CHAPTER 2  Answers --  Part B
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S realizes $170,000 ($40,000  $210,000) loss on the sale of the stock. He may claim an ordinary loss on the sale of the stock up to a maximum of $50,000 since he is single and the stock qualifies as § 1244 stock. The balance of the loss, $120,000 ($170,000  $50,000), is treated as long-term capital loss. S’s taxable income, after accounting for the stock sale, is $16,000 computed as follows:





Ordinary taxable income ($70,000  $1,000)

$69,000 





§ 1244 ordinary loss

 (50,000)



=
Ordinary taxable income

$19,000 





Net long-term capital loss:






Short-term capital gain
$    1,000 






Long-term capital loss
  (120,000)







Total capital loss
$(119,000)







Limitation on deduction of capital loss

  (3,000)





Taxable income

$16,000 

S carries over $116,000 ($119,000  $3,000) as a long-term capital loss. (See Example 39, p. 2-28, and § 1244.)
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Special rules are applicable in determining the loss on the sale of the § 1244 stock to ensure that taxpayers cannot convert capital losses into ordinary losses using § 1244. In effect, the built-in-loss at the time of the transfer of $180,000 ($120,000  $300,000) does not qualify for § 1244 treatment. This is accomplished by reducing the basis of the stock for § 1244 purposes to its value at the time of the transfer. The total loss is $210,000 ($90,000  $300,000), $30,000 of which is an ordinary loss under § 1244 while the balance of $180,000 is a capital loss.





Total loss:






Amount realized
$ 90,000 






Adjusted basis







(FMV of stock at time of transfer)
 (300,000)






Total loss

$210,000





§ 1244 loss:






Amount realized
$ 90,000 






Adjusted basis







(FMV of stock at time of transfer)
 (120,000)





§ 1244 loss

   30,000




Capital loss (on the sale of the stock)

$180,000
In computing his A.G.I., M may deduct the $30,000 ordinary loss determined under § 1244 and $3,000 of the $180,000 capital loss (assuming he has no capital gains). (See p. 2-29.)
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P’s losses from the stock (basis $50,000) and the note (basis $10,000) are considered losses from worthless securities. Such losses are treated as arising from the sale or exchange of the security on the last day of the taxable year in which it became worthless and, thus, are capital losses. Note that the loss attributable to the indebtedness of $10,000 is treated as a loss from a worthless security because the debt is evidenced by a note. Assuming the stock is § 1244 stock, however, P is entitled to a $50,000 ordinary loss deduction. The loss on the note is $10,000 long-term capital loss.

P’s loss from the $20,000 advance is not considered as arising from a worthless security since the advance is not evidenced by a note. Instead, the loss is considered a bad debt. Since the debt was incurred to protect P’s employment, the debt is treated as a business bad debt, and P may deduct the entire $20,000 without limitation. Had the debt been incurred to protect P’s investment, it would have been considered a nonbusiness bad debt and, thus, treated as a short-term capital loss, deducted subject to the capital loss limitations. [See Example 38, pp. 2-27 through 2-29, and §§ 165(g)(2) and 166(e).]
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Situation A
Situation B




Corporation:






Interest expense

$ 4,000






Corporate tax saved (34%)

1,360





Shareholders:






Interest income (taxable)

$ 4,000






Debt reduction (nontaxable)

8,000
*  






Dividend income (taxable)
$30,000
18,000






Taxable income received
30,000
22,000






Shareholders’ tax cost (28%)
8,400
6,160





*(1/5 × $40,000)

The tax cost is $8,400 for situation A compared with a net tax cost of $4,800 ($6,160 shareholder cost  $1,360 corporate savings) for Situation B. (See Example 35 and pp. 2-22 and 2-23.)
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Situation A
Situation B



§ 1244 stock ordinary loss to X
$50,000
$50,000

ADVANCE \x 197





Y
36,000
24,000





Stock capital loss to X
3,000
3,000





Debt capital loss to
X

     0







Y
          
   3,000





Total deduction

$89,000
$80,000






Tax savings (28%)
24,920
22,400




Capital loss carryover for X
31,000
13,000

ADVANCE \x 182





Y
0
17,000



The maximum ordinary loss deduction for § 1244 stock is $50,000 per taxpayer in the year of loss. All remaining stock loss for X ($84,000  $50,000 = $34,000 for Situation A and $56,000  $50,000 = $6,000 for Situation B) is capital loss. The loss on the debt also is a capital loss. The maximum capital loss deduction each year is $3,000. Thus, X has a capital loss carryover of $31,000 ($34,000  $3,000) for Situation A and $13,000 ($6,000 + $10,000  $3,000) for Situation B. Y has a capital loss carryover only in Situation B of $17,000 ($20,000  $3,000). Since interest income has not been received, it has not been recognized and has no basis for computing loss. (See Examples 38 and 39 and pp. 2-27 through 2-29.)
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a.
B has realized gain of $4,900,000 ($5,000,000  $100,000). Whether she is eligible for the special 50 percent exclusion for qualified small business stock depends on whether her stock meets several requirements. Stock issued after August 10, 1993 is considered qualified small business stock if at the time the stock is issued the corporation issuing the stock is a qualified small business. A corporation is a qualified small business if:




1.
The corporation is a domestic C corporation




2.
The corporation’s gross assets do not exceed $50 million




3.
The stock is issued for money, property other than stock, or as compensation for services (other than underwriting)




4.
During substantially all of the seller’s holding period of the stock, the corporation was engaged in an active trade or business other than certain service businesses.



In addition, the seller must be original owner of the stock and the stock must be held more than five years.



In this case, the stock meets all of the requirements and because B is the original owner of the stock, she is entitled to the 50 percent exclusion, $2,450,000 (50% × $4,900,000). As a result, B will report a taxable gain of $2,450,000 computed as follows:




Realized gain






Amount realized
$5,000,000 





Adjusted basis
   (100,000)




Realized gain

$4,900,000 




Exclusion on QSB stock





Amount realized
$5,000,000 





Adjusted basis for QSB stock
   (100,000)




Realized gain
$4,900,000 







×      50%






Exclusion

(2,450,000)




Taxable gain

$2,450,000 



One-half of the excluded gain, $1,225,000 (50% × $2,450,000), is a tax preference item for purposes of the alternative minimum tax.


b.
B realizes a gain of $14,900,000 ($15,000,000  $100,000) and may exclude $7,450,000. As a result, her taxable gain is $7,450,000. Note that the limitation on the amount of gain that may be excluded [the larger of $10 million or 10 times the adjusted basis of all qualified stock of the corporation that the taxpayer sold during the tax year, $1,000,000 (10 × $100,000)] does not apply. (See p. 


c.
Because B’s basis is the same as the property transferred, $20,000, B’s realized gain is $4,980,000 ($5,000,000  $20,000). For purposes of computing the amount of the exclusion, the basis of any stock received for property is no less than the fair market value of the property at the time that the stock is issued, in this case, $100,000. Thus the amount of the exclusion is $2,450,000 [50% × $5,000,000  $100,000 = $4,900,000)]. B’s total taxable gain is $2,530,000 ($4,980,000  $2,450,000). This may be summarized as follows:




Realized gain
$5,000,000 





Amount realized
    (20,000)





Adjusted basis





Realized gain

$4,980,000 




Exclusion on QSB stock





Amount realized
$5,000,000 





Adjusted basis for QSB stock
   (100,000)





Realized gain
$4,900,000 








×      50% 





Exclusion

(2,450,000)




Taxable gain

$2,530,000 



(See Example 41 and pp. 2-31 and 2-32.)
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a.
In this problem as often is the case, one of the parties to a new venture wants an equity interest in the business in exchange for his or her services. The obvious problem concerns the issuance of stock to D.Q. for her services. Because the stock is issued solely for services and is part of the plan to incorporate, D.Q.’s stock ownership is not counted towards the control test and the test is failed. In such case, S.W. is quite vulnerable since he would be required to recognize gain on the contribution of appreciated property. For this reason, it would be unwise for S.W. to consummate the transaction as currently planned.



    No doubt there are several ways that the transaction could be altered in order to secure § 351 treatment. Perhaps the most straight forward is to cut D.Q. out of the initial deal and promise to give her stock at a later date. If this can be done, S.W.’s transfer would be nontaxable because S.W. and H.R. would be the only transferor of property and together they own the required 80 percent of the stock. From a tax view, D.Q. should not object since her transaction cannot be protected by § 351 and is taxable whether received now or later. However, D.Q. might not perform the services if this ap​pr​oach is tak​en. She may want stock now.




Perhaps the more obvious approach is simply to require D.Q. to buy her stock for $20,000 and receive an increased retainer in the future. Of course, if D.Q. is cash poor this could be a problem. However, it is unnecessary for D.Q. to pay the entire $20,000. The regulations allow the stock ownership of a service shareholder to be counted towards the control test if she contributes both property and services. Note that all of the stock is counted, not simply the amount received for property. But Regulation § 1.351-1(a)(1)(ii) warns that to rely on this rule the service shareholder’s contribution of property must not be nominal (e.g., a contribution by D.Q. of $1,000 would not get the job done). For ruling purposes, the IRS requires that the value of the property must be at least 10 percent of the value of the services (Rev. Proc. 77-37, 1977-2 C.B. 568). Thus it seems that if an arrangement is structured so that D.Q. meets this test, D.Q.’s property contribution would be greatly reduced.



Although the above plan is good, it still does not solve the problem if D.Q. cannot come up with the cash to contribute. A technique that should work is to have D.Q. contribute a note payable to the corporation for $20,000 in exchange for the stock. The note could be payable over a five year period at $4,000 a year from D.Q.’s retainer. The note should qualify as property for § 351 and, therefore, D.Q. will be admitted to the control club, enabling the transaction to qualify for § 351 treatment.


b.
H.R. should not do the deal as planned since his property is more valuable than that of S.W. S.W. is contributing high-value low-basis property. Consequently, H.R. should demand that S W. contribute additional property or cash to make up for the fact that H R.’s cash contribution is more valuable.

