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CORPORATE DISCLOSURE STATEMENT 

Petitioner-Appellant Barnes Group, Inc. is a publicly traded U.S. 

corporation.  No public corporation owns 10% or more of the stock of Barnes 

Group, Inc. and/or any of the subsidiaries of Barnes Group, Inc. that are included 

as Petitioners-Appellant in this case.  
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REASONS WHY ORAL ARGUMENT SHOULD BE HEARD 

Petitioners-Appellants Barnes Group, Inc. and Subsidiaries request that oral 

argument be heard because this Court’s review of the Tax Court’s Memorandum 

Findings of Fact and Opinion and Order involves a complex federal tax issue  

where the Court below has improperly applied several distinct judicial doctrines 

and failed to apply the statutory provisions of several sections of the Internal 

Revenue Code.    
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JURISDICTIONAL STATEMENT 

On November 17, 2009, Barnes Group, Inc. (“Barnes”) timely filed in the 

United States Tax Court (“Tax Court”) a petition for a redetermination of the 

deficiencies and additions to tax set forth in the notice of deficiency.  The Tax 

Court had jurisdiction under I.R.C. § 6213 and I.R.C. § 7442. 

The Tax Court entered its decision in this case on August 20, 2013.  On 

November 8, 2013, Barnes timely filed a notice of appeal.1  This Court has 

jurisdiction under I.R.C. § 7482.   

STATEMENT OF ISSUES PRESENTED 

On appeal, the issues presented are: 

1.  Whether the Tax Court erroneously applied substance over form and step 

transaction doctrines to ignore commercial relationships between the parties and 

recharacterize the Reinvestment Plan as a dividend from ASA to Barnes.  

2.  Whether, by failing to follow Tax Court precedent explicitly precluding 

the Government from arguing against its own Revenue Rulings and disregarding 

the Government’s “will not challenge” position in Rev. Rul. 2006-2, 2006-1 C.B. 

                                                 
1 Barnes’ petition below also challenged the IRS’s determination relating to the 
federal income tax consequences of six clean rooms that were quitclaimed to 
Barnes in 2001.  Barnes is not appealing the adverse decision issued by the Tax 
Court on this issue. 
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261, the Tax Court erred in holding that Barnes could not reasonably rely Rev. Rul. 

74-503 in planning the Reinvestment Plan. 

3.  Whether the Tax Court erred in determining that Barnes did not have 

substantial authority or reasonable cause for protection from the accuracy-related 

penalty.  

Case: 13-4298     Document: 26     Page: 12      02/14/2014      1157121      219



 

-3- 
 

STATEMENT OF THE CASE 

 This federal income tax deficiency case involves a transaction in 

which Barnes’ foreign subsidiary made a direct investment of its excess cash in 

another Barnes affiliate to increase its return on that cash and, thereby, enabled 

Barnes to reduce its cost of borrowing.  The transaction was fully documented and 

involved changes to the capital structures of four legal entities within the Barnes 

Group.  Barnes relied on provisions of the Internal Revenue Code and a long-

standing Internal Revenue Service Revenue Ruling, and concluded that the 

transaction did not result in income to Barnes under applicable statutory 

provisions.   

The two substantive tax issues in this appeal are (1) whether the Tax Court 

erroneously recharacterized the Reinvestment Plan as a taxable dividend; and (2) 

whether the Tax Court erroneously held that the Government could argue against 

two Revenue Rulings that support Barnes.  In addition to these substantive issues, 

this Court must determine whether the Tax Court erroneously determined that 

Barnes did not have substantial authority or reasonable cause when filing its 

income tax returns.  

On April 16, 2013, the Honorable Joseph Goeke, for the U.S. Tax Court, 

issued a Memorandum Findings of Fact and Opinion, T.C. Memo. 2013-109.  (A-
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0472-0537) 2  On August 20, 2013, the Tax Court issued its final decision.  (A-

0538) 

                                                 
2 “A” references are to the Joint Appendix.  
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STATEMENT OF FACTS 

A. Barnes 

Beginning in 1998, Barnes embarked on a growth strategy that focused on 

both foreign and domestic acquisitions.  As part of the new growth strategy, Barnes 

made three significant acquisitions in 1999 and 2000.  (A-0904, A-0928)  These 

debt-financed acquisitions had a significant impact on the company’s capital 

structure.  By the end of 2000, Barnes had $230 million of outstanding long-term 

indebtedness.  (A-0905)  The increase in debt caused an increase in Barnes’ cost of 

borrowing.  (A-3004-3005)   

While Barnes’ cost of borrowing in the United States was increasing, 

Barnes’ second–tier Singapore subsidiary, Associated Spring-Asia (“ASA”), 

accumulated over $39 million from its operations.  (A-0893, A-0091, A-0066, A-

1656-1657)     

In 2000, Barnes sought to use ASA’s excess cash to finance one or more 

international acquisitions.  (A-0830, A-0847, A-0131)  However, Barnes had not 

identified a suitable acquisition that could be financed with ASA’s excess cash.  

(A-0830, A-0847)  As a result, ASA’s excess cash remained invested in short term 

deposit accounts earning interest at a rate of approximately 3% while Barnes was 

paying interest at a rate in excess of 7%.  (A-0129) 

 

Case: 13-4298     Document: 26     Page: 15      02/14/2014      1157121      219



 

-6- 
 

B. Development of the Reinvestment Plan 

On December 6, 2000, Barnes, ASA, and two other Barnes subsidiaries 

executed the Agreement and Plan of Reinvestment (hereinafter “Reinvestment 

Plan”).  (A-0067, A-0830-0837)  The purpose of the Reinvestment Plan was to 

allow Barnes to more efficiently utilize ASA’s excess cash while using an equity 

investment structure that preserved ASA’s ability to use the excess cash for use in 

financing the international growth of Barnes’ global business.  (A-0154, A-0337, 

A-0176-0177, A-0847-0848, A-0830, A-1135-1136) 

The Reinvestment Plan originated in the fall of 1999 as the result of a 

conversation between the Barnes Assistant Treasurer and Joseph DeForte, the 

newly-hired Barnes Vice President of Tax.  (A-0320-0322)  At the time he was 

hired, DeForte had over 20 years of experience working in the tax department of 

large multi-national companies.  (A-0311-0316)   

During a meeting with the Assistant Treasurer, DeForte learned about the 

issues attributable to the increased debt incurred by Barnes in the U.S. and the 

excess cash held by Barnes subsidiaries outside of the U.S.  (A-0320-0321)  

Although DeForte learned that the excess cash outside of the U.S. was intended to 

be used to finance additional international acquisitions, the Assistant Treasurer and 

DeForte discussed whether the company could obtain a temporary benefit from the 

interest rate differential between the interest that Barnes was paying on its third 
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party debt in the U.S. and the interest income that foreign affiliates of Barnes were 

earning on excess cash held outside of the U.S.  (A-0320-0321) 

After this meeting, DeForte contacted PwC for assistance in addressing the 

opportunity presented by the interest rate differential.  (A-0321-0322)  PwC had 

been providing Barnes with audit and tax advisory services since 1993.  (A-0167-

0168)  PwC provided Barnes with several potential solutions, one of which 

developed into the Reinvestment Plan.  (A-0178-0179, A-0330, A-0462)   

1. Business Purpose for Bermuda Finance and Delaware Finance 

In addition to Barnes and ASA, two additional wholly-owned Barnes 

subsidiaries participated in the Reinvestment Plan: Barnes Group Finance 

Company (Bermuda) Limited (“Bermuda Finance”) and Barnes Group Finance 

Company (Delaware) (“Delaware Finance”).  (A-0067, A-0830-0837)  Bermuda 

Finance participated in the Reinvestment Plan because the PwC advisors in 

Singapore advised Barnes that Singapore corporate law prohibited Delaware 

Finance from owning ASA stock.  (A-3119-3120, A-0189-0190, A-0198-0199, A-

0293)  Delaware Finance was incorporated and included in the Reinvestment Plan 

to provide Barnes with a state tax benefit unrelated to federal income taxes and 

also to facilitate the more effective control over the funds invested by ASA.  (A-

0199, A-0264-0265, A-0424, A-2971-2996, A-3035)   
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2. Temporary Nature of the Reinvestment Plan 

The Reinvestment Plan was intended by Barnes and its subsidiaries to be a 

temporary structure that would allow Barnes to benefit from an interest rate 

differential until a suitable international acquisition was identified.  (A-0153-0154, 

A-0193-0194, A-0337, A-0350)  To ensure the temporary nature of the structure, 

Barnes’ initial consideration of the transaction was accompanied by an exit (or 

unwind) strategy that would allow the transaction to be unwound when a suitable 

international acquisition was identified and the excess cash needed to be returned 

to ASA.  (A-0350-0351, A-1707-1708)   

Prior to executing and implementing the Reinvestment Plan, DeForte 

prepared a cost benefit analysis of the Reinvestment Plan.  (A-0129, A-0324-0327, 

A-1659)  DeForte’s cost benefit analysis provides that a dividend would be paid on 

the preferred shares beginning in Year 2 and every two years thereafter until 

unwound in all events no later than year 15.  (A-0325, A-1659)  Additionally, 

DeForte’s analysis provides that a 30% U.S. withholding tax would be due on each 

dividend payment.  After accounting for the dividend payments through year 15, 

and the U.S. withholding taxes attributable to preferred dividends to be paid by 

Delaware Finance to Bermuda Finance, and the interest rate arbitrage, DeForte 

concluded that Barnes would receive a net economic benefit of $2.1 million from 

the Reinvestment Plan.  (A-1659, A-0326-0327)   
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C. Execution and Implementation of the Reinvestment Plan 

The Reinvestment Plan was approved by Barnes’ Board of Directors and the 

Boards of Directors of ASA, Bermuda Finance, and Delaware Finance.  (A-0846-

0848, A-0852-0860)  The Reinvestment Plan was executed on December 6, 2000, 

by Barnes, ASA, Delaware Finance, and Bermuda Finance.  (A-0067) 

The Reinvestment Plan was implemented in two parts.  (A-0831-0833, A-

0196)  In December 2000, Part I was implemented using approximately $39 

million of excess cash that ASA held in bank accounts and as loan receivables 

from other Barnes subsidiaries.  (A-0196, A-0068)  In July 2001, Part II was 

implemented using Japanese yen equivalent to approximately $23 million that 

ASA borrowed from the Development Bank of Singapore.  (A-0196, A-0069)   

Parts I and II of the Reinvestment Plan used a similar series of equity 

investments whereby in step one ASA and Barnes first transferred foreign currency 

equivalent to about $62,665,009 to Bermuda Finance in exchange for 62,599,400 

shares of Bermuda Finance common stock, and in step two Bermuda Finance and 

Barnes then transferred foreign currency equivalent to about $67,367,530 and 

5,065,000 shares of Bermuda Finance common stock to Delaware Finance in 

exchange for Delaware Finance stock.   Barnes received 5,065 shares of common 

stock and Bermuda Finance received 67,299 shares of preferred stock.  (A-0197, 

A-0068-0069)  Delaware Finance subsequently loaned the funds to Barnes in 
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December 2000 and July 2001, respectively.  (A-1111-1118, A-0396-0398)  The 

diagram below describes step one and step two of the Reinvestment Plan. 

           

  Step One        Step Two 

1. Delaware Finance Preferred Stock 

The Delaware Finance preferred stock issued to Bermuda Finance was 

Series A Cumulative Preferred Stock or Series A Preferred Stock.  (A-0861-0866)  

Each share of the Series A Preferred Stock had a $1,000 stated value, was 

nonvoting, and carried a cumulative quarterly preferred dividend payable at a fixed 

annual rate of 7.4% (APR).  (A-0861-0866, A-0348-0349)   

Delaware Finance has periodically declared and paid cumulative dividends 

on the Series A Preferred Stock.  Through calendar year 2009, Delaware Finance 

declared and paid a total of $7,471,566 in preferred dividends as follows:   
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Year Preferred Dividend Declared and Paid

2002 $1,245,261 

2004 $1,245,261 

2006 $1,245,261 

2008 $1,245,261 

2009 $2,490,522 

Total $7,471,566 

 

(A-1389-1404, A-0348-0349)  In accordance with federal tax law, Delaware 

Finance withheld and remitted to the U.S. Treasury as a withholding tax 30% of 

each of these dividends, and filed an IRS Form 1042, Annual Withholding Tax 

Return for U.S. Source Income of Foreign Persons, for each of the 2002, 2004, 

2006, 2008, and 2009 periods.  (A-1389-1404, A-0348-0349) 

2. Loans Between Delaware Finance and Barnes 

Following Part I and Part II of the Reinvestment Plan, Delaware Finance 

loaned approximately $42,105,000 and $25,500,000 to Barnes on December 26, 

2000, and July 10, 2001, respectively.  (A-0396-0398, A-1111-1118, A-1661-

1668, A-0068-0069)  Delaware Finance recorded on its financial statements the 

notes receivable from Barnes.  (A-0396-0397, A-1111-1118, A-1661-1664)  
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Barnes recorded on its financial statements the notes payable to Delaware Finance.  

(A-0397-0398, A-1665-1668) 

Both Barnes and Delaware Finance have accrued all of the interest expense 

and income, respectively, attributable to these loans.  (A-1948, A-1964, A-2182, 

A-2198, A-2429, A-2445, A-2854, A-2870, A-3492, A-3509, A-3924, A-3942, A-

4350, A-4368, A-4769, A-4786, A-5222, A-5239)  

D. PwC’s Engagement and Fees 

Barnes and PwC executed an engagement letter that identified both the 

scope of services to be provided by PwC in connection with the Reinvestment Plan 

and the fee arrangement.  (A-1683-1688)  The engagement letter provided that 

PwC would provide Barnes with advice regarding U.S. federal tax law, state tax 

law, Singapore tax law, Singapore corporate law, and tax and corporate law in 

other jurisdictions that might be implicated by the Reinvestment Plan.  (A-1683-

1684, A-0181) 

The PwC fee arrangement had two components.  (A-1683-1684, A-0182-

0187, A-0332-0335, A-0466)  The first component required Barnes to pay 70% of 

PwC’s standard hourly rates during the course of the engagement.  The second 

component of the fee arrangement was to be paid at the end of the engagement 

based on the quality of the services provided by PwC.  (A-1684, A-0183-0184, A-

0333)  This second component was intended to allow PwC to recoup the 30% 
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discount provided by the first component in the event the PwC engagement team 

was responsive to Barnes, maintained the continuity of the team, and performed 

high quality service throughout the project.  (A-0183-0185, A-0333)  No portion of 

the fees billed to and paid by Barnes were calculated by reference to any tax 

benefit, a flat fee arrangement, or the issuance of a “should level” opinion.  (A-

0186-0187, A-0334, A-0466-0467) 

E. PwC’s Written Advice 

PwC provided Barnes with written advice regarding Singapore tax law (A-

1709-1714), Connecticut state tax law (A-1699-1703), tax reporting requirements 

associated with the Reinvestment Plan (A-1724-1731), the U.S. federal income tax 

consequences of the Reinvestment Plan (A-3031-3057, A-0204-0205), and a plan 

to unwind the Reinvestment Plan.  (A-1707-1708, A-3081)  A number of PwC tax 

experts provided input in connection with the Reinvestment Plan, including PwC 

partners, Albert Remeikis and Paul Coneys, who provided the Subchapter C and 

international expertise.  (A-0330, A-0172)  Prior to joining PwC, Remeikis had 

been responsible for the Subchapter C branch of the Internal Revenue Service.  (A-

0172) 

Barnes received PwC’s “should level” of confidence opinion concerning the 

U.S. federal tax consequences of the Reinvestment Plan contemporaneous with the 

execution of the Reinvestment Plan on December 7, 2000, which was more than 
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eight months before Barnes filed its federal income tax return for the 2000 tax 

period.  (A-0343)  Both PwC and Barnes, through DeForte, understood that a 

“should level” opinion was a “very high level of opinion.”  (A-0223, A-0279-0280, 

A-0341)  A “should level” of confidence is greater than the “more likely than not” 

standard and is a significantly higher level of confidence than “substantial 

authority.”  Treas. Reg. § 1.6662-4(d)(2).   

The PwC Opinion is twenty-seven pages and provides an analysis of the 

facts underlying the Reinvestment Plan and an analysis of the applicable Code 

sections, Treasury Regulations, court decisions, and published guidance that 

reflected the federal income tax consequences of the Reinvestment Plan.3  (A-

3031-3057)  The tax analysis for the Reinvestment Plan involved three substantive 

rules: (1) the amount of the investment in U.S. property calculated under Section 

956; (2) the Subchapter C basis calculation rules; and (3) the zero basis holding in 

Rev. Rul. 74-503.  

1. Investment in U.S. Property 

The PwC Opinion discusses Sections 951 through 965, the rules relating to 

controlled foreign corporations (“CFCs”).  (A-3040-3042)  Under these Subpart F 

                                                 
3 All references to “Section” are to the Internal Revenue Code (“Code”) of 1986, as 
amended and in effect during the taxable years at issue. 
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rules,4 an equity investment by a CFC in the U.S. shareholder of the CFC may 

result in taxable income to the U.S. shareholder.  Specifically, Section 951 

provides that the U.S. shareholder of a CFC is taxed on its pro rata share of the 

CFC’s earnings invested in the stock of the U.S. shareholder.  (A-3041-3042)  The 

measurement of the CFC’s investment in U.S. property, and the income inclusion 

for its U.S. shareholder, is limited to the CFC’s adjusted basis in the U.S. property.  

(A-3041-3042)   

2. Subchapter C Basis Calculation Rules 

The PwC Opinion then explains that when the non-tax recognition provision 

of Section 351(a) applies to an exchange, there are two rules used to determine the 

basis of the property received by the transferee from the transferor (Section 362(a)) 

and the basis of the property received by the transferor from the transferee (Section 

358(a)).  (A-3050-3052)  Under Section 362(a), the transferee has a carryover basis 

in the property received from the transferor, i.e., the same basis that the transferor 

had.  Under Section 358(a), the property distributed by the transferee to the 

transferor is generally determined by the substitute basis rule, which provides that 

the transferor’s basis in the new property received in the exchange is the same as 

the transferor’s former basis in the property transferred in the exchange.  (A-3050-

                                                 
4 Sections 951 through 965 are found in Subpart F of Subchapter N, of Chapter 1 
of the Internal Revenue Code and are generally referred to as the Subpart F rules. 
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3051)  Section 358(e) provides an exception to the substitute basis rule and 

provides that Section 358(a) (the substitute basis rule) “shall not apply to property 

acquired by a corporation by the exchange of its stock … as consideration in whole 

or in part for the transfer of the property to it.”  (A-3051)    

3. Zero Basis Holding of Rev. Rul. 74-503 

The PwC Opinion cites Rev. Rul. 74-503, 1974-2 C.B. 117, and states that 

the ruling “was published to emphasize that a corporation has a zero basis in its 

own stock.”  (A-3051)  The PwC Opinion discusses how the ruling applies to 

calculate the basis in the stock received by a Section 351 transferor that exchanged 

its own stock, in whole or in part, for the stock of the transferee.  (A-3051)  In this 

ruling, X corporation is the transferor and Y corporation is the transferee.  X 

corporation transfers its own X stock as consideration, in whole or in part, in 

exchange for the transfer of the Y stock from Y corporation.   This ruling 

established two legal principles.  First, the ruling provides that the carryover basis 

rule in Section 362(a), and not the Section 358(a) substitute basis rule, is used to 

determine the basis in the Y stock acquired by the transferor, X corporation.   

Second, under the carryover basis rule in Section 362(a), the ruling 

concludes that the basis of the Y stock received by the transferor, X corporation, is 

zero, because the transferee, Y corporation has a zero basis in its own stock.  The 
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ruling also concludes that the basis of the X stock received by the transferee, Y 

corporation, is zero because the transferor has a zero basis in its own stock.  

4. Application to the Reinvestment Plan 

The PwC Opinion describes the Reinvestment Plan step-by-step.  (A-3036-

3038)  It explains that the Reinvestment Plan provided for two tax-free Section 351 

exchanges.  (A-3043-3050)  In the first Section 351 exchange, ASA and Barnes 

transferred foreign currency to Bermuda Finance in exchange for Bermuda Finance 

common stock.  In the second Section 351 exchange, Bermuda Finance and Barnes 

transferred Bermuda Finance common stock and foreign currency to Delaware 

Finance in exchange for Delaware Finance stock (Barnes received Delaware 

Finance common stock and Bermuda Finance received Delaware Finance preferred 

stock).  Subsequently, Delaware Finance transferred those funds to Barnes as a 

loan.   

As a result of the second Section 351 exchange, the PwC Opinion concludes 

that the Delaware Finance preferred stock acquired by Bermuda Finance 

constituted an investment in U.S. property by a CFC.  Accordingly, Sections 951 

and 956 required Barnes to include in income an amount equal to Bermuda 

Finance’s adjusted basis in the Delaware Finance preferred stock.  (A-3040-3041)  

However, as discussed above, because Section 351(a) applies to the Section 351 

exchange (between Barnes, Bermuda Finance and Delaware Finance), Bermuda 
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Finance’s adjusted basis in the Delaware Finance preferred stock is not determined 

by the substitute basis rule in Section 358(a).  Instead, pursuant to Rev. Rul. 74-

503, the PwC Opinion concludes that Bermuda Finance’s adjusted basis in the 

Delaware Finance preferred stock is determined under Section 362(a).  Further, 

pursuant to the ruling, the PwC Opinion concludes that since Delaware Finance has 

a zero basis in its own preferred stock, Bermuda Finance obtains a zero basis in the 

preferred stock when it receives the preferred stock in the Section 351 exchange.  

(A-3051) 

The PwC Opinion concluded at a “should level” of confidence that Barnes 

did not have an income inclusion for federal income tax purposes as a result of the 

Reinvestment Plan.  (A-3056)  The PwC Opinion also analyzed Section 269, 

Section 301, and the step transaction doctrine, and concluded at the “should level” 

of confidence that the determination that Bermuda Finance had a zero basis in the 

Delaware Finance preferred stock was not affected by any of these provisions of 

federal tax law.  (A-3032, A-3052-3056) 

F. Barnes’ 2000 and 2001 Federal Tax Returns 

In September, 2001 and September, 2002, respectively, Barnes filed its 

federal income tax returns for the tax periods ended December 31, 2000, and 

December 31, 2001.  (A-0566-0802, A-1751-1774)  In filing these tax returns, 
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Barnes relied on, and reported the Reinvestment Plan consistent with, the PwC 

Opinion.  (A-0345-0347) 

Prior to signing and filing the Barnes federal income tax returns for the 2000 

and 2001 tax periods, DeForte printed and read all of the authorities cited in the 

PwC Opinion.  (A-0339, A-0342)  DeForte also carefully reviewed the factual 

statements in the PwC Opinion to ensure that all of the entities and background 

facts were accurately stated.  (A-0340)  After reviewing all of the authorities, he 

agreed with the PwC Opinion.  (A-0339)  In addition to DeForte’s careful review 

of the PwC Opinion, he had several conversations with PwC professionals 

regarding the substance of all the legal issues included in the PwC Opinion.  (A-

0226-0227, A-0338-0344, A-1431-1655) 

G. Post-Reinvestment Plan Acquisitions 

Following completion of the Reinvestment Plan, Barnes continued to seek 

opportunities to expand each of its three business segments and to use cash held 

outside the U.S. to finance international acquisitions.  (A-0350-0353)   

In 2006, Barnes sought to unwind the Reinvestment Plan and use the funds 

invested pursuant to the Reinvestment Plan to partially finance the acquisition of 

Heinz Hänggi for $132 million.  (A-0350-0353)  PwC advised Barnes that because 

of the pending dispute with the Government over the federal tax consequences of 

the Reinvestment Plan, there was a potential for double taxation.  (A-0352)  Barnes 
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opted to finance the Hänggi acquisition through alternative means and is awaiting 

the disposition of this case to unwind the Reinvestment Plan and use ASA’s excess 

cash in furtherance of its strategic objectives.  (A-0352-0353) 
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SUMMARY OF ARGUMENT 

This case involves Barnes, the U.S. parent of a global business that began in 

1998 to embark on a foreign and domestic acquisition growth strategy.  (A-0904, 

A-0928)  While Barnes faced escalating interest costs on its acquisition 

indebtedness, ASA, a second-tier Singapore subsidiary, had excess cash earmarked 

for foreign acquisitions but earning a low rate of return.  (A-0091, A-0129, A-

0893, A-1656-1657)  Barnes sought assistance from PwC, its long-standing tax 

advisor, and PwC recommended the Reinvestment Plan as a solution to the 

business issue.  (A-0167-0168, A-0321-0322)  Pursuant to the Reinvestment Plan: 

(i) ASA acquired an equity investment in affiliate Bermuda Finance, which by 

virtue of the cumulative dividends earned by Bermuda Finance on affiliate 

Delaware Finance’s preferred stock, produced a higher return than ASA was 

earning on its excess cash, (ii) ASA had ready access to its excess cash when it 

identified an international acquisition by unwinding the equity structure in a 

number of ways, including a redemption, and (iii) Barnes refinanced a portion of 

its third party debt with two lower cost intercompany loans.  (A-1111-1118, A-

0861-0866, A-1707-1708, A-3031-3057) 

Barnes correctly reported no income attributable to the Reinvestment Plan 

on its federal income tax returns because Bermuda Finance had an investment in 

U.S. property with an adjusted basis of zero.  The Government contended below, 
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and the Tax Court agreed, however, that the substance over form and step 

transaction doctrines should apply to recharacterize the Reinvestment Plan as a 

dividend from ASA to Barnes.  (A-0527)   

The Tax Court erred as a matter of law in recharacterizing the Reinvestment 

Plan as a taxable dividend from ASA to Barnes.  First, Barnes did not in substance 

or form receive a permanent distribution from ASA.  The Reinvestment Plan 

permitted Barnes to refinance its third party indebtedness with more favorable 

intercompany loans and there is overwhelming and uncontradicted evidence that 

Barnes intended to repay the loans.  Second, the Tax Court misapplied the step 

transaction doctrine to invent a new step, a permanent distribution from ASA to 

Barnes, which does not take into account all of the commercial aspects of the 

Reinvestment Plan.  The Tax Court’s invented constructive dividend step fails to 

take into account the fact that (i) Bermuda Finance maintains, to this day, a 

valuable equity investment in Delaware Finance, and (ii) ASA maintains, to this 

day, a valuable equity investment in Bermuda Finance. 

The Tax Court’s recharacterization is also erroneous because the Tax Court, 

in making its factual findings, arbitrarily disregarded the unimpeached and 

uncontradicted evidence.  See Blackmer v. Comm’r, 70 F.2d 255, 257 (2d Cir. 

1934).   
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First, the Tax Court held that Barnes received a dividend from ASA because 

the Reinvestment Plan was not temporary, even though there was unimpeached 

and uncontradicted evidence that PwC provided an unwind strategy to be used 

when ASA needed the cash for a foreign acquisition.  (A-0350-0351, A-1707-

1708)  Further, Barnes sought to unwind the Plan in 2006 to provide funding for a 

foreign acquisition, but due to the pending tax dispute, PwC advised Barnes to 

delay the unwind to avoid potential double taxation.  (A-0352) 

Second, in holding that there was no business purposes for the participation 

of Bermuda Finance and Delaware Finance in the Reinvestment Plan, the Tax 

Court ignored the unimpeached and uncontradicted evidence that (i) PwC advised 

Barnes that Bermuda Finance was necessary to comply with Singapore corporate 

law, and (ii) Delaware Finance was necessary to obtain a state tax benefit and 

provide further corporate governance.  (A-3119-3120, A-0189-0190, A-0198-0199, 

A-0264-0265, A-0293, A-3035)   

Finally, in holding that Barnes did not respect the form of the transaction, 

the Tax Court ignored the unimpeached and uncontradicted evidence that each step 

of the Reinvestment Plan was carried out.  The Tax Court, however, identifies an 

alleged issue – that instead of paying the interest that accrued on the loan, Barnes 

paid only a portion of the interest and increased the outstanding loan balance by 

the accrued and unpaid interest.  Based on this factual finding, the Tax Court 
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erroneously concludes that Delaware Finance did not pay or have the wherewithal 

to pay dividends on its preferred stock.  The Tax Court, however, forgets that the 

dividend on the preferred stock was cumulative, and thus, Delaware Finance was 

not obligated to make quarterly payments.  (A-0861-0866, A-0348-0349)  

Accordingly, the alleged failure to pay dividends was a red herring.  In any event, 

Barnes presented unimpeached uncontradicted evidence establishing that Delaware 

Finance paid dividends of $7,471,566 and withheld and paid to the U.S. Treasury 

the U.S. tax from such dividends.  (A-1389-1404, A-0348-0349)  

The second issue is whether Barnes correctly reported no income from the 

Reinvestment Plan because it reasonably relied on the zero basis doctrine in Rev. 

Rul. 74-503.  The Tax Court permitted the Government to disavow Rev. Rul. 74-

503, because of the alleged factual differences between the ruling and the 

Reinvestment Plan.  The Internal Revenue Code, however, provides only one set of 

rules to determine a transferor’s basis in the stock received from the transferee in a 

Section 351 exchange and Rev. Rul. 74-503 analyzed these statutory rules and 

established legal principles that both the Government and taxpayers have followed 

for more than 30 years.  These legal principles cannot be ignored because the 

Reinvestment Plan includes a more complex fact pattern than the Revenue Ruling 

and results in a taxpayer benefit.  The Tax Court addressed the Government’s right 

to disavow its own rulings in Rauenhorst v. Comm’r, 119 T.C. 157 (2002), and 
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again in Dover Corp. v. Comm’r 122 T.C. 324 (2004), and held that the 

Government cannot challenge the legal principles in its Revenue Rulings.   

Rev. Rul. 74-503 has been identified in literature as a decidedly taxpayer 

unfavorable position.  To permit the Government to disavow this ruling when it 

results in a benefit to the taxpayer would be fundamentally unfair and at odds with 

sound tax administration.  The factual differences cited by the Tax Court do not go 

to the rationale for the ruling, or the simple need for a rule to govern the stock 

basis calculation in an exchange in whole or in part of stock for stock in 

circumstances presented by the Reinvestment Plan.   

The third issue concerns the Tax Court’s imposition of a 20% accuracy-

related penalty.  No penalty applies if the Tax Court’s holding is reversed.  

Assuming, arguendo, that the Tax Court’s holding were upheld, no penalty would 

apply in any event because Barnes has substantial authority for its tax return 

reporting position.  Additionally, even in the absence of substantial authority, no 

penalty should be imposed because Barnes, based on a good faith belief, had 

reasonable cause for reporting no taxable income on its tax returns.  Barnes was 

entitled to rely on its long-standing, highly competent, tax advisor’s “should level” 

of confidence opinion.  The Tax Court held that Barnes forfeited its reliance 

defense because Barnes did not follow the advice in the opinion.  (A-0536)  This 

conclusion makes no sense because the facts that Barnes allegedly did not respect 
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were not addressed by the PwC Opinion.  Moreover, the Tax Court erred as a 

matter of law in concluding that it could rely on events that occurred after Barnes 

filed its income tax returns in determining whether Barnes’ reliance on the PwC 

Opinion was reasonable.   

ARGUMENT 

I. THE TAX COURT ERRONEOUSLY RECHARACTERIZED THE 
REINVESTMENT PLAN AS A DIVIDEND FROM ASA TO BARNES. 
 
The Tax Court erred in holding that under the substance over form and step 

transaction doctrines the Reinvestment Plan should be recast as a dividend from 

ASA to Barnes.     

A. Standard of Review. 

The Tax Court’s recharacterization of the Reinvestment Plan as a taxable 

dividend from ASA to Barnes is a question of law subject to de novo review.  

Estate of Stewart v. Comm’r, 617 F.3d 148, 154 (2d Cir. 2010).  The particular 

facts, from which the characterization was made, however, are subject to review 

for clear error.  Id. at 156 (quoting Frank Lyon Co. v. United States, 435 U.S. 561, 

581 n.16 (1978)).   

B. The Tax Court’s Recharacterization of the Reinvestment Plan as a 
Dividend Constitutes Reversible Error.  

A dividend is defined as a “distribution of property made by a corporation to 

its shareholders out of its earnings and profits.”  Section 316(a).  To qualify as a 
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dividend, there must be a distribution that is paid to the shareholder in its capacity 

as a shareholder.  See Section 301(a); Treas. Reg. § 1.301-1(c).  A “constructive 

dividend” may be recognized where a corporation transfers money or property for 

the economic benefit of a shareholder and there is no expectation of repayment.  

See, e.g., D’Errico v. Comm’r, T.C. Memo 2012-149 (May 24, 2012); Tollefsen v. 

Comm’r, 431 F.2d 511, 513 (2d Cir. 1970).  The hallmark of a dividend, whether 

declared or constructive, is a permanent transfer of wealth from a corporation to its 

shareholders. 

While the Government can apply the step transaction doctrine to combine 

steps to recognize a constructive dividend when the substance and form of a 

transaction are not aligned, the Government’s alternative explanation must account 

for all the results of the transaction and may not invent new steps.  Turner Broad. 

Sys., Inc. v. Comm’r, 111 T.C. 315, 326-27 (1998) (“In order to recharacterize the 

transaction, respondent must have a logically plausible alternative explanation that 

accounts for ALL the results of the transaction.  The explanation may combine 

steps, but if it invents new ones, ‘Courts have refused to apply the step-transaction 

doctrine in this manner.’”) (quoting Esmark, Inc. v. Comm’r, 90 T.C. 171, 196 

(1988), aff’d without published opinion, 886 F.2d 1318 (7th Cir. 1989)).  See 

Greene v. United States, 13 F.3d 577, 583 (2d Cir. 1994) (rejecting “an attempt to 

generate events that never took place under the rubric of a step transaction”); 
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Grove v. Comm’r, 490 F.2d 241, 247 (2d Cir. 1973).  See South Bay Corp. v. 

Comm’r, 345 F.2d 698, 703 (2d Cir. 1965) (“The ‘step analysis’ of transactions 

does not operate in terms of an estoppel of taxpayers to deny the form of their 

transactions but in terms of the reality of the transactions.”)   

The Tax Court held that under the substance over form and step transaction 

doctrines, “the reinvestment plan was in substance dividend payments from ASA 

to Barnes in 2000 and 2001, taxable under section 301.”  (A-0527)  The Tax Court 

reached this conclusion by disregarding each and every step in the Reinvestment 

Plan, and instead invented a new step, in which ASA purportedly made a 

permanent distribution to Barnes.  The Tax Court’s invented constructive dividend 

from ASA to Barnes fails to account for all of the commercial realities that 

continue to this day for the four legally separate corporate entities.  See Moline 

Props., Inc. v. Comm’r, 319 U.S. 436 (1943) (separate legal entities are respected 

for federal tax purposes).  The utilization of the step transaction doctrine in this 

expansive way is clearly impermissible and cannot substitute for the application of 

a proper constructive dividend analysis.    

First, Barnes did not in form or substance receive a permanent distribution 

from ASA, Bermuda Finance, or Delaware Finance.  Barnes refinanced a portion 

of its third party indebtedness with more favorable intercompany loans from 

Delaware Finance.  As discussed below, there is overwhelming and uncontradicted 
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evidence that Barnes intended to repay the loans received from Delaware Finance 

in connection with the Reinvestment Plan, and Delaware Finance intended to 

redeem the preferred stock held by Bermuda Finance.  In federal tax law, there is 

no such transaction as a dividend that is subject to repayment.  

Second, ASA did not in form or substance make a permanent distribution to 

Barnes because, as a result of the Reinvestment Plan, ASA obtained an equity 

investment in Bermuda Finance.  Until the case is resolved and Barnes unwinds the 

Reinvestment Plan, ASA continues to own 62,246,000 shares of common stock in 

Bermuda Finance, and Bermuda Finance continues to own 67,299 shares of 

Delaware Finance preferred stock that entitles Bermuda Finance to a cumulative 

preferred dividend of 7.4% on the $67,299,000 stated value of the preferred shares.  

ASA’s continued ownership of common stock in Bermuda Finance and Bermuda 

Finance’s continued ownership of $67,299,000 of preferred stock in Delaware 

Finance are fundamentally inconsistent with the Tax Court’s conclusion that, in 

substance, $67,299,000 was permanently transferred to Barnes.  

Additionally, Delaware Finance continues to report on its financial 

statements the full value of its Barnes note receivable.  Likewise, Barnes continues 

to report for tax and financial accounting purposes the outstanding balance on its 

note payable to Delaware Finance.  The reality of the Reinvestment Plan reflects 

an equity structure that could have been implemented only through the steps of 
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transactions that Barnes, Delaware Finance, Bermuda Finance, and ASA actually 

executed.   

In sum, the Tax Court erred as a matter of law in applying the substance 

over form and step transaction doctrines to invent a step – a dividend purportedly 

from ASA to Barnes – that fails to account for ASA’s equity investment in 

Bermuda Finance, and Bermuda Finance’s equity investment in Delaware Finance.       

C. The Facts Relied on by the Tax Court to Recharacterize the 
Reinvestment Plan as a Dividend are Clearly Erroneous.    

 
In recharacterizing the Reinvestment Plan as a taxable dividend, the Tax 

Court relied on four factual findings: (1) there was no non-tax business purpose for 

Bermuda Finance’s participation in the Reinvestment Plan; (2) there was no non-

tax business purpose for Delaware Finance’s participation in the Reinvestment 

Plan; (3) Barnes and its subsidiaries did not respect the form of the Reinvestment 

Plan because (i) Barnes did not pay all or any of the interest due Delaware Finance 

and (ii) Delaware Finance did not pay any dividends on its preferred stock; and (4) 

the Reinvestment Plan was not intended by Barnes to be temporary.  (A-0527) 

As will be discussed below, it is well settled that “unimpeached, competent, 

and relevant testimony ‘may not be arbitrarily discredited and disregarded’ by the 

Court.”  Akerson v. Comm’r, T.C. Memo. 1998-129 (quoting Loesch & Green 

Constr. Co. v. Comm’r, 211 F.2d 210, 212 (6th Cir. 1954); Blackmer v. Comm’r, 
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70 F.2d 255, 257 (2d Cir. 1934).  See also Langworthy v. Comm’r, T.C. Memo. 

1998-218.   

Here, the Tax Court repeatedly ignored the testimony and documentary 

evidence presented by Barnes.  What is more remarkable, however, is that the 

Government did not dispute this testimony and documentary evidence and the Tax 

Court made no finding that the testimony of the witnesses was not credible.  Given 

the unimpeached and uncontradicted evidence presented, the Tax Court’s 

conclusion that Barnes failed to establish its burden of proof is reversible error. 

1. Bermuda Finance had a Non-tax Business Purpose. 

At trial, the lead PwC partner advising Barnes in connection with the 

Reinvestment Plan – Paul Coneys – testified that Bermuda Finance was 

incorporated and participated in the Reinvestment Plan because Singapore 

corporate law prevented ASA from making the type of investment made by 

Bermuda Finance:  

Q.  During the development of the agreement and plan of reinvestment did 
PwC and Barnes have to work through any foreign legal issue?  And I’m 
referring to non-tax considerations. 

A.  Yes, there were some. 

Q.  And can you describe what those issues were for the Court?   

A.  The primary thing I remember was in Singapore where there were 
company law restrictions on just what types of investments they could make, 
including a restriction on the ability to invest in the parent. 

Q.  And how did that legal issue impact the planning for the agreement and 
plan of reinvestment? 
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A.  It did impact it.  It was one of the reasons we chose Bermuda as the 
location for the finance entity, the foreign finance entity.   

*** 

Q.  What was the purpose of Bermuda Finance in connection with the 
agreement and plan of reinvestment? 

A.  Bermuda Finance, it solved the company law issue that I mentioned in 
Singapore.  It was going to give us a better Singapore tax result, meaning it 
allowed us to defer Singapore tax on the investment earnings on the plan of 
reinvestment.  And it was necessary to create that to finance the centralized 
foreign finance entity that Barnes was seeking. 

*** 

Q.  Did PwC advise Barnes that a Bermuda Finance subsidiary was 
necessary to deal with some Singapore corporate law issues? 

A.  Yes, we had. 

Q.  And also Singapore tax issues? 

A.  Yes. 

Q.  Was that discussed with Barnes? 

A.  Yes. 

Q.  And they agreed with you? 

A.  Yes. 

Q.  Was that at least two of the reasons why Bermuda Finance was utilized 
in connection with the agreement and plan of reinvestment? 

A.  Yes.   

(A-0189, A-0198-0199, A-0293) 

 In addition to this trial testimony, two of the trial exhibits identify this non-

tax business purpose for the incorporation and participation of Bermuda Finance in 

the Reinvestment Plan.  PwC’s December 12, 2000 memorandum summarized the 

Singapore tax law consequences of the Reinvestment Plan.  (A-1709-1714)  Page 4 
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of this memorandum included a “Corporate Law” heading with the following 

discussion: 

The plan described in the Facts section titled Transaction Steps should 
be allowable under Singapore corporate law.  Singapore does not limit 
a corporate entity’s ability to invest internationally.  However while 
not applicable to the Transaction Steps, it was noted that Section 21 of 
the Singapore Companies Act does not allow a subsidiary to hold 
shares of its Singapore parent. 

(A-1712)  The memorandum explains that Singapore corporate law would have 

prevented ASA from transferring its own stock directly to a subsidiary which was a 

component of the Reinvestment Plan.  According to PwC, the participation of 

Bermuda Finance in the Reinvestment Plan eliminated this Singapore corporate 

law issue.   

 The trial evidence also included an electronic message between U.S.-based 

and Singapore-based employees of PwC discussing the same Singapore corporate 

law issue.  (A-3119-3120)  The second paragraph of the electronic message 

explains that Section 21 of Singapore corporate law would not allow the foreign 

finance subsidiary (referred to in the electronic message as “FF”) from holding 

shares of ASA stock:   

The structure as set out in the reinvestment draft (step6) is fine under 
Singapore Companies laws so long as the Caymans or Luxembourg 
jurisdictions allows a Singapore subsidiary {that is FF (Caymans or 
Luxembourg)} to hold shares of DF (US).  A point to note is that FF 
(Caymans or Luxembourg) is not allowed to hold shares of its holding 
company, ASAPL as stipulated under Section 21 of the Singapore 
Companies Act.  
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 The Tax Court opinion did not refer to any contrary evidence, but instead 

held that Barnes waived this defense by failing to prove the application of the cited 

Singapore corporate law.  (A-0523-0524, A-0527)  The Tax Court misconstrues 

the issue by focusing on what the Singapore corporate law provides, instead of 

whether PwC advised Barnes that Bermuda Finance was necessary to comply with 

Singapore corporate law.  The record is clear that PwC advised Barnes that 

Bermuda Finance was necessary in order to comply with Singapore corporate law.  

Accordingly, by misconstruing the issue, the Tax Court arbitrarily disregarded the 

unimpeached and uncontradicted evidence in contravention of long-standing case 

law to the contrary.   

Given the evidence presented, and the absence of any contrary evidence, the 

Tax Court’s finding that there was no non-tax business purpose for Bermuda 

Finance is clearly erroneous.  

2. Delaware Finance had a Non-tax Business Purpose. 

In finding that Barnes did not establish a non-tax business purpose for 

Delaware Finance, the Tax Court held (a) that Barnes did not establish the state tax 

benefit and (b) that Barnes’ inability to show that it respected the form of the 

Reinvestment plan “render[ed] any further consideration of petitioners’ ‘cash 

management’ argument moot.”  (A-0524-0525)  The combination of the trial 

testimony of Coneys, Trial Exhibit 138-J, and the absence of any contrary evidence 
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with respect to the state tax benefit, establish that the Tax Court clearly erred in 

this holding.  (A-1699-1703) 

At trial, PwC partner Coneys described the business purpose for Delaware 

Finance as follows: 

Q.  How about Delaware Finance.  What was the purpose of Delaware 
Finance? 
 
A.  Delaware Finance created a state tax benefit, and it was a necessary part 
of the overall plan of reinvestment to accomplish the plan that we were 
trying to achieve. 

  
(A-0199)   

The state tax benefit provided by using Delaware Finance is also the subject 

of the October 26, 2000 PwC memorandum.  (A-1700-1703)  As discussed above, 

Delaware Finance loaned the proceeds of the Reinvestment Plan to Barnes, which 

was required to pay interest at a rate of 7.5% per annum.  The state tax benefit 

resulted from the ability of Barnes to report an interest expense deduction 

attributable to the loan on its Connecticut state tax returns while Delaware Finance 

would not be required to file a Connecticut state tax return to report its interest 

income on the loan and the state of Delaware does not tax interest.  See Del. Code 

Ann. 30, §1903(a)(2).  Therefore, Barnes would be able to receive an interest 

expense deduction in computing its Connecticut state tax liability and Delaware 

Finance would pay no Delaware state tax on the interest income.  
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The absence of any contrary evidence and the affirmative evidence that 

supports the state tax benefit establish that the Tax Court’s factual finding on 

Delaware Finance was clearly erroneous.   

Coneys also described (on cross examination by the Government) an 

additional non-tax business purpose for Delaware Finance: 

Q.  Did Barnes provide PricewaterhouseCoopers with a non-tax business 
purpose for the formation of Delaware? 
 
A.  Yes. 
 
Q.  Okay.  Did Barnes provide – and specifically referring to Exhibit 195-J. 
 
A.  Well, I’m thinking of what’s in the opinion, which I believe is consistent 
with what they put into [Exhibit] 195, but I know in the opinion we talked 
about the – one of the objectives was to have a domestic finance company, 
and that was corporate governance, which I see on here.  It also had to do 
with kind of centralized management and currency controls, which I’d have 
to look to see if that’s in here.  But I know that was in the opinion, which 
they reviewed and agreed to.   

 
(A-0264-0265)  This same corporate governance function was also identified by 

Dr. Leigh Riddick, who provided expert testimony relating to the pre-tax profit that 

Barnes would have received from the Reinvestment Plan and also the additional 

business purpose for Delaware Finance.  (A-2971-2996, A-0424)  

As a backstop to the Tax Court’s conclusion that there was no business 

purpose for Delaware Finance, the Court claimed it could reject the corporate 

governance business purpose because Barnes did not show that it respected the 
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form of the Reinvestment Plan.  (A-0524-0525)  As discussed below, there is 

evidence in the record that Barnes did respect the form of the Reinvestment Plan.   

3. Barnes and Delaware Finance Each Respected the Form of the 
Reinvestment Plan in its Handling of Interest and Dividends. 

The evidence does not support the Tax Court’s conclusions that because of 

the way Barnes handles interest and dividends Barnes failed to respect the 

Reinvestment Plan or the commercial arrangements established by Barnes and the 

other parties involved in the Reinvestment Plan.   

a. Barnes Paid Interest to Delaware Finance. 

The Tax Court’s holding that Barnes failed to respect the form of the 

Reinvestment Plan by failing to pay interest to Delaware Finance is based on a 

clearly erroneous misinterpretation of the record.     

First, the record shows that Barnes paid interest payments to Delaware 

Finance on the two loans and accrued on its books and records the unpaid portion.  

(A-1948, A-1964, A-2182, A-2198, A-2429, A-2445, A-2854, A-2870, A-3492, A-

3509, A-3924, A-3942, A-4350, A-4368, A-4769, A-4786, A-5222, A-5239)  The 

Government agrees that by the end of 2010, the financial statements of both Barnes 

and Delaware Finance reflected a loan balance on the two Inter-Company Loan 

Agreements of $127,202,495.  This dollar amount is the same as the amount 

reported on the financial statements included with Barnes’ 2010 federal tax return.  

(A-5239)  Since the original amount of the loans had a combined principal balance 
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of $67,605,000, the Government agrees that the principal balance was increased by 

the accrued but unpaid interest.  

The following table illustrates a hypothetical loan balance on the two Inter-

Company Loan Agreements, as of December 31, 2010, if no interest had been 

paid:  

 Beginning 
Balance 

Accrued 
Interest 

Ending Balance

2000 

(12/26/2000–12/31/2000) 

$42,105,000 $52,631 $42,157,631 

2001 

(Includes $25,500,000 from 
Loan Agreement #2 with 
Interest from 7/10/2001) 

$42,157,631 $4,087,563 $71,692,563 

2002 $71,692,563 $5,376,942 $77,069,505 

2003 $77,069,505 $5,780,213 $82,849,718 

2004 $82,849,718 $6,213,729 $89,063,446 

2005 $89,063,446 $6,679,758 $95,743,205 

2006 $95,743,205 $7,180,740 $102,923,945 

2007 $102,923,945 $7,719,296 $110,643,241 

2008 $110,643,241 $8,298,243 $118,941,484 

2009 $118,941,484 $8,920,611 $127,862,095 

2010 $127,862,095 $9,589,657 $137,451,753 
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As the Government agrees, the actual loan balance as of December 31, 2010 

was $127,202,495.  (A-5239)  The $10,249,258 difference between the 

hypothetical ending loan balance of $137,451,753 and the actual loan balance of 

$127,202,495 shows that interest was paid during the 2002 through 2010 period.  

The precise amount of interest paid was $8,716,827, and the difference between 

$10,249,258 and $8,716,827 is attributable to the effects that the payment of 

interest during the 2002 through 2010 period had on the amount of “compound 

interest” that otherwise would have accrued on the loan balance. 

Second, Barnes and Delaware Finance did not violate the loan agreements 

by adding the accrued but unpaid interest to the principal loan balance.  The Inter-

Company Loan Agreements did not obligate Barnes to make annual cash payments 

before December 1, 2002, and each December thereafter, of all of the interest due 

Delaware Finance.  Rather, paragraph two of each loan agreement provided that 

unpaid interest could be “accrued,” and accrued but unpaid interest would be 

repaid to Delaware Finance on demand.  (A-1111-1118)  It is undisputed that 

Barnes and Delaware Finance accrued the interest expense and interest income, 

respectively, attributable to the two loan agreements.  (A-1948, A-1964, A-2182, 

A-2198, A-2429, A-2445, A-2854, A-2870, A-3492, A-3509, A-3924, A-3942, A-

4350, A-4368, A-4769, A-4786, A-5222, A-5239)  
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b. Dividend Payments Were Made on the Delaware Finance 
Preferred Stock. 

The Tax Court’s holding that Delaware Finance either failed to pay any 

dividends on its preferred stock or failed to have the economic resources to pay 

any preferred dividends is clearly erroneous. 

First, the Tax Court’s premise that preferred dividends were required to be 

paid on a periodic basis is wrong.  The Delaware Finance preferred stock was a 

cumulative instrument that did not require the issuer – Delaware Finance – to pay 

preferred dividends on a periodic basis.  (A-0864-0865)  Rather, the dividends 

could “accrue and be cumulative” on the outstanding shares and would be paid on 

redemption.  (A-0865)  To the extent dividends were not paid in years following 

the Reinvestment Plan, they were accumulated for later payment.  (A-0387)   

Second, the Tax Court’s conclusion that no preferred dividends either were, 

or could have been, paid by Delaware Finance is clearly erroneous.  The trial 

evidence established that Delaware Finance paid a preferred dividend at least every 

two years.  Contrary to the Tax Court’s claim, Barnes did not rely exclusively on 

tax returns to prove that dividends were paid.  (A-0526)  Rather, the evidence that 

dividends were paid included the testimony of Barnes’ Vice-President of Tax: 

Q.  Did Delaware Finance declare any dividends while you were employed 
at Barnes? 

A.  Yes. 
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Q.  And what would happen when it declared those dividends from a tax 
perspective? 

A.  There was a withholding tax of 30 percent that we withheld and remitted 
to the federal government, and we filed a Form 1042. 

Q.  Were the Forms 1042 prepared by the tax department at your direction? 

A.  Yes. 

Q.  And did you sign those forms? 

A.  Yes. 

*** 

Q.  And were there payments made on that preferred stock?  Were there 
dividends made? 

A.  Yes, there were. 
 

(A-0348, A-0387)   DeForte also identified the IRS Forms 1042 that were filed 

when Delaware Finance paid a preferred dividend.  (A-1389-1404)  These IRS 

Forms 1042 corroborate DeForte’s testimony and are further evidence that 

Delaware Finance declared and paid a dividend in 2002, 2004, 2006, 2008, and 

2009.  The Government neither challenged DeForte’s testimony regarding the 

payment of the preferred dividends nor offered any evidence at trial to establish 

that no such preferred dividends were paid.  Indeed, the Government could not in 

good faith challenge this fact since the Government, to this day, retains the tax 

withheld from the dividends and paid to the U.S. Treasury. 

Because Barnes did not exclusively rely on tax returns to prove that the 

preferred dividends were actually paid on the preferred stock, the cases cited on 

page 55 of the Opinion do not support the holding.  (A-0526)  Moreover, these 
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cases only establish that a tax return is not evidence of the truth of the facts stated 

therein such that a taxpayer cannot exclusively rely on the information reported on 

a tax return to obtain a deduction.  See Taylor v. Comm’r, T.C. Memo 2009-235; 

Lawinger v. Comm’r, 103 T.C. 428 (1994).  

The Tax Court alternatively concluded that because Barnes did not make 

interest payments to Delaware Finance, Delaware Finance “was financially 

incapable of making the purported preferred dividends payments to Bermuda.”  

(A-0526)  As discussed above, at Argument I.C.3.a, the record shows that Barnes 

made interest payments on the two loans and, thus, Delaware Finance had funds to 

pay dividends on the preferred stock.  (A-1389-1404, A-0348-0349)     

4. The Reinvestment Plan Was Intended to be Temporary.  

Finally, to recast the transaction as a dividend from ASA to Barnes the Tax 

Court’s erroneously held that the Reinvestment Plan was a permanent distribution.  

Concurrent with the development of the Reinvestment Plan, Barnes required 

PwC to develop a plan to unwind the Reinvestment Plan.  From its inception, 

Barnes intended that the Reinvestment Plan would be temporary.  At trial, the 

Barnes’ officers responsible for developing, implementing, and approving the 

Reinvestment Plan – the Chief Financial Officer and the Vice-President of Tax – 

unequivocally testified that the Reinvestment Plan was intended to be a temporary 

structure: 
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[Redirect Examination of the Chief Financial Officer, William Denninger] 

Q: Mr. Denninger, was the plan of reinvestment intended to be permanent or 
temporary? 

A: Temporary 

*** 

[Direct Examination of the Vice President of Taxes, Joseph DeForte] 

Q:  Was [the Reinvestment Plan] intended to be temporary or permanent? 

A:  It’s temporary because the earnings and profits are outside the U.S. for 
investment outside the U.S. 

(A-0153-0154, A-0337)  This testimony of the Barnes officers was corroborated by 

the testimony of the primary PwC partner assigned to the engagement:  

Q: During the development of the agreement and plan of reinvestment, was 
there any discussion by Barnes where they wanted to provide a permanent 
repatriation of ASA’s excess cash or borrowing capacity? 
 
A:  Barnes was very emphatic that they wanted this to be a temporary 
investment because of the desire to invest overseas. 

 
(A-0193)   
 

The documents prepared contemporaneous to the planning of the 

Reinvestment Plan establish that the transaction was intended to be temporary, 

could be rapidly and efficiently unwound to return the cash to ASA, would be 

unwound in fifteen years in the longest case scenario, and the unwind could occur 

in a number of ways, including a redemption.  (A-1707-1708, A-1659, A-0325-

0327, A-0350-0351)  At trial, the Government neither examined any witness on 

this point, nor introduced any contradictory evidence.   
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Moreover, the trial testimony also included an explanation for why, at the 

time of the trial, the Reinvestment Plan had not been unwound.  The Barnes Vice-

President of Tax explained that Barnes sought to unwind the Reinvestment Plan in 

2006 and use the funds to finance the acquisition of Heinz Hänggi.  (A-0350-0352)  

In light of the pending dispute with the Government over the federal tax 

consequences of the Reinvestment Plan, Barnes was advised by PwC that in order 

to avoid the potential for double taxation, the company should finance the Hänggi 

acquisition through alternative means.  (A-0352)  Once again, the Government did 

not introduce any contrary evidence.    

II. THE TAX COURT ERRED IN PERMITTING THE SERVICE TO 
DISAVOW ITS REVENUE RULINGS AND CHALLENGE THE 
REINVESTMENT PLAN. 
 
A. Introduction. 

This Court must decide whether Barnes correctly concluded that the 

Reinvestment Plan did not cause Barnes to have an income inclusion under 

Sections 951 and 956 of the Internal Revenue Code.  The Delaware Finance 

preferred stock acquired by Bermuda Finance constituted an investment in U.S. 

property by a CFC.  Accordingly, Sections 951 and 956 required Barnes to include 

in income an amount equal to Bermuda Finance’s adjusted basis in the Delaware 

Finance preferred stock.  However, in accordance with Sections 358, 362, and 
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1032, and the zero basis rule in Rev. Rul. 74-503, Bermuda Finance’s adjusted 

basis in the Delaware Finance preferred stock was zero.   

The zero basis rule in Rev. Rul. 74-503 has been broadly applied by the 

Government in ways that are generally and often surprisingly adverse to taxpayers 

where policy considerations would indicate that a non-zero basis rule would be 

appropriate.  These taxpayer adverse applications have been subject to critical 

commentary.5  Barnes submits that for the reasons set forth below, the Government 

should not be permitted to disavow the zero basis rule in this case just because 

Barnes will, as a result, not have taxable income.  Just as the zero basis rule has 

been uniformly applied to cause misfortune to taxpayers, so it must be applied here 

even where the result is a benefit to Barnes. 

 The continued vitality of the zero basis rule for the years in issue was 

addressed by the IRS in Rev. Rul. 2006-2.  Rev. Rul. 2006-2 prospectively revoked 

the first legal principle of Rev. Rul. 74-503, which applies the carryover basis rule 

in Section 362(a), and not the substitute basis rule in Section 358(a), to determine 

the basis in the Y stock acquired by the transferor, X corporation.  The ruling, 

importantly to this case, precludes the IRS from challenging “a position taken prior 

                                                 
5 See e.g., Gary B. Mandel, Zero Basis: Alive But Not Well, 74 Taxes 10, n.8, Oct. 
1996. 
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to December 20, 2005, with respect to a transaction occurring prior to such date, by 

a taxpayer that reasonably relied on the conclusions in Rev. Rul. 74-503.”  

Barnes relied on the legal principles in Rev. Rul. 74-503 when it entered into 

the Reinvestment Plan, and Barnes’ reliance on those principles was reasonable.  

Accordingly, citing to the jurisprudence established by the Tax Court in 

Rauenhorst v. Comm’r, 119 T.C. 157 (2002), and Dover Corp. v. Comm’r, 122 

T.C. 324 (2004), Barnes maintained below that (1) the Tax Court must hold the 

IRS to the “will not challenge” position in Rev. Rul. 2006-2, and (2) the Tax Court 

must treat Rev. Rul. 74-503 as an IRS concession that Bermuda Finance’s basis in 

the Delaware Finance preferred stock was zero.  Rauenhorst, 119 T.C. at 173.  

The Tax Court failed to analyze this significant Tax Court precedent, which 

binds the Service to the legal principles in its Revenue Rulings.  Instead, the Tax 

Court concluded that in order for Rev. Rul. 74-503 and Rev. Rul. 2006-2 to 

preclude the Government from challenging the Reinvestment Plan, Barnes was 

required to “clear two hurdles” and that Barnes failed both hurdles.  (A-0508-0509)  

According to the Opinion, the first hurdle required the form of the Reinvestment 

Plan to be respected, and the second hurdle required the facts of the Reinvestment 

Plan to be substantially the same as those considered in Rev. Rul. 74-503.  Id. 

Barnes satisfied both of the Tax Court’s hurdles.  As discussed in Argument 

I, above, Barnes respected the form of the Reinvestment Plan, and as discussed 
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below, Barnes reasonably relied on the principles in Rev. Rul. 74-503 in entering 

into the Reinvestment Plan.   

B. Standard of Review. 

The Tax Court’s failure to apply Rev. Rul. 74-503 and Rev. Rul. 2006-2 to 

prevent the Government from challenging the federal tax consequences of the 

Reinvestment Plan is reviewed de novo.  See Diebold Found., Inc., v. Comm’r, 736 

F.3d 172, 183 (2d Cir. 2013) (“the Tax Court’s findings of fact are reviewed for 

clear error, but that mixed questions of law and fact are reviewed de novo, to the 

extent that the alleged error is in the misunderstanding of a legal standard”).  

C. The Tax Court Erred in Concluding that Factual Disparities Between 
Rev. Rul. 74-503 and the Reinvestment Plan Precluded Barnes From 
Reasonably Relying on the Zero Basis Holding in Rev. Rul. 74-503. 

 
The Tax Court held that Barnes did not reasonably rely on Rev. Rul. 74-503 

because of the factual differences between the ruling and the Reinvestment Plan, 

and, thus, the “will not challenge” clause in Rev. Rul. 2006-2 did not prohibit the 

Government from challenging Barnes’ tax return positions in this case.  (A-0510-

0511)   

There are two glaring errors in the Tax Court’s analysis.  First, the alleged 

factual differences between Rev. Rul. 74-503 and the Reinvestment Plan identified 

by the Tax Court are immaterial to the determination of Bermuda Finance’s 

adjusted basis in the Delaware Finance preferred stock.  Second, none of the 
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factual differences undermine the two legal principles established by Rev. Rul. 74-

503.  

1. The Factual Differences Between Rev. Rul. 74-503 and the 
Reinvestment Plan Are Immaterial.  

 
Although more recent Revenue Rulings are more expansive in their 

recitation of facts, Revenue Rulings issued during the 1970’s generally used a 

simple and generic fact pattern to establish a general legal principle applicable to 

the multitude of transactions with more complex facts.6  Accordingly, it comes as 

no surprise that the factual information included in Rev. Rul. 74-503 is extremely 

limited and relies on a generic X corporation and Y corporation to explain the zero 

basis tax principles applied by the Government where it serves its purpose.   

In every material respect, the transactions in which Bermuda Finance 

exchanged its own stock and foreign currency for Delaware Finance preferred 

stock are identical to the transaction at issue in Rev. Rul. 74-503.  In both fact 

patterns, the transactions were exchanges to which Section 351(a) applied.  In both 

fact patterns, Section 358(e) prohibited the application of Section 358(a) because 

both transferors, X corporation and Bermuda Finance, transferred their own stock, 

in whole or in part, for the stock in the transferees, Y corporation and Delaware 

Finance, respectively.   

                                                 
6 See e.g. Timothy Jacobs, Barnes Group: Tax Court Turns A Blind Eye to 
Rauenhorst, Tax Notes, July 29, 2013, p. 481 at 485.  (Addendum, infra) 

Case: 13-4298     Document: 26     Page: 58      02/14/2014      1157121      219



 

-49- 
 

2. Contrary to the Tax Court’s Holding, None of the Alleged 
Factual Disparities Undermine the Two Fundamental Principles 
in Rev. Rul. 74-503.   

The fact that there were multiple transfers, or the transfers involved a CFC 

does not alter the basis rules that apply to Section 351 exchanges.  There is only 

one set of basis calculation rules that apply to Section 351 transactions.  The basis 

calculation rules in Section 358, 362, 1032, and Rev. Rul. 74-503 apply in the 

same manner irrespective of how many entities are involved in the transaction, or 

whether there are successive transactions, or whether any of the entities were 

formed for the purpose of participating in the Section 351 exchange, or whether the 

entities involved in the transaction are foreign or domestic,7 or whether the Section 

351 exchange is a stand-alone transaction or part of multiple-step transactions, or 

whether the entities have significant earnings and profits, or whether the 

transaction results in the transfer of money into the U.S. without any tax 

consequences.  

 

 

 

                                                 
7 G.C.M. 34998 (Aug. 23, 1972), issued by the Internal Revenue Service Chief 
Counsel just two years before Rev. Rul. 74-503, applied the zero basis doctrine and 
concluded that a CFC’s investment in U.S. property had a zero basis for the 
purposes of Section 956 and, therefore, the U.S. shareholder of the CFC had no 
income inclusion under Section 951.  (Addendum, infra) 
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3. Barnes Was Permitted to Reasonably Rely on the Legal 
Principles Set Forth in Rev. Rul. 74-503. 

Even if the factual disparities identified by the Tax Court were somehow 

significant, the differences would not permit the Government to argue against the 

legal principles established by the ruling.     

The Tax Court’s reliance on procedural rules to permit the Government to 

argue against its published guidance is flawed because recent Tax Court 

jurisprudence rejects the Government’s ability to challenge the legal principles set 

forth in Revenue Rulings.  See Rauenhorst; Dover Corp.  These Tax Court 

reviewed decisions unequivocally stand for the rule that in a Tax Court proceeding, 

the Government is precluded from arguing against the principles established by its 

Revenue Rulings.  The Tax Court’s analysis of Rev. Rul. 74-503 simply failed to 

address the two key authorities that were cited and discussed in Barnes’ trial briefs.   

In the Tax Court’s Rauenhorst decision, the taxpayer negotiated the sale of 

stock to a third party.  Before the sale closed, and to avoid recognizing gain on the 

sale, the taxpayer transferred the stock to a charitable organization.   Although the 

charitable organization was under no obligation to sell the stock, it was anticipated 

by all parties that the sale would occur.  The issue in Rauenhorst was whether the 

gain from the sale of stock by the charitable organization was income to the 

charitable institution (consistent with the form of the transaction) or to the taxpayer 

(consistent with the substance of the transaction as perceived by the Government).  
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To support the taxpayer’s position that the gain from the post-donation sale was 

not its income, the taxpayer relied on the principles set forth in Rev. Rul. 78-197, 

1978-1 C.B. 83 (“1978 Ruling”).  In response, the Government claimed (as it does 

in this case) that the nature of the “global transaction” at issue in Rauenhorst was 

different from the narrow fact pattern considered in the 1978 Ruling; as a result, 

the Government claimed that it was permitted to apply a substance over form 

principle known as the “assignment of income doctrine” to reallocate the gain from 

the stock sale to the taxpayer.   

The Tax Court categorically rejected the Government’s attempt to argue 

against the legal principles set forth in the 1978 Ruling: 

we are not prepared to allow respondent’s counsel to argue the legal 
principles of [published opinions] against the principles and public 
guidance articulated in the Commissioner’s currently outstanding 
revenue rulings….  

*** 

we cannot agree that the Commissioner is not bound to follow his 
revenue rulings in Tax Court proceedings….  

*** 

The Commissioner’s revenue ruling has been in existence for nearly 
25 years, and it has not been revoked or modified.  No doubt 
taxpayers have referred to that ruling in planning their charitable 
contributions …. Under the circumstances of this case, we treat the 
Commissioner’s position in [the 1978 Ruling] as a concession. 

Rauenhorst, 119 T.C. at 170-3.  (Internal citations omitted.) 
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Two years later, in Dover, the Tax Court again rejected the Government’s 

attempt to challenge its own Revenue Ruling.  In Dover, the taxpayer structured a 

complex transaction to avoid the inclusion of income from the sale of a CFC’s 

stock under the Subpart F Rules.  The taxpayer relied on Rev. Rul. 75-223, 1975-1 

C.B. 109 (“1975 Ruling”) for the legal principle that in a corporate amalgamation, 

the transferee corporation is deemed to have always been conducting the business 

of the transferor corporation.   The 1975 Ruling, like Rev. Rul. 74-503, provides a 

simple fact pattern in order to establish a legal principle.   

The Tax Court did not distinguish the 1975 Ruling based on the complex 

nature of the taxpayer’s transactions.  The Tax Court explained that the 1975 

Ruling reflected a “principle” that was applicable to the taxpayer’s transaction: 

The crucial finding in [the 1975 Ruling]…. is that, in any corporate 
amalgamation involving the attribute carryover rules of section 381, 
the surviving or recipient corporation is viewed as if it had always 
conducted the business of the formerly separate corporation(s) whose 
assets are acquired by the surviving corporation… Although that 
principle has been applied by the Commissioner in specific contexts 
(generally, in connection with former section 346 or section 302(e) 
partial liquidations), it has been stated as a principle of law applicable 
in any case involving a corporate combination to which section 381 
applies.  That includes a section 332 liquidation…. 

***  

Consistent with our holding in Rauenhorst, we refuse to allow 
respondent to argue the legal principles of [case law], against the 
principles subsequently articulated in [the 1975 Ruling].  We therefore 
consider respondent to have conceded that, as a direct result of a 
section 332 liquidation of an operating subsidiary, the surviving 
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parent corporation is considered as having been engaged in the 
liquidated subsidiary’s preliquidation trade or business, with the result 
that the assets of that trade or business are deemed assets used in the 
surviving parent's trade or business at the time of receipt. 

Dover, 122 T.C. at 350.  (Internal citations omitted.)   

In support of its conclusion that Barnes cannot rely on Rev. Rul. 74-503 in 

the absence of substantially identical facts, the Tax Court cites to the IRS’s 

Statement of Procedural Rules in regulation § 601.601(d)(2)(v)(a) and (e).  

(Addendum, infra)  The Tax Court in Rauenhorst addressed these specific 

provisions and notably did not find them to be supportive of the Government’s 

litigating position.  Rauenhorst, 119 T.C. at 182.  On the contrary, the Tax Court in 

Rauenhorst focused on other provisions in the Statement of Procedural Rules (and 

corresponding provisions in the introduction section of each volume of the Internal 

Revenue Bulletin) to the effect that Revenue Rulings “are published to provide 

precedents to be used in the disposition of other cases, and may be cited and relied 

upon for that purpose.”  Id.  (quoting regulation § 601.601(d)(2)(v)(d)).  

(Addendum, infra) 

The Tax Court’s analysis of Rev. Rul. 74-503 cannot be reconciled with 

Rauenhorst and Dover.  Because the Tax Court made no effort to discern and apply 

the legal principles in Rev. Rul. 74-503 or apply the legal principles to the 

Reinvestment Plan, the Tax Court committed manifest legal error.  
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III. THE TAX COURT’S IMPOSITION OF THE ACCURACY-
RELATED PENALTY IS BASED ON ERROR-LADEN 
INTERPRETATIONS OF THE PENALTY STATUTES AND 
CLEARLY ERRONEOUS FACTUAL FINDINGS. 
 
A. Introduction. 

If the Court agrees that Barnes had no income inclusion by reason of the 

Reinvestment Plan, then the Court must overturn the Tax Court’s imposition of the 

Section 6662(a) accuracy-related penalty.  If the Court reaches the penalty issue 

because it finds a tax underpayment, the Court must consider whether the Tax 

Court committed reversible error in rejecting Barnes’ assertions that (1) it had 

substantial authority for its tax return position, and (2) it satisfied the reasonable 

cause and good faith exception to the accuracy-related penalty provided by Section 

6664(c).      

An accuracy-related penalty of 20% may be imposed on the portion of an 

underpayment attributable to any “substantial understatement of tax.”  Section 

6662(a) and (b)(1).  There, however, is no substantial understatement of tax if the 

taxpayer has substantial authority for the tax treatment of the item.  Section 

6662(d)(2)(B).  The substantial authority standard “is less stringent than the more 

likely than not standard” and is satisfied where “the weight of the authorities 

supporting the treatment is substantial in relation to the weight of authorities 

supporting contrary treatment.”  Treas. Reg. §1.6662-4(d)(2), (3). 
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Moreover, even if there is a substantial understatement of tax, no penalty 

should be imposed if the taxpayer had reasonable cause for its reporting position 

and the taxpayer acted in good faith.  Section 6664(c).  A taxpayer has reasonable 

cause for its reporting position if the taxpayer relies on the advice of a tax advisor 

and:  (1) the advisor was a competent professional with sufficient expertise to 

justify reliance, (2) the taxpayer provided necessary and accurate information to 

the advisor, and (3) the taxpayer actually relied in good faith on the advisor’s 

judgment.  Neonatology Assocs., PA v. Comm’r, 115 T.C. 43, 98 (2000), aff’d. 299 

F.3d. 221 (3d Cir. 2002). 

As discussed below, the Tax Court erred in imposing the substantial 

understatement penalty because Barnes had substantial authority for its tax return 

position and Barnes, based on a good faith belief, had reasonable cause for its 

return position. 

B. Standard of Review. 

The Tax Court’s erroneous application of an accuracy-related penalty, 

including its application of the reasonable cause and good faith exception, is 

generally reviewed for clear error.  See Curcio v. Comm’r, 689 F.3d 217, 225 (2d 

Cir. 2012) (“The determination that a taxpayer is liable for an accuracy-related 

penalty is also a factual determination reviewed for clear error.”).  However, the 

legal grounds of the reasonable cause exception, i.e. “what elements must be 
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present to constitute ‘reasonable cause’ is a question of law” and reviewed de 

novo.  United States v. Boyle, 469 U.S. 241, 249 n.8 (1985).   

C. The Tax Court Committed Clear Error in Holding that Barnes Did Not 
Have Substantial Authority for its Tax Return Position. 

The Tax Court held that “the long history of the substance over form 

doctrine in combination with petitioners’ inability to establish their business 

purpose for Bermuda or Delaware” precluded Barnes from relying on a “factually 

dissimilar revenue ruling” to provide substantial authority for the Reinvestment 

Plan.  (A-0532-0534)   

As discussed on the merits, the Tax Court disregarded each step of the 

Reinvestment Plan based, in part, on its holding that Barnes did not satisfy its 

burden of establishing that there was a non-tax business purpose for the inclusion 

of Bermuda Finance and Delaware Finance.  (A-0527)  Although Barnes disputes 

this finding and maintains that the unimpeached and uncontradicted evidence 

establishes that there was a business purpose for the inclusion of Bermuda Finance 

and Delaware Finance in the Reinvestment Plan, in any event, there was more than 

sufficient business purpose evidence in the record from which to conclude that 

Barnes had substantial authority for its tax return position. 

Additionally, the Tax Court’s application of the substance over form and 

step transaction doctrines was too expansive because, contrary to prevailing 

authorities in existence when Barnes filed its tax returns, the Tax Court invented a 
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constructive dividend that fails to account for the commercial realities of the 

Reinvestment Plan.   

Given the above, Barnes’ straightforward tax analysis that was undertaken 

based on PwC’s advice should control.  That is, Bermuda Finance obtained an 

investment in U.S. property when it acquired the Delaware Finance preferred 

stock, but the income inclusion is limited to zero because Bermuda Finance had a 

zero basis in the Delaware Finance preferred stock.  When Barnes filed its income 

tax returns reporting the Reinvestment Plan, the zero basis rule in Rev. Rul. 74-503 

had been consistently applied by the Government for almost thirty years, usually to 

the disfavor of taxpayers.  Barnes had no choice but to apply the Revenue Ruling, 

and the fact that the ruling favors taxpayers in the context of Section 956 should be 

of no consequence.  There was no reason for Barnes to question these legal 

principles when it filed its tax returns.  Moreover, as discussed in section I.C.1, 

above, Rev. Rul. 74-503 cannot be materially distinguished from the Reinvestment 

Plan.8   

                                                 
8 The Tax Court also dismissed G.C.M. 34998 (which applied the zero basis 
doctrine to a section 956 transaction and concluded that a CFC’s investment in 
U.S. property had a zero basis) as providing substantial authority.  (A-0533)  Treas. 
Reg. §1.6662-4(d)(3)(ii) does specify that G.C.M.’s that are more than 10 years old 
are generally accorded very little weight.  Here, however, the fact that Rev. Rul. 
74-503 was issued only 2 years after G.C.M. 34998, and reaches the same zero 
basis conclusion as the G.C.M., supports the continued vitality of G.C.M. 34998. 
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D. No Penalty Should Be Imposed Because Barnes, Based on a Good 
Faith Belief, Had Reasonable Cause for its Tax Return Position.  

The Tax Court applied the three factors under Neonatology Assocs., PA, and 

found that Barnes’ tax advisor, PwC, was a competent tax professional with 

sufficient expertise to justify Barnes’ reliance on the Opinion.  Neonatology 

Assocs., PA at 98.  (A-0535)  The Tax Court also found that Barnes provided all of 

the necessary and accurate information to PwC in order for PwC to provide an 

Opinion on which Barnes could rely.  (A-0535)  However, the Tax Court 

determined that Barnes did not rely in good faith on the PwC Opinion because 

Barnes “did not act in accordance with the specific requirements of the plan as 

stated in the PwC opinion letter” and failed to “respect the details of the 

reinvestment plan set up by PwC.”  (A-0535-0536) 

Barnes acted in good faith in seeking the advice of PwC, its long-time tax 

advisor, in order to solve a business issue.  (A-0321-0322, A-0167-0168)  PwC’s 

senior partners advised Barnes as to all of the corporate legal, federal, state and 

foreign tax consequences of the Reinvestment Plan.  Importantly, PwC evaluated 

and rejected the Tax Court’s constructive dividend position and advised Barnes at 

the very high “should level” of confidence, that “it is our opinion that the 

transaction should not result in a deemed repatriation of funds under section 301.”  

(A-3032)  PwC also evaluated and rejected the Tax Court’s step transaction 

doctrine and advised Barnes at the “should level” of confidence that “we believe 
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that our conclusions should not be altered by application of “step transaction 

principles.”  (A-3032)  Finally, PwC concluded at the “should level” of confidence 

that “the proposed investment in the preferred stock of [Delaware Finance] should 

result in no income inclusion to Barnes under sections 951(a)(1)(B) and 956.”  (A-

3032) 

DeForte carefully studied the PwC Opinion.  DeForte reviewed the accuracy 

of every factual statement and studied each of the Code sections, Treasury 

Regulations, court opinions, and published guidance cited in the PwC Opinion.  

(A-0338-0444)   DeForte then put his 20 plus years of experience as a tax 

professional to work researching whether there was any authority inconsistent with 

the PwC Opinion, and after finding none and concluding that the PwC Opinion 

accurately applied the tax law, Barnes, through DeForte, relied on the opinion in 

the preparation and submission of Barnes’ federal income tax returns for 2000 and 

2001.  (A-0338-0347) 

The Tax Court, however, summarily dispatched Barnes’ reasonable reliance 

on the PwC Opinion stating that “[b]y failing to respect the details of the 

reinvestment plan set up by PwC, we find that petitioners have forfeited any 

defense of reliance on the opinion letter issued by PwC.”  (A-0536)  The only 

details that the Tax Court identified that it believed Barnes’ did not respect were 

the interest Barnes accrued and added to the principal of the loans from Delaware 
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Finance and the dividends on the Delaware Finance preferred stock owned by 

Bermuda Finance.  However, the PwC Opinion does not identify either the cash 

payment of interest from Barnes to Delaware Finance or the cash payment of 

preferred dividends to the preferred stock shareholder as requirements of the 

Reinvestment Plan.  (A-3031-3057)   

The PwC Opinion makes no reference to the Loan Agreements between 

Barnes and Delaware Finance.  Moreover, with respect to the Delaware Finance 

preferred stock, the PwC Opinion contemplates that the “preferred stock will yield 

a cumulative, fixed rate preferred dividend.”  (A-3036) (emphasis added).  The 

PwC Opinion never suggests that Delaware Finance was required to pay cash 

dividends to the preferred stock shareholder rather than allowing the dividends to 

accumulate as the instrument so provides.  The Tax Court committed a clear error 

when it pinned its entire conclusion as to Barnes’ reasonable reliance on the 

opinion of its tax advisors to two details that were not even addressed by the PwC 

Opinion.   

Finally, the Tax Court erred as a matter of law in concluding that it could 

rely on events that occurred after the returns were filed in determining whether 

Barnes’ reliance on the PwC Opinion was reasonable.  The Tax Court held that 

Barnes could not in good faith rely on the PwC Opinion because Barnes did not 

make the required interest payments.  By its very terms, however, the loans did not 
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require the first payment of interest until December 2002, which was after Barnes 

filed its tax returns reporting the Reinvestment Plan.  There can be no doubt that 

whether a taxpayer exercised reasonable care and good faith with respect to its tax 

treatment of an item must be determined at the time the return was filed.  See 

Congdon v. United States, 108 A.F.T.R. 2d 6340 (E.D. Tex. 2011) (adopted 108 

A.F.T.R. 2d 6343 (E.D. Tex. 2011))  (“a taxpayer’s sophistication with respect to 

tax laws, at the time the return was filed, is relevant in determining whether the 

taxpayer acted with reasonable cause.”) (citing Kees v. Comm’r, T.C. Memo.1999-

41 (“The taxpayer’s mental and physical condition, as well as sophistication with 

respect to the tax laws, at the time the return was filed are relevant in deciding 

whether the taxpayer acted with reasonable cause.”); see also Ruckman v. Comm’r, 

T.C. Memo. 1998-83 (“The taxpayer’s…sophistication with respect to the tax 

laws, at the time the return was filed have been considered in determining whether 

the negligence penalty should apply.”). 

Accordingly, even if the Court finds that Barnes’ did not comply with the 

Reinvestment Plan when it added the accrued but unpaid interest to the principal 

balance of the loans, the failure did not occur until December 2002 when interest 

was first payable under the Loan Agreements, and such alleged failure is irrelevant 

to whether Barnes acted in good faith when it filed the tax returns. 
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CONCLUSION 

For the foregoing reasons, the Court should reverse the Tax Court’s decision 

and enter judgment for Barnes.       

Respectfully submitted, 

       /s/ Robin L. Greenhouse _________ 
       Robin L. Greenhouse  
       McDermott Will & Emery, LLP 
       500 North Capitol Street, NW 
       Washington, DC  20001 
       Tel. (202) 756-8204  

Fax. (202) 756-8087 
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Effective: December 29, 2007

United States Code Annotated Currentness
Title 26. Internal Revenue Code (Refs & Annos)

Subtitle A. Income Taxes (Refs & Annos)
Chapter 1. Normal Taxes and Surtaxes (Refs & Annos)

Subchapter N. Tax Based on Income from Sources Within or Without the United States
Part III. Income from Sources Without the United States

Subpart F. Controlled Foreign Corporations (Refs & Annos)
§ 951. Amounts included in gross income of United States shareholders

(a) Amounts included.--

(1) In general.--If a foreign corporation is a controlled foreign corporation for an uninterrupted period of 30
days or more during any taxable year, every person who is a United States shareholder (as defined in
subsection (b)) of such corporation and who owns (within the meaning of section 958(a)) stock in such
corporation on the last day, in such year, on which such corporation is a controlled foreign corporation shall
include in his gross income, for his taxable year in which or with which such taxable year of the corporation
ends--

(A) the sum of--

(i) his pro rata share (determined under paragraph (2)) of the corporation's subpart F income for such year,

(ii) his pro rata share (determined under section 955(a)(3) as in effect before the enactment of the Tax
Reduction Act of 1975) of the corporation's previously excluded subpart F income withdrawn from
investment in less developed countries for such year, and

(iii) his pro rata share (determined under section 955(a)(3)) of the corporation's previously excluded
subpart F income withdrawn from foreign base company shipping operations for such year; and

(B) the amount determined under section 956 with respect to such shareholder for such year (but only to the
extent not excluded from gross income under section 959(a)(2)).

(2) Pro rata share of subpart F income.--The pro rata share referred to in paragraph (1)(A)(i) in the case of
any United States shareholder is the amount--

26 U.S.C.A. § 951

I.R.C. § 951
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(A) which would have been distributed with respect to the stock which such shareholder owns (within the
meaning of section 958(a)) in such corporation if on the last day, in its taxable year, on which the
corporation is a controlled foreign corporation it had distributed pro rata to its shareholders an amount (i)
which bears the same ratio to its subpart F income for the taxable year, as (ii) the part of such year during
which the corporation is a controlled foreign corporation bears to the entire year, reduced by

(B) the amount of distributions received by any other person during such year as a dividend with respect to
such stock, but only to the extent of the dividend which would have been received if the distribution by the
corporation had been the amount (i) which bears the same ratio to the subpart F income of such corporation
for the taxable year, as (ii) the part of such year during which such shareholder did not own (within the
meaning of section 958(a)) such stock bears to the entire year.

For purposes of subparagraph (B), any gain included in the gross income of any person as a dividend under
section 1248 shall be treated as a distribution received by such person with respect to the stock involved.

(3) Limitation on pro rata share of previously excluded subpart F income withdrawn from investment.-
-For purposes of paragraph (1)(A)(iii), the pro rata share of any United States shareholder of the previously
excluded subpart F income of a controlled foreign corporation withdrawn from investment in foreign base
company shipping operations shall not exceed an amount--

(A) which bears the same ratio to his pro rata share of such income withdrawn (as determined under section
955(a)(3)) for the taxable year, as

(B) the part of such year during which the corporation is a controlled foreign corporation bears to the entire
year.

(b) United States shareholder defined.--For purposes of this subpart, the term “United States shareholder”
means, with respect to any foreign corporation, a United States person (as defined in section 957(c)) who owns
(within the meaning of section 958(a)), or is considered as owning by applying the rules of ownership of section
958(b), 10 percent or more of the total combined voting power of all classes of stock entitled to vote of such
foreign corporation.

(c) Coordination with passive foreign investment company provisions.--If, but for this subsection, an amount
would be included in the gross income of a United States shareholder for any taxable year both under subsection
(a)(1)(A)(i) and under section 1293 (relating to current taxation of income from certain passive foreign
investment companies), such amount shall be included in the gross income of such shareholder only under
subsection (a)(1)(A).
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(Added Pub.L. 87-834, § 12(a), Oct. 16, 1962, 76 Stat. 1006; amended Pub.L. 94-12, Title VI, § 602(a)(3)(c)(3),
(4), (d)(2), Mar. 29, 1975, 89 Stat. 58, 62; Pub.L. 94-455, Title XIX, § 1901(a)(119), Oct. 4, 1976, 90 Stat.
1784; Pub.L. 98-369, Title I, § 132(c)(1), Title VIII, § 801(d)(4), July 18, 1984, 98 Stat. 666, 996; Pub.L.
99-514, Title XII, § 1235(c), Title XVIII, § 1876(c)(2), Oct. 22, 1986, 100 Stat. 2574, 2898; Pub.L. 100-647,
Title I, § 1012(i)(15), Nov. 10, 1988, 102 Stat. 3510; Pub.L. 103-66, Title XIII, §§ 13231(a), 13232(c), Aug. 10,
1993, 107 Stat. 495, 502; Pub.L. 104-188, Title I, § 1501(a)(1), Aug. 20, 1996, 110 Stat. 1825; Pub.L. 105-34,
Title XI, § 1112(a)(1), Aug. 5, 1997, 111 Stat. 969; Pub.L. 108-357, Title IV, § 413(c)(16), Oct. 22, 2004, 118
Stat. 1508; Pub.L. 110-172, § 11(g)(13), Dec. 29, 2007, 121 Stat. 2490.)

1997 Acts. Section 1112(a)(2) of Pub.L. 105-34 provided that: “The amendment made by paragraph (1)
[amending subsec. (a)(2) of this section] shall apply to dispositions after the date of the enactment of this Act
[Aug. 5, 1997].”

Current through P.L. 113-74 (excluding P.L. 113-66, 113-67, and 113-73) approved 1-16-14
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Effective: December 29, 2007

United States Code Annotated Currentness
Title 26. Internal Revenue Code (Refs & Annos)

Subtitle A. Income Taxes (Refs & Annos)
Chapter 1. Normal Taxes and Surtaxes (Refs & Annos)

Subchapter N. Tax Based on Income from Sources Within or Without the United States
Part III. Income from Sources Without the United States

Subpart F. Controlled Foreign Corporations (Refs & Annos)
§ 956. Investment of earnings in United States property

(a) General rule.--In the case of any controlled foreign corporation, the amount determined under this section
with respect to any United States shareholder for any taxable year is the lesser of--

(1) the excess (if any) of--

(A) such shareholder's pro rata share of the average of the amounts of United States property held (directly
or indirectly) by the controlled foreign corporation as of the close of each quarter of such taxable year, over

(B) the amount of earnings and profits described in section 959(c)(1)(A) with respect to such shareholder, or

(2) such shareholder's pro rata share of the applicable earnings of such controlled foreign corporation.

The amount taken into account under paragraph (1) with respect to any property shall be its adjusted basis as
determined for purposes of computing earnings and profits, reduced by any liability to which the property is
subject.

(b) Special rules.--

(1) Applicable earnings.--For purposes of this section, the term “applicable earnings” means, with respect to
any controlled foreign corporation, the sum of--

(A) the amount (not including a deficit) referred to in section 316(a)(1) to the extent such amount was
accumulated in prior taxable years, and

(B) the amount referred to in section 316(a)(2),
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but reduced by distributions made during the taxable year and by earnings and profits described in section
959(c)(1).

(2) Special rule for U.S. property acquired before corporation is a controlled foreign corporation.--In
applying subsection (a) to any taxable year, there shall be disregarded any item of United States property
which was acquired by the controlled foreign corporation before the first day on which such corporation was
treated as a controlled foreign corporation. The aggregate amount of property disregarded under the preceding
sentence shall not exceed the portion of the applicable earnings of such controlled foreign corporation which
were accumulated during periods before such first day.

(3) Special rule where corporation ceases to be controlled foreign corporation.--If any foreign corporation
ceases to be a controlled foreign corporation during any taxable year--

(A) the determination of any United States shareholder's pro rata share shall be made on the basis of stock
owned (within the meaning of section 958(a)) by such shareholder on the last day during the taxable year on
which the foreign corporation is a controlled foreign corporation,

(B) the average referred to in subsection (a)(1)(A) for such taxable year shall be determined by only taking
into account quarters ending on or before such last day, and

(C) in determining applicable earnings, the amount taken into account by reason of being described in
paragraph (2) of section 316(a) shall be the portion of the amount so described which is allocable (on a pro
rata basis) to the part of such year during which the corporation is a controlled foreign corporation.

(c) United States property defined.--

(1) In general.--For purposes of subsection (a), the term “United States property” means any property
acquired after December 31, 1962, which is--

(A) tangible property located in the United States;

(B) stock of a domestic corporation;

(C) an obligation of a United States person; or

(D) any right to the use in the United States of--

(i) a patent or copyright,
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(ii) an invention, model, or design (whether or not patented),

(iii) a secret formula or process, or

(iv) any other similar right,

which is acquired or developed by the controlled foreign corporation for use in the United States.

(2) Exceptions.--For purposes of subsection (a), the term “United States property” does not include--

(A) obligations of the United States, money, or deposits with--

(i) any bank (as defined by section 2(c) of the Bank Holding Company Act of 1956 (12 U.S.C. 1841(c)),
without regard to subparagraphs (C) and (G) of paragraph (2) of such section), or

(ii) any corporation not described in clause (i) with respect to which a bank holding company (as defined
by section 2(a) of such Act) or financial holding company (as defined by section 2(p) of such Act) owns
directly or indirectly more than 80 percent by vote or value of the stock of such corporation;

(B) property located in the United States which is purchased in the United States for export to, or use in,
foreign countries;

(C) any obligation of a United States person arising in connection with the sale or processing of property if
the amount of such obligation outstanding at no time during the taxable year exceeds the amount which
would be ordinary and necessary to carry on the trade or business of both the other party to the sale or
processing transaction and the United States person had the sale or processing transaction been made
between unrelated persons;

(D) any aircraft, railroad rolling stock, vessel, motor vehicle, or container used in the transportation of
persons or property in foreign commerce and used predominantly outside the United States;

(E) an amount of assets of an insurance company equivalent to the unearned premiums or reserves ordinary
and necessary for the proper conduct of its insurance business attributable to contracts which are not
contracts described in section 953(a)(1);

(F) the stock or obligations of a domestic corporation which is neither a United States shareholder (as
defined in section 951(b)) of the controlled foreign corporation, nor a domestic corporation, 25 percent or
more of the total combined voting power of which, immediately after the acquisition of any stock in such
domestic corporation by the controlled foreign corporation, is owned, or is considered as being owned, by
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such United States shareholders in the aggregate;

(G) any movable property (other than a vessel or aircraft) which is used for the purpose of exploring for,
developing, removing, or transporting resources from ocean waters or under such waters when used on the
Continental Shelf of the United States;

(H) an amount of assets of the controlled foreign corporation equal to the earnings and profits accumulated
after December 31, 1962, and excluded from subpart F income under section 952(b);

(I) deposits of cash or securities made or received on commercial terms in the ordinary course of a United
States or foreign person's business as a dealer in securities or in commodities, but only to the extent such
deposits are made or received as collateral or margin for (i) a securities loan, notional principal contract,
options contract, forward contract, or futures contract, or (ii) any other financial transaction in which the
Secretary determines that it is customary to post collateral or margin;

(J) an obligation of a United States person to the extent the principal amount of the obligation does not
exceed the fair market value of readily marketable securities sold or purchased pursuant to a sale and
repurchase agreement or otherwise posted or received as collateral for the obligation in the ordinary course
of its business by a United States or foreign person which is a dealer in securities or commodities;

(K) securities acquired and held by a controlled foreign corporation in the ordinary course of its business as
a dealer in securities if--

(i) the dealer accounts for the securities as securities held primarily for sale to customers in the ordinary
course of business, and

(ii) the dealer disposes of the securities (or such securities mature while held by the dealer) within a
period consistent with the holding of securities for sale to customers in the ordinary course of business;
and

(L) an obligation of a United States person which--

(i) is not a domestic corporation, and

(ii) is not--

(I) a United States shareholder (as defined in section 951(b)) of the controlled foreign corporation, or

(II) a partnership, estate, or trust in which the controlled foreign corporation, or any related person (as
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defined in section 954(d)(3)), is a partner, beneficiary, or trustee immediately after the acquisition of
any obligation of such partnership, estate, or trust by the controlled foreign corporation.

For purposes of subparagraphs (I), (J), and (K), the term “dealer in securities” has the meaning given such
term by section 475(c)(1), and the term “dealer in commodities” has the meaning given such term by section
475(e), except that such term shall include a futures commission merchant.

(3) Certain trade or service receivables acquired from related United States persons.--

(A) In general.--Notwithstanding paragraph (2) (other than subparagraph (H) thereof), the term “United
States property” includes any trade or service receivable if--

(i) such trade or service receivable is acquired (directly or indirectly) from a related person who is a
United States person, and

(ii) the obligor under such receivable is a United States person.

(B) Definitions.--For purposes of this paragraph, the term “trade or service receivable” and “related person”
have the respective meanings given to such terms by section 864(d).

(d) Pledges and guarantees.--For purposes of subsection (a), a controlled foreign corporation shall, under
regulations prescribed by the Secretary, be considered as holding an obligation of a United States person if such
controlled foreign corporation is a pledgor or guarantor of such obligation.

(e) Regulations.--The Secretary shall prescribe such regulations as may be necessary to carry out the purposes
of this section, including regulations to prevent the avoidance of the provisions of this section through
reorganizations or otherwise.

CREDIT(S)

(Added Pub.L. 87-834, § 12(a), Oct. 16, 1962, 76 Stat. 1015; amended Pub.L. 94-455, Title X, § 1021(a), Title
XIX, § 1906(b)(13)(A), Oct. 4, 1976, 90 Stat. 1618, 1834; Pub.L. 98-369, Div. A, Title I, § 123(b), Title VIII, §
801(d)(8), July 18, 1984, 98 Stat. 646, 996; Pub.L. 99-514, Title XVIII, § 1810(c)(1), Oct. 22, 1986, 100 Stat.
2824; Pub. L. 103-66, Title XIII, § 13232(a), (b), Aug. 10, 1993, 107 Stat. 501; Pub.L. 104-188, Title I, §
1501(b)(2), (3), Aug. 20, 1996, 110 Stat. 1825; Pub.L. 105-34, Title XI, § 1173(a), Title XVI, § 1601(e), Aug. 5,
1997, 111 Stat. 988, 1090; Pub.L. 108-357, Title IV, § 407(a), (b), Title VIII, § 837(a), Oct. 22, 2004, 118 Stat.
1498, 1596; Pub.L. 110-172, § 11(g)(15)(A), Dec. 29, 2007, 121 Stat. 2490.)

1997 Acts. Section 1173(b) of Pub.L. 105-34 provided that: “The amendments made by this section [amending
subsec. (c)(2) of this section] shall apply to taxable years of foreign corporations beginning after December 31,

26 U.S.C.A. § 956

I.R.C. § 956

Page 5

© 2014 Thomson Reuters. No Claim to Orig. US Gov. Works.

 
Add. 0008

Case: 13-4298     Document: 26     Page: 84      02/14/2014      1157121      219

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS954&FindType=L&ReferencePositionType=T&ReferencePosition=SP_17df000040924
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS954&FindType=L&ReferencePositionType=T&ReferencePosition=SP_17df000040924
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS475&FindType=L&ReferencePositionType=T&ReferencePosition=SP_10c0000001331
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS475&FindType=L&ReferencePositionType=T&ReferencePosition=SP_10c0000001331
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS475&FindType=L&ReferencePositionType=T&ReferencePosition=SP_7fdd00001ca15
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS475&FindType=L&ReferencePositionType=T&ReferencePosition=SP_7fdd00001ca15
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS475&FindType=L&ReferencePositionType=T&ReferencePosition=SP_7fdd00001ca15
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS475&FindType=L&ReferencePositionType=T&ReferencePosition=SP_7fdd00001ca15
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS864&FindType=L&ReferencePositionType=T&ReferencePosition=SP_5ba1000067d06
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS864&FindType=L&ReferencePositionType=T&ReferencePosition=SP_5ba1000067d06
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I1B025698B7-C649CE94A44-D3854EF6D0A%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I1B025698B7-C649CE94A44-D3854EF6D0A%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I1B025698B7-C649CE94A44-D3854EF6D0A%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I1B025698B7-C649CE94A44-D3854EF6D0A%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I5AB11B68A3-AA4EE8B359F-F45B0FAED80%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I5AB11B68A3-AA4EE8B359F-F45B0FAED80%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I4B69EEE9A1-E642ECA21E4-01F8D0A45CF%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I4B69EEE9A1-E642ECA21E4-01F8D0A45CF%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28ICF86B769C1-AE448ABF973-013795BD24D%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28ICF86B769C1-AE448ABF973-013795BD24D%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I983636D0F5-4F40D69E93C-25087772BAA%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I983636D0F5-4F40D69E93C-25087772BAA%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I983636D0F5-4F40D69E93C-25087772BAA%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I983636D0F5-4F40D69E93C-25087772BAA%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I1D6B519D53-D6474F92011-DAFFDA4C673%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28I1D6B519D53-D6474F92011-DAFFDA4C673%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28IBB41D9D028-5011D9A74D8-7B95E93B7F0%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28IBB41D9D028-5011D9A74D8-7B95E93B7F0%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28IF22C2A10BD-5611DC992AE-23106BA27C5%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1077005&DocName=UU%28IF22C2A10BD-5611DC992AE-23106BA27C5%29&FindType=l


1997, and to taxable years of United States shareholders with or within which such taxable years of foreign
corporations end.”

Amendments by section 1601 of Pub.L. 105-34 effective as if included in the provisions of the Small Business
Job Protection Act of 1996 [Pub.L. 104-188, Aug. 20, 1996, 110 Stat. 1755], see section 1601(j)(1) of Pub.L.
105-34, set out as a note under section 23 of this title.

Current through P.L. 113-74 (excluding P.L. 113-66, 113-67, and 113-73) approved 1-16-14
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Effective:[See Notes]

United States Code Annotated Currentness
Title 26. Internal Revenue Code (Refs & Annos)

Subtitle A. Income Taxes (Refs & Annos)
Chapter 1. Normal Taxes and Surtaxes (Refs & Annos)

Subchapter C. Corporate Distributions and Adjustments (Refs & Annos)
Part III. Corporate Organizations and Reorganizations (Refs & Annos)

Subpart A. Corporate Organizations
§ 351. Transfer to corporation controlled by transferor

(a) General rule.--No gain or loss shall be recognized if property is transferred to a corporation by one or more
persons solely in exchange for stock in such corporation and immediately after the exchange such person or
persons are in control (as defined in section 368(c)) of the corporation.

(b) Receipt of property.--If subsection (a) would apply to an exchange but for the fact that there is received, in
addition to the stock permitted to be received under subsection (a), other property or money, then--

(1) gain (if any) to such recipient shall be recognized, but not in excess of--

(A) the amount of money received, plus

(B) the fair market value of such other property received; and

(2) no loss to such recipient shall be recognized.

(c) Special rules where distribution to shareholders.--

(1) In general.--In determining control for purposes of this section, the fact that any corporate transferor
distributes part or all of the stock in the corporation which it receives in the exchange to its shareholders shall
not be taken into account.

(2) Special rule for section 355.--If the requirements of section 355 (or so much of section 356 as relates to
section 355) are met with respect to a distribution described in paragraph (1), then, solely for purposes of
determining the tax treatment of the transfers of property to the controlled corporation by the distributing
corporation, the fact that the shareholders of the distributing corporation dispose of part or all of the
distributed stock, or the fact that the corporation whose stock was distributed issues additional stock, shall not
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be taken into account in determining control for purposes of this section.

(d) Services, certain indebtedness, and accrued interest not treated as property.--For purposes of this
section, stock issued for--

(1) services,

(2) indebtedness of the transferee corporation which is not evidenced by a security, or

(3) interest on indebtedness of the transferee corporation which accrued on or after the beginning of the
transferor's holding period for the debt,

shall not be considered as issued in return for property.

(e) Exceptions.--This section shall not apply to--

(1) Transfer of property to an investment company.--A transfer of property to an investment company. For
purposes of the preceding sentence, the determination of whether a company is an investment company shall
be made--

(A) by taking into account all stock and securities held by the company, and

(B) by treating as stock and securities--

(i) money,

(ii) stocks and other equity interests in a corporation, evidences of indebtedness, options, forward or
futures contracts, notional principal contracts and derivatives,

(iii) any foreign currency,

(iv) any interest in a real estate investment trust, a common trust fund, a regulated investment company, a
publicly-traded partnership (as defined in section 7704(b)) or any other equity interest (other than in a
corporation) which pursuant to its terms or any other arrangement is readily convertible into, or
exchangeable for, any asset described in any preceding clause, this clause or clause (v) or (viii),

(v) except to the extent provided in regulations prescribed by the Secretary, any interest in a precious
metal, unless such metal is used or held in the active conduct of a trade or business after the contribution,
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(vi) except as otherwise provided in regulations prescribed by the Secretary, interests in any entity if
substantially all of the assets of such entity consist (directly or indirectly) of any assets described in any
preceding clause or clause (viii),

(vii) to the extent provided in regulations prescribed by the Secretary, any interest in any entity not
described in clause (vi), but only to the extent of the value of such interest that is attributable to assets
listed in clauses (i) through (v) or clause (viii), or

(viii) any other asset specified in regulations prescribed by the Secretary.

The Secretary may prescribe regulations that, under appropriate circumstances, treat any asset described in
clauses (i) through (v) as not so listed.

(2) Title 11 or similar case.--A transfer of property of a debtor pursuant to a plan while the debtor is under
the jurisdiction of a court in a Title 11 or similar case (within the meaning of section 368(a)(3)(A)), to the
extent that the stock received in the exchange is used to satisfy the indebtedness of such debtor.

(f) Treatment of controlled corporation.--If--

(1) property is transferred to a corporation (hereinafter in this subsection referred to as the “controlled
corporation”) in an exchange with respect to which gain or loss is not recognized (in whole or in part) to the
transferor under this section, and

(2) such exchange is not in pursuance of a plan of reorganization,

section 311 shall apply to any transfer in such exchange by the controlled corporation in the same manner as if
such transfer were a distribution to which subpart A of part I applies.

(g) Nonqualified preferred stock not treated as stock.--

(1) In general.--In the case of a person who transfers property to a corporation and receives nonqualified
preferred stock--

(A) subsection (a) shall not apply to such transferor, and

(B) if (and only if) the transferor receives stock other than nonqualified preferred stock--

(i) subsection (b) shall apply to such transferor; and
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(ii) such nonqualified preferred stock shall be treated as other property for purposes of applying
subsection (b).

(2) Nonqualified preferred stock.--For purposes of paragraph (1)--

(A) In general.--The term “nonqualified preferred stock” means preferred stock if--

(i) the holder of such stock has the right to require the issuer or a related person to redeem or purchase the
stock,

(ii) the issuer or a related person is required to redeem or purchase such stock,

(iii) the issuer or a related person has the right to redeem or purchase the stock and, as of the issue date, it
is more likely than not that such right will be exercised, or

(iv) the dividend rate on such stock varies in whole or in part (directly or indirectly) with reference to
interest rates, commodity prices, or other similar indices.

(B) Limitations.--Clauses (i), (ii), and (iii) of subparagraph (A) shall apply only if the right or obligation
referred to therein may be exercised within the 20-year period beginning on the issue date of such stock and
such right or obligation is not subject to a contingency which, as of the issue date, makes remote the
likelihood of the redemption or purchase.

(C) Exceptions for certain rights or obligations.--

(i) In general.--A right or obligation shall not be treated as described in clause (i), (ii), or (iii) of
subparagraph (A) if--

(I) it may be exercised only upon the death, disability, or mental incompetency of the holder, or

(II) in the case of a right or obligation to redeem or purchase stock transferred in connection with the
performance of services for the issuer or a related person (and which represents reasonable
compensation), it may be exercised only upon the holder's separation from service from the issuer or a
related person.

(ii) Exception.--Clause (i)(I) shall not apply if the stock relinquished in the exchange, or the stock
acquired in the exchange is in--

(I) a corporation if any class of stock in such corporation or a related party is readily tradable on an
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established securities market or otherwise, or

(II) any other corporation if such exchange is part of a transaction or series of transactions in which
such corporation is to become a corporation described in subclause (I).

(3) Definitions.--For purposes of this subsection--

(A) Preferred stock.--The term “preferred stock” means stock which is limited and preferred as to
dividends and does not participate in corporate growth to any significant extent. Stock shall not be treated as
participating in corporate growth to any significant extent unless there is a real and meaningful likelihood of
the shareholder actually participating in the earnings and growth of the corporation. If there is not a real and
meaningful likelihood that dividends beyond any limitation or preference will actually be paid, the
possibility of such payments will be disregarded in determining whether stock is limited and preferred as to
dividends.

(B) Related person.--A person shall be treated as related to another person if they bear a relationship to
such other person described in section 267(b) or 707(b).

(4) Regulations.--The Secretary may prescribe such regulations as may be necessary or appropriate to carry
out the purposes of this subsection and sections 354(a)(2)(C), 355(a)(3)(D), and 356(e). The Secretary may
also prescribe regulations, consistent with the treatment under this subsection and such sections, for the
treatment of nonqualified preferred stock under other provisions of this title.

(h) Cross references.--

(1) For special rule where another party to the exchange assumes a liability, see section 357.

(2) For the basis of stock or property received in an exchange to which this section applies, see sections 358
and 362.

(3) For special rule in the case of an exchange described in this section but which results in a gift, see
section 2501 and following.

(4) For special rule in the case of an exchange described in this section but which has the effect of the
payment of compensation by the corporation or by a transferor, see section 61(a)(1).

(5) For coordination of this section with section 304, see section 304(b)(3).

CREDIT(S)
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(Aug. 16, 1954, c. 736, 68A Stat. 111; Nov. 13, 1966, Pub.L. 89-809, Title II, § 203(a), (b), 80 Stat. 1577; Oct.
4, 1976, Pub.L. 94-455, Title XIX, § 1901(a)(48)(A), (B), 90 Stat. 1772; Dec. 24, 1980, Pub.L. 96-589, § 5(e),
94 Stat. 3406; Sept. 3, 1982, Pub.L. 97-248, Title II, § 226(a)(1)(B), 96 Stat. 491; Nov. 10, 1988, Pub.L.
100-647, Title I, § 1018(d)(5)(G), 102 Stat. 3581; Dec. 19, 1989, Pub.L. 101-239, Title VII, § 7203(a), (b), 103
Stat. 2333; Nov. 5, 1990, Pub.L. 101-508, Title XI, § 11704(a)(3), 104 Stat. 1388-518; Aug. 5, 1997, Pub.L.
105-34, Title X, §§ 1002(a), 1012(c)(1), 1014(a), 111 Stat. 909, 916, 919; July 22, 1998, Pub.L. 105-206, Title
VI, § 6010(c)(3)(A), (e)(1), 112 Stat. 813, 814; Oct. 21, 1998, Pub.L. 105-277, Div. J, Title IV, § 4003(f)(1),
112 Stat. 2681-910; June 25, 1999, Pub.L. 106-36, Title III, § 3001(d)(1), 113 Stat. 183; Mar. 9, 2002, Pub.L.
107-147, Title IV, § 417(9), 116 Stat. 56; Oct. 22, 2004, Pub.L. 108-357, Title VIII, § 899(a), 118 Stat. 1649;
Dec. 21, 2005, Pub.L. 109-135, Title IV, § 403(kk), 119 Stat. 2632.)

2005 Acts. Amendments made by Pub.L. 109-135, § 403, effective as if included in provisions of the American
Jobs Creation Act of 2004, Pub.L. 108-357, to which they relate, see Pub.L. 109-135, § 403(nn), set out as a
note under 26 U.S.C.A. § 26.

2004 Acts. Pub.L. 108-357, Title VIII, § 899(b), Oct. 22, 2004, 118 Stat. 1649, provided that: “The amendment
made by this section [amending subsec. (g)(3)(A) of this section] shall apply to transactions after May 14,
2003.”

Current through P.L. 113-74 (excluding P.L. 113-66, 113-67, and 113-73) approved 1-16-14
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Effective:[See Notes]

United States Code Annotated Currentness
Title 26. Internal Revenue Code (Refs & Annos)

Subtitle A. Income Taxes (Refs & Annos)
Chapter 1. Normal Taxes and Surtaxes (Refs & Annos)

Subchapter C. Corporate Distributions and Adjustments (Refs & Annos)
Part III. Corporate Organizations and Reorganizations (Refs & Annos)

Subpart C. Effects on Corporation
§ 362. Basis to corporations

(a) Property acquired by issuance of stock or as paid-in surplus.--If property was acquired on or after June
22, 1954, by a corporation--

(1) in connection with a transaction to which section 351 (relating to transfer of property to corporation
controlled by transferor) applies, or

(2) as paid-in surplus or as a contribution to capital,

then the basis shall be the same as it would be in the hands of the transferor, increased in the amount of gain
recognized to the transferor on such transfer.

(b) Transfers to corporations.--If property was acquired by a corporation in connection with a reorganization
to which this part applies, then the basis shall be the same as it would be in the hands of the transferor, increased
in the amount of gain recognized to the transferor on such transfer. This subsection shall not apply if the
property acquired consists of stock or securities in a corporation a party to the reorganization, unless acquired by
the exchange of stock or securities of the transferee (or of a corporation which is in control of the transferee) as
the consideration in whole or in part for the transfer.

(c) Special rule for certain contributions to capital.--

(1) Property other than money.--Notwithstanding subsection (a)(2), if property other than money--

(A) is acquired by a corporation, on or after June 22, 1954, as a contribution to capital, and

(B) is not contributed by a shareholder as such,
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then the basis of such property shall be zero.

(2) Money.--Notwithstanding subsection (a)(2), if money--

(A) is received by a corporation, on or after June 22, 1954, as a contribution to capital, and

(B) is not contributed by a shareholder as such,

then the basis of any property acquired with such money during the 12-month period beginning on the day
the contribution is received shall be reduced by the amount of such contribution. The excess (if any) of the
amount of such contribution over the amount of the reduction under the preceding sentence shall be applied
to the reduction (as of the last day of the period specified in the preceding sentence) of the basis of any
other property held by the taxpayer. The particular properties to which the reductions required by this
paragraph shall be allocated shall be determined under regulations prescribed by the Secretary.

(d) Limitation on basis increase attributable to assumption of liability.--

(1) In general.--In no event shall the basis of any property be increased under subsection (a) or (b) above the
fair market value of such property (determined without regard to section 7701(g)) by reason of any gain
recognized to the transferor as a result of the assumption of a liability.

(2) Treatment of gain not subject to tax.--Except as provided in regulations, if--

(A) gain is recognized to the transferor as a result of an assumption of a nonrecourse liability by a transferee
which is also secured by assets not transferred to such transferee; and

(B) no person is subject to tax under this title on such gain,

then, for purposes of determining basis under subsections (a) and (b), the amount of gain recognized by the
transferor as a result of the assumption of the liability shall be determined as if the liability assumed by the
transferee equaled such transferee's ratable portion of such liability determined on the basis of the relative
fair market values (determined without regard to section 7701(g)) of all of the assets subject to such
liability.

(e) Limitations on built-in losses.--

(1) Limitation on importation of built-in losses.--

(A) In general.--If in any transaction described in subsection (a) or (b) there would (but for this subsection)
be an importation of a net built-in loss, the basis of each property described in subparagraph (B) which is
acquired in such transaction shall (notwithstanding subsections (a) and (b)) be its fair market value

26 U.S.C.A. § 362

I.R.C. § 362

Page 2

© 2014 Thomson Reuters. No Claim to Orig. US Gov. Works.

 
Add. 0017

Case: 13-4298     Document: 26     Page: 93      02/14/2014      1157121      219

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS7701&FindType=L&ReferencePositionType=T&ReferencePosition=SP_16f4000091d86
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS7701&FindType=L&ReferencePositionType=T&ReferencePosition=SP_16f4000091d86
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS7701&FindType=L&ReferencePositionType=T&ReferencePosition=SP_16f4000091d86
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS7701&FindType=L&ReferencePositionType=T&ReferencePosition=SP_16f4000091d86


immediately after such transaction.

(B) Property described.--For purposes of subparagraph (A), property is described in this subparagraph if--

(i) gain or loss with respect to such property is not subject to tax under this subtitle in the hands of the
transferor immediately before the transfer, and

(ii) gain or loss with respect to such property is subject to such tax in the hands of the transferee
immediately after such transfer.

In any case in which the transferor is a partnership, the preceding sentence shall be applied by treating each
partner in such partnership as holding such partner's proportionate share of the property of such partnership.

(C) Importation of net built-in loss.--For purposes of subparagraph (A), there is an importation of a net
built-in loss in a transaction if the transferee's aggregate adjusted bases of property described in
subparagraph (B) which is transferred in such transaction would (but for this paragraph) exceed the fair
market value of such property immediately after such transaction.

(2) Limitation on transfer of built-in losses in section 351 transactions.--

(A) In general.--If--

(i) property is transferred by a transferor in any transaction which is described in subsection (a) and which
is not described in paragraph (1) of this subsection, and

(ii) the transferee's aggregate adjusted bases of such property so transferred would (but for this paragraph)
exceed the fair market value of such property immediately after such transaction,

then, notwithstanding subsection (a), the transferee's aggregate adjusted bases of the property so
transferred shall not exceed the fair market value of such property immediately after such transaction.

(B) Allocation of basis reduction.--The aggregate reduction in basis by reason of subparagraph (A) shall
be allocated among the property so transferred in proportion to their respective built-in losses immediately
before the transaction.

(C) Election to apply limitation to transferor's stock basis.--

(i) In general.--If the transferor and transferee of a transaction described in subparagraph (A) both elect
the application of this subparagraph--
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(I) subparagraph (A) shall not apply, and

(II) the transferor's basis in the stock received for property to which subparagraph (A) does not apply
by reason of the election shall not exceed its fair market value immediately after the transfer.

(ii) Election.--Any election under clause (i) shall be made at such time and in such form and manner as
the Secretary may prescribe, and, once made, shall be irrevocable.

CREDIT(S)

(Aug. 16, 1954, c. 736, 68A Stat. 118; Oct. 22, 1968, Pub.L. 90-621, § 2(b), 82 Stat. 1311; Oct. 4, 1976, Pub.L.
94-455, Title XIX, § 1906(b)(13)(A), Title XXI, § 2120(b), 90 Stat. 1834, 1913; Oct. 22, 1986, Pub.L. 99-514,
Title VIII, § 824(b), 100 Stat. 2374; June 25, 1999, Pub.L. 106-36, Title III, § 3001(b)(2), 113 Stat. 182; Oct.
22, 2004, Pub.L. 108-357, Title VIII, § 836(a), 118 Stat. 1594; Dec. 21, 2005, Pub.L. 109-135, Title IV, § 403
(dd)(2), 119 Stat. 2631.)

2005 Acts. Amendments made by Pub.L. 109-135, § 403, effective as if included in provisions of the American
Jobs Creation Act of 2004, Pub.L. 108-357, to which they relate, see Pub.L. 109-135, § 403(nn), set out as a
note under 26 U.S.C.A. § 26.

1999 Acts. Amendment by section 3001 of Pub.L. 106-36 applicable to transfers after October 18, 1998, see
section 3001(e) of Pub.L. 106-36, set out as a note under section 351 of this title.

Current through P.L. 113-74 (excluding P.L. 113-66, 113-67, and 113-73) approved 1-16-14
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Effective: March 9, 2002

United States Code Annotated Currentness
Title 26. Internal Revenue Code (Refs & Annos)

Subtitle A. Income Taxes (Refs & Annos)
Chapter 1. Normal Taxes and Surtaxes (Refs & Annos)

Subchapter C. Corporate Distributions and Adjustments (Refs & Annos)
Part III. Corporate Organizations and Reorganizations (Refs & Annos)

Subpart B. Effects on Shareholders and Security Holders
§ 358. Basis to distributees

(a) General rule.--In the case of an exchange to which section 351, 354, 355, 356, or 361 applies--

(1) Nonrecognition property.--The basis of the property permitted to be received under such section without
the recognition of gain or loss shall be the same as that of the property exchanged--

(A) decreased by--

(i) the fair market value of any other property (except money) received by the taxpayer,

(ii) the amount of any money received by the taxpayer, and

(iii) the amount of loss to the taxpayer which was recognized on such exchange, and

(B) increased by--

(i) the amount which was treated as a dividend, and

(ii) the amount of gain to the taxpayer which was recognized on such exchange (not including any portion
of such gain which was treated as a dividend).

(2) Other property.--The basis of any other property (except money) received by the taxpayer shall be its fair
market value.

(b) Allocation of basis.--

26 U.S.C.A. § 358
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(1) In general.--Under regulations prescribed by the Secretary, the basis determined under subsection (a)(1)
shall be allocated among the properties permitted to be received without the recognition of gain or loss.

(2) Special rule for section 355.--In the case of an exchange to which section 355 (or so much of section 356
as relates to section 355) applies, then in making the allocation under paragraph (1) of this subsection, there
shall be taken into account not only the property so permitted to be received without the recognition of gain or
loss, but also the stock or securities (if any) of the distributing corporation which are retained, and the
allocation of basis shall be made among all such properties.

(c) Section 355 transactions which are not exchanges.--For purposes of this section, a distribution to which
section 355 (or so much of section 356 as relates to section 355) applies shall be treated as an exchange, and for
such purposes the stock and securities of the distributing corporation which are retained shall be treated as
surrendered, and received back, in the exchange.

(d) Assumption of liability.--

(1) In general.--Where, as part of the consideration to the taxpayer, another party to the exchange assumed a
liability of the taxpayer, such assumption shall, for purposes of this section, be treated as money received by
the taxpayer on the exchange.

(2) Exception.--Paragraph (1) shall not apply to the amount of any liability excluded under section 357(c)(3).

(e) Exception.--This section shall not apply to property acquired by a corporation by the exchange of its stock or
securities (or the stock or securities of a corporation which is in control of the acquiring corporation) as
consideration in whole or in part for the transfer of the property to it.

(f) Definition of nonrecognition property in case of section 361 exchange.--For purposes of this section, the
property permitted to be received under section 361 without the recognition of gain or loss shall be treated as
consisting only of stock or securities in another corporation a party to the reorganization.

(g) Adjustments in intragroup transactions involving section 355.--In the case of a distribution to which
section 355 (or so much of section 356 as relates to section 355) applies and which involves the distribution of
stock from 1 member of an affiliated group (as defined in section 1504(a) without regard to subsection (b)
thereof) to another member of such group, the Secretary may, notwithstanding any other provision of this
section, provide adjustments to the adjusted basis of any stock which--

(1) is in a corporation which is a member of such group, and

(2) is held by another member of such group,
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to appropriately reflect the proper treatment of such distribution.

(h) Special rules for assumption of liabilities to which subsection (d) does not apply--

(1) In general.--If, after application of the other provisions of this section to an exchange or series of
exchanges, the basis of property to which subsection (a)(1) applies exceeds the fair market value of such
property, then such basis shall be reduced (but not below such fair market value) by the amount (determined
as of the date of the exchange) of any liability--

(A) which is assumed by another person as part of the exchange, and

(B) with respect to which subsection (d)(1) does not apply to the assumption.

(2) Exceptions.--Except as provided by the Secretary, paragraph (1) shall not apply to any liability if--

(A) the trade or business with which the liability is associated is transferred to the person assuming the
liability as part of the exchange, or

(B) substantially all of the assets with which the liability is associated are transferred to the person assuming
the liability as part of the exchange.

(3) Liability.--For purposes of this subsection, the term “liability” shall include any fixed or contingent
obligation to make payment, without regard to whether the obligation is otherwise taken into account for
purposes of this title.

CREDIT(S)

(Aug. 16, 1954, c. 736, 68A Stat. 117; Sept. 2, 1958, Pub.L. 85-866, Title I, § 21(a), 72 Stat. 1620; Oct. 22,
1968, Pub.L. 90-621, § 2(a), 82 Stat. 1311; Mar. 31, 1976, Pub.L. 94-253, § 1(b), 90 Stat. 296; Oct. 4, 1976,
Pub.L. 94-455, Title XIX, § 1906(b)(13)(A), 90 Stat. 1834; Nov. 6, 1978, Pub.L. 95-600, Title III, § 365(b), 92
Stat. 2855; Nov. 10, 1988, Pub.L. 100-647, Title I, § 1018(d)(5)(B), 102 Stat. 3580; Nov. 5, 1990, Pub.L.
101-508, Title XI, § 11801 (c)(8)(G), 104 Stat. 1388-524; Aug. 5, 1997, Pub.L. 105-34, Title X, § 1012(b)(2),
111 Stat. 916; Pub.L. 106-36, Title III, § 3001(a)(2), (d)(6), June 25, 1999, 113 Stat. 182, 184; Dec. 21, 2000,
Pub.L. 106-554, § 1(a)(7) [Title III, § 309(a)], 114 Stat. 2763, 2763A-638; Mar. 9, 2002, Pub.L. 107-147, Title
IV, § 412(c), 116 Stat. 53.)

2002 Acts. Amendments by section 412 of Pub.L. 107-147 effective as if included in the provisions of the
Community Renewal Tax Relief Act of 2000 [Pub.L. 106-554, § 1(a)(7), Dec. 21, 2000, 114 Stat. 2763,
2763A-627] to which they relate, see section 412(e) of Pub.L. 107-147, set out as a note under 26 U.S.C.A. §
151.
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Effective: May 28, 2003

United States Code Annotated Currentness
Title 26. Internal Revenue Code (Refs & Annos)

Subtitle A. Income Taxes (Refs & Annos)
Chapter 1. Normal Taxes and Surtaxes (Refs & Annos)

Subchapter C. Corporate Distributions and Adjustments (Refs & Annos)
Part I. Distributions by Corporations

Subpart A. Effects on Recipients (Refs & Annos)
§ 301. Distributions of property

(a) In general.--Except as otherwise provided in this chapter, a distribution of property (as defined in section
317(a)) made by a corporation to a shareholder with respect to its stock shall be treated in the manner provided
in subsection (c).

(b) Amount distributed.--

(1) General rule.--For purposes of this section, the amount of any distribution shall be the amount of money
received, plus the fair market value of the other property received.

(2) Reduction for liabilities.--The amount of any distribution determined under paragraph (1) shall be
reduced (but not below zero) by--

(A) the amount of any liability of the corporation assumed by the shareholder in connection with the
distribution, and

(B) the amount of any liability to which the property received by the shareholder is subject immediately
before, and immediately after, the distribution.

(3) Determination of fair market value.--For purposes of this section, fair market value shall be determined
as of the date of the distribution.

(c) Amount taxable.--In the case of a distribution to which subsection (a) applies--

(1) Amount constituting dividend.--That portion of the distribution which is a dividend (as defined in section
316) shall be included in gross income.
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(2) Amount applied against basis.--That portion of the distribution which is not a dividend shall be applied
against and reduce the adjusted basis of the stock.

(3) Amount in excess of basis.--

(A) In general.--Except as provided in subparagraph (B), that portion of the distribution which is not a
dividend, to the extent that it exceeds the adjusted basis of the stock, shall be treated as gain from the sale or
exchange of property.

(B) Distributions out of increase in value accrued before March 1, 1913.--That portion of the
distribution which is not a dividend, to the extent that it exceeds the adjusted basis of the stock and to the
extent that it is out of increase in value accrued before March 1, 1913, shall be exempt from tax.

(d) Basis.--The basis of property received in a distribution to which subsection (a) applies shall be the fair
market value of such property.

(e) Special rule for certain distributions received by 20 percent corporate shareholder.--

(1) In general.--Except to the extent otherwise provided in regulations, solely for purposes of determining the
taxable income of any 20 percent corporate shareholder (and its adjusted basis in the stock of the distributing
corporation), section 312 shall be applied with respect to the distributing corporation as if it did not contain
subsections (k) and (n) thereof.

(2) 20 percent corporate shareholder.--For purposes of this subsection, the term “20 percent corporate
shareholder” means, with respect to any distribution, any corporation which owns (directly or through the
application of section 318)--

(A) stock in the corporation making the distribution possessing at least 20 percent of the total combined
voting power of all classes of stock entitled to vote, or

(B) at least 20 percent of the total value of all stock of the distributing corporation (except nonvoting stock
which is limited and preferred as to dividends),

but only if, but for this subsection, the distributee corporation would be entitled to a deduction under section
243, 244, or 245 with respect to such distribution.

(3) Application of section 312(n)(7) not affected.--The reference in paragraph (1) to subsection (n) of section
312 shall be treated as not including a reference to paragraph (7) of such subsection.

(4) Regulations.--The Secretary shall prescribe such regulations as may be necessary or appropriate to carry
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out the purposes of this subsection.

(f) Special rules.--

(1) For distributions in redemption of stock, see section 302.

(2) For distributions in complete liquidation, see part II (sec. 331 and following).

(3) For distributions in corporate organizations and reorganizations, see part III (sec. 351 and following).

(4) For taxation of dividends received by individuals at capital gain rates, see section 1(h)(11).

CREDIT(S)

(Aug. 16, 1954, c. 736, 68A Stat. 84; Feb. 2, 1962, Pub.L. 87-403, § 2(a), 76 Stat. 5; Oct. 16, 1962, Pub.L.
87-834, §§ 5(a), (b), 13(f)(2), 76 Stat. 977, 1035; Feb. 26, 1964, Pub.L. 88-272, Title II, § 231(b)(2), 78 Stat.
105; Aug. 22, 1964, Pub.L. 88-484, § 1(b)(1), 78 Stat. 597; Sept. 12, 1966, Pub.L. 89-570, § 1(b)(2), 80 Stat.
762; Nov. 13, 1966, Pub.L. 89-809, Title I, § 104(f), 80 Stat. 1559; Dec. 30, 1969, Pub.L. 91-172, Title II, §
211(b)(1), (2), Title IX, § 905(b)(2), 83 Stat. 570, 714; Dec. 10, 1971, Pub.L. 92-178, Title III, § 312(a), 85 Stat.
526; Oct. 4, 1976, Pub.L. 94-455, Title II, § 205(c)(1)(B), (C), Title XIX, §§ 1901(a)(41), (b)(32)(A),
1906(b)(13)(A), 90 Stat. 1535, 1771, 1800, 1834; Nov. 10, 1978, Pub.L. 95-628, § 3(a), (b), 92 Stat. 3627; July
18, 1984, Pub.L. 98-369, Div. A, Title I, §§ 54(b), 61(d), Title VII, § 712(i)(1), 98 Stat. 569, 582, 948; Oct. 22,
1986, Pub.L. 99-514, Title VI, § 612(b)(1), Title XVIII, § 1804(f)(2)(B), 100 Stat. 2250, 2805; Dec. 22, 1987,
Pub.L. 100-203, Title X, § 10222(b)(1), 101 Stat. 1330-411; Nov. 10, 1988, Pub.L. 100-647, Title I, § 1006(e)
(10)-(12), Title II, § 2004(j)(3)(B), 102 Stat. 3401, 3402, 3605; May 28, 2003, Pub.L. 108-27, Title III, §
302(e)(2), 117 Stat. 763.)

2003 Acts. Amendments made by Pub.L. 108-27, § 302, applicable to taxable years beginning after Dec. 31,
2002, except such amendments applicable to taxable years ending after Dec. 31, 2002, for regulated investment
company or a real estate investment trust, and except that dividends received by such a company or trust on or
before such date not to be treated as qualified dividend income, see Pub.L. 108-27, § 302(f), set out as a note
under 26 U.S.C.A. § 1.

Current through P.L. 113-74 (excluding P.L. 113-66, 113-67, and 113-73) approved 1-16-14
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Effective: December 22, 2010

United States Code Annotated Currentness
Title 26. Internal Revenue Code (Refs & Annos)

Subtitle A. Income Taxes (Refs & Annos)
Chapter 1. Normal Taxes and Surtaxes (Refs & Annos)

Subchapter C. Corporate Distributions and Adjustments (Refs & Annos)
Part I. Distributions by Corporations

Subpart C. Definitions; Constructive Ownership of Stock
§ 316. Dividend defined

(a) General rule.--For purposes of this subtitle, the term “dividend” means any distribution of property made by
a corporation to its shareholders--

(1) out of its earnings and profits accumulated after February 28, 1913, or

(2) 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 the
earnings and profits at the time the distribution was made.

Except as otherwise provided in this subtitle, every distribution is made out of earnings and profits to the extent
thereof, and from the most recently accumulated earnings and profits. To the extent that any distribution is,
under any provision of this subchapter, treated as a distribution of property to which section 301 applies, such
distribution shall be treated as a distribution of property for purposes of this subsection.

(b) Special rules.--

(1) Certain insurance company dividends.--The definition in subsection (a) shall not apply to the term
“dividend” as used in subchapter L in any case where the reference is to dividends of insurance companies
paid to policyholders as such.

(2) Distributions by personal holding companies.--

(A) In the case of a corporation which--

(i) under the law applicable to the taxable year in which the distribution is made, is a personal holding
company (as defined in section 542), or
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(ii) for the taxable year in respect of which the distribution is made under section 563(b) (relating to
dividends paid after the close of the taxable year), or section 547 (relating to deficiency dividends), or the
corresponding provisions of prior law, is a personal holding company under the law applicable to such
taxable year,

the term “dividend” also means any distribution of property (whether or not a dividend as defined in
subsection (a)) made by the corporation to its shareholders, to the extent of its undistributed personal
holding company income (determined under section 545 without regard to distributions under this
paragraph) for such year.

(B) For purposes of subparagraph (A), the term “distribution of property” includes a distribution in
complete liquidation occurring within 24 months after the adoption of a plan of liquidation, but--

(i) only to the extent of the amounts distributed to distributees other than corporate shareholders, and

(ii) only to the extent that the corporation designates such amounts as a dividend distribution and duly
notifies such distributees of such designation, under regulations prescribed by the Secretary, but

(iii) not in excess of the sum of such distributees' allocable share of the undistributed personal holding
company income for such year, computed without regard to this subparagraph or section 562(b).

(3) Deficiency dividend distributions by a regulated investment company or real estate investment trust.
--The term “dividend” also means any distribution of property (whether or not a dividend as defined in
subsection (a)) which constitutes a “deficiency dividend” as defined in section 860(f).

(4) Certain distributions by regulated investment companies in excess of earnings and profits.--In the
case of a regulated investment company that has a taxable year other than a calendar year, if the distributions
by the company with respect to any class of stock of such company for the taxable year exceed the company's
current and accumulated earnings and profits which may be used for the payment of dividends on such class
of stock, the company's current earnings and profits shall, for purposes of subsection (a), be allocated first to
distributions with respect to such class of stock made during the portion of the taxable year which precedes
January 1.

CREDIT(S)

(Aug. 16, 1954, c. 736, 68A Stat. 98; Mar. 13, 1956, c. 83, § 5(1), 70 Stat. 49; Feb. 26, 1964, Pub.L. 88-272,
Title II, § 225(f)(1), 78 Stat. 87; Oct. 4, 1976, Pub.L. 94-455, Title XVI, § 1601(d), Title XIX, § 1906(b)
(13)(A), 90 Stat. 1746, 1834; Nov. 6, 1978, Pub.L. 95-600, Title III, § 362(d)(1), 92 Stat. 2851; Dec. 22, 2010,
Pub.L. 111-325, Title III, § 305(a), 124 Stat. 3549.)

Current through P.L. 113-74 (excluding P.L. 113-66, 113-67, and 113-73) approved 1-16-14
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Effective: December 21, 2000

United States Code Annotated Currentness
Title 26. Internal Revenue Code (Refs & Annos)

Subtitle A. Income Taxes (Refs & Annos)
Chapter 1. Normal Taxes and Surtaxes (Refs & Annos)

Subchapter O. Gain or Loss on Disposition of Property
Part III. Common Nontaxable Exchanges

§ 1032. Exchange of stock for property

(a) Nonrecognition of gain or loss.--No gain or loss shall be recognized to a corporation on the receipt of
money or other property in exchange for stock (including treasury stock) of such corporation. No gain or loss
shall be recognized by a corporation with respect to any lapse or acquisition of an option, or with respect to a
securities futures contract (as defined in section 1234B), to buy or sell its stock (including treasury stock).

(b) Basis.--

For basis of property acquired by a corporation in certain exchanges for its stock, see section 362.

CREDIT(S)

(Aug. 16, 1954, c. 736, 68A Stat. 303; July 18, 1984, Pub.L. 98-369, Div. A, Title I, § 57(a), 98 Stat. 574; Dec.
21, 2000, Pub.L. 106-554, § 1(a)(7) [Title IV, § 401(c)], 114 Stat. 2763, 2763A-649.)

Current through P.L. 113-74 (excluding P.L. 113-66, 113-67, and 113-73) approved 1-16-14
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Effective:[See Notes]

United States Code Annotated Currentness
Title 26. Internal Revenue Code (Refs & Annos)

Subtitle F. Procedure and Administration (Refs & Annos)
Chapter 68. Additions to the Tax, Additional Amounts, and Assessable Penalties

Subchapter A. Additions to the Tax and Additional Amounts
Part II. Accuracy-Related and Fraud Penalties

§ 6662. Imposition of accuracy-related penalty on underpayments

(a) Imposition of penalty.--If this section applies to any portion of an underpayment of tax required to be
shown on a return, there shall be added to the tax an amount equal to 20 percent of the portion of the
underpayment to which this section applies.

(b) Portion of underpayment to which section applies.--This section shall apply to the portion of any
underpayment which is attributable to 1 or more of the following:

(1) Negligence or disregard of rules or regulations.

(2) Any substantial understatement of income tax.

(3) Any substantial valuation misstatement under chapter 1.

(4) Any substantial overstatement of pension liabilities.

(5) Any substantial estate or gift tax valuation understatement.

(6) Any disallowance of claimed tax benefits by reason of a transaction lacking economic substance (within
the meaning of section 7701(o)) or failing to meet the requirements of any similar rule of law.

(7) Any undisclosed foreign financial asset understatement.

This section shall not apply to any portion of an underpayment on which a penalty is imposed under section
6663. Except as provided in paragraph (1) or (2)(B) of section 6662A(e), this section shall not apply to the
portion of any underpayment which is attributable to a reportable transaction understatement on which a penalty
is imposed under section 6662A.

26 U.S.C.A. § 6662
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(c) Negligence.--For purposes of this section, the term “negligence” includes any failure to make a reasonable
attempt to comply with the provisions of this title, and the term “disregard” includes any careless, reckless, or
intentional disregard.

(d) Substantial understatement of income tax.--

(1) Substantial understatement.--

(A) In general.--For purposes of this section, there is a substantial understatement of income tax for any
taxable year if the amount of the understatement for the taxable year exceeds the greater of--

(i) 10 percent of the tax required to be shown on the return for the taxable year, or

(ii) $5,000.

(B) Special rule for corporations.--In the case of a corporation other than an S corporation or a personal
holding company (as defined in section 542), there is a substantial understatement of income tax for any
taxable year if the amount of the understatement for the taxable year exceeds the lesser of--

(i) 10 percent of the tax required to be shown on the return for the taxable year (or, if greater, $10,000), or

(ii) $10,000,000.

(2) Understatement.--

(A) In general.--For purposes of paragraph (1), the term “understatement” means the excess of--

(i) the amount of the tax required to be shown on the return for the taxable year, over

(ii) the amount of the tax imposed which is shown on the return, reduced by any rebate (within the
meaning of section 6211(b)(2)).

The excess under the preceding sentence shall be determined without regard to items to which section
6662A applies.

(B) Reduction for understatement due to position of taxpayer or disclosed item.--The amount of the
understatement under subparagraph (A) shall be reduced by that portion of the understatement which is
attributable to--

(i) the tax treatment of any item by the taxpayer if there is or was substantial authority for such treatment,

26 U.S.C.A. § 6662
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or

(ii) any item if--

(I) the relevant facts affecting the item's tax treatment are adequately disclosed in the return or in a
statement attached to the return, and

(II) there is a reasonable basis for the tax treatment of such item by the taxpayer.

For purposes of clause (ii)(II), in no event shall a corporation be treated as having a reasonable basis for
its tax treatment of an item attributable to a multiple-party financing transaction if such treatment does
not clearly reflect the income of the corporation.

(C) Reduction not to apply to tax shelters.--

(i) In general.--Subparagraph (B) shall not apply to any item attributable to a tax shelter.

(ii) Tax shelter.--For purposes of clause (i), the term “tax shelter” means--

(I) a partnership or other entity,

(II) any investment plan or arrangement, or

(III) any other plan or arrangement,

if a significant purpose of such partnership, entity, plan, or arrangement is the avoidance or evasion
of Federal income tax.

(3) Secretarial list.--The Secretary may prescribe a list of positions which the Secretary believes do not meet
1 or more of the standards specified in paragraph (2)(B)(i), section 6664(d)(2), and section 6694(a)(1). Such
list (and any revisions thereof) shall be published in the Federal Register or the Internal Revenue Bulletin.

(e) Substantial valuation misstatement under chapter 1.--

(1) In general.--For purposes of this section, there is a substantial valuation misstatement under chapter 1 if--

(A) the value of any property (or the adjusted basis of any property) claimed on any return of tax imposed
by chapter 1 is 150 percent or more of the amount determined to be the correct amount of such valuation or
adjusted basis (as the case may be), or

26 U.S.C.A. § 6662
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(B)(i) the price for any property or services (or for the use of property) claimed on any such return in
connection with any transaction between persons described in section 482 is 200 percent or more (or 50
percent or less) of the amount determined under section 482 to be the correct amount of such price, or

(ii) the net section 482 transfer price adjustment for the taxable year exceeds the lesser of $5,000,000 or 10
percent of the taxpayer's gross receipts.

(2) Limitation.--No penalty shall be imposed by reason of subsection (b)(3) unless the portion of the
underpayment for the taxable year attributable to substantial valuation misstatements under chapter 1 exceeds
$5,000 ($10,000 in the case of a corporation other than an S corporation or a personal holding company (as
defined in section 542)).

(3) Net section 482 transfer price adjustment.--For purposes of this subsection--

(A) In general.--The term “net section 482 transfer price adjustment” means, with respect to any taxable
year, the net increase in taxable income for the taxable year (determined without regard to any amount
carried to such taxable year from another taxable year) resulting from adjustments under section 482 in the
price for any property or services (or for the use of property).

(B) Certain adjustments excluded in determining threshold.--For purposes of determining whether the
threshold requirements of paragraph (1)(B)(ii) are met, the following shall be excluded:

(i) Any portion of the net increase in taxable income referred to in subparagraph (A) which is attributable
to any redetermination of a price if--

(I) it is established that the taxpayer determined such price in accordance with a specific pricing method
set forth in the regulations prescribed under section 482 and that the taxpayer's use of such method was
reasonable,

(II) the taxpayer has documentation (which was in existence as of the time of filing the return) which
sets forth the determination of such price in accordance with such a method and which establishes that
the use of such method was reasonable, and

(III) the taxpayer provides such documentation to the Secretary within 30 days of a request for such
documentation.

(ii) Any portion of the net increase in taxable income referred to in subparagraph (A) which is attributable
to a redetermination of price where such price was not determined in accordance with such a specific
pricing method if--
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(I) the taxpayer establishes that none of such pricing methods was likely to result in a price that would
clearly reflect income, the taxpayer used another pricing method to determine such price, and such
other pricing method was likely to result in a price that would clearly reflect income,

(II) the taxpayer has documentation (which was in existence as of the time of filing the return) which
sets forth the determination of such price in accordance with such other method and which establishes
that the requirements of subclause (I) were satisfied, and

(III) the taxpayer provides such documentation to the Secretary within 30 days of request for such
documentation.

(iii) Any portion of such net increase which is attributable to any transaction solely between foreign
corporations unless, in the case of any such corporations, the treatment of such transaction affects the
determination of income from sources within the United States or taxable income effectively connected
with the conduct of a trade or business within the United States.

(C) Special rule.--If the regular tax (as defined in section 55(c)) imposed by chapter 1 on the taxpayer is
determined by reference to an amount other than taxable income, such amount shall be treated as the taxable
income of such taxpayer for purposes of this paragraph.

(D) Coordination with reasonable cause exception.--For purposes of section 6664(c) the taxpayer shall
not be treated as having reasonable cause for any portion of an underpayment attributable to a net section
482 transfer price adjustment unless such taxpayer meets the requirements of clause (i), (ii), or (iii) of
subparagraph (B) with respect to such portion.

(f) Substantial overstatement of pension liabilities.--

(1) In general.--For purposes of this section, there is a substantial overstatement of pension liabilities if the
actuarial determination of the liabilities taken into account for purposes of computing the deduction under
paragraph (1) or (2) of section 404(a) is 200 percent or more of the amount determined to be the correct
amount of such liabilities.

(2) Limitation.--No penalty shall be imposed by reason of subsection (b)(4) unless the portion of the
underpayment for the taxable year attributable to substantial overstatements of pension liabilities exceeds
$1,000.

(g) Substantial estate or gift tax valuation understatement.--

(1) In general.--For purposes of this section, there is a substantial estate or gift tax valuation understatement
if the value of any property claimed on any return of tax imposed by subtitle B is 65 percent or less of the
amount determined to be the correct amount of such valuation.
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(2) Limitation.--No penalty shall be imposed by reason of subsection (b)(5) unless the portion of the
underpayment attributable to substantial estate or gift tax valuation understatements for the taxable period (or,
in the case of the tax imposed by chapter 11, with respect to the estate of the decedent) exceeds $5,000.

(h) Increase in penalty in case of gross valuation misstatements.--

(1) In general.--To the extent that a portion of the underpayment to which this section applies is attributable
to one or more gross valuation misstatements, subsection (a) shall be applied with respect to such portion by
substituting “40 percent” for “20 percent”.

(2) Gross valuation misstatements.--The term “gross valuation misstatements” means--

(A) any substantial valuation misstatement under chapter 1 as determined under subsection (e) by
substituting--

(i) in paragraph (1)(A), “200 percent” for “150 percent”,

(ii) in paragraph (1)(B)(i)--

(I) “400 percent” for “200 percent”, and

(II) “25 percent” for “50 percent”, and

(iii) in paragraph (1)(B)(ii)--

(I) “$20,000,000” for “$5,000,000”, and

(II) “20 percent” for “10 percent”.

(B) any substantial overstatement of pension liabilities as determined under subsection (f) by substituting
“400 percent” for “200 percent”, and

(C) any substantial estate or gift tax valuation understatement as determined under subsection (g) by
substituting “40 percent” for “65 percent”.

(i) Increase in penalty in case of nondisclosed noneconomic substance transactions.--

(1) In general.--In the case of any portion of an underpayment which is attributable to one or more
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nondisclosed noneconomic substance transactions, subsection (a) shall be applied with respect to such portion
by substituting “40 percent” for “20 percent”.

(2) Nondisclosed noneconomic substance transactions.--For purposes of this subsection, the term
“nondisclosed noneconomic substance transaction” means any portion of a transaction described in subsection
(b)(6) with respect to which the relevant facts affecting the tax treatment are not adequately disclosed in the
return nor in a statement attached to the return.

(3) Special rule for amended returns.--In no event shall any amendment or supplement to a return of tax be
taken into account for purposes of this subsection if the amendment or supplement is filed after the earlier of
the date the taxpayer is first contacted by the Secretary regarding the examination of the return or such other
date as is specified by the Secretary.

(j) Undisclosed foreign financial asset understatement.--

(1) In general.--For purposes of this section, the term “undisclosed foreign financial asset understatement”
means, for any taxable year, the portion of the understatement for such taxable year which is attributable to
any transaction involving an undisclosed foreign financial asset.

(2) Undisclosed foreign financial asset.--For purposes of this subsection, the term “undisclosed foreign
financial asset” means, with respect to any taxable year, any asset with respect to which information was
required to be provided under section 6038, 6038B, 6038D, 6046A, or 6048 for such taxable year but was not
provided by the taxpayer as required under the provisions of those sections.

(3) Increase in penalty for undisclosed foreign financial asset understatements.--In the case of any portion
of an underpayment which is attributable to any undisclosed foreign financial asset understatement, subsection
(a) shall be applied with respect to such portion by substituting “40 percent” for “20 percent”.

CREDIT(S)

(Added Pub.L. 101-239, Title VII, § 7721(a), Dec. 19, 1989, 103 Stat. 2395; amended Pub.L. 101-508, Title XI,
§ 11312(a), (b), Nov. 5, 1990, 104 Stat. 1388-454, 1388-45; Pub.L. 103-66, Title XIII, §§ 13236(a) to (d),
13251(a), Aug. 10, 1993, 107 Stat. 505, 506, 531; Pub.L. 103-465, Title VII, § 744(a), (b), Dec. 8, 1994, 108
Stat. 5011; Pub.L. 105-34, Title X, § 1028(c)(1), (2), Aug. 5, 1997, 111 Stat. 928; Pub.L. 108-357, Title VIII, §§
812(b), (d), (e)(1), 819(a), (b), Oct. 22, 2004, 118 Stat. 1578, 1580, 1584; Pub.L. 109-135, Title IV, §§
403(x)(1), 412(aaa), Dec. 21, 2005, 119 Stat. 2629, 2641; Pub.L. 109-280, Title XII, § 1219(a)(1), (2), Aug. 17,
2006, 120 Stat. 1083; Pub.L. 111-147, Title V, § 512(a), Mar. 18, 2010, 124 Stat. 110; Pub.L. 111-152, Title I, §
1409(b)(1), (2), Mar. 30, 2010, 124 Stat. 1069.)

2010 Acts. Pub.L. 111-152, Title I, § 1409(e), Mar. 30, 2010, 124 Stat. 1070, provided that:
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“(1) In general.--Except as otherwise provided in this subsection, the amendments made by this section
[amending this section and 26 U.S.C.A. §§ 6662A, 6664, 6676, and 7701] shall apply to transactions entered
into after the date of the enactment of this Act [Mar. 30, 2010].

“(2) Underpayments.--The amendments made by subsections (b) and (c)(1) [amending this section and 26
U.S.C.A. §§ 6662A and 6664(c)] shall apply to underpayments attributable to transactions entered into after the
date of the enactment of this Act [Mar. 30, 2010].

“(3) Understatements.--The amendments made by subsection (c)(2) [amending 26 U.S.C.A. § 6664(d)] shall
apply to understatements attributable to transactions entered into after the date of the enactment of this Act
[Mar. 30, 2010].

“(4) Refunds and credits.--The amendment made by subsection (d) [amending 26 U.S.C.A. § 6676] shall apply
to refunds and credits attributable to transactions entered into after the date of the enactment of this Act [Mar.
30, 2010].”

2005 Acts. Amendments made by Pub.L. 109-135, § 403, effective as if included in provisions of the American
Jobs Creation Act of 2004, Pub.L. 108-357, to which they relate, see Pub.L. 109-135, § 403(nn), set out as a
note under 26 U.S.C.A. § 26.

1997 Acts. Amendments by section 1028(c) of Pub.L. 105-34 shall apply to any tax shelter (as defined in section
6111(d) of this title) interests in which are offered to potential participants after the Secretary of the Treasury
prescribes guidance with respect to meeting requirements added by such amendments, and to items with respect
to transactions entered into after Aug. 5, 1997, see section 1028(e) of Pub.L. 105-34, set out as a note under
section 6111 of this title.

Current through P.L. 113-74 (excluding P.L. 113-66, 113-67, and 113-73) approved 1-16-14
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Effective:[See Notes]

United States Code Annotated Currentness
Title 26. Internal Revenue Code (Refs & Annos)

Subtitle F. Procedure and Administration (Refs & Annos)
Chapter 68. Additions to the Tax, Additional Amounts, and Assessable Penalties

Subchapter A. Additions to the Tax and Additional Amounts
Part II. Accuracy-Related and Fraud Penalties

§ 6664. Definitions and special rules

(a) Underpayment.--For purposes of this part, the term “underpayment” means the amount by which any tax
imposed by this title exceeds the excess of--

(1) the sum of--

(A) the amount shown as the tax by the taxpayer on his return, plus

(B) amounts not so shown previously assessed (or collected without assessment), over

(2) the amount of rebates made.

For purposes of paragraph (2), the term “rebate” means so much of an abatement, credit, refund, or other
repayment, as was made on the ground that the tax imposed was less than the excess of the amount specified in
paragraph (1) over the rebates previously made.

(b) Penalties applicable only where return filed.--The penalties provided in this part shall apply only in cases
where a return of tax is filed (other than a return prepared by the Secretary under the authority of section
6020(b)).

(c) Reasonable cause exception for underpayments.--

(1) In general.--No penalty shall be imposed under section 6662 or 6663 with respect to any portion of an
underpayment if it is shown that there was a reasonable cause for such portion and that the taxpayer acted in
good faith with respect to such portion.

(2) Exception.--Paragraph (1) shall not apply to any portion of an underpayment which is attributable to one
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or more transactions described in section 6662(b)(6).

(3) Special rule for certain valuation overstatements.--In the case of any underpayment attributable to a
substantial or gross valuation overstatement under chapter 1 with respect to charitable deduction property,
paragraph (1) shall not apply. The preceding sentence shall not apply to a substantial valuation overstatement
under chapter 1 if--

(A) the claimed value of the property was based on a qualified appraisal made by a qualified appraiser, and

(B) in addition to obtaining such appraisal, the taxpayer made a good faith investigation of the value of the
contributed property.

(4) Definitions.--For purposes of this subsection--

(A) Charitable deduction property.--The term “charitable deduction property” means any property
contributed by the taxpayer in a contribution for which a deduction was claimed under section 170. For
purposes of paragraph (3), such term shall not include any securities for which (as of the date of the
contribution) market quotations are readily available on an established securities market.

(B) Qualified appraisal.--The term “qualified appraisal” has the meaning given such term by section
170(f)(11)(E)(i).

(C) Qualified appraiser.--The term “qualified appraiser” has the meaning given such term by section
170(f)(11)(E)(ii).

(d) Reasonable cause exception for reportable transaction understatements.--

(1) In general.--No penalty shall be imposed under section 6662A with respect to any portion of a reportable
transaction understatement if it is shown that there was a reasonable cause for such portion and that the
taxpayer acted in good faith with respect to such portion.

(2) Exception.--Paragraph (1) shall not apply to any portion of a reportable transaction understatement which
is attributable to one or more transactions described in section 6662(b)(6).

(3) Special rules.--Paragraph (1) shall not apply to any reportable transaction understatement unless--

(A) the relevant facts affecting the tax treatment of the item are adequately disclosed in accordance with the
regulations prescribed under section 6011,
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(B) there is or was substantial authority for such treatment, and

(C) the taxpayer reasonably believed that such treatment was more likely than not the proper treatment.

A taxpayer failing to adequately disclose in accordance with section 6011 shall be treated as meeting the
requirements of subparagraph (A) if the penalty for such failure was rescinded under section 6707A(d).

(4) Rules relating to reasonable belief.--For purposes of paragraph (3)(C)--

(A) In general.--A taxpayer shall be treated as having a reasonable belief with respect to the tax treatment
of an item only if such belief--

(i) is based on the facts and law that exist at the time the return of tax which includes such tax treatment is
filed, and

(ii) relates solely to the taxpayer's chances of success on the merits of such treatment and does not take
into account the possibility that a return will not be audited, such treatment will not be raised on audit, or
such treatment will be resolved through settlement if it is raised.

(B) Certain opinions may not be relied upon.--

(i) In general.--An opinion of a tax advisor may not be relied upon to establish the reasonable belief of a
taxpayer if--

(I) the tax advisor is described in clause (ii), or

(II) the opinion is described in clause (iii).

(ii) Disqualified tax advisors.--A tax advisor is described in this clause if the tax advisor--

(I) is a material advisor (within the meaning of section 6111(b)(1)) and participates in the organization,
management, promotion, or sale of the transaction or is related (within the meaning of section 267(b) or
707(b)(1)) to any person who so participates,

(II) is compensated directly or indirectly by a material advisor with respect to the transaction,

(III) has a fee arrangement with respect to the transaction which is contingent on all or part of the
intended tax benefits from the transaction being sustained, or
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(IV) as determined under regulations prescribed by the Secretary, has a disqualifying financial interest
with respect to the transaction.

(iii) Disqualified opinions.--For purposes of clause (i), an opinion is disqualified if the opinion--

(I) is based on unreasonable factual or legal assumptions (including assumptions as to future events),

(II) unreasonably relies on representations, statements, findings, or agreements of the taxpayer or any
other person,

(III) does not identify and consider all relevant facts, or

(IV) fails to meet any other requirement as the Secretary may prescribe.

CREDIT(S)

(Added Pub.L. 101-239, Title VII, § 7721(a), Dec. 19, 1989, 103 Stat. 2398; amended Pub.L. 108-357, Title
VIII, § 812(c), Oct. 22, 2004, 118 Stat. 1579; Pub.L. 109-280, Title XII, § 1219(a)(3), (c)(2), Aug. 17, 2006, 120
Stat. 1084, 1085; Pub.L. 111-152, Title I, § 1409(c), Mar. 30, 2010, 124 Stat. 1069.)

2010 Acts. Amendments by Pub.L. 111-152, § 1409(c)(1), shall apply to underpayments attributable to
transactions entered into after Mar. 30, 2010, see Pub.L. 111-152, § 1409(e)(2), set out in a note under 26
U.S.C.A. § 6662.

Amendments by Pub.L. 111-152, § 1409(c)(2), shall apply to understatements attributable to transactions
entered into after Mar. 30, 2010, see Pub.L. 111-152, § 1409(e)(3), set out in a note under 26 U.S.C.A. § 6662.

Current through P.L. 113-74 (excluding P.L. 113-66, 113-67, and 113-73) approved 1-16-14
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Effective:[See Text Amendments]

Code of Federal Regulations Currentness
Title 26. Internal Revenue

Chapter I. Internal Revenue Service, Department of
the Treasury

Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)

Procedure and Administration
Additions to the Tax, Additional

Amounts, and Assessable Penalties
§ 1.6662–4 Substantial

understatement of income tax.

(a) In general. If any portion of an underpayment, as
defined in section 6664(a) and § 1.6664–2, of any
income tax imposed under subtitle A of the Code that is
required to be shown on a return is attributable to a
substantial understatement of such income tax, there is
added to the tax an amount equal to 20 percent of such
portion. Except in the case of any item attributable to a
tax shelter (as defined in paragraph (g)(2) of this
section), an understatement is reduced by the portion of
the understatement that is attributable to the tax
treatment of an item for which there is substantial
authority, or with respect to which there is adequate
disclosure. General rules for determining the amount of
an understatement are set forth in paragraph (b) of this
section and more specific rules in the case of carrybacks
and carryovers are set forth in paragraph (c) of this
section. The rules for determining when substantial
authority exists are set forth in § 1.6662–4(d). The rules
for determining when there is adequate disclosure are
set forth in § 1.6662–4(e) and (f). This penalty does not
apply to the extent that the reasonable cause and good
faith exception to this penalty set forth in § 1.6664–4
applies.

(b) Definitions and computational rules--(1)
Substantial. An understatement (as defined in
paragraph (b)(2) of this section) is “substantial” if it

exceeds the greater of--

(i) 10 percent of the tax required to be shown on the
return for the taxable year (as defined in paragraph
(b)(3) of this section); or

(ii) $5,000 ($10,000 in the case of a corporation
other than an S corporation (as defined in section
1361(a)(1)) or a personal holding company (as
defined in section 542)).

(2) Understatement. Except as provided in
paragraph (c)(2) of this section (relating to special
rules for carrybacks), the term “understatement”
means the excess of--

(i) The amount of the tax required to be shown on
the return for the taxable year (as defined in
paragraph (b)(3) of this section), over

(ii) The amount of the tax imposed which is shown
on the return for the taxable year (as defined in
paragraph (b)(4) of this section), reduced by any
rebate (as defined in paragraph (b)(5) of this
section).

The definition of understatement also may be
expressed as--

Understatement = X - (Y - Z)

where X = the amount of the tax required to be
shown on the return; Y = the amount of the tax
imposed which is shown on the return; and Z = any
rebate.

(3) Amount of the tax required to be shown on
the return. The “amount of the tax required to be
shown on the return” for the taxable year has the
same meaning as the “amount of income tax
imposed” as defined in § 1.6664–2(b).

(4) Amount of the tax imposed which is shown
on the return. The “amount of the tax imposed
which is shown on the return” for the taxable year
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has the same meaning as the “amount shown as the
tax by the taxpayer on his return,” as defined in §
1.6664–2(c), except that--

(i) There is no reduction for the excess of the
amount described in § 1.6664–2(c)(1)(i) over the
amount described in § 1.6664–2(c)(1)(ii), and

(ii) The tax liability shown by the taxpayer on his
return is recomputed as if the following items had
been reported properly:

(A) Items (other than tax shelter items as
defined in § 1.6662–4(g)(3)) for which there is
substantial authority for the treatment claimed
(as provided in § 1.6662–4(d)).

(B) Items (other than tax shelter items as
defined in § 1.6662–4(g)(3)) with respect to
which there is adequate disclosure (as provided
in § 1.6662–4(e) and (f)).

(C) Tax shelter items (as defined in §
1.6662–4(g)(3)) for which there is substantial
authority for the treatment claimed (as
provided in § 1.6662–4(d)), and with respect to
which the taxpayer reasonably believed that the
tax treatment of the items was more likely than
not the proper tax treatment (as provided in §
1.6662–4(g)(4)).

(5) Rebate. The term rebate has the meaning set
forth in § 1.6664–2(e), except that--

(i) “Amounts not so shown previously assessed (or
collected without assessment)” includes only
amounts not so shown previously assessed (or
collected without assessment) as a deficiency, and

(ii) The amount of the rebate is determined as if any
items to which the rebate is attributable that are
described in paragraph (b)(4) of this section had
received the proper tax treatment.

(6) Examples. The following examples illustrate
the provisions of paragraph (b) of this section.
These examples do not take into account the

reasonable cause exception under § 1.6664–4:

Example 1. In 1990, Individual A, a calendar year
taxpayer, files a return for 1989, which shows taxable
income of $18,200 and tax liability of $2,734.
Subsequent adjustments on audit for 1989 increase
taxable income to $51,500 and tax liability to $12,339.
There was substantial authority for an item resulting in
an adjustment that increases taxable income by $5,300.
The item is not a tax shelter item. In computing the
amount of the understatement, the amount of tax shown
on A's return is determined as if the item for which
there was substantial authority had been given the
proper tax treatment. Thus, the amount of tax that is
treated as shown on A's return is $4,176, i.e., the tax on
$23,500 ($18,200 taxable income actually shown on A's
return plus $5,300, the amount of the adjustment for
which there was substantial authority). The amount of
the understatement is $8,163, i.e., $12,339 (the amount
of tax required to be shown) less $4,176 (the amount of
tax treated as shown on A's return after adjustment for
the item for which there was substantial authority).
Because the $8,163 understatement exceeds the greater
of 10 percent of the tax required to be shown on the
return for the year, i.e., $1,234 ($12,339 x .10) or
$5,000, A has a substantial understatement of income
tax for the year.

Example 2. Individual B, a calendar year taxpayer,
files a return for 1990 that fails to include income
reported on an information return, Form 1099, that was
furnished to B. The Service detects this omission
through its document matching program and assesses
$3,000 in unreported tax liability. B's return is later
examined and as a result of the examination the Service
makes an adjustment to B's return of $4,000 in
additional tax liability. Assuming there was neither
substantial authority nor adequate disclosure with
respect to the items adjusted, there is an understatement
of $7,000 with respect to B's return. There is also an
underpayment of $7,000. (See § 1.6664–2.) The amount
of the understatement is not reduced by imposition of a
negligence penalty on the $3,000 portion of the
underpayment that is attributable to the unreported
income. However, if the Services does impose the
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negligence penalty on this $3,000 portion, the Service
may only impose the substantial understatement penalty
on the remaining $4,000 portion of the underpayment.
(See § 1.6662–2(c), which prohibits stacking of
accuracy-related penalty components.)

(c) Special rules in the case of carrybacks and
carryovers--(1) In general. The penalty for a
substantial understatement of income tax applies to any
portion of an underpayment for a year to which a loss,
deduction or credit is carried that is attributable to a
“tainted item” for the year in which the carryback or
carryover of the loss, deduction or credit arises (the
“loss or credit year”). The determination of whether an
understatement is substantial for a carryback or
carryover year is made with respect to the return of the
carryback or carryover year. “Tainted items” are taken
into account with items arising in a carryback or
carryover year to determine whether the understatement
is substantial for that year.

(2) Understatements for carryback years not
reduced by amount of carrybacks. The amount of
an understatement for a carryback year is not
reduced on account of a carryback of a loss,
deduction or credit to that year.

(3) Tainted items defined--(i) In general. Except
in the case of a tax shelter item (as defined in
paragraph (g)(3) of this section), a “tainted item” is
any item for which there is neither substantial
authority nor adequate disclosure with respect to
the loss or credit year.

(ii) Tax shelter items. In the case of a tax shelter
item (as defined in paragraph (g)(3) of this section),
a “tainted item” is any item for which there is not,

with respect to the loss or credit year, both
substantial authority and a reasonable belief that the
tax treatment is more likely than not the proper
treatment.

(4) Transition rule for carrybacks to pre–1990
years. A 20 percent penalty under section
6662(b)(2) is imposed on any portion of an
underpayment for a carryback year, the return for
which is due (without regard to extensions) before
January 1, 1990, if--

(i) That portion is attributable to one or more
“tainted items” (as defined in paragraph (c)(3) of
this section) arising in a loss or credit year; and

(ii) The return for the loss or credit year is due
(without regard to extensions) after December 31,
1989.

The preceding sentence applies only if the
understatement in the carryback year is substantial.
See Example 2 in paragraph (c)(5) of this section.

(5) Examples. The following examples illustrate
the rules of paragraph (c) of this section regarding
carrybacks and carryovers. These examples do not
take into account the reasonable cause exception
under § 1.6664–4.

Example 1. (i) Corporation N, a calendar year taxpayer,
is a C corporation. N was formed on January 1, 1987,
and timely filed the following income tax returns:

[In dollars]

Tax Year

1987 1988 1989 1990 (before
NOLCO)

Taxable income 30,000 100,000 (300,000) 50,000

Tax liability 4,575 22,250 ........ 7,500

(ii) During 1990, N files Form 1139, Corporation Application for Tentative Refund, to carry back the

26 C.F.R. § 1.6662–4

Treas. Reg. § 1.6662–4

Page 3

© 2014 Thomson Reuters. No Claim to Orig. US Gov. Works.

 
Add. 0045

Case: 13-4298     Document: 26     Page: 121      02/14/2014      1157121      219

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS6662&FindType=L&ReferencePositionType=T&ReferencePosition=SP_c0ae00006c482
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS6662&FindType=L&ReferencePositionType=T&ReferencePosition=SP_c0ae00006c482
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS6662&FindType=L&ReferencePositionType=T&ReferencePosition=SP_c0ae00006c482
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS6662&FindType=L&ReferencePositionType=T&ReferencePosition=SP_c0ae00006c482
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000547&DocName=26CFRS1.6664-4&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000547&DocName=26CFRS1.6664-4&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS6662&FindType=L&ReferencePositionType=T&ReferencePosition=SP_c0ae00006c482
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS6662&FindType=L&ReferencePositionType=T&ReferencePosition=SP_c0ae00006c482
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS6662&FindType=L&ReferencePositionType=T&ReferencePosition=SP_c0ae00006c482
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS6662&FindType=L&ReferencePositionType=T&ReferencePosition=SP_c0ae00006c482
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000547&DocName=26CFRS1.6664-4&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000547&DocName=26CFRS1.6664-4&FindType=L


NOL generated in 1989 (NOLCB). N received refunds
of $4,575 for 1987 and $22,250 for 1988.

(iii) For tax year 1990, N carries over $50,000 of the
1989 loss to offset $50,000 of income earned in 1990
and reduce taxable income to zero. N would have
reported $7,500 of tax liability for 1990 if it were not
for use of the net operating loss carryover (NOLCO). N
assumes there is a remaining NOLCO of $120,000 to be

applied for tax year 1991.

(iv) In June 1991, the Service completes its examination
of the 1989 loss year return and makes the following
adjustment:

Taxable income per 1989 return ($300,000)

Adjustment: Unreported income 310,000

Corrected taxable income $10,000

Corrected tax liability $1,500

(v) There was not substantial authority for N's
treatment of the items comprising the 1989 adjustment
and N did not make adequate disclosure.

(vi) As a result of the adjustment to the 1989 return,
N had an understatement of $4,575 for tax year 1987;
an understatement of $22,250 for tax year 1988; an
understatement of $1,500 for tax year 1989; and an
understatement of $7,500 for tax year 1990. Only the
$22,250 understatement for 1988 is a substantial
understatement, i.e., it exceeds the greater of (a) $2,225
(10 percent of the tax required to be shown on the return
for the taxable year (.10 X $22,250)) or (b) $10,000.
The underpayment for 1988 is subject to a penalty rate
of 20 percent.

Example 2. The facts are the same as in Example 1,
except that in addition to examining the 1989 return, the
Service also examines the 1987 return and makes an
adjustment that results in an understatement. (This
adjustment is unrelated to the adjustment on the 1987
return for the disallowance of the NOLCB from 1989.)
If the understatement resulting from the adjustment to
the 1987 return, when combined with the
understatement resulting from the disallowance of the
NOLCB from 1989, exceeds the greater of (a) 10
percent of the tax required to be shown on the return for
1987 or (b) $10,000, the underpayment for 1987 will
also be subject to a substantial understatement penalty.

The portion of the underpayment attributable to the
adjustment unrelated to the disallowance of the NOLCB
will be subject to a penalty rate of 25 percent under
former section 6661. The portion of the underpayment
attributable to the disallowance of the NOLCB will be
subject to a penalty rate of 20 percent under section
6662.

Example 3. Individual P, a calendar year single
taxpayer, files his 1990 return reporting taxable income
of $10,000 and a tax liability of $1,504. An examination
of the 1990 return results in an adjustment for
unreported income of $25,000. There was not
substantial authority for P's failure to report the income,
and P did not make adequate disclosure with respect to
the unreported income. P's correct tax liability for 1990
is determined to be $7,279, resulting in an
understatement of $5,775 (the difference between the
amount of tax required to be shown on the return
($7,279) and the tax shown on the return ($1,504)).
Because the understatement exceeds the greater of (a)
$728 (10 percent of the tax required to be shown on the
return (.10 x $7,279)) or (b) $5,000, the understatement
is substantial. Subsequently, P files his 1993 return
showing a net operating loss. The loss is carried back to
his 1990 return, reducing his taxable income for 1990 to
zero. However, the amount of the understatement for
1990 is not reduced on account of the NOLCB to that
year. P is subject to the 20 percent penalty rate under
section 6662 on the underpayment attributable to the
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substantial understatement for 1990, notwithstanding
that the tax required to be shown on the return for that
year, after application of the NOLCB, is zero.

(d) Substantial authority--(1) Effect of having
substantial authority. If there is substantial authority
for the tax treatment of an item, the item is treated as if
it were shown properly on the return for the taxable
year in computing the amount of the tax shown on the
return. Thus, for purposes of section 6662(d), the tax
attributable to the item is not included in the
understatement for that year. (For special rules relating
to tax shelter items see § 1.6662–4(g).)

(2) Substantial authority standard. The
substantial authority standard is an objective
standard involving an analysis of the law and
application of the law to relevant facts. The
substantial authority standard is less stringent than
the more likely than not standard (the standard that
is met when there is a greater than 50–percent
likelihood of the position being upheld), but more
stringent than the reasonable basis standard as
defined in § 1.6662–3(b)(3). The possibility that a
return will not be audited or, if audited, that an item
will not be raised on audit, is not relevant in
determining whether the substantial authority
standard (or the reasonable basis standard) is
satisfied.

(3) Determination of whether substantial
authority is present --(i) Evaluation of
authorities. There is substantial authority for the
tax treatment of an item only if the weight of the
authorities supporting the treatment is substantial in
relation to the weight of authorities supporting
contrary treatment. All authorities relevant to the
tax treatment of an item, including the authorities
contrary to the treatment, are taken into account in
determining whether substantial authority exists.
The weight of authorities is determined in light of
the pertinent facts and circumstances in the manner
prescribed by paragraph (d)(3)(ii) of this section.

There may be substantial authority for more than
one position with respect to the same item. Because
the substantial authority standard is an objective
standard, the taxpayer's belief that there is
substantial authority for the tax treatment of an item
is not relevant in determining whether there is
substantial authority for that treatment.

(ii) Nature of analysis. The weight accorded an
authority depends on its relevance and
persuasiveness, and the type of document providing
the authority. For example, a case or revenue ruling
having some facts in common with the tax
treatment at issue is not particularly relevant if the
authority is materially distinguishable on its facts,
or is otherwise inapplicable to the tax treatment at
issue. An authority that merely states a conclusion
ordinarily is less persuasive than one that reaches
its conclusion by cogently relating the applicable
law to pertinent facts. The weight of an authority
from which information has been deleted, such as a
private letter ruling, is diminished to the extent that
the deleted information may have affected the
authority's conclusions. The type of document also
must be considered. For example, a revenue ruling
is accorded greater weight than a private letter
ruling addressing the same issue. An older private
letter ruling, technical advice memorandum,
general counsel memorandum or action on decision
generally must be accorded less weight than a more
recent one. Any document described in the
preceding sentence that is more than 10 years old
generally is accorded very little weight. However,
the persuasiveness and relevance of a document,
viewed in light of subsequent developments, should
be taken into account along with the age of the
document. There may be substantial authority for
the tax treatment of an item despite the absence of
certain types of authority. Thus, a taxpayer may
have substantial authority for a position that is
supported only by a well-reasoned construction of
the applicable statutory provision.

(iii) Types of authority. Except in cases described
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in paragraph (d)(3)(iv) of this section concerning
written determinations, only the following are
authority for purposes of determining whether there
is substantial authority for the tax treatment of an
item: Applicable provisions of the Internal Revenue
Code and other statutory provisions; proposed,
temporary and final regulations construing such
statutes; revenue rulings and revenue procedures;
tax treaties and regulations thereunder, and
Treasury Department and other official
explanations of such treaties; court cases;
congressional intent as reflected in committee
reports, joint explanatory statements of managers
included in conference committee reports, and floor
statements made prior to enactment by one of a
bill's managers; General Explanations of tax
legislation prepared by the Joint Committee on
Taxation (the Blue Book); private letter rulings and
technical advice memoranda issued after October
31, 1976; actions on decisions and general counsel
memoranda issued after March 12, 1981 (as well as
general counsel memoranda published in pre–1955
volumes of the Cumulative Bulletin); Internal
Revenue Service information or press releases; and
notices, announcements and other administrative
pronouncements published by the Service in the
Internal Revenue Bulletin. Conclusions reached in
treatises, legal periodicals, legal opinions or
opinions rendered by tax professionals are not
authority. The authorities underlying such
expressions of opinion where applicable to the facts
of a particular case, however, may give rise to
substantial authority for the tax treatment of an
item. Notwithstanding the preceding list of
authorities, an authority does not continue to be an
authority to the extent it is overruled or modified,
implicitly or explicitly, by a body with the power to
overrule or modify the earlier authority. In the case
of court decisions, for example, a district court
opinion on an issue is not an authority if overruled
or reversed by the United States Court of Appeals
for such district. However, a Tax Court opinion is
not considered to be overruled or modified by a
court of appeals to which a taxpayer does not have
a right of appeal, unless the Tax Court adopts the

holding of the court of appeals. Similarly, a private
letter ruling is not authority if revoked or if
inconsistent with a subsequent proposed regulation,
revenue ruling or other administrative
pronouncement published in the Internal Revenue
Bulletin.

(iv) Special rules--(A) Written determinations.
There is substantial authority for the tax treatment
of an item by a taxpayer if the treatment is
supported by the conclusion of a ruling or a
determination letter (as defined in § 301.6110–2(d)
and (e)) issued to the taxpayer, by the conclusion of
a technical advice memorandum in which the
taxpayer is named, or by an affirmative statement in
a revenue agent's report with respect to a prior
taxable year of the taxpayer (“written
determinations”). The preceding sentence does not
apply, however, if--

(1) There was a misstatement or omission
of a material fact or the facts that
subsequently develop are materially
different from the facts on which the
written determination was based, or

(2) The written determination was
modified or revoked after the date of
issuance by--

(i) A notice to the taxpayer to whom the
written determination was issued,

(ii) The enactment of legislation or
ratification of a tax treaty,

(iii) A decision of the United States
Supreme Court,

(iv) The issuance of temporary or final
regulations, or
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(v) The issuance of a revenue ruling,
revenue procedure, or other statement
published in the Internal Revenue Bulletin.

Except in the case of a written determination
that is modified or revoked on account of §
1.6662–4(d)(3)(iv)(A)(1), a written
determination that is modified or revoked as
described in § 1.6662–4(d)(3)(iv)(A)(2) ceases
to be authority on the date, and to the extent, it
is so modified or revoked. See section 6404(f)
for rules which require the Secretary to abate a
penalty that is attributable to erroneous written
advice furnished to a taxpayer by an officer or
employee of the Internal Revenue Service.

(B) Taxpayer's jurisdiction. The applicability
of court cases to the taxpayer by reason of the
taxpayer's residence in a particular jurisdiction
is not taken into account in determining
whether there is substantial authority for the
tax treatment of an item. Notwithstanding the
preceding sentence, there is substantial
authority for the tax treatment of an item if the
treatment is supported by controlling precedent
of a United States Court of Appeals to which
the taxpayer has a right of appeal with respect
to the item.

(C) When substantial authority determined.
There is substantial authority for the tax
treatment of an item if there is substantial
authority at the time the return containing the
item is filed or there was substantial authority
on the last day of the taxable year to which the
return relates.

(v) Substantial authority for tax returns due
before January 1, 1990. There is substantial
authority for the tax treatment of an item on a
return that is due (without regard to extensions)
after December 31, 1982 and before January 1,
1990, if there is substantial authority for such

treatment under either the provisions of paragraph
(d)(3)(iii) of this section (which set forth an
expanded list of authorities) or of § 1.6661–3(b)(2)
(which set forth a narrower list of authorities).
Under either list of authorities, authorities both for
and against the position must be taken into account.

(e) Disclosure of certain information--(1) Effect of
adequate disclosure. Items for which there is adequate
disclosure as provided in this paragraph (e) and in
paragraph (f) of this section are treated as if such items
were shown properly on the return for the taxable year
in computing the amount of the tax shown on the return.
Thus, for purposes of section 6662(d), the tax
attributable to such items is not included in the
understatement for that year.

(2) Circumstances where disclosure will not have
an effect. The rules of paragraph (e)(1) of this
section do not apply where the item or position on
the return--

(i) Does not have a reasonable basis (as defined in §
1.6662–3(b)(3));

(ii) Is attributable to a tax shelter (as defined in
section 6662(d)(2)(C)(iii) and paragraph (g)(2) of
this section); or

(iii) Is not properly substantiated, or the taxpayer
failed to keep adequate books and records with
respect to the item or position.

(3) Restriction for corporations. For purposes of
paragraph (e)(2)(i) of this section, a corporation
will not be treated as having a reasonable basis for
its tax treatment of an item attributable to a multi-
party financing transaction entered into after
August 5, 1997, if the treatment does not clearly
reflect the income of the corporation.
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(f) Method of making adequate disclosure--(1)
Disclosure statement. Disclosure is adequate with
respect to an item (or group of similar items, such as
amounts paid or incurred for supplies by a taxpayer
engaged in business) or a position on a return if the
disclosure is made on a properly completed form
attached to the return or to a qualified amended return
(as defined in § 1.6664–2(c)(3)) for the taxable year. In
the case of an item or position other than one that is
contrary to a regulation, disclosure must be made on
Form 8275 (Disclosure Statement); in the case of a
position contrary to a regulation, disclosure must be
made on Form 8275–R (Regulation Disclosure
Statement).

(2) Disclosure on return. The Commissioner may
by annual revenue procedure (or otherwise)
prescribe the circumstances under which disclosure
of information on a return (or qualified amended
return) in accordance with applicable forms and
instructions is adequate. If the revenue procedure
does not include an item, disclosure is adequate
with respect to that item only if made on a properly
completed Form 8275 or 8275–R, as appropriate,
attached to the return for the year or to a qualified
amended return.

(3) Recurring item. Disclosure with respect to a
recurring item, such as the basis of recovery
property, must be made for each taxable year in
which the item is taken into account.

(4) Carrybacks and carryovers. Disclosure is
adequate with respect to an item which is included
in any loss, deduction or credit that is carried to
another year only if made in connection with the
return (or qualified amended return) for the taxable
year in which the carryback or carryover arises (the
“loss or credit year”). Disclosure is not also
required in connection with the return for the
taxable year in which the carryback or carryover is
taken into account.

(5) Pass-through entities. Disclosure in the case of
items attributable to a pass-through entity
(pass-through items) is made with respect to the
return of the entity, except as provided in this
paragraph (f)(5). Thus, disclosure in the case of
pass-through items must be made on a Form 8275
or 8275–R, as appropriate, attached to the return (or
qualified amended return) of the entity, or on the
entity's return in accordance with the revenue
procedure described in paragraph (f)(2) of this
section, if applicable. A taxpayer (i.e., partner,
shareholder, beneficiary, or holder of a residual
interest in a REMIC) also may make adequate
disclosure with respect to a pass-through item,
however, if the taxpayer files a properly completed
Form 8275 or 8275–R, as appropriate, in duplicate,
one copy attached to the taxpayer's return (or
qualified amended return) and the other copy filed
with the Internal Revenue Service Center with
which the return of the entity is required to be filed.
Each Form 8275 or 8275–R, as appropriate, filed by
the taxpayer should relate to the pass-through items
of only one entity. For purposes of this paragraph
(f)(5), a pass-through entity is a partnership, S
corporation (as defined in section 1361(a)(1)),
estate, trust, regulated investment company (as
defined in section 851(a)), real estate investment
trust (as defined in section 856(a)), or real estate
mortgage investment conduit (“REMIC”) (as
defined in section 860D(a)).

(g) Items relating to tax shelters--(1) In general--(i)
Noncorporate taxpayers. Tax shelter items (as defined
in paragraph (g)(3) of this section) of a taxpayer other
than a corporation are treated for purposes of this
section as if such items were shown properly on the
return for a taxable year in computing the amount of tax
shown on the return, and thus the tax attributable to
such items is not included in the understatement for the
year, if--

(A) There is substantial authority (as provided
in paragraph (d) of this section) for the tax
treatment of that item; and
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(B) The taxpayer reasonably believed at the
time the return was filed that the tax treatment
of that item was more likely than not the proper
treatment.

(ii) Corporate taxpayers--(A) In general. Except
as provided in paragraph (g)(1)(ii)(B) of this
section, all tax shelter items (as defined in
paragraph (g)(3) of this section) of a corporation
are taken into account in computing the amount of
any understatement.

(B) Special rule for transactions occurring prior
to December 9, 1994. The tax shelter items of a
corporation arising in connection with
transactions occurring prior to December 9,
1994 are treated for purposes of this section as
if such items were shown properly on the
return if the requirements of paragraph (g)(1)(i)
are satisfied with respect to such items.

(iii) Disclosure irrelevant. Disclosure made with
respect to a tax shelter item of either a corporate or
noncorporate taxpayer does not affect the amount
of an understatement.

(iv) Cross-reference. See § 1.6664–4(f) for certain
rules regarding the availability of the reasonable
cause and good faith exception to the substantial
understatement penalty with respect to tax shelter
items of corporations.

(2) Tax shelter--(i) In general. For purposes of
section 6662(d), the term “tax shelter” means--

(A) A partnership or other entity (such as a
corporation or trust),

(B) An investment plan or arrangement, or

(C) Any other plan or arrangement,

if the principal purpose of the entity, plan or
arrangement, based on objective evidence, is to
avoid or evade Federal income tax. The principal
purpose of an entity, plan or arrangement is to
avoid or evade Federal income tax if that purpose
exceeds any other purpose. Typical of tax shelters
are transactions structured with little or no motive
for the realization of economic gain, and
transactions that utilize the mismatching of income
and deductions, overvalued assets or assets with
values subject to substantial uncertainty, certain
nonrecourse financing, financing techniques that do
not conform to standard commercial business
practices, or the mischaracterization of the
substance of the transaction. The existence of
economic substance does not of itself establish that
a transaction is not a tax shelter if the transaction
includes other characteristics that indicate it is a tax
shelter.

(ii) Principal purpose. The principal purpose of an
entity, plan or arrangement is not to avoid or evade
Federal income tax if the entity, plan or
arrangement has as its purpose the claiming of
exclusions from income, accelerated deductions or
other tax benefits in a manner consistent with the
statute and Congressional purpose. For example, an
entity, plan or arrangement does not have as its
principal purpose the avoidance or evasion of
Federal income tax solely as a result of the
following uses of tax benefits provided by the
Internal Revenue Code: the purchasing or holding
of an obligation bearing interest that is excluded
from gross income under section 103; taking an
accelerated depreciation allowance under section
168; taking the percentage depletion allowance
under section 613 or section 613A; deducting
intangible drilling and development costs as
expenses under section 263(c); establishing a
qualified retirement plan under sections 401 – 409;
claiming the possession tax credit under section 936
; or claiming tax benefits available by reason of an
election under 992 to be taxed as a domestic
international sales corporation (“DISC”), under
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section 927(f)(1) to be taxed as a foreign sales
corporation (“FSC”), or under section 1362 to be
taxed as an S corporation.

(3) Tax shelter item. An item of income, gain,
loss, deduction or credit is a “tax shelter item” if
the item is directly or indirectly attributable to the
principal purpose of a tax shelter to avoid or evade
Federal income tax. Thus, if a partnership is
established for the principal purpose of avoiding or
evading Federal income tax by acquiring and
overstating the basis of property for purposes of
claiming accelerated depreciation, the depreciation
with respect to the property is a tax shelter item.
However, a deduction claimed in connection with a
separate transaction carried on by the same
partnership is not a tax shelter item if the
transaction does not constitute a plan or
arrangement the principal purpose of which is to
avoid or evade tax.

(4) Reasonable belief--(i) In general. For purposes
of section 6662(d) and paragraph (g)(1)(i)(B) of
this section (pertaining to tax shelter items of
noncorporate taxpayers), a taxpayer is considered
reasonably to believe that the tax treatment of an
item is more likely than not the proper tax
treatment if (without taking into account the
possibility that a return will not be audited, that an
issue will not be raised on audit, or that an issue
will be settled)--

(A) The taxpayer analyzes the pertinent facts
and authorities in the manner described in
paragraph (d)(3)(ii) of this section, and in
reliance upon that analysis, reasonably
concludes in good faith that there is a greater
than 50–percent likelihood that the tax
treatment of the item will be upheld if
challenged by the Internal Revenue Service; or

(B) The taxpayer reasonably relies in good
faith on the opinion of a professional tax

advisor, if the opinion is based on the tax
advisor's analysis of the pertinent facts and
authorities in the manner described in
paragraph (d)(3)(ii) of this section and
unambiguously states that the tax advisor
concludes that there is a greater than
50–percent likelihood that the tax treatment of
the item will be upheld if challenged by the
Internal Revenue Service.

(ii) Facts and circumstances; reliance on
professional tax advisor. All facts and
circumstances must be taken into account in
determining whether a taxpayer satisfies the
requirements of paragraph (g)(4)(i) of this section.
However, in no event will a taxpayer be considered
to have reasonably relied in good faith on the
opinion of a professional tax advisor for purposes
of paragraph (g)(4)(i)(B) of this section unless the
requirements of § 1.6664–4(c)(1) are met. The fact
that the requirements of § 1.6664–4(c)(1) are
satisfied will not necessarily establish that the
taxpayer reasonably relied on the opinion in good
faith. For example, reliance may not be reasonable
or in good faith if the taxpayer knew, or should
have known, that the advisor lacked knowledge in
the relevant aspects of Federal tax law.

(5) Pass-through entities. In the case of tax shelter
items attributable to a pass-through entity, the
actions described in paragraphs (g)(4)(i)(A) and (B)
of this section, if taken by the entity, are deemed to
have been taken by the taxpayer and are considered
in determining whether the taxpayer reasonably
believed that the tax treatment of an item was more
likely than not the proper tax treatment.

[T.D. 8381, 56 FR 67499, Dec. 31, 1991; T.D. 8381, 57
FR 6165, Feb. 20, 1992; T.D. 8617, 60 FR 45665, Sept.
1, 1995; T.D. 8790, 63 FR 66435, Dec. 2, 1998; T.D.
9109, 68 FR 75128, Dec. 30, 2003]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25
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Rev. Rul. 74-503, 1974-2 C.B. 117, 1974 WL
34326 (IRS RRU)

Internal Revenue Service (I.R.S.)

Revenue Ruling

TREASURY STOCK EXCHANGED FOR
NEWLY ISSUED STOCK OF ANOTHER

CORPORATION

Published: 1974

26 CFR 1.351-1: Transfer to corporation controlled
by transferor.

(Also Sections 362, 1032; 1.362-1, 1.1032-1.)

Treasury stock exchanged for newly issued stock
of another corporation. Treasury stock purchased
by a corporation from its shareholders for less than
its fair market value and subsequently exchanged
for 80 percent of the newly issued stock of another
corporation, in a transaction in which no gain or
loss was recognized by either corporation under
sections 351(a) and 1032(a) of the Code, has a zero
basis and the basis of stock received by each
corporation in the exchange is zero; Rev. Ruls.
62-217,70-117, and 70-305 modified.

Advice has been requested as to the basis of the
stock acquired in the transaction described below.

X corporation transferred shares of its treasury
stock (with a fair market value of $3,000x and
purchased by X several years previously from its
shareholders for $2,000x) to Y in exchange for
newly issued shares of Y stock (with a fair market
value of $3,000x) which constituted 80 percent of
the only outstanding class of stock of Y. The
transfer of X stock was not for the purpose of
enabling Y to acquire property by the use of such
stock. No gain or loss was recognized to X under
section 351(a) (and section 1032(a)) of the Internal

Revenue Code of 1954. No gain or loss was
recognized to Y under section 1032(a).

Section 358(a) of the Code provides, in part, rules
for determining the basis of property received by a
transferor in a transaction to which section 351
applies. However, section 358(e) provides that
section 358(a) does not apply to property acquired
by a corporation by the exchange of its stock as
consideration in whole or in part for the transfer of
property to it. Therefore, section 358(a) is not
applicable in determining the basis of the Y stock
received by X in the transaction.

Section 1.1032-1(d) of the Income Tax Regulations
provides:

(d) For basis of property acquired by a
corporation in connection with a transaction to
which section 351 applies or in connection with
a reorganization, see section 362. For basis of
property acquired by a corporation in a
transaction to which section 1032 applies but
which does not qualify under any other non-
recognition provision, see section 1012.

Section 362(a) of the Code provides, in part, that
the basis to a corporation of property acquired in a
section 351 transaction will be the same as it would
be in the hands of the transferor, increased in the
amount of gain recognized to the transferor on such
transfer.

Pursuant to section 1.1032-1(d) of the regulations,
the basis of the stock of X received by Y and the
basis of the stock of Y received by X will be
determined under section 362(a) of the Code since
the transaction also qualifies, for purposes of
determining basis, under section 351.

Therefore, the basis of the X treasury stock received
by Y will be the same as it was in the hands of X
immediately prior to the exchange. In addition, the
basis of the newly issued stock of Y received by X
will be the same as it was in the hands of Y
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immediately prior to the exchange.

The basis of previously unissued stock in the hands
of the corporation issuing it in a transaction to
which section 362 of the Code applies is zero.
However, in order to ascertain the basis of the stock
received by Y, a determination must be made as to
the basis of the X treasury stock.

In Firestone Tire & Rubber Company, 2 T.C. 827
(1943), acq., 1945 C.B. 3,withdrawing nonacq.,
1944 C.B. 38, the taxpayer-corporation purchased
shares of its common stock for cash in the open
market and held them as treasury shares. At a later
date, it exchanged these shares in a nontaxable
reorganization described under the predecessor of
section 368(a)(1)(B) of the 1954 Code for all the
stock of S corporation. Section 113(a)(7) of the
Revenue Act of 1936 (the predecessor of section
362(b) of the 1954 Code) provided that the basis of
shares acquired in a reorganization exchange by the
transferee for the issuance of its own shares was the
same as the transferor's basis of the shares received.
The taxpayer-corporation contended that the
exchange of its treasury stock for all the stock of S
corporation was not an issuance since it had
purchased the treasury stock in the open market for
cash.

The Tax Court of the United States in Firestone
relied on two interrelated propositions for its
decision. The first was the pre-1954 Code rule that
a corporation dealing in its shares as it might in the
shares of another corporation must recognize gain
or loss on the disposition of its treasury stock. The
second, as a necessary corollary to the first, was
that a corporation has a basis in its treasury stock
equal to the amount paid therefor.

The validity of these propositions was abolished for
post-1954 Code years by the enactment of section
1032(a) of the Code, effective with respect to
taxable years beginning after December 31, 1953,
and ending after August 16, 1954.Section 1032(a)
expressly provides nonrecognition treatment for a
corporation upon the disposition of its treasury

stock. It was intended to remove the uncertainties
under prior law relating to whether a corporation
was ‘dealing’ in its own shares, and to eliminate
any distinction between treasury stock and
previously unissued stock. See H. Rep. No. 1337,
83rd Cong.2d Sess. 268; S. Rep. No. 1622, 83rd
Cong.2d Sess., 426. Among the reasons for this
provision were the tax avoidance possibilities of the
prior law, under which a corporation expecting a
gain upon disposition of treasury shares might
avoid such gain by cancelling its treasury shares
and issuing ‘new’ stock, whereas a corporation
might produce a fictitious loss by purchasing its
own shares and reselling them at a lower price.

The enactment of section 317(b) of the Code, which
makes it clear that a ‘redemption’ of stock can
occur whether such stock is cancelled or held as
treasury stock, is further evidence of Congress'
intention to eliminate the formalistic distinctions
that had existed under pre-1954 Code law with
respect to treasury stock. See S. Rep. No. 1622, at
page 252.

Therefore, the Firestone decision is not applicable
under the 1954 Code. Thus, under the 1954 Code, a
corporation's treasury stock is no different than its
previously unissued stock, the purchase of such
treasury stock being merely a part of the capital
transaction which began when such stock was first
issued.

Accordingly, the basis of the X treasury stock
received by Y is zero and the basis of the newly
issued Y stock received by X is zero.

Rev. Rul. 62-217, 1962-2 C.B. 59 (which refers to
the ‘cost basis' of treasury stock), Rev. Rul. 70-117,
1970-1 C.B. 30 (which holds that premiums paid by
a corporation on life insurance policies used to fund
the cost of a stock purchase agreement do not
represent ordinary and necessary business expenses
of the taxpayer but are in the nature of amounts
paid for the acquisition of a corporation asset
(treasury stock)), and Rev. Rul. 70-305, 1970-1
C.B. 169 (which holds, in part, that the sale of stock
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of a parent corporation held by a subsidiary
corporation, which was acquired by the subsidiary
in a transaction described in section 304(a)(2), can
result in a loss), are hereby modified to remove any
implication that for tax purposes a corporation's
treasury stock held by it has a cost basis rather than
a zero basis.

Rev. Rul. 74-503, 1974-2 C.B. 117, 1974 WL
34326 (IRS RRU)
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Rev. Rul. 2006-2, 2006-2 I.R.B. 261, 2006-1 C.B.
261, 2005 WL 3466292 (IRS RRU)

Internal Revenue Service (I.R.S.)
IRS RRU

Revenue Ruling

SECTION 351

Released: December 20, 2005
Published: January 9, 2006

Section 351.--Transfer to Corporation
Controlled by Transferor, 26 CFR 1.351-1:
Transfer to Corporation Controlled by Transferor.

Section 351.The conclusion in Rev. Rul. 74-503
that a transferor's basis in transferee stock received
in exchange for transferor stock is determined
under section 362(a) of the Code is incorrect. The
other conclusions in the ruling are under study.
Rev. Rul. 74-503 revoked.

Section 351.The conclusion in Rev. Rul. 74-503
that a transferor's basis in transferee stock received
in exchange for transferor stock is determined
under section 362(a) of the Code is incorrect. The
other conclusions in the ruling are under study.
Rev. Rul. 74-503 revoked.

In Rev. Rul. 74-503, 1974-2 C.B. 117, corporation
X transferred shares of its treasury stock to
corporation Y in exchange for newly issued shares
of Y stock. In the exchange, X obtained 80 percent
of the only outstanding class of Y stock. Rev. Rul.
74-503 concludes that the basis of the X treasury
stock received by Y is zero and the basis of the
newly issued Y stock received by X is zero.

Rev. Rul. 74-503 states that X's basis in the Y stock
received in the exchange is determined under §
362(a) of the Internal Revenue Code. This

conclusion is incorrect. Accordingly, Rev. Rul.
74-503, 1974-2 C.B.117, is revoked, effective
December 20, 2005. The other conclusions in the
ruling, including the conclusions that X's basis in
the Y stock received in the exchange and Y's basis
in the X stock received in the exchange are zero,
are under study.

Under the authority of § 7805(b), the Service will
not challenge a position taken prior to December
20, 2005, with respect to a transaction occurring
prior to such date, by a taxpayer that reasonably
relied on the conclusions in Rev. Rul. 74-503. See §
601.601(d)(2)(v) of the Statement of Procedural
Rules.

EFFECT ON OTHER DOCUMENTS
Rev. Rul. 74-503, 1974-2 C.B. 117, is revoked.

DRAFTING INFORMATION

The principal author of this revenue ruling is Mary
Goode of the Office of Associate Chief Counsel
(Corporate). For further information regarding this
revenue ruling, contact Ms. Goode at (202)
622-7930 (not a toll-free call).

Rev. Rul. 2006-2, 2006-2 I.R.B. 261, 2006-1 C.B.
261, 2005 WL 3466292 (IRS RRU)
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Internal Revenue Service (I.R.S.)

General Counsel Memorandum

IN RE: ***

August 23, 1972

Section 956 -- Investment of Earnings in U.S. Property956.00-00 Investment of Earnings in U.S. Property

956.01-00 Definitions

CC:I:I-4775

Br3:JEB

PETER P. WEIDENBRUCH, JR.

Assistant Commissioner (Technical)

Attention: Director, Income Tax Division

This is in response to your memorandum (T:I:C:P) dated May 5, 1972, in which you forwarded a proposed
revenue ruling in the above-entitled case for our consideration.

ISSUE
The issue is whether the subscription receivable described in the facts is ‘United States property’ within the
meaning of Int. Rev. Code of 1954, § 956(b) [hereinafter cited as Code], so that it may be includable in the
shareholder's gross income under Code § 951(a)(1)(B).

CONCLUSION
The proposed revenue ruling concludes that the subscription receivable does not fall within the exception
provided by Code§ 956(b)(2)(C) so that it is an investment by X in United States property within the meaning of
Code§ 956(b)(1)(C) and must be included in the taxpayer's gross income pursuant to the provisions of Code §
951(a)(1)(B).

We are inclined to agree that the described subscription receivable is an amount invested in United States
property under Code§ 956(a), but we do not agree that it would be included in the taxpayer's gross income under
Code § 951(a)(1)(B), because the foreign controlled corporation appears to have a zero basis in the subscription
receivable so that no amount would be taken into account as an increased investment in United States property.
Code§ 956(a)(3) and Treas. Reg. 1.956-1(e).

FACTS
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The taxpayer, a domestic corporation, owned 90 percent of the outstanding common stock of foreign corporation
X. The balance of X's common stock was owned by an unredated foreign corporation.X had no preferred stock.

X undertook a substantial expansion project in country M, its country of incorporation, and arranged a line of
credit with a financial institution in country M for the purpose of financing the project. However, the lender was
unwilling to provide more than 60 percent of the total cost of the expansion project and required, as a condition
of the loan, that X increase its authorized common stock in an amount sufficient to finance the balance of the
project, plus an additional 24x dollars. Under the laws of M all authorized stock must be issued.X's two
stockholders subscribed to the increase in authorized stock.

Since the loan, plus the additional equity investment by the stockholders, would provide X with more funds than
it required for the expansion project, the taxpayer did not wish to transfer to X more funds than were necessary
to finance the project. The lender agreed to permit X's shareholders to pay in for the new stock an amount equal
to the balance necessary to finance the project over and above the loan. The additional 24x dollars (required as
equity investment) was reflected on corporate books as a subscription receivable (a debt of the shareholders to X
). Under the laws of M such amount could remain unpaid for a period of up to 10 years after the stock was
issued.

ANALYSIS

Code§ 956 provides, in relevant part, as follows:
(a) GENERAL RULES-For purposes of this subpart-

(1) Amount of Investment-The amount of earnings of a controlled foreign corporation invested in
United States property at the close of any taxable year is the aggregate amount of such property held,
directly or indirectly, by the controlled foreign corporation at the close of the taxable year, to the extent
such amount would have constituted a dividend (determined after the application of section 955(a)) if it
had been distributed.
***
(3) Amount attributable to Property-The amount taken into account under paragraph (1) or (2) with
respect to any property shall be its adjusted basis, reduced by any liability to which the property is
subject.

(b) UNITED STATES PROPERTY DEFINED-
(1) In general-For purposes of subsection (a) the term ‘United States property’ means any property
acquired after December 31, 1962, which is

***
(C) an obligation of a United States person
***

(2) Exceptions-For purposes of subsection (a), the term ‘United States property’ does not include-
***
(C) any obligation of a United States person arising in connection with the sale or processing of
property if the amount of such obligation outstanding at no time during the taxable year exceeds the
amount which would be ordinary and necessary to carry on the trade or business of both the other
party to the sale or processing transaction and the United States person had the sale or processing
transaction been made between unrelated persons;
***

(c) PLEDGES AND GUARANTEES-For purposes of subsection (a), a controlled foreign corporation shall,
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under regulations prescribed by the Secretary or his delegate, be considered as holding an obligation of a
United States person if such controlled foreign corporation is a pledgor or guarantor of such obligation.

We are inclined to agree with the proposed revenue ruling insofar as it holds that the subscription indebtedness
of the taxpayer is not excepted from the definition of ‘United States property’ by the provisions of Code §
956(b)(2)(C) as interpreted in the light of S. Rep. No. 1881, 87th Cong., 2d Sess. 87-88 (1962), 1962-3 C.B.
793-94. However, there is no indication that the taxpayer and the unrelated shareholder incurred any cost in
creating the subscription indebtedness. Therefore, the subscription indebtedness would appear to have a zero
basis under Code § 362.Velma W. Alderman, 55 T.C. 662 (1971); Rev. Rul. 68-629, 1968-2, C.B. 154,
considered by this office in G.C.M. 33937, *** I-3136 (Sept. 30, 1968); cf. Rev. Rul. 69-117, 1969-1 C.B. 102.
If this is the case, no amount would be taken into account under Code§ 956(a) with respect to the subscription
indebtedness.Code§ 956(a)(3) and Treas. Reg. § 1.956-1(e).

Accordingly, we cannot agree with your conclusion on the basis of the facts contained in the proposed revenue
ruling and the file in the underlying case. Under our analysis the issue seems to be specifically and clearly
covered by the statute and regulations so that publication of a revenue ruling may not be necessary.
Nevertheless, we have prepared for your convenience a proposed revenue ruling that conforms to the above
analysis.

LEE H. HENKEL, JR.
Chief Counsel
Internal Revenue Service

Attachments:

Adm. file

Proposed revenue ruling

Control No. 70-10-22235

SECTION 956.-INVESTMENT OF EARNINGS IN UNITED STATES PROPERTY

26 CFR 1.956-2: Definition of United States Property.

REV. RUL.

Advice has been requested whether the subscription receivable described below is ‘United States property’
within the reaming of section 956 of the Internal Revenue Code of 1954.

The taxpayer, a domestic corporation, owned 90 percent of the outstanding common stock of foreign corporation
X. The balance of X's common stock was owned by an unrelated foreign corporation.X has no preferred stock.

X undertook a substantial excansion project in country M, its *** country ??, and arranged a line of credit with a
financial institution in country M for the purpose of financing the project. However, the lender was unwilling to
provide more than 60 percent of the total cost of the expension project and required, as a condition of the loan,
that X increase its authorized common stock in an amount sufficient to finance the balance of the project, plus
an additional 24x dollars. Under the laws of M all authorized stock must be issued.X's two stockholders ***
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subscribed to the increase in authorized stock.

Since the loan, plus the additional equity investment by the stockholders, would provide v. with more funds than
it required for the expension project, the taxpayer did not wish to transfer to X more funds than were necessary
to finance the project. The londer agreed to pormit X's shareholders to pay in *** for the new stock ?? the
balance necessary to finance the project over and above the loan. The additional 24x dollars ?? was reflected on
corporate books as a subscription receivable (a debt of the shareholders to X). Under the laws of M such amount
could remain unpaid for a period of up to 10 years after the stock wes issued. If 24x dollans bed ?? by X to its ??
in the ?? that amount would have constituted a dividend.

Section 956(a)(1) of the Code provides that the amount of earnings of controlled foreign corporation invested in
United States property at the close of any taxable year is the aggregate amount of such property held directly or
indirectly by the controlled foreign corporation at the constituted a dividand (determined after the application of
section 955(a)) if the had been distributed.Section 956(a)(3) of the Code ??, ??.

Section 956(b)(1)(c) of the Code provides that the town ‘United States property’ means any property acquired
after December 31, 1962, which is an obligation of a United States person. ??

Section 362(a) of the Code provides in pertinent part that if property was acquired on or after June 22, 1954, by
a corporation in connection with a transaction to which section 351 applies, then the basis of the property shall
be the same as it would be in the hands of the transferor, increased in the amount of gain recognized to the
transferor on such transfer.

Section 351(a) of the Code provides in part that no gain or loss shall be recognized if property is transferred to a
corporation by one or more persons solely in exchange for stock in such corporation and immediately after the
exchange such person or persons are in control (as defined in section 368(c)) of the corporation.

As the acquisition of stock in X by the taxpayer satisfies the conditions of section 351(a) of the Code, no gain or
loss to the taxpayer is recognized under that section by reason of the taxpayer's subscription to the stock of X.
Therefore, under section 362(a) of the Code, the basis of X in any property received from the taxpayer in
exchange for stock is the same as the taxpayer's basis.

The subscription indebtedness of the taxpayer is within the general definition of ‘United States property’ in
section 956(b)(1)(c) of the Code and section 1.956-2(d)(2) of the regulations. However, the subscription
indebtedness has a zero basis for tax purposes to both the shareholders and the controlled foreign corporation,
which carries over the shareholders' zero basis .Velma W. Alderman, 55 T.C. 662 (1971) and Rev. Rul. 68-629,
C . B. 1968-2, 154.

Accordingly, in accordance with section 956(a)(3) of the Code, X will take a zero amount into account under
section 956(a)(1) of the Code with respect to the subscription receivable as an investment in United States
property.

This document is not to be relied upon or otherwise cited as precedent by taxpayers.

GCM 34998, 1972 WL 32278 (IRS GCM)

END OF DOCUMENT
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Effective:[See Text Amendments]

Code of Federal Regulations Currentness
Title 26. Internal Revenue

Chapter I. Internal Revenue Service,
Department of the Treasury

Subchapter A. Income Tax
Part 1. Income Taxes (Refs & Annos)

Normal Taxes and Surtaxes
Corporate Distributions and
Adjustments

Distributions by Corporations
Effects on Recipients

§ 1.301–1 Rules applicable
with respect to distributions
of money and other property.

(a) General. Section 301 provides the general rule
for treatment of distributions on or after June 22,
1954, of property by a corporation to a shareholder
with respect to its stock. The term property is
defined in section 317(a). Such distributions, except
as otherwise provided in this chapter, shall be
treated as provided in section 301(c). Under section
301(c), distributions may be included in gross
income, applied against and reduce the adjusted
basis of the stock, treated as gain from the sale or
exchange of property, or (in the case of certain
distributions out of increase in value accrued before
March 1, 1913) may be exempt from tax. The
amount of the distributions to which section 301
applies is determined in accordance with the
provisions of section 301(b). The basis of property
received in a distribution to which section 301
applies is determined in accordance with the
provisions of section 301(d). Accordingly, except
as otherwise provided in this chapter, a distribution
on or after June 22, 1954, of property by a
corporation to a shareholder with respect to its
stock shall be included in gross income to the
extent the amount distributed is considered a

dividend under section 316. For examples of
distributions treated otherwise, see sections 116,
301(c)(2), 301(c)(3)(B), 301(e), 302(b), 303, and
305. See also part II (relating to distributions in
partial or complete liquidation), part III (relating to
corporate organizations and reorganizations), and
part IV (relating to insolvency reorganizations),
subchapter C, chapter 1 of the Code.

(b) Time of inclusion in gross income and of
determination of fair market value. A
distribution made by a corporation to its
shareholders shall be included in the gross income
of the distributees when the cash or other property
is unqualifiedly made subject to their demands.
However, if such distribution is a distribution other
than in cash, the fair market value of the property
shall be determined as of the date of distribution
without regard to whether such date is the same as
that on which the distribution is includible in gross
income. For example, if a corporation distributes a
taxable dividend in property (the adjusted basis of
which exceeds its fair market value on December
31, 1955) on December 31, 1955, which is received
by, or unqualifiedly made subject to the demand of,
its shareholders on January 2, 1956, the amount to
be included in the gross income of the shareholders
will be the fair market value of such property on
December 31, 1955, although such amount will not
be includible in the gross income of the
shareholders until January 2, 1956.

(c) Application of section to shareholders.
Section 301 is not applicable to an amount paid by
a corporation to a shareholder unless the amount is
paid to the shareholder in his capacity as such.

(d) Distributions to corporate shareholders. (1)
If the shareholder is a corporation, the amount of
any distribution to be taken into account under
section 301(c) shall be:

26 C.F.R. § 1.301–1
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(i) The amount of money distributed,

(ii) An amount equal to the fair market value of
any property distributed which consists of any
obligations of the distributing corporation,
stock of the distributing corporation treated as
property under section 305(b), or rights to
acquire such stock treated as property under
section 305(b), plus

(iii) In the case of a distribution not described
in subdivision (iv) of this subparagraph, an
amount equal to (a) the fair market value of
any other property distributed or, if lesser, (b)
the adjusted basis of such other property in the
hands of the distributing corporation
(determined immediately before the
distribution and increased for any gain
recognized to the distributing corporation
under section 311(b), (c), or (d), or under
section 341(f), 617(d), 1245(a), 1250(a),
1251(c), 1252(a), or 1254(a)), or

(iv) In the case of a distribution made after
November 8, 1971, to a shareholder which is a
foreign corporation, an amount equal to the fair
market value of any other property distributed,
but only if the distribution received by such
shareholder is not effectively connected for the
taxable year with the conduct of a trade or
business in the United States by such
shareholder.

(2) In the case of a distribution the amount of
which is determined by reference to the
adjusted basis described in subparagraph
(1)(iii)(b) of this paragraph:

(i) That portion of the distribution which is a
dividend under section 301(c)(1) may not
exceed such adjusted basis, or

(ii) If the distribution is not out of earnings and
profits, the amount of the reduction in basis of
the shareholder's stock, and the amount of any
gain resulting from such distribution, are to be
determined by reference to such adjusted basis
of the property which is distributed.

(3) Notwithstanding paragraph (d)(1)(iii), if a
distribution of property described in such
paragraph is made after December 31, 1962, by
a foreign corporation to a shareholder which is
a corporation, the amount of the distribution to
be taken into account under section 301(c)
shall be determined under section 301(b)(1)(C)
and paragraph (n) of this section.

(e) Adjusted basis. In determining the adjusted
basis of property distributed in the hands of the
distributing corporation immediately before the
distribution for purposes of section 301(b)(1)(B)(ii)
, (b)(1)(C)(i), and (d)(2)(B), the basis to be used
shall be the basis for determining gain upon a sale
or exchange.

(f) Examples. The application of this section
(except paragraph (n)) may be illustrated by the
following examples:

Example 1. On January 1, 1955, A, an individual
owned all of the stock of Corporation M with an
adjusted basis of $2,000. During 1955, A received
distributions from Corporation M totaling $30,000,
consisting of $10,000 in cash and listed securities
having a basis in the hands of Corporation M and a
fair market value on the date distributed of $20,000.
Corporation M's taxable year is the calendar year.
As of December 31, 1954, Corporation M had
earnings and profits accumulated after February 28,
1913, in the amount of $26,000, and it had no
earnings and profits and no deficit for 1955. Of the
$30,000 received by A, $26,000 will be treated as
an ordinary dividend; the remaining $4,000 will be
applied against the adjusted basis of his stock; the
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$2,000 in excess of the adjusted basis of his stock
will either be treated as gain from the sale or
exchange of property (under section 301(c)(3)(A))
or, if out of increase in value accrued before March
1, 1913, will (under section 301(c)(3)(B)) be
exempt from tax. If A subsequently sells his stock
in Corporation M, the basis for determining gain or
loss on the sale will be zero.

Example 2. The facts are the same as in Example
1 with the exceptions that the shareholder of
Corporation M is Corporation W and that the
securities which were distributed had an adjusted
basis to Corporation M of $15,000. The distribution
received by Corporation W totals $25,000
consisting of $10,000 in cash and securities with an
adjusted basis of $15,000. The total $25,000 will be
treated as a dividend to Corporation W since the
earnings and profits of Corporation M ($26,000)
are in excess of the amount of the distribution.

Example 3. Corporation X owns timber land
which it acquired prior to March 1, 1913, at a cost
of $50,000 with $5,000 allocated as the separate
cost of the land. On March 1, 1913, this property
had a fair market value of $150,000 of which
$135,000 was attributable to the timber and
$15,000 to the land. All of the timber was cut prior
to 1955 and the full appreciation in the value
thereof, $90,000 ($135,000–$45,000), realized
through depletion allowances based on March 1,
1913, value. None of this surplus from realized
appreciation had been distributed. In 1955,
Corporation X sold the land for $20,000 thereby
realizing a gain of $15,000. Of this gain, $10,000 is
due to realized appreciation in value which accrued
before March 1, 1913 ($15,000–$5,000). Of the
gain of $15,000, $5,000 is taxable. Therefore, at
December 31, 1955, Corporation X had a surplus
from realized appreciation in the amount of
$100,000. It had no accumulated earnings and
profits and no deficit at January 1, 1955. The net
earnings for 1955 (including the $5,000 gain on the
sale of the land) were $20,000. During 1955,

Corporation X distributed $75,000 to its
stockholders. Of this amount, $20,000 will be
treated as a dividend. The remaining $55,000,
which is a distribution of realized appreciation, will
be applied against and reduce the adjusted basis of
the shareholders' stock. If any part of the $55,000 is
in excess of the adjusted basis of a shareholder's
stock, such part will be exempt from tax.

(g) [FN1] Reduction for liabilities--(1) General
rule. For the purpose of section 301, no reduction
shall be made for the amount of any liability, unless
the liability is assumed by the shareholder within
the meaning of section 357(d).

1 Subsection (g) appears to have been
inadvertently deleted from the official
version.

(2) No reduction below zero. Any reduction
pursuant to paragraph (g)(1) of this section
shall not cause the amount of the distribution to
be reduced below zero.

(3) Effective dates--(i) In general. This
paragraph (g) applies to distributions occurring
after January 4, 2001.

(ii) Retroactive application. This paragraph
(g) also applies to distributions made on or
before January 4, 2001, if the distribution is
made as part of a transaction described in, or
substantially similar to, the transaction in
Notice 99–59 (1999–2 C.B. 761), including
transactions designed to reduce gain (see §
601.601(d)(2) of this chapter). For rules for
distributions on or before January 4, 2001
(other than distributions on or before that date
to which this paragraph (g) applies), see rules
in effect on January 4, 2001 (see § 1.301–1(g)
as contained in 26 CFR part 1 revised April 1,
2001).
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(h) Basis. The basis of property received in the
distribution to which section 301 applies shall be--

(1) If the shareholder is not a corporation, the
fair market value of such property;

(2) If the shareholder is a corporation--

(i) In the case of a distribution of the
obligations of the distributing corporation or of
the stock of such corporation or rights to
acquire such stock (if such stock or rights are
treated as property under section 305(b)), the
fair market value of such obligations, stock, or
rights;

(ii) In the case of the distribution of any other
property, except as provided in subdivision (iii)
(relating to certain distributions by a foreign
corporation) or subdivision (iv) (relating to
certain distributions to foreign corporate
distributees) of this subparagraph, whichever of
the following is the lesser--

(a) The fair market value of such property;
or

(b) The adjusted basis (in the hands of the
distributing corporation immediately
before the distribution) of such property
increased in the amount of gain to the
distributing corporation which is
recognized under section 311(b) (relating
to distributions of LIFO inventory), section
311(c) (relating to distributions of property
subject to liabilities in excess of basis),
section 311(d) (relating to appreciated
property used to redeem stock), section
341(f) (relating to certain sales of stock of
consenting corporations), section 617(d)
(relating to gain from dispositions of
certain mining property), section 1245(a)

or 1250(a) (relating to gain from
dispositions of certain depreciable
property), section 1251(c) (relating to gain
from disposition of farm recapture
property), section 1252(a) (relating to gain
from disposition of farm land), or 1254(a)
(relating to gain from disposition of
interest in natural resource recapture
property);

(iii) In the case of the distribution by a foreign
corporation of any other property after
December 31, 1962, in a distribution not
described in subdivision (iv) of this
subparagraph, the amount determined under
paragraph (n) of this section;

(iv) In the case of the distribution of any other
property made after November 8, 1971, to a
shareholder which is a foreign corporation, the
fair market value of such property, but only if
the distribution received by such shareholder is
not effectively connected for the taxable year
with the conduct of a trade or business in the
United States by such shareholder.

(i) [Reserved]

(j) Transfers for less than fair market value. 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 section 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. If property is
transferred in a sale or exchange by a corporation to
a shareholder which is a corporation, for an amount
less than its fair market value and also less than its
adjusted basis, such shareholder shall be treated as
having received a distribution to which section 301
applies, and--
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(1) Where the fair market value of the property
equals or exceeds its adjusted basis in the
hands of the distributing corporation the
amount of the distribution shall be the excess
of the adjusted basis (increased by the amount
of gain recognized under section 311(b), (c), or
(d), or under section 341(f), 617(d), 1245(a),
1250(a), 1251(c), 1252(a), or 1254(a) to the
distributing corporation) over the amount paid
for the property;

(2) Where the fair market value of the property
is less than its adjusted basis in the hands of the
distributing corporation, the amount of the
distribution shall be the excess of such fair
market value over the amount paid for the
property. If property is transferred in a sale or
exchange after December 31, 1962, by a
foreign corporation to a shareholder which is a
corporation for an amount less than the amount
which would have been computed under
paragraph (n) of this section if such property
had been received in a distribution to which
section 301 applied, such shareholder shall be
treated as having received a distribution to
which section 301 applies, and the amount of
the distribution shall be the excess of the
amount which would have been computed
under paragraph (n) of this section with respect
to such property over the amount paid for the
property. In all cases, the earnings and profits
of the distributing corporation shall be
decreased by the excess of the basis of the
property in the hands of the distributing
corporation over the amount received therefor.
In computing gain or loss from the subsequent
sale of such property, its basis shall be the
amount paid for the property increased by the
amount of the distribution.

If property is transferred in a sale or exchange after
December 31, 1962, by a foreign corporation to a
shareholder which is a corporation for an amount
less than the amount which would have been

computed under paragraph (n) of this section if
such property had been received in a distribution to
which section 301 applied, such shareholder shall
be treated as having received a distribution to
which section 301 applies, and the amount of the
distribution shall be the excess of the amount which
would have been computed under paragraph (n) of
this section with respect to such property over the
amount paid for the property. Notwithstanding the
preceding provisions of this paragraph, if property
is transferred in a sale or exchange after November
8, 1971, by a corporation to a shareholder which is
a foreign corporation, for an amount less than its
fair market value, and if paragraph (d)(1)(iv) of this
section would apply if such property were received
in a distribution to which section 301 applies, such
shareholder shall be treated as having received a
distribution to which section 301 applies and the
amount of the distribution shall be the difference
between the amount paid for the property and its
fair market value. In all cases, the earnings and
profits of the distributing corporation shall be
decreased by the excess of the basis of the property
in the hands of the distributing corporation over the
amount received therefor. In computing gain or loss
from the subsequent sale of such property, its basis
shall be the amount paid for the property increased
by the amount of the distribution.

(k) Application of rule respecting transfers for
less than fair market value. The application of
paragraph (j) of this section may be illustrated by
the following examples:

Example 1. On January 1, 1955, A, an individual
shareholder of corporation X, purchased property
from that corporation for $20. The fair market value
of such property was $100, and its basis in the
hands of corporation X was $25. The amount of the
distribution determined under section 301(b) is $80.
If A were a corporation, the amount of the
distribution would be $5 (assuming that sections
311(b) and (c), 1245(a), and 1250(a) do not apply),
the excess of the basis of the property in the hands
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of corporation X over the amount received therefor.
The basis of such property to corporation A would
be $25. If the basis of the property in the hands of
corporation X were $10, the corporate shareholder,
A, would not receive a distribution. The basis of
such property to corporation A would be $20.
Whether or not A is a corporation, the excess of the
amount paid over the basis of the property in the
hands of corporation X ($20 over $10) would be a
taxable gain to corporation X.

Example 2. On January 1, 1963, corporation A,
which is a shareholder of corporation B (a foreign
corporation engaged in business within the United
States), purchased one share of corporation X stock
from B for $20. The fair market value of the share
was $100, and its adjusted basis in the hands of B
was $25. Assume that if the share of corporation X
stock had been received by A in a distribution to
which section 301 applied, the amount of the
distribution under paragraph (n) of this section
would have been $55. The amount of the
distribution under section 301 is $35, i.e., $55
(amount computed under paragraph (n) of this
section) minus $20 (amount paid for the property).
The basis of such property to A is $55.

(l) Transactions treated as distributions. A
distribution to shareholders with respect to their
stock is within the terms of section 301 although it
takes place at the same time as another transaction
if the distribution is in substance a separate
transaction whether or not connected in a formal
sense. This is most likely to occur in the case of a
recapitalization, a reincorporation, or a merger of a
corporation with a newly organized corporation
having substantially no property. For example, if a
corporation having only common stock outstanding,
exchanges one share of newly issued common stock
and one bond in the principal amount of $10 for
each share of outstanding common stock, the
distribution of the bonds will be a distribution of
property (to the extent of their fair market value) to
which section 301 applies, even though the

exchange of common stock for common stock may
be pursuant to a plan of reorganization under the
terms of section 368(a)(1)(E) (recapitalization) and
even though the exchange of common stock for
common stock may be tax free by virtue of section
354.

(m) Cancellation of indebtedness. The
cancellation of indebtedness of a shareholder by a
corporation shall be treated as a distribution of
property.

(n) [Reserved]

(o) Distributions of certain property by DISC's
to corporate shareholders. See § 1.997–1 for the
rule that if a corporation which is a DISC or former
DISC (as defined in section 992(a)(1) or (3) as the
case may be) makes a distribution of property
(other than money and other than the obligations of
the DISC or former DISC) out of accumulated
DISC income (as defined in section 996(f)(1)) or
previously taxed income (as defined in section
996(f)(2)), such distribution of property shall be
treated as if it were made to an individual and that
the basis of the property distributed, in the hands of
the recipient corporation, shall be determined as if
such property were distributed to an individual.

(p) Cross references. For certain rules relating to
adjustments to earnings and profits and for
determining the extent to which a distribution is a
dividend, see sections 312 and 316 and regulations
thereunder.

(q) Split-dollar and other life insurance
arrangements--(1) Split-dollar life insurance
arrangements--(i) Distribution of economic
benefits. The provision by a corporation to its
shareholder pursuant to a split-dollar life insurance
arrangement, as defined in § 1.61–22(b)(1) or (2),
of economic benefits described in § 1.61–22(d) or
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of amounts described in § 1.61–22(e) is treated as a
distribution of property, the amount of which is
determined under § 1.61–22(d) and (e),
respectively.

(ii) Distribution of entire contract or
undivided interest therein. A transfer (within
the meaning of § 1.61–22(c)(3)) of the
ownership of a life insurance contract (or an
undivided interest therein) that is part of a
split-dollar life insurance arrangement is a
distribution of property, the amount of which is
determined pursuant to § 1.61–22(g)(1) and (2)
.

(2) Other life insurance arrangements. A
payment by a corporation on behalf of a
shareholder of premiums on a life insurance
contract or an undivided interest therein that is
owned by the shareholder constitutes a
distribution of property, even if such payment
is not part of a split-dollar life insurance
arrangement under § 1.61–22(b).

(3) When distribution is made--(i) In
general. Except as provided in paragraph
(q)(3)(ii) of this section, paragraph (b) of this
section shall apply to determine when a
distribution described in paragraph (q)(1) or (2)
of this section is taken into account by a
shareholder.

(ii) Exception. Notwithstanding paragraph (b)
of this section, a distribution described in
paragraph (q)(1)(ii) of this section shall be
treated as made by a corporation to its
shareholder at the time that the life insurance
contract, or an undivided interest therein, is
transferred (within the meaning of §
1.61–22(c)(3)) to the shareholder.

(4) Effective date--(i) General rule. This

paragraph (q) applies to split-dollar and other
life insurance arrangements entered into after
September 17, 2003. For purposes of this
paragraph (q)(4), a split-dollar life insurance
arrangement is entered into as determined
under § 1.61–22(j)(1)(ii).

(ii) Modified arrangements treated as new
arrangements. If a split-dollar life insurance
arrangement entered into on or before
September 17, 2003 is materially modified
(within the meaning of § 1.61–22(j)(2)) after
September 17, 2003, the arrangement is treated
as a new arrangement entered into on the date
of the modification.

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as
amended by T.D. 6752, 29 FR 12701, Sept. 9,
1964; T.D. 7084, 36 FR 267, Jan. 8, 1971; T.D.
7209, 37 FR 20800, Oct. 5, 1972; T.D. 7238, 38 FR
20824, Aug. 3, 1973; T.D. 7293, 38 FR 32794,
Nov. 28, 1973; T.D. 7556, 44 FR 1376, Jan. 5,
1979; T.D. 8474, 58 FR 25557, April 27, 1993;
T.D. 8586, 60 FR 2500, Jan. 10, 1995; T.D. 8924,
66 FR 725, Jan. 4, 2001; T.D. 8964, 66 FR 49278,
Sept. 27, 2001; T.D. 9092, 68 FR 54352, Sept. 17,
2003]

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960;
25 FR 14021, Dec. 21, 1960, unless otherwise
noted.
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Effective:[See Text Amendments]

Code of Federal Regulations Currentness
Title 26. Internal Revenue

Chapter I. Internal Revenue Service,
Department of the Treasury

Subchapter H. Internal Revenue Practice
Part 601. Statement of Procedural Rules

(Refs & Annos)
Subpart F. Rules, Regulations, and

Forms
§ 601.601 Rules and regulations.

(a) Formulation. (1) Internal revenue rules take
various forms. The most important rules are issued
as regulations and Treasury decisions prescribed by
the Commissioner and approved by the Secretary or
his delegate. Other rules may be issued over the
signature of the Commissioner or the signature of
any other official to whom authority has been
delegated. Regulations and Treasury decisions are
prepared in the Office of the Chief Counsel. After
approval by the Commissioner, regulations and
Treasury decisions are forwarded to the Secretary
or his delegate for further consideration and final
approval.

(2) Where required by 5 U.S.C. 553 and in
such other instances as may be desirable, the
Commissioner publishes in the Federal
Register general notice of proposed rules
(unless all persons subject thereto are named
and either personally served or otherwise have
actual notice thereof in accordance with law).
This notice includes:

(i) A statement of the time, place, and nature of
public rulemaking proceedings;

(ii) Reference to the authority under which the
rule is proposed;

(iii) Either the terms or substance of the
proposed rule or a description of the subjects
and issues involved.

(3)(i) This subparagraph shall apply where the
rules of this subparagraph are incorporated by
reference in a notice of hearing with respect to
a notice of proposed rule making.

(ii) A person wishing to make oral comments at
a public hearing to which this subparagraph
applies shall file his written comments within
the time prescribed by the notice of proposed
rule making (including any extensions thereof)
and submit the outline referred to in
subdivision (iii) of this subparagraph within the
time prescribed by the notice of hearing. In lieu
of the reading of a prepared statement at the
hearing, such person's oral comments shall
ordinarily be limited to a discussion of matters
relating to such written comments and to
questions and answers in connection therewith.
However, the oral comments shall not be
merely a restatement of matters the person has
submitted in writing. Persons making oral
comments should be prepared to answer
questions not only on the topics listed in his
outline but also in connection with the matters
relating to his written comments. Except as
provided in paragraph (b) of this section, in
order to be assured of the availability of copies
of such written comments or outlines on or
before the beginning of such hearing, any
person who desires such copies should make
such a request within the time prescribed in the
notice of hearing and shall agree to pay
reasonable costs for copying. Persons who
make such a request after the time prescribed in
the notice of hearing will be furnished copies

26 C.F.R. § 601.601
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as soon as they are available, but it may not be
possible to furnish the copies on or before the
beginning of the hearing. Except as provided in
the preceding sentences, copies of written
comments regarding the rules proposed shall
not be made available at the hearing.

(iii) A person who wishes to be assured of
being heard shall submit, within the time
prescribed in the notice of hearing, an outline
of the topics he or she wishes to discuss, and
the time he or she wishes to devote to each
topic. An agenda will then be prepared
containing the order of presentation of oral
comments and the time allotted to such
presentation. A period of 10 minutes will be
the time allotted to each person for making his
or her oral comments.

(iv) At the conclusion of the presentations of
comments of persons listed in the agenda, to
the extent time permits, other persons may be
permitted to present oral comments provided
they have notified, either the Commissioner of
Internal Revenue (Attention: CC:LR:T) before
the hearing, or the representative of the Internal
Revenue Service stationed at the entrance to
the hearing room at or before commencement
of the hearing, of their desire to be heard.

(v) In the case of unusual circumstances or for
good cause shown, the application of rules
contained in this subparagraph, including the
10–minute rule in subdivision (iii), above, may
be waived.

(vi) To the extent resources permit, the public
hearings to which this subparagraph applies
may be transcribed.

(b) Comments on proposed rules--(1) In general.
Interested persons are privileged to submit any

data, views, or arguments in response to a notice of
proposed rule making published pursuant to 5
U.S.C. 553. Further, procedures are provided in
paragraph (d)(9) of § 601.702 for members of the
public to inspect and to obtain copies of written
comments submitted in response to such notices.
Designations of material as confidential or not to be
disclosed, contained in such comments, will not be
accepted. Thus, a person submitting written
comments in response to a notice of proposed rule
making should not include therein material that he
considers to be confidential or inappropriate for
disclosure to the public. It will be presumed by the
Internal Revenue Service that every written
comment submitted to it in response to a notice of
proposed rule making is intended by the person
submitting it to be subject in its entirety to public
inspection and copying in accordance with the
procedures of paragraph (d)(9) of § 601.702. The
name of any person requesting a public hearing and
hearing outlines described in paragraph (a)(3)(iii)
of this section are not exempt from disclosure.

(2) Effective date. This paragraph (b) applies
only to comments submitted in response to
notices of proposed rule making of the Internal
Revenue Service published in the Federal
Register after June 5, 1974.

(c) Petition to change rules. Interested persons are
privileged to petition for the issuance, amendment,
or repeal of a rule. A petition for the issuance of a
rule should identify the section or sections of law
involved; and a petition for the amendment or
repeal of a rule should set forth the section or
sections of the regulations involved. The petition
should also set forth the reasons for the requested
action. Such petitions will be given careful
consideration and the petitioner will be advised of
the action taken thereon. Petitions should be
addressed to the Commissioner of Internal
Revenue, Attention: CC:LR:T, Washington, DC
20224. However, in the case of petitions to amend
the regulations pursuant to subsection
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(c)(4)(A)(viii) or (5)(A)(i) of section 23 or former
section 44C, follow the procedure outlined in
paragraph (a) of § 1.23–6.

(d) Publication of rules and regulations--(1)
General. All Internal Revenue Regulations and
Treasury decisions are published in the Federal
Register and in the Code of Federal Regulations.
See paragraph (a) of § 601.702. The Treasury
decisions are also published in the weekly Internal
Revenue Bulletin and the semiannual Cumulative
Bulletin. The Internal Revenue Bulletin is the
authoritative instrument of the Commissioner for
the announcement of official rulings, decisions,
opinions, and procedures, and for the publication of
Treasury decisions, Executive orders, tax
conventions, legislation, court decisions, and other
items pertaining to internal revenue matters. It is
the policy of the Internal Revenue Service to
publish in the Bulletin all substantive and
procedural rulings of importance or general
interest, the publication of which is considered
necessary to promote a uniform application of the
laws administered by the Service. Procedures set
forth in Revenue Procedures published in the
Bulletin which are of general applicability and
which have continuing force and effect are
incorporated as amendments to the Statement of
Procedural Rules. It is also the policy to publish in
the Bulletin all rulings which revoke, modify,
amend, or affect any published ruling. Rules
relating solely to matters of internal practices and
procedures are not published; however, statements
of internal practices and procedures affecting rights
or duties of taxpayers, or industry regulation, which
appear in internal management documents, are
published in the Bulletin. No unpublished ruling or
decision will be relied on, used, or cited by any
officer or employee of the Internal Revenue Service
as a precedent in the disposition of other cases.

(2) Objectives and standards for publication
of Revenue Rulings and Revenue Procedures
in the Internal Revenue Bulletin--(i)(a) A

Revenue Ruling is an official interpretation by
the Service that has been published in the
Internal Revenue Bulletin. Revenue Rulings
are issued only by the National Office and are
published for the information and guidance of
taxpayers, Internal Revenue Service officials,
and others concerned.

(b) A Revenue Procedure is a statement of
procedure that affects the rights or duties
of taxpayers or other members of the
public under the Code and related statutes
or information that, although not
necessarily affecting the rights and duties
of the public, should be a matter of public
knowledge.

(ii)(a) The Internal Revenue Bulletin is the
authoritative instrument of the Commissioner
of Internal Revenue for the publication of
official rulings and procedures of the Internal
Revenue Service, including all rulings and
statements of procedure which supersede,
revoke, modify, amend, or affect any
previously published ruling or procedure. The
Service also announces in the Bulletin the
Commissioner's acquiescences and
nonacquiescences in decisions of the U.S. Tax
Court (other than decisions in memorandum
opinions), and publishes Treasury decisions,
Executive orders, tax conventions, legislation,
court decisions, and other items considered to
be of general interest. The Assistant
Commissioner (Technical) administers the
Bulletin program.

(b) The Bulletin is published weekly. In
order to provide a permanent reference
source, the contents of the Bulletin are
consolidated semiannually into an indexed
Cumulative Bulletin. The Bulletin
Index–Digest System provides a research
and reference guide to matters appearing in

26 C.F.R. § 601.601

Treas. Reg. § 601.601

Page 3

© 2014 Thomson Reuters. No Claim to Orig. US Gov. Works.

 
Add. 0071

Case: 13-4298     Document: 26     Page: 147      02/14/2014      1157121      219

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000547&DocName=26CFRS1.23-6&FindType=L&ReferencePositionType=T&ReferencePosition=SP_8b3b0000958a4
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000547&DocName=26CFRS1.23-6&FindType=L&ReferencePositionType=T&ReferencePosition=SP_8b3b0000958a4
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000547&DocName=26CFRS601.702&FindType=L&ReferencePositionType=T&ReferencePosition=SP_8b3b0000958a4
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000547&DocName=26CFRS601.702&FindType=L&ReferencePositionType=T&ReferencePosition=SP_8b3b0000958a4


the Cumulative Bulletins. These materials
are sold by the Superintendent of
Documents, U.S. Government Printing
Office, Washington, DC 20402.

(iii) The purpose of publishing revenue rulings
and revenue procedures in the Internal Revenue
Bulletin is to promote correct and uniform
application of the tax laws by Internal Revenue
Service employees and to assist taxpayers in
attaining maximum voluntary compliance by
informing Service personnel and the public of
National Office interpretations of the internal
revenue laws, related statutes, treaties,
regulations, and statements of Service
procedures affecting the rights and duties of
taxpayers. Therefore, issues and answers
involving substantive tax law under the
jurisdiction of the Internal Revenue Service
will be published in the Internal Revenue
Bulletin, except those involving:

(a) Issues answered by statute, treaty, or
regulations;

(b) Issues answered by rulings, opinions,
or court decisions previously published in
the Bulletin;

(c) Issues that are of insufficient
importance or interest to warrant
publication;

(d) Determinations of fact rather than
interpretations of law;

(e) Informers and informers' rewards; or

(f) Disclosure of secret formulas,
processes, business practices, and similar
information.

Procedures affecting taxpayers' rights or duties
that relate to matters under the jurisdiction of
the Service will be published in the Bulletin.

(iv) [Reserved]

(v)(a) Rulings and other communications
involving substantive tax law published in the
Bulletin are published in the form of Revenue
Rulings. The conclusions expressed in Revenue
Rulings will be directly responsive to and
limited in scope by the pivotal facts stated in
the revenue ruling. Revenue Rulings arise from
various sources, including rulings to taxpayers,
technical advice to district offices, studies
undertaken by the Office of the Assistant
Commissioner (Technical), court decisions,
suggestions from tax practitioner groups,
publications, etc.

(b) It will be the practice of the Service to
publish as much of the ruling or
communication as is necessary for an
understanding of the position stated.
However, in order to prevent unwarranted
invasions of personal privacy and to
comply with statutory provisions, such as
18 U.S.C. 1905 and 26 U.S.C. 7213,
dealing with disclosure of information
obtained from members of the public,
identifying details, including the names
and addresses of persons involved, and
information of a confidential nature are
deleted from the ruling.

(c) Revenue Rulings, other than those
relating to the qualification of pension,
annuity, profit-sharing, stock bonus, and
bond purchase plans, apply retroactively
unless the Revenue Ruling includes a
specific statement indicating, under the
authority of section 7805(b) of the Internal
Revenue Code of 1954, the extent to which
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it is to be applied without retroactive
effect. Where Revenue Rulings revoke or
modify rulings previously published in the
Bulletin the authority of section 7805(b) of
the Code ordinarily is invoked to provide
that the new rulings will not be applied
retroactively to the extent that the new
rulings have adverse tax consequences to
taxpayers. Section 7805(b) of the Code
provides that the Secretary of the Treasury
or his delegate may prescribe the extent to
which any ruling is to be applied without
retroactive effect. The exercise of this
authority requires an affirmative action.
For the effect of Revenue Rulings on
determination letters and opinion letters
issued with respect to the qualification of
pension, annuity, profit-sharing, stock
bonus, and bond purchase plans, see
paragraph (o) of § 601.201.

(d) Revenue Rulings published in the
Bulletin do not have the force and effect of
Treasury Department Regulations
(including Treasury decisions), but are
published to provide precedents to be used
in the disposition of other cases, and may
be cited and relied upon for that purpose.
No unpublished ruling or decision will be
relied on, used, or cited, by any officer or
employee of the Service as a precedent in
the disposition of other cases.

(e) Taxpayers generally may rely upon
Revenue Rulings published in the Bulletin
in determining the tax treatment of their
own transactions and need not request
specific rulings applying the principles of a
published Revenue Ruling to the facts of
their particular cases. However, since each
Revenue Ruling represents the conclusion
of the Service as to the application of the
law to the entire state of facts involved,
taxpayers, Service personnel, and others

concerned are cautioned against reaching
the same conclusion in other cases unless
the facts and circumstances are
substantially the same. They should
consider the effect of subsequent
legislation, regulations, court decisions,
and revenue rulings.

(f) Comments and suggestions from
taxpayers or taxpayer groups on Revenue
Rulings being prepared for publication in
the Bulletin may be solicited, if justified
by special circumstances. Conferences on
Revenue Rulings being prepared for
publication will not be granted except
where the Service determines that such
action is justified by special circumstances.

(vi) Statements of procedures which affect the
rights or duties of taxpayers or other members
of the public under the Code and related
statutes will be published in the Bulletin in the
form of Revenue Procedures. Revenue
Procedures usually reflect the contents of
internal management documents, but, where
appropriate, they are also published to
announce practices and procedures for
guidance of the public. It is Service practice to
publish as much of the internal management
document or communication as is necessary for
an understanding of the procedure. Revenue
Procedures may also be based on internal
management documents which should be a
matter of public knowledge even though not
necessarily affecting the rights or duties of the
public. When publication of the substance of a
Revenue Procedure in the Federal Register is
required pursuant to 5 U.S.C. 552, it will
usually be accomplished by an amendment of
the Statement of procedural Rules (26 CFR
Part 601).

(vii)(a) The Assistant Commissioner
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(Technical) is responsible for administering the
system for the publication of Revenue Rulings
and Revenue Procedures in the Bulletin,
including the standards for style and format.

(b) In accordance with the standards set
forth in subdivision (iv) of this
subparagraph, each Assistant
Commissioner is responsible for the
preparation and appropriate referral for
publication of Revenue Rulings reflecting
interpretations of substantive tax law made
by his office and communicated in writing
to taxpayers or field offices. In this
connection, the Chief Counsel is
responsible for the referral to the
appropriate Assistant Commissioner, for
consideration for publication as Revenue
Rulings, of interpretations of substantive
tax law made by his Office.

(c) In accordance with the standards set
forth in subdivision (iv) of this
subparagraph, each Assistant
Commissioner and the Chief Counsel is
responsible for determining whether
procedures established by any office under
his jurisdiction should be published as
Revenue Procedures and for the initiation,
content, and appropriate referral for
publication of such Revenue Procedures.

(e) Foreign tax law. (1) The Service will accept the
interpretation placed by a foreign tax convention
country on its revenue laws which do not affect the
tax convention. However, when such interpretation
conflicts with a provision in the tax convention,
reconsideration of that interpretation may be
requested.

(2) Conferences in the National Office of the
Service will be granted to representatives of
American firms doing business abroad and of

American citizens residing abroad, in order to
discuss with them foreign tax matters with
respect to those countries with which we have
tax treaties in effect.

[32 FR 15990, Nov. 22, 1967, as amended by 33
FR 6826, May 4, 1968; 35 FR 16593, Oct. 24,
1970; 38 FR 4971, Feb. 23, 1973; 38 FR 8246,
March 30, 1973; 38 FR 8448, April 2, 1973; 39 FR
15755, May 6, 1974; 41 FR 13611, March 31,
1976; 41 FR 20883, May 21, 1976; 43 FR 17821,
April 26, 1978; T.D. 7861, 47 FR 56333, Dec. 16,
1982; 48 FR 15624, April 12, 1983; T.D. 8146, 52
FR 26673, July 16, 1987]

SOURCE: 32 FR 15990, Nov. 22, 1967, unless
otherwise noted.

AUTHORITY: 5 U.S.C. 301 and 552.; Subpart I
also issued under 39 U.S.C. 3220.

Treas. Reg. § 601.601, 26 C.F.R. § 601.601

Current through January 30, 2014; 79 FR 5222

© 2013 Thomson Reuters.
END OF DOCUMENT

26 C.F.R. § 601.601

Treas. Reg. § 601.601

Page 6

© 2014 Thomson Reuters. No Claim to Orig. US Gov. Works.

 
Add. 0074

Case: 13-4298     Document: 26     Page: 150      02/14/2014      1157121      219

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I84450AD061-F511DAB0F70-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I84450AD061-F511DAB0F70-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I91F1B9A069-EB11DAB5310-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I91F1B9A069-EB11DAB5310-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I91F1B9A069-EB11DAB5310-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I91F1B9A069-EB11DAB5310-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I67597BE058-9511DAAE3A0-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I67597BE058-9511DAAE3A0-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I226C2CD051-4C11DA9D880-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I226C2CD051-4C11DA9D880-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28IA952081051-5011DAAC660-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28IA952081051-5011DAAC660-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0001037&DocName=38FR8448&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0001037&DocName=38FR8448&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28IE6672A3050-9911DAB8080-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28IE6672A3050-9911DAB8080-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28IE6672A3050-9911DAB8080-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28IE6672A3050-9911DAB8080-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0001037&DocName=41FR13611&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0001037&DocName=41FR13611&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I5E3C92D04F-F911DA83060-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I5E3C92D04F-F911DA83060-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0001037&DocName=43FR17821&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0001037&DocName=43FR17821&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0003099&FindType=Y&SerialNum=1982189611
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0003099&FindType=Y&SerialNum=1982189611
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=184736&DocName=UUID%28I5B90A88035-2511DA8794A-B47DD0CABB0%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=184736&DocName=UUID%28I5B90A88035-2511DA8794A-B47DD0CABB0%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=184736&DocName=UUID%28IB99697502E-EA11DAAECA8-D28B8108CB8%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=184736&DocName=UUID%28IB99697502E-EA11DAAECA8-D28B8108CB8%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0003099&FindType=Y&SerialNum=1987319610
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0003099&FindType=Y&SerialNum=1987319610
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=184736&DocName=UUID%28IB465D64034-2811DA815BD-679F0D6A697%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=184736&DocName=UUID%28IB465D64034-2811DA815BD-679F0D6A697%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=184736&DocName=UUID%28IB465D64034-2811DA815BD-679F0D6A697%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=184736&DocName=UUID%28IB465D64034-2811DA815BD-679F0D6A697%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I84450AD061-F511DAB0F70-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=0184735&DocName=UUID%28I84450AD061-F511DAB0F70-00BDBC9A81C%29&FindType=l
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=5USCAS301&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=5USCAS301&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=5USCAS552&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=5USCAS552&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=39USCAS3220&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=39USCAS3220&FindType=L


EMPLOYEE PLANS

Rev. Proc. 2000–4, page 115.
Rulings and information letters; issuance proce-
dures. Revised procedures are provided for furnishing rul-
ing letters, information letters, etc., on matters relating to
sections of the Code currently under the jurisdiction of the
Office of the Commissioner, Tax Exempt and Government
Entities Division. Rev. Proc. 99–4 superseded.

Rev. Proc. 2000–5 page 158.
Technical advice. Revised procedures, in conformance
with the Internal Revenue Service Restructuring and Reform
Act of 1998, are provided for furnishing technical advice to
area managers, determinations managers, and appeals of-
fice chiefs by the Office of the Commissioner, Tax Exempt
and Government Entities Division, regarding issues in the
employee plans area (including actuarial matters) and ex-
empt organizations area. Rev. Proc. 99–5 superseded.

Rev. Proc. 2000–6, page 187.
Employee plans determination letters. Revised proce-
dures are provided for issuing determination letters on the
qualified status of employee plans under sections 401(a),
403(a), 409, and 4975 of the Code. Rev. Proc. 99–6 super-
seded.

Rev. Proc. 2000–8, page 230.
User fees for employee plans and exempt organiza-
tions. Up-to-date guidance for complying with the user fee
program of the Service as it pertains to requests for letter
rulings, determination letters, etc., on matters under the ju-

risdiction of the Office of the Commissioner, Tax Exempt and
Government Entities Division, is provided. Rev. Proc. 99–8
superseded.

EXEMPT ORGANIZATIONS
Rev. Proc. 2000–4, page 115.
Rulings and information letters; issuance procedures.
Revised procedures are provided for furnishing ruling letters,
information letters, etc., on matters relating to sections of
the Code currently under the jurisdiction of the Office of the
Commissioner, Tax Exempt and Government Entities Divi-
sion. Rev. Proc. 99–4 superseded.

Rev. Proc. 2000–5, page 158.
Technical advice. Revised procedures, in conformance
with the Internal Revenue Service Restructuring and Reform
Act of 1998, are provided for furnishing technical advice to
area managers, determinations managers, and appeals of-
fice chiefs by the Office of the Commissioner, Tax Exempt
and Government Entities Division, regarding issues in the
employee plans area (including actuarial matters) and ex-
empt organizations area. Rev. Proc. 99–5 superseded.

Rev. Proc. 2000–8, page 230.
User fees for employee plans and exempt organiza-
tions. Up-to-date guidance for complying with the user fee
program of the Service as it pertains to requests for letter
rulings, determination letters, etc., on matters under the ju-
risdiction of the Office of the Commissioner, Tax Exempt and
Government Entities Division, is provided. Rev. Proc. 99–8
superseded.
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Add. 0075

Case: 13-4298     Document: 26     Page: 151      02/14/2014      1157121      219



2

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscription
basis. Bulletin contents are consolidated semiannually into
Cumulative Bulletins, which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless other-
wise indicated. Procedures relating solely to matters of in-
ternal management are not published; however, statements
of internal practices and procedures that affect the rights
and duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the
revenue ruling. In those based on positions taken in rulings
to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature
are deleted to prevent unwarranted invasions of privacy and
to comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have
the force and effect of Treasury Department Regulations,
but they may be used as precedents. Unpublished rulings
will not be relied on, used, or cited as precedents by Service
personnel in the disposition of other cases. In applying pub-
lished rulings and procedures, the effect of subsequent leg-
islation, regulations, court decisions, rulings, and proce-

dures must be considered, and Service personnel and oth-
ers concerned are cautioned against reaching the same con-
clusions in other cases unless the facts and circumstances
are substantially the same.

The Bulletin is divided into four parts as follows:

Part I.—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part II.—Treaties and Tax Legislation.
This part is divided into two subparts as follows: Subpart A,
Tax Conventions, and Subpart B, Legislation and Related
Committee Reports.

Part III.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Sub-
parts. Also included in this part are Bank Secrecy Act Admin-
istrative Rulings. Bank Secrecy Act Administrative Rulings
are issued by the Department of the Treasury’s Office of the
Assistant Secretary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index
for the matters published during the preceding months.
These monthly indexes are cumulated on a semiannual basis,
and are published in the first Bulletin of the succeeding semi-
annual period, respectively.

The IRS Mission

Provide America’s taxpayers top quality service by help-
ing them understand and meet their tax responsibilities

and by applying the tax law with integrity and fairness to
all.

Introduction

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Effective: January 1, 2009

West's Delaware Code Annotated Currentness
Title 30. State Taxes

Part II. Income, Inheritance and Estate Taxes
Chapter 19. Corporation Income Tax

§ 1903. Computation of taxable income

(a) The “entire net income” of a corporation for any income year means the amount of its federal taxable income
for such year as computed for purposes of the federal income tax increased by:

(1) Any interest income (including discount) on obligations issued by states of the United States or political
subdivisions thereof other than this State and its subdivisions, and

(2) The amount of any deduction allowed for purposes of the federal income tax pursuant to § 164 of the
Internal Revenue Code (26 U.S.C. § 164) for taxes paid on, or according to or measured by, in whole or in
part, such corporation's net income or profits, to any state (including this State), territory, county or political
subdivision thereof, or any tax paid in lieu of such income tax, and its federal taxable income shall be further
adjusted by eliminating:

a. Dividends received on shares of stock or voting trust certificates of foreign corporations or interest
income or royalty income, on which a foreign tax is paid, deemed paid or accrued under the applicable
provisions of the United States Internal Revenue Code [26 U.S.C. § 1 et seq.];

b. Interest income (including discount) from securities issued by the United States or agencies or
instrumentalities thereof and interest income (including discount) arising from obligations representing
advances, loans or contractual transactions between corporations which are eligible to file a consolidated
return for federal income tax purposes and which are subject to taxation under this chapter, if the paying
corporation eliminates such interest (including discount) in determining its entire net income; provided,
however, that the expenses allocable to interest income from securities issued by the United States or
agencies or instrumentalities thereof shall not be allowed as a deduction;

c. Gains and losses from the sale or other disposition of securities issued by the United States or agencies or
instrumentalities thereof or by this State or political subdivisions thereof. Expenses incurred in connection
with such gains and losses shall not be considered in computing the entire net income of the corporation;

30 Del.C. § 1903 Page 1

© 2014 Thomson Reuters. No Claim to Orig. US Gov. Works.
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d. Any deduction allowed for depletion of oil and gas wells under § 611 of the federal Internal Revenue
Code [26 U.S.C. § 611] to the extent such deduction is determined by reference to § 613 of the federal
Internal Revenue Code [26 U.S.C. § 613] (relating to percentage depletion);

e. An amount equal to the portion of the wages paid or incurred for the taxable year which is disallowed as a
deduction for federal purposes under § 280C, Internal Revenue Code [26 U.S.C. § 280C], relating to the
portion of wages for which the new jobs tax credit is claimed;

f. The cost, not to exceed $5,000, of a renovation project to remove physical design features in a building
that restrict the full use of the building by physically handicapped persons. The modification shall be
allowed for the taxable year in which the renovation project is completed and is in addition to any
depreciation or amortization of the cost of the renovation project. “Building” means a building or structure
or that part of a building or structure and its related sidewalks, curbing, driveways and entrances that are
located in Delaware and open to the general public;

g. The “eligible net income” of an Edge Act corporation organized pursuant to § 25(a) of the Federal
Reserve Act, 12 U.S.C. § 611 et seq. The eligible net income of an Edge Act corporation shall be the net
income from any international banking facility of such corporation each computed as described in §
1101(a)(1)d. and e. of Title 5;

h. Any deduction, to the extent such deduction exceeds $30,000, for a net operating loss carryback as
provided for in Internal Revenue Code § 172 [26 U.S.C. § 172] or successor provisions; provided, however,
that the taxpayer may increase deductions in any year, consistent with the operation of § 172, to carry
forward losses which were carried back in calculating federal taxable income but which were prevented
from being carried back under this paragraph.

(b) “Taxable income” subject to taxation under this chapter means the portion of the entire net income of a
corporation which is allocated and apportioned to this State in accordance with the following provisions:

(1) Rents and royalties (less applicable or related expenses) from tangible property shall be allocated to the
state in which the property is physically located;

(2) Patent and copyright royalties (less applicable or related expenses) shall be allocated proportionately to the
states in which the product or process protected by the patent is manufactured or used or in which the
publication protected by the copyright is produced or printed;

(3) Gains and losses from the sale or other disposition of real property shall be allocated to the state in which
the property, and expenses incurred in connection with dispositions resulting in such gains and losses, is
physically located;
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(4) Gains and losses from the sale or other disposition of tangible property for which an allowance for
depreciation is permitted for federal income tax purposes, and expenses incurred in connection with
dispositions resulting in such gains and losses, shall be allocated to the state where the property is physically
located or is normally used in the taxpayer's business;

(5) Interest (including discount) to the extent included in determining entire net income under subsection (a)
of this section, less related or applicable expenses, shall be allocated to the state where the transaction took
place which resulted in the creation of the obligation with respect to which the interest was earned;

(6) If the entire business of the corporation is transacted or conducted within this State, the remainder of its
entire net income shall be allocated to this State. If the business of the corporation is transacted or conducted
in part without this State, such remainder, whether income or loss, shall be apportioned to this State on the
basis of the ratio obtained by taking the arithmetical average of these 3 ratios:

a. The average of the value, at the beginning and end of the income year, of all the real and tangible
personal property, owned or rented, in this State by the taxpayer, expressed as a percentage of the average
of the value at the beginning and end of the income year of all such property of the taxpayer both within and
without this State; provided, that any property, the income from which is separately allocated under
paragraph (b)(1) of this section or which is not used in the taxpayer's business, shall be disregarded. For the
purposes of this paragraph, property owned by the taxpayer shall be valued at its original cost to the
taxpayer, and property rented by the taxpayer shall be valued at 8 times the annual rental;

b. Wages, salaries and other compensation paid by the taxpayer to employees within this State, except
general executive officers, during the income year expressed as a percentage of all such wages, salaries and
other compensation paid within and without this State during the income year to all employees of the
taxpayer, except general executive officers;

c. Gross receipts from sales of tangible personal property physically delivered within this State to the
purchaser or the purchaser's agent (but not including delivery to the United States mail or to a common or
contract carrier for shipment to a place outside this State) and gross income from other sources within this
State for the income year expressed as a percentage of all such gross receipts from sales of tangible personal
property and gross income from other sources both within and without the State for the income year;
provided, that any receipts or items of income that are excluded in determining the taxpayer's entire net
income or are directly allocated under paragraphs (b)(1) to (5) of this section shall be disregarded.

This paragraph (b)(6) shall not apply in the case of an asset management corporation.

(7) The remainder of the entire net income of an asset management corporation shall be apportioned to this
State on the basis of the ratio of gross receipts from asset management services from sources within this State
for the income year expressed as a percentage of all such gross receipts from asset management services both
within and without the State for the income year; provided, that any receipts or items of income that are
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excluded in determining the taxpayer's entire net income or are directly allocated under paragraphs (b)(1) to
(5) of this section shall be disregarded. The source of gross receipts from asset management services shall be
determined as follows:

a. In the case of asset management services provided directly or indirectly to an individual, gross receipts
with respect to such services shall be sourced to the State of the individual’s domicile.

b. In the case of asset management services provided directly or indirectly to an institutional investor
holding investments for the benefit of others, such as a pension plan, retirement account or pool of
intangible investments, including a fund (other than an investment company under the Investment Company
Act of 1940 (15 U.S.C. § 80a-1 et seq.)), or to an institutional investor organized as a pass-through entity
(as defined in § 1601(6)a. of this title), gross receipts with respect to such services shall be sourced
according to the following rules in the following order:

1. If information regarding domicile of beneficiaries, owners or members is available to the asset
management corporation providing asset management services to a pension plan, retirement account or
pool of intangible investments, including a fund (other than an investment company under the Investment
Company Act of 1940 (15 U.S.C. § 80a-1 et seq.)), or to an institutional investor organized as a pass-
through entity (as defined in § 1601(6)a. of this title) through the exercise of reasonable diligence in
ascertaining such information, gross receipts with respect to such services shall be sourced to the domicile
of such beneficiaries, owners or members;

2. If information regarding domicile of beneficiaries, owners or members is not available to the asset
management corporation providing asset management services to a pension plan, retirement account or
pool of intangible investments, including a fund (other than an investment company under the Investment
Company Act of 1940 (15 U.S.C. § 80a-1 et seq.)), or to an institutional investor organized as a pass-
through entity (as defined in § 1601(6)a. of this title) through the exercise of reasonable diligence in
ascertaining such information, a reasonable alternative method based on information readily available to
the asset management corporation may be used to determine the source of gross receipts with respect to
such services, and such reasonable alternative method shall be disclosed and explained in the return in
which the method is used. The burden of demonstrating the reasonableness of the method rests on the
taxpayer. Based on facts and circumstances in specific cases, reasonable alternative methods used to
determine the source of gross receipts from asset management services may take into account the latest
population census data available from the United States Census Bureau, the domicile of the sponsor of a
pension plan or retirement account or an account or pool of intangible investments (other than an
investment company under the Investment Company Act of 1940 (15 U.S.C. § 80a-1 et seq.)) or the
domicile of an institutional investor organized as a pass-through entity (as defined in § 1601(6)a. of this
title); or,

3. If

A. The domicile of beneficiaries, owners or members is not ascertained under paragraph (b)(7)b.1. of
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this section; or,

B. No reasonable alternative sourcing method exists under paragraph (b)(7)b.2. of this section, gross
receipts with respect to such services shall be sourced to the domicile of the institutional investor or the
domicile of the sponsor of a pension plan or retirement account or an account or pool of intangible
investments, including a fund (other than an investment company under the Investment Company Act of
1940 (15 U.S.C. § 80a-1 et seq.)), to which asset management services are provided.

c. In the case of asset management services provided directly or indirectly to an investment company under
the Investment Company Act of 1940 (15 U.S.C. § 80a-1 et seq.), gross receipts with respect to such
services shall be sourced to the domicile of the shareholders of such investment company in accordance
with the following procedure: the portion of the gross receipts with respect to such services that are sourced
to this State shall be determined by multiplying the total of such gross receipts by a fraction, the numerator
of which is the average of the sum of the beginning of year and the end of year balance of shares owned by
the investment company shareholders domiciled in this State for the investment company’s taxable year for
federal income tax purposes and the denominator of which is the average of the sum of the beginning of
year and the end of year balance of shares owned by all investment company shareholders. A separate
computation shall be made with respect to gross receipts for asset management services provided directly or
indirectly to each investment company.

d. In the case of asset management services provided directly or indirectly to a person other than those
persons described in paragraph (b)(7)a. through c. of this section, to the domicile of such person.

(c) If, in the discretion of the Secretary of Finance, the application of the allocation or apportionment provisions
of this section result in an unfair or inequitable proportion of the taxpayer's entire net income being assigned to
this State, then the Secretary of Finance or the Secretary's delegate may permit or require the exclusion or
alteration of the weight to be given to 1 or more of the factors in the formula specified above or the use of
separate accounting or other method to produce a fair and equitable result.

(d) In determining the taxable income of a fiscal year taxpayer for that portion of its fiscal year ending within
1977 which falls within the calendar year 1977, the taxpayer may, at its election, treat such period as though it
were the entire fiscal year, or it may compute its taxable income for the entire fiscal year and pay the tax herein
imposed on that portion of the taxable income so determined which the number of days from January 1, 1977, to
the close of the fiscal year in 1977 bears to 365.

CREDIT(S)

51 Laws 1957, ch. 298; 51 Laws 1958, ch. 315, § 4; 57 Laws 1969, ch. 136, §§ 2, 3; 57 Laws 1969, ch. 188, §§
19, 41; 57 Laws 1970, ch. 533; 57 Laws 1970, ch. 741, § 8B; 58 Laws 1971, ch. 320; 59 Laws 1973, ch. 113, §§
1, 2; 60 Laws 1975, ch. 18, § 3; 61 Laws 1977, ch. 76, § 2; 61 Laws 1978, ch. 297, § 1; 62 Laws 1979, ch. 56, §
3; 63 Laws 1982, ch. 295, § 2; 64 Laws 1983, ch. 43, § 8; 67 Laws 1990, ch. 263, §§ 1, 2; 68 Laws 1991, ch. 82,
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§§ 9, 10; 70 Laws 1995, ch. 186, § 1, eff. July 10, 1995; 71 Laws 1997, ch. 19, § 80, eff. April 23, 1997; 71
Laws 1997, ch. 217, §§ 3-6, eff. July 23, 1997; 76 Laws 2008, ch. 234, §§ 5, 6, eff. Jan. 1, 2009.

Codifications: 30 Del.C. 1953, § 1903

HISTORICAL AND STATUTORY NOTES

71 Laws 1997, ch. 217, § 13, eff. July 23, 1997, provides:

“Sections 1 through 10 of this Act are intended to clarify existing law and as such are deemed effective
coincident with the effectiveness of the provisions they amend. Sections 11 and 12 shall be effective with
respect to estimated tax payments on liabilities for tax years commencing after December 31, 1997. Sections 14
and 15 of this Act shall be effective for qualified facilities placed in service after the date on which this Act is
enacted into law.”

2007 Legislation

Technical corrections were made to conform with revisions made by the Delaware Code Revisors (2007).

2008 Legislation

76 Laws 2008, ch. 234, §§ 5, 6 amended the section by substituting “paragraphs (1) through (5)” for “paragraphs
(1) through (6)” in Subsec. (b)(6)c.; by adding the last paragraph in Subsec. (b)(6) and by adding new Subsec.
(b)(7).

Section 7 of 76 Laws 2008, ch. 234, provides:

‘‘This Act shall be effective for taxable years beginning after December 31, 2008.’’

LIBRARY REFERENCES

Taxation 3445 to 3472.
Westlaw Key Number Searches: 371k3445 to 371k3472.

NOTES OF DECISIONS

In general 1
Sources of income outside state 2

1. In general
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Legislature's purposeful omission of limiting language relating to delivery to common carrier in 30 Del.C. §
2902(c), imposing license fee based upon aggregate gross receipts attributable to all goods sold by wholesaler
within state, is clear indication that legislature did not intend to limit statute in same manner as it did income tax
in 30 Del.C. § 1903(b)(6)c. Franklin Fibre-Lamitex Corp. v. Director of Revenue, 1985, 505 A.2d 1296,
reargument denied 1985 WL 189315, affirmed 511 A.2d 385. Licenses 15(1)

2. Sources of income outside state

Tax statute allocating and apportioning to Delaware part of entire taxable income of corporations that generate
revenue in several states clearly and unambiguously required that entire gain be included in taxpayer's Delaware
taxable income; although tax statute did not define word “gains,” Delaware corporation tax “piggybacked” on
federal corporation tax, which defined “gains” to include both “economic gain” and depreciation recapture. 30
Del.C. § 1903(b). Director of Revenue v. CNA Holdings, Inc., 818 A.2d 953 (2003), certiorari denied 124 S.Ct.
386, 540 U.S. 946, 157 L.Ed.2d 275. Taxation 3477

Tax imposed on multi-state taxpayer, pursuant to allocation and apportionment statute, was not unreasonable;
even though application of statute, when considered in connection with taxes paid in other states, resulted in
taxpayer paying tax on 187% of its gain on the sale of a Delaware property, statute did not tax any portion of
gain from sale of out-of-state property, and overall impact of Delaware corporation tax structure was beneficial
to multi-state taxpayer. 30 Del.C. § 1903(b). Director of Revenue v. CNA Holdings, Inc., 818 A.2d 953 (2003),
certiorari denied 124 S.Ct. 386, 540 U.S. 946, 157 L.Ed.2d 275. Taxation 3477

30 Del.C. § 1903, DE ST TI 30 § 1903

Current through 79 Laws 2013, chs. 1 - 185 and technical corrections received from the Delaware Code Revisors
for 2013 Acts.

(C) 2014 Thomson Reuters
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Gary B. Mandel analyzes the zero basis problem and recommends a curative proposal for reform. * 

When one invests capital, in the form of property or cash (either through borrowing or savings), the tax

consequences resulting therefrom are governed, in large part, by the basis rules1   of the Internal Revenue Code

(Code).2   Basis plays a significant role in determining tax consequences because it reduces taxable income.3  

This result is accomplished through deductions4   or adjustments to sales income.5   Reg. § 1.1001-1(a) provides
in part as follows:

The general method of computing … gain or loss … contemplates … that from the amount realized upon
the sale or exchange there shall be withdrawn a sum sufficient to restore the adjusted basis prescribed
by section 1011 and the regulations thereunder (i.e., the cost or other basis adjusted for receipts,
expenditures, losses, allowances, and other items chargeable against and applicable to such cost or
other basis). The amount which remains after the adjusted basis has been restored to the taxpayer
constitutes the realized gain. If the amount realized upon the sale or exchange is insufficient to restore to
the taxpayer the adjusted basis of the property, a loss is sustained to the extent of the difference between
such adjusted basis and the amount realized.

Although basis is a staple in the tax laws,6   a variation of the basis concept, the so-called zero basis rule, exists

in a very unstable7   and highly criticized manner.8   Much of the criticism is attributable to the fact that zero
basis is not directly supported by a judicial or administrative pronouncement. The critics view the zero basis
theory as an unpleasant and extreme result that has unfortunately evolved and emerged as a result of lack of
clarity in the law. As will be discussed more fully below, zero basis creates significant problems in a wide variety
of circumstances, including corporate and partnership formation transactions, when a shareholder or partner
finances an equity investment with its own stock or debt. Notwithstanding these problems, the zero basis theory

is alive and has been applied in recent letter rulings9   and Treasury regulations.10   This issue was again recently

before the courts.11 

Generally speaking, the zero basis rule assumes that a taxpayer has a zero basis in its own note or stock.12  

The rule can create serious problems when a taxpayer transfers its note or stock in exchange for property in a

carryover basis transaction.13   Similar problems do not arise in a taxable transfer by a taxpayer of its stock or
note, because a taxpayer generally gets full basis credit for the fair market value or issue price of its stock or

debt.14   Different rules have been applied in carryover basis transactions, where the related basis rules15   may
cause tax problems for both the transferor and transferee if the transferor has a zero basis in the note or stock.
For example, when the transferee in a carryover basis transaction subsequently disposes of the note or stock

received, it may have gain.16   The gain may not only include the appreciation that accrues after the transferee
receives the note or stock (hereinafter the "appreciation gain"), but also the initial value of the note or stock at

the time of the original transfer.17   In contrast, had the original transferor, instead of the transferee, entered into

the subsequent taxable transaction directly, no gain would have been recognized.18   Moreover, had the original

transferor issued its stock or its note for property,19   and then later transferred such property in the carryover
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basis transaction, the transferee would recognize only the appreciation gain on the subsequent disposition of the

property.20   The initial value of the transferred note or stock would not be taxed.21 

The transferor can have similar problems on a subsequent disposition of the transferee stock received in the

carryover basis transaction.22   For example, if the transferor is a parent corporation23   that transfers its stock
to a subsidiary corporation in exchange for subsidiary stock, application of zero basis will result in the parent
having no basis in the subsidiary stock received, so the parent would recognize gain on a sale or exchange of

the subsidiary stock,24   or upon distributions with respect to the subsidiary stock.25   Because, at least in the
consolidated return context, the rule can only work to the taxpayers' detriment (i.e., only gain can result), and as
will be discussed later in this paper, in many, if not all, instances the gain can be avoided, the application of the
zero basis rule is considered the "zero basis problem."

This paper will analyze the zero basis problem. The zero basis problem exists in two separate and distinct
contexts—with respect to both debt and equity. Although the premise may be the same in both areas (i.e., the
issuer may have zero basis in its own debt or equity), the application and analysis of the rule are unique in each
setting. Accordingly, this paper will consider the zero basis rule separately in the debt and equity context. In Part
I, the paper will explore the authoritative underpinnings of the rule; in Part II, recent authority dealing with the
problem will be reviewed, including a recent private letter ruling and two sets of recent Treasury regulations; in
addition, a recent case decided by the United States Tax Court will be analyzed, as will the potential effect of the
decision; in part III, the paper will focus on different transactions associated with the application of zero basis;
in Part IV, the paper will analyze the future of zero basis by analyzing the different authorities, discussing the
various commentators' views, and ultimately recommending a proposal for remedying the zero basis problem;
lastly, in Part V, conclusions will be reached on the continued vitality of the zero basis theory.

PART I: ORIGINS OF THE ZERO BASIS PROBLEM

Zero Basis in the Equity Context

The zero basis theory assumes that a corporation has a zero basis in its own stock. Generally, this would not

cause unforeseen tax consequences to the corporation on dealings in its own stock because of Section 1032.26  

Section 1032 provides, in substantive part, as follows:

No gain or loss shall be recognized to a corporation on the receipt of money or other property in exchange

for stock (including treasury stock) of such corporation.27   No gain or loss shall be recognized by a
corporation with respect to any lapse or acquisition of an option to buy or sell its stock (including treasury

stock).28 

The purpose behind this provision was to remove uncertainties existing under the law at that time and to avoid

whipsaw potential (primarily involving treasury stock29   and options on stock).30 

The seminal ruling in this area is Rev. Rul. 74-503 31   which concludes that an issuing corporation has a zero
basis in its own stock. The ruling reaches this conclusion based on an analysis of the reasons for the enactment
of Section 1032. The ruling considered a Section 351 transfer by a corporation (ExistingCo) of its treasury stock
to a newly incorporated entity (Newco). Citing the legislative history, the ruling states that among the reasons
for [Section 1032] were the tax avoidance possibilities of the prior law, under which a corporation expecting a
gain upon disposition of treasury shares might avoid such gain by canceling its treasury shares and issuing new
stock, whereas a corporation might produce a fictitious loss by purchasing its own shares and reselling them at
a lower price. Furthermore, the ruling looked to Section 317(b) for support that Congress intended to eliminate
the formalistic distinctions that had existed under pre-1954 Code law between previously unissued stock and

treasury stock.32   The ruling concluded that the pre-1954 case law was no longer applicable under the 1954
Code. Thus, in reaching its conclusion, the ruling rejected the pre-1954 Tax Court decision in Firestone Tire &
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Rubber Co. v. Commissioner. 33   In Firestone, the Tax Court held that a corporation had a basis in its treasury

stock equal to the amount paid therefore,34   and that a corporation dealing in its own shares, as it might in the

shares of another corporation, must recognize gain or loss on the disposition of its treasury stock.35   The court
reasoned that the corporation's treasury stock is no different than its previously unissued stock, the purchase
of such treasury stock being merely a part of the capital transaction which began when such stock was first

issued.36   The ruling went on to state the proposition for the zero basis theory—i.e., the basis of the treasury
stock received by Newco was zero and the basis of the newly issued stock in Newco received by ExistingCo was

zero.37 

The ruling is widely interpreted as holding that a corporation has a zero basis in its own stock, whether such

stock is newly issued or treasury stock.38   Prior to the issuance of Rev. Rul. 74-503, the zero basis problem

was considered by the Service in two General Counsel Memorandums (G.C.M.s).39   In G.C.M. 34581, the Chief

Counsel, through the Interpretive Division, responded to memoranda of June 24, 1968,40   and October 22,
1970, (from the Assistant Commissioner (Technical)), which had requested concurrence or comment regarding

a proposed revenue ruling and proposed ruling letters. As a result, a conference was held on August 3, 1971,41  

among representatives of the office of the Tax Legislative Counsel and the office of Chief Counsel to discuss the
zero basis problem, in general, and also to discuss certain problems present under [then] new Section 368(a)(2)
(E). The Interpretive Division concluded that it would be preferable to amend the regulations to deal with these

problems rather than publishing a revenue ruling.42   September 15, 1971, was the agreed upon date for the

first draft of proposed zero basis regulations.43   The G.C.M. observed that the zero basis problem: arises in any
triangular

acquisition in which a parent corporation drops down a block of its stock to a subsidiary corporation,
and the subsidiary then exchanges such stock in a taxable or nontaxable acquisition of property. The

problem is twofold: Does the parent get a stepped-up basis in the stock of its subsidiary,44   and does the
subsidiary get nonrecognition treatment upon the acquisition of property?

Accordingly, the G.C.M. viewed the zero basis problem in two parts—basis to the transferor (i.e., if the parent
does not get basis for the contribution of its stock to the subsidiary, the parent will ultimately recognize gain on
the disposition of subsidiary stock attributable to the value of the contributed stock which otherwise should have

been tax free under Section 1032 45  ) and basis to the transferee (i.e., whether the subsidiary recognizes gain or
loss on the disposition of its parent stock).

Tax Legislative Counsel identified two arguments against the zero basis result:

(1) Reg. § 1.301-1(d) provides that, if a corporation distributes its stock to a corporate shareholder, the
amount of the distribution is the fair market value of such stock, notwithstanding the lower of basis or

fair market value rule in Section 301(d)(2);46   and
(2) pursuant to Reg. § 1.83-6(d), if a parent issues its stock to employees of its subsidiary as

compensation, the stock is viewed as having been issued to the subsidiary, as having a fair
market value basis to the subsidiary, and as having then been transferred by the subsidiary to its

employees.47 

The memorandum then focused on whether the zero basis problem should be solved by viewing the parent's
stock as having a fair market value, or by viewing the parent as making the acquisition and then dropping
down the acquired assets to its subsidiary. A representative of Chief Counsel Interpretive Division viewed the
acquisition-by-parent approach (sometimes referred to as "over-the-top") more favorably because the fair market

value approach would not solve the basis problem at the parent corporation level 48   unless it could be stated

that the parent's basis in its newly issued stock was fair market value.49   Furthermore, there was concern that
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the fair market value approach may be too narrow; a parent might drop down appreciated property (other than
its stock) to its subsidiary to be used by the subsidiary in an acquisition. Accordingly, Tax Legislative Counsel,
primarily concerned with the broad policy issue, stated that he would have no objection to solving the problem
by viewing the transaction as a parent acquisition followed by a drop down if regulations could be drafted to
implement that approach. As far back as September 1971, there appeared to be agreement to eliminate the zero

basis problem, at least in this context.50 

The participants also recognized the existence of the zero basis problem in then recently enacted Section 368(a)
(2)(E) transactions (i.e., stock acquisitions rather than the asset acquisitions discussed above). The problem
there is the basis to parent in the target corporation, especially where a newly organized subsidiary is used in
the transaction. The general agreement was that the basis should be the basis that the target corporation had

in its assets, i.e., the same basis rule that obtains under Section 362 for nontaxable property acquisitions.51  

Furthermore, the Interpretive Division, in contrast to the Assistant Commissioner (Technical), stated that there is
no reason to differentiate between a taxable and nontaxable transaction with respect to the zero basis problem—
the solution to the problem should be applied consistently in both types of transactions. Tax Legislative Counsel
agreed. Lastly, the participants agreed that the solution to the zero basis problem should be limited to integrated
transactions where the parent's stock is transferred to the subsidiary as part of an overall plan for the subsidiary

to make an acquisition.52 

In a G.C.M. issued less than one year later, the Interpretive Division was called upon to comment on a proposed
ruling which dealt with the zero basis problem. The proposed ruling involved a parent corporation which formed a
subsidiary to acquire all the assets of an unrelated third party corporation in a triangular taxable acquisition. The
target corporation was to be merged into the new subsidiary, and target shareholders would receive cash and

parent stock.53   The transaction can be viewed in two forms:

(1) Parent initially drops down to subsidiary a block of its stock which subsidiary then uses, pursuant to a

preexisting plan (i.e., integrated transaction), to acquire target's assets;54   or
(2) parent transfers its stock directly to target while target transfers its assets directly to subsidiary (i.e.,

three-corner exchange).

Under either scenario, the zero basis problem arises as to the subsidiary, because Section 1032 does not
protect the subsidiary, since Section 1032 applies only to a corporation which receives property in exchange

for its own stock.55   The memorandum referred to draft proposed regulations providing that triangular taxable
acquisitions (whether the parent transfers its stock directly to target with the assets going directly to the
subsidiary, or the parent drops down its stock to a subsidiary which subsidiary then retransfers in acquiring
target's assets) should be treated as though the parent acquired target's assets directly for parent stock and then
dropped the target's assets down to the subsidiary. Under this view, the parent would get cost basis in target's
assets; this would solve the zero basis problem as to the parent because its basis in the subsidiary stock would
equal the parent's basis in the acquired assets—Section 358(a), and as to the subsidiary because it would have
no gain on the deemed transfer of its stock to the parent in exchange for target's assets—Section 1032, and

moreover, its basis in the target assets would be carry over—Section 362.56 

Notwithstanding the inroads made by these G.C.M.s in resolving the zero basis problem, the Legislation and
Regulations Division did not issue regulations. Instead, inexplicably 11 years later, in G.C.M. 39067 (Nov. 30,
1983), the Chief Counsel's office, in accordance with the recommendation of the Legislation and Regulations

Division, revoked G.C.M.s 34581 and 34994.57 

In the interim, the Service published its position advocating the zero basis result in Rev. Rul. 74-503. The ruling
provides the foundation for the zero basis problem by holding that a parent and subsidiary corporation acquire
a zero basis in each other's stock in a Section 351 exchange pursuant to Section 358(e) and Section 362(a).

However, the zero basis problem further materializes when Rev. Rul. 70-305 58   is added to the mix. Rev. Rul.
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70-305 provides that a subsidiary which sells previously purchased shares of parent stock on the open market

will recognize gain or loss on the sale.59   The ruling provides that a sale of the parent stock by the subsidiary
is not treated as a sale of the subsidiary's own stock nor is it treated as treasury stock, and accordingly the
transaction is not treated pursuant to Section 1032. According to the ruling, the subsidiary will have gain or loss

under Section 1001 60   equal to the amount of the proceeds over its basis in the stock.61 

If a subsidiary has a zero basis in parent corporation stock as a consequence of a carryover basis transaction,

then upon a subsequent taxable disposition of such stock the subsidiary will always recognize gain.62   Gain
would be recognized whether there has been real economic gain or not (i.e., even if the parent stock has
depreciated in value since the transfer). The economic consequences of the potential for such artificial gain has

led to great complexity in the area.63 

Zero Basis in the Debt Context

In taxable transactions, it is well settled law that the issuer obtains a cost basis in the property received in

exchange for the issuer's own note.64   Generally, gain from the sale or other disposition of property is the excess

of the amount realized therefrom over the adjusted basis.65   To constitute an exchange, the transaction must be

a reciprocal transfer of property, as distinguished from a transfer of property for a money consideration only.66

   Therefore, a credit transaction is not generally treated as an exchange.67   Moreover, pursuant to Crane and
Tufts, the basis of property includes the face amount of liabilities incurred by the taxpayer in its acquisition.

Crane and Tufts involved taxable transactions and utilized Section 1012 for purposes of determining basis;

however, Section 1012 is not applicable in nontaxable exchanges where a carryover basis provision applies.68
   Since Section 1012 appears to defer to other basis provisions of the Code, the Section 358 and Section

362 basis regime poses the same concerns in the debt context as it does in the equity context.69   Rev. Rul.

68-629 70   makes this argument. Nevertheless, in the context of a note provided as an installment obligation in
a nonrecognition transaction, the Service has provided for a cost basis to the property received in exchange for

the note.71   Furthermore, in the preamble to Prop. Reg. § 1.453-1(f) addressing the consequences of installment
obligations issued in nonrecognition transactions, the Service comments that the nonrecognition exchanges
covered include Section 356(a) (i.e., dealing with corporate reorganizations), Section 351, and Section 1031
exchanges. Arguably, the question of debt-basis in the context of nonrecognition transactions is open for review.

As a result, the same zero basis problems that arise with respect to equity also arise with respect to debt

obligations.72   Consequently, the rule may be invoked in every transaction involving the transfer of a taxpayer's
promissory note to a transferee whose basis in such obligation is determined by reference to the basis of the
promissory note to the transferor, and where the basis of property (such as stock) received by the transferor is

determined by reference to his or her basis in such obligation.73   In other words, problems can arise where an

obligation is transferred in a carryover basis transaction,74   because the transferee may have a zero basis in
the debt obligation, and the transferor may obtain a zero basis in the property received in the carryover basis

transaction.75   Thus, the transferor can recognize gain on a sale of the property received, and the transferee

could recognize gain on the disposition of the note.76 

The importance of ameliorating the zero basis problem upon the transfer to either a new corporation or
partnership is patently appropriate when one considers that the reason for Section 351 and Section 721
nonrecognition is founded in the premise that if certain conditions are met then rearranging one's affairs is not
the proper time to impose a taxable event. The legislative history of Section 351 indicates that the Congress
viewed an incorporation as a mere change in the form of the underlying business and enacted Section 351
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to facilitate such business adjustments generally by allowing taxpayers to incorporate businesses without

recognizing gain.77   As the First Circuit Court of Appeals said in Portland Oil Co. v. Commissioner: 78 

It is the purpose of [section 351] to save the taxpayer from an immediate recognition of a gain, or to
intermit the claim of a loss, in certain transactions where gain or loss may have accrued in a constitutional
sense, but where in a popular and economic sense there has been a mere change in the form of
ownership and the taxpayer has not really "cashed in" on the theoretical gain, or closed out a losing
venture.

Under this proposition, the zero basis problem should not defeat an otherwise nontaxable event.

However, because Section 357(c)(1) provides that a transferor recognizes gain to the extent that the amount of
liabilities exceeds the aggregate basis of the assets transferred, zero basis looms as a problem to Section 351
transfers.

The seminal ruling in this area is Rev. Rul. 68-629.79   The ruling involved a transfer (qualifying for Section
351 treatment) of a taxpayer's sole proprietorship to a new corporation. The taxpayer, in order to avoid the

application of Section 357(c), transferred a personal note to the corporation.80   The ruling referred to Section

1012, which provides that the basis of property is its cost, to determine the basis in the note.81   The ruling

concluded that the taxpayer incurred no cost in making the note, therefore, its basis to him was zero.82  

Accordingly, Section 357(c) gain was recognized. On similar facts, the Tax Court reached the same conclusion

based on the same rationale.83 

In G.C.M. 33937, commenting on then proposed Rev. Rul. 68-629, the Service attempted to explain the

distinction between recognition and nonrecognition transactions. The G.C.M. cited Crane 84   and Parker

v. Delaney 85   as authority for the rule that a taxpayer gets basis in property, acquired in a recognition
transaction, for the amount of the purchase money debt. The memorandum distinguished these cases from the
nonrecognition transaction on the grounds that basis of an obligation is not important in recognition transactions
because basis is determined based on cost, while such basis is very important in nonrecognition transactions
because basis is determined by the basis in the property transferred. For purposes of determining the zero
basis issue, this analysis seems to beg the question, for if a taxpayer's "cost" in issuing its own note is the face
amount of the note, why shouldn't the taxpayer be treated as having a basis equal to such cost? Furthermore, in
a recognition transaction, the basis in property acquired is determined by reference to the value of property given

up,86   so the reasoning in the G.C.M. and ruling seems somewhat misplaced.

Other collateral concerns not specifically addressed by the ruling are the stock basis to the transferor
(presumably zero, pursuant to Section 358) and the gain recognition to the transferee corporation when the note

is ultimately paid,87   unless some sort of "springing basis" is created as the note is paid.88 

Although the seminal rulings espousing the zero basis theory in both the debt and equity context pre-date much

of our contemporary tax law,89   the zero basis problem continues to be invoked by the Service in private letter

rulings and Treasury regulations;90   in addition, the Tax Court has dealt with zero basis issues in different factual

contexts,91   most recently in a case involving the same facts as those presented in Rev. Rul. 68-629.

PART II: RECENT AUTHORITIES DEALING WITH THE ZERO BASIS PROBLEM

In a recent private letter ruling,92   the IRS was confronted with the zero basis problem in the context of a
deferred compensation arrangement. Specifically, a parent corporation and certain participating affiliated

corporations of a consolidated group set up a single trust93   for purposes of providing deferred compensation
to certain executives of the parent corporation and the participating affiliated corporations. The creation of a
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single trust has business appeal for administrative reasons and for allowing flexibility in transferring stock to key
employees among the various corporations within the affiliated group.

The parent corporation represented that the assets of the trust (i.e., the corpus) would be, exclusively, stock
issued by it and purchased by the trustee on the open market. The corpus was subject to the claims of the
general creditors of the parent corporation and the participating affiliated corporations in the event of insolvency
or bankruptcy of the group. The ruling held that the parent corporation was the grantor of the trust because

it alone had the right to reacquire the trust corpus by substituting assets of equal value.94   Therefore, the
parent corporation was the owner of the trust's assets and any disposition of the corpus (the parent corporation

stock) would be nontaxable pursuant to Section 1032.95   The ruling also held that dividends paid by the parent

corporation on the stock held by the trust would not be includable in the parent's gross income.96 

The ruling was subsequently revoked, however, and in so doing the IRS implicated the zero basis problem.97   In

the subsequent ruling,98   the Service held that the parent corporation and the participating affiliated corporations
were the owners of the trust. Consequently, the holdings with respect to the treatment of dividends on, and the
disposition of, the parent corporation stock held by the trust were revoked because such holdings were based

on the conclusion that only the parent corporation was the owner of the trust. Pursuant to Rev. Rul. 85-13,99  

a grantor who is treated as the owner of the trust is also treated as the owner of the trust's property for federal
income tax purposes. Thus, the subsequent letter ruling held that the parent corporation and the participating
affiliated corporations would be treated as owners of the trust's assets (i.e., the parent corporation stock) for
federal income tax purposes. Presumably, Section 1032 would not protect the participating affiliated corporations

from recognizing gain on the dispositions of the parent stock held by the trust.100   Moreover, the affiliated

corporations could have income on the receipt of dividends paid on the parent corporation stock.101 

Two recently issued Treasury regulations also directly impact the zero basis problem.102   Neither regulation
confronts the problem directly, but they exacerbate the problem by providing only limited relief from zero basis
issues.

Reg. § 1.1032-2 provides rules for dispositions by a corporation (i.e., a subsidiary) of stock of a controlling

corporation (i.e., a parent) in certain triangular reorganizations.103   Generally, the regulation ameliorates the zero

basis problem104   in nontaxable exchanges.105   The parent stock contributed by the parent to the subsidiary,
and then transferred to target, or directed to target or target's shareholders on behalf of the subsidiary, pursuant
to the plan of reorganization (i.e., integrated reorganization) is treated as a disposition by the parent of shares of

its own stock for target's assets or stock, as the case may be (i.e., the "over-the-top approach").106   However,
the regulations apparently perpetuate the zero basis problem by conceding that the subsidiary must recognize
gain or loss on its exchange of parent stock as consideration in a triangular reorganization if the subsidiary did
not receive the parent stock from the parent pursuant to the plan of reorganization (i.e., if the subsidiary received

the stock in a non-integrated transaction).107   The regulation provides the following example:

S owns P stock with a $20 adjusted basis and $30 fair market value. Pursuant to a plan of reorganization,
P transfers an additional $70 of P stock to S, and S transfers the P stock to T in exchange for T's assets
in a forward triangular merger. Neither P nor S has taxable gain or deductible loss on the exchange of the
$70 of P stock provided by P pursuant to the plan of reorganization. Furthermore, P obtains a basis in S
stock as if P acquired T's assets and contributed the assets to S (i.e., this avoids the zero basis problem
to P). However, S recognized $10 of gain on the exchange of its $20 of P stock in the reorganization
because S did not receive the P stock pursuant to the plan of reorganization.

Although the example only specifically addresses appreciation gain, the analysis would apply to the zero basis
problem, i.e., assuming P has a zero basis in its own stock, if S received the P stock in a previous carryover
basis transaction and such stock was not part of the plan of reorganization, S would recognize gain on the full
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value of the P stock (i.e., the value at the time of the carryover basis transaction plus the appreciation gain).108
   Similarly, the parent would have gain attributable to the zero basis problem if the parent disposed of the
subsidiary stock that it had received in exchange for its stock in the nonintegrated carryover basis transaction.

Another concern is whether the subsidiary has gain on the transfer of parent stock to minority shareholders of

target if such shareholders do not qualify for tax-free treatment under the reorganization provisions.109   The
issue seems to be whether the nonapplicability of Section 354 to the minority shareholders causes the subsidiary

to be viewed as acquiring such target stock not "pursuant to the plan of reorganization." 110   Therefore, the
general rule provided for in the regulations may not apply.

Furthermore, the regulations are limited in scope; they do not apply to parent debt, warrants, and options
provided by the parent to the subsidiary, or directed to target or target's shareholders on behalf of the subsidiary,
pursuant to the plan of reorganization. Nor do the regulations deal with taxable acquisitions. In the context

of an affiliated group filing consolidated returns, another set of recent regulations apply.111   Similarly, those
regulations do not directly deal with zero basis but they, too, impact the zero basis problem.

The other set of regulations, Reg. § 1.1502-13(f)(6), was issued in final form on March 14, 1996.112   The
regulations provide a broad loss disallowance rule (i.e., the disallowance of all losses on P stock) and a more
limited gain elimination rule (i.e., applicable only in specified circumstances) on transactions involving parent

stock held by a member of a consolidated group.113   The regulations were promulgated to deal with a perceived
ability of members of a consolidated group to trigger losses but avoid gains—e.g., if parent stock held by a
subsidiary depreciates it can be sold to produce deductible loss, whereas if the stock appreciates it can be held
by the subsidiary indefinitely, postponing or (in the case of a Section 332 liquidation) even eliminating altogether

the tax on the gain.114   By contrast, if the parent dealt in its stock directly it would recognize neither gain nor loss

on the stock.115   This situation has been referred to as the flip side of the zero basis problem.116 

The loss disallowance rule of Reg. § 1.1502-13(f)(6) provides that any loss recognized by a member with respect

to parent stock is permanently disallowed and does not reduce earnings and profits.117   The corresponding
gain elimination rule ameliorates, to some extent, the zero basis problem. That rule provides that if a member
would otherwise recognize gain on a "qualified disposition" of parent stock, then immediately before the qualified
disposition, the member (M) is treated as purchasing the parent stock from the parent for fair market value

with cash contributed to the member by the parent (i.e, recasting approach).118   This rule is a step in the right
direction, but it is too narrow to deal effectively with the zero basis problem because of the limited situations

covered by a "qualified disposition." 119   A qualified disposition120   occurs if

(A) the member acquires P stock directly from the common parent (P) through a contribution to capital or a
transaction qualifying under Section 351;

(B) pursuant to a plan, the member transfers the stock immediately to a nonmember that is not related

(within the meaning of Section 267(b) or 707(b)) to any member of the group;121 

(C) a nonmember does not receive a substituted basis in the stock;
(D) P stock is not exchanged for P stock;
(E) P neither becomes nor ceases to be the common parent as part of, or in contemplation of, the

disposition or plan;122   and
(F) M is neither a nonmember that becomes a member nor a member that becomes a nonmember as part

of, or in contemplation of, the disposition or plan.123 

Notwithstanding its shortcomings, this rule does ameliorate the zero basis problem to a certain extent, which is a
step in the right direction.
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It is worthwhile to note that the two sets of regulations eliminate the zero basis problem in different ways. Reg. §
1.1032-2 provides for a "recasting approach," while Reg. § 1.1502-13(f)(6) provides for a "cash purchase fiction"
approach. Under the recasting approach, appreciation gain (i.e., the gain on the P stock used in a nonintegrated
transaction) is recognized, yet under the cash purchase fiction appreciation gain will generally not be recognized,

unless the parent stock is not disposed of immediately.124   Moreover, neither remedy resolves the zero basis
problem with respect to:

(1) dispositions of S prior to a disposition of the P stock held by S; or
(2) Section 301(c)(3) gain on non-dividend distributions with respect to the P stock.

At a meeting of the D.C. Bar Association's Corporate Tax Committee, the Service discussed the regulations

issued under Sections 358, 1032, and 1502.125   The discussions did not deal with the zero basis problem;
instead, the focus was on the impact of three-party reorganizations involving related parties, overlap of triangular

reorganization (i.e., Section 368(a)(2)(E)) and 368(a)(1)(B), and the likelihood of audits.126 

The Tax Court was confronted with the zero basis issue again recently in the debt context.127   In Peracchi v.

Commissioner,128   the Service renewed its argument that a taxpayer has zero basis in its own note. The court
was confronted with the same facts (i.e., a contribution of a note by a taxpayer to a new corporation in a Section
351 transaction in order to avoid Section 357(c) gain) it had previously considered in Alderman v. Commissioner
129   and Lessinger v. Commissioner. 130   Specifically, a taxpayer contributed three parcels of improved real
property and an unsecured promissory note to a wholly owned corporation in a transaction qualifying for Section
351 treatment. The parcels were encumbered by deeds of trust securing debt obligations in amounts that
were in excess of the combined adjusted basis of the parcels in the hands of the taxpayer. The face amount of
the taxpayer's promissory note was greater than the excess of the encumbering liabilities over the taxpayer's
adjusted basis in the properties. The court had to decide whether Section 357(c)(1) applied, because the total
liabilities transferred were in excess of the adjusted basis of the property transferred, computed without regard to
the note.

One of the taxpayer's arguments was that the note has basis based on the analysis in the Second Circuit's

opinion in Lessinger v. Commissioner, which had reversed the Tax Court in an earlier case.131   The taxpayer,
in the alternative, argued that a valid, enforceable promissory debt committed the obligor to make payment,
rendering the obligor's resources and credit worthiness unavailable for other uses, and therefore the taxpayer

should have had basis in the note.132   Accordingly, the Tax Court had the vehicle to decide whether it should

reaffirm or overrule its earlier decision.133 

In its brief, the Service argued that, even if the court found that a note could have basis, the note in question was

insusceptible of valuation because it was unsecured,134   the taxpayer owned 100 percent of the corporation,
and enforcement of the terms of the note were entirely within the taxpayer's control. This alternative argument

focuses on the bona fides of the note rather than on any technical, legal issues.135   Furthermore, in an apparent
attempt to address the Second Circuit's concerns with holding that a note has zero basis, the Service argued that
the note in question was an arrangement to make contributions to the holder in the future, and therefore should

provide basis to the obligor and nontaxability to the holder upon payment.136 

The Tax Court could have decided a significant case in the area of zero basis. The court could have confronted
the Second Circuit's Lessinger reversal or, at least, reconciled it with the court's prior decisions. The case would
have a significant impact on the zero basis theory if the court had:

(1) followed the reasoning of the Second Circuit and therefore overruled its precedent;
(2) overruled its precedent on other grounds; or
(3) reaffirmed its precedent.
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The potential outcome of such a decision would have been monumental for purposes of the zero basis problem.
If the court had concluded that the note had basis, it would have provided taxpayers with considerable tools
to work with in avoiding zero basis problems. However, a decision that followed the prior Tax Court decisions,
notwithstanding the Second Circuit opinion, would have clearly indicated that the zero basis problem in the
context of debt was alive and well, at least as far as the Tax Court was concerned.

The Tax Court, however, avoided the technical and legal issues. The court declared that it need not address
these issues because the taxpayers failed to meet their burden of proving that the note represented genuine
indebtedness. To this end, the court pointed out that no payments were made until approximately two years
after the first payment was to be made (and after the taxpayer had notice of an IRS audit). The court viewed
the acceleration provision (i.e., in the event of default at the option of the holder) to be without real significance
because of the closely-held relationship (i.e., the taxpayers were sole shareholders of the corporation).

Notwithstanding the court's avoidance of the legal issue, some thoughts about the opinion are worth mentioning.
The court seems to appreciate the zero basis problem; the court referred to the taxpayer's arguments as
"convoluted approaches to arrive at the conclusion that [the taxpayers] are not required to recognize gain under
section 357(c)." It should be pointed out that these convoluted approaches are the prevailing arguments in the
zero basis debate; for example, the taxpayers argued that:

(1) the note had a cost basis pursuant to Section 1012;
(2) the corporation's basis in the note was cost (based on Section 1012 and the Second Circuit's opinion in

Lessinger); and
(3) since the taxpayers issued a note to the corporation, they were still personally liable on the debt.

Based on these arguments, the taxpayer asserted that the debt transferred and assumed by the corporation

would be reduced by the amount of the debt for which the taxpayers remained personally liable.137 

Further evidence of the court's recognition of the zero basis problem, and, for that matter, its relief in not having
to deal with it, is found in the court's statement, "nor need we address such nettlesome questions as whether a
taxpayer's unsecured promissory note can ever constitute property for purposes of section 357(c)(1) and related

Code sections,138   and whether such an instrument has a basis for purposes of section 1012, and, if so, the

amount thereof" (citing Lessinger and Alderman).139 

Moreover, the court recognized that the zero basis problem could have been avoided if the taxpayers chose to
do so; i.e., the taxpayers could have funded the disputed excess of liabilities over the basis of the assets with
cash. Moreover, the cash needed to pay the excess liabilities could have been borrowed from the corporation.
The court recognized that a knowledgeable taxpayer could have avoided the zero basis problem. This latter point
highlights the fact that the zero basis problem is a trap for the unwary (unless taxpayers are to be denied all self

help in avoiding Section 357(c) problems).140 

Notwithstanding the above critique of the case, deciding the case on the basis of the bona fides of the note has
considerable merit. The issue of the basis of property acquired with a note should not be invoked if the note is
real. Arguably, the notes invoked in Alderman and Lessinger were of questionable validity, yet the court did not
undertake this type of analysis. Hopefully, the next time the issue is before the Tax Court, as it most certainly will
be, the note will be bona fide, and the court will address the technical and legal issues and perhaps render an
opinion that has some real substance in dealing with zero basis issues.

PART III: APPLICATION OF THE ZERO BASIS PROBLEM

Use of Parent Corporation's Stock for the Acquisition of Property by a Subsidiary
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Notwithstanding the discussion in G.C.M. 34581 and 34994141   and the recognition by an array of commentators

of the problem in computing the bases to a parent and subsidiary in each other's stock,142   the zero basis

problem was subsequently invoked by the Service in Rev. Rul. 74-503.143 

The impact of Rev. Rul. 74-503 is significant because so many acquisitions are effected through subsidiary

corporations.144   Generally, there is no zero basis problem with respect to newly issued parent shares145   in
a tax free triangular reorganization because, for purposes of applying Section 1032, effective for transactions
occurring on or after December 23, 1994, the parent is deemed to have made the acquisition followed by a

contribution of the acquired property to the subsidiary.146   However, in a taxable acquisition, application of
Rev. Rul. 74-503 would cause the subsidiary to have gain on the transfer of parent stock for assets or for stock

of target.147   Therefore, the zero basis problem exists in failed tax-free or intentionally taxable transactions.
An exception to this rule is in the context of a failed reverse triangular reorganization wherein the subsidiary

is formed for purposes of the transaction. In Rev. Rul. 73-427,148   a subsidiary was set up to effectuate an
acquisition of target through a reverse triangular merger. The parent transferred to the subsidiary both cash and
parent stock for purposes of the merger. The existence of the subsidiary was disregarded due to its transitory

existence.149   The transaction did not qualify as a tax free reorganization because the consideration exchanged

for target stock was not solely stock.150   Notwithstanding the taxable nature of the transaction, the ruling held
that no gain or loss was recognized by the subsidiary, presumably due to the subsidiary's transitory existence.
Accordingly, it is standard practice to use a newly organized subsidiary as the corporation that merges into

a target.151   A further exception to the zero basis problem applies in the context of an affiliated group filing
consolidated tax returns; Reg. § 1.1502-13(f)(6) provides for nonrecognition of gain (i.e., zero basis gain) under

certain limited circumstances.152 

Another corporate transaction affected by Rev. Rul. 74-503 is the use of parent stock by a subsidiary corporation

for purposes of providing a distribution to or to redeem out subsidiary shareholders.153   Applying the zero

basis theory, the subsidiary would have gain pursuant to Section 311(b).154   Similarly, the parent would have
Section 311(b) gain on a distribution to its shareholders of the subsidiary stock received in the carryover basis

transaction because of the application of the zero basis problem.155 

The zero basis problem also can arise where a corporation ("parent") transfers its stock to a partnership;
pursuant to Rev. Rul. 74-503 and Section 722, the parent would have zero basis in its partnership interest and,

pursuant to Section 723, the partnership would have a zero basis in the parent stock.156   Upon a subsequent
taxable disposition of the parent stock (i.e., through a sale to a third party) the partnership would recognize gain.
However, regardless of the sharing of partnership profits and losses, the gain would be allocated to the parent

corporation.157   Moreover, on a deemed disposition (i.e., distribution to another partner, or distribution of other

property to the parent), gain would be allocated to the parent.158   Effectively the parent would be recognizing
gain on the transfer of its stock notwithstanding Section 1032. The appropriateness of such hypothesis depends

on whether the aggregate or entity approach to partnership taxation is applied.159   A collateral problem exists
because the parent would recognize gain on the disposition of the partnership interest although the value
giving rise to such gain would be attributable to, at least in part, the value of the parent stock at the time of

contribution.160 

In LTR 8022010,161   the Service held that dividends paid by a parent corporation on its stock to a partnership
in which the parent was the sole limited partner would not result in income to the parent. The Service viewed
the situation as unique with unusual facts and circumstances. The ruling relied on Commissioner v. Glenshaw

Glass Company 162   and Eisner v. Macomber 163   for the proposition that the parent had not experienced any
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ascertainable gain or undeniable asscession to wealth. The parent merely received back a portion of the cash
it had distributed and was not any richer. The ruling equated the situation to one in which the parent contributed
cash to a trust and then withdrew a portion of the cash. It would appear that the Service's analysis is based
on aggregate partnership tax principles instead of entity principles. Under such analysis, the parent would be
treated as dealing in its own stock. Therefore, under an aggregate analysis, one can argue that the parent
should not recognize gain or loss on dealings by the partnership in parent stock pursuant to Section 1032.

Use of Parent Corporation Stock by Subsidiary as Compensation

The Service has often held that the use of parent corporation stock as compensation to service providers164
   of subsidiary corporations does not result in taxable gain to the subsidiary, notwithstanding the use by the

subsidiary of, arguably, zero basis stock of the parent in the otherwise taxable transaction.165   Two rulings are

instructive in analyzing the Service's position in this area. In TAM 7838003,166   the Service considered whether
Section 83 should apply to the transfer of stock in a parent corporation from a shareholder of the parent to

individuals who performed services for the subsidiary corporation.167   The ruling cited the legislative history to

Section 83:168 

In general, where a parent company's or a shareholder's stock is used to compensate employees under a
restricted stock plan, the transfer of the stock by the parent company or shareholder is to be treated as a
capital contribution to the company which is to be entitled to a deduction in accordance with the restricted
property rules. The parent company or the shareholder merely is to reflect the contribution as an increase
of the equity in the company which is entitled to the compensation deduction. [emphasis added.]

The ruling indicated the District Director's position with respect to the transaction was that the individual service

providers had compensation income.169   Moreover, the District Director determined that the subsidiary had a

compensation deduction170   but also had a short-term capital gain. Presumably, the short term capital gain is
due to the zero basis problem. Although the ruling does not provide for the District Director's analysis, it would
appear that it would take the following form:

(1) subsidiary received parent stock in a nontaxable capital contribution; [see S. Rep. No. 91-552, 91st
Cong., 1st Sess. 123, 1969-3 CB 423, 502];

(2) Section 362 would provide for carryover basis, therefore Section 1012 would not apply;
(3) since parent has a zero basis in its own stock, Rev. Rul. 74-503, subsidiary would have zero basis in

the parent stock;
(4) the transfer of property in exchange for services would be a taxable transaction, therefore subsidiary

would have gain or loss equal to the excess or shortage of the value of the services over the basis in
the stock; [Section 1001] and

(5) the fair market value of the services is in excess of the zero basis in the parent stock, therefore the
subsidiary has gain.

The ruling agrees with the District Director's analysis regarding the subsidiary's deduction but the ruling
disagrees with his analysis of the subsidiary's gain (i.e., the zero basis consequence). The analysis, as provided,
would require recognition by the subsidiary of gain which would negate the benefit of the deduction. The ruling
indicated that such analysis would be inconsistent with the broad language of Section 83(h), the legislative
history of Section 83, and the Committee Report cited above. Accordingly, the ruling held, in what appears to be
in direct conflict with the application of the zero basis rule, that the subsidiary recognizes no gain as a result of
the transaction. The next ruling in this area provides a more substantive analysis for not applying the zero basis
theory.

In LTR 7908021,171   the Service again had the opportunity to address the taxability of parent shares used
as compensation on behalf of a subsidiary. Based on the specific facts represented, the transfer was not
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a taxable event to the service providers because there existed a forfeiture right which was a substantial
restriction, that precluded income recognition. Furthermore, the stock rights that were transferred did not have
a readily ascertainable fair market value. However, upon exercise of the nonqualified stock option and the stock
appreciation right, the service provider had income.

The zero basis issue in the ruling was whether the subsidiary had to recognize gain on the use of parent stock

to compensate such employees. The ruling held172   that when the stock of the parent was transferred to an
employee of the subsidiary, the transaction was considered to be a contribution of cash by the parent corporation
to the subsidiary's capital, followed by a purchase of the stock by the subsidiary from its parent for its full value
and an immediate transfer of the stock by the subsidiary to its employee. This cash-purchase fiction would
eliminate the zero basis problem in the compensation context, at least where the purchase was deemed to occur
immediately prior to the disposition by the subsidiary.

Shortly after issuing the private letter rulings, the IRS published Rev. Rul. 80-76,173   which held, consistent
with the private rulings, that a subsidiary does not recognize gain or loss on the transfer of its parent stock as

compensation to the subsidiary's employees.174   However, the ruling provides no analysis for such holding
other than a statement that because Section 83 applies to the transfer of the stock to the employee no gain is

recognized to the subsidiary. Instructive to understanding the IRS's analysis is G.C.M. 38176,175   commenting

on then proposed Rev. Rul. 80-76 (although, in proposed form, the ruling dealt with restricted stock176  ). The

G.C.M. began its analysis by looking to Prop. Reg. § 1.83-6(d),177   a provision that was deleted from the final
regulations because of a perceived potential conflict with the zero basis regulations to be written under Sections

351 and 368.178   The G.C.M. indicated that the proposed ruling, consistent with the proposed regulation under

Section 83, created a fictional cash purchase which would give the subsidiary basis in the parent stock.179   As to
the zero basis issue, the ruling concluded that the subsidiary must recognize gain corresponding to the increase
in the value of the parent stock between the time of transfer and the time the value of the stock is taken into

income by the employee (i.e., when the restriction was lifted),180   This fiction would, as it did in LTR 7908021,
effectively eliminate the zero basis problem only where there was no lapse of time between the transfer of the

stock and the time that income was recognized by the employee.181 

Prior to issuance of the ruling, representatives of the Treasury Department, from the Interpretive Division, Chief
Counsel, and Tax Legislative Counsel conferred to discuss the conclusions reached in the ruling. Although the
fictional cash purchase was considered analytically correct, the result was perceived to be in conflict with the
yet-to-be-released zero basis regulations. The government was concerned that the holding, i.e., treating the

subsidiary as recognizing gain in its parent's stock, would, by extension, allow for loss to be recognized.182  

Tax Legislative Counsel indicated that current thinking is that it is particularly important that loss, and therefore

gain, not be recognized on a subsidiary's dealings in parent stock (i.e., the zero basis problem).183   Therefore, in
recognition of the zero basis problem, the ruling was not published in its then proposed form. Instead, the facts
were changed so that the stock was not transferred subject to a restriction. The G.C.M. concluded that the fiction
should be treated as not producing a recognizable gain, and the ruling (i.e., Rev. Rul. 80-76) would be intended
to provide guidance in the deferred compensation area, pending the settlement of the zero basis issue in the

corporate tax area.184   The ruling, and its history, are evidence of Treasury and the Service's view that the zero
basis theory should be abandoned.

The ruling has often been followed to prevent a subsidiary from recognizing gain on dealings in its parent stock

when used for compensation purposes.185   However, the IRS's position is inconsistent. In Rev. Rul. 73-345,186
   the Service held that a subsidiary recognized gain on the transfer of stock to a pension trust for the benefit of
its employees to the extent that the fair market value of the stock at the time of the transfer exceeded the cost

or other basis of the stock in the subsidiary's hands.187   Although this ruling predates Rev. Rul. 80-76 and Rev.
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Rul. 74-503, it was followed in a private letter ruling issued subsequent to Rev. Rul. 80-76.188   It is difficult to
reconcile Rev. Rul. 73-345 with the IRS's attempt to limit the zero basis problems in the context of compensation

arrangements.189   Congress has apparently cured the zero basis problem in certain limited contexts through

the enactment of Section 409(m),190   which applies to contributions to tax-credit-employee-stock-ownership

plans.191   However, Section 409(m) has not been specifically applied to the contribution of parent stock to an

ESOP or stock bonus plan. Accordingly, the zero basis problem presented in Rev. Rul. 73-345 still remains.192 

Adding further confusion to the area is a ruling193   dealing with the acquisition of parent stock by an international

finance subsidiary.194   The ruling held that the transaction should be treated as a cost basis transaction.
The subsidiary's basis in the parent stock was determined pursuant to Section 1012, and, therefore, it was
entitled to a basis equal to the cost incurred by the subsidiary to purchase the parent stock. Furthermore, on the
subsequent transfer of the parent stock in cancellation of the subsidiary's outstanding debentures, the subsidiary
recognized gain equal to the difference between the subsidiary's basis in the parent stock and the amount of the
debentures canceled (i.e., appreciation gain). Effectively, the ruling respected the form of the transaction. The

result is the same as would occur under the analysis of Rev. Rul. 80-76.195 

Further complexity is added because of the Service's position in a recent ruling dealing with a trust funded with

parent stock for the benefit of affiliated corporations' employees.196   The Service held that the parent corporation
and the participating affiliated corporations were the owners of the trust. Furthermore, pursuant to Rev. Rul.
85-13, the parent corporation and the participating affiliated corporations would be treated as owners of the
trust's assets (i.e., the parent stock) for federal income tax purposes. Accordingly, even though the parent stock
was being used to compensate employees of the participating affiliated corporations, the Service clearly intended
the effect of the holding would be that the affiliated corporations would recognize gain on the disposition of the

parent stock or upon dividends paid on the parent stock.197 

Moreover, in LTR 9505012,198   the Service specifically distinguished its holding in Rev. Rul. 80-76.199   The
ruling involved trusts set up by an affiliated group for the benefit of its employees. However, in this ruling, the
affiliates set up their own trusts. Parent corporation stock was used to compensate the employees. The ruling
held; No gain or loss will be recognized by the parent upon the transfer of parent stock by the parent or its own

grantor trusts to either its employees or their beneficiaries;200   dividends paid on parent stock held either by
the parent or by its own grantor trusts will not be includible in the parent's gross income; no gain or loss will
be recognized by the affiliated corporations upon the direct and unconditional transfer of parent stock to the
participating affiliated corporation's employees and their beneficiaries; and neither the affiliates nor their own
grantor trusts were the legal or beneficial owners of the parent corporation stock. However, this highlighted part
of the holding seems to imply that the zero basis problem could be invoked notwithstanding Rev. Rul. 80-76.

The ruling adds confusion to the area of zero basis in compensation arrangements because it appears to put
great emphasis on the form of the transaction. This creates an economic burden on the affiliated group by
requiring it to create and maintain multiple trusts simply to avoid the zero basis problem (appreciation gain would

not be avoided).201   However, in so doing, the ruling appears to add some clarity by effectively distinguishing
LTR 9609010 in its holding that parent stock owned by the parent's own grantor trust (instead of a single grantor
trust for purposes of the parent and the participating affiliates) will not result in a zero basis problem to the
participating affiliates. But this holding and interpretation of the law does no justice to eliminating the burdens
encountered by the zero basis problem nor do they ease the economic burden associated with these types of
compensation arrangements.

Application of the Zero Basis Rule in the Debt Context
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In the debt context, the zero basis problem has been most prominent in the situation wherein an individual

attempts to avoid Section 357(c) gain202   in a transaction to which Section 351 applies by transferring a note
to the new corporation. The problem with such a transfer is that Rev. Rul. 68-629 and Tax Court opinions in
Alderman and Lessinger view the issuer as having a zero basis in his note. Under this authority, the issuer must
recognize the Section 357(c) gain, and, pursuant to Sections 358(e) and 362, the issuer has a zero basis in the
stock of the corporation. Furthermore, pursuant to Section 362(a), the note has a zero basis to the corporation.

Generally, Section 1001 would not result in gain on the issuance of a note in exchange for property. The transfer

of one's own note is equivalent to the transfer of money, and therefore no gain should be recognized.203  

Furthermore, it is well settled that a taxpayer who exchanges his or her own note for property obtains a cost

basis in the property.204   The authorities that give rise to the zero basis problem would not provide the transferor
with a cost basis in the property received in exchange for the note. Consequently, the transferee will obtain

a zero basis in the note. Upon receipt of payments on the note, the transferee would have gain.205   Upon
disposition of the note for property, the transferee corporation would recognize gain. Moreover, a disposition of
the corporation's stock by the transferor would result in gain, even though it is possible that the only asset with
any value in the corporation is the note.

In Alderman, the Tax Court held that a promissory note executed and contributed to a corporation by its
shareholders had a zero basis for determining whether the liabilities transferred exceeded the basis of the assets
transferred. The court's analysis assumed that the shareholders incurred no cost in making the note, so its

basis to them was zero.206   The basis to the corporation was the same as in the hands of the transferor, i.e.,
zero. Consequently, the application of Section 357(c) is undisturbed by the creation and transfer of the personal
note to the corporation. Interestingly, in dicta, the court provides some understanding as to its holding. The
shareholders had argued that the note and the receipt of the funds represented by the note will effectively shield

the corporation from having to pay the excess liability amount.207   Furthermore, the shareholders asserted that
they were receiving no benefit from the contribution of excess liabilities because they would be paying off the
note. The court indicated that such argument was without merit because it would effectively eliminate Section
357(c) from the Code, and, citing Rev. Rul. 68-629, it would be a relatively simple matter to execute a note so

that the adjusted basis would always exceed liabilities.208   Nevertheless, the court struck down such argument

because the record did not show that the shareholders paid the note with their personal funds.209   Arguably, the
court left open whether the shareholder would have basis in the note if the note was bona fide.

In Lessinger, when faced with the same issue, the Tax Court did not hold that the note had a zero basis. Instead,
the court held that no note was executed at the time of the contribution, and that no interest was ever paid. In
dicta, the court, citing Alderman, stated that even if the shareholder had executed a note, it would have a zero

basis in the hands of the corporation.210   At the appellate level, the Second Circuit concluded that there was a

valid debt,211   and accordingly, the court confronted the zero basis issue. The court seemed to struggle with the
zero basis result:

"[f]orcing the taxpayer * * * to recognize gain * * * would tax a truly phantom gain, because his liability
to the corporation * * * was real, continuing, and indirectly, at least, enforceable by the corporation's

creditors." 212 

However, to achieve such result the court used a statutory interpretation approach that has been severely

criticized.213   The court ignored the application of Section 362(a),214   and, in so doing, held that since the
transferor shareholder undertakes genuine personal liability to the transferee corporation, the adjusted basis in

Section 357(c) refers to the transferee's basis in the obligation, which is its face amount.215   It would appear
that the court could have avoided the zero basis problem, and been true to the statute's interpretation, for the
same reasoning, if it would have treated the transferor as having a basis in the note which would carry over to
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the transferee pursuant to Section 362(a).216   However, the court reasoned that a taxpayer could have no basis

in his own promise to pay because such promise is a liability for him.217   However, it has been suggested that

the court's reasoning is only half correct.218 

It ignores a basic lesson derived from principles of double entry accounting: Although the taxpayer's own
promise did give rise to a liability, at the same time it also gave rise to an offsetting property interest—
the promissory note. It was the property component that the taxpayer transferred to the corporation, for
which he should have been credited with a cash-equivalent basis just as if he had borrowed cash (thereby

creating a concurrent liability), and then contributed the cash proceeds of the borrowing.219 

The court's further concern with the zero basis problem was that the corporation would have to recognize income

upon the shareholder's payment of the note.220   Lastly, the court stated that its holding would not effectively

eliminate Section 357(c).221 

Assuming zero basis is not a problem, some commentators are concerned that using a note in this manner

effectively eliminates Section 357(c).222   Other analysts223   see no problem with avoiding Section 357(c) in
this manner because Section 357, as opposed to other code sections, does not provide for an anti-stuffing

provision.224   Therefore, a taxpayer can contribute cash (on hand or borrowed) or other assets as a means
to keep liabilities from exceeding the basis of the transferred assets. Furthermore, it has been argued that

Section 357(c) does not contain a tax avoidance provision to foreclose such tax planning.225   Congress plainly
understands how to write an antiavoidance provision when it so chooses. Indeed, Section 357(b) specifically

includes a tax avoidance provision,226   while Section 357(c) does not. Moreover, the Service and the courts

have acquiesced that self-help techniques could be used to avoid Section 357(c).227   Accordingly, avoiding a the

zero basis problem through self-help techniques should not offend the Section 351 regime.228 

A recent commentator has analyzed the step transaction doctrine in light of two recent revenue rulings, Rev. Rul.
96-29 and Rev. Rul. 96-30, focusing on the independent economic significance to separate but interdependent

transactions.229   The independence of the transactions legitimizes the separate analysis of the two transactions.
The self-help techniques, proposed to remedy the zero basis problem and those previously respected in prior

revenue rulings,230   reflect the economic significance involved in reshuffling of debt to avoid Section 357(c).
Moreover, as well stated by the Supreme Court some 60 years ago, "the legal right of a taxpayer to decrease the
amount of what otherwise would be his taxes or altogether avoid them, by means which the law permits, cannot

be doubted." 231 

Collateral zero basis problems result to the transferor in the debt context. On a subsequent taxable disposition
of the stock, gain would result. A recurring argument against such a result is that the problem can be avoided

if the transferor gives the note to a third party lender for cash and contributes the cash to the corporation.232  

Effectively, the zero basis problem is eliminated. Advocates argue that the deemed purchase of the note by the
corporation should be invoked so that form does not control the substance of the transaction. Another argument
is that a transaction qualifying for Section 351 treatment is subject to the zero basis problem, while a transaction

not qualifying would avoid the zero basis problem.233   Similarly, a transfer of a note as a gift or pursuant to a
transfer between spouses (i.e, pursuant to a divorce) will result in a zero basis to the donee pursuant to Section

1015(d) and Section 1041(b), respectively. Upon payment of principal, the noteholder would have income.234 

In the partnership context, under the zero basis rule the contribution of a taxpayer-partner's own note results

in zero basis to the partnership in the note and zero basis to the partner in the partnership interest.235   In

a published ruling236   and in a Tax Court opinion,237   it has been held that a note given by a partner to the
partnership to evidence an obligation to make a future contribution has no basis and does not increase the basis
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of the partner's interest.238   Instead, the partner receives an increase in basis upon payment.239   Unfortunately,
the increase to basis may come too late to avoid the zero basis problem because the partnership may dispose
of the note in a taxable transaction or the partner may dispose of his or her interest in the partnership prior to

the time when the note is paid off or fully paid off.240   In contrast, the Service has considered a partner to bear
economic risk with respect to partnership liabilities under Section 752(a) because of the partner's contribution

of a note.241   Because a partner gets additional basis for partnership liabilities,242   the partner has, effectively,
increased his basis in the partnership by the face amount of the note. If we suppose that a partnership is a
mere aggregation of its partners, an anomaly is present, because the partner contributing the note is taxed on

a transaction that it would otherwise not be taxed on if done in its own individual capacity.243   Further problems

arise similar to those discussed above with equity.244 

In an analogous situation, the Service held that a shareholder of an S corporation may not claim a deduction for
a net operating loss incurred by the corporation for a year in which the shareholder issued an unsecured demand

promissory note to the corporation.245   In the ruling, the IRS cited the legislative history to Section 1374(c)(2)
as support for its holding. Section 1374(c)(2) provided that the deductible net operating loss of any shareholder
is limited "to the adjusted basis of the shareholder's investment in the corporation; that is, to the adjusted
basis of the stock in the corporation owned by the shareholder and the adjusted basis of any indebtedness

of the corporation to the shareholder." 246   This language from the committee report was interpreted to limit

the adjusted basis of the shareholder's investment to the "actual economic outlay" of the shareholder.247  

Furthermore, the ruling cites the following language in support of actual economic outlay:

The rule which we reach by this interpretation is no more than a restatement of the well settled maxim
which requires that "Before any deduction is allowable there must have occurred some transaction which

when fully consummated left the taxpayer poorer in a material sense." [citation omitted.]248 

To the extent that the ruling stands for the proposition that shareholders in S corporations have a zero basis in
notes contributed to their S corporations, it has misinterpreted the "actual economic outlay" language. As has
been the case with most of the authority dealing with zero basis in the debt context, the outcome should be

determined upon whether the debt is valid and therefore has economic substance.249   If the debt is valid, then
as is the case with recognition transactions, there has been an economic outlay, and therefore it should sustain
basis in the property received and in the note itself.

The zero basis problem has broad scope and spreads across different types of transactions, and therefore many
taxpayers are affected. Nevertheless, the rule can be avoided by converting the equity or debt into cash prior to
the carryover basis transfer. The economic effects are no different, yet based on the foregoing, at least in theory,
the tax consequences are very different. Treasury and the Service have recognized the problem for quite some
time, and they have recently made some efforts to remedy the problem, however the efforts seem to fall short
and inconsistencies, uncertainties, and complexities remain. Accordingly, the problem needs to be dealt with to
provide consistent and equitable results that mirror the virtually identical economics of the transaction.

PART IV: ANALYSIS OF THE APPLICATION OF THE RULE
—RECOMMENDATIONS FOR REMEDIAL PROVISIONS

A number of arguments will be explored why the zero basis problem should be eliminated. From a practical
perspective, the problem can often be avoided without affecting the economics of the transaction. From a policy

perspective, the problem is considered hyper-technical and a trap for the unwary.250   It does not appear to be
equitable for a more tax-wise taxpayer to be in a better tax situation because she undertook steps, of no major

consequence, to avoid the problem.251   In addition, it may discourage or prevent legitimate changes in the form
of a business, e.g., the incorporation or transfer to a partnership of property with liabilities in excess on basis.
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Furthermore, the zero basis problem adds to the complexity of tax law which seems offensive especially in a time

when so much talk exists of tax code reform or tax code overhaul.252 

The Service has recognized the problem and has taken steps to remedy it in certain situations;253   however, the

remedies are limited and fall short.254   A few approaches can be undertaken to provide more equity to the tax
system while remaining theoretically honest within the interpretation of existing tax law.

Reasons for Ameliorating the Zero Basis Problem

Trap for the Unwary. 255   The zero basis problem can typically be avoided by contributing borrowed cash in
the carryover basis transaction instead of equity or debt, or by causing the subsidiary to purchase the stock with
debt. Furthermore, the economics, which should indicate the substance of the transaction, can be achieved in
the same manner as if the equity or debt were contributed.

For example, assume parent corporation intends on acquiring target's business, in a transaction not qualifying

for tax free treatment,256   and parent intends to conduct such business in its subsidiary corporation. Further,
assume that the parties agree that target will receive parent stock in exchange for its assets. If parent contributes
its stock to an existing subsidiary and the subsidiary purchases the target's assets in exchange for the
contributed parent stock, then the subsidiary has gain equal to the value of the target assets over its carryover

basis in the parent stock—zero basis.257 

However, if the steps are arranged somewhat differently, no tax would result. Assume the subsidiary could
purchase the parent stock for cash or even subsidiary debt and then exchange such stock for the target's assets.
No gain recognition results to the subsidiary because it would have a cost basis in the parent stock. Arguably,
the economics would be slightly different if cash came from the subsidiary, but if the stock is purchased for debt,
the transactions look economically similar. Another alternative would be for the parent corporation to issue its

stock for cash,258   transfer the cash to the subsidiary259   who could then purchase parent stock for cash (from
a third party or from the parent). To complete the transaction, subsidiary would use the parent stock to purchase
target's assets. There would be no gain to the subsidiary because the subsidiary would have a cost basis in the

parent stock260   (presumably the value of the assets would equate to the value of the stock).

Carrying this formalistic approach one step further, assume target is willing to accept either cash or stock in the
parent corporation. Further assume that parent, without considering the tax consequences involved, chooses
to contribute its stock to its subsidiary who then purchases the assets. Because of the zero basis problem, the
subsidiary has gain. Alternatively, if the parent was apprised of, or identified, the zero basis problem, it could
have issued its stock for cash, contributed the cash to its subsidiary who then could have purchased the target's

assets without recognition of gain to the parent or the subsidiary.261 

From a tax policy standpoint it is difficult to justify such harsh results to one taxpayer over another in such similar

economic transactions because one is better informed of the tax traps that exist.262   It is worthwhile to review
the reasons set forth in the 1978 ABA proposal to abandon the zero basis concept. Those reasons still hold true
today:

(1) the adoption of a zero basis rule results in the creation of artificial gain; and
(2) the tax consequences flowing from a transaction should not turn upon mere differences of form,

i.e., the tax consequences should, insofar as possible, be identical in all transactions in which the

substance is identical.263 

The committee rationalized that the purpose of the carryover basis rule in Section 362 (which section

the Service relies upon to arrive at a zero basis result)264   is to assure that any deferred gain or loss
that has accrued to the transferor will be preserved and eventually recognized by the transferee.
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Section 362 was not intended to create gain or loss which had not accrued to the transferor at the time
of the tax-free exchange. Gain or loss does not accrue to a parent corporation merely by failing, to
issue its stock until the subsidiary is ready to use it. Carrying over a zero basis to the subsidiary under
Section 362 thus has the effect of ultimately creating gain to the subsidiary which never accrued to the

parent, contrary to the purposes of Section 362.265 

Similarly, in the context of debt financing, an informed taxpayer could avoid zero basis problems while a
misguided taxpayer would not, in arguably identical economic circumstances. That is, a borrowing of cash
in exchange for a note followed by the contribution of the note proceeds would avoid the zero basis problem
confronted by the taxpayers in the Alderman line of case law.

Consider a taxpayer (taxpayer A) who wants to incorporate his sole proprietorship. Taxpayer A contributes
a business and the accompanying debt to the corporation. To avoid the impact of Section 357(c), taxpayer
A issues a note to the corporation. Because of the zero basis problem, taxpayer A has gain. Next, consider
taxpayer B, who under the exact same circumstances, issues a note to a third party in exchange for cash and
then contributes the cash to the corporation to avoid the impact of Section 357(c). Taxpayer B has no gain; the
cash offsets the excess liabilities. Furthermore, the borrowing transaction wherein taxpayer B gives his note for
cash is not a taxable transaction. It is hard to see, from a policy standpoint, why taxpayer A and B should end up
with different tax consequences, assuming the debt in each case is bona fide. Taxpayer A has simply borrowed
money (essentially the proceeds from the liabilities in excess of the asset basis) from her corporation; so long as
the debt is real debt, A should not pay tax.

Lack of Precedent in the Law for Zero Basis Result

Section 61 provides for income on an accession to wealth.266   Furthermore, Section 1001 provides for the

recognition of taxable gain267   on the disposition of property.268   Generally, the sale of stock or the sale of a
debt instrument will result in the recognition of taxable gain, although the gain may be deferred pursuant to the

installment sale rules of Section 453.269 

It is well established that the issuance of a debt obligation for property is not an accession to the obligor's wealth,

and thus no income is recognized, because the value received is offset by the obligation to pay.270   In the
context of stock issuances, Section 1032 provides an exception to the general rule, by providing that no gain or
loss shall be recognized to a corporation on the receipt of money or other property in exchange for stock of such
corporation. The nonrecognition rule in Section 1032 could similarly be justified because a corporation does not

accede to wealth on the issuance of its stock for cash.271   The cash received is offset by the cash expected to

be distributed on the stock in the future.272   Although the stock interest is not a fixed liability to the corporation,

it is a claim on the corporation's assets and carries a right to the corporation's profits.273   Furthermore, a stock

interest provides the holder with some type of management rights over the corporation through voting rights.274
   Accordingly, it can be said that a stock interest dilutes the corporation's value (clearly with respect to other
shareholders) much in the manner that a liability does. Therefore, there has been no accession to wealth.

Another significant reason for the nonrecognition treatment afforded by Section 1032 is the concern that a

corporation could easily avoid gains while recognizing losses on its own stock.275   The legislative history

and development of that section are quite clear in this regard.276   The problem with Section 1032 is that it

provides no basis rule to apply that would effectuate its nonrecognition mandate.277   Instead, basis is left to be
determined by other sections which do not necessarily consider the circumstances surrounding the Section 1032
transaction. This lack of direction has led to the evolution and continued application of the zero basis problem.
Section 1032, on its face, fails miserably in dealing with the zero basis problem because by its terms it only

applies to dealings by the issuing corporation in its own stock.278 
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Nevertheless, as discussed above, the Service took the initiative to promulgate regulations under Section

1032,279   dealing with certain tax-free reorganizations, that purport to eliminate the zero basis problem.280

   However, the regulations acknowledge that gain can be recognized otherwise.281   Accordingly, by limiting
the remedy to the tax-free context, the Service has effectively perpetuated the zero basis problem in all other
contexts. For instance, the regulations do not deal with taxable transactions, nor do they deal with nonintegrated
parent stock (i.e., old and cold parent stock). If the regulations were intended to reflect the Service's goal,

as expressed in G.C.M.s 34581 and 34994,282   to eliminate the zero basis problem, such goal has not been
accomplished. At best, the zero basis problem has been eliminated in a very narrow context; at worst, the
regulations affirm the zero basis problem with respect to transactions not covered thereby. Basically, the
regulations address the zero basis problem in a vague manner. Accordingly, due to Reg. § 1.1032-2(d), Ex.

2(b)283   and Rev. Rul. 74-503 which is still on the books, the zero basis problem is alive and kicking.

The Service was again confronted with the zero basis problem in promulgating Reg. § 1.1502-13(f). The drive
behind the regulations was the concern that losses but not gains would be recognized on dealings by group
members in parent stock. Reg. § 1.1502-13(f)(6) provides a broad loss disallowance rule which eliminates
losses on the disposition of parent stock by a subsidiary. Although the Service considered a similarly broad
gain elimination rule in response to pleas for symmetry, it decided on a gain elimination rule which purports to

eliminate the zero basis problem only if certain requirements are met.284   It would appear that a gain elimination
rule was the natural corollary to the loss disallowance rule, yet no substantive reason is provided for the lack of
synergy.

In sum, the state of the law is unclear at best and inconsistent and inequitable at worst. The tax treatment

of losses on dealings in a corporation's own stock are not recognized;285   positions in a corporation's own

stock are unclear;286   and a subsidiary's losses on dealings in its parent stock are eliminated.287   However,

if a subsidiary falls outside of the consolidated regulation, it would appear that a loss can be recognized.288  

The corollary side to the transaction, i.e., gain recognition, has not achieved equilibrium. A corporation's gain

on dealings in its own stock is not recognized;289   however, a subsidiary's dealings with its parent stock is

only eliminated in certain situations.290   A strong argument has been made that symmetry requires that gain

recognition be eliminated if loss recognition is eliminated.291   Moreover, appreciation gain is not eliminated at

all.292 

In the context of debt instruments, zero basis presents similar problems, although there is less likely to be a
problem with appreciation gain. The contribution of a promissory note to a corporation, or a partnership, or a
transfer in other nonrecognition transactions could result in a zero basis to the transferor in the property received
and to the transferee in the note. Accordingly, disposition of the property will result in gain recognition to the
transferor, and, similarly, a disposition of the promissory note or receipt of cash due on the promissory note can

give rise to gain recognition. As discussed above,293   this problem has been invoked by the Service294   and

the courts295   in the context of a Section 351 transaction wherein the transferor contributes a promissory note
to otherwise offset the excess of liabilities over the adjusted basis of assets transferred. Commentators seem

unanimous that the zero basis result is wrong.296   However, the reasoning to eliminate the zero basis theory has

been varied;297   for example, some argue that:

(1) exchanging a note for stock in a Section 351 transaction is no different then exchanging a note for

property in a taxable transaction, i.e., purchase money debt;298 

(2) exchanging a note for stock is merely a promise to make a future contribution;
(3) exchanging a note for stock should be viewed under the Crane doctrine as providing the issuer with

cost basis in the stock;299   or
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(4) the exchange of the note is to be treated as a reduction in other liabilities transferred or assumed 300
   (i.e., the issuer may not have been able to avoid transferring the excess liabilities because such
liabilities are attached to the property).

The problem could be eliminated if the transferor would issue its promissory note to a third party for cash, and
then contribute the cash to the transferor pursuant to the nonrecognition transaction. As a result, the transferor

would have no gain on the borrowing transaction,301   and the transferor would have a basis in the property

received (e.g., stock, or a partnership interest) equal to the amount of cash contributed.302   Similarly, the
transferor could borrow money from the transferee and repay a portion of the debt. In either case, the transferee

effectively would receive cash without the recognition of gain.303   Accordingly, the zero basis problem to the
transferor and the transferee is eliminated. The economics are virtually identical—instead of owing a debt to the
transferee, the transferor owes a debt to a third party.

Similarly, the problem could be eliminated if the transferor borrowed funds from the transferee to pay off some
of the debt; the separate transactions would not be stepped together if there is economic significance to the

transactions.304 

The zero basis problem should be eliminated; there is no apparent reason why these two transactions should be
treated differently. If the promissory note lacks substance, then it should be ignored and the transaction should
result in Section 357(c) gain. However, such a result would obtain because the note is ignored, in contrast to
holding that a bona fide note has a zero basis. Zero basis should not be used as a surrogate for an antistuffing

provision or abusive purpose test, which is not present in Section 357(c).305   Finally, comparable zero basis

problems and the amelioration of its results in the equity area306   should provide support for remedying the
problem in the context of debt.

Recommendations for Eliminating the Problem

Zero Basis Proposal in the Equity Context. The regulations under Section 1032 and 1504 provide two
methodologies for eliminating gain attributable to the zero basis problem. The Section 1032 regulations provide
for a recasting approach; essentially, Section 1032 is applied by treating the parent as the acquirer of the
property. The parent is then deemed to contribute the acquired property to the subsidiary. Regulations under
Section 1502 provide for a cash purchase fiction, i.e., immediately before the transaction (i.e., sale of parent
stock) the subsidiary is deemed to have purchased the parent stock for fair market value with cash contributed

to the subsidiary by the parent. Both methodologies, as currently applied, have short-comings.307   The 1032
regulations only apply to integrated nonrecognition transactions. The 1502 regulations only apply to affiliated
subsidiaries in certain limited situations. A third method which has been suggested is a quasi-treasury stock

approach.308   Under this approach, the application of Section 1032 would be extended to sales by a subsidiary
of its parent stock. This approach has significant appeal because it is a broad, uncomplicated, and a fairly easy
rule to administer which would eliminate any gain (built-in and appreciation). However, the approach has some
shortcomings: First, it fails to take into account economic circumstances (i.e., whether appreciation gain should

be taxed); second, the initial transfer is treated as an open transaction309   for an indefinite arbitrary period; and
finally, such a rule, on its own, does not resolve the zero basis problem to the parent.

The following proposal provides rules that eliminate the zero basis problem in most circumstances. The proposal
uses concepts from the foregoing three methodologies but expands upon their application and sets forth
parameters for when each approach should be applied, depending on the facts and circumstances of the case.
The proposal, in its broadest sense, attempts to:

(1) recognize the identity between a parent or controlling shareholder and its subsidiary;
(2) give respect to the economics of the transaction;
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(3) give tax consequences to the transfer (avoid an otherwise arbitrary rule or an open transaction
approach);

(4) avoid elevating form over substance; and
(5) avoid adding additional complexity to the Code.

Many concerns could be raised whenever one attempts to provide a general rule with such wide application.
Some of the concerns that were considered are as follows:

The first concern in drafting such a proposal is the scope; i.e., since the foundation for nonrecognition is
based on the fact that a parent would not otherwise recognize gain if it had issued its stock in a recognition

transaction,310   one must consider whether some litmus type of stock ownership test is needed to ensure that

a parent is significantly part of the transaction.311   However, since the zero basis problem is only invoked as
a result of a carryover basis transaction, there are some built-in safeguards. For example, in a Section 351
carryover basis transaction, the parent will own directly or in conjunction with other transferors 80 percent
in the subsidiary. Therefore, no additional threshold ownership should be required. Furthermore, in a capital

contribution, the parent will typically have a significant interest if it is not receiving back any stock.312   In a
partnership context, the argument is equally appealing based upon a somewhat different theory. A partnership,

treated as such for tax purposes, is not considered a separate taxpaying entity.313   Instead, the tax on

partnership income is borne by each partner.314   Even if a corporate partner contributes a small percentage
of stock to a partnership, any gain attributable to the stock would be allocated and taxed to such partner, so in
substance the parent is recognizing gain on dealings in its own stock (as noted above, in a partnership, built-
in gain is generally allocated back to the transferor; this further supports the justification for eliminating the zero

basis gain).315 

If the rule is to be broad, then a second concern is whether an anti-abuse rule is needed.316   In light of

the criticism facing recent anti-abuse rules,317   and since the zero basis problem really has no theoretical
underpinnings, there does not appear to be any need for a separate anti-abuse rule. Common law substance

over form principles,318   disregarding or recasting sham transactions,319   and Section 269 320   should be

sufficient safeguards.321 

The next step is to set forth the parameters for the rule. There is some merit to the Service's integrated
transaction approach, but the relief should be expanded to cover recognition and nonrecognition transactions.
An integrated transaction should be viewed as if the parent made the acquisition and then contributed the
property down to the subsidiary. However, in a nonintegrated transaction, the transfer giving rise to the
zero basis problem should be treated as a cash purchase by the subsidiary, which would mean only the
appreciation in the stock subsequent to the deemed purchase could be subject to taxation. To accomplish
this fictional cash purchase, the parent should be deemed to contribute cash to the subsidiary, which cash the
subsidiary should be deemed to use to purchase the parent stock. The effect of this distinction in the integrated

versus nonintegrated transaction is to recognize the actual economics of the transaction.322   The tax result
comports with the economics because the artificial gain attributable to the zero basis problem is eliminated
in both scenarios. Moreover, the appreciation gain would be recognized to the parent and subsidiary in the

nonintegrated transaction.323   This seems justified because each transaction is given independent significance.
However, with respect to an affiliated group filing consolidated tax returns, arguably, appreciation gain should

never be taxed because the group should be viewed as a single entity.324   Furthermore, in the integrated
transaction, both transactions are being analyzed together, therefore appreciation gain should not exist and

the parent should be deemed the actual acquirer, at least for purposes of this rule.325   The following statutory

language would provide an appropriate solution to the zero basis problem:326 

1. Section 1032 is amended to read as follows (insert new matter in italics):
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SEC. 1032. EXCHANGE OF STOCK FOR PROPERTY

(a) NONRECOGNITION OF GAIN OR LOSS—

(1) No gain or loss shall be recognized to a corporation on the receipt of money or other property in
exchange for stock (including treasury stock) of such corporation. No gain or loss shall be recognized
by a corporation with respect to any lapse or acquisition of an option to buy or sell its stock (including
treasury stock).

(2) No gain or loss shall be recognized by a corporation on the receipt of money or other property
or services in exchange for stock (including treasury stock) in another corporation (the owning
corporation) which owns stock in the corporation to the extent the owning corporation stock was
received in a carryover basis transaction and such stock was exchanged in an integrated transaction
with the carryover basis transaction.

(b) DEFINITIONS—

(1) CARRYOVER BASIS TRANSACTION—A transaction wherein the transferor's basis in the property
received is determined by the transferor's basis in the stock given up and the transferee's basis in the
stock received is determined by the basis in the stock received.

(2) INTEGRATED TRANSACTION—A transaction is an integrated transaction if it is pursuant to a single
plan or arrangement which includes a carryover basis transaction to which this section applies.

2. Section 362 is amended to read as follows (insert new matter in italics):

SEC. 362. BASIS TO CORPORATIONS.

(c) STOCK ACQUIRED IN CARRYOVER BASIS TRANSACTION.—

(1) If a corporation acquires stock from a corporation (referred to in this section as the owning corporation)
that owns stock in such corporation (or in connection with the transfer owns stock in such corporation)
in a carryover basis transaction, then

(A) the basis of such stock is determined by treating the corporation as though it acquired such
stock for cash equal to the value of such stock on the date of the carryover basis transaction,
and

(B) the basis of the stock received by the owning corporation is determined by treating the
owning corporation as though it acquired such stock for cash in an amount equal to the value
of the stock.

(2) If a corporation acquires stock in a carryover basis transaction from the owning corporation (or in
connection with the transfer owns stock in such corporation) and such stock was exchanged for
property in a integrated transaction with the carryover basis transaction, then

(A) the basis of such property to the corporation will be determined by treating the owning
corporation as having acquired the property for its stock and contributing the property to the
corporation, and

(B) the basis of the stock received by the owning corporation will be determined by treating the
owning corporation as having acquired the property in exchange for its stock and contributing
the property to the corporation in exchange for such corporation's stock.

(d) DEFINITIONS—

(1) CARRYOVER BASIS TRANSACTION DEFINED—A transaction wherein the transferor's basis in the
property received is determined by the transferor's basis in the stock given up and the transferee's
basis in the stock received is determined by the basis in the stock received.

(2) INTEGRATED TRANSACTION—A transaction is an integrated transaction if it is pursuant to a single
plan or arrangement which includes a carryover basis transaction to which this section applies.

2a. (renumber paragraph (c) as paragraph (e))
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(e) SPECIAL RULE FOR CERTAIN CONTRIBUTIONS TO CAPITAL—

3. Section 721 is amended to read as follows (insert new matter in italics):

SEC. 721. NONRECOGNITION OF GAIN OR LOSS ON CONTRIBUTION

(a) GENERAL RULE

(1) No gain or loss shall be recognized to a partnership or to any of its partners

(A) in the case of a contribution of property to the partnership in exchange for an interest in the
partnership

or
(B) in the case of a contribution by a corporation of its own stock to the partnership in exchange

for an interest in the partnership.

4. Section 722 is amended to read as follows (insert new matter in italics):

SEC. 722. BASIS OF CONTRIBUTING PARTNER'S INTEREST.

(a) CONTRIBUTION OF PROPERTY FOR PARTNERSHIP INTEREST.—The basis of an interest in a
partnership acquired by a contribution of property, including money, to the partnership shall be the amount of
such money and the adjusted basis of such property to the contributing partner at the time of the contribution
increased by the amount (if any) of gain recognized under Section 721(b) to the contributing partner at such
time.

(b) CONTRIBUTION OF STOCK FOR PARTNERSHIP INTEREST.—If a corporation contributes its stock to a
partnership in an exchange qualifying under section 721(a)

(1) the corporation's basis in the partnership is determined by treating the corporation as though it
acquired such partnership interest for cash in an amount equal to the value of its stock.

(2) if the partnership exchanges such stock for property in a integrated transaction with the section 721(a)
transaction then the basis, for purposes of this subchapter, of the partnership interest to the corporation
shall be determined by treating the corporation as having acquired the property for its stock and
contributing the property to the partnership in exchange for its partnership interest.

(c) INTEGRATED TRANSACTION—A transaction is an integrated transaction if it is pursuant to a single plan or
arrangement which includes a carryover basis transaction to which this section applies.

5. Section 723 is amended to read as follows (insert new matter in italics):

SEC. 723. BASIS OF PROPERTY CONTRIBUTED TO PARTNERSHIP.

(a) CONTRIBUTION OF PROPERTY FOR PARTNERSHIP INTEREST.—The basis of property contributed to a
partnership by a partner shall be the adjusted basis of such property to the contributing partner at the time of the
contribution increased by the amount (if any) of gain recognized under section 721(b) to the contributing partner
at such time.

(b) CONTRIBUTION OF STOCK FOR PARTNERSHIP INTEREST.—If a corporation contributes its stock to a
partnership in exchange qualifying under section 721(a)

(1) the basis of such stock is determined by treating the partnership as though it acquired such stock for
cash equal to the value of such stock on the date of the contribution, or

(2) if the partnership exchanges such stock for property in a integrated transaction with the section
721(a) transaction then the basis of the property to the partnership shall be determined by treating
the corporation as having acquired the property for its stock and contributing the property to the
partnership.

(c) INTEGRATED TRANSACTION—A transaction is an integrated transaction if it is pursuant to a single plan or
arrangement which includes a carryover basis transaction to which this section applies.
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6. Section 423 is amended to read as follows (insert new matter in italics):

(d) NONRECOGNITION OF GAIN OR LOSS ON CONTRIBUTION OF EMPLOYER SECURITIES TO
EMPLOYEE STOCK OWNERSHIP PLAN—No gain or loss shall be recognized to the taxpayer with respect to
the transfer of employer securities to an employee stock ownership plan maintained by the taxpayer.

The proposed statutory language should result in nonrecognition of any artificial gain; i.e., only gain accrued
to the transferor will be preserved and recognized by the transferee. Proposed new Section 1032(c) provides
for elimination of any gain that would otherwise not be recognized by the issuing corporation. The rule should
eliminate the zero basis gain in all contexts, including issuance of stock for services. The statute should apply
to taxable and nontaxable transactions wherein a subsidiary transfers stock of its parent corporation which it
had previously received in a carryover basis transaction, but only if the two transfers are part of the same overall
transaction. The carryover basis transaction requirement provides sufficient safeguards to the identity of the
parent or controlling shareholder and subsidiary. The integration requirement supports the total elimination of
any gain; since the transactions are treated as one, and since the parent is protected under Section 1032, the
subsidiary should be protected as well. However, a subsidiary is not protected if the subsequent transfer is not
integrated with the carryover basis transaction. Accordingly, the subsidiary will recognize gain on a subsequent,
unrelated transaction. Similarly, the parent would recognize gain on a disposition of the subsidiary stock.

However, in computing such gain, new Section 362(c) is added to provide that the subsidiary and the parent
will recognize only appreciation gain in a nonintegrated transaction. In an integrated transaction, neither the
subsidiary nor the parent will recognize gain—both will essentially acquire cost basis in their holdings. Otherwise,
if the parent is not given a step-up in its basis in the property received, then it would effectively recognize the

artificial gain on the sale of the subsidiary.327 

A similar nonrecognition and basis paradigm is proposed for the partnership context; this would need to
be extended to any other area of the tax law where a transfer of stock could result in a zero basis problem
attributable to a carryover basis transaction. Furthermore, a rule is proposed for Employee Stock Ownership
Plans that would mirror the nonrecognition rule provided in Section 409(m) for Tax Credit Employee Stock
Ownership Plans.

By defining the rule as to only apply to corporate stock contributed by the issuer, the rule does not offend

Congress' mandate for General Utilities repeal.328   At the same time, the purpose and spirit of Section 1032

are not violated.329   For example, the use of partnerships, i.e., May Department Stores transaction, to distribute
appreciated property from corporate solution would still be subject to tax consequences in accordance with
Notice 89-37 and Prop. Reg. § 1.337(d)-3, because, in such transaction, the stock was not contributed by the
issuing corporation. Similarly, corporate inversion transactions currently under study by Treasury, and corporate
combination transactions previously under study and now under the no-rule policy of the Service for purportedly
eliminating gain on intercorporate shareholding, are not implicated by the proposals for remedying the zero basis

problem.330   In corporate inversions and corporate combinations, disposition of the stock by the transferor would
not give rise to tax consequences, as the disposition would not be protected under Section 1032. However,
subsequent to the inversion or combination, Section 1032 would apply. In contrast, tax consequences resulting
from the zero basis problem are invoked subsequent to the carryover basis transaction. The original transferor
would be protected under Section 1032. In other words, the inversion and combination transactions has the
effect of converting a transaction from taxable to nontaxable. In contrast, the zero basis problem has the effect of
converting a nontaxable transaction to a taxable one.

Another way to approach the problem is to provide a new basis provision that applies for all parts of the Code
where a corporation transfers its stock in a carryover basis transaction. This could be accomplished in the
general basis provisions of the Code; however, the authority for the nonrecognition treatment is not that an
issuer has a cost basis in its own equity, rather the hypothesis is a reconciliation with Section 1032 (i.e., identity
of interests and identity in economics).
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Zero Basis Proposal in the Debt Context

In the debt context, the zero basis problem can be eliminated by treating the debt as cash equivalent. Treating
the debt as equivalent to cash is not new to the tax law—Crane and Tufts provide for such a rule in the context
of taxable transactions. Furthermore, the rationale for not elevating form over substance is equally clear in
this context. The economics of issuing debt to the subsidiary or, instead, first issuing debt to a third party and
then contributing the cash to the subsidiary are virtually identical (moreover, a parent can borrow money from
a subsidiary in the ordinary course of business). A theory that taxes these two situations differently (i.e., the
zero basis theory) is a problem that must be eliminated. Furthermore, support for elimination of the zero basis

problem is found in the consensus among the bar,331   albeit not the Service or the judiciary. However, it would
appear that the judiciary would support a rule with proper safeguards that disregards the debt if such debt is not

bona fide.332 

Therefore, the rule should take the same form as the equity rule; i.e., recasting if integrated, cash purchase

fiction if not, and without a control test. However, because of potential abuse in creating debt333   an anti-abuse
type rule should be included that ties in substance over form principles as it relates to the bona fides of the debt

instrument.334 

The cash equivalence approach as applied in recognition transactions provides support for a broad rule
essentially treating the debt as cash equivalent for all basis purposes. The following statutory language would
solve the problem:

7. The following new Section 1039 is added

SEC. 1039. EXCHANGE OF DEBT OBLIGATION FOR PROPERTY IN A CARRYOVER BASIS TRANSACTION

(a) NONRECOGNITION OF GAIN OR LOSS TO THE ISSUER— No gain or loss shall be recognized on the
receipt of stock in exchange for a debt instrument from the issuer of the debt instrument to the extent such stock
was received in a carryover basis transaction.

(b) DEFINITIONS—CARRYOVER BASIS TRANSACTION DEFINED—

(1) A transaction wherein basis to the transferee is determined by the basis in the property exchanged by
the transferor and where basis to the transferor is determined by the basis in the property exchanged

by the transferor. 335 

(2) DEBT INSTRUMENT DEFINED—A debt instrument means a bond, debenture, note, or certificate or
other evidence of indebtedness. A debt instrument does not include an instrument otherwise treated as
equity for tax purposes under section 385 and general principles of tax law.

8. The following new Section 1010 is added to Part II—BASIS RULES OF GENERAL APPLICATION

SEC. 1010. BASIS TO ISSUER AND HOLDER OF DEBT ACQUIRED IN A CARRYOVER BASIS
TRANSACTION.

(a) BASIS TO HOLDER.—

(1) The basis of a debt instrument acquired in a carryover basis transaction from the issuer of the
instrument ("a carryover debt instrument"), is determined by treating the holder as though it acquired
the carryover debt instrument for cash equal to the adjusted issue price (as determined under section
1274) of the carryover debt instrument on the date of the carryover basis transaction.

(2) If the instrument is exchanged for property in a transaction integrated with the carryover basis
transaction then the basis of such property will be determined by treating the issuer of the instrument
as having acquired the property for the instrument and contributing the property to the former holder of
the instrument.

(b) BASIS TO ISSUER—
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(1) The basis of property received in a carryover basis transaction in exchange for an instrument from
the issuer is determined by treating the issuer as though it acquired the property in exchange for cash
equal to the adjusted issue price (as determined under section 1274) of the instrument on the date of
the carryover basis transaction.

(2) If the instrument is exchanged for property in a transaction integrated with the carryover basis
transaction then the basis of the property received in the carryover basis transaction will be determined
by treating the issuer of the instrument as having acquired such property for the instrument and
contributing the property to the former holder of the instrument in exchange for the property received in
the carryover basis transaction.

(c) DEFINITIONS—

(1) CARRYOVER BASIS TRANSACTION DEFINED—A transaction wherein basis to the transferee is
determined by the basis in the property exchanged by the transferor and where basis to the transferor

is determined by the basis in the property exchanged by the transferor. 336 

(2) INTEGRATED TRANSACTION DEFINED—A transaction is an integrated transaction if it is pursuant to
a single plan or arrangement which includes a carryover basis transaction to which this section applies.

(3) DEBT INSTRUMENT DEFINED—A debt instrument means a bond, debenture, note, or certificate or
other evidence of indebtedness. A debt instrument does not include an instrument otherwise treated as
equity for tax purposes under section 385 and general principles of tax law.

The proposed statutory language should eliminate the zero basis problem. The rule gives increased recognition
to the exchange (i.e., whether the exchange is apart from or integrated with another transaction) by eliminating
all potential artificial gain up to the point of issuance of the debt. The reference to a carryover basis transaction
is needed to retain the identity of the parties and avoid pure accommodation parties. However, limiting the rule
to an arbitrary control percentage seems too restrictive and avoids resolving the zero basis problem when the
economics and realities are such that inconsistency and inequity would be evident. Carryover basis transactions
to which the problem applies include Section 351 transactions, contributions of capital, partnership contributions,
and gifts, to name a few. Because basis is determined by the issue price under the original issue discount rules,
if face exceeds the issue price the economics will not suffer. Finally, to insure the bona fides to the debt, Section
1010(c)(3) references Section 385 and the analysis involved in determining debt versus equity.

PART V: CONCLUSION

The zero basis theory has been assailed by both the government and practitioners.337   Although the problem
is one that can be avoided by those who can identify or are aware of the problem, the avoidance techniques

provide no real substance or economics to the transaction.338   Instead, requiring such steps to be undertaken
elevates form over substance beyond any justifiable reasons. Although one would be hard pressed to identify a
specific Code provision or regulation providing for the zero basis rule, it does exist in the course of rulings and

case law.339   And, when one is faced with reading the basis provisions of Sections 1012, 358(e) and 362, one

is left with uncertainty in this area.340   Treasury has recognized the problem and has attempted to provide some

relief through regulations.341   Although certainly a step in the right direction, and commendable as far as they

go, those attempts fall far short from dealing effectively with the problem.342   The Service conceivably could
remedy the problem through comprehensive regulations, but has thus far refused to do so. Because of the wide
application to taxable and nontaxable transactions and transactions in equity and debt, congressional action is

needed to effectively eliminate the problem.343 

In the equity context, technical support for eliminating the problem is provided in the cornerstone provision
of Section 1032. Section 1032 provides that no gain or loss shall be recognized by a corporation on dealings
in its stock. However, gain from the zero basis problem is the same gain that Section 1032 was intended to
eliminate, i.e., the gain inherent in the corporation's stock. Moreover, the zero basis problem arises as a result of
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carryover basis transactions, i.e., pursuant to a contribution to another corporation, contribution to a partnership,
or contribution to an employee trust, transactions which from a policy standpoint should merely defer, not create,
gain.

In the debt context, it is bedrock tax principles that allow for debt to sustain basis in property acquired.344  

Furthermore, gain is never recognized when one receives consideration for issuing debt 345   (assuming the debt
will be paid and COD is not applicable) nor is one taxed on repayment of the proceeds or other value provided

to the issuer in exchange for the debt.346   However, pursuant to carryover basis transactions, this type of gain
is created through the zero basis problem. As a result, the debtor may recognize gain at the time the debt is
issued (e.g., as a result of Section 357(c) in a Section 351 transaction) or the creditor may recognize gain upon
repayment by the debtor on a zero basis note or upon sale of a zero basis note, notwithstanding that the creditor
has provided consideration in exchange for the note (i.e., the assumption of a liability in Section 351 transaction).

Just as problematic are the so-called collateral tax consequences associated with the zero basis problem. The
issuer of the equity or debt receives a zero basis equity interest, essentially, representing its equity or debt
contributed in the carryover basis transaction. For there to be gain created to the issuer is in direct conflict with

Section 1032 and well settled tax principles.347 

The proposals set forth in this paper for remedying the zero basis problem attempt to cure the problem in the
broadest possible sense. Trying to limit the remedy will result in the same problems posed by the regulations
promulgated by the Treasury in Reg. § § 1.1032-2 and 1.1502-13(f)(6), which are of no use to many taxpayers
in a wide variety of contexts. The internal safeguard presented, i.e., the carryover basis transaction, allows for a
broad equity rule. Furthermore, a rule which provides for analysis of whether the debt is bona fide, allows for the
debt rule to be broad.

The zero basis problem is alive and continues to be invoked in case law, rulings, and regulations; however, when
one reviews its origins, its application, and its effect, the conclusion should be that it is not well and it should be
cured.

Nonexempt Employees' Trusts

Newly proposed regulations address the application of grantor trust rules to nonexempt employees' trusts
(Proposed amendments to Reg. §§ 1.671-1 and 1.671-2, and adding Reg. § 1.1297-4). The proposals would
clarify that grantor trust rules generally do not apply to domestic nonexempt employees' trusts. They would also
clarify the interaction among the grantor trust rules, the rules generally governing the taxation of nondeferred
compensation arrangements, and the antideferral rules for U.S. persons holding interests in foreign entities.

Footnotes

*  The author is very grateful to James L. Dahlberg for his many insightful comments on drafts of this article.
1  For a detailed analysis of the important role of basis in the tax law, see Cummings, Jr., "The Silent Policies

of Conservation and Cloning of Tax Basis and Their Corporate Applications," 48 Tax L. Rev. 113 (1992);
see generally Boris I. Bittker and Lawrence Lokken, FEDERAL TAXATION OF INCOME ESTATES AND GIFTS, at ¶
41.1 (2d ed. 1990).

2  Section references are to the Internal Revenue Code of 1986, as amended, and the regulations
promulgated thereunder, unless otherwise indicated.

The basis rules of the Code are, generally, found under Sections 1011, 1012, and 1016. Special basis
rules, generally applicable in nonrecognition transactions, are found throughout the Code, e.g., Sections
307(a), 358, 362, 723, 1015, 1033(b), 1034(e), 1041(b), et. seq. For a list of the various basis provisions
see Bittker and Lokken, supra, note 1, at ¶ 41.6.
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3  See Cummings, supra, note 1 (basis, generally, is both the historic record of the cost and adjustments to
the particular piece of property as well as the historic record of the property owner's income. This basis
record functions to prevent the double taxation of the same income reflected in the property's cost, by
offsetting the amount realized when the owner disposes of the property and by supporting depreciation
deductions.); Kohl, "The Identification Theory of Basis," 40 Tax L. Rev. 623, 630 (1985) (put simply, basis
is the means for keeping tax-exempt amounts inherent in property); American Bar Association, Committees
on Sales, Exchanges and Basis and Corporate Stockholder Relationships, "Proposed Amendment to Tax
Section Recommendation No. 1978-12," 31 Tax Law. 1487, 1494 (1978) (basis is a tax accounting concept
intended to prevent the double counting or overlooking of income items); see also Bittker and Lokken,
supra, note 1 (On a sale of property, gain or loss is the difference between the amount realized and the
taxpayer's adjusted basis for the property. This fundamental principle, embodied in Section 1001(a),
permits the taxpayer's investment to be recovered tax free before he is charged with gain on the sale;
conversely, the transaction generates a loss if the amount realized is less than the taxpayer's investment);
Jacob Mertens, Jr., LAW OF FEDERAL INCOME TAXATION, §21.01 at 11 (1988) (the concept of basis prevents
double taxation of income by identifying amounts that have already been taxed or are exempt from tax).

Basis is an amount assigned to an asset for income tax purposes. It is a term used in accounting,
especially in tax accounting, to describe the value assigned to an asset for the purpose of determining gain
(or loss) on the sale or transfer or in determining value in the hands of a donee. BLACK'S LAW DICTIONARY at
151, 152 (6th ed. 1990).

4  See e.g., Sections 1011 and 168.
5  See e.g., Sections 1011 and 1001.
6  Basis rules first appeared in the tax law in the Revenue Act of 1921 (§202(a)); it can also be found in the

Act of 1928 (§ 113(a)); 26 U.S.C.A. Int. Rev. Acts, page 380.
7  The lack of stability is due to the inconsistency in which the rule is applied. See infra text accompanying

notes 252-308.
8  See, e.g., Shop Talk, "Zero Basis Dilemma for Rabbi Trusts of Affiliated Companies," 80 J. Tax'n 317

(1994); Cummings, supra, note 1; Barton, "Economic Fables/Tax-Related Foibles: On the ‘Cost’ of
Promissory Notes, Guarantees, Contingent Liabilities and Nonrecourse Loans," 45 Tax L. Rev. 471 (1990);
Manning, "The Issuer's Paper: Property or What? Zero Basis and Other Income Tax Mysteries," 39 Tax
L. Rev. 59 (1984); Banoff, "How IRS' New Zero-Basis Approach Will Affect Corporate Tax Planning," 42
J. Tax'n 96 (1975) (the fact that [dealing with zero basis] is now necessary is unfortunate, considering the
limited justification for the Service's position); Sheldon I. Banoff, Comment, "The Zero Basis Dilemma in
Nonqualifying Triangular Acquisitions," 41 U. Chi. L. Rev. 92 (1973) (hereinafter "Comment"); NYSBA,
Public Comments, "NYSBA Says Regs Providing Single-Entity Treatment for Some Intercompany
Transactions Treat Gains and Loses Asymmetrically," HIGHLIGHTS & DOCUMENTS at 1419 (Feb. 1, 1996);
Bauer, "Zero Basis Opponent Puts in His Two Cents," 65 Tax Notes 129 (Oct. 1994); Brewer, "Revenge
of the Zero Basis Hoax," 64 Tax Notes 1615 (Sept. 1994); Fleming, "A Second Look at the Zero Basis
Hoax," 64 Tax Notes 811 (Aug. 1994); Brewer, "The Zero Basis Hoax," 63 Tax Notes 457 (Apr. 1994);
Javaras, "Javaras Suggests Using Consolidated Return Regulations to Eliminate Zero Basis Problem,"
HIGHLIGHTS & DOCUMENTS at 1478 (Aug. 7, 1990) (it would appear that the proposed regulations furnish an
appropriate theoretical and procedural jumping off point to take a first step in eliminating the nagging zero
basis problem in a consolidated return context.)

9  See CCH IRS LETTER RULINGS REPORT NO. 992, Mar. 6, 1996, LTR 9609010 (Mar. 1, 1996). See, generally,
Joseph A. Quattrochi, FEDERAL TAX RESEARCH 74 (Harcourt Brace Jovanovich, 1982) ("a private letter
ruling is binding on IRS personnel only with respect to the particular transaction described in the ruling");
Mitchell Rogovin, "The Four R's: Regulations, Rulings, Reliance, and Retroactivity—A View From Within,"
¶ 5980.0152 (CCH INCORPORATED, 1987) ("A [private] letter ruling is a written statement issued to
a taxpayer by the Office of Assistant Commissioner (Technical) in the National Office which interprets
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and applies the tax laws to a specific set of facts. Although the rulings program directly affects only a
comparatively small percentage of taxpayers, it has a broad impact on our national economy and on proper
and reasonable tax administration … [L]etter rulings constitute an interpretation of the Code with respect to
a particular state of facts … [and] differ from regulations which are defined as statements of general policy
or interpretation formulated and adopted by the agency for guidance of the public").

10  See Reg. § 1.1032-2; Reg. § 1.1502-13(f)(6). See, generally, Rogovin, supra, note 9 ("Regulations are the
most authoritative source for determining the meaning of the IRC. They are binding upon the IRS and are
written to provide taxpayers with general guidance in planning a prospective transaction.")

11  Peracchi v. Com., CCH Dec. 51,503(M), TC Memo 1996-191, Filed April 22, 1996; see Gemini Twin Fund
III v. Com., CCH Dec. 47,462(M), 62 TCM 104 (1991); Lessinger v. Com., CCH Dec. 42,489, 85 TC 824
(1985), revd. 89-1 USTC ¶ 9254, 872 F2d 519 (CA-2); Oden v. Com., CCH Dec. 37,836(M), 41 TCM 1285
(1981), affd. in an unpublished opinion (CA-4 1982); Alderman v. Com., CCH Dec. 30,611, 55 TC 662
(1971); see also Smith v. Com., CCH Dec. 42,096, 84 TC 889 (1985), affd. 805 F2d 1073 (D.C. Cir. 1986);
Christopher v. Com., CCH Dec. 41,379(M), 48 TCM 663 (1984).

12  See Rev. Rul. 74-530, 1974-2 CB 117; Rev. Rul. 68-629, 1968-2 CB 54; Alderman, supra, note 11; but
see Lessinger v. Com., 89-1 USTC ¶ 9254, 872 F2d 519, revg. 85 TC 824 (1985). See also American Bar
Association, supra, note 3, at 1490.

13  A commentator has included this transaction in the broader subgroup of "affiliate acquisitions." See
Canellos, "Acquisition of Issuer Securities by a Controlled Entity: Peter Pan Seafoods, May Department
Stores, and McDermott," 45 Tax Law. 1 (1991).

For purposes of this paper, a "carryover basis transaction" refers to a tax-free transaction wherein the
transferor's basis in property received is determined by the transferor's basis in the stock or note given up
and the transferee's basis is determined by the transferor's basis in the stock or note received. Carryover
basis transaction is not used to refer to a transaction wherein the inside basis in the corporation's assets
carry over, as compared to a taxable asset transaction wherein the corporation's assets would reflect a
basis equal to the purchase price for the assets, pursuant to Section 1012. See e.g., Ginsburg and Levin,
MERGERS ACQUISITIONS AND BUYOUTS, ¶ 101 (Little, Brown and Gompany, July 1995).

14  IRC Sec. 1032 and Reg. § 1.1002-1(d), respectively, effectively provide basis for stock; Crane v. Com.,
47-1 USTC ¶9217, 331 US 1 (1947), provides basis for debt. Zero basis problems do not arise in taxable
transactions because Reg. § 1.1032-1(d) provides that for basis of property acquired by a corporation in
a transaction to which Section 1032 applies but which does not qualify under any other non-recognition
provision, see Section 1012 (i.e., cost basis). Accordingly, the transferee will receive a cost basis in the
stock of the transferor corporation.

15  See e.g., IRC Secs. 362 and 722.
16  See e.g., Rev. Rul. 74-503, 1974-2 CB 117; Rev. Rul. 68-629, 1968-2 CB 154; Reg. § 1.1032-2(c);

International Freighting Corp. v. Com., 43-1 USTC ¶ 9334, 135 F2d 310 (CA-2), affg. CCH Dec. 12,168, 45
BTA 716 (1941); cf. Rev. Rul. 57-278, 1957-1 CB 124.

The zero basis problem is equally implicated whenever the transfer of parent stock to a subsidiary is not
part of an integrated plan whereby the subsidiary will use the parent's stock to acquire property; that is, in
either a nonintegrated reorganization or a taxable acquisition. See generally, American Bar Association,
supra, note 3, at 1491. (The ABA report seems to conclude that the subsidiary would not be taxed in a
nonintegrated reorganization. However, a contrary result is provided in recently issued Reg. § 1.1032-2(c).
Furthermore, the report considers the different basis consequences to the parent corporation in integrated
reorganizations. These basis issues in the context of integrated tax-free reorganizations have been
resolved by recently issued Reg. § 1.358-2).

17  For example: Assume a corporation's stock is traded at $72 on 1/1/96, and the corporation transfers 100
shares of its stock to a subsidiary as a contribution to capital or in a Section 351 transaction. Further,
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assume that on 1/10/96 the subsidiary uses the stock in a unrelated transaction (i.e., for financing, for the
purchase of property, or as funding for a trust) and on such date the stock is trading at $75.

Pursuant to the zero basis theory, the subsidiary will recognize gain on the $3 appreciation during the
nine-day period plus $72 gain representing the value of the stock at the time of the original transfer. If
the original transferor had used its stock for the same purpose, no gain would have been recognized and
it could have transferred the consideration received to the subsidiary without a tax cost. Moreover, in a
subsequent taxable transfer of the property, the subsidiary would only be taxed on the appreciation gain.

See also American Bar Association, supra, note 3 at 1489 (in the context of a contribution of stock by a
parent corporation to its subsidiary—the report recommended a fair market value basis to a corporation in
its own stock—subsequent dispositions by [the parent or the subsidiary] of the stock of the other would thus
normally produce gain or loss only to the extent the stock disposed of had appreciated or depreciated in
value following the date of its acquisition.) Cf. Reg. § 1.1502-13(f)(6), which provides a limited exception in
the consolidated return area. See infra text accompanying notes 118-123, 284-292.

18  See IRC Sec. 1032; Crane, supra, note 14.
19  Assuming the issuance was in a taxable transaction so that Reg. § 1.1032-1(d) and Section 1012 would

provide for cost basis rules. See supra, note 14.
20  This is because the zero basis rule only applies to the transfer of a taxpayer's stock or note; the rule does

not apply to the transfer of property.
21  See supra, note 14; American Bar Association, supra, note 3.
22  G.C.M. 34581 (Aug. 20, 1971); see infra text accompanying notes 44-45; American Bar Association, supra,

note 3, at 1490.
23  Patent corporation is defined as a company owning more than 50% of the voting shares, or otherwise a

controlling interest, of another company, called the subsidiary. BLACK'S LAW DICTIONARY at 1114 (6th ed.
1990) [emphasis added]. It is in this manner that the term is being used throughout this paper. Reference
is not to be made to Section 1504 or other parts of the Code where that term is used. A commentator has
suggested that the analysis should be made to subsidiaries as defined as entities in which the issuer has
direct or indirect voting control. See Canellos, supra, note 13.

24  The asset value of the subsidiary is the value of the parent stock. Therefore, gain recognized by the
parent on the sale of the subsidiary stock is effectively recognition of gain on its own stock; an otherwise
nontaxable transaction under Section 1032.

25  To the extent the subsidiary has no earnings and profits, the parent would recognize gain under Section
301(c)(3).

26  For a detailed discussion of the history of Section 1032, see Michael L. Schler, "Exploring the Boundaries
of Section 1032," 49 Tax Law. 543 (1996). Section 1032 was first enacted in the Internal Revenue Code
of 1954. The prior authority was in case law and regulations. It was clear that a corporation recognized no
gain or loss on the initial issuance of stock, even if the sale price was more or less than the par value of the
stock. Regs. 33, Articles 97-98 (1918).

27  This part of the statute was added by the IRC of 1954. The legislative history states that the reason for this
provision was as follows: Section 1032, relating to the exchange by a corporation of its stock for property,
has no counterpart under the 1939 Code. Under present law, whether the disposition by a corporation
of shares of its own capital stock gives rise to taxable gain or deductible loss depends, under certain
decisions, upon whether the transaction constitutes the dealing by a corporation in its own shares which
is to be ascertained from all of the facts and circumstances. The purpose of this section is to remove the
uncertainties of present law. [H.R. Rep. No. 1337, 83d Cong., 2d Sess. 268 (1954).]

One ambiguity that existed was whether the section covered stock issued for services or stock solely for
property. See Note, "Treasury Stock and Section 1032," 23 Geo. Wash. L. Rev. 558 (1955); Kirkpatrick,
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"Tax Consequences of a Corporation Dealing in its own Stock," Tul. Thirteenth Ann. Tax Inst. 85 (1964).
The ambiguity was resolved in regulations and revenue rulings stating that Section 1032 covers stock
issued for services. Reg. § 1.1032-1(a); Rev. Rul. 62-217, 1962-2 CB 59.

28  This sentence was added to the statute in the Tax Reform Act of 1984. The conference report describes
this provision to mean that "a corporation does not recognize gain or loss on any lapse or repurchase of
a warrant it issued to acquire from it shares of its own stock." H.R. Conf. Rep. No. 98-861, 98th Cong., 2d
Sess., at 827-28 (1984), 1984-3 CB at 81. See also Schler, supra, note 26, at note 26.

29  Treasury stock has been defined as shares issued and then reacquired and held by the issuing corporation.
See e.g., Comment, supra, note 8, at note 42.

30  See supra, note 26.
31  1974-2 CB 117.
32  S. Rep. No. 1622, at page 252.
33  Firestone Tire & Rubber Company v. Com., CCH Dec. 13,520, 2 TC 827 (1943).
34  Id. at 830.
35  Id. at 829.
36  See generally Comment, supra, note 8, at note 43.
37  Typically, the basis in the exchange is determined by the basis of the property in the hands of the

transferor, i.e., ExistingCo (see Sections 358(a), 362(a)). However, Section 358(e) provides that Section
358(a) does not apply to property acquired by a corporation by the exchange of its stock as consideration
in whole or in part for the transfer of property to it. And Reg. § 1.1032-1(d) provides that for basis of
property acquired by a corporation in connection with a transaction to which Section 351 applies * * *
see Section 362. Moreover, Section 362(a) provides that the basis to a corporation of property acquired
in a Section 351 transaction will be the same as it would be in the hands of the transferor. Accordingly,
the basis of the newly issued stock of Newco received by ExistingCo was determined by its basis to
Newco immediately prior to the exchange. The basis in the treasury stock was determined by its basis to
ExistingCo immediately prior to the exchange—the zero basis analysis.

38  See Shop Talk, "More on Transfer of Zero Basis in Stock to ESOP," 64 J. Tax'n 320 (1986) (the so-called
zero basis dilemma arises from the Service's position in Rev. Rul. 74-503); Comment, supra, note 8 (prior
to Rev. Rul. 74-503, the zero basis theory had remained just that—a theory); American Bar Association,
supra, note 3, at 1493 (several reasons require abandonment of the zero basis concept set forth in Rev.
Rul. 74-503); NYSBA, supra, note 8 (the zero basis problem arises because S is viewed as taking a zero
basis in P stock contributed by P or acquired from P in a Section 351 exchange. See Rev. Rul. 74-503);
see also Canellos, supra, note 13 (the law and lore surrounding the zero basis problem also reflects
confusion as to the appropriate tax rules to apply to affiliate acquisitions, Rev. Rul. 74-503); Javaras, supra,
note 8 (simply stated, under Section 362, the IRS has traditionally believed that a transferor's basis for its
own stock or notes is zero so that the transferee also takes a zero basis where such stock or notes are
transferred to it in a Section 351 transaction or capital contribution. See e.g., Rev. Rul. 74-503).

39  See G.C.M. 34581 (Aug. 20, 1971); G.C.M. 34994 (Aug. 17, 1972); but see G.C.M. 39067 (Nov. 23, 1983)
(G.C.M.s 34581 and 34994 are revoked).

40  BASIS CONSEQUENCES, T:I:R:1.
41  Dates are provided in order to appreciate the time duration in which the zero basis problem has existed.
42  Interestingly, it was suggested that Section 351 was the one section that applied in all the triangular

transactions, taxable or nontaxable, where there is a basis problem and, therefore, it might be an
appropriate place for the proposed regulations.

43  At the outset of the conference, the Deputy Tax Legislative Counsel stated that it was unlikely legislation
can be secured in the near future to solve the zero basis problem or the problems arising under
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Section 368(a)(2)(E). Therefore, he said he wished to discuss whether the problems could be handled
administratively or by the promulgation of regulations.

44  The memorandum questioned whether, under Section 362(a), the basis of such stock to the parent should
be increased by the carried-over basis of the acquired property in a nontaxable acquisition (see IRC Sec.
362(b)) and by the fair market value of the parent's stock used in the acquisition if the acquisition is taxable.

45  This concern is similar to the concern in the partnership and S corporation areas, wherein the partner or
shareholder adjusts basis for nontaxable income or loss. See IRC Sec. 705(a)(1)(B); IRC Sec. 1367(a)
(1)(A); Rev. Rul. 96-11, I.R.B. 1996-4 (adjustments must be made to reflect certain nontaxable events.
[W]ithout a basis adjustment, the partner could recognize gain with respect to the [nontaxable] income).
Moreover, pre-disposition distributions could result in gain under Section 301(c)(3) where the distributions
exceed the earnings and profits of the subsidiary. See American Bar Association, supra, note 3, at 1493.

46  Note that Section 311(b), which triggers recognition of gain on the distribution of appreciated property,
specifically does not apply to the distribution of a corporation's own debt obligation.

47  A representative from Assistant Commissioner (Technical) responded indicating that its office and the office
of Chief Counsel were basically in agreement on the zero basis result. Chief Counsel Interpretive Division
responded, with respect to Reg. § 1.301-1(d), that the Technical memorandum underlying that regulation
makes it clear the draftsmen believed that, without a specific fair market value rule for stock distributions,
the amount of the distribution would be zero. The regulation provides an exception to the normal lower of
basis or fair market value rule in Section 301(d)(2). The representatives from Chief Counsel and Technical
indicated that they would look into the Section 83 regulations to see how they affected the zero basis
problem.

48  See supra text accompanying notes 44-45.
49  A position advocated by one commentator. See American Bar Association, supra, note 3, at 1495.
50  This result was not finally achieved until the promulgation of Reg. § 1.1032-2 in December 1995 (however

the effect of the regulations is more limited than the remedy set forth in the memorandum). See infra text
accompanying notes 103-111.

51  This is the result in Reg. § 1.358-6, issued in final form on December 21, 1995.
52  An interesting question posited was how the proposed solution would affect the case where a subsidiary

purchases stock of its parent in a transaction which under Section 304 and the existing IRS position would
be treated as a constructive dividend of cash by the subsidiary to the parent, a redemption by the parent,
and a drop-down of zero basis parent stock to the subsidiary. The response was that this was a variation of
the zero basis problem and the general solution should apply.

53  The transaction did not qualify for tax-free treatment because target's shareholders did not receive a
sufficient continuing proprietary interest in parent. See Reg. § 1.368-1(b).

54  In confronting the zero basis problem, the memorandum asked whether a different result is warranted if
parent transfers to subsidiary treasury stock rather than newly-issued stock. (This was the context in which
the zero basis theory was addressed in Rev. Rul. 74-503).

55  The memorandum indicates that a LTR reaching a similar result was issued in this case on Dec. 22, 1970.
56  Note, the G.C.M. disagreed with the proposed ruling because it did not recast the whole transaction in

this manner. Only the transaction which related to the stock transfer was recast. It was decided that the
proposed ruling would not be published. Instead, the Legislative and Regulations Division of the Chief
Counsel's Office would consider the instant proposed ruling as part of their pending [zero basis] project.

57  The only explanation provided was that the matters dealt with in the G.C.M.s were currently under study in
the Legislative and Regulations Division.

58  1970-1 CB 169.
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59  Notwithstanding its impact on the zero basis analysis, the ruling can be attacked in collateral situations,
wherein arguably there are real economic gains or losses and to which presumably the ruling is directed.

60  Section 1001 is a general rule of taxation with uniform application. Reg. § 1.1002-1(b). It applies unless
specific provisions of subtitle A of the Code provide otherwise. See Reg. § 1.1002-1(a), (b) (the exceptions
from [Section 1001] * * * are strictly construed and do not extend beyond the words or the underlying
assumptions and purposes of the exception).

61  Section 1001 provides in pertinent part that gain from the sale or other disposition of property shall be
the excess of the amount realized therefrom over the adjusted basis * * * for determining gain. IRC Sec.
1001(a). The amount realized * * * shall be the sum of any money received plus the fair market value of the
property (other than money) received. IRC Sec. 1001(b). Except as otherwise provided in this subtitle, the
entire amount of gain or loss, determined under this section * * * shall be recognized. IRC Sec. 1001(c).

62  See Banoff, supra, note 8 (Rev. Rul. 70-305, suggests that Rev. Rul. 74-503 can easily be avoided by the
parent's transfer of cash (rather than its stock) to the subsidiary; the latter then could purchase P shares
from any P shareholder. The parent then would get as its basis in S shares it receives an amount equal
to its cash payment; and the subsidiary should get a cost basis in the P stock it purchases [i.e., trap for
the unwary]). See also Rev. Rul. 80-189, 1980-2 CB 106. Furthermore, CCH IRS LETTER RULINGS REPORT
NO. 339, Aug. 31, 1983, LTR 8234081 (May 26, 1982), CCH IRS LETTER RULINGS REPORT NO. 327, June
9, 1983, LTR 8321111 (Feb. 24, 1983), and CCH IRS LETTER RULINGS REPORT NO. 460, Dec. 26, 1985,
LTR 8550022 (Date not given) held that a sale of stock by a parent to its wholly owned subsidiary (which
then disposed of its parent stock) resulted in cost basis to the subsidiary notwithstanding the subsequent
contribution of cash by the parent to the subsidiary. The "purchase" in these rulings was purportedly
designed to avoid the zero basis trap. See Shop Talk, "Using Corporate Partner's Stock as Compensation,"
75 J. Tax'n 396 (Dec. 1991).

63  Crane, supra, note 14; see Canellos, supra, note 13 (while certain of the tax issues implicit in affiliate
acquisitions have been dealt with by statute, judicial interpretation, and administrative action, many others
have not. Moreover, the action taken has often been inconsistent and has not always given full recognition
to the underlying economic realities of the transaction.) It would appear that the Service's inconsistent
position in dealing with the zero basis problem in the context of compensation arrangements is a result of
economic factors. See infra text accompanying notes 164-201.

64  See e.g., Crane, supra, note 14; Com. v. Tufts, 83-1 USTC ¶ 9328, 461 US 300 (1983) (basis of acquired
property includes the encumbrances on that property at acquisition and not merely the taxpayer's out-of-
pocket equity interest in that property). See also Barton, supra, note 8 (a taxpayer is generally considered
to have a basis with respect to any personal indebtedness incurred).

65  IRC Sec. 1001(a).
66  Reg. § 1.1002-1(d).
67  See Cummings, "Zero Basis Hoax or Contingent Debt and Failure of Proof? Sorting Out the Issues in

the Lessinger Case," 2 Fla. Tax Rev. 285, 295 (1994) (issuance of an obligation is not an exchange of
property for property. Even if the obligation is treated as property exchanged for other property, there
is no accession to the obligor's wealth, and thus no income, because the value received is offset by the
obligation to pay.); Bernstein, "Avoiding Zero Basis Problems in Capital Contributions on Debt Obligations,"
50 J. Tax'n 302 (May 1979) (by transferring his note, the maker does not satisfy any obligation; he merely
transfers evidence of his obligation. * * * settled principle [of law] that a credit transaction is not generally
treated as an exchange. * * * arguably, the transfer of a note is a money consideration only [within Reg. §
1.1002-1(d)]); Fleming, supra, note 8 (under settled tax principles [orthodox doctrine] a buyer who acquires
property with seller financing is effectively treated as if she had borrowed the financed amount from the
seller and then paid it to the seller in cash).

68  Section 1012 provides in pertinent part as follows:
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The basis of property shall be the cost of such property, except as otherwise provided in this subchapter
and subchapters C (relating to corporate distributions and adjustments), K (relating to partners and
partnerships), and P (relating to capital gains and losses).

69  See supra, note 37.
70  1968-2 CB 154.
71  See IRC Sec. 1031(d); Reg. § 1.1031(d)-1; Prop. Reg. § 1.453-1(f) (the basis of the like-kind property

under Section 1031(d) will be determined as if the obligation had been satisfied at its face value less any
discount for unstated interest).

72  See Rev. Rul. 68-629, 1968-2 CB 154; see also Lessinger, supra, note 11; Alderman, supra, note 12. But
see Lessinger, supra, note 12.

73  See Bernstein, supra, note 67 (carried to its logical extreme, the rule applies to installment purchases,
loans and other transactions involving the transfer of a taxpayer's notes in exchange for property).

74  The carryover basis transaction can be in the form of a tax-free Section 351 transaction, tax-free Section
721 transaction, tax-free Section 1041 transaction, or any other tax-free transaction where basis is
determined by the transferor's basis in the debt obligation.

75  E.g., the transferor's basis in stock received in a non-taxable Section 351 transfer is zero [Section 358(e)
and Section 362(a)] or a partnership interest in a nontaxable Section 721 transfer is zero [Section 722].

76  Other collateral tax consequences arise to the transferor under Section 357(c) and to the transferee on
receipt of cash payments on the note. Both consequences would be avoided if the transferor had issued
its note for cash in a borrowing transaction and then transferred the cash to the transferee. See e.g.,
Bernstein, supra, note 67, at 303 (rather than confront its adverse ramifications, most practitioners faced
with potential application of the zero basis rule accept its premise without challenge and restructure the
transaction to avoid the rule); citations supra, note 62.

77  S. Rep. No. 398, 68th Cong., 1st Sess., at 17-18 (1924); H.R. Rep. No. 350, 67th Cong., 1st Sess., at 9-10
(1921); see also Rev. Rul. 95-74, I.R.B. 1995-46.

78  Portland Oil v. Com., 40-1 USTC ¶ 9234, 109 F2d 478, 488 (CA-1).
79  1968-2 CB 154; see also Rev. Rul. 81-187, 1981-2 CB 167 (shareholder with no basis in the stock of an S

corporation could not claim a deduction for a loss from the corporation for a year in which the shareholder
issued an unsecured demand promissory note to the corporation because the shareholder had a zero basis
in the note); Rev. Rul. 80-235, 1980-2 CB 229 (the contribution of a partner's written obligation, its personal
note, to the partnership does not increase the basis of the partner's interest under Section 722 because the
partner has a zero basis in the written obligation); Oden, supra, note 11 (a note given by a partner to the
partnership to evidence an obligation to make a future contribution has no basis and does not increase the
basis of the partner's interest); Reg. § 1.704-1(d)(2); but see McKee, Nelson, Whitmire, FEDERAL INCOME
TAXATION OF PARTNERS AND PARTNERSHIPS, ¶ 6.02[2], note 13 (2d ed. 1990); infra text accompanying notes
241-242.

80  Section 357(c) provides generally that gain will be recognized in an exchange to which Section 351 applies
to the extent that the sum of the amount of liabilities assumed, plus the amount of liabilities to which the
property is subject, exceeds the total of the adjusted basis of the property transferred pursuant to the
exchange.

81  Arguably, Section 1012 should not apply. See Reg. § 1.1032-1(d); see supra, note 14. However, if the
ruling made the proper analysis, there should have been a cost basis given to the note. See supra text
accompanying notes 64-68.

82  Accordingly, the transfer of the note to the corporation did not increase the basis of the assets transferred
and the liabilities assumed by the corporation exceeded the taxpayer's basis in the assets transferred.
Section 357(c) applied to the transaction and gain was recognized on the transfer of the assets of the sole
proprietorship and the promissory note in exchange solely for stock of the corporation plus the assumption
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of the liabilities of the proprietorship in the amount by which the liabilities assumed exceeds the basis of the
assets transferred.

83  See cases cited supra, note 71.
84  Supra, note 63.
85  Parker v. Delaney, 51-1 USTC ¶ 9112, 186 F2d 455 (CA-1 1950).
86  See Philadelphia Park Amusement Co. v. U.S., 54-2 USTC ¶ 9697, 126 FSupp 184 (ClCt) (the cost basis of

property received in a taxable exchange is the fair market value of the property received in the exchange).
87  Presumably the transferee-corporation's gain will be somewhat mitigated by the allocation of the Section

357(c) gain among the assets. IRC Sec. 362. However, whether any of the gain is allocated to the note is
uncertain. Rev. Rul. 68-55 1968-1 CB 140. This could result in significant timing distortions. See generally
Cohen and Whitney, "Revisiting the Allocation of Boot in Section 351 Exchanges," 48 Tax Law. 959 (1995).

88  Cf. Reg. § 1.453-1(f)(3)(ii), (iii) Exs. 1, 3 (buyer gets basis as payments are made); Rev. Rul. 80-235,
1980-2 CB 229, 230; Borrell v. Com., CCH Dec. 45,724(M), 57 TCM 502 (1989) (basis would be increased
when payments on note were made); Oden, supra, note 11 (holding that the taxpayer could not increase
his partnership basis because he did not show that any payments were made on the note).

89  Since 1974, the Code has been amended many times (e.g., Tax Reform Act of 1976, P.L. 94-455 (1976);
Omnibus Reconciliation Act of 1980, P.L. 96-499 (1980); Economic Recovery Tax Act of 1981, P.L. 97-34
(1981); Tax Equity and Fiscal Responsibility Act of 1982, P.L. 97-248 (1982); Deficit Reduction Act of 1984,
P.L. 98-369 (1984); Tax Reform Act of 1986, P.L. 99-514 (1986)—so comprehensive that the Code is, now,
referred to as the Internal Revenue Code of 1986; Revenue Act of 1987, P.L. 100-223 (1987); Technical
and Miscellaneous Revenue Act of 1988, P.L. 100-647 (1988); Omnibus Budget Reconciliation Act of 1989,
P.L. 101-239 (1989); Omnibus Reconciliation Act of 1990, P.L. 101-508 (1990); Omnibus Reconciliation Act
of 1993, P.L. 103-66 (1993); to name a few).

90  As far back as 1969, in commenting on the tax treatment of subsidiaries dealing in their parents' stock,
the NYSBA termed the zero basis approach "unsound on both technical and economic grounds." NYSBA,
Committee on Corporate Taxation, NYSBA Tax Section, Sale or Exchange by a Subsidiary Corporation of
its Parent Corporation's Stock, 47 TAXES 146, 158 (1969).

91  See e.g., Lessinger, supra, note 12; Bussing v. Com., CCH Dec. 43,722, 88 TC 449, 463-464 (1987); Breck
v. Com., CCH Dec. 43,110(M), 51 TCM 1192 (1986); Smith v. Com., CCH Dec. 42,096, 84 TC 889 (1985),
affd. 805 F2d 1073 (CA-DC 1986); Christopher v. Com., CCH Dec. 41,379(M), 48 TCM 663 (1984); Oden,
supra, note 11; Alderman, supra, note 11.

92  CCH IRS LETTER RULINGS REPORT NO. 809, Sept. 2, 1992, LTR 9235006 (Aug. 28, 1992); CCH IRS LETTER
RULINGS REPORT NO. 883, Feb. 2, 1994, LTR 9404008 (Jan. 28, 1994) (advisement that LTR 9235006 was
to be revoked, in part); CCH IRS LETTER RULINGS REPORT NO. 992, Mar. 6, 1996, LTR 9609010 (Mar. 1,
1996) (rulings 1, 2, 6, and 7 of LTR 9235006 were revoked).

93  The trust at issue has been termed a rabbicular trust. Id. In a rabbicular trust arrangement, a trust designed
as a rabbi trust (i.e., employer, as grantor, contributes assets to a trust for the benefit of employees, i.e.,
the beneficiaries; the corpus is subject to the claims of the employer's creditors and, therefore, not currently
taxed to the employee) terminates and pours its assets over to a secularfunded trust (one that is not
reachable by creditors, and taxable to the employees who have the unrestricted right to the corpus of the
trust) on the happening of certain triggering events which involve the financial difficulty of the employer.
The IRS has previously held that an employee is not subject to tax on the corpus of the rabbi trust under
constructive receipt principles pursuant to Reg. § 1.451-2(a). Apparently, the IRS view is based on its
conclusion that the availability of the corpus to the claims of the grantor's creditors constitutes a substantial
restriction on the beneficiary's control of the assets. Id.; see also Sheppard, "Substance and Form and
Rabbicular Trusts," 70 Tax Notes 349 (Jan., 1996); Goldstein & Drenna, "The Next Generation—The
Rabbicular Trust," J. of the Am. Soc. of CLU and CHFC at 54 (July, 1995).
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94  LTR 9235006, supra, note 92, ruling 1. Section 675(4) provides that the grantor shall be treated as the
owner of any portion of a trust in respect of which a power of administration is exercisable in a nonfiduciary
capacity by any person without the approval or consent of any person in a fiduciary capacity. Section
675(4)(C) provides that a power to reacquire the trust corpus by substituting other property of equivalent
value is a power of administration.

95  Id. at ruling 7.
96  Id. at ruling 6.
97  Initially, in LTR 9404008, supra, note 92, the IRS proposed to revoke LTR 9235006 with respect to rulings

1, 2, 6, and 7. The reason given was that the conclusion that the parent corporation was the sole grantor
was incorrect.

98  LTR 9609010, supra, note 92.
99  1985-1 CB 184.
100  The ruling specifically relating to Section 1032 was revoked. See LTR 9404008, supra, note 92; Rev. Rul.

74-503, 1974-2 CB 117; see also Sheppard, "Rabbicular Trust Do Not Work, Brisendine Says," 69 Tax
Notes 1509 (Dec., 1995) (the IRS has now concluded that the trust has multiple grantors, which could
result in recognition problems for the subsidiaries on behalf of whose employees the trust purchases parent
shares); Shop Talk, supra, note 8 (according to the reported comments of IRS Branch Chief Thomas
Brisendine at a recent employee benefits group seminar, Rev. Rul. 80-76 might affect the Service's thinking
regarding the nonrecognition of potential gain by the [affiliated] corporations whose employees receive
parent stock. [An open question is] whether Rev. Rul. 80-76 would be adversely affected if the trustee holds
the stock for several years before participants receive the [parent corporation] shares as compensation.
[Moreover] the possible taxation of the affiliated corporation on the trustee's receipt of dividends paid on the
parent's stock is an even murkier subject, not considered in Rev. Rul. 80-76).

101  IRC Sec. 301(c)(3), supra, note 45. The parent corporation should still have no gain on the disposition of
the stock pursuant to Section 1032. Presumably, the holding in LTR 9235006, supra, note 92, regarding
the nontaxability of the dividend income should, similarly, apply to the parent corporation. It should be
noted that the facts in the ruling appear to be that the trustee is purchasing parent corporation stock.
Accordingly, the stock should have a cost basis and the affiliated corporations should recognize gain or loss
on dispositions of the stock. See Rev. Rul. 70-305, 1970-21 CB 169. However, Reg. § 1.1502-13(f)(6) may
apply, in effect eliminating the zero basis problem.

102  Reg. § 1.1032-2; Reg. § 1.1502-13(f)(6); see supra, note 10.
103  The regulation applies to triangular reorganizations (described in Reg. § 1.358-6(b)—Forward Triangular

Merger qualifying as a reorganization under Section 368(a)(1)(A) or (G) by reason of the application of
Section 368(a)(2)(D); Triangular C qualifying as a reorganization under Section 368(a)(1)(C); Reverse
Triangular Merger qualifying as a reorganization under Section 368(a)(1)(A) by reason of the application of
Section 368(a)(2)(E); and triangular B qualifying as a reorganization under Section 368(a)(1)(B)) occurring
on or after December 23, 1994. Reg. § 1.1032-2(e).

104  The zero basis problem in taxable transactions is not covered by the regulations, because the regulations
deal with tax-free reorganizations. Cf. Comment, supra, note 8; NYSBA, supra, note 90, at 158.
Furthermore, the regulations effectively recognize the zero basis problem to the subsidiary by providing
for gain or loss to the subsidiary on dealings in parent stock if such stock was not contributed from the
parent as part of the tax-free transaction (i.e., an integrated transaction). Furthermore, without the over-
the-top fiction as to the parent stock, the parent will not get basis in the subsidiary stock—zero basis. In
sum, the zero basis problem is alive in taxable triangular acquisitions and non-integrated tax-free triangular
acquisitions.

105  The preamble to the regulations refers to comments requesting that the rule be extended to taxable
transactions. Preamble to Reg. § 1.1032-2, Application of Section 1032. The preamble states that such
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comments were beyond the scope of the regulation project. However, there is hope, as stated in the
preamble, because the Treasury and the IRS are studying issues relating to the scope of Section 1032 and
welcome comments and suggestions.

106  Reg. § 1.1032-2(b).
107  Reg. § 1.1032-2(c). Presumably subsidiary stock received by the parent as a consequence of the

nonintegrated transaction would have a zero basis to the parent if the nonintegrated transaction was a
carry-over basis transaction.

108  Reg. § 1.1032-2(d), Ex. 2(b).
109  See Matthias and Scott, "Selected Issues Concerning Tax-Free Reorganizations of Related Corporations

with Minority Shareholders, Tax Strategies for Corporate Acquisitions, Dispositions, Spin-Off, Joint
Ventures, Financings, Reorganizations and Restructurings," 375 Prac. L. Inst. 383 (1995).

110  This type of analysis has support in the Section 332 liquidations and the treatment to the subsidiary under
Section 336(d)(3).

111  See Section 1502 (the Secretary shall prescribe such regulations as he may deem necessary in order that
the tax liability of any affiliated group of corporations making a consolidated return * * * may be returned,
determined, computed, assessed, collected, and adjusted * * *).

112  Reg. § 1.1502-13(f)(6) applies to gain or loss taken into account on or after July 12, 1995, and to
transactions—such as a member leaving the group—occurring on or after July 12, 1995.

113  For a loss disallowance rule on transactions involving subsidiary stock held by the parent of a consolidated
group, see Reg. § 1.1502-20.

114  Purportedly, the reason for the regulations was that taxpayers could use circular ownership structures to
claim artificial losses. NYSBA, supra, note 8. The particular transaction designed to generate an artificial
capital loss which was the target of the regulations involved the purchase of publicly traded P stock by S,
followed by the redemption of 95% of the purchased stock in exchange for cash and warrants and, later,
the sale of the retained shares back to the public. The desired result was a dividend to S under Section
302(d), elimination of the dividend in determining consolidated taxable income, the addition of the basis of
the redeemed shares to the P shares retained by S, and a capital loss on the sale of the retained shares.
Presumably, Section 1059 did not otherwise apply. See Letter from Lawrence M. Axelrod to Glen Kohl, Tax
Legislative Counsel, reprinted in HIGHLIGHTS & DOCUMENTS, (Sept. 22, 1995).

115  See NYSBA, supra, note 8.
116  See Silverman, "The Recently Finalized Regulations Governing Intercompany Transactions Within

Consolidated Groups," 1995 ALI-ABA Continuing Legal Education 809.
117  Reg. § 1.1502-13(f)(6)(i)(A). See also Reg. § 1.1502-32(b)(3)(iii)(A) for a corresponding reduction in

the basis of the member's stock. Similarly a deconsolidation rule applies; so that the former member's
basis in the parent stock is reduced to the fair market value immediately before the share is held by the
nonmember. Reg. § 1.1502-13(f)(6)(i)(B). See Reg. § 1.1502-32(b)(3)(iii)(B) for a corresponding reduction
in the basis of the member's stock.

118  Reg. § 1.1502-13(f)(6)(ii).
119  See NYSBA, supra, note 8 ("we applaud the regulations' attempt to ameliorate the zero basis problem,

[h]owever the definition of a qualified disposition of parent stock is so narrow that the regulations will
frequently fail to achieve their goal. Further [as to the zero basis issue from P's perspective] in a transaction
governed by Section 83, S should be treated as purchasing P stock for fair market value with cash
contributed by P so that P would get in an increase in its S basis not otherwise provided by Rev. Rul.
80-76") see also infra notes 120-123.

120  Reg. § 1.1502-13(f)(6)(ii)(A), (B), (C), (D), (E), (F).
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121  Comments suggested deletion of this requirement. In a taxable triangular acquisition, for example, it is
inappropriate to require S to recognize gain merely because a portion of the target stock is owned by a
member or a related nonmember. In any property acquisition, P could always acquire the property itself by
issuing its stock. NYSBA, supra, note 8.

122  Although the regulations may be interpreted as not applying to a taxable triangular acquisition whenever P
was newly formed in connection with the acquisition—a typical occurrence—the rule should apply in such
case. NYSBA, supra, note 8.

123  The regulations may be interpreted as not applying to taxable triangular acquisition whenever S was newly
formed in connection with the acquisition—a typical occurrence. NYSBA, supra, note 8.

It has been aptly pointed out that the narrow gain elimination rule, in contrast to the broad loss disallowance
rule, does not apply to the following situations:

(1) to "old and cold" P stock held by S,

(2) to S's transfer of P warrants or P debt,

(3) where S is a newly formed P subsidiary, created for the purpose of acquiring T's assets or stock, for
in that case S becomes a member of the P group as part of the plan to acquire T's assets or stock in
exchange for P stock,

(4) where both P and S are newly formed for the purpose of acquiring T's assets or stock, for in that
case both P and S become members of the P group as part of the plan to acquire T's assets or stock in
exchange for P stock, or

(5) where P and S do not file consolidated returns. [see Ginsburg and Levin, MERGERS ACQUISITIONS AND
BUYOUTS TRANSACTIONAL ANALYSIS, ¶ 406 (Little Brown and Company Jan. 1996).

124  Because, under Reg. § 1.1502-13(f)(6), the parent stock must be transferred to a nonmember immediately,
there is unlikely to be any appreciation gain however.

125  See "Triangular Reorg Reg Drafters Field Basis Questions," HIGHLIGHTS & DOCUMENTS at 3482 (June 7,
1996); "IRS Audits Checking Basis Adjustments That Follow Triangular Reorganizations," BNA Daily Tax
Report at G-6 (June 7, 1996); "Officials Field Questions on Triangular Reorganization Rules," 71 Tax Notes
1587 (June, 1996).

126  Id. ("…we are enforcing the regulations; those issues are coming up on audit." David P. Madden, Chief,
Branch 5 Office of Assistant Chief Counsel (Corporate)).

127  See infra notes 206-221.
128  Supra, note 11.
129  Id.
130  Id.
131  Supra, note 12. See infra text accompanying notes 193-203. The Lessinger case has generated a

substantial amount of commentary. See e.g., Cummings, supra, note 67; Bogdanski, “Closely Held
Corporations: Shareholder Debt, Corporate Debt: Lessons from Leavitt and Lessinger, 16 J. Corp. Tax'n
348, 352 (1990); see citations infra note 213.

132  See Barton, supra, note 8 at 479.
133  If the court had confronted its earlier decisions, it is likely that the opinion would have been a court

reviewed opinion. A court reviewed opinion is an opinion considered by the entire court membership of
active judges. See generally, Dubroff, THE UNITED STATES TAX COURT: AN HISTORICAL ANALYSIS 355 (1979);
Dubroff and Greene, "Recent Developments in the Business and Procedures of the United States Tax
Court," 52 Alb. L. Rev. 33, 147 (1987) (cases that automatically go to conference are those that * * * involve
an issue on which the Tax Court has been previously reversed by a circuit court other than the one to which
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the case is appealable. [However] if the second case on a given issue is in the same circuit as the one
that reversed [the Tax Court, it] will follow that decision automatically in that circuit. [The Court] does not
believe it fair to make the losing party have to take an appeal when it would be certain to prevail on appeal.
(citing Garbis, "Interview: Samuel Sterret on How the Tax Court Sees Its Docket," 1 Tax Times 3, 4 (July,
1987)); see also Golsen v. Com., 71-2 USTC ¶ 9497, 445 F2d 985 (CA-10), aff'g CCH Dec. 30,049, 54 TC
742 (1970).

134  To this end, the Service referred to the fact that the taxpayer's independent certified public accountants
classified the note as "nonadmitted asset" because it was unsecured. Thus, it would not be treated as
an asset of the corporation for purposes of computing its capital-to-premium ratio. See Chapter 9 of the
NATIONAL ASSOCIATION OF INSURANCE COMMISSIONER'S ACCOUNTING PRACTICES AND PROCEDURES MANUAL
FOR LIFE AND ACCIDENT AND HEALTH INSURANCE COMPANIES.

135  See infra text following note 136. Presumably, if the note had basis but was later not enforced, the
shareholders would have dividend income. Reg. § 1.301-1(n).

136  IRC Sec. 118. An analogy was made to McKee, et al., supra, note 79 at ¶ 4.02[1], at 4-12, 4-13.
137  This type of argument is explained in more detail in Cummings, supra, note 67, at 299.
138  See Barton, supra, note 8 at 478 (Rev. Rul. 68-629, the progenitor of the zero basis doctrine does not

question that a bona fide note is property, as rightly it should not, but only the cost of that property); Brewer,
supra, note 8 at 459 (the issuance of a note should be treated as a transfer of property is a point that
is at least worthy of debate); Cummings, supra, note 67 at 288 (the Service and courts indicate that a
note is property); McGuire, "Tax Shelters, Partners' Capital Contribution Notes," 12 J. of Real. Est. Tax'n
170 (1985) (it seems clear that the investor note would be regarded as property for federal income tax
purposes. Cf. IRC Sec. 312(a)(2) (corporation's own obligations regarded as property)); McKee, et al.,
supra, note 79, at 4-7.

139  Peracchi, supra, note 11.
140  See infra text accompanying notes 227-231.
141  See supra text accompanying notes 39-56.
142  See generally, Comment, supra, note 8, at note 8 (some 16 or so commentators are listed and their articles

dated from 1956-1973). See also citations supra, note 8.
143  See supra text accompanying notes 31-38, 58-63. Although it has been reported that an earlier private

ruling had held that a corporation's basis in its unissued and treasury stock was zero. Banoff, supra, note 8
(citing Dubin, "Unscrambling an Acquisition," 49 TAXES 849 (December, 1971)).

144  There are a number of reasons to effect an acquisition through a subsidiary corporation, e.g., to avoid risk
of exposing parent corporation's business and assets to the liabilities of the acquired corporation and to
avoid action by shareholders of the parent corporation.

145  This reference covers all parent shares issued to the subsidiary as part of the tax free reorganization (i.e.,
integrated transaction). See supra text accompanying notes 98-105.

146  Reg. § 1.1032-2(b). See supra text accompanying notes 103-106.
147  The zero basis problem is present in taxable triangular acquisitions, failed forward triangular

reorganizations, failed subsidiary B, and failed subsidiary C reorganizations. See generally Ginsburg and
Levin, supra, note 13, at ¶ 802.2 (July, 1995).

148  1973-2 CB 301.
149  See Rev. Rul. 67-448, 1967-2 CB 144.
150  Id.
151  A commentator has appropriately recognized that no judicial or administrative pronouncement directly

supports so unpleasant and extreme a conclusion (i.e., zero basis problem in reverse triangular
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reorganization when subsidiary is not transitory), and in the minds of many tax practitioners, it is a goblin
without a real world bite; on the other hand, no one wants to be the first to find out, so it is standard to use a
newly organized subsidiary as the corporation that merges into target. See Ginsburg and Levin, supra, note
13, at ¶ 803.3.

152  See supra, notes 118-123.
153  See Comment, supra, note 8, at 99.
154  Section 311(b) provides, in part:

(1) IN GENERAL.—If—

(A) a corporation distributes property (other than an obligation of such corporation) to a shareholder in a
distribution to which subpart A applies, and

(B) the fair market value of such property exceeds its adjusted basis (in the hands of the distributing
corporation),

then gain shall be recognized to the distributing corporation as if such property were sold to the distributee
at its fair market value.

Interestingly, perhaps recognizing a potential zero basis problem, the parenthetical in Section 311(b)(1)
(A) specifically excludes the distribution of a corporation's obligation from the general rule that gain be
recognized on the distribution of appreciated property.

155  Id.
156  IRC Sec. 723. See generally Shop Talk, supra, note 62.
157  Pursuant to Section 704(c), income with respect to property contributed to the partnership by a partner shall

be shared among the partners so as to take account of the variation between the basis of the property to
the partnership and its fair market value at the time of contribution. IRC Sec. 704(c)(1)(A); see also McKee,
et al., supra, note 79, at ¶ 4.02[1] note 43. Appreciation subsequent to the initial contributions would then
be allocated according to the partnership agreement. IRC Sec. 704(a).

158  If any property so contributed is distributed by the partnership (other than to the contributing partner) within
five years of being contributed, the contributing partner will be allocated the gain which would have been
allocated if the property had been sold at its fair market value at the time of the distribution. IRC Sec.
704(c)(1)(B)(i). Similarly, upon the distribution of property to the contributing partner, gain is recognized in
an amount equal to the lesser of the excess of fair market value over the adjusted basis of the partner's
interest immediately before the distribution or the net precontribution gain (as defined in Section 737(b)).
IRC Sec. 737(a). See generally Shop Talk, supra, note 62.

159  See generally Youngwood & Weiss, "Partners and Partnerships—Aggregate vs. Entity Outside of
Subchapter K," 48 Tax Law. 39 (1994); Brown Group, Inc. v. Com., CCH Dec. 104 TC 105 (1995), vac'd
and rem'd 96-1 USTC ¶ 50,055 (CA-8); McKee et al., supra, note 79, at ¶ 1.02[3].

160  This problem is the same as the problem confronting the parent in a nontaxable exchange (one in which
Section 362 applies) with its subsidiary. See supra text accompanying notes 22-25, 41-48.

161  CCH IRS LETTER RULINGS REPORT NO. 171, June 11, 1980, LTR 8022010 (Date not given).
162  Com. v. Glenshaw Glass Co., 55-1 USTC ¶ 9308, 348 US 426 (1955).
163  Eisner v. Macomber, 1 USTC ¶ 32, 252 US 189 (1920).
164  The service providers are taxed pursuant to Section 83. If in connection with the performance of services,

property is transferred to any person other than the person for whom the services are performed, then the
excess of the fair market value of the property at the first time the rights of the person having the beneficial
interest in the property are transferable or are not subject to a substantial risk of forfeiture, whichever
occurs earlier, over the amount (if any) paid for such property, shall be included in income of the person
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who performed the services in the first taxable year in which the rights of the person having the beneficial
interest in the property are transferable or are not subject to a substantial risk of forfeiture, whichever is
applicable. IRC Sec. 83(a).

165  See Rev. Rul. 80-76, 1980-1 CB 15; CCH IRS LETTER RULINGS REPORT NO. 936, Feb. 8, 1995, LTR
9505012 (Nov. 4, 1994) (citing Rev. Rul 80-76); CCH IRS LETTER RULINGS REPORT NO. 724, Jan. 16, 1991,
LTR 9102036 (Oct. 17, 1990) (citing Rev. Rul 80-76); see also Rev. Rul. 80-196, 1980-2 CB 32 (albeit
the holding does not indicate whether or not the subsidiary has gain; however, the other holdings are
consistent with the prior rulings).

166  CCH IRS LETTER RULINGS REPORT NO. 82, Sept. 26, 1978, TAM 7838003 (May 31, 1978); A technical
advice memorandum is in effect a private ruling on a completed or past transaction. If during the course
of a taxpayer proceeding in the IRS a question arises that cannot be fully answered at the local level, a
technical advice memorandum may be requested from the national office in Washington, D.C. Although
technical advice memoranda are not published by the IRS, typically they are open to public inspection and
unofficially published. See generally, Quattrochi, supra, note 9, at 76.

167  The economics of the transaction were represented as a means to stimulate extraordinary efforts from the
key employees of the subsidiary. The extraordinary efforts would increase the contingent shares amount
that the shareholder would receive (i.e., based on the earnings of the subsidiary) pursuant to a contingent
payment provision of a reorganization agreement. Providing employees with stock as an incentive to
perform is well embedded in the economics of our society. See generally, Congressional Research Service,
"Executive Pay: Tax Treatment of Long-Term Incentives," 1 (Nov. 24, 1992).

168  S. Rep. No. 91-552, 91st Cong., 1st Sess. 123, 1969-3 CB 423, 502.
169  IRC Sec. 83(a).
170  IRC Sec. 83(h).
171  CCH IRS LETTER RULINGS REPORT NO. 104, Mar. 1, 1979, LTR 7908021 (Nov. 22, 1978); Although private

letter rulings are not authority for taxpayers other than the taxpayer to whom the ruling is issued, analysis
therein is instructive for purposes of understanding the IRS position in the area of the law. See IRC Sec.
6110(j); Quattrochi, supra, note 9.

172  The ruling also held that the subsidiary corporation would be entitled to a deduction in an amount equal to
the amount includable as compensation to the subsidiary's employee under Section 83.

173  1980-1 CB 115.
174  Id.
175  Nov. 26, 1979.
176  The G.C.M. analyzed the application of the zero basis rule in the context of restricted stock because it

would have wider application. However, such analysis also led to the decision to avoid publishing the
"recasting analysis" (i.e., the fiction) as it could potentially adversely affect the yet-to-be-issued zero basis
regulations. The ruling was forwarded to the Chief Counsel—Legislation and Regulations Division (LRD)
for comments. (O.M. 19099, * * * I-72-79 May 11, 1979). LRD voiced no objections to the ruling but, at
the Chief Counsel's suggestion, the ruling was forwarded to the office of the Tax Legislative Counsel for
review. (Memorandum dated July 19, 1979). In a memorandum dated August 14, 1979, the Tax Legislative
Counsel stated that in his opinion the ruling was incorrect to the extent that any gain was recognized by
the subsidiary. [emphasis added]. Therefore, the ruling was published with a holding that no gain was
recognized to the subsidiary.

177  36 Fed. Reg. 1079 (1971).
178  See supra text accompanying notes 43-56.
179  The fiction was stated as follows:

(1) the shareholder contributes his stock to the capital of the parent;
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(2) the parent sells the stock to the subsidiary at fair market value (thus giving the subsidiary a basis in the
stock);

(3) the subsidiary distributes the stock to its employee.
180  Citing Reg. § 1.83-6(b). Effectively, the appreciation gain. See supra text accompanying notes 14-21. See

also pre-1954 case law International Freighting Corp. v. Com., 135 F2d 310 (CA-2 1943), aff'g. 45 BTA 716
(1941).

181  At least as to the value of the parent stock contributed at the time of the transfer. The gain identified by the
proposed ruling is the appreciation gain; it would appear that this amount would be gain under the recasting
approach in the private letter ruling as well.

182  G.C.M. 38176, (Nov. 26, 1979); For pre-1954 law see International Freighting Corp., supra, note 180
(where subsidiary corporation paid shares of stock in parent corporation to selected employees as
additional compensation and market value of such shares at time of delivery was greater than cost to
subsidiary, transaction resulted in a taxable gain for subsidiary).

183  Arguably, the gain and potential for loss is not really a zero basis problem. Rather, it is appreciation gain. If
appreciation gain is recognized, depreciation loss should also be recognized.

184  This statement can be interpreted to mean that the cash fiction analysis created in LTR 7908021, supra,
note 171, is overruled.

185  See citations supra, note 157.
186  1973-2 CB 11.
187  Although the facts in the ruling did not indicate that the stock transferred was stock in its parent corporation,

in LTR 8234081, supra, note 62, the Service held that a contribution of parent stock by a subsidiary
to a pension plan will give rise to gain to the extent that the fair market value of the stock exceeds the
subsidiary's basis in the stock. The ruling cites Rev. Rul. 73-345 as support for its holding.

188  LTR 8234081, supra, note 187.
189  See also CCH IRS LETTER RULINGS REPORT NO. 327, June 9, 1993, LTR 8321111 (Feb. 24, 1983); LTR

8234081, supra, note 187. See generally Shop Talk, "Gain of Gift of Stock to ESOP," 64 J. Tax'n 64 (1986).
190  Section 409(m) added by the Revenue Act of 1978, P.L. 95-600; H.R. 95-1800, 1978-3 CB 543.
191  Section 409(m) provides:

No gain or loss shall be recognized to the taxpayer with respect to the transfer of employer securities to a
tax credit employee stock ownership plan maintained by the taxpayer * * *.

Section 4975(e)(7) incorporates some of Section 409, for ESOPs (employee stock ownership plans) but
inexplicably not Section 409(m).

192  It has been suggested that distinguishing between a TRASOP and an ESOP in this instance has no basis.
However, Section 4975(e)(7) specifically applies some of the Section 409 TRASOP rules to ESOPs, but
not Section 409(m). The remedy offered is in line with the cash fiction provided for in Rev. Rul. 80-76. See
Shop Talk, supra, note 189. Furthermore, the perils facing ESOP stock contributions shows the increasing
need for remedial legislation in the zero basis area. Shop Talk, supra, note 38.

193  LTR 8550022, supra, note 62. See also Shop Talk, supra, note 38.
194  See generally G.C.M. 39452 (May 30, 1985) (for a general discussion on the use of International Finance

Subsidiaries (IFS) and the tax issues relating thereto at the time of the ruling). IFS have been used by U.S.
corporations as a means of raising capital in the Eurobond market. The theory is that if the U.S. corporation
borrows from, and pays interest to, an IFS, such as a Netherlands Antilles corporation (i.e., a country with
an exemption), there is no withholding of the 30% tax required by Section 871. An IFS is usually a thinly-
capitalized corporation, which is organized to make one or more offerings in the Eurobond market and
then lend the proceeds to the U.S. parent. The indebtedness of the IFS to the bondholders is guaranteed
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by the U.S. parent or is secured by the notes of the U.S. parent. Under this arrangement, the U.S. parent
receives the proceeds of the bond issue but pays the interest to the IFS rather than directly to the foreign
bondholders. Id.; see also Northern Indiana Public Service Company v. Com., CCH Dec. 50,979, 105 TC
__, No. 22, Filed Nov. 6, 1995.

195  See also G.C.M. 39452, (May 30, 1985) commenting on the then proposed letter ruling.
196  LTR 9609010, supra, note 9; see supra text accompanying notes 92-101. Similarly in LTR 9505012,

supra, note 165, citing Rev. Rul. 80-76, the Service held that no gain would be recognized by the affiliate
corporations on the transfer of parent corporation stock to employees of the affiliates if transferred directly
from the parent corporation. However, the ruling notes that such result would not be obtained if the affiliates
owned the parent stock directly or in their own grantor trusts.

197  See supra text accompanying notes 92-101.
198  Feb. 3, 1995.
199  Albeit the grounds for distinguishing are not set forth. It merely appears that the Service is invoking the zero

basis problem, notwithstanding its analysis (i.e., cash fiction) in Rev. Rul. 80-76. Accordingly, the distinction
seems to be based on a strict analysis of form over substance. Note the anomaly when one considers that
the support for avoiding the zero basis problem in Rev. Rul. 80-76, was due to a substance over form type
analysis.

200  IRC Sec. 1032(a).
201  A single trust on behalf of all the covered employees of all the affiliated corporations may be a sound

business decision for administrative ease and in light of the possible shifting of key employees among
various corporations within the affiliated group. See Shop Talk, supra, note 8.

202  See supra text accompanying notes 79-82.
203  See supra, note 67.
204  See supra text accompanying notes 64-68.
205  For example in a factoring transaction. See Rev. Rul. 74-80, 1974-1 CB 117. See also Cummings, supra,

note 67, at 320 (discussing the recognition of gain in the event that the corporation sells the obligation—
this eventuality is not entirely speculative, as evidenced by Rev. Rul 74-80, * * * involving such factoring);
see also McGuire, supra, note 133, at 173 (quoting Crittenden Syndication News No. 34 (1984) ("Bond
companies insured over $1 billion of investor notes last year. That could triple in 1984. Once investor notes
are bonded, there are companies waiting to buy the bonded notes from the syndicators at 14% to 15%
discount from the notes' face value. Syndicators selling to these firms, which then sell the notes to lending
institutions, get fixed rate financing").

206  Alderman, supra, note 11, at 665.
207  Id. at note 3.
208  Id. For a discussion on whether this should be a reason to uphold the zero basis analysis, see Barton,

supra, note 8, at 482 (Section 357(c) contains neither an "anti-stuffing" provision nor a ban on tax
avoidance plans which are the means Congress has at its disposal, and frequently employs, when it
intends to foreclose such planning).

209  This argument seems to go to whether the note was bona fide; a threshold matter which must be resolved
before determining whether the note has basis for purposes of Section 357(c). See Peracchi, supra, note
11.

210  Lessinger, supra, note 11 at 837.
211  The court recognized that the note lacked a due date, interest, and security. Nevertheless, the court

concluded that the note was an enforceable demand obligation. Lessinger, supra, note 12 at 524.
The court viewed the note as having substance because unrelated third parties provided funds to the
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corporation based on the validity of the note. Id. Furthermore, the court noted that the shareholder received
consideration when he gave his promise to the corporation. Id.

212  Id. at 527. Creditors of the corporation could have attached the shareholder's note if the corporation had
defaulted on its own obligations.

213  See e.g., Bittker and Eustice, FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS, ¶ 3.06[4]
[b], (6th ed. 1994) (the statutory construction underpinning the court's reasoning is simply wrong, and a
legislative solution will likely be required to clean up the confusion generated by the decision, citing a string
of articles in note 147); Brewer, supra, note 8, at 457 (serious analytical problems with the Second Circuit
opinion casts doubt on its validity, citing Megaard & Megaard, "Can a Shareholder's Note Avoid Gain on
Transfer of Excess Liabilities?," 71 J. Tax'n 244 (1989)); Fleming, supra, note 8, at 812 (Lessinger reaches
the proper result * * * but it does so with a rationale that tortures the statute); Barton, supra, note 8, at note
111 (citation to other critics).

214  Section 362(a) requires a carryover basis for property transferred in nonrecognition transactions under
Section 351. Lessinger, supra, note 12, at 525, note 4.

215  For criticism of this statutory interpretation, see commentators cited supra, note 213.
216  See e.g., Barton, supra, note 8, at 478 (in view of the cost incurred in executing an enforceable note or

promise, it is fallacious to assign a zero basis to the very note that is the property interest embodying the
maker's promise).

217  Lessinger, supra, note 12.
218  See e.g., Barton, supra, note 8, at 489. See also Brewer, supra, note 8, at 459 (to suggest that the issuer

incurs no cost in making a bona fide note is ludicrous).
219  See also Welsch, Zlatkovich, Harrison, INTERMEDIATE ACCOUNTING (6th ed. 1982) at 39:

The debit-credit concept is a mathematical technique used to record increases and decreases in specific
elements in the accounting model—assets, liabilities, owners' equity, revenues, expenses, gains, and
losses. Debits represent increases to assets and decreases to liabilities and owners' equity, whereas
credits represent decreases to assets and increases to liabilities and owners' equity. Expenses and losses
are recorded as debits, and revenues and gains as credits. This algebraic arrangement forces debits
always to equal credits. Thus, the fundamental accounting model always maintains a dual balancing
feature. Because of this dual feature, the accounting model is referred to as a double-entry system.
[emphasis added.]

220  Lessinger, supra, note 12, at 525. However, the subsequent payment can be treated as a capital
contribution not taxable pursuant to Section 118. See supra text accompanying note 136; Cummings,
supra, note 67 at 294, note 3. Furthermore, the basis in the note could be increased pursuant to Section
362(a). See supra text accompanying note 86.

221  But see Sheppard, "Reading Section 357(c) Out of the Code," 47 Tax Notes 1556 (June, 1990); Comment,
"Taking Section 357(c) Out of the Scheme of Things: Has the Second Circuit Stranded This Section of the
Internal Revenue Code?," 65 Tul. L. Rev. 663 (1990); Alderman, supra, note 11, at 665.

222  See supra, note 221.
223  See e.g., Barton, supra, note 8, at 482.
224  See e.g., Section 382(1) which provides, in part:

any capital contribution received by an old loss corporation as part of a plan a principal purpose of which
is to avoid or increase any limitation under this section shall not be taken into account for purposes of this
section. IRC Sec. 382(l)(1)(A).

225  See Barton, supra, note 8, at 482.
226  Section 357(b) provides, in part:
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(1) IN GENERAL—If, taking into consideration the nature of the liability and the circumstances in the light of
which the arrangement for the assumption or acquisition was made, it appears that the principal purpose of
the taxpayer with respect to the assumption or acquisition described in subsection (a)—

(A) was a purpose to avoid Federal income tax on the exchange or

(B) if not such purpose, was not a bona fide business purpose,

then such assumption or acquisition (in the total amount of the liability assumed or acquired pursuant to
such exchange) shall, for purposes of section 351 or 361 (as the case may be), be considered as money
received by the taxpayer on the exchange.

227  See Rev. Rul. 78-330, 1978-2 CB 147; Simpson v. Com., CCH Dec. 27,306, 43 TC 900, 916 (1965), acq.
1965-2 CB 6.

228  See infra text accompanying notes 317-323.
229  Jasper L. Cummings, Jr., "Service Sheds New Light on its Approach to Step Transaction Doctrine," 71 Tax

Notes 1700 (June, 1996).
230  See Rev. Rul. 78-330, 1978-2 CB 147; Rev. Rul. 77-227, 1977-2 CB 120; Rev. Rul. 76-223, 1976-1 CB

103; Rev. Rul. 69-516, 1969-2 CB 56.
231  Gregory v. Helvering, 35-1 USTC ¶ 9043, 293 US 465, 469 (1935).
232  See e.g., Bernstein, supra, note 67.
233  Sections 1012 and 1032 would result in nontax treatment and cost basis. See Reg. § 1.1032-1(a) (receipt

by the corporation of the subscription price from the noncontrolling shareholders gives rise to neither gain
nor loss).

234  See Bernstein, supra, note 67.
235  IRC Secs. 723 and 722, respectively.
236  Rev. Rul. 80-235, 1980-2 CB 229.
237  Oden, supra, note 11.
238  Id.; see also Geminl Twin Fund III, supra, note 11.
239  Rev. Rul. 80-235, 1980-2 CB 229.
240  See e.g., McKee, et al., supra, note 79, at ¶ 4.02[1] note 43.
241  See McKee et al., supra, note 79, at ¶ 6.02[1] note 13, ¶ 8.03[6] Ex. 10; but see Reg. § 1.752-1(2)(h)(4)

(the note must be readily tradable on an established securities market).
242  Section 752(a) provides:

any increase in a partner's share of the liabilities of a partnership, or any increase in a partner's individual
liabilities by reason of the assumption by such partner of partnership liabilities, shall be considered as a
contribution of money by such partner to the partnership.

Section 722 provides:

the basis of an interest in a partnership acquired by a contribution of property, including money, to the
partnership shall be the amount of such money and the adjusted basis of such property to the contributing
partner at the time of the contribution increased by the amount (if any) of gain recognized under section
721(b) to the contributing partner at such time.

243  See supra text accompanying notes 63-68.
244  See Shop Talk, supra, note 62.
245  Rev. Rul. 81-187, 1981-2 CB 167.

 
Add. 0129

Case: 13-4298     Document: 26     Page: 205      02/14/2014      1157121      219

http://prod.resource.cch.com/resource/scion/citation/pit/S351/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S351/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S351/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S351/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S351/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S351/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S351/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S351/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S361/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S361/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S361/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S361/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S361/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S361/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S361/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S361/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/DEC27306/2003-TCR?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/DEC27306/2003-TCR?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/DEC27306/2003-TCR?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/DEC27306/2003-TCR?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/DEC27306/2003-TCR?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/DEC27306/2003-TCR?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/DEC27306/2003-TCR?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/DEC27306/2003-TCR?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL78-330/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL77-227/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL77-227/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL77-227/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL77-227/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL77-227/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL77-227/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL77-227/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL77-227/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL76-223/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL76-223/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL76-223/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL76-223/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL76-223/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL76-223/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL76-223/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL76-223/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL69-516/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL69-516/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL69-516/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL69-516/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL69-516/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL69-516/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL69-516/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL69-516/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/35-1USTCP9043/98UST?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/35-1USTCP9043/98UST?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/35-1USTCP9043/98UST?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/35-1USTCP9043/98UST?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/35-1USTCP9043/98UST?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/35-1USTCP9043/98UST?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/35-1USTCP9043/98UST?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/35-1USTCP9043/98UST?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1012/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1012/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1012/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1012/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1012/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1012/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1012/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1012/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1032/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1032/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1032/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1032/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1032/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1032/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1032/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1032/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.1032-1%28a%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.1032-1%28a%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.1032-1%28a%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.1032-1%28a%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.1032-1%28a%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.1032-1%28a%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.1032-1%28a%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.1032-1%28a%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S723/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S723/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S723/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S723/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S723/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S723/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S723/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S723/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL80-235/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.752-1%282%29%28h%29%284%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.752-1%282%29%28h%29%284%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.752-1%282%29%28h%29%284%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.752-1%282%29%28h%29%284%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.752-1%282%29%28h%29%284%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.752-1%282%29%28h%29%284%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.752-1%282%29%28h%29%284%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S1.752-1%282%29%28h%29%284%29/FED-FNL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S752%28a%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S752%28a%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S752%28a%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S752%28a%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S752%28a%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S752%28a%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S752%28a%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S752%28a%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S722/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/S721%28b%29/IRC-FILE?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL81-187/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL81-187/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL81-187/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL81-187/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL81-187/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL81-187/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL81-187/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC
http://prod.resource.cch.com/resource/scion/citation/pit/REVRUL81-187/RCB-RUL?cfu=Legal&cpid=WKUS-Legal-IC


©2014 Wolters Kluwer. All rights reserved.
47

246  S. Rep. No. 1983, 85th Cong., 2nd Sess. 220, 1958-3 CB 922, 1141.
247  Perry v. Com., CCH Dec. 30,176, 54 TC 1293, 1296 (1970).
248  Rev. Rul. 81-187, 1981-2 CB 167.
249  See Barton, supra, note 8.
250  See e.g., Shop Talk, supra, note 62 (referring to "zero basis trap"); Cummings, supra, note 1 at notes 109,

201-207 (citing caselaw supporting arguments for and against traps for the unwary, including McWilliams v.
Com., 331 US 694 (1947); Lessinger, supra, note 12; Bongiovanni v. Com., 73-1 USTC ¶ 9133, 470 F2d 921
(CA-2 1972); (citing cases); ALI Federal Income Tax Project, Subchapter C, 302, 303 (1982) (referring to
"booby traps"); Walter, "The Issuer's Own Stock—Section 1032, Section 304 and Beyond," 68 TAXES 906,
910-911 (Dec., 1990) (running into the zero basis problem is that frequently pronounced tax cliche, "a trap
for the unwary"); American Bar Association, "Recommendation No. 1980-8," reprinted in 33 Tax Law. 1543,
1548 (1980); Johnson, "The Legitimacy of Basis From a Corporation's Own Stock," 9 Am. J. Tax Pol'y 155,
194 (1991); Fleming, "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, 13-21 (1990); Manning, supra, note 8, at
198 (referring to "a potential trap to the unwary"); NYSBA, supra, note 8 (the zero basis risk inherent in S's
use of P stock as a medium of exchange, is a trap for the unwary); Brewer, supra, note 8 (if it really exists,
the zero basis problem is itself a hideous trap for the unwary).

251  But see Cummings, supra, note 67, at note 13 (* * * a trap for the unwary * * * is hardly grounds for
repealing [a code section], as Brewer noted, much of the Code can be similarly characterized).

252  See e.g., American Bar Association, supra, note 3, at 1494.
253  See supra text accompanying notes 102-123.
254  See NYSBA supra, note 8; see supra text accompanying note 119.
255  See commentators cited supra, note 250.
256  For example, continuity is not met, business enterprise is not satisfied, or some other reason exists.
257  Rev. Rul. 74-503, 1974-2 CB 117. The example assumes that Reg. § 1.1502-13(f)(6) does not apply, i.e.,

parent and subsidiary do not file a consolidated tax return, subsidiary is owned 79% by P, or the transaction
did not qualify as a qualified disposition.

258  No gain would be recognized pursuant to Section 1032.
259  Section 351 to the transferor corporation; Section 1032 or Section 118 to the subsidiary.
260  See Rev. Rul. 70-305, 1970-1 CB 169.
261  IRC Secs. 1032, 351 or 118, and 1012.
262  See American Bar Association, supra, note 3, at 1494 (no sound reason exists for having the issue of

whether gain is recognized by the subsidiary turn on whether the parent or subsidiary is the corporation
which first acquires the target's assets. Such an elevation of form over substance only increases the
complexity of the Code and creates traps for the unwary taxpayer and his advisor).

263  Adoption of a zero basis rule would tend to elevate the form of a transaction over its substance and thereby
add to the complexity of the Code. American Bar Association, supra, note 3, at 1494.

264  The analysis applies equally to other carryover basis rules, e.g., Sections 722, 1041, etc.
265  American Bar Association, supra, note 3, at 1493.
266  See Glenshaw Glass Co., supra, note 162 (defining income as accession to wealth); See Cummings,

supra, note 67.
267  Presumably Section 1001 would require gain based on some type of measurement of the corporation's

stock to the property received.
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268  For purposes of Part I of subchapter C, property is defined as money, securities, and any other property;
except that such term does not include stock in the corporation making the distribution. Commentators
have suggested that a transferor corporation's own stock constitutes property and so does a shareholder's
own note to the corporation. Bittker & Eustice, supra, note 213, at ¶ 3.02[1]. Presumably Section 1001
would require gain based on some type of measurement of the corporation's stock to the property received.

269  Section 453 generally provides for recognition of income from a note to be taken into account over the
course of payments on the note. However, Section 453 provides for limitations and restrictions on the use
of the installment method. See e.g., IRC Secs. 453(f), (i), 453A.

In a nonrecognition transaction involving an installment obligation, zero basis issues are implicated as well.
Reg. § 1.453-1 provides that the transferee does not get basis in the property until the note is paid. See
supra text accompanying note 88.

270  See Cummings, supra, note 67 at 295 (citing Glenshaw Glass Co., supra, note 162; Rev. Rul. 72-2, 1972-1
CB 19 (holding that taxpayer realized no income on borrowing money)).

271  Id.; see also Reg. § 1.1002-1.
272  See Johnson, supra, note 250, at 157 (a corporation should obtain a basis in property acquired with its own

stock equal to the present value of the cash that the corporation is expected to distribute on its stock in the
future).

273  See BLACK'S LAW DICTIONARY at 1415 (6th ed. 1990) (the right of a shareholder to share proportionally in its
net profits or earnings or in the distribution of assets on dissolution).

274  Id. (the right to participate in the general management of the company); see Himmel v. Com., 64-2 USTC ¶
9877, 338 F2d 815 (CA-2).

275  See Schler, supra, note 26.
276  Id.
277  Instead, the general basis rules under Section 1012, applicable to recognition transactions, and the basis

rules under Section 362 for nonrecognition transactions apply. As a consequence, and due to lack of
coordination with Section 1032, the zero basis problem has evolved.

278  See supra text accompanying note 27.
279  Section 7805 provides that the Secretary shall prescribe all needful rules and regulations for the

enforcement of this title, including all rules and regulations as may be necessary by reason of any alteration
of law in relation to internal revenue.

280  See supra text accompanying notes 103-110.
281  Reg. § 1.1032-2(c); see also supra text accompanying notes 107-110.
282  See supra text accompanying notes 39-56.
283  See supra text accompanying note 108.
284  The cash purchase fiction fails to deal with pre-sale distributions or dispositions of subsidiary stock by the

parent (i.e., the corollary to the zero basis problem).
285  IRC Sec. 1032.
286  See Schler, supra, note 26 (Section 1032 applies to issuer of options on its stock; there is uncertainty as

to the application of Section 1032 to an issuer who purchases options on its stock or to an issuer who
sells rights or obligations under an option on its stock; moreover, there are a large number of contracts
that an issuer can enter into, with payments in either direction based on the value of its stock, that do not
literally involve the corporation's stock itself or options on its stock; Section 1032 and the rest of the Code
are woefully inadequate in determining the tax consequences of these transactions); NYSBA, supra, note
8 (It is unclear to what extent, if any, Section 1032 extends beyond stock and options. For example, an
equity swap is presumably a "a position with respect to P stock" within the meaning of the regulations. If
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Section 1032 does not apply to equity swaps, the regulations could result in the disallowance of a loss
to the subsidiary when the parent itself would recognize a loss on the same transaction. [The report
recommends] that the regulations be clarified to limit their scope to positions with respect to which the
parent would recognize no gain or loss by virtue of Section 1032. Finally, [the report recommends] that the
gain nonrecognition rule should apply to qualified dispositions of warrants and other positions with respect
to P stock). Interestingly, in the final form of Reg. § 1.1502-13(f)(6), the Service decided to apply the gain
elimination rule to positions in parent stock as well. Reg. § 1.1502-13(f)(6)(iv)(A). However, the Explanation
of the Provisions, provides that "no inference is intended as to the extent to which Section 1032 and these
regulations apply to derivative positions in [parent] stock other than options." Reg. § 1.1502-13(f)(6),
Explanation of Provisions, Scope of the Regulations, par. 26, HIGHLIGHTS & DOCUMENTS at 3053 (Mar. 14,
1996).

287  Reg. § 1.1502-13(f)(6); see supra text accompanying notes 112-117.
288  Rev. Rul. 70-305, 1970-1 CB 169; see supra text accompanying notes 58-63.
289  IRC Sec. 1032
290  Reg. §1.1502-13(f)(6)(ii); see supra text accompanying notes 112-117.
291  NYSBA, supra, note 8 (suggesting single entity treatment to gains as well as losses; and expressing

concern by the asymmetrical treatment of losses and gains in the regulations. The regulations address the
current whipsaw problem by reversing it, i.e., now taxpayers will be required to recognize gains while their
losses are disallowed).

292  Reg. § 1.1502-13(f)(6) only applies if the stock is disposed of immediately outside the group. If the stock
is held for a period of time and appreciates, such appreciation will be taxed, and it would be difficult to
eliminate it, ever.

293  See supra text accompanying notes 72-87.
294  Rev. Rul. 68-629, 1968-2 CB 154; Rev. Rul. 81-187, 1981-2 CB 167 (a shareholder with a zero basis in

the stock of an S corporation may not claim a deduction for a net operating loss incurred by the corporation
for a year in which the shareholder issued an unsecured demand promissory note to the corporation that
remained unpaid at the end of the corporations's taxable year); G.C.M. 33937 (Sept. 30, 1968), see supra,
notes 81-83; Rev. Rul. 80-235, 1980-2 CB 229 (liability created by a partner's written obligation given
as part of the purchase price for a partnership interest and payable only from cash distributions from the
production activities of the partnership may not be included in the basis of the partnership interest).

295  Alderman, supra, note 12; Lessinger, supra, note 11; Oden, supra, note 11. But see Lessinger, supra, note
12.

296  See e.g., Barton, supra, note 8; Cummings, supra, note 67; Brewer, supra, note 8; Fleming supra, note
8; Bogdanski, supra, note 131; Bittker and Eustice, supra, note 213, at ¶ 3.06[4][b]; Bauer, supra, note 8;
Manning supra, note 8; Sheppard, supra, note 221; Megaard & Megaard, supra, note 213.

297  Although arguments and rationales are different; see e.g., Barton, supra, note 8, at 479 (in view of the cost
incurred in executing an enforceable note or promise, it is fallacious to assign a zero basis to the very note
that is the property interest embodying the maker's promise); Cummings, supra, note 67, at 299, 315, 325
(zero basis property rationale is illogical; the transferor's obligation is not property for purposes of Section
351 and the obligation, or more importantly-some convincing contractual arrangement, is relevant only if
it reduces the transferor's liabilities assumed or taken subject to; the transferor's obligation is a purchase
money obligation that is presumed to be contingent); Manning, supra, note 8, at 161, 195 (contribution of
one's own note to a related entity is an open transaction, with the note denied property status and basis
suspended until actual payment); Bogdanski, supra, note 131, at 355 (shareholder should have had a
"cost" basis in the stock attributable to the rights he granted to the corporation under the "receivable" and
note. Thus, the shareholder's stock basis, originally a carryover from the business's assets, should have
been increased on account of the shareholder obligation to the corporation. Additionally, the gain under
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Section 357(c) should have been eliminated because of that additional stock basis); Sheppard, supra, note
221, at 1557-1560 (assigns a contributing shareholder a negative basis for stock received in exchange for
such note); Fleming, supra, note 8, at 813 (a buyer who acquires property with seller financing is effectively
treated as if she had borrowed the financed amount from the seller and then paid it to the seller in cash.
The zero basis hoax does not lie in a failure to treat the note as having a basis, it lies in a failure to treat the
transfer of the note as purchase money debt; when the issuer is treated as an issuer of a purchase money
note, then it is appropriate to treat her as transferring loan proceeds with a face amount basis, not a zero
basis instrument); Brewer, supra, note 8, at 458 (the Second Circuit's interpretation of the existing statutory
language is perfectly legitimate (although perhaps a bit awkward) and arrives at the only correct result).

298  See e.g., Fleming, supra, note 8.
299  See e.g., Bogdanski, supra, note 131.
300  See e.g., Cummings, supra, note 67.
301  Reg. § 1.1002-1(d); see also supra text accompanying notes 66-68.
302  IRC Secs. 358, 722.
303  IRC Sec. 1032 or 721. Note the transferee would have ultimately received cash from the transferor on the

payment of the note.
304  See Rev. Rul. 78-330, 1978-2 CB 147; Rev. Rul. 77-227, 1977-2 CB 120; Rev. Rul. 76-223, 1976-1 CB

103; Rev. Rul. 69-516, 1969-2 CB 56.
305  See supra text accompanying notes 223-226.
306  See supra text accompanying notes 39-56, 102-106, 118-123.
307  See e.g., American Bar Association, supra, note 3, at 1495 (application of the recasting approach is difficult

where the subsidiary makes non-dividend distributions to the parent prior to the disposition of the parent
stock by the subsidiary. The subsequent recasting would, without more, give the parent a new basis in its
subsidiary stock which did not take proper account of the income tax consequences to the parent under
Section 301 of the prior non-dividend distributions by the subsidiary. Adjusting the basis derived from
the recasting to take account of the earlier events would be as complicated as the consolidated return
subsidiary stock basis rules which such an adjustment resembles. See Reg. §§ 1.1502-19 and 1.1502-32).

308  See American Bar Association, supra, note 3, at 1494.
309  For problems with open transaction see Barton, supra, note 8, at 480, 491; Sheppard, supra, note 221,

at 1559. The Service is generally not fond of the open transaction doctrine. See Reg. § 15a.453-1(d)(2)
(ii) (under no circumstances will an installment sale for a fixed amount obligation be considered an "open"
transaction); cf. McGuire, "Open Transactions—The Commissioner Attempts to Legislate," 13 J. Real Est.
Tax'n 85 (1991); Evetts and Keller, "Contingent Sales: How to Recoup Basis To Produce the Best Tax
Results," 36 Tax'n For Acct. 268 (1986).

310  IRC Sec. 1032.
311  See American Bar Association, supra, note 3 (proposing an over-the-top approach to the zero basis

problem in the context of 80% owned subsidiaries, because of the virtual identity between transactions by
the parent in its own stock and transactions by the subsidiary in such stock. However, in less than 80%
owned subsidiary situations, the committee suggests a recasting rule is more appropriate). I would not
make the distinction between the quasi-treasury stock approach and the recasting approach based on an
arbitrary control presumption. The zero basis problem exists whether or not control exists. Id. at 1531. The
proposal I advocate would make a distinction based on the economics of the transaction; the recasting
approach would be applied if the transaction is integrated. In an integrated transaction, the parent could
have easily rearranged the steps to avoid the zero basis problem—the identity in the economics is present.
However, if the transaction is not integrated, then I would recommend the quasi-treasury stock approach;
again, this seems to take into account the true economics without providing undue rigidity to the form. It is
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reasonable to provide the subsidiary with basis at the time of the contribution, because the parent could
have easily accomplished such result; however, to disregard the events which occur post-contribution that
impact the stock would be to ignore the economics. See also Schler, supra, note 26 at 625 (any solution to
the zero basis problem should be as broad as the problem and not limited to affiliated but nonconsolidated
subsidiaries).

312  The parent would not otherwise take part in the transaction. See American Bar Association, supra, note
3, at 1531 (where the subsidiary is 100% owned or the minority interest is so small, a parent will have no
economic reluctance to contribute its stock or other property to the subsidiary. [At some] point the minority
interest becomes large enough so that a parent will be unwilling to make "gifts" to it: such unwillingness
may begin when the minority has less than 20%).

313  IRC Sec. 701 (a partnership as such shall not be subject to the income tax imposed by this chapter).
314  IRC Sec. 701 (persons carrying on business as partners shall be liable for income tax only in their separate

or individual capacities); Reg. § 1.702-1 (each partner in a partnership is required to take into account
in computing his federal income tax liability his allocable share of income, gains, losses, deductions and
credits of the partnership).

315  Subchapter K of the Code is a blend of aggregate and entity treatment for partners and partnerships.
Compare Section 751 with Section 741. See e.g., Rev. Rul. 91-32, 1991-1 CB 107; Rev. Rul. 89-85, 1989-2
CB 218; Brown Group Inc. v. Com., supra, note 159. For purposes of provisions outside Subchapter K,
the Service and the courts have stated that the treatment of a partnership as an aggregate or an entity
must be determined on the basis of the characterization most appropriate for the situation. See Staffaroni,
"Partnerships: Aggregate vs. Entity and U.S. International Taxation," 49 Tax Law. No. 1 (1995). See
generally Youngwood and Weiss, supra, note 159.

316  See e.g., Reg. § 1.701-2 (subchapter K anti-abuse rule), Reg. § 1.704-3(a)(10) (allocation method anti-
abuse rule), Reg. § 1.704-4(f) (IRC Sec. 704(c)(1)(B) anti abuse rule), Reg. § 1.1502-13(h) (intercompany
transaction anti-avoidance rule), Reg. § 1.1502-32(e) consolidated return basis anti-avoidance rule).

317  See e.g., Gouwar, "The Proposed Partnership Anti-Abuse Regulation: Treasury Oversteps Its Authority,"
11 J. Part. Tax'n 287 (1995); Grace, " Partnership Anti-Abuse Rule Provokes Fury," 11 J. Part. Tax'n 257
(1994); "IRS Seeks to Limit Benefits of Corporate Inversion Transactions," 81 J. Tax'n 266 (1994) (the
Service's action, in [Notice 94-43,] amounts to an anti-abuse rule).

318  See generally, Bittker and Eustice, supra, note 213, at ¶ 1.05[2][e] (6th ed. 1994); Bittker & Loken, supra,
note 1, at ¶ 4.3.5 (2d ed. 1989); Isenberg, "Musings on Form and Substance in Taxation," 49 U. Chi. L.
Rev. 859 (1982); Chirelstein, "Learned Hand's Contribution to the Law of Tax Avoidance," 77 Yale L.J. 440
(1968).

319  See e.g., landmark cases Knetsch v. U.S, 364 US 361 (1961); Griffiths v. Com., 308 US 355 (1939);
Higgins v. Smith, 308 US 473 (1940); Gregory v. Helvering, supra, note 231.

320  Section 269 disallows certain tax benefits if control of a corporation is acquired for the principal purpose of
tax avoidance.

321  See American Bar Association, supra, note 3, at 1495.
322  It is difficult to reconcile keeping the transaction open so that the parent is deemed to own the stock when it

may take no part or have no input in the future disposition of such stock.
323  A result that seems warranted under the closed transaction doctrine.
324  In such case, a proposed rule would attempt to provide synergy with the loss disallowance rule provided in

Reg. § 1.1502-13(f)(6)(i). The proposed rule could take the following form:

Reg. § 1.1502-13(f)(6) is amended to read as follows:
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(ii) Gain Stock. If a member, M, would otherwise recognize gain on a disposition of P stock, then
immediately before the disposition, M is treated as purchasing the P stock from P for fair market value with
cash contributed to M by P (or, if necessary, through any intermediate members).

For a discussion of single entity versus separate entity concepts, see Lerner, Antes, Rosen, and
Finkelstein, FEDERAL INCOME TAXATION OF CORPORATIONS FILING CONSOLIDATED RETURNS, (Matthew Bender
1995) chapter 6; see also Andrew J. Dubroff, John Broadbent, "Consolidated Returns: Evolving Single
and Separate Entity Themes," 72 TAXES 743 (Dec., 1994); Dahlberg, "Aggregate vs. Entity: Adjusting the
Basis of Stock in a Subsidiary Filing a Consolidated Return," 42 Tax L. Rev. 547 (1987).

325  In an integrated transaction, where the steps occur at or around the same time, appreciation gain is
unlikely to exist. However, the steps in an integrated transaction need not occur close in time, therefore
appreciation gain may in fact exist. See Steven S. Bowen, "The End Result Test," 72 TAXES 722 (Dec.,
1994) (discussing integrated transactions and the step transaction doctrine).

326  The recommendations that follow are changes to the Code. However, the Service should have broad
enough administrative power to adopt comparable rules in regulations. See IRC Sec. 7805(a).

327  This reasoning is similar to the basis step up to partners and S corporation shareholders on tax exempt
income. See IRC Sec. 1367(a)(1)(A); IRC Sec. 705(a)(1)(B).

328  See Sections 311(b) and 336(a). The legislative history to the enactment of Section 311(b) provides:

[T]he General Utilities rule tends to undermine the corporate income tax. Under normally applicable
tax principles, nonrecognition of gain is available only if the transferee takes a carryover basis in the
transferred property, thus assuring that a tax will eventually be collected on the appreciation. Where the
General Utilities rule applies, assets generally are permitted to leave corporate solution and to take a
stepped-up basis in the hands of the transferee without the imposition of a corporate-level tax. Thus, the
effect of the rule is to grant a permanent exemption from the corporate income tax. H.R. Rep. No. 426, 99th
Cong., 1st Sess. 282 (1985).

329  Congress has provided the Secretary with authority to issue regulations to carry out the purpose of General
Utilities repeal, in the liquidation area generally. See IRC Sec. 337(d). To this end, see Notice 89-37,
1989-1 CB 679 (use of partnership to avoid General Utilities repeal); Prop. Reg. § 1.337(d)-3 (implementing
Notice 89-37); Notice 93-2, 1993-1 CB 292. B. 11 (providing effective date for Prop. Reg. § 1.337(d)-3 to
apply to transactions after Mar. 9, 1989); Notice 94-93, 1994-2 CB 563 (applicable to inversion transactions
that circumvent the repeal of General Utilities); Rev. Proc. 94-76, 1994-2 CB 825 (downstream mergers into
less than 80%-owned distributees); Bittker & Eustice, supra, note 213, at ¶ 10.05[6].

330  See generally, NYSBA, "New York State Bar Association Committee on Corporations and Committee on
Partnerships," 46 Tax Notes 99 (Jan. 1, 1990); Canellos, supra, note 13 at 9 (the article discusses some
of the issues raised by the transfer, distribution, or exchange of debt or equity securities of a corporate
issuer to or by a corporate or unincorporated affiliate—i.e., "affiliate acquisitions"); Walter, supra, note 250,
at 909 (the article considers the use of Section 1032 in four tax planning transactions.) Both commentators
consider the use of Section 1032 to distribute appreciated property through inversion-type transactions.
However, inversion transactions have subsequently been under critical review by the Service. See Notice
94-93, 1994-2 CB 563 (an inversion transaction may improperly create losses or permit the avoidance
of income or gain in circumvention of the repeal of the General Utilities Doctrine); "IRS Seeks to Limit
Benefits of Corporate Inversion Transactions," 81 J. Tax'n 266 (1994); Letter Rulings, "Prior Inversion
Transaction Ruling Revoked By IRS," 82 J. Tax'n 309 (1995) (in LTR 9502023, the Service revoked ruling
(6) in LTR 9238009, which held that the "substantially all" requirement of Section 368(a)(2)(E) was met
in an inversion transaction); Bailine, Bloom, Wiseberg, "Peat Marwick Defends Current Treatment of
Downstream Reorgs.," 95 TNT 67-40 (Apr. 6, 1995).

331  The strongest views are that the debt supports basis in taxable transactions, and, therefore, the issuance
of debt is equivalent to having tendered cash (i.e. purchase-money transaction). See commentators listed
supra, note 285.
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332  See supra text accompanying notes 202-221.
333  See Plumb, "The Federal Income Tax Significance of Corporate Debt: A Critical Analysis and a Proposal,"

26 Tax L. Rev. 369, 407-410 (1971); Bittker & Eustice, supra, note 213, at ¶ 4.02[7] debt/equity cases.
334  This proposal is not a debt/equity type analysis. See Bittker and Eustice, supra, note 213, citing Lyon,

"Federal Income Taxation," 1957 Surv. Am. L. 123, 142 annot. (One might say that this is one of those
areas of the tax law where the virtues of vagueness exceed its vices; that courts must look to all the facts
and circumstances of each case to see what is really "intended" or what has "substantial economic reality";
and that it is salutary to tell taxpayers only that there is a danger zone which they enter at their peril).

335  i.e., a transfer of an instrument by the issuer to a transferee whose basis in such instrument is determined
by reference to the basis in the instrument to the transferor, and where the basis of property received by
the transferor is determined by reference to the transferor's basis in the instrument.

336  i.e., a transfer of an instrument by the issuer to a transferee whose basis in such instrument is determined
by reference to the basis in the instrument to the transferor, and where the basis of property received by
the transferor is determined by reference to the transferor's basis in the instrument.

337  See supra, note 8; see supra text accompanying notes 50-56.
338  See generally, Barton, supra, note 8.
339  See supra text accompanying notes 26-90.
340  See supra text accompanying notes 37, 262-265.
341  See supra text accompanying notes 103-106, 118-123.
342  See supra text accompanying notes 279-291.
343  See supra, note 326.
344  See supra text accompanying note 66.
345  See supra text accompanying note 67.
346  See supra text accompanying notes 64-67.
347  See generally, Fleming, supra, note 8.
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Barnes Group: Tax Court Turns
A Blind Eye to Rauenhorst

By Timothy Jacobs

Introduction

A decade ago, in Rauenhorst v. Commissioner,1 the
Tax Court presumably laid to rest the idea that the
commissioner has the right to litigate against his
own revenue rulings and other published guidance.
However, in its recent decision in Barnes Group Inc.
v. Commissioner,2 the Tax Court not only permitted
the commissioner to argue against a revenue ruling
but imposed substantial penalties as well.

Even though the taxpayer cited Rauenhorst
prominently in its briefs regarding its reliance on
the IRS’s revenue ruling, the Tax Court in Barnes did
not cite or discuss Rauenhorst. The omission of
Rauenhorst raises serious questions regarding the
Tax Court’s intentions, especially in light of its
acceptance of contentions that were either explicitly
or implicitly rejected in Rauenhorst and its sister
decision Dover Corp. & Subs. v. Commissioner,3 an-
other precedent division opinion of the Tax Court.

The Tax Court in Barnes held that revenue rulings
are only reliable when the transactional facts do not
exceed the scope of the facts in the revenue ruling.
However, many of the IRS’s seminal revenue rul-
ings, including the revenue ruling at issue in Barnes,
contain an intentionally generic set of facts and are
designed to state legal principles of universal appli-
cation. The Tax Court’s treatment of revenue rulings

in Barnes not only is contrary to its prior precedents
but also is unworkable in the context of those types
of broad legal rulings.4

Facts of Barnes

A deep understanding of the facts in Barnes
Group is not critical to the issues presented in this
article. The important facts are that the taxpayer, a
U.S. corporation (Barnes), was engaged in a manu-
facturing and distribution business and operated
both domestically and overseas. As a result of
several business acquisitions, Barnes had significant
company debt. At the same time, Barnes’s foreign
subsidiaries held a substantial amount of cash and
were generating cash in excess of their operating
needs. A dividend or loan of this excess cash to the
taxpayer — that is, by repatriation — would trigger
a significant federal tax liability.5 Barnes developed
a foreign finance structure (aka a reinvestment
plan) to free up the overseas cash for use domesti-
cally — without triggering a federal tax liability.

Under the reinvestment plan, a series of transac-
tions were established that ultimately resulted in
cash held by one of Barnes’s indirect, wholly owned
foreign subsidiaries (ASA) being transferred to
Barnes. First, Barnes formed a domestic foreign
financing entity (Delaware) and a foreign financing
entity (Bermuda). Second, as part of a tax-free
section 351 transaction, ASA and Barnes transferred
foreign currency to Bermuda in exchange for Ber-
muda common stock. Third, in a second section 351
transaction, Bermuda and Barnes transferred Ber-
muda common stock and foreign currency to Dela-
ware in exchange for Delaware stock (Barnes
received Delaware common stock and Bermuda
received Delaware preferred stock). Fourth, Dela-
ware converted the foreign currency it received
from Bermuda and Barnes into U.S. dollars and
transferred those funds to Barnes as a loan.

1119 T.C. 157 (2002).
2T.C. Memo. 2013-109.
3122 T.C. 324 (2004).

4I offer no comment on the overall merits of the Tax Court’s
decision or the tax strategy involved. See Monte A. Jackel,
‘‘Transactions Done to Fit the Tax Strategy: We Should Know
Better,’’ Tax Notes, May 20, 2013, p. 935. Rather, this article is
directed to those portions of the Barnes decision that speak to the
IRS’s revenue rulings.

5A distribution to the extent of earnings and profits would
represent a taxable dividend. Sections 301 and 316. A loan from
a controlled foreign corporation would be treated as taxable
income. Sections 951 and 956.
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Ultimately, ASA and Delaware ended up owning
all of the common stock of Bermuda and Bermuda
ended up owning all of the preferred stock of
Delaware. Barnes ended up with cash that it used to
pay off its debt.6 Thus, the reinvestment plan ac-
complished Barnes’s objectives of repatriating some
of its overseas cash.

Subpart F Rules
Subpart F provides specific rules relating to con-

trolled foreign corporations such as ASA and Ber-
muda. Under those rules, a loan or equity
investment from a CFC may result in taxable in-
come. Specifically, under section 951, U.S. share-
holders of a CFC are taxed directly on their pro rata
share of the CFC’s earnings that are invested in
specified types of U.S. property.7 For this purpose,
U.S. property includes the stock and debt of U.S.
corporations.8 However, the CFC’s investment is
expressly limited to the CFC’s adjusted basis in the
U.S. property.9

The purpose of the subpart F rules is to require
the shareholder of a CFC to report his share of the
CFC’s undistributed income.10 The rules measure
the extent of the U.S. shareholder’s taxation by the
CFC’s investment in U.S. property and beyond that
limit the taxation of the undistributed income to the
CFC’s adjusted basis in U.S. property. The subpart F
rules address situations in which overseas money is
repatriated in ways that are traditionally not taxable
— that is, loans.

What is important here is the application of the
adjusted basis rule in section 956(a) and whether
the IRS’s position in Rev. Rul. 74-50311 and Rev. Rul.
2006-212 foreclose the attribution of income to
Barnes under that rule for purposes of subpart F.

Revenue Rulings
In Rev. Rul. 74-503, one corporation (X) trans-

ferred shares of its treasury stock (with a fair market
value of $3,000x and purchased by X years earlier
for $2,000x) to a second corporation (Y) in exchange
for newly issued shares of Y stock (with an FMV of
$3,000x) that constituted 80 percent of the only
outstanding class of stock of Y. The transaction was
a tax-free section 351 transaction for X, and no gain
or loss was recognized to Y under section 1032(a).
No other facts or limitations on the facts are iden-

tified in the ruling, including whether X and Y are
domestic or foreign corporations.

Rev. Rul. 74-503 addresses the calculation of the
basis of the stock received by Y in a section 351
transaction involving the exchange of its own stock,
which in turn requires the determination of the
basis of the stock transferred by X.

Section 358(a) generally applies to determine the
basis of property received by a transferor in a
section 351 transaction. However, section 358(e)
provides that section 358(a) does not apply to
property acquired by a corporation in an exchange
of its own stock as consideration, in whole or in
part, for the transfer of property to it. Therefore,
Rev. Rul. 74-503 concludes that the basis rules in
section 358(a) are not applicable in determining the
basis of the Y stock received by X in the transaction.

Rev. Rul. 74-503 further concludes that under reg.
section 1.1032-1(d), the basis of the X stock received
by Y and the basis of the Y stock received by X is
determined under section 362(a) because the trans-
action also qualifies, for purposes of determining
basis, under section 351. Under section 362(a), the
basis to a corporation of property acquired in a
section 351 transaction is the same as it would be in
the hands of the transferor. Therefore, Rev. Rul.
74-503 states that the basis of the X treasury stock
received by Y will be the same as it was in the hands
of X immediately before the exchange. Moreover,
the basis of the newly issued stock of Y received by
X is the same as it was in the hands of Y immedi-
ately before the exchange.

Rev. Rul. 74-503 concludes that the basis of
previously unissued stock in the hands of the
corporation issuing it in a transaction to which
section 362 applies is zero. Rev. Rul. 74-503 treats a
corporation’s treasury stock (that is, the stock of X)
the same as its previously unissued stock. Accord-
ingly, Rev. Rul. 74-503 holds that the basis of the X
treasury stock received by Y is zero and the basis of
the newly issued Y stock received by X is zero (the
zero basis doctrine).

Rev. Rul. 74-503 was a key component of the tax
analysis for the reinvestment plan. Importantly, in
an opinion letter provided to Barnes before the
execution of the reinvestment plan, Pricewater-
houseCoopers analyzed whether the exchanges in-
volving Delaware and Bermuda resulted in income
inclusion under sections 951 and 956. Based on the
zero-basis doctrine set forth in Rev. Rul. 74-503, the
opinion letter concluded that Bermuda should have
a zero basis in the Delaware preferred stock for U.S.
federal income tax purposes because Bermuda had
exchanged its own stock in exchange for Delaware
preferred stock as part of a section 351 transaction.
Consequently, under the adjusted basis rule in
section 956, the PwC opinion concluded that Barnes

6A second series of transactions involving the same entities
and steps was undertaken as part II of the reinvestment plan.

7Sections 951(a)(1)(B) and 956(a).
8Section 956(c)(1)(B) and (C).
9Section 956(a).
10Boris I. Bittker and James S. Eustice, Federal Income Taxation

of Corporations and Shareholders, para. 15.61[3], at 15-149 (2002).
111974-2 C.B. 117.
122006-1 C.B. 261.
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had no includable income under subpart F regard-
ing Bermuda’s investment in Delaware.

In December 2005, five years after the reinvest-
ment plan was effected, the IRS released Rev. Rul.
2006-2 — which revoked Rev. Rul. 74-503, but on a
prospective basis only. Rev. Rul. 2006-2 states that
conclusions in Rev. Rul. 74-503 regarding X’s basis
in the Y stock received in the exchange — that is,
that such basis is determined under section 362(a)
— are ‘‘incorrect.’’ Rev. Rul. 2006-2 also states that
the other conclusions in the ruling, including the
conclusions that X’s basis in the Y stock received in
the exchange and Y’s basis in the X stock received in
the exchange are zero, ‘‘are under study.’’ Rev. Rul.
2006-2 states: ‘‘Under the authority of section
7805(b), the Service will not challenge a position
taken prior to December 20, 2005, with respect to a
transaction occurring prior to such date, by a tax-
payer that reasonably relied on the conclusions in
Rev. Rul. 74-503. See section 601.601(d)(2)(v) of the
Statement of Procedural Rules.’’

Rauenhorst Principles
In Rauenhorst v. Commissioner,13 the taxpayers

assigned stock warrants to charitable institutions.
At the time of the assignments, the charitable
institutions were not under any legal obligation to
sell the warrants; however, it was fully anticipated
they would sell the warrants and in fact did so. The
IRS determined that the assignments represented
anticipatory assignments of income that were tax-
able to the taxpayers. In the Tax Court proceedings,
the taxpayers argued to the contrary — relying on a
1978 revenue ruling14 — that the assignment of
income doctrine was inapplicable in the absence of
a legal obligation to sell on the part of the charity.
Despite the on-point revenue ruling, the IRS argued
in its Tax Court briefs that ‘‘revenue rulings are not
binding on respondent or the courts’’ and the 1978
ruling did not control that case in light of Tax Court
and appellate court case law decided after its adop-
tion by the Service.15

The Tax Court concluded that the IRS was ‘‘dis-
avowing’’ its 1978 revenue ruling in the litigation,
even though it had not revoked or modified that
ruling.16 The Tax Court refused to permit the Serv-
ice to argue against the legal principles of its 1978
revenue ruling:

Although we do not question the validity of
the opinions of this Court and the Courts of
Appeals upon which respondent relies, we are

not prepared to allow respondent’s counsel to
argue the legal principles of those opinions
against the principles and public guidance
articulated in the Commissioner’s currently
outstanding revenue rulings.

. . . .

While this Court may not be bound by the
Commissioner’s revenue rulings, and in the
appropriate case we could disregard a ruling
or rulings as inconsistent with our interpreta-
tion of the law, . . . in this case it is respondent
who argues against the principles stated in his
ruling and in favor of our previous pronounce-
ments on this issue. The Commissioner’s rev-
enue ruling has been in existence for nearly 25
years, and it has not been revoked or modified.
No doubt taxpayers have referred to that rul-
ing in planning their charitable contributions,
and, indeed, petitioners submit that they re-
lied upon that ruling in planning the chari-
table contributions at issue. Under the
circumstances of this case, we treat the Com-
missioner’s position in Rev. Rul. 78-197 . . . as a
concession.17

The Tax Court ended its opinion by strongly
admonishing the IRS for attempting to argue
against its own published guidance on which the
taxpayer had justifiably relied and for imposing
penalties in addition to the income tax liabilities.18

The IRS Office of Chief Counsel immediately
responded to the Tax Court’s decision in Rauenhorst
by directing his attorneys not to take positions in
litigation contrary to the Service’s published guid-
ance:

It has been a longstanding policy of the Office
of Chief Counsel that we are bound by our
published positions, whether in regulations,
revenue rulings, or revenue procedures, and
that we will not argue to the contrary. Accord-
ingly, we do not take positions in litigation,
TAMs, PLRs, CCAs, advisory opinions, etc.,
inconsistent with a position that the Service
has taken in published guidance or in pro-
posed regulations.19

The Tax Court reaffirmed the principles of Rauen-
horst in another precedent opinion, Dover Corp. &
Subs. v. Commissioner, two years later.20 Dover in-
volved a complicated corporate transaction. Like
Barnes, the facts of Dover involved CFCs and the

13Rauenhorst, 119 T.C. 157.
14Rev. Rul. 78-197, 1978-1 C.B. 83.
15Rauenhorst, 119 T.C. 157.
16Id. at 169-170.

17Id. at 170-173 (references and citations omitted).
18Id. at 182-183.
19CC-2002-043, clarified and superseded by CC-2003-014.
20Dover Corp. & Subs. v. Commissioner, 122 T.C. 324 (2004).
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subpart F income rules. The taxpayer, a U.S. corpo-
ration, owned all the stock of a U.K. corporation (D)
that, in turn, owned all the stock of a second U.K.
corporation (H). Both D and H were CFCs. D sold
the stock of H to a third party. The taxpayer later
filed an election under the check-the-box regula-
tions to treat H as a disregarded entity for federal
tax purposes immediately before the stock sale. The
result of this election was that H was treated as if it
had liquidated under section 332, with D receiving
its assets. D was treated as selling H’s assets to the
unrelated buyer.

The taxpayer argued that the deemed sale of
assets qualified as a sale of property used in D’s
(and not H’s) trade or business because D suc-
ceeded to H’s business, thus removing the sale from
subpart F income treatment.21 Under the same
provisions at issue in Barnes, a U.S. taxpayer must
include in income its pro rata share of a CFC’s
subpart F income.22 For this purpose, the CFC’s
subpart F income includes ‘‘foreign personal hold-
ing company income,’’ which is defined to include
gains from the sale or exchange of property ‘‘which
does not give rise to any income.’’23 The regulations
under section 954 specify that tangible, real, and
intangible property ‘‘used or held for use in’’ the
CFC’s trade or business is excluded from this
definition.24

The question in Dover turned on whether D’s
deemed sale of the H assets qualified as a sale of
properties ‘‘used in’’ D’s ‘‘trade or business,’’ as the
section 954 regulations required. The taxpayer
relied on a 1975 revenue ruling that held that in
any corporate amalgamation involving the attri-
bute carryover rules of section 381, the surviving or
recipient corporation (in that case, D) is viewed as
if it had always conducted the business of the
formerly separate corporation (in that case, H), the
assets of which are acquired by the surviving
corporation.25 The IRS, on the other hand, argued
that the revenue ruling had been displaced by case
law that the respondent argued mandated a
different conclusion. Like Rauenhorst, the Tax Court
in Dover refused to permit the Service to argue
against the 1975 revenue ruling:

We therefore consider respondent to have con-
ceded that, as a direct result of a section 332
liquidation of an operating subsidiary, the
surviving parent corporation is considered as
having been engaged in the liquidated sub-

sidiary’s preliquidation trade or business, with
the result that the assets of that trade or
business are deemed assets used in the surviv-
ing parent’s trade or business at the time of
receipt. . . . Therefore . . . we conclude that re-
spondent has conceded that Dover UK’s
deemed sale of the H&C assets immediately
after the check-the-box liquidation of H&C
constituted a sale of property used in Dover
UK’s business within the meaning of section
1.954-2(e)(3)(ii) through (iv), Income Tax
Regs.26

As a result of this holding, the taxpayer did not
have subpart F income from D’s sale of H’s assets.

The Tax Court’s holdings in Rauenhorst and Dover
were not the first cases to hold the IRS to the legal
principles stated in its revenue rulings. The Tax
Court articulated the same principles in Walker v.
Commissioner,27 Phillips v. Commissioner28 (a court-
reviewed opinion), and Burleson v. Commissioner.29

The principles espoused in Rauenhorst and by the
taxpayer in Barnes are not novel. They were indeed
well established in the Tax Court when Rauenhorst
and Dover were decided, and there should have
been no doubt about that when the Tax Court
considered Barnes.

Barnes’s Preclusion Argument
Barnes told the Tax Court that it had reasonably

relied on Rev. Rul. 74-503 and based on Rev. Rul.
2006-2 and Rev. Rul. 74-503, the IRS was precluded
from arguing against the position that Bermuda’s
adjusted basis in the Delaware preferred stock was
zero. Barnes’s position is unmistakably clear from
its briefing papers filed in the Tax Court.30

Barnes states in its opening brief that ‘‘Rev. Rul.
2006-2 prohibits respondent from challenging
Barnes’ position in this case’’ and ‘‘Respondent is
bound by the ‘the service will not challenge’ clause
in Rev. Rul. 2006-2.’’31 Barnes cites Rauenhorst and
also Dover as the legal basis for its position: ‘‘In a
Tax Court proceeding, a Revenue Ruling constitutes
a concession of the legal analysis reflected in the
ruling and is binding on the Respondent.’’32 Barnes
further contends that ‘‘the obligation of the Respon-
dent to adhere’’ to Rev. Rul. 2006-2 is ‘‘compelled by

21Section 954(c)(1)(B)(iii).
22Section 951(a)(1)(A)(i).
23Sections 952(a)(2), 954(a)(1), and 954(c).
24Reg. section 1.954-2(e)(3)(ii)-(iv).
25Rev. Rul. 75-223, 1975-2 C.B. 109.

26Dover Corp., 122 T.C. at 350.
27101 T.C. 537 (1993).
2888 T.C. 529 (1987).
29T.C. Memo. 1994-364.
30Opening Trial Brief for Petitioners, Dkt. No. 27211-09 (July

2, 2012) (Barnes Opening Brief); Reply Trial Brief for Petitioners,
Dkt. No. 27211-09 (Aug. 30, 2012) (Barnes Reply Brief).

31Barnes Opening Brief at 88, 92.
32Id. at 92.
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the tax policy rationale articulated in Rauenhorst.’’33

In its reply brief, Barnes leads its argument stating,
‘‘Respondent is prohibited by its published guid-
ance from challenging Barnes’ tax return positions’’
and again states that ‘‘Respondent cannot argue
against his own revenue ruling,’’ citing Rauenhorst
and Dover.34

Tax Court Opinion in Barnes
In Barnes, the Tax Court addressed the applica-

tion of Rev. Rul. 74-503 and Rev. Rul. 2006-2 as a
‘‘preliminary matter’’ in its opinion.35 Even though
Barnes had presented its argument under Rauen-
horst, the Tax Court avoided any mention of that
case or the other case law applying the Rauenhorst
principles. Instead, the Tax Court followed the
‘‘script’’ presented by the IRS in its reply brief36 to
conclude that the Service was entitled to ignore
those revenue rulings in the context of Barnes. The
problem is that this was essentially the same idea
the IRS presented to the Tax Court in Rauenhorst and
that the Tax Court soundly rejected.

The Tax Court pointed to the IRS’s Statement of
Procedural Rules for the proposition that revenue
rulings are limited to the specific facts set forth in
the ruling — quoting language in reg. section
601.601(d)(2)(v)(a): ‘‘The conclusions expressed in
Revenue Rulings will be directly responsive to and
limited in scope by the pivotal facts stated in the
revenue ruling.’’37 Moreover, the court also quoted
reg. section 601.601(d)(2)(v)(e), which states that
taxpayers may rely on revenue rulings in determin-
ing the tax treatment of their own transactions, to
emphasize two additional parts of that procedural
rule:

1. ‘‘Since each Revenue Ruling represents the
conclusion of the Service as to the application
of the law to the entire state of facts involved,
taxpayers, Service personnel, and others con-
cerned are cautioned against reaching the
same conclusion in other cases unless the facts
and circumstances are substantially the same.’’

2. ‘‘They should consider the effect of subse-
quent legislation, regulations, court decisions,
and revenue rulings.’’38

In support of the same proposition, the Tax Court
quoted the following language from a memoran-
dum opinion, Briarcliff Candy Corp. v. Commis-

sioner39: ‘‘Revenue Rulings of respondent speak to
the limited fact situations before respondent at that
moment.’’40 The Tax Court also cited Anschutz Co. v.
Commissioner,41 in which ‘‘the Tenth Circuit ob-
served that the problem with the taxpayer’s reliance
on a revenue ruling was that the transactions at
issue in the case before the court, considered as a
whole, were different from the entirety of the trans-
actions at issue in the revenue ruling.’’

There are several problems with the Tax Court’s
analysis. First, regarding the Statement of Pro-
cedural Rules, the Tax Court in Rauenhorst specifi-
cally addressed those rules and notably did not find
the provisions relied on in Barnes to be relevant to
the IRS’s litigating position against the 1978 rev-
enue ruling in that case.42 On the contrary, the Tax
Court in Rauenhorst focused on other provisions in
the Statement of Procedural Rules (and correspond-
ing provisions in the introduction section of each
volume of the Internal Revenue Bulletin) to the
effect that revenue rulings ‘‘are published to pro-
vide precedents to be used in the disposition of
other cases, and may be cited and relied upon for
that purpose.’’43 The Tax Court in the court-
reviewed opinion in Phillips v. Commissioner empha-
sized that same portion of the Statement of
Procedural Rules.44 That important rule is not even
mentioned in Barnes.

Second, the Tax Court’s proposition that tax-
payers cannot rely on the legal principles stated in
a revenue ruling when their facts ‘‘exceed the
scope’’45 of the facts of the revenue ruling cannot be
squared with Rauenhorst and certainly not with the
more complicated facts of Dover. If direct alignment
of the transactional facts with the revenue ruling
facts were required, as Barnes seems to hold, the
transactions in Rauenhorst and Dover would not
have satisfied that standard and many of the IRS’s
seminal revenue rulings would not be reliable.

Although recent revenue rulings are more expan-
sive in their recitation of facts, it is clear that early
revenue rulings (from the 1970s) used a simple and
generic fact set to establish a general legal principle
applicable to the multitude of transactions with
more complex facts. Rev. Rul. 74-503 falls squarely
into this category of rulings. It sets forth a general

33Id.
34Barnes Reply Brief at 72, 78.
35Barnes Group, T.C. Memo. 2013-109, slip op. at 34.
36Reply Brief for Respondent, Dkt. No. 27211-09 (Aug. 31,

2012), at 64-66.
37Barnes Group, T.C. Memo. 2013-109, slip op. at 36.
38Id. at 36-37.

39T.C. Memo. 1987-487.
40Barnes Group, T.C. Memo. 2013-109, slip op. at 37.
41664 F.3d 313, 330 (10th Cir. 2011) (emphasis added), aff’g 135

T.C. 78 (2010).
42Rauenhorst, 119 T.C. at 182.
43Id. (quoting reg. section 601.601(d)(2)(v)(d)).
44Phillips, 88 T.C. at 534.
45Barnes Group, T.C. Memo. 2013-109, slip op. at 40. The Tax

Court stated that ‘‘additional facts beget additional issues.’’ Id.
at 38.
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legal principle regarding the basis of stock received
by a corporation in a section 351 transaction in
exchange for its own stock. The facts of Rev. Rul.
74-503, like similar rulings during that same era, are
nondescript and indistinguishable from other cor-
porate transactions.46 Under the Barnes approach,
that circumstance is seemingly fatal — but it should
not be.

Third, the Tax Court’s reliance on the opinion in
Briarcliff is a curious choice. That case was decided
many years before Rauenhorst, it is a memorandum
opinion, and the opinion (in a footnote) suggests
that the revenue ruling must be ‘‘directly on point’’
to be justifiably relied on.47 The Tax Court stated
that ‘‘even assuming the Revenue Ruling were
directly on point, such Rulings merely set forth the
views of respondent. Thus, they represent the views
of one party to the litigation before the Court. As
such, they do not constitute precedent by which this
Court is bound.’’48 This statement runs squarely
against not only the Statement of Procedural Rules
but also the precedent in Rauenhorst, Dover, Walker,
and Phillips.

The Tax Court in Briarcliff cited the Fifth Circuit’s
opinion in Stubbs, Overbeck, and Associates v. United
States49 to support its position that revenue rulings
were not precedent or binding. However, the IRS
cited this same case for the same proposition in
Rauenhorst.50 The Tax Court rejected the Service’s
reliance on Stubbs and, while accepting that the Tax
Court was not bound by revenue rulings, construed
the statements in Stubbs as dictum.51 The Tax Court
observed52 that the Fifth Circuit rejected the IRS’s
argument that it was not bound by revenue rulings
in a subsequent case, Estate of McLendon v. Commis-
sioner.53

Fourth, following the IRS’s argument, the Tax
Court in Barnes applied an ‘‘entire transaction’’
approach, using substance-over-form principles, to
evaluate the application of Rev. Rul. 74-503.54 In the
Tax Court’s view, Rev. Rul. 74-503 was only appli-
cable ‘‘if we respect the form of the reinvestment

plan.’’55 This position again runs up against the Tax
Court’s holding in Rauenhorst. Indeed, the IRS’s
argument in Barnes, which the Tax Court accepted,
is the same ‘‘global transaction’’ argument that the
Service made in Rauenhorst and which the Tax
Court rejected in that case.56 Moreover, the IRS’s
argument in Rauenhorst was based on substance-
over-form principles — in particular, the assign-
ment of income doctrine and the step transaction
doctrine.57 Obviously, if the application of the 1978
revenue ruling had been subject in the first instance
to the substance-over-form case law, the 1978 rev-
enue ruling would not have had any meaningful
application to the facts of Rauenhorst. However,
contrary to the substance-over-form case law and
the IRS’s contention that the ‘‘global transaction’’
must be considered, the Tax Court applied the
‘‘legal obligation’’ principles from the 1978 revenue
ruling.

Fifth, the Tax Court in Barnes focused on the fact
that multiple entities were involved, that CFCs
were involved, and that the taxpayer’s planning
was designed to avoid the subpart F rules.58 The
problem with this analysis is that those same
factors were present in Dover. As the Tax Court
explained in that case, ‘‘the crucial finding’’ in the
revenue ruling (and other rulings applying it) is
that, ‘‘in any corporate amalgamation involving the
attribute carryover rules of section 381, the surviv-
ing or recipient corporation is viewed as if it had
always conducted the business of the formerly
separate corporation(s) whose assets are acquired
by the surviving corporation.’’59 In other words, the
legal principles of the 1975 revenue ruling, which
were applied to a generic fact pattern, were equally
applicable to the more complex set of facts in Dover.
Similarly, in Barnes, the legal principles in Rev. Rul.
74-503, espousing the zero basis doctrine for
exchanges of a corporation’s own stock, are equally
applicable to the more complex set of facts
involved in that case. Rev. Rul. 74-503 is a ‘‘one size
fits all’’ ruling.

Sixth, the Tax Court’s suggestion that subsequent
legal developments displace justified reliance on a
revenue ruling is similarly flawed. In Rauenhorst,
the Tax Court applied the 1978 revenue ruling in
place of the IRS’s reliance on a series of Tax Court
and appellate court cases that were contrary to the

46This circumstance distinguishes Anschutz. Unlike the ge-
neric fact pattern in Rev. Rul. 74-503, and the rulings at issue in
Rauenhorst and Dover, the revenue ruling in Anschutz was based
on a particular set of facts identified in the ruling and did not
announce any broadly applicable legal principles. See Rev. Rul.
2003-7, 2003-1 C.B. 363.

47Barnes Group, T.C. Memo. 2013-109, slip op. at 37.
48Id.
49445 F.2d 1142, 1146-1147 (5th Cir. 1971).
50Rauenhorst, 119 T.C. at 172.
51Id.
52Id. at 172-173.
53135 F.3d 1017 (5th Cir. 1998), rev’g T.C. Memo. 1996-307.
54Barnes Group, T.C. Memo. 2013-109, slip op. at 37-40.

55Id. at 37.
56Rauenhorst, 119 T.C. at 168-169.
57Id. at 163 (describing various doctrines relied on by the

IRS).
58Barnes Group, T.C. Memo. 2013-109, slip op. at 40.
59Dover Corp. & Subs, 122 T.C. at 349.
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revenue ruling.60 In holding the IRS to the prin-
ciples of the 1978 revenue ruling, the Tax Court
explicitly rejected the ‘‘ripened to a practical cer-
tainty’’ position espoused by the Ninth Circuit and
Tax Court in Ferguson v. Commissioner61 and the Tax
Court in Estate of Applestein v. Commissioner.62 Also,
the Second Circuit, in Blake v. Commissioner,63 ques-
tioned the validity of the 1978 revenue ruling. The
Tax Court in Rauenhorst refused to permit the IRS to
rely on the statements in Blake contrary to the legal
position announced in the 1978 revenue ruling.64

Chief Counsel Notice 2002-043 makes this clear,
stating that the Chief Counsel policy of not arguing
against revenue rulings ‘‘applies regardless of the
age of the guidance and regardless of whether
courts have chosen to follow the published position.
So long as the published guidance remains on the
books, the Office of Chief Counsel will follow it.’’

Conclusion

The Tax Court’s analysis in Barnes is fundamen-
tally flawed on several levels. First, the Tax Court’s
failure to discuss or even cite Rauenhorst is surpris-
ing in light of Barnes’s reliance on that case and
other cases applying its principles. Second, the Tax
Court should have accepted the legal principles of
Rev. Rul. 74-503, as both the Statement of Pro-
cedural Rules and the court’s precedent in Rauen-
horst, Dover, Walker, and Phillips required. The Tax
Court, of course, was free to analyze the facts of the
Barnes case in light of those legal principles. That is
not what it did, however. Third, the Tax Court’s
suggestion that the IRS can freely argue against its
published guidance when the transactional facts do
not directly align with the revenue ruling facts or by
applying a ‘‘global transaction’’ approach sets a
dangerous course. The admonitions in Rauenhorst
and in the chief counsel notices that followed that
decision have been potentially undermined by
Barnes. Taxpayers now face the same state of uncer-
tain reliance on published guidance that existed
before Rauenhorst.

60Rauenhorst, 119 T.C. at 167-171.
61174 F.3d 997 (9th Cir. 1999), aff’g 108 T.C. 244 (1997).
6280 T.C. 331 (1983).
63697 F.2d 473 (2d Cir. 1982), aff’g T.C. Memo. 1981-579.
64Rauenhorst, 119 T.C. at 169-170.
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