OVERVIEW OF CORPORATE TAXATION:
§7701: "Corporations" include associations, joint stock companies, and insurance companies.
CORPORATE INCOME TAX RATE (§11(b)):
1. $0         - $50,000:  
15%
2. $50,001 - $75,000:  
25%
3. $75,001 - $10,000,000:
34%

4. However:

a. $100,000 - $335,000: Additional 5% of excess
b. $15,000,000 - $18,333,333: Additional 3% of excess
5. EXCEPT: Personal service corporations - §448(d)(2)

a. Taxed at flat 35% rate

COMMON LAW OF CORPORATE TRANSACTIONS:

1. "Sham" Transaction - Sham in fact; something that never happened
a. Tests for Sham Transaction:

i. Motivated by no business purpose (beside taxes)

ii. No economic substance

2. Economic Substance Doctrine - no other economic substance other than tax avoidance

3. Substance over Form - IRS or courts can use this as a tool

4. Step-Transaction Doctrine
a. Integration of different steps into one

b. How to Avoid?

i. Do step 1 in one tax year

ii. Let one year go by without doing anything (no memo!)

iii. Do step 2 in third tax year

PORTIONS OF THE CORPORATE INCOME TAX:
1. Dividends Received Deduction - §243

a. Corporations allowed to deduct certain amount:

b. 70% deduction if Corp owns less than 20%

c. 80% deduction if Corp owns 20% or more

d. 100% deduction if Corp part of affiliated group

2. Capital Losses deductible only to extent of capital gains

a. 3-year carry-back; 5-year carry-forward

3. Taxable Year and Accounting Method
a. C Corp can adopt either a calendar year or fiscal year

b. P.S.C.'s must use calendar year, UNLESS they can show a business purpose for fiscal year (§444 allows PSC's to adopt a fiscal year with a deferral period less than 3 months)

4. §1561: Controlled Group of Corporations

a. §1563 Ownership Tests:

i. Parent/sub: 80% test (80% of vote; 80% of value)

ii. Brother/sister: If 5 or more people own 50% of voting stock OR 50% of value

5. §1504: Affiliated Group of Corporations

a. §1504(a)(2): 80% of voting power AND total value

RECOGNITION OF THE CORPORATE ENTITY:
1. Generally, the corporation is a separate legal & tax entity (Moline Property)

2. EXCEPT: Comm'r v. Bollinger (Person buys real estate w/ corporate agent to circumvent usury laws):

a. Corp was only a nominee/agent for partnership

FORMATION OF A CORPORATION:

GENERAL RULE WITHOUT §351:

1. Code §1001: Gain on sale of property

a. §1001(a): Gain = Amount realized – Adjusted Basis

b. §1012: Basis = Cost

c. §1001(b): Amount Realized = Money received + FMV of other property received

d. §1001(c): Recognition – entire amount of gain/loss shall be recognized, UNLESS an exception exists in the Code
INTRODUCTION TO §351:

1. §351(a): No gain or loss shall be recognized if property is transferred to a corporation by:

a. One or more persons

b. Solely in exchange for stock in such corporation, AND

c. Immediately after the exchange, such persons are in control
2. §368(c): Control for purposes of §351 is:

a. At least 80% of total combined voting power, AND

b. At least 80% of total no. of shares of all other classes of stock

i. Defined to mean that 80% of the number of shares of each of the other classes of stock

ii. Look out for a small class of non-voting preferred!
3. §1032: Corp does NOT recognize gain/loss on issue of its stock

4. §358(a)(1): Basis of Stock to Stockholder=
a. Transferred property basis (carry-over basis)

b. Less:  Money or FMV of other property received §358(a)(2)

c. Plus:  Any gain recognized by the transferor

5. §362(a): Corporation's Basis in Transferred Property=
a. Transferor's Basis (carry-over basis)
b. Plus:  Any gain recognized by the transferor
6. EXCEPT: §362(e)(2) Net Built-in Losses

a. If built-in losses exist on transfer, S/H basis is determined under §358(a)(1), BUT Corp's basis is limited to FMV at the time of transfer (only applies to NET built-in losses)(allocate reduction in bases according to respective losses immediately before the transfer); OR
b. §362(e)(2)(C): S/H & Corp may jointly elect to have reduction in stock basis instead
7. §351(d)(1): Exchange of Stock for Services:
a. Not treated as "transfer of property"; not okay under §351
b. Person not used in §368(c) control test either
c. EXCEPT: Rev. Rul. 77-37: If stock is issued for property and services, then it's okay (must be property w/ value of at least 10% of the FMV of the stock)
8. §351(g): Nonqualified Preferred Stock (treated as boot) (characteristics similar to debt)
9. §1223(1): Holding Period is carried-over IF: (Tacking Rule)

a. The basis in transferred property in any way determines the basis in the stock (some kind of carry-over basis), AND
b. Transferred property is a §1221 capital asset OR §1231 asset used in a trade or business
c. See §1223(9): Any property passing by a decedent under §1014 (even if held for one day) has LT capital treatment

TREATMENT OF BOOT:
1. §351(b):  Gain recognized to the extent of boot received (but NO LOSS)

2. Rev. Rul. 68-55:

a. Each asset transferred must be treated as separately exchanged and no netting (each asset gets portion of stock and boot)

b. Allocate gain amount AND character in proportion to FMV of each asset

c. Period is split among each share of stock (¼ LT, ¼ ST, ¼ Ord.)

3. §453 Installment Sale Treatment Available for Boot

a. Basis first allocated to §351 transaction, then §453 transaction

b. S/H basis is normal (§358(a)(1))

c. Corp's basis = "Rollercoaster basis" = Transferor's basis + gain recognized as it's received
ASSUMPTION OF LIABILITIES:
1. §357(a):  Assumption of liability is NOT boot for §351
2. HOWEVER, assumption of liability IS treated as "money received" for purposes of §358(a) and reduces basis of the stock
3. Two EXCEPTIONS to §357(a):

a. §357(b): Pure tax avoidance/not bona fide business purpose

i. Entire liability assumed is treated as money received

b. §357(c): Negative basis (assumption > adjusted basis)

i. Only excess is gain recognized (basically makes stock basis zero)

ii. HOWEVER, not triggered where payment of liability would give rise to a deduction (§357(c)(3))(look for situations where taxpayer transfers accounts payable)

4. Perachi v. Comm'r (Real estate w/ mortgage exceeding basis)

a. Taxpayer contributes an I.O.U. to keep §357 from being triggered

b. Court says I.O.U. is sufficient contribution of capital because company could go bankrupt and go after taxpayer for the note

SPECIAL PROBLEMS:
1. Incorporation of a Going Business

a. Hempt Bros. v. US - Transfer of A/R still receives §351 treatement (trumps the assignment of income doctrine)

b. Rev. Rul. 80-198:  Assets transferred, including A/R and A/P, qualify under §351 and transferee pays taxes on income for A/R collected and gets deduction for A/P paid

c. "Tax Benefit" Rule:  If the transferor deducted the cost of transferred property prior to the transfer, the earlier deduction must be effectively "cancelled out" by the recognition of income equal to the amount previously deducted
d. HOWEVER, the policy behind §351 (that you should be able to incorporate tax free) can trump the tax benefit rule

e. §446(b) and §482: Broad powers to reapportion income by IRS in cases of abuse
2. Contingent Liability Tax Shelters

a. Blocked by §358(h)

b. §358(h): Basis reduction if transferor's basis in the stock is greater than FMV, then transferor must reduce that basis by the amount o f "any liability" assumed by another person

3. Intentional Avoidance of §351
a. Consider situation where developer buys land and subdivides it (rather would sell appreciated land to another company to take the capital gain)

b. May be a forced §351 exchange if the debt looks like equity

COLLATERAL ISSUES:
1. Contributions to Capital

a. §118: Capital contributions are NOT included in Corp income

b. §362(a)(2): Corp's basis = Transferor's basis

c. Comm'r v. Fink
i. Dominant S/H that surrenders stock, but retains control, cannot take loss (basis is allocated to remaining shares)

ii. §83: Bargain sale of stock from S/H to Corp - bargain portion is treated as a capital contribution

CAPITAL STRUCTURE OF A CORPORATION:

DEBT VS. EQUITY:
1. Important Consideration:  Whether debt is repaid on time

2. §385: Debt/Equity Determination

a. Authorizes Treasury to promulgate such regulations as may be necessary or appropriate to determine whether an interest in a Corp is equity or debt
b. Five Factors:
i. Form - written note? fixed interest?

ii. Subordination - may be the smoking gun

iii. Debt/equity Ratio - is it thinly capitalized?  would outside creditor make this loan?

iv. Convertibility into Stock - seems like equity

v. Proportionality - is it held in same proportion as the stock?

c. §163(l): Disqualified Debt Instruments

i. For debt payable in stock
ii. Look to stock conversion rights or debt repayment tied to stock price

d. §385(c): Obligation of Consistency
i. Issuer's characterization as debt or equity at the time of the issuance is binding on the taxpayer

ii. However, not binding on the IRS

e. §385 Bifurcation

i. May be considered part equity, part debt

ii. Look for "equity kickers" - provisions in debt instrument that provide equity interest in certain circumstances

CHARACTER OF GAIN OR LOSS:
1. Worthless Securities:

a. Treated as a capital loss on the last day of tax year
b. However, you must actually sell the stock (just sell for $1)

2. Business Bad Debts - ordinary loss under §162

3. Nonbusiness Bad Debts - ST capital loss under §166(a),(d)

a. S/H loans are almost always nonbusiness bad debts

4. §1045 Deferral: By rolling over qualified small business stock within 60 days

5. §1244 Stock:

a. Ordinary loss, up to $50,000 ($100,000 married filing jointly)

b. Only for original issue stock (not secondary purchases)

c. Must be issued for money or property (not services)

d. Less than $1 million in capital contribution

e. Over the last 5 years, more than 50% of gross receipts must be from non-passive activities

6. §1244 Example: A,B,&C own P-Ship; Want to make Corp

a. Method #1:  P-ship contributes its net assets to Corp; P-ship gets stock and distributes stock to A,B,&C (not §1244 because not originally issued to A,B,&C)
b. Method #2:  P-ship liquidates to A,B,&C, who then contribute assets to Corp (okay for §1244)

c. Method #3:  A,B,&C contribute P-ship interests to Corp; P-ship ceases to exist (okay for §1244)

NONLIQUIDATING DISTRIBUTIONS:
INTRODUCTION:
1. Dividends
a. §316 (Definition): Any distribution of property made by a corporation to its shareholders:

i. Out of its earnings and profits accumulated after Feb. 28, 1913 (Accumulated E&P), OR
ii. 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 distributions made during the taxable year) without regard to the amount of E&P at the time the distribution was made (Current E&P)

b. Irrebuttable Presumptions:

i. Every distribution is deemed to be made out of E&P to the extent that they exist, AND

ii. Distributions are deemed to be made out of the most recently accumulated E&P

2. Qualified Dividends - §1(h)(11)

a. Currently, maximum rate of 15%

b. Must be received from a domestic corporation or a foreign corporation that meets certain criteria

c. Stock must be held for more than 60 days in the 121-day period starting 60 days before the stock's ex-dividend date

EARNINGS AND PROFITS (E&P):
1. Measures the financial ability of the company to pay dividends

2. "If ever, when; if never, now":

a. If an item will ever enter taxable income, maybe later, then you include in E&P when it enters taxable income

b. If an item will never enter taxable income, such as F.I.T., then you include in E&P now.

3. Calculating E&P:

a. Start with taxable income

b. Add back: Non-taxable income (govt. bonds, life ins proceeds)

c. Add back: Certain tax deductions (DRD, depletion)

d. Subtract: Nondeductible expenses (taxes paid, losses in excess of capital gains)
e. Make timing adjustments (§312 depreciation change)

DISTRIBUTIONS OF CASH:
1. §301(c)
	Account
	Taxation

	E&P (Current first)
	Dividend

	Stock Basis
	Return of Capital; Reduces stock basis

	Excess
	Gain from sale of stock

	Current E&P
	Accum. E&P
	Treatment

	+
	+
	Current pro-rata, then accum. chronologically

	+
	-
	Current, then stock basis

	-
	+
	Current loss prorated to date of dist.

	
	
	  (matters when dist is made)

	-
	-
	Stock basis, then capital gains


DISTRIBUTIONS OF PROPERTY:
1. Property includes everything except obligation of distributing corp.

2. Corporate Gain or Loss:

a. §311(b): Recognize gain (NOT loss) in corp. to extent of FMV over adjusted basis for nonliquidating distributions of appreciated property

b. EXCEPT: (General Utilities Doctrine) §311(a)(2) still applies to disallow recognition of losses

3. Effect on Corporate E&P:
a. §312(a) General Rule: Reduce E&P by adjusted basis for nonappreciated property

b. §312(b) Appreciated Property: If you have no E&P, then you create it by the appreciation; therefore, it's better than general rule, where there is no E&P to reduce

i. Gain increases E&P (appreciation)

ii. FMV of distributed property reduces E&P

iii. Treated as if selling property and distributing proceeds

4. Effect on Shareholders:

a. §301(b): Amt of dist. of property = FMV of property - liabilities assumed

5. Distribution of a Corp's Own Obligations

a. §301(b): Amt of dist. = FMV

b. §301(d): Shareholder's basis = FMV

c. §312(a)(2): E&P reduced by principal amount of obligation or issue price, if OID

6. Distributions of Property Subject to Liabilities

a. Treas. Reg. §1.312-3: Amt of any reduction in E&P shall be reduced by amt of liability and increased by amount of gain under §311

CONSTRUCTIVE DISTRIBUTIONS:
1. Look out for expenses that could be disguised or constructive dividends, such as:

a. Excessive compensation to shareholders or relatives

b. Expenses paid for personal benefit of shareholders

c. Excessive rent

d. Excessive interest on shareholder debt

e. Bargain sales of corporate property to shareholders

f. Interest free loans

2. Rev. Rul. 69-630:

a. Bargain sales between commonly controlled entities

b. §482 authority to reapportion income as distribution to one corporation and capital contribution by other

ANTI-AVOIDANCE LIMITATIONS ON THE DIVIDENDS RECEIVED DEDUCTION:
1. §243: Dividends received deduction

2. §1059 Basis Reduction for "Extraordinary Dividends" for Non-taxed Portion

a. "Extraordinary" if more than 5% of S/H basis in preferred stock or 10% of S/H basis in other stock

b. Non-taxed Portion = Total Dividend - Taxable Portion (non-DRD portion)

3. §1059(e)(1): AUTOMATIC Extraordinary Dividend:

a. Part of a partial liquidation, OR

b. Non-pro-rate as to all shareholders

USE OF DIVIDENDS IN BOOTSTRAP SALES:

1. Waterman Steamship:
a. Corp received offer for all stock of its two subsidiaries for $3.5 million
b. Since it had a $700,000 basis in stock, it would've had substantial gain on sale
c. Instead, it said to pay $700,000 for stock and had subsidiaries distribute $2,8 in cash to parent (to get DRD)
d. Supreme Court said no because it was essentially one transaction; a sham
2. TSN Liquidating:
a. Similar facts, except TSN had the subsidiary distribute assets in kind, then sold
b. TSN held on to the assets afterwards
3. How to Make a Good Bootstrap with DRD:
a. Make sure there is a good business reason - usually that the assets were unwanted by the buyer
b. Parent should try to hold onto the assets after the in-kind distribution
c. Taxpayer must take into account the basis reduction in subsidiary stock, and the potential gain if considered a §1059 extraordinary dividend
REDEMPTIONS AND PARTIAL LIQUIDATIONS:
INTRODUCTION:
1. §302(a) General Rule: Redemption is treated as an exchange if the four tests of §302(b) are met; Otherwise, §302(d) says that §301 applies (dividend treatment)

2. Difference between exchange and dividend treatment:

a. If a sale, basis is included in gain calculation

b. If a dividend, basis is allocated to rest of stock

c. Also, dividends don't allow you to offset capital losses!!

3. §302(b) Tests for Redemptions:
a. §302(b)(1): "Not substantially equal to a dividend"

b. §302(b)(2): Substantially disproportionate

c. §302(b)(3): Complete termination of shareholder interest

d. §302(b)(4): Redemption from non-corporate S/H in partial liquidation

CONSTRUCTIVE OWNERSHIP OF STOCK:
1. §302(c)(1): For purposes of §302(b) tests, ownership of stock is determined by §318 attribution rules

2. §318 Attribution Rules:

a. Family Attribution (§318(a)(1)): Individual is considered as owning stock owned, directly OR indirectly, by his spouse, children, grandchildren, & parents
b. Entity to Beneficiary Attribution (§318(a)(2)):

i. Stock owned by or for a partnership, trust, or estate is considered as owned by the partners or beneficiaries in proportion to their interests

ii. Stock owned by a grantor trust is considered owned by the grantor

iii. Stock owned by a corporation is considered owned proportionately (in stock value) by a shareholder who owns, directly or through the attribution rules, 50% or more of the corporation's stock

c. Beneficiary to Entity Attribution (§318(a)(3)):

i. ALL stock owned by partners or beneficiaries is considered owned by the partnership or estate

ii. ALL stock owned by 50% or more shareholder in a corporation is attributed to the corporation

iii. Not proportionate, like entity to beneficiary

d. Option Attribution (§318(a)(4)):

i. Person holding option to acquire stock owns the stock

3. §318(a)(5) generally allows "chain attribution", EXCEPT:
a. No double family attribution

b. No "sidewise" attribution (i.e. stock attributed to an entity by a partner may not be reattributed from the entity to another partner)

REDEMPTIONS TESTED AT THE S/H LEVEL:
1. §302(b)(2) Substantially Disproportionate Redemptions
a. Control Prong

i. Less than 50% of TOTAL voting power (overall)

b. Disproportionate Prong

i. Less than 80% of voting stock owned immediately before
ii. Less than 80% of common stock owned immediately before
[image: image1.jpg]Voting Shares Owned After Voting Shares Owned Before

Total Voting Outstanding After  ~ 8070 of Total Voting Outstanding Before




iii. §302(b)(2)(D) Plan or Series of Transactions
1. All treated as one transaction for §302(b)(2)

2. Rev. Rul. 85-14: A §302(b)(2)(D) plan includes a design by a single S/H to yield and regain control; No express agreement necessary; Causal link required

2. §302(b)(3) Complete Termination of S/H Interest:

a. Look out for family attribution rules!!

b. §302(c)(2)(A) Waiver of Family Attribution applies only if:

i. Immediately after distribution, the distributee has no interest in the corporation (including as an officer, director, or employee), other than as a creditor (lookout for long notes!)

ii. Distributee does not acquire any such interest within 10 years (other than by inheritance), AND
iii. Distributee files an agreement with the IRS to notify them of any subsequent interest obtained

c. §302(c)(2)(B) No Waiver if:

i. Ten-Year Look-back Rules: if any portion of the redeemed stock was acquired, directly or indirectly, within the last 10 years from a person attributable under §318 (related person)

ii. Any person owns (at distribution) stock attributable to distributee under §318 and such person acquired such stock within the last 10 years, UNLESS such stock is also redeemed in the transaction

iii. HOWEVER, §302(c)(2)(B) does not apply if one of the principle purposes is NOT avoidance of federal income tax

iv. Purpose can be gift or estate tax related

d. Lynch v. Comm'r: Post-redemption services are retained interests under §302(c)(2)(A)

e. IRS will NOT rule on: (Rev. Rul. 2008-3)

i. Redemption of stock for notes > 15 years

ii. Stock held in escrow as security for payment on corporate notes given in exchange for stock redemption

f. Rev. Rul. 77-467: Okay to continue to lease to corporation

3. §302(b)(1)"Not Essentially Equivalent to Dividend":
a. US v. Davis (increased capital for loan by buying preferred shares)

i. For §302(b)(1) to apply, there must be a "meaningful reduction of shareholder's proportionate interest"

ii. Business purpose does NOT matter

iii. Attribution rules of §318 apply to all of §302

iv. When the sole shareholder partially redeems, it is always "essentially equivalent to a dividend"

b. Rev. Rul. 85-106: Three Elements of Shareholder Interests:

i. Right to vote/control
ii. Right to participate in earnings/dividends
iii. Right to share in net assets in liquidation
iv. Reduction in voting power is the key element

c. Potential Control Group Participation
i. May not be a "meaningful reduction" if shareholder can act in concert with another to have majority

d. Family Discord Analysis:

i. Apply the attribution rules

ii. Is there a reduction in proportionate interest?

iii. Was the reduction "meaningful"? <--This is where you consider the family discord

REDEMPTIONS TESTED AT CORPORATE LEVEL:
1. §302(b)(4): Exchange treatment for redemption of stock if made to a noncorporate shareholder as a partial liquidation
2. §302(e)(1) Partial Liquidation:

a. Pursuant to a plan
b. Occurs in the tax year of adoption OR succeeding tax year

c. "Not essentially equivalent to a dividend"

i. Focus is on the corporation
ii. Any transaction that results in a genuine contraction of the corporation's business (ex: building fire stops work)

3. §302(e)(2) Partial Liquidation Safe Harbor:

a. Distribution consists of assets of a qualified trade or business OR attributable to termination of a qualified trade or business, AND

b. Immediately after, corporation continues another trade or business

c. Qualified Trade or Business:  Actively conducts (not passively) business for at least 5 years

4. Rev. Rul. 79-184: Liquidation of Divisions, NOT Subsidiaries
a. Parent can't partially liquidate a subsidiary; can only partially liquidate the parent's divisions

b. Parent corp.'s sale of subsidiary stock and distribution to parent's shareholders is NOT a valid partial liquidation

CONSEQUENCES TO THE DISTRIBUTING CORP:
1. Distributions of Appreciated Property in Redemption

a. §311(b): Corp always recognizes gain, but NO LOSS

2. Effects on Earnings

a. §312(n)(7): Distribution in Redemption Charged to E&P = Pro-rata portion of E&P attributable to redeemed stock

b. E&P never reduced more than the amount of redemption

3. Stock Acquisition Expenses

a. §162(k)(1): All stock reacquisition costs are capital expenditures and should be capitalized

b. EXCEPT:

i. Interest deductions allowable under §163

ii. Deductions for loan fees amortized over term of loan

REDEMPTION PLANNING TECHNIQUES:
1. Bootstrap Acquisitions
a. Selling part of the stock for cash and shortly after redeeming the rest of the stock

b. Rev. Rul. 75-447 (Zenz v. Quinlivan):

i. As long as transaction is part of a substantially disproportionate redemption, the transactions are integrated and treated as an exchange, rather than a dividend

ii. Also works for complete termination of interest

iii. Order doesn't matter (dividend/redemption or purchase)

2. Buy-Sell Agreements
a. Constructive Dividend Issues

i. Can be a problem when there is a redemption by a corporation of a retiring shareholder's stock where the remaining shareholder has entered into a contract to purchase such stock

ii. Rev. Rul. 69-608: If continuing S/H assigns a stock repurchase agreement to the corporation:

1. And continuing shareholder has no primary and unconditional obligation to purchase such stock, then NO constructive dividend
2. And continuing shareholder does have a primary and unconditional obligation to purchase such stock, then it IS a constructive dividend
iii. Key point is that there must be a primary (not secondary) AND unconditional obligation to purchase the stock

iv. Example: Can have the corporation agree to redeem stock upon death with the other shareholder guaranteeing; okay because continuing shareholder is only secondarily liable under the guarantee

3. Charitable Contributions and Redemption:

a. Groves v. Comm'r (Contributed corp. stock to charity; Charity redeemed stock for cash)

i. Valid because Grove's gift of stock was irrevocable

ii. Grove gets tax deduction for charitable contribution AND a tax-free reduction of E&P

b. Rev. Rul. 78-197: A charitable contribution of stock followed by a redemption of that stock from the charity is treated as a dividend to the donor ONLY IF the donee is legally bound or can be compelled by the corporation to surrender the shares for redemption

4. Redemptions through Related Corporations:

a. §304 requires shareholder sales to controlled corporations to satisfy the tests of §302(b)

b. §304(a)(1): For purposes of §302 & §303, if:

i. One or more persons are in control (50% of total combined voting power of all classes entitled to vote OR 50% of the total value of shares of all classes of stock) of each of two corporations, AND

ii. In return for property, one of the corporation acquires stock in the other corporation from the control person, THEN such property shall be treated as a distribution in redemption of the stock of the corporation acquiring such stock

c. §304(a)(2) if:

i. In return for property, one of the corporations acquires from a shareholder of another corporation stock in such other corporation, AND

ii. The issuing corporation controls the acquiring corporation, THEN such property shall be a distribution in redemption of the stock of the issuing corporation

d. §304(b): Use the stock of the issuing corporation to use the tests of §302(b)

e. REMEMBER: Attribution rules apply to these transactions; so in parent/sub relationship, there may be attribution issues

f. §304 takes precedence over §351

g. §304(c) Control Provision

5. Redemptions to Pay Death Taxes:

a. §303: Exchange treatment for redemptions up to the amount of federal/state death taxes and funeral/administrative expenses
b. HOWEVER, value of stock must be included in gross estate

c. §303(b)(2): Must be a substantial portion of the estate

i. Stock value must be greater than 35% of estate (after deductions for taxes, estate liabilities, & funeral exp), OR

ii. Aggregated stock value must be greater than 35% of estate AND more than 20% of outstanding corporation's stock is included in gross estate

d. §303(b)(1)(A): Must be made within 90 days after 3-year assessment period for federal estate taxes

e. Most commonly used by decedent's estate

STOCK DIVIDENDS AND §306 STOCK:
§305 STOCK DIVIDENDS GENERALLY:
1. §305(a): Generally, gross income does NOT include a distribution of stock by a corporation to its shareholders with respect to its stock (a stock dividend)

a. Eisner v. Macomber: Treated taxation of stock dividends as unconstitutional under the 16th Amendment

b. Subject to Exceptions in §305(b): (Treated as §301 Dist.)

i. If shareholder has a choice between stock or property
ii. Disproportionate distributions

iii. Receipt of common stock by some, preferred by others

iv. Distributions on preferred, unless made solely to account for stock splits

v. Distributions of convertible preferred

c. §307 requires that non-taxable stock dividends create an allocation of old stock basis to old & new stock

§306 STOCK:
1. The Preferred Stock Bailout
a. Chamberlin v. Comm'r (Stock dividend followed by cash sale)

i. Old case that allowed the preferred stock bailout (no good)

2. The Operation of §306
a. §306 Stock Defined:

i. §306(c)(1)(A): Stock (other than common on common) which is non-taxable by reason of §305(a) (stock dividends)

ii. §306(c)(1)(B): Received in a corporate reorganization or separation

iii. §306(c)(1)(C): Stock having a transferred or substituted basis

1. Gifts of stock may trigger §306
2. Death of stockholder does NOT trigger §306 (cures the §306 taint)

iv. §306(c)(2): EXCEPTION where there is no E&P

b. §306(a) Tax Treatment:

i. For a sale of stock, amount realized is treated as dividend income to the extent of the stock's ratable share of E&P at the time of the distribution of the preferred stock (what would've been treated as a dividend if cash was given instead of stock)

ii. For a redemption, amount realized is treated as a §301 distribution, taxable to the extent of E&P as a dividend

c. §306(b) Exemptions: Ordinary/dividend income shall not apply to the following:

i. §306(b)(1): Nonredemption distributions if the shareholder completely terminates interest in corporation & doesn't dispose to a related person

ii. §306(b)(1)(B): Transactions that fall under §302(b)(3) or (4)

iii. Other exemptions: Not pursuant to a plan having tax avoidance as one of its principal purposes

iv. Dispositions that are treated as nonrecognition transactions, such as §351 transactions

COMPLETE LIQUIDATIONS:
INTRODUCTION:
1. "Liquidation" exists, for tax purposes, when the corporation ceases to be a going-concern, and its activities are merely for the purposes of winding up its affairs, paying its debts, and distributing any balance to the shareholders

2. Legal dissolution under state law doesn't matter

3. Corp can retain a nominal amount of assets to pay claims or preserve legal existence

COMPLETE LIQUIDATIONS UNDER §331:

1. Consequences to Shareholders
a. §331(a): Amounts received by a shareholder in complete liquidation are treated as full payment in exchange for stock

b. Gain = Money & FMV of property (net of liabilities assumed) - adjusted basis of the stock

c. §334(a): Shareholder's basis in distributed property = FMV

d. NOT aggregated; must compute sale of each block separately

e. §346(a): includes a series of distributions pursuant to a plan
2. Consequences to the Liquidating Corporation
a. Comm'r v. Court Holding Co. (Corp owned a single asset; tried to sell; liquidated instead, then sold)

i. Must look to who, in substance, made the sale (corporation or its shareholders)

ii. Can't use another as a conduit to pass title

b. US v. Cumberland Public Service (same facts as above)

i. Proper liquidation, followed by a shareholder sale of stock, is okay, no matter what the reasoning is behind it

c. Liquidating Distributions and Sales
i. §336(a) General Rule: Liquidating corp. must recognize gain or loss on the distribution of property in complete liquidation as if the property was sold to distributee at its FMV

ii. §336(b) Distributions Involving Liabilities:
1. Amount realized on sale shall not be less than liabilities assumed

iii. Major difference from §311 non-liquidating distributions is that §336(a) allows losses and does not trigger §267

iv. EXCEPTIONS to §336(a) Treatment (LOSS LIMITS):

1. §336(d)(1) Distributions to related persons IF (no loss is allowed here)(related person = §267 and 50% shareholder in corporation):

a. Not pro-rata, OR

b. Acquired by Corp in §351 or contribution of capital within the last 5 years

2. §336(d)(2): Losses with tax avoidance purpose (limits deductible loss to amount of loss accrued after acquisition)

3. In cases of overlap, §336(d)(1) applies and NO LOSS is allowed

LIQUIDATION OF A SUBSIDIARY:
1. Consequences to the Shareholders
a. §332: Parent corporation recognizes no gain or loss on complete liquidation of an 80% or more subsidiary IF:

i. §332(b)(1) Control Requirement:

1. Parent must own at least 80% of total voting power, AND 80% of total value of all outstanding stock from date of plan adoption until final distribution
ii. §332(b)(2) Timing Requirement:

1. "One Shot" - all assets distributed within one tax year (even if not the year of plan adoption), OR

2. Within 3 years of the close of the tax year of the first distribution
b. §334(b)(1): Parent takes a transferred basis
c. §381(a)(1): Parent inherits E&P of subsidiary

d. Minority Shareholders: Nonrecognition is NOT available; must look to normal complete liquidation under §331

2. Consequences to Liquidating Subsidiary
a. §337: Liquidating subsidiary does not recognize gain or loss on distributing to its parent in complete liquidation to which §332 applies

b. Distributions to Minority Shareholders:

i. Same as complete termination

ii. §334(a): Basis = FMV

iii. HOWEVER, §336(d)(3): NO LOSS shall be recognized by a subsidiary on a distribution of property to minority shareholders in a §332 liquidation 
TAXABLE CORPORATE ACQUISITIONS:
ASSET ACQUISITIONS:
1. Methods of Acquiring Assets

a. Liquidation of T followed by a shareholder sale of T assets

b. Sale of T assets followed by a liquidation

c. Sale of T assets NOT followed by a liquidation (trying to get a stepped-up basis under §1014)

i. Use when shareholder has a low basis in stock and high basis in corporate assets

ii. May be considered a personal holding company

d. Conversion to an S corporation

2. Allocation of Purchase Price
a. §1060: Forces both buyer and seller, in an asset acquisition which constitutes a trade or business in the hands of the buyer or seller, to use the residual method of valuation
i. Written agreement governing allocation is binding on both parties
ii. Unless agreement is unenforceable due to mistake, undue influence, fraud, or duress

iii. Reporting requirement to the IRS (Form 8594)

b. §197 Intangible Amortization: All purchased intangibles (goodwill, covenants not to compete) are amortizable over 15 years

i. Buyer's indifferent to classification because of amortization

ii. However, it's very important to seller because goodwill is usually capital in nature, whereas covenant not to compete is ordinary in character

c. Treas. Reg. §1.338-6: Classes of Acquisition Date Assets (allocate in order, up to FMV of each class)

i. Class I: Cash and general deposits

ii. Class II: Actively traded personal property (marketable securities) and C.D.'s

iii. Class III: A/R, debt instruments

iv. Class IV: Inventory

v. Class V: Everything except Class VI & VII (most tangible property)

vi. Class VI: All §197 intangibles, except goodwill or going-concern value

vii. Class VII: Goodwill and going-concern value

STOCK ACQUISITIONS:
1. Operation of §338

a. §338: If a purchasing corp. purchases 80% or more of the stock of the target corp. within 12 months, it may elect to treat the target as having sold assets at FMV

b. Election can only be made by the purchasing corporation

c. Doesn't affect the seller because they don't own the target corporation anymore

d. New target company carries the assets at FMV and loses old tax characteristics (similar to regular asset purchase)

e. Election must be made by the 15th day of the 9th month after the month of the acquisition
2. Acquisition of Stock of a Subsidiary
a. §338(h)(10) Election:

i. Must have consent by both buyer & seller because taxes fall on buyer

ii. Permits parties to ignore seller's sale of stock of target corporation and treat the transaction as if it were a sale of target's assets

iii. Parent can sell the stock of a subsidiary and treat it as sale of subsidiary's assets

iv. Often used where target corporation is an S corporation

ACQUISITIVE REORGANIZATIONS:
INTRODUCTION:
1. Overview of Reorganizations:
a. Acquisitive Reorganizations - transactions in which one corporation acquires the assets or stock of another corporation

b. Divisive Reorganizations - Division of a single corp. into two or more separate entities and which often are preceded by a D reorganization

c. Nonacquisitive, Nondivisive Reorganizations
2. Principal Judicial Doctrines:

a. Continuity of Shareholder Proprietary Interest

b. Continuity of Business Enterprise

c. Business Purpose

TYPES OF ACQUISITIVE REORGANIZATIONS:
1. Type A: Statutory Mergers and Consolidations

a. Pursuant to a state/local law

b. Must be acquisitive (LOOK OUT!!) - Can be a statutory merger in Texas that is NOT acquisitive

c. Mergers involving disregarded entities:

i. Merger of target corp. into LLC with corporate owner is okay

ii. However, merger of LLC with corporate owner into another corporation is NOT okay

1. In this situation, you're not necessarily merging all of the corporate owner into acquiring corporation; therefore, it can't be a merger because in a merger, the merging corporation must cease to exist

2. HOWEVER, could work if the LLC checks the box as corp

d. Continuity of Interest
i. Rev. Rul. 66-224:

1. Evaluate the overall continuity, not for any single S/H

2. Stock (all classes) will satisfy; no other consideration will

3. Greater than 40% will probably be okay

4. Percentage = Equity Consideration (Stock) / Total Consideration

5. However, taxpayers may have boot if cash or other non-stock consideration is received

ii. Measuring Date: The last business date before the first date that the contract is a binding contract, if there is fixed consideration (keeps market fluctuations from hurting the reorganization)

iii. Nonqualified preferred stock is still treated as stock for §368

iv. "Remote Continuity": Continuity is NOT broken by a transfer or successive transfer of the acquired T stock or assets to subsidiaries, provided that transferor continues to control each transferee

e. Continuity by Historical Target Shareholders
i. J.E. Seagram Corp. v. Comm'r (Seagram acquired 32% of Conoco for cash; DuPont acquired 46% for cash; Seagram later acquired DuPont's share and rest of stock for stock)

1. Can't be related or acting in concert with historical target shareholders

ii. Treas. Reg. §1.368-1(e)(1)(i): Mere disposition of T stock prior to a reorganization to buyers unrelated to T or P will be disregarded in applying the Cont. of Interest doctrine

f. Post-Acquisition Continuity
i. Treas. Reg. §1.368-1(e)(1)(i)-1(e)(6): Subsequent dispositions of the stock will be disregarded, even if pursuant to a preexisting binding contract!

ii. Rev. Rul. 99-58: Open market repurchase of shares after merger does NOT violate continuity of interest

g. Continuity of Business Enterprise
i. Purchasing corporation must either:

1. Continue T's historic business, OR

2. Use a significant portion of T's historic assets in a business

h. "Net Value" Requirement: FMV of assets must be greater than liabilities assumed & boot

2. Type B: Acquisitions of Stock Solely for Voting Stock
a. NO BOOT IN A B!!!!  Any boot disqualifies!!!

i. If you have to have boot, look instead to triangular mergers

b. §368(a)(1)(B) Requirements (Type B Reorganization)

i. Must be made solely for VOTING stock, AND

ii. Acquiring corp. must have control immediately after

1. 80% of voting stock & 80% of all other classes (§368(c))

c. Chapman v. Comm'r (Purchase of a portion for cash, followed by a merger)

i. Transactions considered "part of" acquisition will possibly create taxable treatment

ii. "Solely for" VOTING stock requirement is mandatory; Can't receive ANY other consideration!

iii. Cash purchases that are considered "part of" a stock-for-stock exchange violate the Type B Reorganization

iv. Passage of control doesn't matter; Only having control matters

d. Rev. Rul. 67-274:

i. Exchange of voting stock followed by a liquidation is considered a single transaction - an asset acquisition - and violates §368(a)(1)(B)

ii. HOWEVER, it may still be a valid Type C Reorganization

e. There is NO PROBLEM with a Type B Reorganization followed by a redemption!! (only a liquidation is disallowed)
f. Rev. Rul. 55-440:

i. For purposes of §368(c), preferred stock that is called, but not yet presented, is disregarded

ii. At the point of calling, preferred S/H's had no rights left, only rights as creditors

g. Forced "B" Reorganization
h. "Solely for" Voting Stock Requirement:
i. No boot in a B!!

ii. Voting Stock - must be an unconditional right to vote on regular corporate decisions and not just extraordinary decisions (i.e. mergers & acquisitions)

iii. Class of stock transferred is irrelevant

iv. Warrants are NOT okay

v. Cash in lieu of fractional interests is okay

vi. Payment of legal/accounting fees for shareholders is NOT okay

i. Buying Out Dissenting Shareholders:

i. Using a redemption to buy out dissenting shareholders is okay

j. Creeping Acquisitions:

i. Okay if earlier acquisitions are "old & cold" (5 years +)

3. Type C: Acquisitions of Assets for Voting Stock
a. Practical mergers

b. §368(a)(1)(C): Target must transfer "substantially all" of its properties solely in exchange for voting stock

c. §368(a)(2)(G): Target MUST liquidate its P stock received, unless permission is obtained from the Treasury Secretary

d. "Solely for stock" exceptions:

i. Assumption of liabilities is NOT boot

ii. "Boot Relaxation" Rule allows corporation to have up to 20% boot, but for this test, assumed liabilities ARE BOOT

e. Combinations of assumed liabilities and boot are bad

f. "Substantially all" = 90% of FMV of net assets AND 70% of FMV of gross assets

g. May trigger sales tax or real estate transfer tax

h. Creeping acquisitions are okay; Treas. Reg. §1.368-2(d)(4)(i)

4. Triangular Reorganizations
a. §368(a)(2)(C): Otherwise qualifying reorganization won't lose tax-free status merely because corporation "drops down" acquired assets to a subsidiary
b. Forward Triangular Mergers - §368(a)(2)(D)
i. In a statutory merger, S can acquire T, using P's stock, if:

1. S acquires "substantially all" of T's properties;

2. No stock of S is used; AND

3. Transaction would've been okay for Type A Reorganization if T merged with P (Continuity of interest: > 50% stock; voting or non-voting)

c. Reverse Triangular Mergers - §368(a)(2)(E)
i. Used where getting rid of T is not feasible (franchise rights, favorable loans, etc.)

ii. Requires that:

1. T holds "substantially all" of properties held by T and S

2. Former T shareholders exchange stock constituting control (under §368(c)) for P VOTING stock (passage of control matters here!)

iii. There can be boot here; Only 80% stock is required because of boot relaxation rule

iv. Can use S stock as consideration (unlike forward t. merger)

TREATMENT OF THE PARTIES TO AN ACQUISITIVE REORGANIZATION:
1. Consequences to Shareholder and Security Holders

a. Recognition of Gain or Loss

i. §354(a): No gain or loss to target shareholders when they receive only stock or securities of the acquiring corporation

ii. §356(a):  Gain is only recognized to the extent of money and FMV of any other boot received

b. Characterization of Gain
i. §356(a)(1): Unless §356(a)(2) applies, gain from boot will be capital gain

ii. §356(a)(2): Any recognized gain is treated as a dividend to the target shareholder if the exchange "has the effect of a distribution of dividends"

iii. Analyze by seeing if the transaction fits §302(b) tests (maybe substantially disproportionate) (Comm'r v. Clark):

1. Each T shareholder is treated as receiving only P stock (instead of stock and boot)

2. Then P is treated as having distributed boot to T's shareholder in a redemption of the portion of P stock not actually received by T shareholders (the cash portion)
3. Example in Clark: Clark turned down an offer for 425,000 shares in P in exchange for all of his shares in T; instead, he took 300,000 shares of P and $3 million in stock; Court viewed the transaction as receiving the full 425,000 shares of stock, then having P redeem 125,000 of them and using that redemption to test for §302

c. Basis and Holding Period
i. §358: Carry-over basis

ii. §1223(1): Tacking allowed

2. Consequences to the Corporation
a. §361(a): Corporate party to a reorganization shall recognize no gain or loss when it exchanges, in pursuance of a plan of reorganization, property in return for stock or securities of another corporate party to the transaction

b. §1032: Corporation shall recognize no gain or loss on the receipt of cash or other property for its stock

CORPORATE DIVISIONS:
TYPES OF CORPORATE DIVISIONS:
1. Spin-off
a. Resembles a dividend
b. Distribution of property (stock) to shareholders without any surrender of stock

c. A & B own both D and spin-off

2. Split-off
a. Resembles a redemption
b. Shareholder surrenders stock of D

c. A owns D; B owns split-off

3. Split-up
a. Resembles a complete liquidation
b. D distributes all of its assets and dissolves

c. A & B own Split-off 1 & Split-off 2

4. Initial transfer of assets by D to its new subsidiary will constitute a divisive Type D reorganization; therefore §361(a) will apply

5. Gregory v. Helvering
a. Reorganization must have a business purpose
b. Although she complied with statute and took capital gains, the substance of the transaction was a dividend

c. Fails the device test of §355

d. By in large, this has been codified in §355

6. Overview of §355
a. A corporate division will qualify as tax-free to the shareholders and the distributing corp. if it satisfies the following:
i. Distributing corp must distribute solely stock of a corp which it controls (under §368(c)) immediately before the distribution
ii. Distribution of ALL stock or securities
iii. Active trade or business that has been conducted for the last 5 years (can't have been acquired in the last 5 years in a taxable transaction; non-taxable transaction okay)
iv. Not a "device" for distribution of E&P to corporation
v. Judicial Limitations (similar to §302(b)(4) partial liquidation):
1. Independent corporate business purpose
2. Continuity of interest
3. Continuity of business enterprise
b. Does NOT have to be part of a Type D reorganization (§355(a)(2)(C))
i. Type D Reorganization requires a transfer of assets pursuant to a plan
ii. Existing subsidiaries don't make this transfer pursuant to a plan
iii. Nevertheless, existing subsidiaries can work for §355
THE ACTIVE TRADE OR BUSINESS REQUIREMENT:
1. Lockwood's Estate v. Comm'r: (Spun-off part of potato business in Maine)

a. Critical Question: Are two or more new businesses carrying on the same work as the prior single business (if so, then OK)

2. Rev. Rul. 2003-38 ("Bricks-to-sticks" ruling)

a. Expansion to an online business from an existing business is an "expansion" of that business under §355 and not an acquisition of a new business

b. SMOAKE Test:

i. Same Manufacturing

ii. Same Operating Activity

iii. Same Know-how

iv. Same Experience

3. Rev. Rul. 2007-42 (Corp owns membership interest in LLC)

a. Corporate member of an LLC is said to meet the active trade or business requirement when it owns a significant interest and the LLC actively conducts trade or business

b. "Significant interest" = 1/3 or greater interest

4. Real Estate
a. "Active" conduct does NOT include holding real estate for investment

b. Only qualifies if the owner performs "significant services with respect to the operation and management of the property"
c. IMPORTANT:  Even if "active trade or business" requirement is met, look to the "device" test!!!!
5. §355(b)(3) Separate Affiliated Group (SAG)
a. All members of a corp.'s affiliated group are treated as one for the active trade or business requirement
b. Meets test if any lower-tier affiliate is engaged in T or B
6. Both vertical AND horizontal expansions are okay
JUDICIAL AND STATUTORY LIMITATIONS:
1. Business Purpose
a. Used as evidence of whether transaction was a "device"
b. Treas. Reg. §1.355-2(b)(2): Business purpose is a "real and substantial non Federal income tax purpose germane to the business of the distributing corp., the controlled corp., or affiliated group to which distributing corp. belongs"
c. Pure shareholder purpose, such as estate planning, is not good enough
d. As long as it has a valid purpose, a later failure to perform is okay
2. Continuity of Interest
a. One or more shareholders must emerge from the transaction (in the aggregate) with at least 50% equity interest in each of the corporations that conduct the enterprise afterwards
b. Only historic shareholders counted
c. Look for situation where a new shareholder comes in during division!!
3. The "Device" Limitation
a. §355(a)(1)(B): Division may not be "used principally as a device for the distribution of the earnings and profits of the controlled corporation to the distributing corporation
b. Transactions ordinarily NOT a device:
i. Distributing and controlled corp's have no E&P
ii. Absent §355, it would qualify as redemption to pay death taxes
iii. Absent §355, distribution would qualify as an exchange redemption under §302(a)
c. Device Factors:
i. Pro-rate distributions (spin-offs)
ii. Subsequent sale or exchange of distributed stock
iii. Nature and use of the assets
d. Non-Device Factors:
i. Corporate business purpose
ii. Distributing corporation is publicly traded
iii. Distributed stock to a domestic corporation that could've claimed a dividends received deduction
TAX TREATMENT TO THE PARTIES TO A CORPORATE DIVISION:
1. Consequences to Shareholders and Security Holders
a. No Boot Received
i. If the requirements of §355 are met, shareholders of the distributing corporation generally do not recognize gain or loss on the distribution of stock of the controlled corporation
ii. §358(b),(c): The aggregate bases of the stock held by the stockholder is allocated among the stock of both the distributing and controlled corporations in proportion to their relative FMV's
iii. §1223(1): The holding period of the stock is tacked
b. Treatment of Boot
i. Gain recognized to the extent of boot received
ii. For spin-off, boot is §301 dividend treatment
iii. For split-off or split-up, §356(a)(1) requires shareholder to recognize any realized gain in the exchange
S CORPORATIONS:
ELIGIBILITY:
1. Eligibility is limited to a "small business corporation"

2. §1361(b) Small Business Corporation: A domestic corporation which is not an ineligible corporation (certain banks and insurance companies) AND which has:

a. No more than 100 shareholders
b. Only shareholders who are individuals, estates, and certain types of trusts
c. No nonresident alien shareholders, and

d. Not more than one class of stock
3. S Corporation may have subsidiaries
a. C Corp subsidiaries are generally allowed

b. Parent/sub (both S Corp's) are okay if sub is a Qualified Subchapter S Subsidiary (QSSS)
i. 100% owned domestic corporation, AND

ii. Would otherwise be eligible for S status if stock was held by shareholders of parent

4. Number of Shareholders
a. Husband and wife are considered one shareholder

b. All members of family are considered single shareholder

5. Eligible Shareholders
a. Charitable organizations under §501(c)(3) are okay

b. Decedent's and bankruptcy estates are okay

c. Certain trusts are permitted:

i. Voting trusts
ii. Grantor trusts - deemed owner is the grantor

iii. Qualified Subchapter S Trusts (QSST) - only one owner is permitted; taxes paid by a single beneficiary

iv. Former grantor trusts that continue as testamentary trusts, but only for the 2-year period following grantor's death

v. Electing Small Business Trusts (ESBT)

1. All beneficiaries must be individuals or estates who are eligible S shareholders

2. Beneficial interests must be acquired by gift or bequest (not purchase)

3. Trust must elect ESBT status

4. Each current beneficiary is treated as a shareholder for 100 shareholder test

5. Trust's pro-rata share of S corp. income is taxable to the trust at the highest individual margin rates (good for extremely wealthy that are taxed at the highest rate anyway)

6. Significance: Allows for more than one beneficiary, whereas QSST's do not

7. Allows for trustee discretion to sprinkle or spray benefits

vi. For QSST's, income beneficiary should only consent to elect S corporation status for the trust if there is an agreement to distribute current earnings for taxes (otherwise, S corporation doesn't have to make distributions)

vii. The ESBT has the advantage of having taxes paid by the trust
6. One-Class-of-Stock Requirement

a. Valid as long as all outstanding shares confer identical rights to distributions and liquidation proceeds

b. Voting rights are disregarded

c. §1361(c)(5) Straight Debt Safe Harbor (not considered a second class of stock) - Any written, unconditional promise to pay on demand or on a specified date a certain sum if:

i. Interest rate & payment dates are not contingent upon profits or borrower's discretion

ii. Not convertible into stock

iii. Creditor is an individual (not a non-resident alien), estate, or trust that would be eligible for S shareholder OR a person that is actively & regularly engaged in the business of lending money
ELECTION, REVOCATION, & TERMINATION:
1. Electing S Corporation Status

a. §1362: Election requires unanimous shareholder consent
b. Eligibility must be met for entire tax year

c. Election must be made during preceding tax year OR 2 ½ months into current tax year

d. Where election is technically invalid because of corporation's inadvertence or failure to obtain all the requisite consent, the IRS may waive the defects for a reasonable cause (§1362(f))

2. Revocation of Election

a. May be revoked by a majority consent of the shareholders §1362(d)(1)(B)

3. Termination of Election

a. S Corporation may be terminated by:

i. Failing to satisfy requirements for existence/eligibility, OR
ii. §1362(d)(3) if for three consecutive years, the corp.'s passive investment income exceeds 25% of gross receipts AND corporation has C corporation E&P

b. S Corp termination creates two short years (an S corp. short year and a C corp. short year)

4. Taxable Year of an S Corp.

a. Must use a "permitted year", which is either:

i. Calendar year, OR

ii. Other period for business purposes

b. "Natural Business Year": 25% or more of gross receipts are earned in last 2 months

5. Fiscal Year Election

a. §444 allows adoption or change of a fiscal year, so long as it results in no more than a 3-month deferral of income (October, November, or December year end)
b. HOWEVER, §7519 requires payment for the tax on deferral

TREATMENT OF THE SHAREHOLDERS:
1. Income & deductions are characterized at the corporate level

2. §1366(a)(1)(A) Separately-Stated Items:

a. §1231 Gains/Losses

b. Passive interest income

c. Charitable contributions

d. §179 Expense elections

3. §1367 Basis Adjustments:

a. Increased by current income (even tax-exempt income)

b. Decreased by distributions

c. Decreased by any losses (but not below zero basis)

i. Any excess losses (beyond basis in stock) reduce shareholder basis in any corporate indebtedness

ii. Any subsequent increases must first pay back debt basis

4. §1366(d) Loss Limitations: Limits pass-through losses to SUM of (may be carried forward indefinitely):

a. Shareholder's adjusted basis in stock

b. PLUS adjusted basis of any corporate debt to shareholder

5. Harris v. US: Personal guarantee of S Corp loan is NOT "additional investment" required to increase shareholder basis

6. §362(e)(2) Net Built-In Losses Issue:

a. Loss inherent in property may disappear

DISTRIBUTIONS TO SHAREHOLDERS:
1. §1368(b): Distributions are tax-free reductions of stock basis

2. §1368(c): Any distribution with accumulated E&P (from prior C Corp) is treated as a tax-free return of capital to the extent of the accumulated adjustment account (AAA)
a. Excess is a dividend to the extent of E&P

b. Excess is a basis recovery and gain on the sale of property

3. AAA - all post-1982 undistributed net income of S corp

4. §1371(a): Except as otherwise provided in subchapter S, subchapter C applies to S Corp and its shareholders (all other rules)

TAXATION OF THE S CORPORATION:
1. §1363(d): In year before the S election is made, C Corp is required to recognize income related to a LIFO inventory benefit

2. §1374: S Corp taxed on "Net Recognized Built-In Gain" realized at any time within 10 years of the S election

a. Limitations:

i. Only applies to elections made after 1986

ii. Does not apply to a corporation that has always been an S Corp §1374(c)(1)

b. Taxed at the highest corporate tax rate (35%), limited by the Corp's taxable income calculated as if it were a C Corp

c. §1374(d)(2)(B): Any gains not taxed because of limitation are carried forward

d. §1374(d)(6): Assets taking an exchanged basis (§1031 assets) shall be treated as having been held since first S Corp year

e. §1374(d)(8): Built-in gain assets from a tax-free reorganization are taxed

3. §1375: S Corp is taxed on Passive Investment Income
a. Tax is 35% of "Excess Net Passive Income" IF:

i. It has prior C Corp E&P, AND

ii. More than 25% of Corp's gross receipts are passive investment income

b. Passive investment income: royalties, rents, dividends, interest

c. Net Passive Income = Passive income - deductions directly related to producing that income

d. Excess Net Passive Income = Net Passive Income x (Passive Investment Income - (25%)(Gross Receipts))/(Passive Investment Income)
