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Course Summary

After completing this Course, an Accountant will achieve an understanding of
the issues and considerations involved in the review of the taxation of a
business sale.

The Course will prepare the Accountant to understand and plan the tax
structure of the sale of a business whether it is a sale of assets or the sale of
stock. This is achieved through the presentation of materials and interactive
exercises.

Course Content

The Practice Units are as follows:

Unit One — Introduction

Unit Two — Sale Of Stock

Unit Three — Sec. 338 Stock Acquisition
Unit Four — Other Issues With Stock Sale
Unit Five — Sale Of Assets

Unit Six — Corporate Liquidation

Learning Objective

This Course consists of Six Practice Units, and Twelve Interactive Exercises.
You must complete the Interactive Exercises for each Unit before going on to
the next Practice Unit. The Exercises are not an examination to be graded,
but rather are designed to allow you to both test your understanding of the
material and to give you interactive feedback as a learning tool as you
progress through the Course.

CPE Examination

At the end of Unit Six, after you will have completed the Course Material,
you will be given an opportunity to take the CPE Examination. In order to
receive your Certificate of Completion and CPE Credit you must complete the
CPE Examination and answer 70% of the Questions correctly. If your score
is less than 70% you may retake the Examination as many times as you like
until you correctly answer at least 70% of the Questions. The Examination
expires within one year from the date of purchase, therefore participants
must complete the program within one year of purchase.



Introduction.

UNIT ONE - Introduction

Stock Sale v. Asset Sale

This Program - This program will
provide an overview of the
taxation of a sale of an
incorporated business.

Mr. Seller is the owner of 100% of i

the issued and outstanding stock

of ABC, Inc., an incorporated

business, which is treated as a C Corporation for tax
purposes. Mr. Buyer wants to buy the business
operated by ABC, Inc. The question becomes
whether the sale should be structured as a purchase
of Mr. Seller’s stock or the sale of the assets of ABC,
Inc.

Stock Sale.
1. The Seller - Generally a Seller prefers a Stock Sale
because:

a. The Seller receives capital gain treatment on the sale of

stock; and
b. The Seller avoids a second level of taxation from the asset
sale.



D. Asset Sale.

1.

The Buyer — A Buyer will not generally favor a Stock Sale

because:

a.

b.

The Seller’s liabilities may be assumed by the Buyer
in a Stock sale; and
The Buyer receives a carry-over basis in the assets.

The Seller will generally be adverse to an Asset Sale because
of the “double tax” potential which results when a corporation
sells assets and subsequently liquidates.

A Buyer will prefer an Asset Sale because:

a.

The Buyer does not assume all of Seller’s liabilities:

1)

Liabilities of a selling corporation may be

imposed on the purchaser of it assets in the following
situations:

b.

(a) There is an express or implied
assumption of the liability.

(b) The transaction amounts to a de facto
merger or consolidation.

(c) The purchasing company is merely a
continuation of the selling corporation.

(d) The transfer is without adequate
consideration and there has not been adequate
provision for the creditors of the seller.

(e) The purchasing corporation undertakes
essentially the same manufacturing operation as
the selling corporation (the “product -line”
exception).

In an Asset Sale the Buyer will receive a cost

in basis in the assets acquired equal to the purchase
price, i.e. a “step up”.



UNIT TWO — Sale of Stock

Sale of Stock — In General.

A. Overview.
Sale of Stock
1. Because shares of stock ol
. Seller
are capital assets, a Seller _
will recognize capital gain = l‘;f;fﬁ:js
or loss on the sale equal to 2L = Capital Gain

the the Net Sales Price less
the Adjusted Basis of the

Stock Sold.
2. The Buyer on the other
hand - Sale of Stock
Buyer

a. Generally the buyer N

H @ »s P‘IS =z > = Carryover Basis in
recelves a ‘carry over W THE ) = Assets
basis in ’Fhe assets of the_ <% ‘ > Basis in Stock =
corporation whose stock is - Skl 0 Purchase Price
purchased.
b. In a Stock Sale the

Buyer will receive a basis in the stock purchased equal to
its purchase price.

B. Exceptions - There are important exceptions to capital gain or
loss treatment, and ordinary income or loss may result in the
following situations:



8306 Stock - If the stock sold is “Section 306" stock,
ordinary income may result unless the sale completely
terminates the seller’s interest in the corporation. See IRC
8306.

2. 81244 Stock - If the stock
&‘ meets the statutory criteria for

S of Suock Exceptions “small-business-corporation

Sec. 306 Stock stock”, ordinary loss may be
> Sec. 1244 Stock recognized. See IRC §81244(a),

> Qualified Small (©);

Business Stock

=>»Consideration Not

for Stock 3. Qualified Small Business Stock
— If stock meeting the definition
of “qualified small business

stock” is sold, the gain may qualify to be “rolled over” or
excluded from income.

4, Consideration Not for Stock.
Section 306.
1. Upon disposition or redemption of 8306 stock, the amount
realized is generally treated
as ordinary income with
R . . Sale of Stock Sec. 306 Stock
some limitations. e —
= Preferred stock -
-— non-taxable dividend
2. “8306 Stock” is defined ; raxires retrganizaion
as: % \ SE&P

=>Ordinary income

a. Stock, other than
common stock,
distributed as a non-
taxable dividend to the Seller; or

b. Stock, which is not common stock, received by the
Seller as part of a tax free reorganization or tax free
division;

C. If in either case the distributing corporation has

Earnings and Profits.



D.

Section 1244 Stock.

1.

An individual may take an ordinary loss deduction for loss

sustained on the sale,

exchange, or worthlessness Sele: of Stock Sec. 1244 Stock

of 81244 stock. O

a. The maximum -> “Small Business Corporation”
amount deductible as
an ordinary loss in
any tax year is
$50,000 ($100,000
on a joint return).

b. However, for 81244 stock purchased before
November 6, 1978, the maximum amount deductible
in any tax year is $25,000 ($50,000 on a joint
return).(IRC 81244 (a)-(b)).

C. For purposes of determining a net operating loss,

any loss treated as an ordinary loss on 81244 stock
is treated as a business loss of the taxpayer.

For stock to qualify as §1244 stock, it must be stock of a
domestic corporation (including preferred stock) issued
after November 6, 1978, and which meets the following
requirements (IRC 81244(c)):

a.

b.

The stock must have been issued to an individual
stockholder or his partnership in exchange for money
or other property but not stock or securities (while
the stock may be issued to a partnership, only
individuals who are partners at the time the stock is
acquired may take an ordinary loss).

The issuing corporation must be a “small business
corporation”.

(1) A small business corporation is defined as a
corporation that at the time the stock is issued the
aggregate amount of money and other property
(taken into account at its adjusted basis) received by



the corporation as a contribution to capital, and as a
paid-in surplus (not only for the stock in question but
any previously issued stock) does not exceed $1
million. (Note: qualification as a small business
corporation under the S corporation rules does not
automatically qualify a corporation's stock for §1244
purposes); and

(2) During the corporation’s five most recent tax
years ending before the date the stock is sold by the
taxpayer, more than 50 percent of the gross receipts
of the corporation was derived from sources other
than royalties, rents, dividends, interest, annuities,
and gains from the sales of securities

(Note: the corporation must be largely an operating
company, meaning that ordinary loss treatment
under 81244 is not available to corporations with
little or no gross receipts, Reg. 81.1244(c)-1(e)(2)).

E. Rollover of Capital Gain from “Qualified Small Business Stock”.

1. A non-corporate taxpayer may elect to roll over capital
gain from the sale of “qualified small business stock” held
for more than six months if other qualified small business
stock is purchased during the 60-day period beginning on
the date of sale.

2. The replacement stock must meet the active business
requirement for the six-month period following its
purchase.

3. Except for purposes of determining whether the active

Sale of Stock

business test six-month holding period
€ is met, the holding period of the stock
Oualiied Smal N purchased includes the holding period
Business Stock - of the stock sold.

Roll Over

Anoncorporate taxpayer
may elect to roll capi

4. Gain will only be recognized to
the extent that the amount realized on

small business stock is

purchased during the 60-day
period beginning on the date
ofsale



the sale exceeds the cost of the replacement stock.

5. The basis of the newly purchased stock must be reduced by
the amount of gain rolled over

Exclusion for “Qualified Small Business Stock”.

1. The sale of shares in an
incorporated business may
qualify for the exclusion as N
“qualified small business g ™ Exclusion
stock” if certain N Tepayers aertnan
requirements are met [IRC ; ;

§1202].

2. Taxpayers, other than
corporations, may take an
exclusion of 50 percent of any gain from the sale or
exchange of “qualified small business stock” held for more
than five years [IRC §1202(a)].

@ 3. “Qualified small business stock”
is defined as stock ina C

Sale of Stock Qualified Small

Business Stock - corporation that is originally issued
N o fter August 10, 1993, if (i) the
T corporation is a “qualified small
>orgnalisse business”, (ii) the stock is acquired

=>"Active Business”

N DOy the taxpayer at its original
issue in exchange for money or
property or as compensation for
services provided to the
corporation and (iii) the corporation meets certain “active
business” and *“qualified trade or business requirements” [IRC
81202(c)(1); see IRC §81202(c)(2), (d)

4. A “qualified small business” is:

a. A domestic C corporation that does not have at the
time of the issuance of stock, assets in excess of
$50,000,000 and the aggregate gross assets of the
corporation after the issuance of stock (including amounts
received from the issuance) do not exceed $50,000,000,
and



b. The corporation agrees to submit reports to the
I.R.S. and shareholders required to carry out the purpose
of the code section [IRC §1202(d)(1)].

C. Aggregate gross assets is the amount of cash and
the aggregate adjusted bases of other property held by the
corporation [IRC §1202(d)(2)(A)].

d. The basis of contributed property is determined as
though the basis were equal to its fair market value at the
time of contribution [IRC 81202(d)(2)(B)].

e. The “active business requirement” is met if at least
80 percent (by value) of the assets of the corporation are
in the active conduct of 1 or more qualified trades or
businesses [IRC 81202(e)(1)].

Note: Assets used in start-up activities [IRC 895(c)(1)(A)],
research and experimental activities [IRC 8174], and in-
house research expenses[IRC 841 (b)(4)] are treated as
used in the active conduct of a qualified trade or business
[IRC 81202(e)(2)].

f. A “qualified trade or business” is any trade or
business other than:

(1) A trade or business involving the performance
of services in the fields of health, law, engineering,
architecture, accounting, actuarial science,
performing arts, consulting , athletics , financial
services, brokerage services, or any trade or
business where the principal assets of the trade or
business is the reputation or skill of 1 or more of its
employees .

(2) A banking, insurance, financing, leasing,
investing, or similar business.

(3) A farming business, including the business of
raising or harvesting trees.

10



(4) A business involving the production or
extraction of products of character with respect to
which a deduction is allowable under IRC 88613 or
613A.

(5) A business of operating a hotel, motel,
restaurant, or similar business.

G. Consideration Not for Stock —
1. To the extent that the consideration received is not for the

transfer of Stock, ordinary income may
result.

Sale of Stock Consideration
Not for Stock

>Sonnleitner v 2. For example, consideration
Comm'r for a covenant not to compete executed
in connection with the sale would not be
treated as consideration for the transfer
of a capital asset, and ordinary income
would result [Sonnleitner v. C.1.R., 598
F.2d 464, 466 (5th Cir. [T.C.] 1979)].

11



£ ! L .d
Unit Three — Sec. 338 Stock
Acquisition
I

Unit Three — Sec 338 Stock Acquisitions

Sec. 338(qg) —
Unit Three — Sec. 338 Stock
A. General Rule - As a general rule if L Aciuston
stock is purchased the Buyer must be
content with accepting the basis of the o Asumes el
assets owned by the acquired ' _ but see Sec. 338

corporation at the same adjusted tax
basis as those assets hade prior to the
Stock Sale.

B. IRC 8338(Qg) provides an alternative tax treatment. If 8338(Q)
applies a stock purchase can result in a “step up” in the basis of the
assets of the acquired corporation.

C. In order to qualify: (i) the acquiring

corporation (the “Parent”) must acquire by

purchase 80-percent by vote and by value of
a second corporation (the “Target”) within a
12-month period, and (ii) the Parent must
makes an irrevocable election.

Note: The election must be made no later
than the 15th day of the 9th month,
beginning after the month in which 80-percent control is
acquired.

D. If the election is made:

12



XYZ Inc.

XYZ Inc.

1. The Target is treated as if it had “sold” all of its assets on
the close of the first day on which the purchase acquired 80% of
the Target’s stock; and recognizes the gain.

2. The tax liability resulting from the hypothetical gain fall to
g-‘ the Parent as the owner of the
Sec. 338(g) Stock Acquisitic, Targ et-

3. The assets of Target are
“stepped up” to the price paid for
the Target’s stock.

4. The seller recognizes the gain
on the sale of its stock.

5. The Target’s tax attributes as of the acquisition date of the
stock are extinguished and the Target is treated as a new
corporation as of that date.

Example:

{,‘-‘ (1) Mr. L owns 100% of the Stock of Target, Inc.

Sec. 338(g) Stock Acquisitio

(2) Mr. L's basis in his Target stock is $10,000

(1) Mr. L owns 100% of the
k of

(3) Target, Inc. has Assets with an adjusted basis of
$30,000 and no liabilities

(4) XYZ, Inc. acquires 100% of the stock of Target,
Inc. from Mr. L for $100,000

(5) Mr. L recognizes $90,000 on the stock sale (his
basis was $10,000), and pays the tax

(6) Target, Inc. is treated as selling its assets to itself
for a deemed purchase price of $100,000

(7) Target, Inc. recognizes Gain of $70,000, and pays
the tax on the hypothetical asset sale.

(8) Target, Inc obtains a step up in basis in assets to
$100,000.

Election under Sec. 338 (h) (10)

13



A. An Alternative — 8338(h)(10) offers an alternative to Sec.

338(g).

B. Tax Result.

1. If a 8338(h)(10) election is made, the target corporation
is deemed to have sold all of itself and then distributed the

Sec. 338(h)(10) Election

aligy
et to the old sh:

e proceeds to the former shareholders

immediately before the target ceases to exist
(generally in a deemed liquidation).

2. In effect, the sale of target stock is
ignored for federal income tax purposes,
which generally allows for the single level of
federal income tax that is the hallmark of the
8338(h)(10) election. Regs. §1.338(h)(10)-

1(DB), (4.

C. Availability - A 8338(h)(10) election is available for a domestic

target that is:

F ( Sec. 338(h)(10) Election

A election is
available for a domestic target

thatis :
(i) a member (but not the parent)
of an affiliated group of

corporations; or

(i) an S corporation.

D. Example.

(i) a member (but not the parent) of an
affiliated group of corporations that files a
consolidated return,

(i) a member (but not the parent) of an
affiliated group of corporations that does not
file a consolidated return, or

(iii) an S corporation.

(1) Same facts as 1.D, above except b Sec. 338(h)(10) Stock

Acquisition -

Target is an S Corp

(2) Gain on stock sale ignored,

(3) Target, Inc is treated by as selling
its assets to itself for $100,000
recognizes Gain of $70,000,

14



(4) Target obtains a step up in basis in assets to $100,000

(5) Then distributing the proceeds in liquidation. Mr. L picks up the tax on the
hypothetical asset sale and liquidation.

The Election.

1. In contrast to the 8338(g) election, which is made
unilaterally by the purchasing corporation, the §338(h)(10)
election is made jointly by the purchasing corporation and the
sellers of old target.

2. The 8338(h)(10) election must be made not later than the
15th day of the 9th month beginning after the month that
includes the acquisition date, and is irrevocable.

3. The “sellers” for this purpose are the selling consolidated
group, the selling affiliate, or the S corporation shareholders.

4. Because all S corporation shareholders are treated as if old
target actually sold its assets, nonselling S corporation
shareholders must join in making the election.

Deemed 8338 Election.

1. If a 8338(h)(10) election is made for a target, a 8338
election is also deemed to have been made for the target. If the
8338(h)(10) election for the target is not valid, however, the
deemed 8338 election for the target is also not valid.

2. A 8338(h)(10) election for a target results in a qualified
stock purchase for target affiliates (for which a 8338(h)(10)
election may be made) but does not result in a deemed
8338(h)(10) election for target affiliates.

15



Unit Four — Stock Sales
Other Issues

bt

UNIT FOUR — Stock Sales — Other Considerations

Stock Sales — Other Considerations.

Some of the other significant issues which may arise in a stock sale
are the following:

A.

B.

C.

D.

Loss of Tax Attributes

A.

Loss of tax attributes;
S corporations — loss of S Status;
S corporations — allocation of income;

The B Reorganization Alternative.

After an “ownership change” (see

DAfter an “ow

below), the amount of income W, | Ems.
that a corporation may offset " forvarcs i genealy imited
each year by pre-acquisition NOL ' Y o | e
carry forwards is generally ; sstedtorthe woyearpered
limited.

1. Limitation amount is an

amount determined by
multiplying the value of the
equity of the corporation
just prior to the ownership
change by the federal long-

16




Sale of Stock - S Corporation.

A.

term tax-exempt rate in effect on the date of the change
(Code Sec. 382(b)(1)).

2. Any unused limitation may be carried forward and added
to the next year's limitation.

In addition, NOL carry forwards are eliminated completely unless
the business continuity requirements for reorganizations (Reg.
81.368-1(d)) are satisfied for the two-year period following the
ownership change.

1. The annual income limitation is reduced by the recognition
of any built-in losses (the amount by which a corporation’s
adjusted basis in its assets exceeds their fair market value
on the date of the ownership change) and increased by the
recognition of built-in gains.

2. An exception to the limitations on NOL carry forwards is
provided in bankruptcy situations, with certain restrictions
(IRC 8382(1)(5); Reg. 81.382-9).

Two kinds of ownership changes can trigger the income
limitation: (i) a change involving a five-percent shareholder and
(ii) any tax-free reorganization (other than divisive and (F)
reorganizations).

In either case, one or more of the five-percent shareholders
must have increased their percentage of ownership in the
corporation by more than 50 percent over their lowest pre-
change ownership percentage (generally within three years of
the ownership change) (IRC §382).

Similar rules apply to the other carry forwards, including those
for net capital losses, unused general business credit and foreign
taxes (IRC 8383; Reg. §1.383-1).

w19 -
& Sale of S Corporation Stock
2%

A sale of stock in an S Corporation 9 \\
could result in the loss of the S 7 o o4
election if an ineligible shareholder
is a part of the purchasing group.

4 r > Possible Loss of
Vr % r § S status

17



B. For the year of sale the income of the S Corporation may be
allocated between the old and new shareholders either:

1. By agreement of the shareholders by calculating the actual
taxable income for two separate tax years; and

2. If there is no agreement by allocating on a pro rata basis
on a per share per day basis.

IV. Stock for Stock Acquisition — “B” Reorganization.
A. The “B” Reorganization.

1. An alternative to the purchase of stock for monetary
consideration is the “B” Reorganization, pursuant to which
the stock of the acquired corporation is acquired in
exchange for the stock of the stock of the corporation
making the acquisition.

2. If the stock acquisition is made pursuant to a “B”
Reorganization the shareholders of the target receive the
stock of the acquiring corporation tax free with a carry

over basis.
- reorgnaaton g B. Requirements - A “B”
Reorganization is the acquisition by one
== . T Xl corporation of stock of another
AN WoTagen) corporation, in exchange solely for all or a
- F o patof v votng stk part of its own or its parent's voting
i Lithe GG ol stock, provided the acquiring corporation
custion T has “control” of the other immediately

after the acquisition, whether or not it
had control before the acquisition.

C. The End Result of a “B” Reorganization.
1. Parent acquires “control” of
Target
B Reorganization
2. Target becomes subsidiary of ;p.-,,imaiéﬂ“"“;:-mmm.ncf
argel
Parent

v Target becomes subsidiary
of Parent

v'Shareholders of Target
become shareholders of
Parent

¥ Target shareholders
receive Parent stock tax free
with carry over basis
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