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MEMORANDUM

One Step Forward, One Step
Backward: Recent Changes
in the Nonrecognition
Treatment of Preferred
Stock and Warrants

by Michael J. Kliegman, Esq.
and Alan I. Appel, Esq.
Price Waterhouse LLP

New York, New York.

Major References: 1.R.C. §§351(g), 354, 355,
356; Regs. §1.354-1; Rev. Rul. 98-10, 1998-10 L.R.B.
11; Rev. Rul. 78-408, 1978-2 C.B. 203.

INTRODUCTION

Recent developments in the reorganization area
have altered the landscape as to the scope of the
nonrecognition provisions with regard to differing
equity instruments. The Treasury Department has
recently taken a step forward by promulgating regula-
tions which reverse the long standing position of the
Internal Revenue Service (“Service”) reflected in
Regs. §1.354-1(e), that stock warrants are not includ-
ed in the term *‘stock or securities” for purposes of
§354." Unfortunately, Congress has recently taken a
considerably larger step backward by enacting §1014
of the Taxpayer Relief Act of 1997 (P.L. 105-34),
which amends §§351, 354, 355, 356, and 1036 to
treat certain preferred stock as “boot.”

TREATMENT OF WARRANTS
History

Section 354 generally provides for the nonrecogni-
tion of gain or loss from the exchange of stock or
securities in a corporation that is a party to a reorga-
nization for stock or securities in the same corporation
or in another corporation that is a party to the
reorganization. Gain realized on an exchange of secu-
rities is not recognized provided that the principal
amount of the securities received does not exceed the
principal amount of any securities surrendered pursu-
ant to the plan of reorganization.

Section 355 provides for the nonrecognition of gain
or loss upon a distribution by a corporation with

' Unless otherwise stated, all section references contained
herein are to the Internal Revenue Code of 1986, as amended
(the “Code’) and the regulations promulgated thereunder.
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respect to its stock of stock in a controlled corpora-
tion, or an exchange of securities in a controlled
corporation for its securities. As in the case of a
transaction described in §354, gain realized on an
exchange of securities is not recognized provided that
the principal amount of the securities received does
not exceed the principal amount of the securities
surrendered pursuant to the plan of reorganization.

Section 356 provides rules for recognition of gain,
but not loss, if a shareholder or security holder re-
ceives nonqualifying property (i.e., boot) as well as
qualifying property in a transaction to which §354 or
§355 would otherwise apply. With regard to the topic
under discussion, realized gain is recognized in an
amount not in excess of the fair market value of the
excess principal amount of the securities received over
the principal amount of any securities surrendered as
part of the plan of reorganization.

Prior to the issuance of the recent regulations, it
was well-established that warrants were not entitled
to tax free treatment under §354 in a tax free reorga-
nization.? The Service, in Rev. Rul. 78-408," ruled
that an exchange of warrants in connection with a
tax-free reorganization will not be considered an ex-
change of “stock or securities” for purposes of §354
and the exchange of such warrants was taxable under
§1001(a). The ruling also stated that an exchange of
a warrant in the target corporation for stock of the
acquiring corporation in a reorganization also consti-
tutes a taxable exchange. In order to get tax-free
treatment, a warrant holder would have to exercise
the warrant prior to the reorganization, and exchange
the underlying target stock for acquiring corporation
stock in a tax free §354 exchange.

The Proposed Regulations

On December 23, 1996, the Service promulgated
proposed regulations under §§354, 355 and 356. For
purposes of §§354, 355, and 356, the proposed regula-
tions treated rights to acquire stock as securities
having no principal amount. As a result, a taxpayer
would not be required to recognize any gain under
§356 upon the receipt of a stock right. For this
purpose, the term “rights to acquire stock” of an
issuing corporation has the same meaning as the term
has in §§305(d)(1) and 317(a).* It does not include
rights exercisable against persons other than the issu-
er of the stock, or rights that relate to property other

?Repgs. §1.354-1(¢); Bateman v. Comr., 40 T.C. 408 (1963),
nonacq., 1965-2 C.B. 6.

*1978-2 C.B. 203.

* See preamble to the proposed regulations. REG-249819-96,
61 Fed. Reg. 67508 (12/23/96). The definitions in these
sections are not specific. Section 305(d) provides *(1)
RIGHTS TO ACQUIRE STOCK-For purposes of this sec-
tion, the term “stock” includes rights to acquire such stock.”
This language is merely parroted in the rcgulations. Regs.
§1.305-1(d). Section 317 similarly refrains from providing any
definition.
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than stock of the issuer of the rights. Thus, for
example, warrants issued by an acquiring corporation
exercisable into stock of its parent will not qualify,
unless the parent is a party to the reorganization
whose securities could otherwise be issued under
§§354 and 356.

In this regard, it is interesting to note that, in a
forward triangular merger reorganization under
§368(a)(1)(A) and §368(a)(2)(D), there is a prohibi-
tion on utilizing stock of the acquiring corporation but
not on the use of securities of the acquiring corpora-
tion. As a result, it may be permissible (although not
often desirable) to utilize a combination of stock of
the parent and warrants to acquire stock in the
acquiring subsidiary. Of course, in such case, care
must be taken that the issuance of the warrants not
disrupt the §368(c) control relationship between par-
ent and acquiring subsidiary.

The proposed regulations represented a major
change of the Service’s position with respect to the
taxation of warrants in connection with an otherwise
tax-free reorganization. The proposed regulations
were favorably received by tax practitioners. Com-
ments were received by the Service, several of which
were incorporated into the final regulations.

The Final Regulations

On January 6, 1998, the Treasury Department
promulgated final regulations under §§354, 355, and
356.° The final regulations are effective with respect
to transactions closing on or after March 6, 1998.

Clarifying a possible ambiguity in the statute,
Regs. §1.354-1(d), Ex. 3 of the existing regulations
states that §354 does not apply to a shareholder’s
receipt of solely debt securities in exchange for stock.
In response to comments, the final regulations explic-
itly confirm that the same result occurs where a
shareholder exchanges solely stock for stock rights.®
This is in puzzling contrast to the analysis provided
under amended Regs. §1.356-3. Regs. §1.356-3(b)
provides that stock rights will not be treated as other
property under §356, regardless of whether stock
rights or debt securities are surrendered in the ex-
change. Thus, new Example 7 provides that a share-
holder recognizes no gain on the exchange of stock for
stock and a warrant.’

The preamble to the proposed regulations had stat-
ed that the proposed regulations would have no effect
on other Code provisions, and that other provisions
such as the compensatory rules under §§83 and
421-424 (nonqualified and qualified stock options,
respectively) would continue unaffected. In response
to comments, however, the final regulations make
such point explicit.®

*T.D. 8752, 63 Fed. Reg. 409 (1/6/98).

¢ Regs. §1.354-1(d), Ex. 4.

“Regs. §1.356-3(¢), Ex. 7.

* Regs. §1.354-1(¢). Often, in corporate reorganizations, em-
ployees of the target corporation hold options on target stock,
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The final regulations do not change the definition
of a reorganization under §368. The regulations only
affect a taxpayer’s receipt of warrants in connection
with an otherwise valid reorganization.

In connection with the finalization of these regula-
tions, the Service and the Treasury Department be-
came aware of a loophole which, unless corrected,
would permit warrants to acquire nonqualified pre-
ferred stock (as defined in new §351(g)) to be re-
ceived tax free in exchange for stock in connection
with a reorganization. In general, as discussed below,
nonqualified preferred stock that is received in a
reorganization will be treated as boot. Accordingly, it
was recognized that additional rules were needed to
coordinate these regulations with the treatment of
rights to acquire nonqualified preferred stock and new
§8354(a)(2)(C), 355(a)(3)(D), and 356(e). In this
regard, the Service has issued temporary and pro-
posed regulations under §356(e) to coordinate the
final regulations with the treatment of rights to ac-
quire nonqualified preferred stock.

Inapplicability to §351

The changes only apply to reorganizations under
§368 (or spin-offs under §355). As a result, it now
makes a considerable difference in transactions in-
volving warrants or other stock rights whether nonre-
cognition is sought under §351 or under the reorgani-
zation rules. Such a distinction is undoubtedly a result
of the fact that §§354 and 356 allow generally for
tax-free exchanges of securities without defining that
term, while §351, in its more recently stingy form,
applies only to the receipt of stock.’

The situations are fairly common where a choice
can be made as to whether to fit within §351 or the

and new options on stock of the acquirer replace these options.
The cancellation of compensatory options in the target and the
substitution of compensatory options in the acquiring corpora-
tion is ordinarily tax free to the holders of such options. See
Regs. §1.83-7. On the other hand, an exchange of a compensa-
tory option for stock of the acquiring corporation is generally a
taxable transaction. Id; LeVant v. Comr., 45 T.C. 185, 194
(1965), rev'd on other grounds, 376 F.2d 434 (7th Cir. 1967).
Commenters stated that the policy considerations underlying
the treatment of compensatory options dilfer considerably
from thosc underlying the treatment of stockholders and secu-
rity holders in tax-frec rcorganizations. Congress has enacted a
detailed statutory regime which sets forth the consequences of
the grant, exercise or transfer of compensatory options. This
system, rather than the reorganization provisions, should be
the exclusive means of determining the taxability of the trans-
fer and receipt of compensatory options. The final regulations
make this point. It should be noted that §§354 and 356 may
apply after the compensatory transaction is completed for
federal income tax purposes. For example, suppose an employ-
ee of a corporation exercises a non-statutory compensatory
option and receives unrestricted stock in such corporation.
Under §83, the employee has ordinary income equal to the
excess of the value of the stock received over the exercise price.
Thereafter, the employee generally may surrender such stock
in a reorganization and §§354 and 356 should govern the tax
consequence of such a transaction.

*P.L. 101-239 (1989) removed “securities” from the scope
of the nonrecognition provisions of §351(a).
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reorganization rules. The most common and innoc-
uous is the formation of a holding company, such as
was done by hundreds of banks during the 1980s.
Parent is an operating company which, for regulatory
or other reasons, wishes to set up a holding company
to hold the shares of Parent. Assume Parent has
outstanding some warrants which it would like to
exchange for holding company warrants. If Parent is
private with only a few shareholders, the simplest
approach would presumably be for the shareholders to
exchange their Parent shares for 100% of the stock of
newly formed Holdco." Such transaction may qualify
under either §351 or as a reorganization under
§368(a)(1)(B). Because the warrant for warrant ex-
change will be tax-free under §354 and not under
§351, reorganization treatment will be important.

If Parent has outstanding some nonvoting preferred
stock which will be exchanged for Holdco nonvoting
preferred, the “B” reorganization will be unavailable
due to the “solely for voting stock™ requirement.
Holdco could form a special purpose subsidiary Mer-
gerco to merge into Parent, with the Parent shares
being converted into Holdco shares and the Mergerco
shares being converted into Parent shares. This trans-
action would qualify under §368(a)(1)(A) and
(a)(2)(E) but for the fact that control of Parent will
not be acquired solely for Holdco voting stock. If
feasible from a non-tax standpoint, it will be neces-
sary to merge Parent into Mergerco in a reorganiza-
tion under §368(a)(1){(A) and (a)(2)(D), thus allow-
ing not only the stock but the warrants to be
exchanged on a tax-free basis under §354."

Effect On “B” Reorganization
History

In Rev. Rul. 78-408," pursuant to a plan of reorga-
nization involving a “B” reorganization, the acquiring
corporation issued warrants to acquire its stock in
exchange for warrants to purchase stock of the target
corporation. The Service noted that there was a large
number of stockholders of the target corporation that
did not hold warrants. The Service stated that while
the exchange of voting stock for voting stock qualified
as a “B” reorganization, “other exchanges of property
in connection with the plan of reorganization may be
treated as separable transactions.” The Service con-
cluded that the exchange of stock qualified for nonre-
cognition treatment under §354(a), but that the ex-
change of warrants was a separable transaction to
which no nonrecognition provision applied and should
be governed by §1001.

' Where Parent is a public company, a statutory merger will
usually be necessary to bring about a transaction that cnsures
that all Parent shares are exchanged for Holdco shares.

"' See Rev. Rul. 77-428, 1977-2 C.B. 117; Rev. Rul. 72-274,
1972-1 C.B. 97, describing the use of §368(a)(2)(D) and
§368(a)(2)(E) to form a holding company.

21978-2 C.B. 203.
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Rev. Rul. 98-10

On February 23, 1998, the Service issued Rev. Rul.
98-10," which specifically modifies Rev. Rul. 78-408,
and inter alia, that an exchange of rights to acquire
stock and other securities of a party to a reorganiza-
tion, although separate from the exchange set forth in
the statutory definition under §368 may also be in
pursuance of the plan of reorganization. In such cases,
any gain or loss realized by the holder of such rights
as a result of the exchange will not be recognized
because of §354(a)(1). The ruling applies to warrant
exchanges occurring on or after March 9, 1998.

The issue that the Service ruled on in Rev. Rul.
98-10 was “where a stock for stock acquisition other-
wise qualifying under §368(a)(1)(B) of the Internal
Revenue Code is accompanied by an exchange of
securities, how should the transaction be treated?”

The facts of Rev. Rul. 98-10, were as follows:
Pursuant to a plan of reorganization under
§368(a)(1)(B), the acquiring corporation issued de-
bentures and exchanged these debentures for all the
outstanding debentures of the target corporation.
Some of the debentures of the target were held by its
shareholders, but a substantial proportion of the tar-
get’s debentures were held by persons who owned no
stock. The Service stated that although the acquisi-
tion by the acquiring corporation of the debentures of
the target in exchange for debentures of the acquiring
corporation occurred as part of the overall transac-
tion, it was not a part of the stock for stock exchange
which qualifies as a “B” reorganization. It was, how-
ever, an exchange of securities in parties to a reorga-
nization which occurred in pursuance of the plan of
reorganization, and, therefore, met all the conditions
of §354(a)(1). Accordingly, any gain or loss realized
by the debenture holders of the target corporation, as
a result of their exchange of the target corporation
debentures for an equal principal amount of deben-
tures of the acquiring corporation, was not recognized
by reason of §354(a)(1).

In the Service’s view, the fact that a substantial
proportion of the target corporation’s debentures was
held by holders who owned no stock in the target
ensured that the value of the debentures issued by the
acquiring corporation in exchange for the debentures
of the target realistically reflected the value of the
target’s debentures alone and did not constitute indi-
rect nonqualifying consideration for the target corpo-
ration’s stock. Because the target's shareholders, in
their capacity as shareholders, received only the ac-
quiring corporation’s voting stock, the transaction
constituted a reorganization within the meaning of
§368(a)(1)(B). With respect to warrants, the Service
stated that Rev. Rul. 78-408 “‘is modified such that
section 354 applies to the exchange of warrants pro-
vided that the warrants constitute securities. See sec-
tion 1.354-1(e).” The Service, by issuing Rev. Rul.

71998-10 .LR.B. 11.
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98-10, has kept the announced promise to provide
guidance involving the exchange of warrants in con-
nection with a plan of reorganization quickly after the
promulgation of the final regulations.

Cashless Exercise of Warrants

As noted above, the proposed regulations do not
purport to affect whether a transaction meets the
requirements of a reorganization under §368. It be-
comes more important, under the new regime, to
consider whether certain exchanges occurring within
a single corporation may qualify as a recapitalization
under §368(a)(1)(E).

Suppose an individual lender invests $1,000 in X
corporation and receives $1,000 of debt and 100
warrants with an exercise price of $10. After 18
months, the lender wants to exercise the warrants and
immediately sell the stock for its appreciated value of
$5,000. If the lender pays the exercise price of $1,000
and receives stock worth $5,000, the lender has an
economic gain of $4,000. Under §1223(5), the lend-
er’s holding period for the stock received begins on the
exercise date. If the lender immediately sells the stock
he has short-term capital gain subject to tax at ordi-
nary income rates. If, instead, the lender did not
exercise but sold the warrants, his holding period for
the warrants is 18 months and the lender will be taxed
on the gain at long-term capital gains rates.

If the lender instead exchanges all 100 warrants for
$4,000 worth of stock he will receive 80 shares of
stock without paying any cash (a “cashless” exercise).
In other words, the lender has in effect received a
credit for the “spread” that is built into the warrants.
Under prior law this would be a taxable exchange to
the extent of such credit because no nonrecognition
provision applies to this transaction.”” The result was
that the lender obtained long-term capital gain treat-
ment on the exchange, because the relevant holding
period was the 18-month period he held the warrants.

The changes made by the final regulations suggest
that there may be a better solution to this issue. The
definition of a recapitalization is quite broad, even
including an isolated exercise of a conversion right
contained in a convertible security.” Provided the
exchange of warrants for stock can qualify as a
recapitalization, then the exchange will be tax-free
under §354. Correspondingly, there will be a substi-

“ 1t is not quite clear whether gain would be recognized on
the entire exchange ol warrants for stock under §1001, or only
with respect to an amount equal to the exercise price of the
warrants, which is being paid with appreciated property, i.e.,
the warrants themselves.

" The Code defines a §368(a){1)(E) reorganization simply
as “a recapitalization.” Neither the Code nor the regulations
attempts to further define the term. A frequently quoted
gencralization describes the term as involving a “reshuffling of
a capital structure within the framework of an existing corpo-
ration.” In Rev. Rul. 77-238, 1977-2 C.B. 1135, the Service
ruled that the isolated exercise of conversion rights in a
convertible stock will be a reorganization under §368(a)(1)(E).
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tuted basis under §358 and a tacked holding period
under §1223(1). Note that a planned sale of the stock
should not generally disqualify reorganization
treatment.'

To the extent there is any concern about whether
the bare exchange of warrants for stock constitutes a
reorganization, the lender may use $1,000 worth of
debentures to pay the exercise price. The exchange of
debentures and warrants for stock more specifically
fits within the traditional definition of a reorganiza-
tion, such that §354 may apply to the exchange of
warrants for stock.

TREATMENT OF CERTAIN PRE-
FERRED STOCK AS “BOOT”

History

In reorganizations, transactions within the meaning
of §368 and certain other restructurings, no gain or
loss is recognized except to the extent “‘other proper-
ty” (property other than qualifying consideration, or
“boot™} is received. Under prior law, preferred stock
could be received tax free in a reorganization under
§§354 and 356. Upon the receipt of boot, gain is
recognized. A special rule permits debt securities to
be received tax free, but only to the extent debt
securities of no lesser principal amount are surren-
dered in the exchange. Other than this securities-for-
securities rule, similar rules generally apply to trans-
actions under §351.

New §351(g)

Section 1014 of P.L. 105-34 amends §§351, 354,
355, 356, and 1036 to treat certain preferred stock,
(i.e., “nonqualified preferred stock™) as boot, subject
to certain exceptions. Thus, when a taxpayer ex-
changes property for nonqualified preferred stock in a
transaction that qualifies under either §351, 355, 368,
or 1036, gain is recognized.

For purposes of §351, nonqualified preferred stock
is treated as boot under §351(b). The transferor
receiving such stock thus is not treated as receiving
nonrecognition treatment under §351(a). However,
the nonqualified preferred stock continues to be treat-
ed as stock received by a transferor for purposes of
qualification of a transaction under §351(a), unless
and until regulations provide otherwise. It is notewor-
thy that the House passed a technical corrections bill
(currently being considered by the Senate) to amend
§351(g) to provide that §351(b) will apply to nonqua-
lified preferred stock only if the transferor received
qualifying stock as well (i.e., common or participating
preferred).”” Thus, a transferor who receives solely

'* See Regs. §1.368-2; Rev. Rul. 77-415, 1977-2 C.B. 311.

'"See H.R. 2676, Housc-passed version of IRS Restructur-
ing and Reform and Technical Corrections Act of 1997,
§609(c).

0148-8295/98/$+1.00

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



nonqualified preferred stock will be taxable under
§1001, rather than §351(b), and, may, therefore,
recognize loss as well as gain.

Note as well that the legislation made no change to
the definition of property under §317. That section
defines “property” to exclude stock in the corporation
making a distribution. As a result, the use of nonqua-
lified preferred stock can not cause a transaction to be
subject to the provisions of §304. For example, if
individual A sells shares in one wholly-owned corpora-
tion, X, to his other wholly-owned corporation Y, in
exchange for nonqualified preferred stock in Y, the
exchange will be taxable to A, but, unlike the use of
cash, debt securities or other property of Y, the gain
will be taxed as capital gain rather than as a dividend
under the §304 rules. Note also that, because the
nonqualified preferred was taxable rather than tax-
free under §351, it will presumably not be §306 stock.

Additionally, Congress did not amend the provi-
sions of §305. As a result, nonqualified preferred
stock may still be distributed on a tax-free basis to the
holder of common stock under the provisions of that
section.

What is Nongqualified Preferred Stock?

Nonqualified preferred stock is generally stock
which is not entitled to vote, is limited and preferred
as to dividends, and does not participate in corporate
growth to any significant extent, but only if any one
of the four following tests is met:

e The holder has a right to “put™ the stock to an
issuer or related party (within the meaning of
§§267(b) and 707(b));

® The issuer or a related party is obligated to buy
the stock back;

¢ The issuer or related party has the right to buy
the stock back and, as of the issue date, it is more
likely than not that such right will be exercised; or

¢ The dividend rate is based on interest rates, com-
modity prices or other similar indices.

Exceptions to the Above Definition

There are exceptions to these rules. The first three
items listed will give rise to nonqualified preferred
stock only if the right or obligation may be exercised
within a 20-year period; and the likelihood of such
exercise is not remote.

A right or obligation is disregarded if it may be
exercised only upon the death, disability, or mental
incompetence of the holder; but only if neither the
stock surrendered nor the stock received in the ex-
change is publicly traded. Moreover, a right or obliga-
tion is disregarded in the case of stock transferred in
connection with the performance of services if it may
be exercised only upon the holder’s separation from
service.

0148-8295/98/$+1.00

Conversion Privilege

For purpose of determining whether stock partici-
pates in corporate growth to any significant extent
(which would exclude the stock from being “preferred
stock™), neither a conversion privilege into stock of
the issuer nor stock that is convertible or exchange-
able into stock of a corporation, other than the issuer
(including, for example, stock of a parent corporation
or other related corporation), will be automatically
considered to constitute such participation.'®

Certain Exchanges Excluded from Gain Recognition
and Not Treated as Boot

Under §354(a)(2)(C)(ii), nonqualified preferred
stock may be received tax free in a recapitalization of
a family-owned corporation. A family-owned corpora-
tion is defined as any corporation if at least 50% of
the total voting power and value of the stock of such
corporation is owned by members of the same family
for five years preceding the recapitalization. In addi-
tion, a recapitalization does not qualify for the excep-
tion if the same family does not own 50% of the total
voting power and value of the stock throughout the
three-year period following the recapitalization. Mem-
bers of the same family are defined by reference to
the definition in §447(e). Thus, a family includes
children, parents, brothers, sisters, and spouses, with a
limited attribution for directly and indirectly owned
stock for the corporation.

Notwithstanding the existence of nonqualified pre-
ferred stock, according to the Joint Committee on
Taxation, General Explanation of Tax Legislation
Enacted in the 105th Congress " the following addi-
tional exchanges are excluded from gain recognition
under the provisions of §§354, 355, and 356:

e exchanges of nonqualified preferred stock for
comparable nonqualified preferred stock of the
same or lesser value;

¢ certain exchanges of debt securities for nonquali-
fied preferred stock of the same or lesser value.

These exclusions result from the fact that nonquali-
fied preferred stock is treated as ‘“‘other property”
under §§354, 355 and 356 only if received in ex-
change for stock or, under §355, with respect to stock
that is not nonqualified preferred stock.

Examples of How §351(g) Might be Applied
General Operation of §351(g)

A and B form X corporation. A transfers to X
Corporation appreciated property in exchange for
90% of the common stock. B transfers to X Corpora-
tion appreciated property for 10% of the common

" H.R. Rep. No. 220. 105th Cong., Ist Sess. 545 (1997).
®JCS-23-97 (12/17/97) (Blue Book).

131

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



stock and nonqualified preferred stock. Prior to the
enactment of §351(g) this would be a completely tax-
free transaction to A and B under §351(a) because
the transferors are in control of X corporation imme-
diately after the property transfers. The transaction is
still tax free to A, however, as a result of the enact-
ment of §1014 of P.L. 105-34, this transaction is no
longer completely tax free to B. As to B, who receives
nonqualified preferred stock, §351(a) does not apply.
The nonqualified preferred stock is boot, §351(b)
applies, and B’s realized gain is recognized-to the
extent of the value of the nonqualified preferred
stock. B’s basis in the nonqualified preferred stock is
determined under §358(a)(2), its fair market value.
The basis of the common stock under §358(a)(1) is
the basis of the property transferred plus the gain
minus the boot received. The basis of the property
received from B by X corporation is, under §362(a), a
carryover basis plus the gain recognized by B.

Operation of §351(g} with Respect to a Transfer of
Loss Property

A transfers to X Corporation property for 100% of
the common stock. B transfers to X Corporation
property with $100 value and $500 basis in exchange
for a nonqualified preferred stock. Receipt of the
nonqualified preferred stock is §351(b) boot. There is
a realized loss, but it is not recognized. Because it is
boot, B’s basis in the nonqualified preferred stock
received is its $100 fair market value. Under §362(a),
X Corporation, however, takes a carryover basis in
the property it received from B of $500.

The technical corrections bill changes this result.
The technical corrections bill provides that since B
received only nonqualified preferred stock, §351(b)
does not apply, it is a straightforward exchange trans-
action. B has sold the built-in loss property to the
corporation, realizing and recognizing a loss of $400.
The corporation takes a $100 basis in the property.

Suppose B takes back $99 of nonqualified preferred
stock, and $1 of common stock. Section 351(b) ap-
plies and there is realized loss which is not recognized.
B’s basis in the preferred is its fair market value, $99.
B’s basis in the common stock is $401. Even though B
only received one share of common stock, it has a
substituted basis of $500 minus the boot of $99 or
$401. Upon a sale of the common for its §1 value, B’s
$400 loss is fully recognized. X Corporation takes the
carryover basis of $500. The technical corrections bill
does not change this answer. Because B has received
qualifying property ($1 of common stock) §351(b)
continues to apply.

Application of §351(g) to §$354, 355, and 356

S Corporation owns the stock of T. The T stock has
a fair market value of $200 and a basis to S of $100.
S exchanges the T stock for voting nonqualified pre-
ferred stock of P. Historically, this transaction was a
qualifying “B” reorganization and therefore tax free.
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As a result of P.L. 105-34 it is no longer tax free to
the shareholder. It would appear, however, to still
qualify as a reorganization under §368(a)(1)(B). Sec-
tion 354 does not apply to the receipt of the nonquali-
fied preferred stock in exchange for stock of T be-
cause it is no longer treated as stock for such
purposes. Section 356 doesn’t apply either. Section
356 can only apply if the shareholder gets some
qualifying property under §354. If the shareholder
gets all nonqualifying property, §356 is inapplicable.
This is a fully taxable exchange to S. The fair market
value of the consideration received is $200. Since S’s
basis in the T stock was $100, S has $100 of gain. P’s
basis in the T stock received presumably is $200. Is
this pursuant to §1012 or §362?

For purposes of §§354, 355, and 356 this nonquali-
fied preferred stock is not treated as stock. However
this conclusion does not mean that the transaction will
not qualify as a reorganization under §368. The
Conference Report makes reference to §351(a) and
states that for purposes of §368(c) nonqualified pre-
ferred stock is still stock.” If P acquired T solely in
exchange for P voting stock, and it is in control
immediately after this appears to be a “B” reorgani-
zation, even though S is fully taxed in the transaction.

Can this transaction also be a qualified stock pur-
chase (“QSP”") for purposes of §338? In order to have
a QSP there must be a purchase of 80% of the T
stock. A purchase is defined under §338(h)(3)(A) as
any acquisition of stock, provided it is not acquired in
a carryover basis-transaction; it is not acquired in an
exchange under §§351, 354, 355 or 356, or in any
other nonrecognition transaction; and is not acquired
from a related party. In our hypothetical, S and P are
unrelated. Is P’s basis determined in whole or in part
by reference to the transferor’s basis? This depends
upon whether P’s basis is determined by §362(b). If
so, then basis is determined in whole or in part by
reference to the transferor’s basis. Because, however,
it is concluded that S’s transfer of the T stock to P is
not covered under §§3354, 355, or 356, then it is
reasonable to conclude that P’s basis in the T stock is
determined under §1012. If the technical correction
bill passes, and all P receives is nonqualified preferred
stock, §351(a) will not apply to P. Therefore, it would
appear that P will have purchased the stock of T, with
the result that a “B” reorganization may qualify as a
QSP.E'

Some Planning Suggestions

Section 351(g) may be avoided by simply issuing
preferred that is not redeemable for 20 years. As to

®» H.R. Rep. No. 220 at 545.

2 While an interesting magic trick, we have not yet been
able to identily an anomalous or unwarranted result that would
ensue from having a valid §338 election for a transaction that
technically met the requirements for a reorganization under
§368 — indeed, one that ordinarily does not allow even a
peppercorn of boot.
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whether a call right can ever successfully be used
within the 20-year period and not run afoul of the
section we are presently skeptical. In order to have a
call provision pass muster, one would presumably
have to be comfortable that it was improbable that
there would be any point within the next 20 years

when it would be economically desirable for the issu-
ing company to exercise the call.

Alternatively, one can focus on removing the stock
in question from the category of “preferred stock,”
particularly, be giving it some meaningful degree of
participation in dividends or in liquidation.
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