)(1)(A)(ii) because of the assumption by the corporation of the $10,000 in
accounts payable inasmuch as the general rule of § 358(d)(1), which requires the
basis in the stock received to be decreased by the liabilities assumed, does not
apply by reason of § 358(d)(2), which provides that § 358(d)(1) does not apply to
the amount of any liabilities defined in § 357(¢c)(3) such as accounts payable that
would have been deductible by A as ordinary and necessary business expenses
under § 162 in the taxable year paid if A had paid these liabilities prior to the
exchange. [citation omitted].

LIMITATIONS

Section 351 of the Code does not apply to a transfer of accounts receivable which
constitute an assignment of an income right in a case such as Brown v.
Commissioner, 40 B.T.A. 565 (1939), aff’d 115 F.2d 337 (2d Cir. 1940). In
Brown, an attorney transferred to a corporation, in which he was the sole owner,
a one-half interest in a claim for legal services performed by the attorney and his
law partner. In exchange, the attorney received additional stock of the corporation.
The claim represented the corporation’s only asset. Subsequent to the receipt by
the corporation of the proceeds of the claim, the attorney gave all of the stock of
the corporation to his wife. The United States Court of Appeals for the Second
Circuit found that the transfer of the claim for the fee to the corporation had no
purpose other than to avoid taxes and held that in such a case the intervention of
the corporation would not prevent the attorney from being liable for the tax on the
income which resulted from services under the assignment of income rule of
Lucas v. Earl, 281 U.S. 111 (1930). Accordingly, in a case of a transfer to a
controlled corporation of an account receivable in respect of services rendered
where there is a tax avoidance purpose for the transaction (which might be
evidenced by the corporation not conducting an ongoing business), the Internal
Revenue Service will continue to apply assignment of income principles and
require that the transferor of such a receivable include it in income when received
by the transferee corporation.
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Likewise, it may be appropriate in certain situations to allocate income,
deductions, credits, or allowances to the transferor or transferee under § 482 of
the Code when the timing of the incorporation improperly separates income from
related expenses. See Rooney v. United States, 305 F.2d 681 (9th Cir. 1962),
where a farming operation was incorporated in a transaction described in § 351(a)
after the expenses of the crop had been incurred but before the crop had been sold
and income realized. The transferor’s tax return contained all of the expenses but
none of the farming income to which the expenses related. The United States
Court of Appeals for the Ninth Circuit held that the expenses could be allocated
under § 482 to the corporation, to be matched with the income to which the
expenses related. Similar adjustments may be appropriate where some assets,
liabilities, or both, are retained by the transferor and such retention results in the
income of the transferor, transferee, or both, not being clearly reflected.

Questions and comments:

1. In the Revenue Act of 1978, P.L. 95-600, § 365(a), (c), Congress added
§ 357(c)(3) to the Code. Prior to that time, the courts had adopted contradictory
positions that were gravitating towards the rule of § 357(c)(3). Compare Raich v.
Comm’r, 46 T.C. 604, 60811 (1966) (accounts receivable have zero basis; tax on
excess of liabilities over basis even though accounts receivable exceed accounts
payable) with Fochtv. Comm’r, 68 T.C. 223,229 (1977), acq. 1980-2 C.B. 1 (“An
obligation should not be treated as a liability, under sections 357 and 358, to the
extent that its payment would have been deductible if made by the transferor;”
“the term ‘liability’ [§§ 357(a) and 357(c)] should be limited to those obligations
that, if transferred, cause gain recognition”).

2. Articulate the rules of Brown and Rooney.

3. Read § 482.

VII. Contributions to Capital

How should the Code treat a transfer of capital to a corporation that does not occur
in the context of a § 351 exchange? The question has implications to both the
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transferor (who may or may not be a shareholder) and to the transferee
corporation.

Commissioner v. Fink, 483 U.S. 89 (1987)
Justice POWELL delivered the opinion of the Court.

The question in this case is whether a dominant shareholder who voluntarily
surrenders a portion of his shares to the corporation, but retains control, may
immediately deduct from taxable income his basis in the surrendered shares.

Respondents Peter and Karla Fink were the principal shareholders of Travco
Corporation, a Michigan manufacturer of motor homes. Travco had one class of
common stock outstanding and no preferred stock. Mr. Fink owned 52.2 percent,
and Mrs. Fink 20.3 percent, of the outstanding shares.*® Travco urgently needed
new capital as a result of financial difficulties it encountered in the mid-1970's.
The Finks voluntarily surrendered some of their shares to Travco in an effort to
“increase the attractiveness of the corporation to outside investors.” Mr. Fink
surrendered 116,146 shares in December 1976; Mrs. Fink surrendered 80,000
shares in January 1977. As a result, the Finks’ combined percentage ownership of
Travco was reduced from 72.5 percent to 68.5 percent. The Finks received no
consideration for the surrendered shares, and no other shareholder surrendered
any stock. The effort to attract new investors was unsuccessful, and the
corporation eventually was liquidated.

On their 1976 and 1977 joint federal income tax returns, the Finks claimed ordinary
loss deductions totaling $389,040, the full amount of their adjusted basis in the
surrendered shares. [footnote omitted]. The Commissioner of Internal Revenue
disallowed the deductions. He concluded that the stock surrendered was a
contribution to the corporation’s capital. Accordingly, the Commissioner
determined that the surrender resulted in no immediate tax consequences, and that

3 In addition, Mr. Fink’s sister owned 10 percent of the stock, his brother-in-law owned 4.1 percent,
and his mother owned 2.2 percent.
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the Finks’ basis in the surrendered shares should be added to the basis of their
remaining shares of Travco stock.

In an unpublished opinion, the Tax Court sustained the Commissioner’s
determination for the reasons stated in Frantz v. Commissioner, 83 T.C. 162, 174-
182 (1984), aff’d, 784 F.2d 119 (CA2 1986), cert. [denied, 483 U.S.1019 (1987)].
In Frantz the Tax Court held that a stockholder’s non pro rata surrender of shares
to the corporation does not produce an immediate loss. The court reasoned that
“[t]his conclusion ... necessarily follows from a recognition of the purpose of the
transfer, that is, to bolster the financial position of [the corporation] and, hence,
to protect and make more valuable [the stockholder’s] retained shares.” Because
the purpose of the shareholder’s surrender is “to decrease or avoid a loss on his
overall investment,” the Tax Court in Frantz was “unable to conclude that [he]
sustained a loss at the time of the transaction.” “Whether [the shareholder] would
sustain a loss, and if so, the amount thereof, could only be determined when he
subsequently disposed of the stock that the surrender was intended to protect and
make more valuable.” The Tax Court recognized that it had sustained the
taxpayer’s position in a series of prior cases. [footnote omitted]. But it concluded
that these decisions were incorrect, in part because they ‘“encourage[d] a
conversion of eventual capital losses into immediate ordinary losses.”’

In this case, a divided panel of the Court of Appeals for the Sixth Circuit reversed
the Tax Court. 789 F.2d 427 (1986). The court concluded that the proper tax
treatment of this type of stock surrender turns on the choice between “unitary”
and “fragmented” views of stock ownership. Under the “fragmented view,” “each
share of stock is considered a separate investment,” and gain or loss is computed
separately on the sale or other disposition of each share. According to the “unitary
view,” “the ‘stockholder’s entire investment is viewed as a single indivisible
property unit,”” and a sale or disposition of some of the stockholder’s shares only
produces “an ascertainable gain or loss when the stockholder has disposed of his
remaining shares.” The court observed that both it and the Tax Court generally
had adhered to the fragmented view, and concluded that “the facts of the instant
case [do not] present sufficient justification for abandoning” it. It therefore held
that the Finks were entitled to deduct their basis in the surrendered shares

37 The Court of Appeals for the Second Circuit affirmed the Tax Court’s holding and agreed with its
reasoning. Frantz v. Commissioner, 784 F.2d 119, 123-126 (19806), cert. pending.
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immediately as an ordinary loss, except to the extent that the surrender had
increased the value of their remaining shares. The Court of Appeals remanded the
case to the Tax Court for a determination of the increase, if any, in the value of
the Finks’ remaining shares that was attributable to the surrender.

Judge Joiner dissented. Because the taxpayers’ “sole motivation in disposing of
certain shares is to benefit the other shares they hold [,] ... [v]iewing the surrender
of each share as the termination of an individual investment ignores the very
reason for the surrender.” He concluded: “Particularly in cases such as this, where
the diminution in the shareholder’s corporate control and equity interest is so
minute as to be illusory, the stock surrender should be regarded as a contribution
to capital.”

We granted certiorari to resolve a conflict among the Circuits, [footnote omitted]
and now reverse.

II
A

It is settled that a shareholder’s voluntary contribution to the capital of the
corporation has no immediate tax consequences. 26 U.S.C. § 263; 26 CFR
§ 1.263(a)-2(f) (1986). Instead, the shareholder is entitled to increase the basis of
his shares by the amount of his basis in the property transferred to the corporation.
See 26 U.S.C. § 1016(a)(1). When the shareholder later disposes of his shares, his
contribution is reflected as a smaller taxable gain or a larger deductible loss. This
rule applies not only to transfers of cash or tangible property, but also to a
shareholder’s forgiveness of a debt owed to him by the corporation. 26 CFR
§ 1.61-12(a) (1986). Such transfers are treated as contributions to capital even if
the other shareholders make proportionately smaller contributions, or no
contribution at all. See, e.g., Sackstein v. Commissioner, 14 T.C. 566, 569 (1950).
The rules governing contributions to capital reflect the general principle that a
shareholder may not claim an immediate loss for outlays made to benefit the
corporation. Deputy v. Du Pont, 308 U.S. 488 (1940); Eskimo Pie Corp. v.
Commissioner, 4 T.C. 669, 676 (1945), aff’d, 153 F.2d 301 (CA3 1946). We must
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decide whether this principle also applies to a controlling shareholder’s non pro
rata surrender of a portion of his shares.*8

B

The Finks contend that they sustained an immediate loss upon surrendering some
of their shares to the corporation. By parting with the shares, they gave up an
ownership interest entitling them to future dividends, future capital appreciation,
assets in the event of liquidation, and voting rights.*’ Therefore, the Finks
contend, they are entitled to an immediate deduction. See 26 U.S.C. §§ 165(a) and
(¢)(2). In addition, the Finks argue that any non pro rata stock transaction “give[s]
rise to immediate tax results.” For example, a non pro rata stock dividend
produces income because it increases the recipient’s proportionate ownership of
the corporation. Koshland v. Helvering, 298 U.S. 441 (1936).*° By analogy, the
Finks argue that a non pro rata surrender of shares should be recognized as an
immediate loss because it reduces the surrendering shareholder’s proportionate
ownership.

Finally, the Finks contend that their stock surrenders were not contributions to the
corporation’s capital. They note that a typical contribution to capital, unlike a non
pro rata stock surrender, has no effect on the contributing shareholder’s
proportionate interest in the corporation. Moreover, the Finks argue, a
contribution of cash or other property increases the net worth of the corporation.
For example, a shareholder’s forgiveness of a debt owed to him by the corporation
decreases the corporation’s liabilities. In contrast, when a shareholder surrenders
shares of the corporation’s own stock, the corporation’s net worth is unchanged.
This is because the corporation cannot itself exercise the right to vote, receive
dividends, or receive a share of assets in the event of liquidation. G. JOHNSON &

3 The Finks concede that a pro rata stock surrender, which by definition does not change the
percentage ownership of any sharcholder, is not a taxable event. Cf. Eisner v. Macomber, 252 U.S.
189 (1920) (pro rata stock dividend does not produce taxable income).

% As a practical matter, however, the Finks did not give up a great deal. Their percentage interest in
the corporation declined by only 4 percent. Because the Finks retained a majority interest, this
reduction in their voting power was inconsequential. Moreover, Travco, like many corporations in
financial difficulties, was not paying dividends.

40 In most cases, however, stock dividends are not recognized as income until the shares are sold. See
26 U.S.C. § 305.
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J. GENTRY, FINNEY AND MILLER’S PRINCIPLES OF ACCOUNTING 538 (7th ed.
1974). [footnote omitted].

III

A shareholder who surrenders a portion of his shares to the corporation has parted
with an asset, but that alone does not entitle him to an immediate deduction.
Indeed, if the shareholder owns less than 100 percent of the corporation’s shares,
any non pro rata contribution to the corporation’s capital will reduce the net worth
of the contributing shareholder.*! A shareholder who surrenders stock thus is
similar to one who forgives or surrenders a debt owed to him by the corporation;
the latter gives up interest, principal, and also potential voting power in the event
of insolvency or bankruptcy. But, as stated above, such forgiveness of corporate
debt is treated as a contribution to capital rather than a current deduction. The
Finks’ voluntary surrender of shares, like a shareholder’s voluntary forgiveness
of debt owed by the corporation, closely resembles an investment or contribution
to capital. See B. BITTKER & J. EUSTICE, FEDERAL INCOME TAXATION OF
CORPORATIONS AND SHAREHOLDERS § 3.14, p. 3-59 (4th ed. 1979) (“If the
contribution is voluntary, it does not produce gain or loss to the shareholder”).
We find the similarity convincing in this case.

The fact that a stock surrender is not recorded as a contribution to capital on the
corporation’s balance sheet does not compel a different result. Shareholders who
forgive a debt owed by the corporation or pay a corporate expense also are denied
an immediate deduction, even though neither of these transactions is a
contribution to capital in the accounting sense. [footnote omitted]. Nor are we
persuaded by the fact that a stock surrender, unlike a typical contribution to
capital, reduces the shareholder’s proportionate interest in the corporation. This
Court has never held that every change in a shareholder’s percentage ownership
has immediate tax consequences. Of course, a shareholder’s receipt of property
from the corporation generally is a taxable event. See 26 U.S.C. §§ 301, 316.

# For example, assume that a sharcholder holding an 80 percent interest in a corporation with a total
liquidation value of $100,000 makes a non pro rata contribution to the corporation’s capital of $20,000
in cash. Assume further that the shareholder has no other assets. Prior to the contribution, the
shareholder’s net worth was $100,000 ($20,000 plus 80 percent of $100,000). If the corporation were
immediately liquidated following the contribution, the shareholder would receive only $96,000 (80
percent of $120,000). Of course such a non pro rata contribution is rare in practice. Typically a
shareholder will simply purchase additional shares.
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In contrast, a shareholder’s transfer of property to the corporation usually has no
immediate tax consequences. § 263.

The Finks concede that the purpose of their stock surrender was to protect or
increase the value of their investment in the corporation.* They hoped to
encourage new investors to provide needed capital and in the long run recover the
value of the surrendered shares through increased dividends or appreciation in the
value of their remaining shares. If the surrender had achieved its purpose, the
Finks would not have suffered an economic loss. See Johnson, Tax Models for
Nonprorata Shareholder Contributions, 3 VA. TAX. REv. 81, 104-108 (1983). In
this case, as in many cases involving closely held corporations whose shares are
not traded on an open market, there is no reliable method of determining whether
the surrender will result in a loss until the shareholder disposes of his remaining
shares. Thus, the Finks’ stock surrender does not meet the requirement that an
immediately deductible loss must be “actually sustained during the taxable year.”
26 CFR § 1.165-1(b) (1986).

Finally, treating stock surrenders as ordinary losses might encourage shareholders
in failing corporations to convert potential capital losses to ordinary losses by
voluntarily surrendering their shares before the corporation fails. In this way
shareholders might avoid the consequences of 26 U.S.C. § 165(g)(1), which
provides for capital-loss treatment of stock that becomes worthless. [footnote
omitted]. Similarly, shareholders may be encouraged to transfer corporate stock
rather than other property to the corporation in order to realize a current loss.
[footnote omitted].

We therefore hold that a dominant shareholder who voluntarily surrenders a
portion of his shares to the corporation, but retains control, does not sustain an
immediate loss deductible from taxable income. Rather, the surrendering
shareholder must reallocate his basis in the surrendered shares to the shares he
retains.*’ The shareholder’s loss, if any, will be recognized when he disposes of

#2 Indeed, if the Finks did not make this concession their surrender probably would be treated as a
nondeductible gift. See 26 CFR § 25.2511-1(h)(1) (1980).

4 The Finks remained the controlling shareholders after their surrender. We therefore have no
occasion to decide in this case whether a surrender that causes the shareholder to lose control of the
corporation is immediately deductible. In related contexts, the Code distinguishes between minimal
reductions in a shareholder’s ownership percentage and loss of corporate control. See § 302(b)(2)
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his remaining shares. A reallocation of basis is consistent with the general
principle that “[p]ayments made by a stockholder of a corporation for the purpose
of protecting his interest therein must be regarded as [an] additional cost of his
stock,” and so cannot be deducted immediately. Eskimo Pie Corp. v.
Commissioner, 4 T.C., at 676. Our holding today is not inconsistent with the
settled rule that the gain or loss on the sale or disposition of shares of stock equals
the difference between the amount realized in the sale or disposition and the
shareholder’s basis in the particular shares sold or exchanged. See 26 U.S.C.
§ 1001(a); 26 CFR § 1.10121(c)(1) (1986). We conclude only that a controlling
shareholder’s voluntary surrender of shares, like contributions of other forms of
property to the corporation, is not an appropriate occasion for the recognition of
gain or loss.

vV

For the reasons we have stated, the judgment of the Court of Appeals for the Sixth
Circuit is reversed.

It is so ordered.

Justice BLACKMUN concurs in the result.
Justice WHITE, concurring [omitted].
Justice SCALIA, concurring [omitted].
Justice STEVENS, dissenting [omitted].

(providing “exchange” rather than dividend treatment for a “substantially disproportionate
redemption of stock” that brings the sharcholder’s ownership percentage below 50 percent);
§ 302(b)(3) (providing similar treatment when the redemption terminates the sharcholder’s interest in
the corporation).

In this case we use the term “control” to mean ownership of more than half of a corporation’s voting
shares. We recognize, of course, that in larger corporations — especially those whose shares are listed
on a national exchange — a person or entity may exercise control in fact while owning less than a
majority of the voting shares. See Securities Exchange Act of 1934, § 13(d), 48 Stat. 894, 15 U.S.C.
§ 78m(d) (requiring persons to report acquisition of more than 5 percent of a registered equity
security).
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Questions and comments:

1. Describe the calculations that CA6’s holding in this case would require anytime
a shareholder surrenders shares of stock to a corporation. Is your description an
argument in favor of the Supreme Court’s holding?

2. Part I1A of the Court’s opinion provides a statement of the tax rules governing
any contribution of a shareholder to the capital of a corporation. Learn and
understand these rules.

3. What was it that the Finks were trying to accomplish by surrendering some

shares of common stock to the corporation?
* There’s more to the story than is revealed in our edited version of the
case. A lender told the corporation to raise $900,000 of new capital —
$700,000 in equity and $200,000 in subordinated debt. The corporation
decided to raise the new equity by issuing 700,000 shares of $1 par
preferred stock convertible into 1,400,000 shares of common stock.
Obviously, the conversion ratio was 2:1.

* The shareholders felt that it would be easier to find an angel if the
corporation could promise control of the corporation to an investor.
Hence, it would be necessary to have outstanding fewer than 1,400,000
shares of common stock. Taxpayers hit on the idea of transferring back to
the corporation the shares involved in this case.

* Query: why not simply increase the conversion ratio?

* When no outside investor was forthcoming, the surrendering
shareholders purchased the newly issued convertible preferred stock.

4. What if the surrender of stock in Fink had caused taxpayers to lose control of
the corporation? Would that justify a conclusion that an immediate loss had
occurred? In the last footnote of our edited version of the case, the Court made
clear that it was not answering this question — nor did it “suggest” an answer.

5. The Court adopted the unitary view of stock ownership in the context of a
dominant shareholder.
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6. For the shareholder, a voluntary contribution to the capital of the corporation
has no immediate tax consequences. Instead, the basis of what the shareholder
contributes is added to shareholder’s basis in his stock in the corporation.

7. Section 118(a) provides that a corporation’s gross income does not include
“any” contribution to its capital. The basis of property that the corporation
receives from a shareholder as a contribution to capital carries over from the one
who contributed it. § 362(a)(2). However, § 118(b) excepts from this provision
contributions in aid of construction or a contribution as a customer or potential
customer. Such “contributions” are too much like consideration for an exchange
with the corporation. It also excepts “any contribution by any governmental entity
or civic group (other than a contribution made by a shareholder as such.”

» Payments from government entities to induce corporations to locate

facilities within a particular jurisdiction may no longer be excluded from

a corporation’s gross income.

8. Contributions to the capital of a corporation by nonshareholders are not
included in the income of the corporation under § 118(a)(1). But under
§ 362(c)(1), the corporation’s basis in noncash property contributed by a
nonshareholder is $0. Moreover, the adjusted basis of any property acquired by
the corporation within 12 months after a nonshareholder’s contribution of money
must be reduced by the amount of that money, and any excess must be used to
reduce the basis of other property held by the corporation on the last day of the
12-month period in accord with regulations prescribed by the Secretary of the
Treasury. § 362(c). Why should nonshareholder contributions be given such
unfavorable treatment to the corporation as compared with shareholder
contributions?

* contributions by shareholders are essentially treated as payments for

additional stock.

* in the case of nonshareholders, their contributions are accessions to the
corporation’s wealth, but the corporation’s recognition of the gain is
delayed by reducing the basis of assets acquired or already owned by the
corporation.
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Chapter 3: Dividends
Read IRC §§ 301, 311, 312, 316, 317.

Introductory Note: Ownership of stock entitles a shareholder to, among other
things, receive dividends from the corporation. How and when corporations may
distribute dividends is a matter of state corporate law. The legal tax issues arising
in this context mainly involve identification of distributions that constitute the
payment of dividends.** In this chapter, we identify the tax consequences of a
corporation’s payment of dividends and the shareholder’s receipt of dividends.

We have assumed that our corporations are profitable and that shareholders want
a share of those profits. A dividend is some portion of a corporation’s after-tax
profit that it distributes to its shareholders. The distribution must be comprised of
“property.” § 316(a). The term “property” means “money, securities, and any
other property[,] except that such term does not include stock in the corporation
making the distribution (or rights to acquire such stock).” § 317(a).* It does
however include an obligation of the distributing corporation. § 317(a).

A dividend distribution is one that a corporation makes to a shareholder “with
respect to” the shareholder’s stock. § 301(a). A distribution with respect to the
shareholder’s stock does not affect the shareholder’s ongoing interest in the
corporation. It does not alter the shareholder’s basis. The shareholder gives no
consideration for the distribution. Ownership of stock is the reason for the
distribution — as opposed to a distribution because the recipient transacts with the
corporation in the capacity of employee, lender, seller, lessor, or the like.
Moreover, “[e]xcept as otherwise provided ..., every [corporate] distribution is
made out of earnings and profits to the extent thereof” and therefore constitutes a
dividend. § 316(a) (carryout ).

# Section 301(a) makes the distribution of “dividends” a residual distribution — i.e., “[e]xcept as
otherwise provided in this chapter, a distribution of property ... shall be treated in the manner provided
in [§ 301(c)].” There are, as we shall see, several places in “this chapter” that “otherwise provide,” e.g.,
redemptions, distributions in liquidation of the corporation.

4 This does not mean that the Code might treat the distribution of a corporation’s own stock as 7/ it

were a dividend. See § 305(b); chapter 5, infra.
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Recall that a corporation may not deduct a dividend distribution to its
shareholder(s) from its taxable income. Thus, the corporate income that upon
distribution becomes a dividend is subject to two levels of tax. At one time, an
individual who received dividend income was subject to the same rate of tax on
that income as the tax on her wage income, i.e., ordinary rates. Now individual
taxpayers pay the same rate of income tax on their “qualified dividends” *® that
they pay on long-term capital gains, i.e., net capital gain. ” As we have noted,*’
this second level of income tax drove many taxpayers to characterize distributions
as something besides the payment of a dividend.

Income taxation of a shareholder’s dividend income requires that there be a
distribution from the corporation to the shareholder from its earnings. Otherwise,
a distribution cannot be a dividend. This naturally flows from the fact that a
corporation is an entity separate and apart from its shareholders.

As is well known, a corporation, except in a few instances, is an entity,
distinct from the stockholders. When it has earnings, the stockholders do
not, by reason of that fact, have income. When it segregates those
earnings, even though such earnings have accumulated in a surplus, and
declares a dividend payable in money, then the stockholder receives
income; or if the corporation takes from its surplus, assets and distributes
them in kind to the stockholders, the latter derives income. If the
corporation keeps its earnings or profits and allows them to accumulate
thus building up a surplus, the surplus belongs to the corporation, not the
stockholders, and while the value of the stock may increase, the
stockholders do not realize on the profits until the surplus, or part thereof
is distributed to them, or until they dispose of their stock.

46 Beginning in 2003, the income tax for individuals (and those who determine their income tax liability
under § 1 of the Code) on their “qualified” dividend income was reduced to the rate applicable to their
long-term capital gain income. § 1(h)(11) (“net capital gain” includes “qualified dividend income”).
P.L. 108-27, § 302(a). “Qualified dividend income” includes dividends paid by domestic corporations.
§1h)ADB)@HA). It also includes dividends paid by “qualified foreign corporations,”
§ 1(h)(11)(B)(@) 1), i.e., a corporation incorporated in a U.S. possession, a corporation entitled to the
benefits of an income tax treaty, or a corporation whose stock is readily tradable on an established U.S.
securities market. § 1(h)(11)(C). The maximum income tax rate on “net capital gain” is now 20%.
§ 1(h)(1)(D). However, § 1(h)(11) does not change the character of dividend income —it is still “ordinary
income.” Thus, capital losses do not offset dividend income.

47 See Chapter 1, supra.
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Sprouse v Commissioner, 122 F.2d 973, 976 (9™ Cir. 1941), aff’d, 318 U.S. 604
(1943) (footnotes omitted) (non-taxable stock dividend).

In this chapter, we first examine the capacity of a corporation to pay dividends —
1.e., the corporation’s “earnings and profits” (e&p). We then examine some
instances of a corporation’s payment of dividends by providing a benefit to a
shareholder. ** Specifically, corporations may permit shareholders to make
personal use of corporate property, pay shareholder’s personal obligations, or
engage in bargain transactions with shareholders. We consider the tax
consequences both to the shareholder and to the corporation of distributions of
property to the shareholder. This includes consideration of how distributions of
money and property affect a corporation’s e&p. Finally, we examine the Code’s
treatment of a corporation’s receipt of dividends from another corporation in
which it owns stock.

I. A Corporation’s Earnings and Profits
Read Reg. § 1.316-2(a, b, ¢), § 312.

The Code implicitly assumes that at least some shareholders of a corporation
purchased stock from the corporation, and that the corporation used the proceeds
of such sales to purchase capital goods that enable it to make income. The money
(or property) shareholders exchanged for shares became the corporation’s “capital
account,” for which it separately accounts. The corporation then separately
accounts for the profits it earns from the use of such capital in what is variously
called the corporation’s “surplus” account, “profits” account, “earnings” account,
or something similar.

Corporations pay dividends to their shareholders from their profits — not from
their capital accounts from which they purchase capital assets with money (or
other property) that their shareholders exchanged for shares or simply contributed.
This dichotomy between capital and profits is embedded in the Code. Section

4 In chapter 1, we examined this topic in the context of payment of salaries to shareholders who atre
also employees.
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61(a)(7) provides that “gross income” includes dividends. A dividend is a
distribution that a corporation makes to its shareholders from the corporation’s
retained earnings and profits (e&p). “[T]o render the stockholder taxable, there
must be both earnings made and a dividend paid. Neither earnings without
dividend nor a dividend without earnings subject the stockholder to taxation ...”
Eisner v. Macomber, 252 U.S. 189, 231-32 (1919) (Brandeis, J., dissenting).

Section 316(a) provides that a dividend is a corporation’s distribution of property
to its shareholder from its current earnings and profits (e&p) and from its
accumulated e&p. Neither the Code nor the regulations define “earnings and
profits.” Hence, we must fill in some blanks from certain information that we
know. Section 312 names adjustments to a corporation’s e&p that the corporation
makes once it had established a starting figure. Those adjustments manifest a
corporation’s increasing or decreasing capacity to make distributions to
shareholders.

A corporation’s e&p do not necessarily reflect the corporation’s after-tax income,
although the computation of e&p should begin with that figure.

Although earnings and profits can be derived by adjustments to surplus, it
1S more common to start with taxable income, and, to the extent that the
Code and regulations define “earnings and profits,” both ordinarily take
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In Eisner v. Macomber, 252 U.S.
189 (1919) shareholder Macomber
owned shares of Standard Oil
stock. Standard had accumulated
substantial profits. Rather than
distribute those profits to its
shareholders, Standard declared a
one-for-two stock dividend. Its
purpose was to convert the surplus
(i.e., profits) to capital — presumably
reducing its profits account. The
distribution of dividends pro rata to
all shareholders would not change
the value of any shareholder's
holding, and Standard Oil would not
have segregated any assets for any
shareholder’s separate use. Under
such circumstances, the United
States Supreme Court held that
Macomber had not realized any
gross income by receipt of such
stock.

*The Code implicitly regards a
corporation’s assets as either
capital — ie., assets that the

corporation uses to make profits — or
as profits. A corporation may issue
stock to convert its profits to capital,
but the Code does not recognize
that the corporation’s capacity to
pay dividends has been diminished
by such a transaction. Cf. § 312 (no
provision providing for adjustment to
corporation’s e&p account by such a
distribution).

taxable income as the point of departure.
BoRIS 1. BITTKER & JAMES S. EUSTICE,
FEDERAL  INCOME  TAXATION  OF
CORPORATIONS AND  SHAREHOLDERS
9 8.03[2] at 8-22 (Student ed. 2000).
Earnings and profits of the current year
are reduced by federal income and excess
profits taxes for such year — for such
money is not available for distribution to
shareholders.

Some transactions may have tax
consequences without affecting the
corporation’s capacity to make a
distribution to its shareholders. On the
other hand, some transactions might not
have tax consequences and yet affect the
corporation’s capacity to make a
distribution to its shareholders. Section
312 reflects these points.

Corporations may, if they choose, not pay
dividends to shareholders but instead
invest their profits in more capital assets.
Such an investment does not affect the
amount of the corporation’s earnings —
but of course it reduces its capacity to
make a distribution to shareholders. A
corporation’s e&p are not (necessarily)
kept in a separate and identifiable
account. Rather they reflect the
corporation’s current and historical
profitability and its past distribution of
dividends. “[E]arnings and profits is an
economic concept that the tax law utilizes

‘to approximate a corporation’s power to make distributions which are more than
just areturn of investment.”” Estate of Uris v. Commissioner, 605 F.2d 1258, 1265
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(CA2 1979) (citation omitted). The tax consequence of a distribution from
earnings and profits is governed by § 301(c). What rule(s) does § 301(c) state?

Section 316(a) contemplates that a U.S. corporation has two e&p accounts: (1) an
“accumulated” e&p account, and (2) a “current” e&p account, i.e., the
corporation’s e&p for the entire current tax year. The corporation is deemed to
make distributions first from current e&p to the extent thereof, and second from
accumulated e&p to the extent thereof. Reg. § 1.316-2(a).** At the close of a
taxable year, a corporation adds its remaining current e&p account to its
accumulated e&p account.

A distribution from a corporation’s e&p quite naturally reduces the corporation’s
e&p. § 312(a)(1). The definition of “current” and “accumulated” e&p creates
questions of when a reduction for a distribution(s) occurs and by how much. The
following revenue ruling illustrates some fundamental principles concerning the
effect(s) of dividend distributions on a corporation’s e&p.

Rev. Rul. 74-164, 1974-1 C.B. 74

X corporation and Y corporation each using the calendar year for Federal income
tax purposes made distributions of $15,000 to their respective shareholders on
July 1, 1971, and made no other distributions to their shareholders during the
taxable year. The distributions were taxable as provided by § 301(c) of the Internal
Revenue Code of 1954.

Situation 1.

At the beginning of its taxable year 1971, X corporation had earnings and profits
accumulated after February 28, 1913, of $40,000. It had an operating loss for the
period January 1, 1971 through June 30, 1971, of $50,000 but had earnings and
profits for the entire year 1971 of $5,000.

4 ... and third to e&p accumulated before March 1, 1913, and fourth to other sources.
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Situation 2.

At the beginning of its taxable year 1971, Y corporation had a deficit in earnings
and profits accumulated after February 28, 1913, of $60,000. Its net profits for the
period January 1, 1971 through June 30, 1971, were $75,000 but its earnings and
profits for the entire taxable year 1971 were only $5,000.

Situation 3.

Assume the same facts as in Situation 1 except that X had a deficit in earnings
and profits of $5,000 for the entire taxable year 1971.

Situation 4.

Assume the same facts as in Situation 1 except that X had a deficit in earnings
and profits of $55,000 for the entire taxable year 1971.

Section 301(a) and 301(c) of the Code provides, in part, that: (1) the portion of a
distribution of property made by a corporation to a shareholder with respect to its
stock which is a dividend (as defined in § 316), shall be included in the
shareholder’s gross income; (2) the portion of the distribution which is not a
dividend shall be applied against and reduce the adjusted basis of the stock; and
(3) the portion which is not a dividend to the extent that it exceeds the adjusted
basis of the stock and is not out of increase in value accrued before March 1, 1913,
shall be treated as gain from the sale or exchange of property.

Section 316(a) of the Code provides that the term ‘dividend’ means any
distribution of property made by a corporation to its shareholders out of its
earnings and profits accumulated after February 28, 1913, or out of its earnings
and profits of the taxable year computed as of the close of the taxable year without
diminution by reason of any distribution made during the year, and without regard
to the amount of earnings and profits at the time the distribution was made.

Section 1.316-2(a) of the Income Tax Regulations provides, in part, that in
determining the source of a distribution, consideration should be given first, to the
earnings and profits of the taxable year; and second, to the earnings and profits
accumulated since February 28, 1913, only in the case where, and to the extent
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that, the distributions made during the taxable year are not regarded as out of the
earnings and profits of that year.

Applying the foregoing principles, in Situation 1, the earnings and profits of X
corporation for the taxable year 1971 of $5,000 and the earnings and profits
accumulated since February 28, 1913, and prior to the taxable year 1971, of
$40,000 were applicable to the distribution paid by it on July 1, 1971. Thus,
$5,000 of the distribution of $15,000 was paid from the earnings and profits of
the taxable year 1971 and the balance of $10,000 was paid from the earnings and
profits accumulated since February 28, 1913. Therefore, the entire distribution of
$15,000 was a dividend within the meaning of § 316 of the Code.

In Situation 2 the earnings and profits of Y corporation for the taxable year 1971
of $5,000 were applicable to the distribution paid by Y corporation on July 1,
1971. Y corporation had no earnings and profits accumulated after February 28,
1913, available at the time of the distribution. Thus, only $5,000 of the
distribution by Y corporation of $15,000 was a dividend within the meaning of
§ 316 of the Code. The balance of such distribution, $10,000 which was not a
dividend, applied against and reduced the adjusted basis of the stock in the hands
of the shareholders, and to the extent that it exceeded the adjusted basis of the
stock was gain from the sale or exchange of property.

In the case of a deficit in earnings and profits for the taxable year in which
distributions are made, the taxable status of distributions is dependent upon the
amount of earnings and profits accumulated since February 28, 1913, and
available at the dates of distribution. In determining the amount of such earnings
and profits, § 1.316-2(b) of the regulations provides, in effect, that the deficit in
earnings and profits of the taxable year will be prorated to the dates of distribution.

Applying the foregoing to Situations 3 and 4 the distribution paid by X
corporation on July 1, 1971, in each situation was a dividend within the meaning
of § 316 of the Code to the extent indicated as follows:
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Situation #3

Accumulated Earnings and Profits: (E&P) 1/1 $40,000

E&P deficit for entire taxable year
($5,000) Prorate to date of distribution 7/1 (%2 of $5,000)  (2,500)

E&P available 7/1 $37,500

Distribution 7/1 ($15,000) (15,000) taxable as a
dividend

E&P deficit from 7/1-12/31 (2,500)

Accumulated E&P balance 12/31 $20,000

Situation #4

Accumulated E&P 1/1 $40,000

E&P deficit for entire taxable year ($55,000)

Prorate to date of distribution 7/1 (%2 of $55,000) (27,500)
E&P available 7/1 $12,500
Distribution 7/1 ($15,000) (12,500) taxable as a
dividend
E&P deficit from 7/1 to 12/31 (27,500)
Accumulated E&P balance 12/31 ($27,500)
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Why should there be two e&p accounts when a
corporation (obviously) must maintain profitability to
pay dividends? In the Revenue Act of 1936, Congress
responded to President Roosevelt’s request to tax the
undistributed earnings and profits of corporations,
deeming it unfair that shareholders who received a
dividend owed a surtax on it whereas those who did
not receive dividends from profitable corporations in
which they owned shares did not owe a surtax. The
solution to this unfairness was to make corporations
subject to a surtax on “undistributed net income.”
“Undistributed net income” did not include dividends
that the corporation paid to its shareholders.
Corporations were given a “dividend credit” for
dividends that they paid. Under the “undistributed net
income” surtax, it was possible for a corporation that
had a deficit in its accumulated earnings and profits
account to be profitable in the current year and owe a
surtax. So:
In order to enable corporations without regard
to deficits existing at the beginning of the
taxable year to obtain the benefit of the
dividends-paid credit for the purposes of the
undistributed-profits surtax, § 115(a) changes
the definition of a dividend so as to include
distributions out of the earnings or profits of the
current taxable year. The amendment
simplifies the determination by providing that
distributions during the year, not exceeding in
amount the current earnings, are dividends
constituting taxable income to the shareholder
and a dividends paid credit to the corporation.
As respects such dividends the complicated
determination of accumulated earnings or
profits is rendered unnecessary.
S. REP. NO. 2156 (74" Cong., 2d Sess., 1936),
reprinted at 1939-1 (part 2) C.B. 667, 689. The
“undistributed net income” tax lasted only from 1936
to 1939. The substance of old § 115(a) lives on in
§ 316(a).
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Questions and comments:

1. The IRS said: “In
determining the amount
of such earnings and
profits, § 1.316-2(b) of
the regulations provides,
in effect, that the deficit
in earnings and profits of
the taxable year will be
prorated to the dates of
distribution.” Read the
last sentence of Reg.
§ 1.316-2(b). Does it
support the conclusion
that the IRS stated?

2. At the close of the
current tax year, the
corporation’s e&p (which
is no longer “current”) is
added to or subtracted
from its accumulated
e&p.
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Problems:
1. Pelican Corporation is a calendar year taxpayer. At the beginning of year 1, it
had an accumulated e&p of minus $15,000. On September 15, its current e&p was
$35,000. On December 31, its current e&p was $30,000. On September 15, it
distributed $35,000 to Quigley, its only shareholder. Quigley’s basis in her stock
is $20,000.
* How much is Quigley’s dividend income? What is the basis of Quigley’s
stock at the beginning of year 2? What is Pelican Corporation’s
accumulated e&p at the beginning of year 2?

2. Same as #1, except that Pelican Corporation waited until January 15 of year 2,
after it had closed its books on year 1, and distributed $30,000 to Quigley. For all
of year 2, Pelican Corporation’s current e&p was $0. How does this affect your
answers to question 1, i.e., for year 1?

3. Maximart Corporation has four equal shareholders. It began the year with
$10,000 of accumulated e&p. For the current year, its current e&p is $0. On
December 31 of the current year, it distributed $3000 to each of its four
shareholders. How much of the distribution should be taxed as a dividend to each
shareholder? What is Maximart’s accumulated e&p at the start of the following
year?

* Think: from what you know about e&p at this point, should it be possible

for a corporation to have a negative e&p — either accumulated or current?

* If so, should a corporation’s distribution be an occasion that can take the
corporation’s e&p — accumulated or current — negative? Why or why not?

 See Reg. § 1.316-1(a)(2) (“Where a corporation distributes property to its
shareholders ..., the amount of the distribution which is a dividend to them
may not exceed the earnings and profits of the distributing corporation.”).

4. Pelican Corporation is a calendar-year taxpayer. It has one class of common
stock outstanding. At the beginning of this year, Pelican Corporation had $60,000
of accumulated e&p. Pelican Corporation’s current e&p for this year is $40,000.
On February 1, it distributed $30,000 to shareholder Quigley. On June 1, it
distributed $30,000 to shareholder Robin. On September 1, it distributed $30,000
to shareholder Saxon. On December 1, it distributed $30,000 to shareholder
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Tilbury. How much dividend income did each shareholder receive? Read Reg.
§ 1.316-2(a, b, ¢), especially Reg. § 1.316-2(c) (Example).
* Suppose that shareholder Tilbury had sold her shares to Ursula on
September 30. Pelican Corporation pays Ursula $30,000 on December 1.
How much dividend income did Ursula receive?

5. Same as #4, except that Pelican also had one class of preferred stock
outstanding. The corporate charter provides that holders of preferred stock are to
be paid a dividend of $6/share before the corporation pays a dividend to holders
of any other class of stock. On December 31, Pelican Corporation paid Victoria —
the only holder of Pelican preferred stock — $6/share. Victoria owned 1000 shares
of Pelican preferred. Other distributions were made as in #4.

» How would this affect your answer to question 4. See Rev. Rul. 69-440,

1969-2 C.B. 46.

Lessons

Do the CALI exercise: Corporate Taxation: Distributions: Distributions of Cash
by C Corporations.

I1. Distributions “With Respect to [Shareholder’s] Stock”

To be a dividend, a corporation’s distribution must be “with respect to” the
shareholder’s stock. § 301(a). The distribution cannot be with respect to another
relationship with the corporation, e.g., employer/employee, buyer/seller,
lender/borrower.

In Boulware v. United States, 552 U.S. 421 (2008), the United States Supreme
Court refused to define the contours of the phrase “with respect to stock.” There
must be some “nexus between the corporate distribution and stock ownership ...”
United States v. Boulware, 558 F.3d 971, 977 (CA9), cert. denied, 558 U.S. 1048
(2009). A corporation may distribute a dividend without per se intending to do so.
See, e.g., Honigman v. Commissioner, 466 F.2d 69, 73-74 (CA6 1972), infra.
Similarly, “a distributee accused of criminal tax evasion may claim return-of-
capital treatment without producing evidence that either he or the corporation
intended a capital return when the distribution occurred.” Boulware v. United
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States, 552 U.S. at 424. 1t is sufficient to show that the corporation lacked any e&p
from which to pay a dividend. Absent such e&p, there can be no tax evasion
because there is no income tax on a dividend to evade.

Problem:
1. Minimax Corporation (a calendar year taxpayer) has been profitable since its
founding yet has never paid its shareholders a dividend. Its accumulated e&p at
the beginning of this year was $40,000. Its current e&p for this year is $25,000.
On December 31 of this year it pays Jaymar, one of its four shareholders who
works full-time for the corporation, a year-end bonus of $10,000. How much of
the payment should be taxed as a dividend to Jaymar? See Reg. § 1.301-1(c).
* What effect would your answer have on the corporation’s e&p, either
current or accumulated?

» With “respect to” what was the bonus paid?

II1. Disguised Dividends

A. Use of Corporate Property

Tanner v. Commissioner, 45 T.C.M. 1419 (1983), T.C. Memo 1983-230
WILES, Judge

Respondent determined deficiencies in petitioners’ 1977 and 1978 Federal income
taxes in the amounts of $522 and $517, respectively. After concessions, the issues
for decision are whether petitioners received constructive dividends from their
personal use of automobiles owned by their closely held corporation and, if so,
the amount of such dividends.

Findings of Fact

At all relevant times, petitioners [Ray and Patricia Tanner] were minority
shareholders in Ray Tanner Motors, Inc. (hereinafter Tanner Motors or the
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corporation), an Arizona corporation with a principal office in Phoenix, Arizona.
The officers of Tanner Motors include: Ray Tanner, Sr. [footnote omitted],
President; petitioner, Ray Tanner, Jr., Vice President; and George Wylie, Vice
President. During the years in issue, it was the policy of Tanner Motors to provide
each officer with the use of new Volvo automobiles under a personal car purchase
plan for which documents of title and license registrations were held in the name
of the corporation. Between 1977 and 1978, petitioners obtained three
automobiles exclusively for personal use under this plan. Petitioners used each
automobile for approximately one year before obtaining a new model each spring.
[footnote omitted]. Petitioners did not own any other vehicles during the years in
issue and they did not reimburse Tanner Motors for the personal use of these
automobiles.

The cost to the corporation of providing these vehicles to petitioners was
approximately $500 per year which included maintenance expenses, licensing and
registration fees, and insurance premiums on each vehicle. Petitioners paid all
gasoline costs. Each of the cars was covered by the manufacturer’s warranty
during the periods that petitioners used them, and repair costs charged to the
corporation were paid by the manufacturer. After each car was driven
approximately 6,000 miles, it was sold at a profit through the corporation’s used
car sales department. All such profit was included in the income of Tanner
Motors.

In the notice of deficiency, respondent determined that the fair market value of
petitioners’ personal use of Volvo automobiles owned by Tanner Motors
constituted constructive dividends in the amounts of $1,440 in each of 1977 and
1978. Accordingly, their taxable income was increased by $1,440 in both 1977
and 1978, resulting in deficiencies in their Federal income taxes of $522 and $517,
respectively.

Opinion

The issue for decision is whether petitioners received constructive dividends from
their personal use of corporate automobiles and, if so, the amount of such
dividends.

It is well settled that corporate expenditures, or the making available of corporate-
owned property to stockholders for their personal benefit, may constitute
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constructive dividends taxable to those stockholders. Nicholls, North, Buse Co. v.
Commissioner, 56 T.C. 1225, 1238 (1971); Challenge Manufacturing Co.
v. Commissioner, 37 T.C. 650 (1962); American Properties, Inc. v.
Commissioner, 28 T.C. 1100 (1957), aff’d, 262 F.2d 150 (9th Cir. 1958). Under
§§ 301 and 316, a dividend is any corporate distribution to its shareholders out of
earnings and profits. That the formalities of a dividend are lacking or that the
distribution is not recorded on the corporation books is of no consequence.
Silverstein v. Commissioner, 36 T.C. 438 (1961); Sachs v. Commissioner, 32 T.C.
815, 820 (1959), aff’d, 277 F.2d 879, 882 (8th Cir.), cert. denied, 364 U.S. 833
(1960). The amount of a constructive dividend generally is equal to the fair market
value of the benefits conferred. Challenge Manufacturing Co. v. Commissioner,
supra at 663; § 301(b)(1)(A).

The record in the instant case establishes that petitioners enjoyed, for their
personal benefit, the free use of Volvo automobiles owned by Tanner Motors.
Petitioners have failed to prove that Tanner Motors did not have earnings and
profits for the years in issue in amounts at least equal to the fair market value of
the use of the Volvo automobiles. See §§ 301(c) and 316(a). ... [W]e uphold
respondent’s determination that petitioners’ use of the Volvo automobiles owned
by Tanner Motors constituted constructive dividends for 1977 and 1978 in the
amount of $1,440 per year. Welch v. Helvering, 290 U.S. 111 (1933); Rule 142(a),
Tax Court Rules of Practice and Procedure.

To reflect the foregoing,

Decision will be entered for the respondent.

Questions and comments:

1. What issues would have been raised if taxpayers had argued that their use of
the automobiles was salary rather than dividend. The corporation could have
deducted payment of salary. See Gardner v. Comm’r, T.C. Memo. 1976-349,
aff’d, 613 F.2d 160 (6™ Cir. 1980) (taxpayer has burden of proving intent to
provide automobile intended as salary).
* Was it the policy of Tanner Motors to provide its employees with the use
of new Volvo automobiles?
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2. There are many other devices by which corporations may try to get money to
their shareholders in a transaction on which either the shareholder or the
corporation would pay no income tax. Corporations may pay more than a
reasonable salary, more than the fair market value of property it purchases, more
than the fair rental value of property that it rents, etc. We considered these topics
in chapter 1, supra.

B. Corporate Payment of Personal Obligations
Sullivan v. United States, 363 F.2d 724 (8" Cir. 1966)
STEPHENSON, District Judge

This is an appeal by the taxpayer [footnote omitted] from the District Court’s
judgment denying recovery for that portion of his 1956 income taxes alleged to
have been assessed and collected wrongfully. The taxpayer made a timely claim
for a refund. ...

... [TThe taxpayer Sullivan purchased the assets of an automobile dealership in
Blytheville, Arkansas in 1941. He then formed a corporation to operate the
dealership. The individual who became resident manager of the dealership, Loy
Eich, eventually acquired 120 shares of the 300 shares of stock outstanding — the
rest being owned by taxpayer Sullivan. When Eich terminated his management of
the dealership in February 1948, Sullivan purchased his 120 shares of stock.
Thereafter, in September, 1948, Frank Nelson became the resident manager of the
dealership under an arrangement which included an agreement permitting Nelson
to acquire up to forty (40) per cent of the stock and further providing for
taxpayer’s repurchase of said stock upon Nelson’s termination of his employment.
After acquiring approximately 38% of the corporation’s outstanding stock,
Nelson announced his intention to depart from his position in 1956 and offered to
sell his stock to taxpayer Sullivan. The corporation’s Board of Directors then
authorized the redemption of Nelson’s stock by the corporation.

The ultimate question before the District Court involved a determination of
whether the payment by the corporation in redemption of Nelson’s stock
constituted a taxable distribution to taxpayer Sullivan, the sole remaining
stockholder of the corporation. The District Court found that taxpayer Sullivan

155

Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

was unconditionally and primarily obligated to purchase Nelson’s stock in 1956
and that said stock was purchased by the Corporation out of profits distributable
as a dividend and therefore held that the taxpayer constructively received income
equivalent to a dividend in the amount paid by the Corporation for said stock,
($198,334.58). ...

... The District Court was justified in concluding that Sullivan was unconditionally
obligated to purchase Nelson’s stock. [footnote omitted].

At this juncture, the payment by the corporation to Nelson presents ... [this]
question[]: ... Was that payment in actuality a dividend and therefore includable
in Sullivan’s gross income under §§ 61(a)(7), 316(a) and 301(c)(1) of the Internal
Revenue Code? ... This court has recognized that ... [this] question] is] ... to be
resolved as [a] fact issue[]. Idol v. Commissioner of Internal Revenue, 319 F.2d
647 (8th Cir. 1963). If a finding is supported by substantial evidence on the record
as a whole and is not against or induced by an erroneous view of the law, it will
not be disturbed on appeal.

When an individual shareholder receives an economic benefit through a diversion
of corporate earnings and profits, such a receipt may be taxed as a constructive
dividend. [footnote omitted]. This court set forth a criteria [sic criterion] for
determining whether a payment constitutes a constructive dividend in Sachs v.
Commissioner of Internal Revenue, 277 F.2d 879, 882-883 (8th Cir. 1960):

“The motive, or expressed intent of the corporation is not determinative,
and constructive dividends have been found contrary to the expressed
intent of the corporation. The courts, as arbiters of the true nature of
corporate payments, have consistently used as a standard the measure of
receipt of economic benefit as the proper occasion for taxation.” (footnote
omitted).

The general net effect and the purpose of and circumstances surrounding the
transaction involved herein must be carefully scrutinized to ascertain whether
Sullivan received a taxable dividend. Prior to the transaction, Sullivan held
approximately 62% of the shares outstanding while Nelson owned the remaining
shares. As previously discussed, Sullivan was unconditionally obligated to
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purchase Nelson’s stock if it was offered to him for sale. After the transaction was
completed, the relevant facts were essentially as follows: (1) Sullivan’s personal
obligation had been discharged (2) Sullivan owned all of the outstanding shares
of stock of the corporation (3) the corporation’s assets were decreased by the
amount paid to Nelson for his stock (4) Nelson’s stock was held by the corporation
as treasury stock. It is true that in terms of the financial worth of Sullivan’s interest
in the corporation, it was the same after the transaction as it was before.>® The
transaction still resulted in an economic benefit to Sullivan, however, because he
was relieved of his personal obligation to purchase Nelson’s stock. [footnote
omitted]. After careful consideration this court concludes that there was no
corporate business purpose or other factor which justifies the taxpayer’s position
that as to him the payment must be considered a stock redemption and not the
equivalent of a dividend. [footnote omitted]. On the facts of this case, Sullivan
received a taxable dividend as the result of the corporation’s purchase of Nelson’s
stock.

This court is aware that it is often difficult to distinguish true substance from mere
form. Tax law places some weight and significance on form and the choice of one
alternative rather than another for achieving a desired end is often critical and may
be determinative of the tax effect of a transaction. [footnote omitted]. The
taxpayer has failed to establish grounds for reversal. The judgment of the District
Court is affirmed.

Questions and comments:

1. When persons form a closely-held corporation, it should not be too difficult for
them to anticipate that one or more of them might wish to sell her shares. Or a
majority might want to buy out the shares of one shareholder. Or a shareholder
might die. Etc. There will be situations where it is necessary for the other
shareholders or for the corporation to buy out the interest of that shareholder.

S Prior to the transfer of Nelson’s stock Sullivan owned 186 shares of the 300 shares outstanding.
His stock at this time was worth approximately $323,597.00. After the transfer, his 186 shares were
the only outstanding stock of the corporation. Due to the corporate purchase of Nelson’s stock,
however, the value of the taxpayer’s shares remained at approximately $323,597.00.
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Life insurance can play a role. Remember: payment of life insurance premiums is
not deductible, but receipt of life insurance proceeds paid by reason of death is
not included in the beneficiary’s gross income. If life insurance is to play a role,
who should own the policy? Who should pay the premiums? Would it ever be
possible for the life insurance policy to outlast its usefulness, and if so, what
should happen to the policy?

2. Consider the options that the following important revenue ruling present for
corporate planning.

Rev. Rul. 69-608, 1969-2 C.B. 42

... Where the stock of a corporation is held by a small group of people, it is often
considered necessary to the continuity of the corporation to have the individuals
enter into agreements among themselves to provide for the disposition of the stock
of the corporation in the event of the resignation, death, or incapacity of one of
them. Such agreements are generally reciprocal among the shareholders and
usually provide that on the resignation, death, or incapacity of one of the principal
shareholders, the remaining shareholders will purchase his stock. Frequently such
agreements are assigned to the corporation by the remaining shareholder and the
corporation actually redeems its stock from the retiring shareholder.

Where a corporation redeems stock from a retiring shareholder, the fact that the
corporation in purchasing the shares satisfies the continuing shareholder’s
executory contractual obligation to purchase the redeemed shares does not result
in a distribution to the continuing shareholder provided that the continuing
shareholder is not subject to an existing primary and unconditional obligation to
perform the contract and that the corporation pays no more than fair market value
for the stock redeemed.

On the other hand, if the continuing shareholder, at the time of the assignment to
the corporation of his contract to purchase the retiring shareholder’s stock, is
subject to an unconditional obligation to purchase the retiring shareholder’s stock,
the satisfaction by the corporation of his obligation results in a constructive
distribution to him. The constructive distribution is taxable as a distribution under
§ 301 of the Internal Revenue Code of 1954.
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If the continuing shareholder assigns his stock purchase contract to the redeeming
corporation prior to the time when he incurs a primary and unconditional
obligation to pay for the shares of stock, no distribution to him will result. If, on
the other hand, the assignment takes place after the time when the continuing
shareholder is so obligated, a distribution to him will result. While a pre-existing
obligation to perform in the future is a necessary element in establishing a
distribution in this type of case, it is not until the obligor’s duty to perform
becomes unconditional that it can be said a primary and unconditional obligation
arises.

The application of the above principles may be illustrated by the situations
described below.

Situation 1

A and B are unrelated individuals who own all of the outstanding stock of
corporation X. A and B enter into an agreement that provides in the event B leaves
the employ of X, he will sell his X stock to A at a price fixed by the agreement.
The agreement provides that within a specified number of days of B’s offer to
sell, A will purchase at the price fixed by the agreement all of the X stock owned
by B. B terminates his employment and tenders the X stock to A. Instead of
purchasing the stock himself in accordance with the terms of the agreement,
A causes X to assume the contract and to redeem its stock held by B. In this case,
A had a primary and unconditional obligation to perform his contract with B at
the time the contract was assigned to X. Therefore, the redemption by X of its
stock held by B will result in a constructive distribution to A. See William J. and
Georgia K. Sullivan v. United States of America, 244 F. Supp. 605 (1965), aff’d,
363 F.2d 724 (1966), certiorari denied, 387 U.S. 905 (1967).

Situation 2

A and B are unrelated individuals who own all of the outstanding stock of
corporation X. An agreement between them provides unconditionally that within
ninety days of the death of either A or B, the survivor will purchase the decedent’s
stock of X from his estate. Following the death of B, A causes X to assume the
contract and redeem the stock from B’s estate.

The assignment of the contract to X followed by the redemption by X of the stock
owned by B’s estate will result in a constructive distribution to A because
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immediately on the death of B, A had a primary and unconditional obligation to
perform the contract.

Situation 3

Situation 4

A and B owned all of the outstanding stock of X corporation. A and B entered
into a contract under which, if B desired to sell his X stock, A agreed to purchase
the stock or to cause such stock to be purchased. If B chose to sell his X stock to
any person other than A, he could do so at any time. In accordance with the terms
of the contract, A caused X to redeem all of B’s stock in X.

At the time of the redemption, B was free to sell his stock to A or to any other
person, and A had no unconditional obligation to purchase the stock and no fixed
liability to pay for the stock. Accordingly, the redemption by X did not result in a
constructive distribution to A. See S.K. Ames, Inc., v. Commissioner, 46 B.T.A.
1020 (1942), acq., C.B. 1942-1, 1.

Situation 5

A and B owned all of the outstanding stock of X corporation. An agreement
between A and B provided that upon the death of either, X will redeem all of the
X stock owned by the decedent at the time of his death. In the event that X does
not redeem the shares from the estate, the agreement provided that the surviving
shareholder would purchase the unredeemed shares from the decedent’s estate.
B died and, in accordance with the agreement, X redeemed all of the shares owned
by his estate.

In this case A was only secondarily liable under the agreement between A and B.
Since A was not primarily obligated to purchase the X stock from the estate of B,
he received no constructive distribution when X redeemed the stock.

Situation 6

B owned all of the outstanding stock of X corporation. A and B entered into an
agreement under which A was to purchase all of the X stock from B. A did not
contemplate purchasing the X stock in his own name. Therefore, the contract
between A and B specifically provided that it could be assigned by A to a

160
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

corporation and that, if the corporation agreed to be bound by the terms, A would
be released from the contract.

A organized Y corporation and assigned the stock purchase contract to it.
Y borrowed funds and purchased all of the X stock from B pursuant to the
agreement. Subsequently Y was merged into X and X assumed the liabilities that
Y incurred in connection with the purchase of the X stock and subsequently
satisfied these liabilities.

The purchase by Y of the stock of X did not result in a constructive distribution
to A. Since A did not contemplate purchasing the X stock in his own name, he
provided in the contract that it could be assigned to a corporation prior to the
closing date. A chose this latter alternative and assigned the contract to Y. A was
not personally subject to an unconditional obligation to purchase the X stock from
B. See Arthur J. Kobacker and Sara Jo Kobacker, et al. v. Commissioner, 37 T.C.
882 (1962), acq., C.B. 1964-2, 6. Compare Ray Edenfield v. Commissioner, 19
T.C. 13 (1952), acq., C.B. 1953-1, 4.

Situation 7

A and B owned all of the outstanding stock of X corporation. An agreement
between the shareholders provided that upon the death of either, the survivor
would purchase the decedent’s shares from his estate at a price provided in the
agreement. Subsequently, the agreement was rescinded and a new agreement
entered into which provided that upon the death of either A or B, X would redeem
all of the decedent’s shares of X stock from his estate.

The cancellation of the original contract between the parties in favor of the new
contract did not result in a constructive distribution to either A or B. At the time
X agreed to purchase the stock pursuant to the terms of the new agreement, neither
A nor B had an unconditional obligation to purchase shares of X stock. The
subsequent redemption of the stock from the estate of either pursuant to the terms
of the new agreement will not constitute a constructive distribution to the
surviving shareholder.
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Questions and comments:

1. How might taxpayer Sullivan have planned better?

C. Bargain Sales to Shareholders

Reg. § 1.301-1(j) provides in part: “If property is transferred by a corporation to
a shareholder which is not a corporation for an amount less than its fair market
value in a sale or exchange, such shareholder shall be treated as having received
a distribution to which § 301 applies. In such case, the amount of the distribution
shall be the difference between the amount paid for the property and its fair market
value.”

* Examine § 311(a). How does the rule of § 311(b) apply to the distribution

of property to which § 301 applies?

Honigman v. Commissioner, 466 F.2d 69 (6™ Cir. 1972)
PHILLIPS, Chief Judge

This is an appeal and cross-appeal from a decision of the United States Tax Court
... We affirm as to the issues on appeal and reverse as to the issue on cross-appeal.

The principal controversy involves the tax consequences of the sale of corporate
property below market value to a minority shareholder. ...

L.
... The National Building Corporation was incorporated under the laws of
Michigan in 1946 to engage in the ownership and operation of commercial real
estate. Its principal stockholders were the Honigman family (35%), the Silberstein
family (35%) and the Galperin family (20%). A member of each family held a
position as a director and officer of National.

In early 1963 steps were undertaken to effect a complete liquidation of National.

A preliminary agreement to sell its principal asset, the First National Building in

Detroit, was entered into in February 1963. At that time, National’s only

unsuccessful investment was the Pantlind Hotel in downtown Grand Rapids,
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Michigan, which it had acquired in 1951. Taxpayers were aware that the Pantlind
should be sold prior to adoption of the liquidation plan in order to permit the
corporation to recognize the loss on this sale while shielding it from recognition
of the substantial gains to be realized from the sale of the remaining assets. During
this time, unsuccessful efforts were made to sell the hotel at offering prices
ranging from $200,000 to $250,000 over its $590,000 mortgage. At an informal
meeting of the directors in April, Jason Honigman proposed that the property be
sold for a “nominal” price of $50,000 over mortgage. The hotel had not been
offered previously at this price, nor was such an offer ever made to outsiders. Ben
Silberstein initially indicated an interest in the transaction, but subsequently
declined the purchase. Honigman later decided to buy the property at the
“nominal” price.

[Honigman purchased the hotel] for some $661,000, representing assumption of
the mortgage and a $21,000 tax liability, and $50,000 cash. ... Title was
transferred on May 27, 1963. Two days later a further adjustment of about
$38,000 was paid to National. At the time of the sale, National’s adjusted basis in
the Pantlind was approximately $1,486,000.

In August 1963 National adopted a qualified liquidation plan. All assets were sold
within one year and the proceeds distributed pro rata to the shareholders.

The Honigmans reported no income from the May transaction on their 1963 joint
income tax return. National deducted the difference between the sale price and
the basis of the Pantlind as a business loss on its corporate tax return. The
Commissioner determined a deficiency against the Honigmans individually,
asserting that they had received a taxable dividend from the Pantlind sale equal to
the excess of the fair market value over the purchase price. ...

These deficiencies were contested in a consolidated Tax Court proceeding. The
Tax Court found that the fair market value of the Pantlind at the time of sale was
$830,000. The court held the transaction to have been a dividend to the
Honigmans to the extent of the difference between the market value and sale price
and a sale to the extent of the difference between adjusted basis and market value.
The former was held to be includible as income to the Honigmans and not
deductible by National. The latter was held to be deductible by National.
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... On the record before us, we decline to set aside the Tax Court’s finding of fair
market value in the amount of $830,000.

The principal legal argument on behalf of the taxpayers is that the excess of fair
market value over purchase price of an asset purchased from a corporation by a
stockholder is a necessary but not sufficient condition for the declaration of a
constructive dividend to the extent of the excess. It is urged that there also must
be an intent to distribute a dividend and that such intent is negated by a showing
that the sale was made in good faith for a wvalid business purpose to a
noncontrolling stockholder.

We do not accept this argument. ...

As stated by the Supreme Court:

“[1]t is clear that when a corporation sells corporate property to
stockholders or their assignees at less than its fair market value, thus
diminishing the net worth of the corporation, it is engaging in a
‘distribution of property’ as that term is used in § 316. Such a sale thus
results in a dividend to shareholders unless some specific exception or
qualification applies.” Commissioner v. Gordon, 391 U.S. 83, 89-90
(1968) (footnote omitted).

“If a distribution meets the requirements of the statutory definition of a
dividend, then it is regarded as such notwithstanding the fact that it was
intended to be a payment of some other kind. Christopher v. Burnet, 55
F.2d 527, 528 (CADC 1931); [citation omitted]. It is not necessary that
the dividend be formally declared, or that the payment be termed a
dividend, or that the payment be made to all the shareholders. [citations
omitted]. For example, distributions have been regarded as dividends
where a corporation makes a loan to a shareholder and later cancels the
indebtedness, or sells property to a shareholder for a purchase price far
below its fair market value, or pays compensation to an office-shareholder
in an amount in excess of the value of his services. In cases such as these
and others involving the same problem, courts have had little difficulty in
holding the distribution or that part of it in excess of the quid pro quo, to
be a dividend, notwithstanding the fact that neither the shareholder nor the
corporation ‘intended’ that a dividend be paid. It is not the intent of the
parties that governs the characterization of the distribution, but rather the
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economic and consequent legal effect of their actions.” Dynamics

Corporation of America v. United States, 392 F.2d 241, 246-247 (Ct. Cl.
1968). [citation omitted].

Taxpayers’ reliance on Palmer v. Commissioner of Internal Revenue, 302 U.S. 63
(1937), is misplaced. As noted in Palmer, a constructive dividend results where a
“transaction is in purpose or effect used as an implement for the distribution of
corporate earnings to the stockholders.” Id. at 70 (emphasis supplied).

The Tax Court found that the sale of the Pantlind below market diminished the
net worth of National. There was no question that National had sufficient earnings
and profits to support a dividend in the amount stated in the deficiency notice. ...

IL

We turn next to the cross appeal of the Commissioner. The Tax Court held that
the sale of the Pantlind Hotel by National to the Honigmans was partly a
constructive dividend and partly a sale. To reiterate the details of this transaction,
the hotel had an adjusted basis to National of $1,468,168.51. The Honigmans
purchased the hotel for $661,280.21. The Tax Court found that its fair market
value was $830,000. It held that the transfer of the hotel to the Honigmans was to
be treated for tax purposes as in part a dividend to the Honigmans in an amount
equal to the difference between the purchase price and the hotel’s fair market
value (i.e., a constructive dividend of $168,719.79); and in part a sale to the extent
of the excess of basis over fair market value. The Tax Court thus fragmented the
transaction into part dividend, part sale. It further held that only the sale portion
constituted a taxable event with respect to National. National was allowed a
recognizable loss on this transaction to the extent of the difference between the
fair market value of the hotel and its adjusted basis. Under the holding, National
was allowed to allocate 100 per cent of the hotel’s basis to the sale portion of the
transaction.

The Commissioner asserts that this part of the decision of the Tax Court is in
direct contravention of the Congressional purpose and nonrecognition mandate
contained in § 311(a), which provides that no gain or loss shall be recognized to
a corporation on distributions to a shareholder with respect to its stock. The
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Commissioner contends that the purpose of § 311 is to segregate and remove from
gain or loss recognition those distributions which are made to shareholders on
account of their status as shareholders. We agree with the Commissioner.

The portion of the hotel transaction which the Tax Court held to be a constructive
dividend distribution to the Honigmans represented a distribution to shareholders
with respect to National’s stock under § 301. The non-recognition of loss
provision contained in § 311 would prohibit any recognition of loss on this part
of the transaction. Yet, by allowing National a loss on the transaction measured
by the difference between the hotel’s adjusted basis and its fair market value, the
Tax Court has permitted National to receive the benefit of a loss on that portion
of the transaction held to be a distribution with respect to National’s stock. We
agree with the Commissioner that in order to give effect to the requirement of
§ 311, the basis of the hotel must be fragmented proportionately between the sales
aspect and the distribution aspect of the transaction. The sale portion should be
given recognition only to the extent that the basis allowable to the sale exceeds
the consideration paid. Since the Honigmans paid $661,280 for the hotel property
which had a fair market value of $830,000, they have purchased in their capacity
as buyers a fractional interest represented by $661,280/$830,000. The loss
resulting to National from the sale portion of the transaction thus should be
computed by allocating a like per cent of the adjusted basis ($1,174,534) to the
sale portion, which would result in a recognized loss to National of the difference
between the consideration paid and the proportionate share of the basis allocated
to the consideration paid.

In the present case, using approximate figures for the purchase price ($660,000),
market value ($830,000) and adjusted basis ($1,470,000), approximately 66/83 of
the property was sold and 17/83 was distributed as a dividend.

Therefore, we reverse as to that part of the decision of the Tax Court covered by
the crossappeal of the Commissioner. We remand for recomputation of the loss
properly recognizable by National and the resulting amount of transferee liability
for each of the taxpayers.
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I1I.

Affirmed in part, reversed in part, and remanded for further proceedings
consistent with this opinion.

Questions and comments:

1. Articulate the difference in the way the Tax Court treated the distribution from
National to the Honigmans and the way the Sixth Circuit treated the distribution
— for both National and the Honigmans.

2. A corporation may not claim a loss on the distribution of property to a
shareholder. § 311(a). A corporation may claim a loss when it sells property to a
nonshareholder for less than its adjusted basis. What trap awaits a closely-held
corporation that sells loss property to a shareholder? See §§ 267(a), 267(b)(2),
267(c).

3. The court quoted from Gordon. The excerpt reminds us that
corporation/shareholder loans that are never repaid, sales of corporate property to
shareholders at a bargain price, and corporate payments of excess compensation
to a shareholder/employee are methods of paying shareholders disguised
dividends.

4. In General Utilities & Operating Co. v. Helvering, 296 U.S. 200 (1935), the
Supreme Court held that the distribution of appreciated property to shareholders
was not a taxable event to the corporation. Section 311(a) codified this result.
If the corporation in Honigman had held the Pantlind Hotel through a liquidation,
its loss would only have offset non-taxed gain. Hence, the corporation wanted to
sell property prior to liquidation.

Section 311(b) reversed the result with respect to the distribution of gain property.
Now a corporation must recognize gain on the distribution of appreciated property
to a shareholder. Honigman of course involved the distribution of loss property.
Its loss on a distribution to shareholders would not be allowed, but it would be
allowed if the distribution was part of a liquidation. § 336(a).
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D. Below-Market Loans, § 7872, and Other Ploys
Read IRC § 7872.

The unfavorable tax treatment of dividends may impel corporations and
shareholders to enter into other transactions whereby the corporation can get
money into the hands of shareholders or otherwise provide an accession to wealth.
As always, tax consequences turn on the reality of the transaction. Corporations
may loan money to shareholders for little or no interest, and with little prospect
of repayment. The shareholder’s use of the corporation’s money without payment
of interest is certainly an accession to wealth. Nevertheless, courts at one time
held that a shareholder of a corporation did not realize gross income because she
received an interest-free loan from the corporation. See Beaton v. Comm’r, 664
F.2d 315 (CA1 1981) (president and sole shareholder; adhering to rule of Dean v.
Comm’r, 35 T.C. 1083 (1961)); Suttle v. Comm'r, 625 F.2d 1127 (CA4 1980)
(adhering to rule of Dean). In 1984, Congress added § 7872 to the Code. Deficit
Reduction Act of 1984 (DEFRA), Pub. L. 98-369, § 172(a), 98 Stat. 699. Section
7872 applies to below market loans in several contexts, but our concern is with
corporation/shareholder loans.

Sections 7872(a), (b), (c)(1)(C), (e), (f)(1), and (f)(2) address below-market loans
between corporations and shareholders.
* A corporation/shareholder loan may be a demand loan or a term loan.
A “demand loan” is a loan which is payable in full at any time on the
demand of the lender. ... [S]uch term also includes any loan with an
indefinite maturity.” § 7872(f)(5). A “term loan” is “any loan which is not
a demand loan.” § 7872(f)(6).

* If a below-market loan is a demand loan, § 7872(a) provides that
foregone interest is treated first as paid by the lender to the borrower, and
then paid by the borrower to the lender. So, if a corporation lends money
to a shareholder at below market rates, the difference between market
interest rate and the interest rate charged is treated as paid by the
corporation to the shareholder. Such a payment would be given dividend
treatment under the rules of § 301(c). The shareholder’s payment would
be treated as a contribution to the corporation’s capital.
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* If such a loan is not a demand loan, § 7872(b) provides that the amount
borrowed minus the present value of repayments is to be treated as
transferred from lender to borrower. A corporation would be treated as
having paid a dividend in that amount.

Section 7872 applies to corporation/shareholder loans only if the aggregate
amount of loans is more than $10,000, § 7872(c)(3)(A), unless tax avoidance is
one of the principal purposes of the arrangement. § 7872(¢c)(3)(B).

In KTA-Tator, Inc. v. Comm’r, 108 T.C. 100, 106-07 (1997), the tax court offered
the following (dated) example:

In the case of a below-market demand loan from a corporation to a
shareholder, the corporation is treated as transferring to the shareholder,
and the sharcholder is treated as paying to the corporation, an amount
equal to the foregone interest. The deemed transfer from the corporation
to the shareholder is treated as a distribution, which generally is taxed as
a dividend to the shareholder. §§ 61(a)(7), 301(c)(1); H. CONF. REPT. 98-
861 [at 1013 (1984), 1984-3 C.B. [1,] at 267. ... The corporation, on the
other hand, is subject to tax on the foregone interest but is not entitled to
a deduction for the deemed distribution it made to the shareholder.
Therefore, it has no deduction to offset the interest income from the loan.
Similarly, petitioner ... is not entitled to a deduction for the deemed
distribution it made ....

Problem:

Assume that the Applicable Federal Rate is 10%. Corporation loans $100,000 to
one of its shareholders who uses the proceeds to pay for her daughter’s university
tuition.

A. If the loan is a demand loan, what would be the tax consequences to
Corporation and to shareholder at the end of year 1?

B. If the loan is a term loan, how would you determine the tax consequences to
Corporation and to shareholder at the end of year 1?
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IV. Corporate Distributions: Tax Consequences to Shareholder

Read §§ 61(a)(7), 301, 311, 312(a, b).

A corporate distribution to a shareholder with respect
to her stock does not affect the shareholder’s
ownership interest in the corporation. However, the
tax consequences to the shareholder depend upon
whether the distribution is less or more than the
corporation’s e&p. Section 61(a)(7) provides that
gross income includes dividends. Section 301(c)
informs whether a corporate distribution is in fact a
“dividend.”

How much is the distribution? The amount of the
distribution is the fair market value of the property

Corporate distributions of loss
property. A corporation must
recognize the built-in gain on any
property it distributes to a
shareholder. It may not recognize
loss. § 311(a). If the Code
permitted a corporation to
recognize loss on a distribution,
the corporation could too easily
manipulate its tax liability through
distributions of loss property to
shareholders. To recognize a
loss, the corporation must
engage in a transaction with
someone other than in the

(§ 301(b)(1)) on the date of distribution (§ 301(b)(3)) | capacity of a shareholder.

less any corporate liability that the shareholder

assumes (§ 301(b)(2)(A)) or any liability to which

the distributed property is subject (§ 301(b)(2)(B)). The fmv of the property
presumptively is not less than a liability to which the property is subject.
§ 311(b)(2), cross-referencing § 336(b).

What is the tax treatment of the shareholder who receives a distribution of
property? Section 301(c) governs the shareholder’s treatment of the distribution.
If the distribution is less than the corporation’s e&p available for distribution, all
the distribution is dividend income. § 301(c)(1). If the corporation’s e&p is less
than the distribution, the excess first reduces the shareholder’s basis in her stock,
§ 301(c)(2), and then is treated as a gain from the sale or exchange of property,

§ 301(c)(3).

What is the shareholder’s basis in the property that the corporation distributed to
her? The shareholder takes a fair market value basis in the property she receives
as a dividend. § 301(d). This is true even if the shareholder takes the property
subject to a liability.
* A taxpayer’s basis in property represents her after-tax investment in that
property. Basis is a taxpayer’s money that will not (again) be subject to
income tax.
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« If a taxpayer receives property subject to a liability, its fair market value
net of liabilities is of course less than its fair market value. However,
because shareholder will have to pay those liabilities with after-tax income
and a taxpayer may use debt to obtain basis, taxpayer should be entitled
to a fair market value basis in the property she receives in a distribution.

What is the shareholder’s basis in her stock with respect to which the
corporation makes a distribution? A corporation’s distribution of a
dividend does not affect her basis in her stock with respect to which the
corporation makes a distribution,’' except when the distribution exceeds
the corporation’s e&p.

Problems:

1. Myrna owns common stock in Hannibal Corporation, a calendar year taxpayer.
Myrna’s basis in her stock is $10,000. Hannibal Corporation had $4000 of
accumulated e&p at the beginning of this year. In the current year, Hannibal has
$3000 of current e&p. Hannibal distributed to Myrna Blackacre (ab to Hannibal
Corporation = $10,000; fmv = $10,000). This was the only distribution that
Hannibal Corporation made this year.

» What are the tax consequences of the distribution to Myrna?

2. Same as #1, but the fmv of Blackacre is $16,000 at the time of distribution.
3. Same as #1, but the fmv of Blackacre is $8000 at the time of distribution.

4. Same as #1, except that Blackacre is subject to a $4000 liability that Myrna
assumes.

5. Same as #1, except that Blackacre is subject to a $12,000 liability that Hannibal
incurred two years after purchasing Blackacre. Myrna assumes the loan.

51 This is unlike the treatment of a distribution of profits by a partnership or an S corporation where
the partner or sharecholder reduces her basis by the amount of the distribution. §§ 705(a)(2), 1367(a),
1368(d).
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V. Income Tax Consequences to Corporation of Distributions to
Shareholders and Their Effect on Earnings and Profits, § 312

Read §§ 311, 312.

A corporation’s e&p is a measure of a corporation’s ongoing profitability reduced
by the distributions the corporation has made to its shareholders. A corporation’s
e&p is not kept in a special bank account. In fact, a corporation’s e&p may be
unavailable for distribution because the corporation has invested its after-tax
income in the corporation’s business. Such investments do not reduce the
corporation’s e&p. A corporation’s e&p reflects its capacity to pay a dividend,
even if it does not actually pay a dividend or make a distribution.

Recall that computation of a corporation’s e&p begins with its after-tax income.
Section 312 prescribes adjustments — additions and subtractions — to the
corporation’s e&p account. A corporation’s treatment of various items for income
tax purposes and for e&p purposes vary — generally in recognition that earnings
and profits reflect a corporation’s capacity to make distributions to its
shareholders without impairing its capital — and that this may not coincide with
what the Code deems to be the corporation’s income on which it should pay
income tax. In addition to the specific rules that § 312 sets forth, courts and the
IRS resolve questions of the effect of distributions on a corporation’s e&p
consistent with these principles.

Naturally a corporation’s distribution of cash to shareholders reduces a
corporation’s e&p dollar-for-dollar. § 312(a)(1). More difficult questions arise
when the corporation distributes property other than money.

Distributions of Loss Property and the
Income tax consequences to the C ., . .

) S orporation’s e&p: A corporation may
corporation  of  distributions  of | ot recognize loss on the distribution of
appreciated or depreciated property: | |oss property to a shareholder. In such
Section 311(b) requires the corporation | g case, the corporation reduces its e&p
to recognize gain upon its distribution | py the adjusted basis of the loss
of appreciated property to a | property. In effect, the corporation does
shareholder. When a corporation | recognize loss for purposes of e&p. Do
distributes property other than cashtoa | You see how this occurs?

shareholder, we treat the transaction the
same as we would treat the corporation’s sale of the asset for its fair market value
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followed by a distribution of the amount realized to the shareholder. The “use of
appreciated property to pay for something is a recognition event.” Here, that
“something” is a distribution to a shareholder(s). The corporation must recognize
taxable gain on the distribution of appreciated property to a shareholder.
§ 311(b)(1). The corporation may not recognize loss on the distribution of
property to a shareholder. § 311(a).

Effect of corporate distributions of appreciated or depreciated property on
corporation’s e&p: A corporation’s distribution of appreciated property is
simultaneously a tax recognition event to the corporation and a distribution to
shareholder(s) with implications for the corporation’s e&p. On such a
distribution, § 312(b) requires that the corporation first increase its e&p by the
amount of the property’s built-in gain, and second reduce its e&p by the fmv of
the property distributed. The net result is the corporation reduces its e&p by the
basis of the property it distributed to a shareholder.
» Example: Corporation Q has accumulated e&p of $25,000 and current
e&p of $0, except for whatever e&p the following transaction produces.
For now, disregard the effect of income tax liability on Corporation Q’s
e&p. Corporation Q distributes some stock of Corporation R that it
purchased several years ago to shareholder S. Corporation Q’s basis in its
Corporation R’s stock is $25,000. Its fmv at the time of distribution is
$31,000. On how much income must Corporation Q pay income tax? How
much is shareholder S’s dividend? What is Corporation Q’s e&p after the
distribution?
* Corporation Q must recognize $6000 on the distribution. This tax
treatment is the same as the tax treatment of a sale for $31,000
followed by a distribution of the sales proceeds to shareholder S.
This taxable gain will produce $6000 of current e&p for
Corporation Q.
* Shareholder S’s dividend is $31,000, the fmv of the stock that
she received. Corporation Q has $31,000 of e&p ($25,000
accumulated e&p and $6000 current e&p).
* Corporation Q’s e&p after the distribution is $0. $25,000
(accumulated e&p) + $6000 (excess of fmv over adjusted basis) —
$31,000 (fmv of distribution)
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When a corporation distributes loss property — which the corporation should not
want to do — § 312(b) has no application. Section 312(a)(3) requires the
corporation to reduce its e&p by the basis of the property distributed.

The corporation’s capacity to pay dividends: In computing its tax liability, a
corporation may benefit from Code provisions that exclude certain income from
its taxable income, that accelerate deductions, or that defer recognition of taxable
income. Such provisions do not affect a corporation’s profitability, and therefore
do not affect its capacity to pay dividends. We see this in the adjustments to a
corporation’s e&p that § 312 requires. A corporation may not reduce its e&p to
the extent that a depreciation allowance is greater than that allowable under the
straight-line method. § 312(k).3? A corporation must compute its e&p without
regard to the installment method. § 312(n)(5). A taxpayer that uses inventory
accounting must compute its e&p with the FIFO (first in first out) method, even
if it computes its tax liability using the LIFO (last in first out) method. § 312(n)(4).

Reg. § 1.312-6(b) brings within the scope of e&p income exempted by statute,
income not taxable under the Constitution, and all items of gross income
includible in gross income under § 61.

Problems:
1. Myrna owns common stock in Hannibal Corporation, a calendar year taxpayer.
Myrna’s basis in her stock is $10,000. Hannibal Corporation had $4000 of
accumulated e&p at the beginning of this year. In the current year, Hannibal has
$3000 of current e&p. Hannibal distributed to Myrna Blackacre (ab to Hannibal
Corporation = $10,000; fmv = $10,000). This was the only distribution that
Hannibal Corporation made this year.
 What is the tax consequence of the distribution to Hannibal
Corporation?

* What is Hannibal Corporation’s accumulated e&p on January 1 of the
next year? See § 312(a).

52 Expensing under §§ 179, 179B, 179C, 179D, and 179E reduces a corporation’s e&p ratably over five
years. § 312(k)(3)(B).

174
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

2. Same as #1, but the fmv of Blackacre is $16,000 at the time of distribution.

3. Same as #1, but the fmv of Blackacre is $8000 at the time of distribution. See
§ 311(b).

4. Same as #3, except that Hannibal Corporation sold Blackacre to Myrna for
$5000.

5. Same as #1, except that Blackacre is subject to a $4000 liability that Myrna
assumes.

6. Same as #1, except that Blackacre is subject to a $12,000 liability that Hannibal
incurred two years after purchasing Blackacre. Myrna assumes the loan.

7. Corporation A distributes to its sole shareholder Benes property with a fair
market value of $10,000 and a basis of $15,000. It has $20,000 of earnings and
profits.
* How much loss may Corporation A recognize on this distribution for
income tax purposes?

* If Corporation A makes no other distributions during the year, what
should be its e&p after the distribution?

* What is Benes’s basis in the property?
See Reg. § 1.312-1(c) (Example 2).

8. Same facts as #7, except that Corporation A’s basis in the property is $7500
and Corporation A holds the property subject to a $1500 liability that Benes
assumed.
* How much gain must Corporation A recognize on this distribution for
income tax purposes?

* If Corporation A makes no other distributions during the year, what
should be its e&p after the distribution?

* What is Benes’s basis in the property?
See § 312(c).
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9. What should be the effect on a corporation’s e&p of its receipt of tax exempt
interest income? Reg. § 1.312-6(b).

10. Payment of life insurance premiums is not deductible because the receipt of
life insurance proceeds paid by reason of death is excluded from gross income.
§ 101(a)(1). How should a corporation treat the payment of life insurance
premiums for e&p purposes? If a corporation receives life insurance proceeds
paid by reason of death, should the corporation include such amounts in its e&p?
See Rev. Rul. 54-230, 1954-1 C.B. 114.

11. Under certain circumstances, a taxpayer who makes a charitable contribution
of appreciated property may deduct the fmv of the property without ever paying
income tax on the built-in long-term gain on the property. § 170(e)(1). If a
corporation donates property with built-in long-term gain to a charity under the
circumstances that § 170(e) prescribes and deducts the fmv of the property
without paying income tax on the built-in gain — what should be the effect of the
contribution on the corporation’s e&p? See Rev. Rul. 78-123, 1978-1 C.B. 87.

12. How should a corporation adjust its e&p when it makes a bargain sale to a
shareholder? See Dellinger v. Comm’r, 32 T.C. 1178 (1959).

13. What should be the effect on a corporation’s e&p of the portion of a dividend
it receives from another corporation that it deducts?

14. Section 108(a) excludes from the gross income of certain taxpayers discharge
of debt income. Taxpayer must reduce the tax attributes named in § 108(b).
Taxpayer may elect to reduce its adjusted basis in depreciable property pursuant
to the rules of § 1017. § 108(b)(5).
* What is the rule concerning adjustments to e&p provided by § 312(/)(1)?
Why should that rule be different than it is for discharge of debt that either
is not excluded from the corporation’s gross income or that the corporation
applies to reduce other tax attributes, e.g., net operating loss carryovers?

S}

Lessons

Do the CALI exercise: Corporate Taxation: Distributions: Calculation of C
Corporation Earnings and Profits.
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Lessons

Do the CALI exercise: Corporate Taxation: Distributions: Distributions of
Property by C Corporations.

VI. Corporate Shareholders
Read § 243.

Corporations who receive dividends from corporations in which they own stock
may deduct a substantial portion of the dividend that they receive. This is because
such corporations are themselves owned by shareholders. When those
shareholders receive their share of corporate profits as dividends, such profits
already have been subject to two (or more) levels of income tax. Section 61(a)(7)
provides that dividends are gross income, but § 243 allows corporations to deduct
a portion of the dividends they receive from a domestic corporation, the portion
depending on the proportion of the dividend paying corporation that the dividend-
receiving corporation owns. Specifically, a corporation that owns less than 20%
by vote and value of another corporation may deduct 50% of the dividends it
receives from that other corporation. § 243(a)(1). A corporation that owns at least
20% but less than 80% by vote and value of another corporation may deduct 65%
of the dividends it receives from that
other corporation. §§ 243(a)(1), The Tax Cuts. :and Jobs _ACt

. reduced the dividends-received
243(c)(1). A corporation that owns at , ,

deduction. The deduction had

least 80% of the stock by vote and value o -

) been 70% of the dividend for
of another corporation may deduct

) o ) _ corporations owning less than
100% of the dividends it receives from 20% by vote and value of the stock

that other corporation. §§ 243(a)(3), | of another corporation, 80% of the
243(b). dividend for a corporation owning
at least 20% but less than 80% of
We have seen that much of corporate tax | the dividend-paying corporation,
caselaw is driven by individual | and 100% of the dividend for a
shareholder’s desire to avoid | member of an affiliated group. The

characterizing corporate distributions as justification for such reductions

dividends. Corporations do not enjoy a was that the maximum corporate
tax rate on taxable income was

pr§ferent1al tax rate on their caplFal reduced from 35% to 21%, a 40%
gains, and they may deduct a substantial

; Rt ) decrease.
portion of their dividend income. Not
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surprisingly, corporations will view receipt of dividend income quite differently
than individuals view receipt of dividend income. Corporations often seek tax
treatment contrary to what individuals would want.

Litton Indus., Inc. v. Commissioner, 89 T.C. 1086 (1987)
CLAPP, Judge

Respondent determined a deficiency in petitioner’s Federal corporate income tax
for the year ended July 29, 1973 in the amount of $11,583,054. After concessions,
the issue for decision is whether Litton Industries received a $30,000,000
dividend from Stouffer Corporation, its wholly owned subsidiary, or whether that
sum represented proceeds from the sale of Stouffer stock to Nestle Corporation.

FINDINGS OF FACT

Litton Industries, Inc. (petitioner) and its subsidiaries manufactured and sold, inter
alia, business systems and equipment, defense and marine systems, industrial
systems and equipment, and microwave cooking equipment. ...

On October 4, 1967, petitioner acquired all the outstanding stock of Stouffer
Corporation (Stouffer), a corporation whose common stock was listed and traded
on the New York stock exchange. Stouffer manufactured and sold frozen prepared
food and operated hotels and food management services and restaurants. ...

... In early 1972, Charles B. Thornton (Thornton), the chairman of Litton’s board
of directors, Joseph Imirie, president of Stouffer, and James Biggar, an executive
of Stouffer, discussed project ‘T.L.B.,” i.e., the sale of Stouffer. In July 1972,
Litton’s board of directors discussed the mechanics and problems of selling
Stouffer. As of August 1, 1972, Stouffer’s accumulated earnings and profits
exceeded $30,000,000. On August 23, 1972, Stouffer declared a $30,000,000
dividend which it paid to Litton in the form of a $30,000,000 negotiable
promissory note, and at that time, Thornton believed that Litton would have no
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difficulty in receiving an adequate offer for Stouffer. Two weeks later, on
September 7, 1972, petitioner announced publicly its interest in disposing of
Stouffer. Subsequent to said announcement, Litton received inquiries from a
number of interested sources, including TWA, Green Giant, investment banking
houses, and business brokers about the possible purchase of all or part of the
Stouffer business.

Beginning in mid-September 1972, Litton and several underwriters discussed the
feasibility of a public offering of Stouffer Stock. In early September 1972, Litton
negotiated with Lehman Brothers for a public offering of Stouffer stock, but
Lehman Brothers decided not to participate in the offering. During October 1972,
Litton, Stouffer and Merrill Lynch, a brokerage firm that thought Stouffer had an
excellent outlook, prepared a public offering of Stouffer stock. During November
1972, petitioner, Stouffer, and Hornblower and Weeks prepared a partial public
offering of Stouffer stock. Merrill Lynch had a policy of not effecting partial
distributions of corporate subsidiaries and thus did not participate in the
negotiations with Hornblower and Weeks. In mid-December 1972, Litton decided
that a complete public offering was preferable and abandoned the idea of a partial
public offering. The S-1 Registration Statement, which Stouffer filed with the
Securities and Exchange Commission, stated that $30,000,000 of the proceeds
would be used to pay the promissory note which Litton received as a dividend.

On March 1, 1973, Nestle Alimentana S.A. Corporation (Nestle), a Swiss
corporation, offered to buy all of Stouffer’s stock for $105,000,000. On March 5,
1973, Nestle paid Litton $74,962,518 in cash for all the outstanding stock of
Stouffer and $30,000,000 in cash for the promissory note. Because Litton sold
Stouffer to Nestle, the underwriters stopped work on the scheduled public
offering.

OPINION

The issue for decision is whether the $30,000,000 dividend declared by Stouffer
on August 23, 1972, and paid to its parent, Litton by means of a negotiable
promissory note was truly a dividend for tax purposes or whether it should be
considered part of the proceeds received by Litton from the sale of all of Stouffer’s
stock on March 1, 1973. If, as petitioner contends, the $30,000,000 constitutes a
dividend, petitioner may deduct 85 percent of that amount as a dividend received
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credit pursuant to § 243(a), [footnote omitted] as that section read during the year
at issue. However, if the $30,000,000 represents part of the selling price of the
Stouffer stock, as contended by respondent, the entire amount will be added to the
proceeds of the sale and taxed to Litton as additional capital gain. Respondent’s
approach, of course produces the larger amount of tax dollars.

The instant case is substantially governed by Waterman Steamship Corp. v.
Commissioner, 50 T.C. 650 (1968), rev’'d, 430 F.2d 1185 (5th Cir. 1970), cert.
denied, 401 U.S. 939 (1971). Respondent urges us to follow the opinion of the
Fifth Circuit, which in substance adopted the position of Judge Tannenwald’s
dissent (concurred in by three other judges) from our Court-reviewed opinion. If
we hold for respondent, we must overrule our majority opinion in Waterman
Steamship. Petitioner contends that the reasoning of the Fifth Circuit in Waterman
Steamship should not apply since the facts here are more favorable to petitioner.
Additionally, petitioner points out that several business purposes were served by
the distribution here which provide additional support for recognition of the
distribution as a dividend. For the reasons set forth below, we conclude that the
$30,000,000 distribution constituted a dividend which should be recognized as
such for tax purposes. We believe that the facts in the instant case lead even more
strongly than did the facts in Waterman Steamship to the conclusion that the
$30,000,000 was a dividend. Accordingly, we hold that the Stouffer distribution
to Litton was a dividend within the meaning of § 243(a).

In many respects, the facts of this case and those of Waterman Steamship are
parallel. The principal difference, and the one which we find to be most
significant, is the timing of the dividend action. In Waterman Steamship, the
taxpayer corporation received an offer to purchase the stock of two of its wholly-
owned subsidiary corporations, Pan-Atlantic and Gulf Florida, for $3,500,000
cash. The board of directors of Waterman Steamship rejected that offer but
countered with an offer to sell the two subsidiaries for $700,000 after the
subsidiaries declared and arranged for payments of dividends to Waterman
Steamship amounting in the aggregate to $2,800,000. Negotiations between the
parties ensued, and the agreements which resulted therefrom included, in specific
detail, provisions for the declaration of a dividend by Pan-Atlantic to Waterman
Steamship prior to the signing of the sales agreement and the closing of that
transaction. Furthermore, the agreements called for the purchaser to loan or
otherwise advance funds to Pan-Atlantic promptly in order to pay off the
promissory note by which the dividend had been paid. Once the agreement was
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reached, the entire transaction was carried out by a series of meetings
commencing at 12 noon on January 21, 1955, and ending at 1:30 p.m. the same
day. At the first meeting the board of directors of Pan-Atlantic met and declared
a dividend in the form of a promissory note in the amount of $2,799,820. The
dividend was paid by execution and delivery of the promissory note. At 12:30
p.m., the board of directors of the purchaser’s nominee corporation (‘Securities’)
met and authorized the purchase and financing of Pan-Atlantic and Gulf Florida.
At 1 p.m., the directors of Waterman authorized the sale of all outstanding stock
of Pan-Atlantic and Gulf Florida to Securities. Immediately following that
meeting, the sales agreement was executed by the parties. The agreement
provided that the purchaser guaranteed prompt payment of the liabilities of Pan-
Atlantic and Gulf Florida including payment of any notes given by either
corporation as a dividend.

Finally at 1:30 p.m., the new board of directors of Pan-Atlantic authorized the
borrowing of sufficient funds from the purchaser personally and from his nominee
corporation to pay off the promissory note to Waterman Steamship, which was
done forthwith. As the Fifth Circuit pointed out, ‘[b]y the end of the day and
within a ninety minute period, the financial cycle had been completed. Waterman
had $3,500,000, hopefully tax-free, all of which came from Securities and
McLean, the buyers of the stock.” This Court concluded that the distribution from
Pan-Atlantic to Waterman was a dividend. The Fifth Circuit reversed, concluding
that the dividend and sale were one transaction.

The timing in the instant case was markedly different. The dividend was declared
by Stouffer on August 23, 1972, at which time the promissory note in payment of
the divided was issued to Litton. There had been some general preliminary
discussions about the sale of Stouffer, and it was expected that Stouffer would be
a very marketable company which would sell quickly. However, at the time the
dividend was declared, no formal action had been taken to initiate the sale of
Stouffer. It was not until 2 weeks later that Litton publicly announced that Stouffer
was for sale. There ensued over the next 6 months many discussions with various
corporations, investment banking houses, business brokers, and underwriters
regarding Litton’s disposition of Stouffer through sale of all or part of the business
to a particular buyer, or through full or partial public offerings of the Stouffer
stock. All of this culminated on March 1, 1973, over 6 months after the dividend
was declared, with the purchase by Nestle of all of Stouffer’s stock. Nestle also
purchased the outstanding promissory note for $30,000,000 in cash.
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In the instant case, the declaration of the dividend and the sale of the stock were
substantially separated in time in contrast to Waterman Steamship where the
different transactions occurred essentially simultaneously. In Waterman
Steamship, it seems quite clear that no dividend would have been declared if all
of the remaining steps in the transaction had not been lined up in order on the
closing table and did not in fact take place. Here, however, Stouffer declared the
dividend, issued the promissory note and definitely committed itself to the
dividend before even making a public announcement that Stouffer was for sale.
Respondent argues that the only way petitioner could ever receive the dividend
was by raising revenue through a sale of Stouffer. Therefore, respondent asserts
the two events (the declaration of the dividend and then the sale of the company)
were inextricably tied together and should be treated as one transaction for tax
purposes. In our view, respondent ignores the fact that Stouffer could have raised
sufficient revenue for the dividend from other avenues, such as a partial public
offering or borrowing. Admittedly, there had been discussions at Litton about the
sale of Stouffer which was considered to be a very saleable company. However,
there are many slips between the cup and the lip, and it does not take much of a
stretch of the imagination to picture a variety of circumstances under which
Stouffer might have been taken off the market and no sale consummated. Under
these circumstances it is unlikely that respondent would have considered the
dividend to be a nullity. On the contrary, it would seem quite clear that petitioner
would be charged with a dividend on which it would have to pay a substantial tax.
Petitioner committed itself to the dividend and, thereby, accepted the
consequences regardless of the outcome of the proposed sale of Stouffer stock.
[citation omitted].

Since the facts here are distinguishable in important respects and are so much
stronger in petitioner’s favor, we do not consider it necessary to consider further
the opinion of the Fifth Circuit in Waterman Steamship.

The term ‘dividend’ is defined in § 316(a) as a distribution by a corporation to its
shareholders out of earnings and profits. The parties have stipulated that Stouffer
had earnings and profits exceeding $30,000,000 at the time the dividend was
declared. This Court has recognized that a dividend may be paid by a note. T.R.
Miller Mill Co. v. Commissioner, 37 B.T.A. 43, 49 (1938), aff’d, 102 F.2d 599
(5th Cir. 1939). Based on these criteria, the $30,000,000 distribution by Stouffer
would clearly constitute a dividend if the sale of Stouffer had not occurred. We
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are not persuaded that the subsequent sale of Stouffer to Nestle changes that result
merely because it was more advantageous to Litton from a tax perspective.

... A variety of factors present here preclude a finding of sham or subterfuge.
Although the record in this case clearly shows that Litton intended at the time the
dividend was declared to sell Stouffer, no formal action had been taken and no
announcement had been made. There was no definite purchaser waiting in the
wings with the terms and conditions of sale already agreed upon. At that time,
Litton had not even decided upon the form of sale of Stouffer. Nothing in the
record here suggests that there was any prearranged sale agreement, formal or
informal, at the time the dividend was declared.

Petitioner further supports its argument that the transaction was not a sham by
pointing out Litton’s legitimate business purposes in declaring the dividend.
Although the code and case law do not require a dividend to have a business
purpose, it is a factor to be considered in determining whether the overall
transaction was a sham. [citation omitted]. Petitioner argues that the distribution
allowed Litton to maximize the gross after-tax amount it could receive from its
investment in Stouffer. From the viewpoint of a private purchaser of Stouffer, it
is difficult to see how the declaration of a dividend would improve the value of
the stock since creating a liability in the form of a promissory note for
$30,000,000 would reduce the value of Stouffer by approximately that amount.
However, since Litton was considering disposing of all or part of Stouffer through
a public or private offering, the payment of a dividend by a promissory note prior
to any sale had two advantages. First, Litton hoped to avoid materially
diminishing the market value of the Stouffer stock. At that time, one of the factors
considered in valuing a stock, and in determining the market value of a stock was
the ‘multiple of earnings’ criterion. Payment of the dividend by issuance of a
promissory note would not substantially alter Stouffer’s earnings. Since many
investors were relatively unsophisticated, Litton may have been quite right that it
could increase its investment in Stouffer by at least some portion of the
$30,000,000 dividend. Second, by declaring a dividend and paying it by a
promissory note prior to an anticipated public offering, Litton could avoid sharing
the earnings with future additional shareholders while not diminishing to the full
extent of the pro rata dividend, the amount received for the stock. Whether Litton
could have come out ahead after Stouffer paid the promissory note is at this point
merely speculation about a public offering which never occurred. The point,
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however, is that Litton hoped to achieve some business purpose and not just tax
benefits in structuring the transaction as it did.

Under these facts, where the dividend was declared 6 months prior to the sale of
Stouffer, where the sale was not prearranged, and since Stouffer had earnings and
profits exceeding $30,000,000 at the time the dividend was declared, we cannot
conclude that the distribution was merely a device designed to give the appearance
of a dividend to a part of the sales proceeds. In this case the form and substance
of the transaction coincide; it was not a transaction entered into solely for tax
reasons, and it should be recognized as structured by petitioner.

On this record, we hold that for Federal tax purposes Stouffer declared a dividend
to petitioner on August 23, 1972, and, subsequently, petitioner sold all of its stock
in Stouffer to Nestle for $75,000,000.

Decision will be entered under Rule 155.

Questions and comments:

1. What facts seem particularly important in distinguishing this case from
Waterman Steamship?

2. When the dust settled, what was Stouffer’s accumulated e&p going forward?
* Maybe that’s why this is called “dividend stripping.”

3. When a corporation owns shares in another corporation, it usually prefers
dividend treatment of a distribution to redemption treatment, i.e., sale of a capital
asset. Section 301(e) provides that when a corporation owns directly or indirectly
20% or more of

» the voting power of another corporation OR

« the total value of all outstanding stock of another corporation (except for
nonvoting stock that is limited and preferred as to dividends)

and the corporation would be entitled to a dividends received deduction, § 312 is
to be applied without regard to § 312(k) or § 312(n)(1 to 6). The effect of this is
to decrease the distributing corporation’s e&p and so decrease the amount of a

184
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

distribution that is a dividend to so-called “20% corporate shareholders.” Such
corporations pay a tax of 21% of such amounts exceeding the dividend.

4. Let’s assume and imagine: Assume that all the stock of Corporation S is worth
$105M and that S has $30M cash. Its accumulated e&p are also $30M.
Corporation L owns all the stock of Corporation S and would like to sell it. It may
choose to skim off the cash for itself and sell the stock for $75M. Alternatively, it
may choose to sell the stock for $105M. Why might Corporation N find paying
$105M for all the stock of a corporation that holds $30M cash particularly
attractive? Isn’t part of the transaction simply paying $30M for $30M cash —
which therefore amounts to a wash?

Now imagine: Corporation N pays $105M to Corporation L for all the stock of
Corporation S. Corporation N skims off the $30M cash. Since Corporation S has
$30M of accumulated e&p, all the distribution from Corporation S to Corporation
N is dividend. Since Corporation N owns 80% or more (i.e., 100%) of the stock
of Corporation S, it may deduct $30M as a dividends-received deduction under
§ 243. All the stock of Corporation S is now worth presumably $75M. Imagine
further that Corporation N sells the stock of Corporation S to Corporation TWA
for $75M. Corporation N now has a capital loss of $30M ($105M — $75M).
Corporation N can use this loss to offset Corporation N’s capital gains. § 1211(a).
[Remember: Corporations may reduce capital gain income only by offsetting
capital losses against it, and corporations do not enjoy a preferential tax rate on
their capital gains. Hence, the $30M loss reduces Corporation N’s income tax
according to its marginal tax bracket, now 21%.] When the dust settles,
Corporation N pockets $30M of tax-free cash and can offset $30M of capital gain
income.

* [We might imagine that Corporation L would insist on capturing some

of that $30M and negotiate accordingly with N over the price of the

Corporation S stock. ]

5. Note 4 (more): Section 1059 addresses this relatively risk-free manufacture of
capital losses. Section 1059(a) provides that a corporation that receives an
“extraordinary dividend” with respect to stock that the corporation has not held
for more than two years before the dividend announcement date must decrease its
basis in the stock of the other corporation by the untaxed portion of the dividend
it receives. § 1059(a)(1). If the untaxed portion of an extraordinary dividend is
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more than the corporation’s basis in the stock, the excess is treated as gain from

the sale or exchange of the stock. § 1059(a)(2).
* In the case of Corporation N, the untaxed portion of the dividend it
received was 100%. Hence, if the dividend was an “extraordinary
dividend” with respect to stock that Corporation N had not held for two
years prior to the dividend announcement date, its basis in Corporation S
stock would be reduced from $105M to $75M. Upon sale for $75M to
Corporation TWA, it would recognize no capital gain or loss.

An “extraordinary dividend” is a dividend that exceeds 5% of the corporation’s
basis in the stock of the other corporation in the case of preferred stock dividends
or that exceeds 10% of the corporation’s basis in the stock of the other corporation
in the case of any other stock. § 1059(b)(1 and 2).>

6. Section 246(c) denies a dividends-received deduction entirely to corporations
who have not held stock in the dividend-paying corporation for at least 45 days in
the 91-day period extending from 45 days before the ex-dividend date.
§ 246(c)(1). This minimum holding period is 90 days of a 181-day period
extending from 90 days before the ex-dividend date for preferred dividends
attributable to periods aggregating more than 366 days. § 246(c)(2).>*

7. Section 246A limits the dividends-received deduction when a corporation owns
less than 50% of the stock by vote and value of another corporation, § 246A(c),
and has financed the purchase of such stock with debt, § 246A(d)(3). Section
246A also applies if the corporation is one of five or fewer shareholders and holds
less than 20% of the stock by vote and value of the other corporation.
§ 246A(c)(2)(B). Section 246A(d)(1) establishes an “average indebtedness
percentage,” i.e., the amount borrowed divided by the basis of the stock
purchased. A corporate taxpayer must reduce its dividend-received deduction by
this percentage. § 246A(a).

53 There are more details to the workings of § 1059, but this suffices to give you an idea of how it
works.

> There are a few more details to the workings of § 246(c), but this suffices to give you an idea of
how it works.
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Chapter 4: Redemptions of Stock

1. Introduction

Read IRC §§ 302, 317. Skim §§ 303, 304.

Don’t forget that. Ownership of
shares gives a shareholder certain
interests in a corporation. The
United States Court of Appeals for
the Second Circuit said in Himmel
v. Comm’r, 338 F.2d 815, 817 (2d
Cir. 1964):

Ownership of stock can
involve three important
rights: (1) to vote, and
thereby exercise control, (2)
to participate in current
earnings and accumulated
surplus, and (3) to share in
net assets on liquidation.
Ownership of common
stock generally involves all
of these. Ownership of
preferred stock generally
involves the last two, but
only to a limited extent,
unless otherwise provided.

Upon any adjustments, notice what
interests a shareholder surrenders
and what interests he retains.

We assume that the corporation we
established in chapter 2 has been
profitable and that the value of the
shareholders’ shares has increased.
There are various ways that shareholders
— as shareholders > — can reap the
increase in the value of their shares.

A corporation may share some of its
profits with its shareholders by
distributing a dividend. The corporation
pays tax on its profits, and shareholders
pay tax on the dividends they receive.
A shareholder continues to own the stock
with respect to which the dividend was
paid and retains the rights that he had
with respect to voting control, dividends,
and proceeds upon liquidation. A
dividend is a return on the shareholder’s
stock. The corporation’s retained
earnings (i.e., e&p) are diminished by the
amount it has paid out in dividends.
Dividends are “ordinary income” — not
capital gains — although they may be
subject to income tax at rates lower than
those generally applicable to ordinary

income. See §§ 1(h)(11) (“qualified dividends” received by individual taxpayers).

55 ... and not as lenders, sellers, lessors, employees, etc.

5 We are disregarding corporate shareholders.
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Alternatively, a shareholder may sell his shares to another person. The shareholder
may sell at a gain because the corporation has retained or invested profits that it
previously earned. The price at which the shareholder can sell his shares will
reflect the profitability (or belief in future profitability) of the corporation. Of
course, if the shareholder sells his shares, he no longer owns them and cannot
share in control of the corporation, will not share in any future dividends, and
does not share in any proceeds upon liquidation. This much is obvious, but note
that the shareholder has reaped the increase in the value of his shares attributable
to the profitability of the corporation — and that the corporation retains the
earnings that contributed to the increase in the shares’ value. The sale of shares
for a gain gives rise to capital gains. Capital gains offset capital losses and at least
for individual taxpayers, are subject to income tax at rates lower than those
imposed on ordinary income.

There is a middle ground. The | Taxing dividends paid to individuals as
corporation may itself buy, i.., | net capital gain: When stock has a low
redeem, shareholders’ shares from | basis — perhaps $0 — the income tax on
some of its shareholders. Section | adividend or a redemption treated as a

317(b) defines a “redemption” to be the | Sale or exchange are nearly equal. This

corporation’s acquisition of its own | reduces the importance of properly
characterizing a corporate distribution

as a dividend. However, upon death §
1014 increases the basis of stock to its
fmyv, effectively sheltering a distribution
treated as a sale or exchange from any

The shareholder no longer owns the | income tax. Cf. Rickey v. United States,
shares that the corporation redeems and | 592 F 24 1251, 1253 (5" Cir. 1979).

to that extent surrenders whatever | Moreover, the rules governing
control, dividend, and liquidation | reduction of a corporation’s e&p differ
rights those shares represented. In this | for payments of dividends and
regard, the redemption might resemble | distributions in redemption treated as a
a sale. The corporation does nof retain sale or exchange. Characterization of a
the earnings with which it makes such distributipn as a dividend or as a
a purchase. In this regard and from the redempiion still matters.

stock from a shareholder in exchange
for “property.” A corporate redemption
of a shareholder’s stock results in a
return of the shareholder’s investment.

standpoint of the corporation, the
redemption resembles the payment of a dividend. “It is possible for such a
transaction to resemble, exactly or substantially, either a dividend or a sale. For
tax purposes the payment is considered ordinary income if, by its ‘net effect,’ it
is ‘essentially equivalent to a dividend.”” Himmel v. Comm’r, 338 F.2d 815, 8§17
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(2d Cir. 1964). If the redemption is not “essentially equivalent to a dividend,” then
the shareholder will be treated for tax purposes as if he sold the shares, i.e., a
capital transaction.
* From the view of the corporation, a redemption changes the capital
structure of the corporation. At the least, there are fewer outstanding
shares. The relative interest(s) of shareholders whose shares the
corporation does not redeem will increase. This might alter the value of
those shares.
* A redemption of shares does not change the identity of the remaining
shareholders as a sale of stock would.
* Redemptions treated as exchanges partake of both distributions of profits
(dividends) and dispositions of capital interests. Corporations pay for
redemptions with after-tax profits. At the same time, the shareholder’s
interest in the corporation is reduced. Others’ interests must perforce
increase.
* These points might make a redemption more attractive or less attractive,
depending on circumstances.
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At a very early time, corporations and
shareholders figured out ways to make
the payment of dividends appear to be a
redemption. To take a simple example,
a corporation might issue a “stock on
stock” dividend — say a one share stock
dividend for every share each
shareholder owns. The issuance of the
stock dividend would not be a taxable
event to shareholders. Eisner v.
Macomber, 252 U.S. 189, 199 (1919).
The corporation could later buy back
those dividend shares for cash. If all the
shareholders sold their dividend shares
back to the corporation, the result would
be the same as it would have been if the
corporation had simply paid a cash
dividend. The corporation’s earnings
would be diminished by what it paid out,
and shareholders would retain their
rights to control, to future dividends,
and to proceeds upon liquidation. Such
a redemption would be “essentially
equivalent to a dividend.” See Smith v.
United States, 121 F.2d 692, 694 (3d

Tax Cuts and Jobs Act. Large U.S.
corporations that engage in international
business could defer paying U.S.
income tax on profits from foreign
operations by conducting those
operations through foreign subsidiaries
that the U.S. firm owned. The income of
foreign subsidiaries was taxable only
upon repatriation as dividends. U.S.
income tax on the dividend income of
subsidiaries was deferrable simply by
having the foreign subsidiary not
repatriate dividend income. Some U.S.
corporations accumulated vast amounts
of cash that they held overseas. The
Tax Cuts and Jobs Act added § 245A,
which provides a deduction of dividends
paid to a U.S. corporate “shareholder,”
one who owns 10% or more of the
foreign corporation by vote and value.
This will make cash available to
domestic corporations that they may
choose to distribute to shareholders to
redeem their shares. As such funds
“‘come home,” the importance of the
topics in this chapter will increase.

Cir. 1941) (redemption of all shares of preferred stock issued to sole shareholder in
order to capitalize accumulated earnings; “distribution and cancellation or
redemption equivalent to the distribution of taxable dividends” within the meaning
of the statute); Commissioner v. Ahlborn, 77 F.2d 700, 700-01 (3d Cir. 1935)
(purchase of 3 of shares of all three shareholders of corporation does not come
within redemption provision of Code); Hill v. Comm’r, 66 F.2d 45, 47 (4™ Cir.
1933) (no unified plan to distribute surplus but issuance of preferred stock dividend
followed five years later by corporate redemption of all preferred stock resulted in

payment of dividend).

Whether a distribution to redeem shares is treated as a sale or exchange of a capital
asset depends upon “the effect [of the distribution] on the shareholder’s basic
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rights vis-a-vis the corporation and other shareholders,” and evaluation of those
effects “depends upon many facts.” Himmel v. Comm’r, 338 F.2d 815, 817 (2d
Cir. 1964). In order that a redemption not be equivalent to a dividend, there must
be a disproportionate reduction in at least one of the interests that a shareholder
owns in a corporation vis-a-vis other shareholders.”” However, what reductions(s)
must occur is not entirely clear. Section 302 governs these questions.

In measuring a reduction of a shareholder’s interest in a corporation, we should
regard the shares that another person or entity owns as shares of the taxpaying
shareholder himself when the shareholder controls or is controlled by that person
or entity or (presumably) acts with a unity of interest. In short, we should attribute
the shares that particular individuals or entities own to one or more other
individuals or entities. Application of attribution rules may lead to the conclusion
that a redemption does not significantly reduce a shareholder’s interests in the
corporation vis-a-vis other shareholders. Rather the distribution would be
essentially equivalent to a dividend. Section 318 establishes rules of attribution
that another provision of subchapter C (§§ 301 to 386) may invoke — and
§ 302(c)(1) invokes them. We take up attribution rules in part II, infra.

Section 302(a) provides that a corporation’s redemption of its stock insofar as it
is described in §§ 302(b)(1, 2, 3, 4, or 5) “shall be treated as a distribution in part
or full payment in exchange for the stock.” On the other hand, if a corporation
redeems its stock in a transaction not described in §§ 302(b)(1, 2, 3, 4, or 5) — and
no other section in subchapter C applies®® — then the distribution is treated as one
to which § 301 applies, § 302(d), i.e., it is taxed as a dividend.

After considering the attribution rules of § 318, our concern will be with
§§ 302(b)(1, 2, and 3). These provisions treat distributions in redemption of stock
as exchanges when there is a sufficient reduction of a shareholder’s interest in the
corporation. We also examine § 302(b)(4), which treats as redemptions corporate
redemptions that manifest a genuine contraction of the corporation’s business
activities. We will briefly examine § 302(b)(5). We will consider § 304, a

57 ... putting to one side for the moment redemptions from noncorporate shareholders in a partial

liquidation or redemptions made by regulated investment companies.

8 Reminder: § 301(a), the section describing the treatment of dividends, begins with the words

“le]xcept as otherwise provided in this chapter ...” This makes § 301 into a residual provision.
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provision applicable when a shareholder who controls two corporations sells
shares of one corporation to the other; the shareholder might have to treat the
consideration received as the distribution of a dividend. Finally, we will examine
§ 303 which gives exchange treatment to certain distributions whose proceeds are
used to pay death taxes of a decedent whose estate included the shares redeemed.

II. Attribution Rules, § 318
Read § 318(a)(1, 2, and 3).

Section 318 simply presents a number of relationships in which ownership of
shares might be attributed to another. Section 318 states rules of attribution but
says nothing about when such attribution should occur. Other sections of the Code
may invoke the attribution rules of § 318. Sections 302 and 304 both invoke § 318
in determining whether the corporate distributions to which those sections apply
should be treated as an exchange for stock. Section 303 does not.

As you read through § 318, notice in each provision: from whom (or what) are
shares attributed, and to whom (or what).
* § 318(a)(1) states rules of attribution within the family. Call this a “1"
attribution. Read it and answer these questions:
* Is a child considered to own shares of stock that his grandparent
owns?

* Is a grandparent considered to own shares of stock that his
grandchild owns?

* Is a brother considered to own shares of stock that his sister
owns?

« § 318(a)(2) states rules of attribution from partnerships, trusts, or
corporations (i.e., entities) to partners, beneficiaries, or shareholders. Call
this a “2" attribution. Read it and answer these questions:
* LMN partnership owns 50 shares of Bosco Corporation common
stock. LaJuan is a 1/5 partner in LMN. How many shares of Bosco
Corporation common stock is LaJuan considered to own because
he is a partner in the LMN partnership?
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* The Bluenose trust owns 250 shares of Bosco Corporation
common stock. Max has a 1/50 actuarial interest in the Bluenose
trust. How many shares of Bosco common stock is Max
considered to own because he is a beneficiary of the Bluenose
trust?

* The Cribble Corporation owns 500 of the 10,000 outstanding
shares of Bosco Corporation common stock. Natalie owns 40 of
the 100 outstanding shares of Cribble Corporation common stock.
Cribble Corporation has no other stock outstanding. How many
shares of Bosco common stock is Natalie considered to own
because she owns shares of Cribble Corporation?

 Same, except that Natalie owns 60 of the 100 outstanding shares
of Cribble Corporation. How many shares of Bosco common stock
is Natalie considered to own because she owns shares of Cribble
Corporation?

* § 318(a)(3) states rules of attribution from partners, beneficiaries, or
shareholders 7o partnerships, trusts, or corporations (i.e., entities). Call this
a “3" attribution.

Corporate Tax
www.cali.org

* LaJuan is a 1/5 partner in the LMN Partnership. He owns 200 of
the 1000 outstanding shares of Bosco Corporation common stock.
How many shares of Bosco Corporation common stock is LMN
considered to own because LalJuan is a 1/5 partner?

* Max has a 1/50 actuarial interest in the Bluenose trust. He also
owns 250 of the 1000 outstanding shares of Bosco Corporation
common stock. How many shares of Bosco Corporation common
stock is the Bluenose Trust considered to own because Max is a
beneficiary of the Bluenose trust?

» Same facts, except that Max has a 1/10 actuarial interest in the
Bluenose trust?

* Natalie owns 40 of the 100 outstanding shares of Cribble
Corporation. She also owns 500 of the 10,000 outstanding shares
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of Bosco Corporation common stock. How many shares of Bosco
Corporation is Cribble Corporation considered to own because
Natalie is a shareholder of Cribble Corporation?

» Same, except that Natalie owns 60 of the 100 outstanding shares
of Cribble Corporation?

Read § 318(a)(5).
* § 318(a)(5)(A): Stock owned by attribution is to be reattributed to others,
but —

* § 318(a)(5)(B): A “1" attribution cannot follow another “1" attribution,
and —

* § 318(a)(5)(C): A “2" cannot follow a “3" attribution.

* Why do you think a “1" cannot follow a “1,” and a “2" cannot follow a “3?”

Lessons

Do the CALI exercise: Corporate Taxation: Redemptions: Constructive
Ownership of Stock.
* Have a paper napkin and a pen handy as it will help to diagram the facts
of these questions.

II1. Interest-Reducing Redemptions: § 302(b)(1, 2, and 3)

Section 302(a) states the rule that if a corporation redeems its stock in a transaction
described by § 302(b)(1, 2, 3, 4, or 5), the redemption “shall be treated as a
distribution in part or full payment in exchange for the stock.” Assuming the stock
is a capital asset, gain or loss on the exchange computed as (amount realized)
minus adjusted basis will be capital in character. A distribution not described in
§ 302(b)(1, 2, 3,4, or 5) is not treated as an exchange and is therefore treated as a
dividend. § 302(d). A dividend distribution is included in a taxpayer’s gross
income in full — without reduction for adjusted basis. Sections 302(b)(1, 2, and 3)
apply when a corporate redemption sufficiently reduces the shareholder’s interest
in the corporation.
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A. Section 302(b)(1): Distributions Not Essentially Equivalent to a Dividend

Read §§ 302(a) and 302(b)(1). What does “not essentially equivalent to a
dividend” mean?

United States v. Davis, 397 U.S. 301 (1970)
Justice MARSHALL delivered the opinion of the Court.

In 1945, taxpayer [footnote omitted] and E.B. Bradley organized a corporation.
In exchange for property transferred to the new company, Bradley received 500
shares of common stock, and taxpayer and his wife similarly each received 250
such shares. Shortly thereafter, taxpayer made an additional contribution to the
corporation, purchasing 1,000 shares of preferred stock at a par value of $25 per
share.

The purpose of this latter transaction was to increase the company’s working
capital, and thereby to qualify for a loan previously negotiated through the
Reconstruction Finance Corporation. It was understood that the corporation
would redeem the preferred stock when the RFC loan had been repaid. Although,
in the interim, taxpayer bought Bradley’s 500 shares and divided them between
his son and daughter, the total capitalization of the company remained the same
until 1963. That year, after the loan was fully repaid and in accordance with the
original understanding, the company redeemed taxpayer’s preferred stock.

In his 1963 personal income tax return, taxpayer did not report the $25,000
received by him upon the redemption of his preferred stock as income. Rather,
taxpayer considered the redemption as a sale of his preferred stock to the company
— a capital gains transaction under § 302 of the Internal Revenue Code of 1954
resulting in no tax, since taxpayer’s basis in the stock equaled the amount he
received for it. The Commissioner of Internal Revenue, however, did not approve
this tax treatment. According to the Commissioner, the redemption of taxpayer’s
stock was essentially equivalent to a dividend, and was thus taxable as ordinary
income under §§ 301 and 316 of the Code. Taxpayer paid the resulting deficiency,
and brought this suit for a refund. The District Court ruled in his favor, and, on
appeal, the Court of Appeals affirmed.
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The Court of Appeals held that the $25,000 received by taxpayer was “not
essentially equivalent to a dividend” within the meaning of that phrase in
§ 302(b)(1) of the Code because the redemption was the final step in a course of
action that had a legitimate business (as opposed to a tax avoidance) purpose. That
holding represents only one of a variety of treatments accorded similar
transactions under § 302(b)(1) in the circuit courts of appeals. [footnote omitted].
We granted certiorari in order to resolve this recurring tax question involving
stock redemptions by closely held corporations. We reverse.

The Internal Revenue Code of 1954 provides generally in §§ 301 and 316 for the
tax treatment of distributions by a corporation to its shareholders; under those
provisions, a distribution is includable in a taxpayer’s gross income as a dividend
out of earnings and profits to the extent such earnings exist. [footnote omitted].
There are exceptions to the application of these general provisions, however, and
among them are those found in § 302, involving certain distributions for redeemed
stock. The basic question in this case is whether the $25,000 distribution by the
corporation to taxpayer falls under that section — more specifically, whether its
legitimate business motivation qualifies the distribution under § 302(b)(1) of the
Code. Preliminarily, however, we must consider the relationship between
302(b)(1) and the rules regarding the attribution of stock ownership found in
§ 318(a) of the Code.

Under subsection (a) of § 302, a distribution is treated as “payment in exchange
for the stock,” thus qualifying for capital gains, rather than ordinary income
treatment, if the conditions contained in any one of the four paragraphs of
subsection (b) are met. [Sections 302(b)(2, 3, and 4) do not apply.] [T]axpayer
agrees that, for the purposes of §§ 302(b)(2) and (3), the attribution rules of
§ 318(a) apply, and he is considered to own the 750 outstanding shares of
common stock held by his wife and children in addition to the 250 shares in his
own name. [footnote omitted].

Taxpayer, however, argues that the attribution rules do not apply in considering
whether a distribution is essentially equivalent to a dividend under § 302(b)(1).
According to taxpayer, he should thus be considered to own only 25 percent of
the corporation’s common stock, and the distribution would then qualify under
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§ 302(b)(1) since it was not pro rata or proportionate to his stock interest, the
fundamental test of dividend equivalency. See Treas. Reg. § 1.302-2(b). However,
the plain language of the statute compels rejection of the argument. In subsection
(c) of § 302, the attribution rules are made specifically applicable “in determining
the ownership of stock for purposes of this section.” Applying this language, both
courts below held that § 318(a) applies to all of § 302, including § 302(b)(1) —a
view in accord with the decisions of the other courts of appeals,®® a longstanding
treasury regulation,® and the opinion of the leading commentators.®!

Against this weight of authority, taxpayer argues that the result under paragraph
(1) should be different because there is no explicit reference to stock ownership,
as there is in paragraphs (2) and (3). Neither that fact, however, nor the purpose
and history of § 302(b)(1) supports taxpayer’s argument. The attribution rule
designed to provide a clear answer to what would otherwise be a difficult tax
question — formed part of the tax bill that was subsequently enacted as the 1954
Code. ...

... [I]t was necessary that the attribution rules apply to § 302(b)(1) unless they
were to be effectively eliminated from consideration with regard to §§ 302(b)(2)
and (3) also. For if a transaction failed to qualify under one of those sections solely
because of the attribution rules, it would, according to taxpayer’s argument,
nonetheless qualify under § 302(b)(1). We cannot agree that Congress intended
so to nullify its explicit directive. We conclude, therefore, that the attribution rules
of § 318(a) do apply; and, for the purposes of deciding whether a distribution is
“not essentially equivalent to a dividend” under § 302(b)(1), taxpayer must be
deemed the owner of all 1,000 shares of the company’s common stock.

5 See Levin v. Commissioner, 385 F.2d 521, 526-527 (2d Cir. 1967); Commissioner v. Berenbaum,
369 F.2d 337, 342 (10 Cit. 1966); Ballenger v. United States, 301 F.2d 192, 199 (4t Cir. 1962;
Bradbury v. Commissioner, 29 F.2d 111, 116-117 (1% Cir. 1962).

0 See Treas. Reg. § 1.302-2(b).

o See B. BITTKER & J. EUSTICE, FEDERAL INCOME TAXATION OF CORPORATIONS
AND SHAREHOLDERS 292 n.32 (2d ed.1966).
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II

After application of the stock ownership attribution rules, this case, viewed most
simply, involves a sole stockholder who causes part of his shares to be redeemed
by the corporation. We conclude that such a redemption is always “essentially
equivalent to a dividend” within the meaning of that phrase in § 302(b)(1),%* and
therefore do not reach the Government’s alternative argument that, in any event,
the distribution should not, on the facts of this case, qualify for capital gains
treatment. [footnote omitted].

The predecessor of § 302(b)(1) came into the tax law as § 201(d) of the Revenue
Act of 1921, 42 Stat. 228:

A stock dividend shall not be subject to tax but if after the distribution of
any such dividend the corporation proceeds to cancel or redeem its stock
at such time and in such manner as to make the distribution and
cancellation or redemption essentially equivalent to the distribution of a
taxable dividend, the amount received in redemption or cancellation of the
stock shall be treated as a taxable dividend. ...

Enacted in response to this Court’s decision that pro rata stock dividends do not
constitute taxable income, Eisner v. Macomber, 252 U.S. 189 (1920), the
provision had the obvious purpose of preventing a corporation from avoiding
dividend tax treatment by distributing earnings to its shareholders in two
transactions — a pro rata stock dividend followed by a pro rata redemption — that
would have the same economic consequences as a simple dividend. Congress,
however, soon recognized that, even without a prior stock dividend, essentially
the same result could be effected whereby any corporation,

especially one which has only a few stockholders, might be able to make
a distribution to its stockholders which would have the same effect as a
taxable dividend.

92 Of course, this just means that a distribution in redemption to a sole sharcholder will be treated
under the general provisions of § 301, and it will only be taxed as a dividend under § 316 to the extent
that there are earnings and profits.
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H.R. REP. No. 1, 69th Cong., 1st Sess., 5. In order to cover this situation, the law
was amended to apply “(whether or not such stock was issued as a stock
dividend)” whenever a distribution in redemption of stock was made “at such time

and in such manner” that it was essentially equivalent to a taxable dividend.
Revenue Act of 1926, § 201(g), 44 Stat. 11.

This provision of the 1926 Act was carried forward in each subsequent revenue
act, and finally became § 115(g)(1) of the Internal Revenue Code of 1939.
Unfortunately, however, the policies encompassed within the general language of
§ 115(g)(1) and its predecessors were not clear, and there resulted much confusion
in the tax law. At first, courts assumed that the provision was aimed at tax
avoidance schemes, and sought only to determine whether such a scheme existed.
[citation omitted]. Although later the emphasis changed and the focus was more
on the effect of the distribution, many courts continued to find that distributions
otherwise like a dividend were not “essentially equivalent” if, for example, they
were motivated by a sufficiently strong nontax business purpose. ... There was
general disagreement, however, about what would qualify as such a purpose, and
the result was a case-by-case determination with each case decided “on the basis
of the particular facts of the transaction in question.” [citation omitted].

By the time of the general revision resulting in the Internal Revenue Code of 1954,
the draftsmen were faced with what has aptly been described as “the morass
created by the decisions.” Ballenger v. United States, 301 F.2d 192, 196 (CA4
1962). In an effort to eliminate “the considerable confusion which exists in this
area,” and thereby to facilitate tax planning, H.R. REP. No. 1337, 83d Cong., 2d
Sess., 35, the authors of the new Code sought to provide objective tests to govern
the tax consequences of stock redemptions.

Thus, the tax bill passed by the House of Representatives contained no
“essentially equivalent” language. Rather, it provided for “safe harbors” where
capital gains treatment would be accorded to corporate redemptions that met the
conditions now found in §§ 302(b)(2) and (3) of the Code.

It was in the Senate Finance Committee’s consideration of the tax bill that
§ 302(b)(1) was added, and Congress thereby provided that capital gains
treatment should be available “if the redemption is not essentially equivalent to a
dividend.” Taxpayer argues that the purpose was to continue “existing law,” and
there is support in the legislative history that § 302(b)(1) reverted “in part” or “in
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general” to the “essentially equivalent” provision of § 115(g)(1) of the 1939 Code.
According to the Government, even under the old law, it would have been
improper for the Court of Appeals to rely on “a business purpose for the
redemption” and “an absence of the proscribed tax avoidance purpose to bail out
dividends at favorable tax rates.” [citations omitted]. However, we need not
decide that question, for we find from the history of the 1954 revisions and the
purpose of § 302(b)(1) that Congress intended more than merely to reenact the
prior law.

In explaining the reason for adding the “essentially equivalent” test, the Senate
Committee stated that the House provisions

appeared unnecessarily restrictive, particularly, in the case of redemptions
of preferred stock which might be called by the corporation without the
shareholder having any control over when the redemption may take place.

S. REP. No. 1622, 83d Cong., 2d Sess., 44. This explanation gives no indication
that the purpose behind the redemption should affect the result. [footnote
omitted]. Rather, in its more detailed technical evaluation of § 302(b)(1), the
Senate Committee reported as follows:

... Your committee ... intends that, in applying this test for the future ...,
the inquiry will be devoted solely to the question of whether or not the
transaction, by its nature, may properly be characterized as a sale of stock
by the redeeming shareholder to the corporation. For this purpose, the
presence or absence of earnings and profits of the corporation is not
material. Example: X, the sole shareholder of a corporation having no
earnings or profits, causes the corporation to redeem half of its stock.
Paragraph (1) does not apply to such redemption notwithstanding the
absence of earnings and profits.

S. REP. No. 1622, supra, at 234.

The intended scope of § 302(b)(1), as revealed by this legislative history, is
certainly not free from doubt. However, we agree with the Government that, by
making the sole inquiry relevant for the future the narrow one whether the
redemption could be characterized as a sale, Congress was apparently rejecting
past court decisions that had also considered factors indicating the presence or
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absence of a tax avoidance motive. [footnote omitted]. At least that is the
implication of the example given. Congress clearly mandated that pro rata
distributions be treated under the general rules laid down in §§ 301 and 316, rather
than under § 302, and nothing suggests that there should be a different result if
there were a “business purpose” for the redemption. Indeed, just the opposite
inference must be drawn, since there would not likely be a tax avoidance purpose
in a situation where there were no earnings or profits. We conclude that the Court
of Appeals was therefore wrong in looking for a business purpose and considering
it in deciding whether the redemption was equivalent to a dividend. Rather, we
agree with the Court of Appeals for the Second Circuit that “the business purpose
of a transaction is irrelevant in determining dividend equivalence” under
§ 302(b)(1). Hasbrook v. United States, 343 F.2d 811, 814 (1965).

Taxpayer strongly argues that to treat the redemption involved here as essentially
equivalent to a dividend is to elevate form over substance. Thus, taxpayer argues,
had he not bought Bradley’s shares or had he made a subordinated loan to the
company instead of buying preferred stock, he could have gotten back his $25,000
with favorable tax treatment. However, the difference between form and
substance in the tax law is largely problematical, and taxpayer’s complaints have
little to do with whether a business purpose is relevant under § 302(b)(1). It was
clearly proper for Congress to treat distributions generally as taxable dividends
when made out of earnings and profits, and then to prevent avoidance of that result
without regard to motivation where the distribution is in exchange for redeemed
stock.

We conclude that that is what Congress did when enacting § 302(b)(1). If a
corporation distributes property as a simple dividend, the effect is to transfer the
property from the company to its shareholders without a change in the relative
economic interests or rights of the stockholders. Where a redemption has that
same effect, it cannot be said to have satisfied the “not essentially equivalent to a
dividend” requirement of § 302(b)(1). Rather, to qualify for preferred treatment
under that section, a redemption must result in a meaningful reduction of the
shareholder’s proportionate interest in the corporation. Clearly, taxpayer here,
who (after application of the attribution rules) was the sole shareholder of the
corporation both before and after the redemption, did not qualify under this test.
The decision of the Court of Appeals must therefore be reversed, and the case
remanded to the District Court for dismissal of the complaint.
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It is so ordered.

Justice DOUGLAS, with whom THE CHIEF JUSTICE and Justice BRENNAN
concur, dissenting. [omitted]

Questions and comments:

1. The Court accounts for the “not essentially equivalent to a dividend” language
of § 302(b)(1).

2. Can you identify any black-letter rules that the Court provides?

3. In the last paragraph of its opinion, the Court said: “Rather, to qualify for
preferred treatment under that section, a redemption must result in a meaningful
reduction of the shareholder’s proportionate interest in the corporation.” How
much of a reduction in a shareholder’s proportionate interest is sufficient to be
“meaningful?”’

4. Consider the following and determine what bright-line rules exist concerning
“meaningful reduction” about which you would feel comfortable advising a client
prospectively. Note particularly the requisite reduction in voting control, rights to
future dividends, and rights to proceeds upon liquidation.
* Redemption by corporation of shares of its voting common stock (only
class of stock outstanding) that reduces shareholder’s interest from 90
percent to 60 percent is not meaningful reduction of shareholder’s interest,
does not qualify as distribution not essentially equivalent to dividend
within meaning of § 302(b)(1) and, therefore, is not distribution in
exchange for stock under 26 U.S.C. § 302(a). Rev. Rul. 78-401, 1978-2
CB 127.

* Reduction in shareholder’s percentages of total voting stock from 50.54-
percent pre-redemption in 1965 to 43.28-percent post-redemption in 1969
was “meaningful.” Roebling v. Comm’r, 77 T.C. 30, 57 (1981).

* A redemption by a corporation of any amount of its nonvoting,
nonconvertible, nonparticipating preferred stock, which is not “section
306 stock,” but which is preferred as to dividends and in liquidation, and
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all of which is owned by an individual who owns none of the corporation’s
common stock either directly or by attribution, qualifies as not essentially
equivalent to a dividend under § 302(b)(1). Rev. Rul. 77-426, 1977-2 CB
87.

* A trust held only nonvoting preferred stock and nonvoting common
stock, but held some voting common by attribution from a beneficiary —
who in turn owned no nonvoting preferred or nonvoting common. The
beneficiary and two other shareholders together owned sufficient shares
to elect a majority of the corporation’s board of directors. A redemption
of some of the trust’s nonvoting preferred was essentially equivalent to a
dividend. “[I]t is significant that (as a result of [attribution]) the
redemption did not reduce the trust’s percentage of the vote in X. It is true
that T reduced its percentage interest in current earnings, accumulated
surplus, and net assets upon liquidation, and reduced the fair market value
of its ownership in X. However, when the redeemed shareholder has a
voting interest (either directly or by attribution), a reduction in voting
power is a key factor in determining the applicability of § 302(b)(1).” Rev.
Rul. 85-106, 1985-2 CB 116.

* A corporation had only one class of stock outstanding. A redemption of
an estate’s 250 shares of common stock by the corporation, whose
remaining 1,500 shares of such stock are equally divided between the
estate’s sole beneficiary and an unrelated individual, constitutes a
meaningful reduction of the estate’s interest and is not essentially
equivalent to a dividend under § 302(b)(1) of the Code. The redemption
reduced the estate’s total voting rights from 57% to 50%. Rev. Rul. 75502,
1975-2 CB 111.

* Redemption of all stock in corporation held directly by inter vivos trust
created by controlling shareholder was not essentially equivalent to
dividend since there was meaningful reduction in trust’s interest in
corporation from 30% (direct and indirect) ownership to 24.3% (indirect).
“As a result of the redemption, the trust experienced a reduction of its
voting rights, its right to participate in current earnings and accumulated
surplus, and its right to share in net assets on liquidation.” Rev. Rul. 75-
512,1975-2 CB 112.
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* When a shareholder who holds precisely 0.2% of a publicly traded
corporation’s outstanding stock has a portion of the stock redeemed
pursuant to a tender offer that also reduces the number of shares held by
other shareholders so that the shareholder still holds precisely 0.2% of the
corporation’s outstanding stock, the redemption does not qualify as an
exchange within the meaning of §§ 302(a) and 302(b)(1). The pro rata
stock interest of the shareholder was not reduced. Rev. Rul. 81-289, 1981-
2 C.B. 82.

* A corporation’s redemption of a portion of its stock was not essentially
equivalent to a dividend under § 302(b)(1) with respect to the small
number of shares (several hundred out of a total of 28 million) acquired
from a family corporation’s wholly owned subsidiary. The subsidiary’s
stock interest was 96.7% of what it was prior to the redemption. Its
percentage ownership was reduced from .0001118% to .0001081%. Rev.
Rul. 76-385, 1976-2 CB 92.

5. Section 302(b)(6): In addition to § 302(b)(1), § 302(b)(2, 3, and 4) provide for
exchange treatment if certain conditions are met when a corporation distributes
property in redemption of a shareholder’s shares. The requirements of § 302(b)(2,
3, and 4) are more technical than they are for § 302(b)(1). Section 302(b)(6)
provides that a “failed” § 302(b)(2, 3, or 4) redemption must still be tested under
§ 302(b)(1) for exchange treatment.

6. A distribution in redemption of stock that is treated as “a payment in exchange
for the stock” presents few problems insofar as the shareholder’s basis in his stock
is concerned. But what of a distribution in redemption of stock that is not treated
as “a payment in exchange for stock?” If the corporation has earnings and profits,
the distribution is treated to that extent as a dividend.
* What happens to the basis that a shareholder had in stock that he no
longer owns? Basis is money that is not subject to income tax in the hands
of the owner — usually because it has already been subject to income tax.
The shareholder should not lose the credit he deserves for having paid that
tax.
* After a distribution that is a dividend, the shareholder might own no stock
directly but own some stock by attribution?

204
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

Reg. § 1.302-2(c) says that in such cases, “proper
adjustment of the basis of the remaining stock will be
made with respect to the stock redeemed.” The
regulations leave us to glean from examples just what
“proper adjustment of the basis of the remaining
stock™ is.

* Read the three examples. What rules can you

articulate?

7. (Note 6 continued): In Notice 2001-45, 2001-33
LL.R.B. 129, 2001-2 C.B. 129, the IRS announced that
it would challenge certain basis-shifting transactions
that generate tax losses or reduce tax gains.

In the transaction, there is a redemption of
stock that is owned by a person (other than the
Taxpayer) that is not subject to U.S. tax or is
otherwise indifferent to the Federal income

Basis Shifting: We assume that
individual  taxpayers  prefer
distributions to be exchanges
rather than dividends. What if the
taxpayer does not care? Perhaps
the taxpayer does not pay U.S.
income taxes. Such a non-
taxpayer might receive a
distribution in complete
redemption of all his stock. Let’s
say that the distribution is a
dividend because stock is
attributed to him. To the taxpayer
the distribution carries no income
tax, and the taxpayer shifts the
basis of stock attributed to him
back to the source of the
attribution. Is this fair?

tax consequences of the redemption. Purportedly as a result of the
application of the attribution rules of § 318, the redemption of stock is
claimed to be a dividend under § 301 rather than a payment in exchange

for stock under § 302(a).

Shifting basis to the party from whom there was attribution enables that party to
claim losses or decrease gain upon sale of his shares. Such basis-shifting is based
on the premise that “an adjustment is appropriate where the redeemed [taxpayer]
is required to include the full redemption proceeds as a dividend in gross income
that is subject to U.S. tax and such [taxpayer] retains no stock to which the basis
of the redeemed stock could attach.” Absent U.S. tax on the dividend, presumably
the IRS may challenge the loss or reduced gain resulting from the additional basis

in a subsequent sale.

Is it fair that the IRS may apply its attribution rules on “facts and circumstances,”
but taxpayers may not? Or does such a question mis-characterize the problem?
* Treasury continues to adhere to the view it stated in Notice 2001-45.
REG. — 143686-07, The Allocation of Consideration and Allocation and
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Recovery of Basis in Transactions Involving Stock or Securities
Withdrawal, 84 Fed. Reg. 11,686, 11,687 (Mar. 28, 2019).

Lessons

Do the CALI exercise: Corporate Taxation: Redemptions: Consequences of
Redemptions Under Section 302.

Do the CALI exercise: Corporate Taxation: Redemptions: Redemptions Not
Equivalent to Dividends: Section 302(b)(1).
* As always, do not be afraid of learning something.

B. Section 302(b)(2): Substantially Disproportionate Redemption of Stock

Section 302(b)(2) treats a corporate distribution in redemption of a corporation’s
stock as “a payment in exchange for stock” if certain tests are met. Section
302(b)(1) is more generous in giving exchange treatment to corporate
distributions in redemption of their stock — but § 302(b)(2) can be applied
prospectively with considerably more certainty because its tests are very
mechanical. For a distribution in redemption of stock to be treated as an exchange,
§ 302(b)(2) requires that —

* the percentage of all the corporation’s voting stock that the shareholder
owns after the redemption is less than 80% of the percentage of all the
corporation’s voting stock that the shareholder held immediately prior to
the redemption, §§ 302(b)(2)(A and C); AND

» the percentage of all the corporation’s common stock that the shareholder
owns after the redemption is less than 80% of the percentage of all the
corporation’s common stock that the shareholder held prior to the
redemption, §§ 302(b)(2)(A and C); AND

« after the redemption the shareholder whose shares the corporation
redeems owns less than 50% of the total combined voting power of all
classes of stock entitled to vote.
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The attribution rules of § 318 apply in determining the number of shares that a
shareholder is deemed to own both before and after the distribution in redemption
of the shareholder’s stock. § 302(c)(1).

Rev. Rul. 87-88, 1987-2 C.B. 81
ISSUE

If shares of both voting and nonvoting common stock are redeemed from a
shareholder in one transaction, are the two classes aggregated for purposes of
applying the substantially disproportionate requirement in § 302(b)(2)(C)? ...

FACTS

X corporation had outstanding 10 shares of voting common stock and 30 shares
of nonvoting common stock. The fair market values of a share of voting common
stock and a share of nonvoting common stock are approximately equal. A owned
6 shares of X voting common stock and all the nonvoting common stock. The
remaining 4 shares of the X voting common stock were held by persons unrelated
to A within the meaning of § 318(a) ...

X redeemed 3 shares of voting common stock and 27 shares of nonvoting common
stock from A in a single transaction. Thereafter, A owned 3 shares of X voting
common stock and 3 shares of nonvoting common stock. The ownership of the
remaining 4 shares of X voting common stock was unchanged.

LAW AND ANALYSIS

If a distribution in redemption of stock qualifies under § 302(b)(2) ... as
substantially disproportionate, the distribution is treated under § 302(a) as a
payment in exchange for the stock redeemed.

Under § 302(b)(2)(B) and (C) ..., a distribution is substantially disproportionate if
(1) the shareholder owns less than 50% of the total combined voting power of the
corporation immediately after the redemption, (i) immediately after the
redemption the ratio of voting stock owned by the shareholder to all the voting
stock of the corporation is less than 80% of the same ratio immediately before the
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redemption, and (iii) immediately after the redemption the ratio of common stock
owned by the shareholder to all of the common stock of the corporation (whether
voting or nonvoting) is less than 80% of the same ratio immediately before the
redemption.

Under § 302(b)(2)(C) ..., if more than one class of common stock is outstanding,
the determination in (iii) above is made by reference to fair market value. Section
302(b)(2) applies to a redemption of both voting stock and other stock (although
not to the redemption solely of nonvoting stock). Reg. § 1.302-3(a).

With regard to requirements (i) and (ii) described above, after the redemption, A
owned less than 50% of the voting power of X (43%), and A’s voting power was
reduced to less than 80% of the percentage of voting power in X that A owned
before the redemption (from 60% to 43% for a reduction to 72% of the
preredemption level).

With regard to requirement (iii) above, § 302(b)(2)(C) ... provides that, if there is
more than one class of common stock outstanding, the fair market value of all of
the common stock (voting and nonvoting) will govern the determination of
whether there has been the requisite reduction in common stock ownership. The
fact that this test is based on fair market value and is applied by reference to all of
the common stock of the corporation suggests that the requirement concerning
reduction in common stock ownership is to be applied on an aggregate basis rather
than on a class-by-class basis. Thus, the fact that A has no reduction in interest
with regard to the nonvoting common stock and continues to own 100% of this
stock does not prevent the redemption of this class of stock from qualifying under
§ 302(b)(2) when the whole transaction meets § 302(b)(2) requirements. To
conclude otherwise would require that, notwithstanding a redemption of one class
of common stock in an amount sufficient to reduce the shareholder’s aggregate
common stock ownership by more than 20% in value, every other class of
common stock owned by the shareholder must be subject to a redemption.

Prior to the redemption, A owned 90% of the total fair market value of all the
outstanding X common stock (36 out of the 40 shares of voting and nonvoting
common stock). After the redemption, A owned 60% of the total fair market value
of all the X common stock (6 out of 10 shares). The reduction in ownership (from
90% to 60%) was a reduction to less than 80% of the fraction that A previously
owned of the total fair market value of all the X common stock.
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HOLDING

If more than one class of common stock is outstanding, the provisions of
§ 302(b)(2)(C) ... are applied in an aggregate and not a class-by-class manner.
Accordingly, the redemption by X of 3 shares of voting common stock and 27
shares of nonvoting common stock qualifies as substantially disproportionate
within the meaning of § 302(b)(2), even though A continues to own 100% of the
outstanding nonvoting common stock.

Questions and comments:

1. Some stock is counted only for fulfilling the first 80% requirement, and some
is counted both for fulfilling the first and second 80% requirement.

2. Reg. § 1.302-3(a)(3) provides in part: “Section 302(b)(2) does not apply to the
redemption solely of nonvoting stock (common or preferred).” Is it sufficient for
§ 302(b)(2) to be applicable that a corporation redeems the shares of a shareholder
who owns only nonvoting preferred stock if the shareholder holds shares of voting
common stock by attribution?
* A corporation’s redemption of its nonvoting preferred stock that is all
owned by one shareholder, and 20 of the 50 shares of the corporation’s
voting common owned by his son who is unrelated to the corporation’s
other shareholder who owns the remaining 30 shares of voting common,
is a substantially disproportionate distribution as to both the father and son
within the meaning of § 302(b)(2) that qualifies as an exchange under
§ 302(a). Rev. Rul. 77-237, 1977-2 CB 8§8.

3. Reg. § 1.302-3(a)(3) also provides in part: “[I]f a redemption is treated as an
exchange to a particular shareholder under the terms of § 302(b)(2), such section
will apply to the simultaneous redemption of nonvoting preferred stock (which is
not § 306 stock) owned by such shareholder and such redemption will also be
treated as an exchange.”

* A revenue ruling fills in the picture.
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* Redemption of voting preferred stock without reduction in shareholder’s
ownership of common stock may qualify as substantially disproportionate
redemption under 26 U.S.C. § 302(b)(2) even though shareholder owns
no common stock either directly or constructively. Rev. Rul. 81-41, 1981-
1 C.B. 121.

4. Read § 302(b)(2)(D). Why do you think that this provision is in the Code? See
problem 1 immediately below.
* The determination of whether a plan exists depends on “all the facts and
circumstances.” Reg. § 1.302-3(a)(3) (last sentence).

* For purposes of determining whether a redemption qualifies as
substantially disproportionate, two redemptions must be considered in
aggregate, pursuant to 26 U.S.C. § 302(b)(2)(D), when the first
shareholder’s redemption is undertaken with knowledge of the impending
redemption of the second shareholder, despite the absence of any
agreement between the two shareholders. Rev. Rul. 85-14 (1985) 1985-1
CB 92.

5. On the other hand, suppose that A and B form a corporation, each owning one
half of the corporation’s shares. The corporation has issued 100 shares. Several
years later, they wish to bring in C. How should the following series of events be
treated?
* A and B each sell 15 shares to C. The corporation then redeems five
shares each from A and B.
* Would the result be the same if the corporation redeemed five
shares each from A and B, and then A and B each sold 15 shares
to C?

* A and B cause the corporation to issue 25 new shares to C. The
corporation then redeems 25 shares each from A and B.
* Would the result be the same if the corporation redeemed 25
shares each from A and B, and then the corporation issued 25
shares to C?

* See Rev. Rul. 75-447, 1975-2 C.B. 113.
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Problems:
1. Consider: “Corporation M has outstanding 400 shares of common stock of
which A, B, C, and D each own 100 shares, [i.e.,] 25%. No stock is considered
constructively owned by A, B, C, or D under § 318. Corporation M redeems 55
shares from A, 25 shares from B, and 20 shares from C.”
* For which shareholders are these redemptions disproportionate under
§ 302(b)(2)? See Reg. § 1.302-3(b) Example.

2. Cribble Corporation has one class of voting common, with 1000 shares
outstanding. Alpha and Omega each own 300 shares. They are unrelated to each
other. The remaining 400 shares are owned by others who are unrelated to Alpha
or Omega. Both Alpha and Omega have basis in their stock equal to its fmv, and
Cribble has ample e&p.

a. On January 1 of the current year, Cribble distributes cash to Alpha and Omega
to redeem 100 shares from both Alpha and Omega. Will this qualify “as a
distribution in part or full payments in exchange for the stock™ of Alpha and
Omega?

b. Same facts except that Cribble distributes cash to Alpha on January 1 of the
current year and distributes cash to Omega on July 1, 2’2 years from now?

3. Dibble Corporation has two classes of stock outstanding — 1000 shares of Class
A voting common and 1000 shares of Class B non-voting common. Beta, Gamma,
Delta, and Phi each own 250 shares of Class A stock. Rho, Lambda, Sigma, and
Chi each own 250 shares of Class B stock. None of the shareholders of either class
is related to each other, and no other person owns any stock of Dibble
Corporation. Rho and Beta both have basis in their stock equal to its fmv. Dibble
has ample e&p.

a. On January 1 of the current year, Dibble redeemed 100 shares of Rho’s Class
B stock with a cash distribution. Will this qualify “as a distribution in part or full
payment in exchange for the stock™ of Rho?

b. Same facts, except that the Class B stock is non-voting preferred stock. Will
Dibble’s distribution qualify “as a distribution in part or full payment in exchange
for the stock” of Rho?
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c. Same facts as (a) except that Rho is Beta’s father. In addition to redeeming 100
shares of Rho’s non-voting common stock Dibble Corporation also redeems 100
shares of Beta’s voting common stock. Will either of Dibble’s distributions to
Beta or Rho qualify “as a distribution in part or full payment in exchange for
[their] stock™?

4. Eiffel Corporation has two classes of stock outstanding — 1000 shares of Class
A voting common and 500 shares of Class B nonvoting common. Kappa and Nu
each owns 500 Class A shares. Omicron owns all 500 shares of Class B nonvoting
common. Omicron is Kappa’s father. Kappa and Omicron both have basis in their
stock equal to its fmv. Eiffel has ample e&p. Eiffel distributes cash to both Kappa
and Omicron to redeem 250 shares of the stock that they own. Will either Eiffel’s
distribution to Kappa or Omicron qualify “as a distribution in part or full payment
in exchange for [their] stock™?

5. Mosky Corporation has 1000 shares of voting common outstanding. It has no
other stock outstanding. It has accumulated ample e&p.
* Belfry Corporation owns 400 shares of Mosky. FATHER owns 60% of
Belfry’s outstanding shares.

» The BBS Partnership owns 210 shares of Mosky. FATHER’S children
— BROTHERI1, BROTHER?2, and SISTERI1 are the three equal partners
of BBS.

« SISTER1 owns 190 shares of Mosky.

* The estate of Uncle (the late brother of FATHER) owns 200 shares of
Mosky. FATHER'’S children - BROTHER1, BROTHER?2, and SISTER2
— are the only beneficiaries of Uncle’s estate.

a. How many shares of Mosky does FATHER own directly and by attribution?

b. Would Mosky Corporation’s redemption of 100 of SISTER1's shares qualify
as “a distribution in part or full payment in exchange for the stock™ as to
SISTER1? — as to FATHER?

6. F Corporation has 100 shares of voting common stock outstanding. This is all
of F Corporation’s outstanding stock. The Estate of P owns 80 of F Corporation’s
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shares. Emily holds a 30% interest in the estate. Emily’s son, Frank, holds a 40%
interest in the estate. Greta — who is not related to Emily or to Frank — holds a
25% interest in the estate.

a. How many shares does Emily own, directly and by attribution?
b. How many shares does Frank own, directly and by attribution?
c. How many shares does Greta own, directly and by attribution?

7. Can you derive a formula to determine the minimum number of shares that a
corporation must redeem from one shareholder in order to qualify the distribution
as an exchange under § 302(b)(2)? Let’s say that:

N = the number of shares the shareholder holds directly and by

attribution;

T = the total number of shares outstanding’

X = the number of shares that must be redeemed.

S enkl

Lessons

Do the CALI exercise: Corporate Taxation: Redemptions: Substantially
Disproportionate Redemptions: Section 302(b)(2).
* Have Reg. § 1.302-3 at your fingertips.

C. Section 302(b)(3): Complete Termination of Interest

Read §§ 302(b)(3) and 302(c). By its terms, § 302(b)(3) can apply in an unlimited
number of factual scenarios. However, there are recurring fact patterns that raise
issues of its application. We consider: transfers of a family-held business from
one generation to the next; transfers of a family-held business when there is intra-
family hostility; transfers in furtherance of a distribution plan where the putative
distributee has no interest in participating in the business of the corporation;
transfers in the context of a divorce settlement; and transfers of a corporation from
one owner to another. We will also observe that the complete termination of a
shareholder’s interest in a corporation perforce increases the proportionate
interest of the other shareholders. Indeed that is true of any meaningful reduction
of a shareholder’s interest in the corporation.
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1. Intergenerational Transfers of Business

Imagine: Parents began a business many years ago, and they incorporated it. They
have children to whom they wish to pass the business on. One or more members
of the second generation begin “helping out” and eventually learn the business.
One or more of the children buys a nominal number of shares. The corporation
then redeems all the parents’ shares by giving the parents a sizable promissory
note. The parents now own directly none of the outstanding shares of the
corporation, but they own by attribution from their children all the corporation’s
outstanding shares.

If only we could make family attribution go away: all the payments on the
promissory note would be taxed as long-term capital gain. To the parents, receipt
of the payments would feel the same as receipt of annuity payments — which might
be very desirable to retirees.

Section 302(c)(2) provides a procedure to waive family attribution (a “1”
attribution) when the corporation redeems all the stock of a shareholder, thus
assuring its treatment as a distribution in exchange for the corporation’s stock.

But there are conditions and procedures to follow —

Lynch v. Commissioner, 801 F.2d 1176 (9th Cir. 1986)
HALL, Circuit Judge

The Commissioner of the Internal Revenue Service (Commissioner) petitions for
review of a Tax Court decision holding that a corporate redemption of a
taxpayer’s stock was a sale or exchange subject to capital gains treatment. The
Commissioner argues that the taxpayer held a prohibited interest in the
corporation after the redemption and therefore the transaction should be
characterized as a dividend distribution taxable as ordinary income. We agree
with the Commissioner and reverse the Tax Court.
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Taxpayers, William and Mima Lynch, formed the W.M. Lynch Co. on April 1,
1960. The corporation issued all of its outstanding stock to William Lynch
(taxpayer). The taxpayer specialized in leasing cast-in-place concrete pipe
machines. ® He owned the machines individually but leased them to the
corporation which in turn subleased the equipment to independent contractors.

On December 17, 1975 the taxpayer sold 50 shares of the corporation’s stock to
his son, Gilbert Lynch (Gilbert), for $17,170. Gilbert paid for the stock with a
$16,000 check given to him by the taxpayer and $1,170 from his own savings.
The taxpayer and his wife also resigned as directors and officers of the corporation
on the same day.

On December 31, 1975 the corporation redeemed all 2300 shares of the taxpayer’s
stock. In exchange for his stock, the taxpayer received $17,900 of property and a
promissory note for $771,920. Gilbert, as the sole remaining shareholder, pledged
his 50 shares as a guarantee for the note. In the event that the corporation defaulted
on any of the note payments, the taxpayer would have the right to vote or sell
Gilbert’s 50 shares.

In the years immediately preceding the redemption, Gilbert had assumed greater
managerial responsibility in the corporation. He wished, however, to retain the
taxpayer’s technical expertise with cast-in-place concrete pipe machines. On the
date of the redemption, the taxpayer also entered into a consulting agreement with
the corporation. The consulting agreement provided the taxpayer with payments
of $500 per month for five years, plus reimbursement for business related travel,
entertainment, and automobile expenses.®* In February 1977, the corporation and
the taxpayer mutually agreed to reduce the monthly payments to $250. The
corporation never withheld payroll taxes from payments made to the taxpayer.

93 The cast-in-place process avoids the need to transport precast pipe to the job site. Instead, a trench
is dug wide enough to accommodate the desired pipe diameter. A cast-in-place machine moves along
the trench while fresh cement is poured from transport trucks. The machine casts the bottom third
of the pipe first, and then forms are added to complete the remaining two-thirds.

% The corporation leased or purchased a pickup truck for the taxpayer’s use in 1977. If someone at the
corporation needed the truck, the taxpayer would make it available to him.
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After the redemption, the taxpayer shared his former office with Gilbert. The
taxpayer came to the office daily for approximately one year; thereafter his
appearances dwindled to about once or twice per week. When the corporation
moved to a new building in 1979, the taxpayer received a private office.

In addition to the consulting agreement, the taxpayer had other ties to the
corporation. He remained covered by the corporation’s group medical insurance
policy until 1980. When his coverage ended, the taxpayer had received the benefit
of $4,487.54 in premiums paid by the corporation. He was also covered by a
medical reimbursement plan, created the day of the redemption, which provided
a maximum annual payment of $1,000 per member. Payments to the taxpayer
under the plan totaled $96.05.

II

We must decide whether the redemption of the taxpayer’s stock in this case is
taxable as a dividend distribution under 26 U.S.C. § 301 or as long-term capital
gain under 26 U.S.C. § 302(a). [footnote omitted]. Section 302(a) provides that a
corporate distribution of property in redemption of a shareholder’s stock is treated
as a sale or exchange of such stock if the redemption falls within one of four
categories described in § 302(b). If the redemption falls outside of these
categories, then it is treated as a dividend distribution under § 301 to the extent of
the corporation’s earnings and profits.®®

Section 302(b)(3) provides that a shareholder is entitled to sale or exchange
treatment if the corporation redeems all of the shareholder’s stock. In order to
determine whether there is a complete redemption for purposes of § 302(b)(3),
the family attribution rules of § 318(a) must be applied unless the requirements of
§ 302(c)(2) are satisfied. Here, if the family attribution rules apply, the taxpayer
will be deemed to own constructively the 50 shares held by Gilbert (100% of the
corporation’s stock) and the transaction would not qualify as a complete
redemption within the meaning of § 302(b)(3).

% On the date of the redemption, W.M. Lynch Co. had accumulated earnings and profits of $315,863,
and had never paid a dividend.
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Section 302(c)(2)(A) states in relevant part:

In the case of a distribution described in subsection (b)(3), [the family
attribution rules in] § 318(a)(1) shall not apply if —

(1) immediately after the distribution the distributee has no interest
in the corporation (including an interest as officer, director, or
employee), other than an interest as a creditor. ...

The Commissioner argues that in every case the performance of post-redemption
services is a prohibited interest under § 302(c)(2)(A)(i), regardless of whether the
taxpayer is an officer, director, employee, or independent contractor.

The Tax Court rejected the Commissioner’s argument, finding that the services
rendered by the taxpayer did not amount to a prohibited interest in the corporation.
In reaching this conclusion, the Tax Court relied on a test derived from Lewis v.
Commissioner, 47 T.C. 129, 136 (1966) (Simpson, J., concurring):

Immediately after the enactment of the 1954 Code, it was recognized that
§ 302(c)(2)(A)(i) did not prohibit office holding per se, but was concerned
with a retained financial stake in the corporation, such as a profit-sharing
plan, or in the creation of an ostensible sale that really changed nothing so
far as corporate management was concerned. Thus, in determining
whether a prohibited interest has been retained under § 302(c)(2)(A)(1),
we must look to whether the former stockholder has either retained a
financial stake in the corporation or continued to control the corporation
and benefit by its operations. In particular, where the interest retained is
not that of an officer, director, or employee, we must examine the facts
and circumstances to determine whether a prohibited interest has been
retained under § 302(c)(2)(A)(1).

Lynch v. Commissioner, 83 T.C. 597, 605 (1984) (citations omitted).

After citing the “control or financial stake” standard, the Tax Court engaged in a
two-step analysis. First, the court concluded that the taxpayer was an independent
contractor rather than an employee because the corporation had no right under the
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consulting agreement to control his actions.’® Second, the court undertook a “facts
and circumstances” analysis to determine whether the taxpayer had a financial
stake in the corporation or managerial control after the redemption. Because the
consulting agreement was not linked to the future profitability of the corporation,
the court found that the taxpayer had no financial stake. The court also found no
evidence that the taxpayer exerted control over the corporation. Thus, the Tax Court
determined that the taxpayer held no interest prohibited by § 302(c)(2)(A)(1).

111

... The Tax Court’s interpretation of what constitutes a prohibited interest under
§ 302(c)(2)(A)(i) is a question of law reviewed de novo. [citations omitted].

We reject the Tax Court’s interpretation of § 302(c)(2)(A)(i). An individualized
determination of whether a taxpayer has retained a financial stake or continued to
control the corporation after the redemption is inconsistent with Congress’ desire
to bring a measure of certainty to the tax consequences of a corporate redemption.
We hold that a taxpayer who provides post-redemption services, either as an
employee or an independent contractor, holds a prohibited interest in the
corporation because he is not a creditor.

The legislative history of § 302 states that Congress intended to provide “definite
standards in order to provide certainty in specific instances.” S. REP. NO. 1622,
83d Cong. 2d Sess. 233, reprinted in 1954 U.S. CODE CONG. & AD. NEWS 4621,
4870. “In lieu of a factual inquiry in every case, [§ 302] is intended to prescribe
specific conditions from which the taxpayer may ascertain whether a given
redemption” will qualify as a sale or be treated as a dividend distribution. H.R.
REP. No. 1337, 83d Cong. 2d Sess. 35, reprinted 1954 U.S. CODE CONG. & AD.
NEWS 4017, 4210. The facts and circumstances approach created by the Tax Court
undermines the ability of taxpayers to execute a redemption and know the tax
consequences with certainty.

% Finding that the taxpayer was not an employee obviated the need to decide whether the
parenthetical language in § 302(c)(2)(A)(i) prohibited employment relationships per se. See Seda v.
Commissioner, 82 T.C. 484, 488 (1984) (court stated that “section 302(c)(2)(A)(i) may not prohibit
the retention of all employment relationships”).

218
Corporate Tax

www.cali.org
CCBY-NC-SA 4.0


http://www.cali.org/

The taxpayer’s claim that the Senate rejected the mechanical operation of the
House’s version of § 302 is misleading. The Senate did reject the House bill
because the “definitive conditions” were “unnecessarily restrictive.” S. REP. NO.
1622, 83d Cong., 2d Sess. 44, reprinted in 1954 U.S. CODE CONG. & AD. NEWS
4621, 4675. However, the Senate’s response was to add paragraph (b)(1) to § 302,
which reestablished the flexible, but notoriously vague, “not essentially
equivalent to a dividend” test. This test provided that all payments from a
corporation that were not essentially equivalent to a dividend should be taxed as
capital gains. The confusion that stemmed from a case-by-case inquiry into
“dividend equivalence” prompted the Congress to enact definite standards for the
safe harbors in § 302(b)(2) and (b)(3). The Tax Court’s refusal to recognize that
§ 302(c)(2)(A)(1) prohibits all noncreditor interests in the corporation creates the
same uncertainty as the “dividend equivalence” test.

The problem with the Tax Court’s approach is apparent when this case is
compared with Seda v. Commissioner, 82 T.C. 484 (1984). In Seda, a former
shareholder, at his son’s insistence, continued working for the corporation for two
years after the redemption. He received a salary of $1,000 per month. The Tax
Court refused to hold that § 302(c)(2)(A)(i) prohibits the retention of employment
relations per se, despite the unequivocal language in the statute.®” Instead, the
court applied the facts and circumstances approach to determine whether the
former shareholder retained a financial stake or continued to control the
corporation. The Tax Court found that the monthly payments of $1,000
constituted a financial stake in the corporation. This result is at odds with the
holding in Lynch that payments of $500 per month do not constitute a financial
stake in the corporation. [citations omitted]. The court also found in Seda no
evidence that the former shareholder had ceased to manage the corporation.
Again, this finding is contrary to the holding in Lynch that the taxpayer exercised
no control over the corporation after the redemption, even though he worked daily
for a year and shared his old office with his son. [citations omitted] Seda and
Lynch thus vividly demonstrate the perils of making an ad hoc determination of
“control” or “financial stake.”

7 Eight of the seventeen Tax Court judges who reviewed Seda concurred in the result but would have
classified all officer, director, or employee relationships as prohibited interests under § 302(c)(2)(A)(i).
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A recent Tax Court opinion further illustrates the imprecision of the facts and
circumstances approach. In Cerone v. Commissioner, 87 T.C. 1 (1986), a father
and son owned all the shares of a corporation formed to operate their restaurant.
The corporation agreed to redeem all of the father’s shares in order to resolve
certain disagreements between the father and son concerning the management of
the business. However, the father remained an employee of the corporation for at
least five years after the redemption, drawing a salary of $14,400 for the first three
years and less thereafter. The father claimed that he was entitled to capital gains
treatment on the redemption because he had terminated his interest in the
corporation within the meaning of § 302(b)(3).

Even on the facts of Cerone, the Tax Court refused to find that the father held a
prohibited employment interest per se. Instead, the Tax Court engaged in a
lengthy analysis, citing both Seda and Lynch. The court proclaimed that Lynch
reaffirmed the rationale of Seda, even though Lynch involved an independent
contractor rather than an employee. After comparing the facts of Seda and Cerone,
the Tax Court eventually concluded that the father in Cerone held a financial stake
in the corporation because he had drawn a salary that was $2,400 per year more
than the taxpayer in Seda and had been employed by the corporation for a longer
period after the redemption. However, the Tax Court was still concerned that
prohibited interest in Seda might have been based on the finding in that case that
the taxpayer had both a financial stake and continued control of the corporation.
The Tax Court, citing Lynch, held that the “test is whether he retained a financial
stake or continued to control the corporation.” Thus, the Tax Court found that the
father in Cerone held a prohibited interest because he had a financial stake as
defined by Seda.

Although the Tax Court reached the correct result in Cerone, its approach
undermines the definite contours of the safe harbor Congress intended to create
with §§ 302(b)(3) and 302(c)(2)(A)(1). Whether a taxpayer has a financial stake
according to the Tax Court seems to depend on two factors, length of employment
and the amount of salary. Length of employment after the redemption is irrelevant
because Congress wanted taxpayers to know whether they were entitled to capital
gains treatment on the date their shares were redeemed. See S. REP. NO. 1622, 83d
Cong., 2d Sess. 235-36, reprinted in 1954 U.S. CODE CONG. & AD. NEWS 4621,
4872-73. See also Treas. Reg. § 1.302-4(a)(1) (taxpayer must attach a statement
disclaiming any interest in the corporation with the first tax return filed after the
distribution). As for the amount of annual salary, the Tax Court’s present
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benchmark appears to be the $12,000 figure in Seda. Salary at or above this level
will be deemed to be a financial stake in the enterprise, though the $6,000 annual
payments in this case were held not to be a financial stake. There is no support in
the legislative history of § 302 for the idea that Congress meant only to prohibit
service contracts of a certain worth, and taxpayers should not be left to speculate
as to what income level will give rise to a financial stake.

In this case, the taxpayer points to the fact that the taxpayers in Seda and Cerone
were employees, while he was an independent contractor. On appeal, the
Commissioner concedes the taxpayer’s independent contractor status. We fail to
see, however, any meaningful way to distinguish Seda and Cerone from Lynch by
differentiating between employees and independent contractors. All of the
taxpayers performed services for their corporations following the redemption. To
hold that only the employee taxpayers held a prohibited interest would elevate
form over substance. The parenthetical language in § 302(c)(2)(A)(1) merely
provides a subset of prohibited interests from the universe of such interests, and
in no way limits us from finding that an independent contractor retains a
prohibited interest. Furthermore, the Tax Court has in effect come to ignore the
parenthetical language. If employment relationships are not prohibited interests
per se, then the taxpayer’s status as an employee or independent contractor is
irrelevant. What really matters under the Tax Court’s approach is how the
taxpayer fares under a facts and circumstances review of whether he has a
financial stake in the corporation or managerial control.®® Tax planners are left to
guess where along the continuum of monthly payments from $500 to $1000
capital gains treatment ends and ordinary income tax begins.

Our holding today that taxpayers who provide post-redemption services have a

% The Tax Court’s focus on managerial control or a financial stake originated with Judge Simpson’s
concurrence in Lewis, 47 T.C. at 136-38. His interpretation of § 302(c)(2)(A) is supported by Bittker,
Stock Redemptions and Partial Liquidations Under the Internal Revenue Code of 1954, 9 STAN. L. REV. 13, 33
n.72 (1956). Professor Bittker argues that Congress’ goal was to ensure that taxpayers who transferred
only ostensible control or maintained a financial stake in the corporation did not receive the benefit
of capital gains treatment. He is no doubt correct. However, the means selected by Congress to
achieve this goal do not allow for an individualized determination of control and financial stakes.
Instead, § 302(c)(2)(A)(i) operates mechanically: the taxpayer must sever all but a creditot’s interest to
avoid the family attribution rules and thereby receive capital gains treatment. Nowhere in the
legislative history of § 302(c) does Congress intimate that courts may use a flexible facts and
circumstances test to determine the existence of managerial control or a financial stake.
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prohibited interest under § 302(c)(2)(A)(i) is inconsistent with the Tax Court’s
decision in Estate of Lennard v. Commissioner, 61 T.C. 554 (1974). That case
held that a former shareholder who, as an independent contractor, provided post-
redemption accounting services for a corporation did not have a prohibited
interest. The Tax Court found that “Congress did not intend to include
independent contractors possessing no financial stake in the corporation among
those who are considered as retaining an interest in the corporation for purposes
of the attribution waiver rules.” We disagree. In the context of Lennard, the Tax
Court appears to be using financial stake in the sense of having an equity interest
or some other claim linked to the future profit of the corporation. Yet, in cases
such as Seda and Cerone, the Tax Court has found that fixed salaries of $12,000
and $14,400, respectively, constitute a financial stake. Fees for accounting
services could easily exceed these amounts, and it would be irrational to argue
that the definition of financial stake varies depending on whether the taxpayer is
an employee or an independent contractor. In order to avoid these inconsistencies,
we conclude that those who provide postredemption services, whether as
independent contractors or employees, hold an interest prohibited by
§ 302(c)(2)(A)(1) because they are more than merely creditors.

In addition, both the Tax Court and the Commissioner have agreed that taxpayers
who enter into management consulting contracts after the redemption possess
prohibited interests. Chertkof v. Commissioner, 72 T.C. 1113, 1124-25 (1979),
aff’d, 649 F.2d 264 (4th Cir. 1981); Rev. Ruling 70-104, 1970-1 C.B. 66 (1970).
Taxpayers who provide such services are, of course, independent contractors.
However, unlike the Commissioner’s opinion in Rev. Ruling 70-104 that all
management consulting agreements are prohibited interests, the Tax Court applies
the financial stake or managerial control test. In Chertkof, the court found that
because the services provided under the contract “went to the essence” of the
corporation’s existence, the taxpayer had not effectively ceded control. Here, the
Tax Court distinguished Chertkof on the ground that the taxpayer did not retain
control of the corporation, but instead provided only limited consulting services.
We believe that any attempt to define prohibited interests based on the level of
control leads to the same difficulties inherent in making a case-by-case
determination of what constitutes a financial stake.®

8 Determining the existence of control is particularly difficult in the context of a family-held
corporation. The exercise of control often will not be obvious because a parent may influence a child,
and hence corporate decisionmaking, in myriad ways. Our rule that the provision of services is a
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Our decision today comports with the plain language of § 302 and its legislative
history. [citations omitted]. Taxpayers who wish to receive capital gains treatment
upon the redemption of their shares must completely sever all noncreditor
interests in the corporation.”” We hold that the taxpayer, as an independent
contractor, held such a noncreditor interest, and so cannot find shelter in the safe
harbor of § 302(c)(2)(A)(1). Accordingly, the family attribution rules of § 318
apply and the taxpayer fails to qualify for a complete redemption under
§ 302(b)(3). The payments from the corporation in redemption of the taxpayer’s
shares must be characterized as a dividend distribution taxable as ordinary income
under § 301.

REVERSED.

Questions and comments:

1. The court’s extensive review of earlier cases demonstrates that
§ 302(c)(2)(A)(1) must be construed literally — as the court did. Otherwise the
certainty that Congress desired would be lost.

2. Section 302(c)(2) permits a distributee to waive family attribution — and only
family attribution — in cases of a complete termination of interest if certain

prohibited interest eliminates the need to make a speculative inquiry into whether the parent still
controls the corporation after the redemption. Of course, no rule could or should prohibit post-
redemption parent-child communication concerning the management of the corporation.

70 Our definition of prohibited interest still leaves an open question as to the permissible scope of
a creditor’s interest under § 302(c)(2)(A)@i). See, e.g, Treas. Reg. § 1.302-4(d) (a creditor’s claim must
not be subordinate to the claims of general creditors or in any other sense proprietary, i.c., principal
payments or interest rates must not be contingent on the earnings of the corporation).

The taxpayer argues that some creditor relationships might result in an “opportunity to influence” as
great or greater than any officer, director, or employee relationship. He cites Rev. Ruling 77-467, 1977-
2 C.B. 92 which concluded that a taxpayer who leased real property to a corporation, after the
corporation redeemed his shares, held a creditor’s interest under § 302(c)(2)(A)(@i). While the taxpayer
here may be correct in his assessment of a creditor’s “opportunity to influence” a corporation, he
overlooks the fact that Congress specifically allowed the right to retain such an interest.
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conditions are met. Not surprisingly, the procedure for waiver and the conditions
of waiver should assure that the one whose shares the corporation redeems truly
has no interest in the corporation.
* The redeemed shareholder may not retain an interest in the corporation,
including an interest as officer, director, or employee. The redeemed
shareholder may retain an interest as a creditor. § 302(c)(2)(A)(i).

* The distributee may not acquire any such interest within 10 years of the
date of distribution other than by bequest or inheritance. §302(c)(2)(A)(ii).
AND

* The distributee must file a notice with his first return for the taxable year
in which the distribution occurs. The distributee must represent that he has
not acquired a prohibited interest and that he will notify the IRS of the
acquisition of any such interest other than by bequest or inheritance.
§ 302(c)(2)(A)(iii), Reg. § 1.302-4(a).

The reacquisition of even one share can make an entire distribution subject to

dividend treatment under § 301.
» However, attribution rules will not apply to determine whether the
redeemed shareholder has acquired a prohibited interest in the
corporation. Rev. Rul. 71-562, 1971-2 C.B. 173. In that ruling, father and
son-1 each owned 50% of the outstanding shares of the corporation. The
corporation redeemed all of father’s shares, and waivers were filed.
Within ten years, son-2 purchased some shares from son-1. Son-2's shares
were not attributed to father.

3. Note 2 (continued): The waiver rules do not apply to redemptions of stock that
the shareholder acquired directly or indirectly within 10 years prior to the date of
distribution from a person whose ownership of stock would at the time of
distribution be attributed to the distributee. This is the so-called “look-back” rule.
§ 302(c)(2)(B)(D).

» What fact pattern is this provision intended to address?

Moreover, the waiver rules do not apply to redemptions of stock if another person
acquired shares directly or indirectly from the distributee within 10 years prior to
the distribution where such person’s stock is attributed to the distributee.
§ 302(c)(2)(B)(ii).
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» What fact pattern is this provision intended to address?

These two provisions do not apply if the acquisition or disposition by the
respective distributees did not have “as one of its principal purposes the avoidance
of Federal income tax.” § 302(c)(2)(B) (carryout ¥).

4. Returning to the scenario that we imagined at the outset of this section: How
realistic is it to expect that the first generation will not own what the United States
Court of Appeals for the Third Circuit regards as a prohibited interest?
* Notice that the Tax Court in several cases was willing to consider facts
and circumstances to determine whether the redeemed shareholder had
retained a prohibited interest. Does this provide any insight into the types
of considerations that should be relevant in § 302(b)(3) cases?

5. Within the context of redemptions under § 302, we have seen that § 302(b)(1)
provides a standard that can be uncertain of application. Sections 302(b)(2 and 3)
provide “safe harbors.” The purpose of “safe harbors” is to avoid uncertainty of
application. The court is no doubt correct in its observations that a “facts and
circumstances” approach to § 302(c)(2) will not avoid uncertain application.

6. Theoretically then, cases such as Lynch could be decided under § 302(b)(1).
How should cases such as Lynch fare under that standard?

7. The redeemed shareholder may in fact retain a rather significant interest.

* Landlord relationship: A taxpayer whose stock in a family corporation
is redeemed and who retires as a corporate officer but continues to receive
payments, not dependent on the corporation’s future earnings or
subordinate to the corporation’s general creditors, representing an arm’s
length charge for the corporation’s use of a building owned by the
taxpayer, does not have a prohibited interest in the corporation within the
meaning of § 302(c)(2)(A)(i). Rev. Rul. 77467, 1977-2 C.B. 92.

* Unfunded pension: A entered into a pension agreement with X
Corporation prior to X’s redemption of all A’s shares. A’s pension
agreement represents the sole relationship between A and X after the
redemption of A’s X stock. The pension agreement is unfunded. Payments
under the agreement are not dependent upon the future earnings of X. A’s
claim to such payments are not subordinate to the claims of X’s general
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creditors. The only rights in X retained by A are those contract rights
available to enforce X’s duties under the pension agreement. Such
relationship does not provide A with an interest in X that is prohibited by
§ 302(c)(2)(A)(i). Rev. Rul. 84-135, 1984-2 C.B. 80.

8. Might a creditor have rights sufficiently significant to be considered an owner
or manager of the corporation? Read Reg. § 1.302-4(d) (if payments of principal
or the interest rate depend on earnings of corporation, “lender” has “proprietary”
interest in corporation). See the last footnote of the court in Lynch.
* Should retention of a security interest in the redeemed stock constitute a
prohibited interest?

Hurst v. Commissioner, 124 T.C. 16 (2005)
HOLMES, J.

Richard Hurst founded and owned Hurst Mechanical, Inc. (HMI), a thriving small
business in Michigan that repairs and maintains heating, ventilating, and air
conditioning (HVAC) systems. He bought, with his wife Mary Ann, a much
smaller HVAC company called RHI; and together they also own the building
where HMI has its headquarters.

When the Hursts decided to retire in 1997, they sold RHI to HMI, sold HMI to a
trio of new owners who included their son, and remained HMI’s landlord. Mary
Ann Hurst stayed on as an HMI employee at a modest salary and with such fringe
benefits as health insurance and a company car.

The Hursts believe that they arranged these transactions to enable them to pay tax
on their profit from the sale of HMI and RHI at capital gains rates over a period
of fifteen years. The Commissioner disagrees.

FINDINGS OF FACT

In April 1979, the Hursts opened their own HVAC business, working out of their

basement and garage. Mr. Hurst handled the technical and sales operations while
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Mrs. Hurst did the bookkeeping and accounting. The business began as a
proprietorship, but in November of that year they incorporated it under Michigan
law, with Mr. Hurst as sole shareholder of the new corporation, named Hurst
Mechanical, Inc. (HMI). In 1989, HMI elected to be taxed under subchapter S of
the Code, and that election has never changed. [footnote omitted]. The firm grew
quickly, and after five years it had about 15 employees; by 1997, it had 45
employees and over $4 million in annual revenue.

... The Hursts bought [a] building [on Safety Drive in Belmont, Michigan] in their
own names and leased it to HMI. In early 1994, the Hursts bought another HVAC
business, Refrigerator Man, Inc., which they renamed R.H., Inc. (RHI). Each of
the Hursts owned half of RHI’s stock.

In 1996, with HMI doing well and settled into a stable location, the Hursts began
thinking about retirement. Three employees had become central to the business
and were to become important to their retirement plans. One was Todd Hurst, who
had grown up learning the HVAC trade from his parents. The second was Thomas
Tuori. Tuori was hired in the mid 1980s to help Mary Ann Hurst manage HMI’s
accounting, and by 1997 he was the chief financial officer of the corporation. The
last of the three was Scott Dixon, brought on in 1996, after Richard Hurst came
to believe that HMI was big enough to need a sales manager. Dixon anticipated
the potential problems posed by the Hursts’ eventual retirement so, before joining
the firm, he negotiated an employment contract that included a stock option. His
attorney also negotiated stock option agreements for Tuori and Todd Hurst at
about the same time. These options aimed to protect Dixon and the others if HMI
were sold.

In late 1996, Richard Hurst was contacted by Group Maintenance American
Corporation (GMAC). GMAC was an HVAC consolidator — a company whose
business plan was to buy small HVAC businesses and try to achieve economies
of scale — and it offered to buy HMI for $2.5 million. Mr. Hurst told Tuori, Dixon,
and Todd about GMAC’s offer, and they themselves confirmed it — only to learn
that GMAC had no interest in keeping them on after a takeover. Convinced they
were ready to run the business, they approached Mr. Hurst in May 1997 with their
own bid to buy his HMI stock, matching the $2.5 million offered by GMAC. Mr.
Hurst accepted the offer, confident that the young management team he had put
together would provide a secure future for the corporation he had built up over
nearly twenty years.
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Everyone involved sought professional advice from lawyers and accountants who
held themselves out as having expertise in the purchase and sale of family
businesses. The general outline of the deal was soon clear to all. The Hursts would
relinquish control of HMI and RHI to Tuori, Dixon, and Todd Hurst, and receive
$2.5 million payable over fifteen years. HMI, Inc. would continue to lease the
Safety Drive property from the Hursts. The proceeds from the sale of the
corporations and the rent from the lease would support the Hursts during their
retirement. Mrs. Hurst would continue to work at HMI as an employee, joining
the firm’s health plan to get coverage for herself and her husband. Tuori, Dixon,
and Todd Hurst would own the company, getting the job security they would have
lacked had HMI been sold.

Everything came together on July 1, 1997: HMI bought 90 percent of its 1000
outstanding shares from Mr. Hurst for a $2 million note. Richard Hurst sold the
remaining 100 shares in HMI to Todd Hurst (51 shares), Dixon (35 shares), and
Tuori (14 shares). The new owners each paid $2500 a share, also secured by
promissory notes. HMI bought RHI from the Hursts for a $250,000 note. [footnote
omitted]. (All these notes, from both HMI and the new owner, had an interest rate
of eight percent and were payable in 60 quarterly installments.) HMI also signed
anew 15-year lease for the Safety Drive property, with a rent of $8,500 a month,
adjusted for inflation. The lease gave HMI an option to buy the building from the
Hursts, and this became a point of some contention — described below — after the
sale. And, finally, HMI also signed a ten-year employment contract with Mrs.
Hurst, giving her a small salary and fringe benefits that included employee health
insurance.

If done right, the deal would have beneficial tax and nontax effects for the Hursts.
From a tax perspective, a stock sale would give rise to long-term capital gain,
taxed at lower rates than dividends.”! And by taking a 15-year note, rather than a
lump sum, they could qualify for installment treatment under § 453, probably
letting them enjoy a lower effective tax rate.

"I'This was an important consideration to the Hursts — although HMI was an S corporation at the
time of these transactions, and thus subject only to a single tier of tax, §§ 1363, 1360, it had been a C
corporation until 1989 and still had $383,000 in accumulated earnings from those years that had not
been distributed to Mr. Hurst. Without careful planning, these earnings might end up taxed as
dividends under § 1368(c).
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There were also nontax reasons for structuring the deal this way. HMI’s regular
bank had no interest in financing the deal, and the parties thought that a
commercial lender would have wanted a security interest in the corporations’
assets. By taking a security interest only in the stock, the Hursts were allowing
the buyers more flexibility should they need to encumber corporate assets to
finance the business.

But this meant that they themselves were financing the sale. And spreading the
payments over time meant that they were faced with a lack of diversification in
their assets and a larger risk of default. To reduce these risks, the parties agreed
to a complicated series of cross-default and cross-collateralization provisions, the
net result of which was that a default on any one of the promissory notes or the
Safety Drive lease or Mrs. Hurst’s employment contract would constitute a default
on them all. Since the promissory notes were secured by the HMI and RHI stock
which the Hursts had sold, a default on any of the obligations would have allowed
Mr. Hurst to step in and seize the HMI stock to satisfy any unpaid debt.

As it turned out, these protective measures were never used, and the prospect of
their use seemed increasingly remote. Under the management of Todd Hurst,
Dixon, and Tuori, HMI boomed. The company’s revenue increased from
approximately $4 million annually at the time of the sale to over $12 million by
2003. Not once after the sale did any of the new owners miss a payment on their
notes or the lease.

The Hursts reported the dispositions of both the HMI and RHI stock on their 1997
tax return as installment sales of long-term capital assets. The Commissioner
disagreed, and recharacterized these dispositions as producing over $400,000 in
dividends and over $1.8 million in immediately recognized capital gains. In the
resulting notice of deficiency for the Hursts’ 1997 tax year, he determined that
this (and a few much smaller adjustments) led to a total deficiency of $538,114,
and imposed an accuracy-related penalty under § 6662 of $107,622.80. ...

OPINION

Figuring out whether the Hursts or the Commissioner is right requires some
background vocabulary. In tax law, a corporation’s purchase of its own stock is
called a “redemption.” § 317(b). The Code treats some redemptions as sales under
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§ 302, but others as a payment of dividends to the extent the corporation has
retained earnings and profits, with any excess as a return of the shareholder’s
basis, and any excess over basis as a capital gain. Distributions characterized as
dividends, return of basis, or capital gains are commonly called “§ 301
distributions™ ...

The rules for redemptions and distributions from S corporations, which are found
in § 1368 and its regulations, add a layer of complexity, especially when the
corporation has accumulated earnings and profits (as both HMI and RHI did).
These rules require computation of an “accumulated adjustments account,” an
account which tracks the accumulation of previously taxed, but undistributed,
earnings of an S corporation. Distributions up to the amount of the accumulated
adjustments account are generally tax free to the extent they do not exceed a
shareholder’s basis in his stock. (Some of the Hursts’ proceeds from their sales of
their stock benefited from these rules, but that was not a point of contention in the
case.)

For much of the Code’s history (including 1997), noncorporate sellers usually
preferred a redemption to be treated as a sale because that offered the advantage
of taxation at capital gains rates and the possible recognition of that gain over
many years under § 453's provisions for installment sales. This preference led to
increasingly elaborate rules for determining which redemptions qualify as sales
and which are treated as dividends or other § 301 distributions. The Code has
three safe harbors: redemptions that are substantially disproportionate with
respect to the shareholder, § 302(b)(2); redemptions that terminate a shareholder’s
interest, § 302(b)(3); and redemptions of a noncorporate shareholder’s stock in a
corporation that is partially liquidating, § 302(b)(4). Each of these safe harbors
comes with its own regulations and case law.

The Code also allows redemption treatment if a taxpayer can meet the vaguer
standard of proving that a particular redemption is “not essentially equivalent to
a dividend.” § 302(b)(1). The relevant regulation notes that success under this
standard turns “upon the facts and circumstances of each case.” Reg. § 1.302—
2(b).

Given the stakes involved, the Hursts and their advisers tried to steer this deal
toward the comparatively well-lit safe harbor of § 302(b)(3) — the “termination
redemption.” Reaching their destination depended on redeeming the HMI stock
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in a way that met the rules defining complete termination of ownership. And one
might think that a termination redemption would be easy to spot, because whether
a taxpayer did or didn’t sell all his stock looks like a simple question to answer.
Congress, however, was concerned that taxpayers would manipulate the rules to
get the tax benefits of a sale without actually cutting their connection to the
management of the redeeming corporation. The problem seemed especially acute
in the case of family-owned businesses, because such businesses often don’t have
strict lines between the roles of owner, employee, consultant, and director.

The Code addresses this problem by incorporating rules attributing stock
ownership of one person to another (set out in § 318) in the analysis of transactions
governed by § 302. Section 318(a)(1)(A)(ii), which treats stock owned by a child
as owned by his parents, became a particular obstacle to the Hursts’ navigation of
these rules because their son Todd was to be one of HMI’s new owners. This
meant that the note that Mr. Hurst received from HMI in exchange for 90 percent
of his HMI stock might be treated as a § 301 distribution, because he would be
treated as if he still owned Todd’s HMI stock — making his “termination
redemption” less than “complete”.

But this would be too harsh a result when there really is a complete termination
both of ownership and control. Thus, Congress provided that if the selling family
member elects to keep no interest in the corporation other than as a creditor for at
least ten years, the Commissioner will ignore the § 318 attribution rules.
§ 302(c)(2); Reg. § 1.302-4. [footnote omitted].

[The primary tax issue] ... in this case turns on whether Richard Hurst proved that
the sale of his HMI stock was a termination redemption, specifically whether he
kept an interest “other than an interest as a creditor” in HML. ...

A. Complete Termination of Interest in HMI

The Hursts’ argument is simple — they say that Richard (who had owned all the
HMI stock) walked completely away from the company, and has no interest in it
other than making sure that the new owners keep current on their notes and rent.
The Commissioner’s argument is more complicated. While acknowledging that
each relationship between the Hursts and their old company — creditor under the
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notes, landlord under the lease, employment of a non-owning family member —
passes muster, he argues that the total number of related obligations resulting from
the transaction gave the Hursts a prohibited interest in the corporation by giving
Richard Hurst a financial stake in the company’s continued success.

In analyzing whether this holistic view is to prevail, we look at the different types
of ongoing economic benefits that the Hursts were to receive from HMI: (a) The
debt obligations in the form of promissory notes issued to the Hursts by HMI and
the new owners, (b) their lease of the Safety Drive building to HMI; and (c) the
employment contract between HMI and Mrs. Hurst.

1. Promissory Notes

There were several notes trading hands at the deal’s closing. One was the
$250,000 note issued by HMI to the Hursts for their RHI stock. The second was
the $2 million, 15-year note, payable in quarterly installments, issued to Mr. Hurst
by HMI in redemption of 90 percent (900 of 1000) of his HMI shares. Mr. Hurst
also received three 15-year notes payable in quarterly installments for the
remaining 100 HMI shares that he sold to Todd Hurst, Dixon, and Tuori. All these
notes called for periodic payments of principal and interest on a fixed schedule.
Neither the amount nor the timing of payments was tied to the financial
performance of HMI. Although the notes were subordinate to HMI’s obligation
to its bank, they were not subordinate to general creditors, nor was the amount or
certainty of the payments under them dependent on HMI’s earnings. [citations
omitted]. All of these contractual arrangements had cross-default clauses and
were secured by the buyers’ stock. This meant that should any of the notes go into
default, Mr. Hurst would have the right to seize the stock and sell it. The parties
agree that the probable outcome of such a sale would be that Mr. Hurst would
once again be in control of HML

Respondent questions the cross-default clauses of the various contractual
obligations, and interprets them as an effective retention of control by Mr. Hurst.
But in Lynch v. Commissioner, 83 T.C. 597 (1984), rev’d. on other grounds, 801
F.2d 1176 (9th Cir. 1986), we held that a security interest in redeemed stock does
not constitute a prohibited interest under § 302. We noted that “[t]he holding of
such a security interest is common in sales agreements, and * * * not inconsistent
with the interest of a creditor.” [citation omitted]. Furthermore, at trial, the Hursts
offered credible evidence from their professional advisers that these transactions,
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including the grant of a security interest to Mr. Hurst, were consistent with
common practice for seller-financed deals.

2. The Lease

HMI also leased its headquarters on Safety Drive from the Hursts. As with the
notes, the lease called for a fixed rent in no way conditioned upon the financial
performance of HMI. Attorney Ron David, who was intimately familiar with the
transaction, testified convincingly that there was no relationship between the
obligations of the parties and the financial performance of HMI. The transactional
documents admitted into evidence do not indicate otherwise. There is simply no
evidence that the payment terms in the lease between the Hursts and HMI vary
from those that would be reasonable if negotiated between unrelated parties. And
the Hursts point out that the IRS itself has ruled that an arm’s-length lease
allowing a redeeming corporation to use property owned by a former owner does
not preclude characterization as a redemption. Rev. Rul. 77467, 1977-2 C.B. 92.

The Commissioner nevertheless points to the lease to bolster his claim that Mr.
Hurst kept too much control, noting that in 2003 he was able to persuade the
buyers to surrender HMI’s option to buy the property. Exercising this option
would have let HMI end its rent expense at a time of low mortgage interest rates,
perhaps improving its cashflow — and so might well have been in the new owners’
interest. But the Hursts paid a price when the new owners gave it up. Not only did
the deal cancel the option, but it also cut the interest rate on the various promissory
notes owed to the Hursts from eight to six percent. So we think the Commissioner
is wrong in implicitly asserting that the buyers should have engaged in every
behavior possible that would be adverse to the elder Hursts’ interest, and focus on
whether the elder Hursts kept “a financial stake in the corporation or continued to
control the corporation and benefit by its operations.” Lynch, 83 T.C. at 604.
Ample and entirely credible testimony showed that the discussions about HMI’s
potential purchase of the Safety Drive location were adversarial: The Hursts as
landlords wanted to keep the rent flowing, and the new owners wanted to reduce
HMTI’s cash outlays. Though the Hursts kept their rents, the new owners did not
give up the option gratuitously — making this a negotiation rather than a collusion.
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3. Employment of Mrs. Hurst

At the same time that HMI redeemed Mr. Hurst’s stock and signed the lease, it
also agreed to a ten-year employment contract with Mrs. Hurst. Under its terms,
she was to receive a salary that rapidly declined to $1000/month and some fringe
benefits — including health insurance, use of an HMI-owned pickup truck, and
free tax preparation.

In deciding whether this was a prohibited interest, the first thing to note is that
Mrs. Hurst did not own any HMI stock. Thus, she is not a “distributee” unable to
have an “interest in the corporation (including an interest as officer, director, or
employee), other than an interest as a creditor.” § 302(c)(2)(A)(i). The
Commissioner is thus forced to argue that her employment was a “prohibited
interest” for Mr. Hurst. And he does, contending that through her employment
Mr. Hurst kept an ongoing influence in HMI’s corporate affairs. He also argues
that an employee unrelated to the former owner of the business would not
continue to be paid were she to work Mrs. Hurst’s admittedly minimal schedule.
And he asserts that her employment was a mere ruse to provide Mr. Hurst with
his company car and health benefits, bolstering this argument with proof that the
truck used by Mrs. Hurst was the same one that her husband had been using when
he ran HML

None of this, though, changes the fact that her compensation and fringe benefits
were fixed, and again — like the notes and lease — not subordinated to HMI’s
general creditors, and not subject to any fluctuation related to HMI’s financial
performance. Her duties, moreover, were various administrative and clerical tasks
— some of the same chores she had been doing at HMI on a regular basis for many
years. And there was no evidence whatsoever that Mr. Hurst used his wife in any
way as a surrogate for continuing to manage (or even advise) HMI’s new owners.
Cf. Lynch, 801 F.2d at 1179 (former shareholder himself providing post-
redemption services).

It is, however, undisputed that her employment contract had much the same cross-
default provisions that were part of the lease and stock transfer agreements. The
Commissioner questions whether, in the ordinary course of business, there was
reason to intertwine substantial corporate obligations with the employment
contract of only one of 45 employees. He points to this special provision as proof
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that the parties to this redemption contemplated a continuing involvement greater
than that of a mere creditor.

In relying so heavily on the cross-default provisions of the Hursts’ various
agreements, though, the Commissioner ignores the proof at trial that there was a
legitimate creditor’s interest in the Hursts’ demanding them. They were, after all,
parting with a substantial asset (the corporations), in return for what was in
essence an IOU from some business associates. Their ability to enjoy retirement
in financial security was fully contingent upon their receiving payment on the
notes, lease, and employment contract. As William Gedris, one of the Hursts’
advisers, credibly testified, it would not have been logical for Mr. Hurst to
relinquish shares in a corporation while receiving neither payment nor security.

The value of that security, however, depended upon the financial health of the
company. Repossessing worthless shares as security on defaulted notes would
have done little to ensure the Hursts’ retirement. The cross-default provisions
were their canary in the coal mine. If at any point the company failed to meet any
financial obligation to the Hursts, Mr. Hurst would have the option to retrieve his
shares immediately, thus protecting the value of his security interest instead of
worrying about whether this was the beginning of a downward spiral. This is
perfectly consistent with a creditor’s interest, and there was credible trial
testimony that multiple default triggers are common in commercial lending.

We find that the cross-default provisions protected the Hursts’ financial interest
as creditors of HMI, for a debt on which they had received practically no down
payment, and the collection of which (though not “dependent upon the earnings
of the corporation” as that phrase is used in Reg. § 1.302-4(d)) was realistically
contingent upon HMI’s continued financial health. The buyers likewise had a
motivation to structure the transaction as they did — their inability to obtain
traditional financing without unduly burdening HMI’s potential for normal
business operations. Even one of the IRS witnesses showed this understanding of
Mr. Hurst’s relationship to the new owners after the redemption — the revenue
agent who conducted the audit accurately testified that Mr. Hurst was “going to
be the banker and wanted his interests protected.”

The number of legal connections between Mr. Hurst and the buyers that continued
after the deal was signed did not change their character as permissible security
interests. Even looked at all together, they were in no way contingent upon the
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financial performance of the company except in the obvious sense that all
creditors have in their debtors’ solvency.

Moreover, despite the Commissioner’s qualms, we find as a matter of fact that
Mr. Hurst has not participated in any manner in any corporate activity since the
redemptions occurred — not even a Christmas party or summer picnic. His only
dealing with HMI after the sale was when, as noted above, he dickered with the
buyers over their purchase option on the Safety Drive property. These facts do not
show a continuing proprietary stake or control of corporate management.

To reflect the foregoing and incorporate other stipulated issues,
Decision will be entered under Rule 155.

Questions and comments:

1. The court provides a nice overview of the interplay between §§ 302(b)(3),
302(c)(2), and 318.

2. The Commissioner attacked the arrangements under § 304, but the attack was
untimely. In an omitted part of the opinion, the court held that it could not consider
§ 304 because it constituted “new matter.” However, you should not treat this case
as not involving § 304 issues. After all, Robert Hurst (through attribution and
otherwise) controlled two corporations, HMI and RHI. He sold stock in RHI to
HML

* Perhaps the problem is avoided by having Robert Hurst sell his stock in

RHI directly to his son and three business partners rather than to HMI. The

parties could adjust the purchase price accordingly. [Wait until we study

§ 304 to answer this question.]

* Not surprisingly, the court also overturned the assessment of a penalty.

3. Suppose that the corporation fails to make a payment on a promissory note that
it owes a first-generation shareholder. What rights may a creditor reserve to seize
property of the corporation? See Reg. § 1.302-4(e).
* Distinguish Hurst from Reg. § 1.302-4(e).
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4. In Lynch, the Tax Court had considered whether taxpayer had retained a
sufficient interest to constitute a financial or managerial interest in the success of
the company. The Third Circuit held that these matters were irrelevant if Mr.
Lynch worked in some capacity, whether as employee or as independent
contractor, for the company. In Hurst, does it not seem that the same
considerations find a place in determining whether an interest as a creditor may
constitute a prohibited interest? And the question is appropriate for Mrs. Hurst’s
continuing status as an employee.

5. Articulate the Commissioner’s position in Hurst. Does it not seem to be the flip
side of the same “facts and circumstances” coin that the CA3 rejected in Lynch?

6. How would the Hursts have treated their sale of RHI stock to HMI if they had
sold such stock at a loss? What effect does waiver under § 302(c)(2) have on the
applicability of § 267(a)(1)?

7. Avoidance of Federal Income Tax: Consider the following:

* Taxpayer received 80 shares from his grandparent and 20 shares from his father.
Father owned the remaining 500 shares of the corporation. Taxpayer had no
interest in managing the corporation. Two years later, father bought 20 shares
from taxpayer for fmv. Corporation redeemed taxpayer’s other 80 shares.
Corporation had no plans to redeem the 20 shares father purchased from taxpayer,
and taxpayer was not an officer, director, or employee of corporation. Taxpayer
did not attempt to retain control or an economic interest in the corporation. HELD:
Father’s “reacquisition from [taxpayer] of the 20 shares of previously gifted stock,
immediately prior to the redemption of [taxpayer’s] remaining ... shares, is not
deemed to have had as one of its principal purposes the avoidance of federal
income tax notwithstanding that the gift of such shares and the subsequent
reacquisition of such shares occurred within the 10-year period preceding the
redemption of B’s remaining X shares.” Rev. Rul. 85-19, 1985-1 CB 94.

* Father owned all the stock of X Corporation. He gifted half of it to son, “who is
active and knowledgeable in the affairs of the business of X and who intends to
control and manage the corporation in the future.” X Corporation then redeemed
all of father’s remaining shares. “The gift of stock was intended solely for the
purpose of enabling [father] to retire while leaving the business to [son].
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Therefore, the avoidance of Federal income tax will not be deemed to have been
one of the principal purposes of the gift of stock from [father] to [son],
notwithstanding the reduction of the capital gains tax payable by father as a result
of the gift of appreciated stock prior to the redemption. Rev. Rul. 77-293, 1977-2
CBIl.

S}

Lessons

Do the CALI exercise: Corporate Taxation: Redemptions: Redemptions
Terminating Shareholder's Interests: Section 302(b)(3).

2. Transfers of a Business When There is Intra-Family Hostility

In many of the cases in which taxpayer relies on § 302(b)(3) to obtain redemption
treatment, waiver of family attribution is critical. In the absence of family
attribution, former shareholders would not have much difficulty showing that they
do not directly hold any interest in the corporation. Congress presumably adopted
the attribution rules because it perceived either a unity of interest among the
parties or control by one party over another. Taxpayers not unreasonably may
believe that if the presumptions underlying the attribution rules, especially the
family attribution rules, simply are not true, then the rules should not be
applicable. The language of § 318 however does not contemplate a purpose-driven
approach to application of the family attribution rules; its language establishing
attribution is mandatory (‘“‘shall”).

Section 301(b)(6) provides that in determining whether a redemption meets the
requirements of § 302(b)(1) (“not essentially equivalent to a dividend”), the fact
that a redemption fails the tests of §§ 302(b)(2, 3, or 4) is not to be taken into
account. Section 302(b)(1) contemplates a “facts and circumstances” approach to
determine whether a distribution is “not essentially equivalent to a dividend.”
Reg. § 1.302-2(b)(1). Might courts consider the presence of intra-family hostility
as a “fact and circumstance” in resolving § 302(b)(1) questions?

In Haft Trust v. Commissioner, 510 F.2d 43 (CA1 1975), the court said yes:

The effect of the transaction rather than its motivation is determinative.
Section 302(b)(1) requires a “meaningful reduction of the shareholder’s
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proportionate interest in the corporation,” id. (emphasis supplied). This
language certainly seems to permit, if it does not mandate, an examination
of the facts and circumstances to determine the effect of the transaction
transcending a mere mechanical application of the attribution rules.

Id. at 47. That case involved a father’s ownership of shares that were attributed to
four trusts, each benefitting one of his children. Father and mother divorced, and
mother was given custody of the children. The corporation redeemed all the shares
owned by the four trusts. Mother, a new husband, and children, moved to another
city. Father had very little contact with the children after that. He was indifferent
to the children, rarely saw them, and stopped making court-ordered child support
payments. The court remanded the case for consideration of the fact of such
indifference in determining whether the distribution in redemption of the trust’s
shares were “not essentially equivalent to the payment of a dividend.”

Are there any highly foreseeable and undesirable consequences of such a holding?

Haft Trust has not been endorsed by any other court post Davis. The IRS
announced that it would not follow Haft because a “facts and circumstances”
approach is inconsistent with the mechanical approach that § 318 requires. Rev.
Rul. 80-26, 1980-1 CB 66. The Tax Court and the Fifth Circuit gave Davis a closer
look than did the court in Haft Trust and concluded that family hostility in no way
affects applicability of the attribution rules. In Metzger Trust v. Comm’r, 693 F.2d
459, 466 (CA5 1982), cert. denied, 463 U.S. 1207 (1983), the court said:

The Davis Court was referring to a meaningful reduction in the
shareholder’s interest affer application of the attribution rules. It would be
strange indeed if what the Court really meant was that the attribution rules
are to be applied before determining dividend equivalency, but then in the
course of determining dividend equivalency their applicability could be
reconsidered. If that were so, the attribution rules would hardly “provide
a clear answer to what would otherwise be a difficult tax question ...”
Davis, 397 U.S. at 306.

Id. at 466 (emphasis in original; footnotes omitted). And in Cerone v. Comm’r,
87 T.C. 1, 16 (1986), the Tax Court said: “[F]lamily hostility does not prevent
application of the attribution rules. At most, as we suggested in Metzger Trust,
family hostility comes into play only in determining, after the attribution rules
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have been applied, whether any reduction in stock ownership is meaningful.” In
Cerone, all the outstanding remaining shares after the redemption were attributed
to taxpayer from his son. Since taxpayer owned 100% of the shares prior to the
redemption — half directly and half by attribution — and owned 100% of the shares
after the redemption — all by attribution — there could not be a “meaningful”
reduction in taxpayer’s interest.

In light of this approach, do you think that intra-family hostility can have much
of a role to play in analyzing cases under § 302(b)(1)?

3. Waiver of Family Attribution by an Entity

Read § 302(c)(2)(C). Congress added this provision to the Code in the Tax Equity
and Fiscal Responsibility Act of 1982.7

Consider the facts of Crawford v. Comm’r, 59 T.C. 830 (1973), nonacq. 1974-2
C.B. 5. H and W (residents of California, a community property state) had two
sons, S-1 and S-2. H/W, S-1, and S-2 each owned % of the stock in each of two
corporations. The parties agreed that in the event of H’s death, all of H and W’s
shares owned as community property would be offered to the respective
corporations for redemption. H died. W was the sole beneficiary of H’s estate.
The estate offered its )2 interest in H and W’s shares to the respective
corporations, which redeemed them. Both corporations distributed cash to W in
redemption of her remaining half interest in H and W’s shares. She filed
§ 302(c)(2) agreements with her tax return. The estate filed § 302(c)(2)
agreements with its tax return. Under the family attribution rules, shares of S-1
and S-2 would (otherwise) be attributed to W (i.e., a “1” attribution). The estate
sought to waive this attribution.”* The Commissioner argued that the estate was
not entitled to waive family attribution and that only family members described
in § 318(a)(1)(A) could waive attribution. The Commissioner argued that half of

72 P 1. 97-248, § 228(a)

73 A case with issues similar to the issues in Crawford and with the same result was Jobuson Trust v.
Commiissioner, 71 T.C. 941 (1979).

74 Notice that if the estate had distributed the shares it received from H, there would have been no
problem. W could simply have waived family attribution.
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the distributions to W should be taxed as a dividend. The Tax Court disagreed and
noted that the language of § 302(c)(2) did not restrict the power to waive family
attribution to family members and that it should not matter whether the estate first
distributed the stock to the beneficiary instead of offering it to the corporation.

The facts of Crawford and the position of the Commissioner raised two issues:
(1) can an entity waive family attribution; (2) should it matter whether an estate
distributes stock rather than the cash proceeds of a redemption from it because if
the estate does not distribute stock, i¢ technically is the distributee and it would
own all the shares. Shares would be attributed from sons to W to the estate (i.e., a
“1" followed by a “3"). As a policy matter, should it not be rather straight-forward
to redeem her shares without other shares being attributed to her?

In the Tax Equity and Fiscal Responsibility Act of 1982, Congress added
§ 302(c)(2)(C). An entity may waive family attribution. It does not matter whether
the estate (or other entity) distributes shares or proceeds to the beneficiary (or
partner, beneficiary, or shareholder). Notice just how narrow § 302(c)(2)(C) is.
Exactly what attribution can be waived and by whom (or what)?

* A “1" followed by a “3” and no other?

* Suppose S-2 had also been a beneficiary of the estate? Would the result
in Crawford have been the same after enactment of § 302(c)(2)(C)? See
Estate of Webber v United States, 263 F. Supp. 703, 707 (E.D. Ky. 1967),
aff’d, 404 F.2d 411, (CA6 1968); Rev. Rul. 71-261, 1971-1 CB 108.

Notice also the requirements that § 302(c)(2)(C)(i)(II) imposes for entity waiver.

Now consider the facts of Rickey v. United States, 592 F.2d 1251 (CAS5 1979) —a
case decided prior to enactment of § 302(c)(2)(C). Father owned 57% of the
outstanding shares of corporation. His three children owned 35% of the
outstanding shares of corporation. His three children and Wife were the sole
legatees under his will. Father died, and the corporation redeemed all the estate’s
shares — the ones Father had owned prior to his death. Because of the redemption,
the three children owned 82% of the outstanding shares of the corporation. The
estate distributed the cash among the four legatees. The Commissioner treated the
distribution as essentially equivalent to a dividend. The court refused to adopt a
“crabbed” reading of § 302(c)(2) and permitted the estate to waive the attribution
of § 318(a)(3). Id. at 1258.
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» Shortly thereafter, Congress “endorsed” the holding in Rickey by
enacting § 302(c)(2)(C). Did it really endorse the holding in Rickey? What
family attribution did the estate waive in Rickey?

Avoidance of Federal Income Tax: In Rev. Rul. 85-19, 1985-1 C.B. 94, the IRS
stated:

Tax avoidance ... within the meaning of § 302(c)(2)(B) ... requires both
the presence of a certain state of mind on the part of the taxpayer in
connection with the acquisition or the disposition of stock, coupled with
the accomplishment of the tax avoidance design via a redemption of stock.
Tax avoidance, therefore, cannot be present, for example, merely because
there has been a transfer of stock by one § 318(a)(1) relative to another,
when such transfer was not in contemplation of redemption of the balance
of the transferor's stock nor of the stock transferred to the transferee. See
Rev. Rul. 56-556, 1956-2 C.B. 177; Rev. Rul. 56-584, 1956-2 C.B. 179;
Rev. Rul. 57-387, 1957-2 C.B. 225. Similarly, tax avoidance cannot be
present merely because a shareholder has transferred stock to a related
person within the meaning of § 318(a)(1) even though such transfer may
have been in contemplation of redemption of the balance of the
transferor’s stock or of the stock transferred to the transferee, if in fact no
redemption of either the transferor’s stock or the stock transferred to the
transferee actually occurs.

4. Transfers in the Context of a Divorce Settlement

Imagine: Spouses are married and together own a substantial portion — perhaps all
— the stock of a corporation. The corporation grows — often due to the efforts of
the spouses. The spouses divorce. They do not want a court to draft the terms of
their dissolution, so they must work out the terms of alimony and a property
settlement. There are essentially no tax consequences of a property settlement to
the parties except for the tax consequences of gains/losses built in to the property
that they receive from the settlement (§ 1041). It probably will not be prudent (or
even possible) for both to continue their involvement in the corporation; hence
one of the spouses must dispose of his stock. As part of the property settlement,
they agree that one of the spouses will buy the stock of the other or cause the
corporation to redeem all the stock of the other spouse — a distribution that should
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qualify for § 302(b)(3) sale or exchange treatment. Often a promissory note is
involved. This would mean that the spouse whose shares are redeemed must pay
income tax at capital gain rates on the amount realized in excess of his basis. The
incidence and amount of tax liability would of course be a part of the settlement
discussions.

After finalization of the divorce, the distributee spouse reneges and does not pay
income tax on a distribution in exchange for stock. The distributee spouse argues
that the payment fulfills the distributee-former spouse’s primary and
unconditional obligation under the property settlement. As in Sullivan, the
corporation’s fulfillment of that obligation is a taxable dividend to the one whose
obligation the corporation fulfills. See, e.g., Read v. Comm’r, 114 T.C. 14, 38
(2000), aff’d sub. nom. without opinion, Mulberry Motor Parts, Inc. v. Comm’r,
273 F.3d 1120 (CA 11 2001) (§ 1041(a) applies to distributee spouse’s transfer of
stock; no gain or loss recognized); Arnes v. United States, 981 F.2d 456,460 (CA9
1992) (§ 1041(a) applies to distributee spouse’s transfer of stock; no gain or loss
recognized).

Note that after careful negotiation, there is a double-cross. In 2003,”° Treasury
promulgated a regulation that provides more certainty. (It might not be in your
edited version of the Code and Regulations, so it is reprinted here):

§ 1.1041-2(a) Redemptions of stock. — (a) In general. — (1) Redemption
of stock not resulting in constructive distributions. — Notwithstanding
Q&A-9 of Reg. § 1.1041-1T(c), if a corporation redeems stock owned by
a spouse or former spouse (transferor spouse), and the transferor spouse’s
receipt of property in respect of such redeemed stock is not treated, under
applicable tax law, as resulting in a constructive distribution to the other
spouse or former spouse (non-transferor spouse), then the form of the
stock redemption shall be respected for Federal income tax purposes.
Therefore, the transferor spouse will be treated as having received a
distribution from the corporation in redemption of stock.

75 Department of the Treasury, Constructive Transfers and Transfers of Property to a Third Party on Bebalf of a
Spouse, 63 Fed. Reg. 1534 (Jan.13, 2003).
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(2) Redemption of stock resulting in constructive distribution. —
Notwithstanding Q&A-9 of § 1.1041-1T(c), if a corporation redeems
stock owned by a transferor spouse, and the transferor spouse’s receipt of
property in respect of such redeemed stock is treated, under applicable tax
law, as resulting in a constructive distribution to the nontransferor spouse,
then the redeemed stock shall be deemed first to be transferred by the
transferor spouse to the nontransferor spouse and then to be transferred by
the nontransferor spouse to the redeeming corporation. Any property
actually received by the transferor spouse from the redeeming corporation
in respect of the redeemed stock shall be deemed first to be transferred by
the corporation to the nontransferor spouse in redemption of such spouse’s
stock and then to be transferred by the nontransferor spouse to the
transferor spouse.

(b) Tax consequences — (1) Transfers described in paragraph (a)(1) of this
section. — Section 1041 will not apply to any of the transfers described in
paragraph (a)(1) of this section. See § 302 for rules relating to the tax
consequences of certain redemptions; redemptions characterized as
distributions under § 302(d) will be subject to § 301 if received from a
Subchapter C corporation or section 1368 if received from a Subchapter
S corporation.

(2) Transfers described in paragraph (a)(2) of this section. — The tax
consequences of each deemed transfer described in paragraph (a)(2) of
this section are determined under applicable provisions of the Internal
Revenue Code as if the spouses had actually made such transfers.
Accordingly, § 1041 applies to any deemed transfer of the stock and
redemption proceeds between the transferor spouse and the nontransferor
spouse, provided the requirements of § 1041 are otherwise satisfied with
respect to such deemed transfer. Section 1041, however, will not apply to
any deemed transfer of stock by the nontransferor spouse to the redeeming
corporation in exchange for the redemption proceeds. See § 302 for rules
relating to the tax consequences of certain redemptions; redemptions
characterized as distributions under § 302(d) will be subject to § 301 if
received from a Subchapter C corporation or § 1368 if received from a
Subchapter S corporation.
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(c) Special rules in case of agreements between spouses or former spouses
— (1) Transferor spouse taxable. — Notwithstanding applicable tax law, a
transferor spouse’s receipt of property in respect of the redeemed stock
shall be treated as a distribution to the transferor spouse in redemption of
such stock for purposes of paragraph (a)(1) of this section, and shall not
be treated as resulting in a constructive distribution to the nontransferor
spouse for purposes of paragraph (a)(2) of this section, if a divorce or
separation instrument, or a valid written agreement between the transferor
spouse and the nontransferor spouse, expressly provides that —

(1) Both spouses or former spouses intend for the redemption to be

treated, for Federal income tax purposes, as a redemption

distribution to the transferor spouse; and

(i1) Such instrument or agreement supersedes any other instrument
or agreement concerning the purchase, sale, redemption, or other
disposition of the stock that is the subject of the redemption.

(2) Nontransferor spouse taxable. — Notwithstanding applicable tax law,
a transferor spouse’s receipt of property in respect of the redeemed stock
shall be treated as resulting in a constructive distribution to the
nontransferor spouse for purposes of paragraph (a)(2) of this section, and
shall not be treated as a distribution to the transferor spouse in redemption
of such stock for purposes of paragraph (a)(1) of this section, if a divorce
or separation instrument, or a valid written agreement between the
transferor spouse and the nontransferor spouse, expressly provides that —
(1) Both spouses or former spouses intend for the redemption to be
treated, for Federal income tax purposes, as resulting in a
constructive distribution to the nontransferor spouse; and

(11) Such instrument or agreement supersedes any other instrument
or agreement concerning the purchase, sale, redemption, or other
disposition of the stock that is the subject of the redemption.

The parties are free to choose who will bear the tax burden resulting from a
corporate redemption of one of the party’s stock. The “default” rules of Reg.
§ 1.1041-2(a)(1 and 2) refer to “applicable tax law.” Presumably this means
determining whether the nontransferor spouse has a “primary and unconditional”
obligation to purchase the stock of the transferring spouse. The regulation
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contains two provisions that the parties must be careful to include to obtain this
predictable treatment.

5. Redemptions in the Context of an Acquisition

Can you imagine a situation where § 302(b)(3) might enable one to acquire control
of a corporation?

Zenz v. Quinlivan, 213 F.2d 914 (6 Cir. 1954)
GOURLEY, District Judge

The appeal relates to the interpretation of § [302(b)(1)] ... and poses the question

Is a distribution of substantially all of the accumulated earnings and surplus of a
corporation, which are not necessary to the conduct of the business of the
corporation, in redemption of all outstanding shares of stock of said corporation
owned by one person essentially equivalent to the distribution of a taxable
dividend under the Internal Revenue Code?

The District Court answered in the affirmative and sustained a deficiency
assessment by the Commissioner of Internal Revenue.

... [W]e believe the judgment should be reversed.

The question stems from the following circumstances:

Appellant is the widow of the person who was the motivating spirit behind the
closed corporation which engaged in the business of excavating and laying of
sewers. Through death of her husband she became the owner of all shares of stock
issued by the corporation. She operated the business until remarriage, when her
second husband assumed the management. As a result of a marital rift, separation,
and final divorce, taxpayer sought to dispose of her company to a competitor who
was anxious to eliminate competition.
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Prospective buyer did not want to assume the tax liabilities which it was believed
were inherent in the accumulated earnings and profits of the corporation. To avoid
said profits and earnings as a source of future taxable dividends, buyer purchased
part of taxpayer’s stock for cash. Three weeks later, after corporate reorganization
and corporate action, the corporation redeemed the balance of taxpayer’s stock,
purchasing the same as treasury stock which absorbed substantially all of the
accumulated earnings and surplus of the corporation.

Taxpayer, in her tax return, invoked [§ 302(b)(3)] ... as constituting a cancellation
or redemption by a corporation of all the stock of a particular shareholder, and
therefore was not subject to being treated as a distribution of a taxable dividend.

The District Court sustained the deficiency assessment of the Commissioner that
the amount received from accumulated earnings and profits was ordinary income
since the stock redeemed by the corporation was “at such time and in such manner
as to make the redemption thereof essentially equivalent to the distribution of a
taxable dividend” under [§ 302(b)(1)] ...

The District Court’s findings were premised upon the view that taxpayer
employed a circuitous approach in an attempt to avoid the tax consequences which
would have attended the outright distribution of the surplus to the taxpayer by the
declaration of a taxable dividend.

The rationale of the District Court is dedicated to piercing the external
manifestations of the taxpayer’s transactions in order to establish a subterfuge or
sham.

Nevertheless, the general principle is well settled that a taxpayer has the legal
right to decrease the amount of what otherwise would be his taxes or altogether
avoid them, by means which the law permits. Gregory v. Helvering, 293 U.S. 465,
469; [citation omitted]. The taxpayer’s motive to avoid taxation will not establish
liability if the transaction does not do so without it. [citations omitted].

The question accordingly presented is not whether the overall transaction,
admittedly carried out for the purpose of avoiding taxes, actually avoided taxes
which would have been incurred if the transaction had taken a different form, but
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whether the sale constituted a taxable dividend or the sale of a capital asset.
[citation omitted].

It is a salutary fact that [§ 302(b)(3)] ... is an exception to [§ 301] ... that all
distributions of earning and profits are taxable as a dividend.

The basic precept underlying the capital gains theory of taxation as distinguished
from ordinary income tax is the concept that a person who has developed an
enterprise in which earnings have been accumulated over a period of years should
not be required to expend the ordinary income tax rate in the one year when he
withdraws from his enterprise and realizes his gain.

Common logic dictates that a fair basis of measuring income is not determined
upon the profits on hand in the year of liquidation but is properly attributable to
each year in which the profits were gained.

We cannot concur with the legal proposition enunciated by the District Court that
a corporate distribution can be essentially equivalent to a taxable dividend even
though that distribution extinguishes the shareholder’s interest in the corporation.
To the contrary, we are satisfied that where the taxpayer effects a redemption
which completely extinguishes the taxpayer’s interest in the corporation, and does
not retain any beneficial interest whatever, that such transaction is not the
equivalent of the distribution of a taxable dividend as to him. Tiffany v.
Commissioner of Internal Revenue, 16 T.C. 1443.

The statutory concept of dividend is a distribution out of earnings and profits, and
normally it is proportionate to shares and leaves the shareholder holding his shares
as his capital investment. Flinn v. Commissioner of Internal Revenue, 37 B.T.A.
1085.

Complete and partial liquidations are treated for the purpose of the statute, as sales
with a consequent measure of gain or loss, even though the proceeds may to some
extent be derived from earnings. Hellmich v. Hellman, 276 U.S. 233.

The use of corporate earnings or profits to purchase and make payment for all the
shares of a taxpayer’s holdings in a corporation is not controlling, and the question
as to whether the distribution in connection with the cancellation or the
redemption of said stock is essentially equivalent to the distribution of a taxable
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dividend under the Internal Revenue Code and Treasury Regulation must depend
upon the circumstances of each case.

Since the intent of the taxpayer was to bring about a complete liquidation of her
holdings and to become separated from all interest in the corporation, the
conclusion is inevitable that the distribution of the earnings and profits by the
corporation in payment for said stock was not made at such time and in such
manner as to make the distribution and cancellation or redemption thereof
essentially equivalent to the distribution of a taxable dividend.

In view of the fact that the application of [§ 301] ... contemplates that the
shareholder receiving the distribution will remain in the corporation, the
circumstances of this proceeding militate against treating taxpayer’s sale as a
distribution of a taxable dividend.

We conclude that under the facts and circumstances of the present case the District
Court was in error, and the taxpayer is not liable as a distributee of a taxable
dividend under [§ 301] ...

The decision and judgment of the District Court is reversed and the case remanded
with instructions to enter judgment in accordance with this opinion.

Questions and comments:

1. Suppose that the corporation had redeemed most of taxpayer’s shares. Then
taxpayer sold her few remaining shares to the third-party competitor. Her plan all
along was that she would have no interest in the corporation and that the
competitor would own all the shares. Should the result have been different? Cf.
Rev. Rul. 75-447, 1975-2 C.B. 113 (applying § 302(b)(2)).

2. Notice that redemption of Mrs. Zenz’s shares caused the ownership interest of
the other shareholder in the corporation to increase from a nominal amount to
100%. Shouldn’t the value of this increase be treated as a distribution to which
§ 301 applies?
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6. Redemptions from Corporate Sharecholders; Increasing the
Interest of Remaining Shareholders

Suppose: X corporation has outstanding 200,000x shares of voting common stock,
which is widely held and publicly traded. On June 1 of the current year, X offered
to purchase shares of its common stock for $250 per share. On June 2 of the
current year, Y corporation, which owned no X common stock either directly or
constructively under § 318 prior to X’s offer, purchased 4000 shares of X stock
on the market for a total price of $1,000,000, and immediately tendered 800 shares
to X for redemption. (Why did Y corporation tender exactly 800 shares?) On June
21 of the current year, Y sold the remaining 3200 shares of X stock on the market
for $800,000. Y claimed a $200,000 dividends-received deduction. Because Y no
longer owned the 800 shares that it tendered to X and because Y claimed dividend
treatment, Y increased its basis in its remaining shares and claimed a short-term
capital loss of $200,000 that it will apply against capital gains from other sources.
* Was the sequence of Y Corporation’s disposal of its X Corporation stock,
i.e., redemption followed by sale, important? What result if it had sold
shares prior to the redemption?
* Should the corporate distribution and ensuing sale of shares on the open
market be considered in the aggregate as a sort of reverse Zenz case? See
Rev. Rul. 77-226, 1977-2 C.B. 90.
* If the redemption of a shareholder’s shares qualifies for sale or exchange
treatment under § 302(b), should a shareholder be allowed to elect
dividend treatment instead by sequencing transactions carefully?

Imagine we are corporate tax counsel for the parties in the following case and with
the benefit of hindsight can apply the learning of Zenz and Rev. Rul. 75-447.

Holsey v. Commissioner, 258 F.2d 865 (3d Cir. 1958)
MARIS, Circuit Judge

This is a petition to review a decision of the Tax Court. ... [This] case involves
[petitioner’s] income tax liability for the year 1951. ... The facts as found by the
Tax Court, some of which were stipulated, may be summarized as follows:
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J.R. Holsey Sales Company, a New Jersey corporation, was organized on April
28, 1936, as an Oldsmobile dealership. Taxpayer has been president and a director
of the company since its organization. Only 20 shares were issued out of the 2,500
shares of no par value stock authorized; these 20 shares were issued to Greenville
Auto Sales Company, a Chevrolet dealership, in exchange for all of the latter’s
right, title, and interest to the Oldsmobile franchise and other assets with respect
to the franchise which had been owned and operated by the Greenville Company.
The 20 shares issued were assigned a value of $11,000. Taxpayer’s father, Charles
V. Holsey, in 1936, owned more than two-thirds of the outstanding stock of the
Greenville Company, and taxpayer was vice-president and a director of that
corporation.

On April 30, 1936, taxpayer acquired from the Greenville Company an option to
purchase 50% of the outstanding shares of the Holsey Company for $11,000, and
a further option to purchase, within ten years after the exercise of the first option,
all the remaining shares for a sum to be agreed upon. The Greenville Company
owned all of the outstanding stock of the Holsey Company from its organization
in 1936 until November, 1939, when taxpayer exercised his first option and
purchased 50% of the outstanding stock of the Holsey Company for $11,000.

On June 28, 1946, the further option in favor of taxpayer was revised. Under the
terms of the revised option, taxpayer was granted the right to purchase the
remaining outstanding shares of the Holsey Company at any time up to and
including June 28, 1951, for $80,000. The revised option was in favor of taxpayer
individually and was not assignable by him to anyone other than a corporation in
which he owned not less than 50% of the voting stock. On the date of the revision
of this option, taxpayer’s father owned 76% of the stock of the Greenville
Company and taxpayer was a vice-president and director of that corporation. ...
On January 19, 1951, taxpayer assigned his revised option to the Holsey
Company; on the same date the Holsey Company exercised the option and paid
the Greenville Company $80,000 for the stock held by it. This transaction resulted
in taxpayer becoming the owner of 100% of the outstanding stock of the Holsey
Company. In his income tax return for the year 1951, taxpayer gave no effect to
this transaction.

... On January 19, 1951, when the revised option was exercised, the earned surplus
of the Holsey Company was in excess of $300,000.
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The Oldsmobile franchise, under which the Holsey Company operated, was a
yearly contract entered into by the Corporation and the manufacturer in reliance
upon the personal qualifications and representations of taxpayer as an individual.
It was the manufacturer’s policy to have its dealers own all of the stock in
dealership organizations.

The Commissioner determined that the effect of the transaction of January 19,
1951, wherein the Holsey Company paid $80,000 to the Greenville Company for
50% of the outstanding stock of the Holsey Company, constituted a dividend to
taxpayer, the remaining stockholder. The Commissioner therefore asserted a
deficiency against taxpayer in the sum of $41,385.34. The Tax Court sustained
the Commissioner.

The question presented for decision in this case is whether the Tax Court erred in
holding that the payment by the Holsey Company of $80,000 to the Greenville
Company for the purchase from that company of its stock in the Holsey Company
was essentially equivalent to the distribution of a taxable dividend to the taxpayer,
the remaining stockholder of the Holsey Company. To determine that question
we must begin with the applicable statute, [§§ 301, 302(b)(3)] ...

It will be observed that [§ 301] defines a dividend as a distribution made by a
corporation “to its shareholders”. Accordingly unless a distribution which is
sought to be taxed to a stockholder as a dividend is made to him or for his benefit
it may not be regarded as either a dividend or the legal equivalent of a dividend.
Here the distribution was made to the Greenville Company, not to the taxpayer.
This the Government, of course, concedes but urges that it was made for the
benefit of the taxpayer. It is true that it has been held that a distribution by a
corporation in redemption of stock which the taxpayer stockholder has a
contractual obligation to purchase is essentially the equivalent of a dividend to
him since it operates to discharge his obligation. Wall v. United States, 164 F.2d
462 (CA4 1947); Ferro v. Commissioner of Internal Revenue, 242 F.2d 838 (CA3
1957); Zipp v. Commissioner of Internal Revenue, 259 F.2d 119 (CA6 1958). But
where, as here, the taxpayer was never under any legal obligation to purchase the
stock held by the other stockholder, the Greenville Company, having merely an
option to purchase which he did not exercise but instead assigned to the Holsey
Company, the distribution did not discharge any obligation of his and did not
benefit him in any direct sense.
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It is, of course, true that the taxpayer was benefited indirectly by the distribution.
The value of his own stock was increased, since the redemption was for less than
book value, and he became sole stockholder. But these benefits operated only to
increase the value of the taxpayer’s stock holdings; they could not give rise to
taxable income within the meaning of the Sixteenth Amendment until the
corporation makes a distribution to the taxpayer or his stock is sold. Eisner v.
Macomber, 252 U.S. 189 (1920); Schmitt v. Commissioner of Internal Revenue,
208 F.2d 819 (CA3 1954). In the latter case in a somewhat similar connection this
court said ...:

“During these years when Wolverine was buying its own shares it, of
course, was subject to income tax as a corporation. Mrs. Green was subject
to tax on whatever profit she made by the sale of these shares to the
corporation. But what happened to warrant imposing a tax upon Schmitt
and Lehren?[’®] If one owns a piece of real estate and, because of its
favorable location in a city, the land becomes increasingly valuable over
a period of years, the owner is not subject to income taxation upon the
annual increase in value. In the same way, if a man owns shares in a
corporation which gradually become more valuable through the years he
is not taxed because of the increase in value even though he is richer at
the end of each year than he was at the end of the year before. If he
disposes of that which has increased, of course he must pay tax upon his
profit. All of this is hornbook law of taxation; nobody denies it.”

We think that the principle thus stated is equally applicable here. Indeed the Tax
Court itself has so held in essentially similar cases. S.K. Ames, Inc., v.
Commissioner, 46 B.T.A. 1020 (1942); Fred F. Fischer v. Commissioner,
6 T.C.M. 520 (1947).

The question whether payments made by a corporation in the acquisition and
redemption of its stock are essentially equivalent to 