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Determining the Character of Section

357(c) Gain

FRED B. BROWN*

I. Introduction

Under section 351, a person transferring property to a controlled corpo-
ration generally recognizes no gain or loss on the transaction;' thus, such
transfers are generally free of federal income tax. An exception to tax-free
treatment is contained in section 357(c), which generally provides that a
transferor in a section 351 transaction recognizes gain to the extent that any
liabilities assumed by the corporation on the transfer exceed the transferor’s
aggregate adjusted basis in the assets transferred.? Over the last few decades,
tax scholars have devoted a significant, and possibly inordinate, amount of
attention to the issue of whether a shareholder can avoid section 357(c) gain
by contributing her own promissory note to a corporation.” While this issue

" Associate Professor of Law and Director of the Graduate Tax Program, University of
Baltimore School of Law; Rutgers University, B.S. with high honors, 1982; Georgetown
University, ].D. summa cum laude, 1985; New York University, LL.M., 1986. I thank Arturo
Estrada and Walter Schwidetzky for reviewing and providing helpful comments on a draft
of this Article. (Arturo Estrada’s comments did not represent the views of the Service.) I also
thank Kristin Hickman for providing help with regard to the Chevron aspects of the Article.
Any errors are solely the responsibility of the author.

1See I.R.C. § 351. All section references are to the Internal Revenue Code of 1986 as
amended (the Code).

2See 1.R.C. § 357(c). In addition to its application in the section 351 setting, section 357(c)
also applies to divisive D reorganizations. See LR.C. § 357(c)(1). For a discussion of this aspect
of section 357(c)’s application, see infra note 35.

3See, e.g., Jerred G. Blanchard, Jr., Zero Basis in the Taxpayers Own Stock or Debt Obligations:
Do Those Instruments Constitute Property?, 106 Tax Notes (TA) 1431 (2005); John A.
Bogdanski, Closely Held Corporations, 16 J. Corp. Tax'n 348 (1989); John A. Bogdanski,
Section 357(d)—O0ld Can, New Worms, 27 J. Core. TaxX'n 17 (2000); Kenneth P. Brewer,
The Zero Basis Hoax, 63 Tax Notks 457 (1994); Jasper L. Cummings, Jr., Zero Basis Hoax or
Contingent Debt and Failure of Proof? Sorting Out the Issues in the Lessinger Case, 2 Fra. Tax
Rev. 283 (1994); J. Clifton Fleming, Jr., 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
(1990); Susan Kalinka, Peracchi: What is the Right Result?, 80 Tax NoTes 1615 (1998); Stuart
Lazar, Lessinger, Peracchi, and the Emperors New Clothes: Covering a Section 357(c) Deficit
with Invisible (or Nonexistent) Property, 58 Tax Law. 41 (2004); Richard M. Lipton & Joseph
E. Bender, Peracchi and Making Something Out of Nothing, or Does Debt Have a Zero Basis
to its Maker and Further Ruminations on the Substance and Form of Transaction, 77 Taxes 3,
13 (1999); Michael M. Megaard & Susan L. Megaard, Can Sharcholder’s Note Avoid Gain on
Transfer of Excess Liabilities?, 71 ]. TaAxX'N 244 (1989); Steven Quiring, Section 357(c) and the
Elusive Basis of the Issuer’s Note, 57 Tax Law. 97 (2003).
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118 SECTION OF TAXATION

no doubt has (or had) practical importance,* perhaps a major attraction for
tax scholars is that the issue involves fundamental questions relating to basis
and liabilities.

Another issue under section 357(c) is the character of gain that is rec-
ognized under the provision, that is, whether it should be capital gain or
ordinary income. Unlike the “promissory note” issue under this provision,
the “character issue” has not received much in the way of extensive scholarly
analysis.’ Yet, the issue seems ripe for a more detailed examination. The stat-
ute suggests that the character of section 357(c) gain should be based on the
character of the transferred assets,® but this does not provide a clear answer
when two or more assets of differing character are transferred to the corpora-
tion. The Treasury regulations prescribe a method for determining the char-
acter of section 357(c) gain in this situation that allocates the gain according
to the relative fair market value of the transferred assets.” However, a few U.S.
Tax Court decisions have not followed this method,® and several commenta-
tors have stated that the regulatory method is simply wrong;’ instead, these
cases and commentators espouse an alternative method that determines the
character of section 357(c) gain based on the relative amount of realized gain
on the transferred assets.'” Similar to the promissory note issue, the character

“Changes made in 1999 to section 357 regarding what constitutes an assumption of a
liability may have mooted the issue, or at least reduce its importance. See Lazar, supra note 3,
at 60-62.

>Several commentators have devoted portions of articles or treatises addressing the issue.
See, e.g., DoucLas A. KaHN & JEFFREY S. LEHMAN, CORPORATE TaxaTioN INcOME TaxaTION
657-59 (5th ed. 2001); Carter G. Bishop, A Tale of Two Liabilities, 16 Wm. MITCHELL. L.
Rev. 1, 19 & n.41 (1990); Karen C. Burke, Contributions, Distributions, and Assumptions of
Liabilities: Confronting Economic Reality, 56 Tax Law. 383, 399 (2003); Frank M. Burke, Jr. &
Sam W. Chisholm, Section 357: A Hidden Trap in Tax-Free Incorporations, 25 Tax L. Rev. 211,
233-34 (1970); Benjamin J. Cohen & Ronald E. Whitney, Revisiting the Allocation of Boot in
Section 351 Exchanges, 48 Tax Law. 959, 991-1007 (1995); George C. Koutouras & Mark Q.
Tizabgar, Boot Distributions and Assumption of Liabilities, 782 Tax MNGT. Port. (BNA) A-37
& n.354 (2007); Joel Rabinovitz, Allocating Boot in Section 351 Exchanges, 24 Tax L. Rev. 337,
360 (1969); Howard J. Rothman et al., Transfers to Controlled Corporations: In General, 758
Tax MNGT. Porr. (BNA) A-86 & n.772 (2008); Thomas R. White, III, Sleepers that Travel
with Section 351 Transfers, 56 Va. L. Rev. 37, 56-57 (1970). The most extensive scholarly
analysis addressing the section 357(c) character issue is the article by Cohen and Whitney,
which, while assuming the correctness of the so-called relative realized gain allocation method,
offers and analyzes a construct for this approach from which I borrow heavily. See Cohen &
Whitney, supra, at 997-1005.

See I.R.C. § 357(c)(1) (lush language).

7See Reg. § 1.357-2(b), Exs. (1), (2).

8See Rosen v. Commissioner, 62 T.C. 11, 19-20 (1974); Raich v. Commissioner, 46 T.C.
604, 608-09 (1966); Easson v. Commissioner, 33 T.C. 963, 970-71 (1960), acq. 1964-2
C.B., nonacq. 1964-2 C.B. 8, revd on other grounds, 294 F.2d 653 (9th Cir. 1961).

?See, e.g., Burke & Chisholm, supra note 5, at 233-34; Rabinovitz, supra note 5, at 360;
Rothman, supra note 5, at A-41 n.354.

WSee Easson, 33 T.C. at 971-72; Koutouras & Tizabgar, supra note 5, at A-37 & n.354;
Rabinovitz, supra note 5, at 361; ¢f. Rosen, 62 T.C. at 19; Raich, 46 T.C. at 611.
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DETERMINING THE CHARACTER OF SECTION 357(c) GAIN 119

issue involves some interesting fundamental issues, such as the manner in
which basis is recovered in section 351 dispositions that involve the assump-
tion of liabilities, as well as the way these dispositions should be conceptual-
ized for tax purposes.

This Article analyzes the section 357(c) character issue and determines
which of the competing methods and underlying constructs is more appro-
priate in light of the relevant tax rules and principles, and in particular those
relating to nonrecognition. Part II of the Article begins the analysis by provid-
ing a brief primer on section 351, section 357, and related provisions apply-
ing to transfers of property to controlled corporations, along with the policies
and principles underlying these rules. Part III describes two competing meth-
ods for determining the character of section 357(c) gain: the relative fair mar-
ket value allocation method that is provided under the Treasury regulations,
and the relative realized gain allocation method that has been applied in a
few U.S. Tax Court decisions and advocated by several commentators. Part
IV offers different ways of conceptualizing transfers to corporations in con-
nection with the assumption of liabilities, each of which supports one of the
competing methods for determining the character of section 357(c) gain. The
relative fair market value allocation method is supported by an aggregate asset
construct that combines the tax attributes of the transferred assets; the rela-
tive realized gain allocation method is supported by a modified separate assets
construct that generally treats the transaction as transfers of separate assets.

Part V evaluates the constructs and resulting methods by examining section
351 and related provisions, including their underlying principles as well as
general principles, and determines that the modified separate assets construct
and resulting relative realized gain allocation method is the more appropri-
ate manner for determining the character of section 357(c) gain. Part VI
considers whether the modified separate assets construct should be modified
for assets with secured liabilities, and decides against doing this for concep-
tual and administrative reasons. Based on this analysis, Part VII recommends
the adoption of the relative realized gain allocation method for characteriz-
ing section 357(c) gain, along with a method for coordinating this approach
with that used for recognizing gain under section 351(b) where a transferor
receives boot in addition to having liabilities assumed. This part also evaluates
whether the Treasury has the power to adopt the relative realized gain alloca-
tion method by amending the section 357 regulations without the need for
congressional authorization. Part VIII provides the conclusion.

II. Provisions Applying to Transfers of Property to Controlled
Corporations

A. Nonrecognition Treatment and Special Basis Rules

On a disposition of an asset, the transferor realizes gain or loss equal to the
difference between the amount realized and the transferor’s adjusted basis in

Tax Lawyer, Vol. 62, No. 1



120 SECTION OF TAXATION

the property."" Normally, any realized gain or loss on a disposition is recog-
nized, that is, included in gross income or potentially deductible as a loss."
However, a special set of tax rules applies to transfers of property to controlled
corporations.

Section 351(a) provides that a transferor will not recognize gain or loss
upon the transfer of property to a corporation in exchange for the corpo-
ration’s stock, provided that the transferor or group of transferors controls
the corporation immediately following the exchange.” To the extent that a
transferor receives money or other property in addition to stock, referred to
as boot, section 351(b) requires the transferor to recognize any gain realized
by the transferor on the exchange;'* however, any loss realized by the transt-
eror cannot be recognized, regardless of the receipt of boot.”” Under section
1032, a corporation will not recognize gain or loss when it receives money or
property in exchange for its stock.'®

Special basis rules generally preserve any realized gain or loss that avoids
recognition as part of a section 351 exchange. Section 358 generally provides
that the transferor in a section 351 transaction will take a basis in the stock
received in the exchange equal to the basis of the property transferred to the
corporation, plus any gain recognized by the transferor on the transaction,
less the value of any boot received.!” Under section 362, the corporation gen-
erally takes a basis in the property received in the exchange that is the same
as the transferor’s basis in the property, plus any gain recognized by the trans-
feror on the transaction.' These rules are modified by section 362(e), which
generally provides that a corporation’s aggregate adjusted basis in property
received in a section 351 transaction cannot exceed the aggregate fair market
value of such property immediately after the transaction.”

Section 351 was enacted to prevent the adverse tax consequences associated
with a realization event from deterring corporate formations that amount
merely to a change in the form of a taxpayer’s holdings.?’ Accordingly, section

1See IL.R.C. § 1001(a).

12See I.R.C. § 1001(c).

B3See L.R.C. § 351(a). Control for this purpose is the ownership of stock constituting (1) at
least 80% of the voting power of the corporate stock and (2) at least 80% of the total number
of shares of nonvoting stock. See I.R.C. § 368(c).

4See L.R.C. § 351(b)(1).

B58See L.R.C. § 351(b)(2).

16See L.R.C. § 1032(a). Section 1032(a) provides nonrecognition to the corporation regard-
less of whether the transferor controls the corporation immediately after the exchange.

178ee 1L.R.C. § 358(a).

8See L.R.C. § 362(a).

¥See LR.C. § 362(e)(2). Any reduction of a corporation’s section 362(a) basis as a result
of section 362(e)(2) is allocated among the property transferred to the corporation in propor-
tion to their respective built-in losses prior to the exchange. See id. In lieu of applying the fair
market value limitation to the corporation’s basis in the transferred property, under section
362(e) the transferor and corporation can elect to apply the fair market value limitation to the
transferor’s stock basis. See id.

28ee S. Rep. No. 275, at 11 (1921), as reprinted in 1939-1 C.B. 181, 188.

Tax Lawyer, Vol. 62, No. 1



DETERMINING THE CHARACTER OF SECTION 357(c) GAIN 121

351 generally allows such transactions to escape current taxation. However,
the policy reason for providing tax-free treatment to corporate formations
does not support the permanent exclusion of economic gains or the perma-
nent disallowance of economic losses. Consequently, sections 358 and 362
preserve realized gains and losses that have yet to be recognized, so that these
items will be reflected in taxable income upon subsequent dispositions of
the stock received by the transferor and the property received by the cor-
poration.”’ More specifically, section 358 effectuates a gain-loss preservation
principle, under which the gain or loss realized by the transferor on a section
351 transaction is equal to the gain or loss recognized by the transferor on the
transaction, plus the gain or loss inherent in the stock received by the trans-
feror following the exchange. Section 362 similarly effectuates a gain-loss
preservation principle—the gain or loss realized by the transferor on a section
351 transaction is equal to the gain or loss recognized by the transferor on the
transaction, plus the gain or loss inherent in the assets transferred to the cor-
poration following the exchange. Together, these provisions generally bring
about the double preservation of realized gain or loss that is not recognized
on the section 351 transaction.”

As mentioned above, section 351(b) requires a transferor to recognize the
amount, if any, of realized gain on the transferred assets to the extent of the
amount or value of boot received.?® In applying section 351(b) to situations
where more than one asset is transferred to a corporation in exchange for
stock and boot, the Service allocates the boot to the transferred assets based
on their relative fair market values, and then applies section 351(b) separately
to each asset, so that the transferor is required to recognize the lesser of the
realized gain or the value of allocable boot with respect to each asset.” In

21 See Boris 1. BITTKER & JaMES S. EusTICE, FEDERAL INCOME TAXATION OF CORPORATIONS
AND SHAREHOLDERS € 3.10[1]-[2] (7th ed. 2000).

2(f. Jasper L. Cummings, Jr., The Silent Policies of Conversion and Cloning of Tax Basis and
Their Corporate Applications, 48 Tax L. Rev. 113, 131 (1992) (referring to the double preserva-
tion of gain and loss as the price paid for the double nonrecognition of gain or loss received
by the shareholder and corporation in a section 351 transaction); David A. Weisbach, 7he
Irreducible Complexity of Firm-Level Income Taxes: Theory and Doctrine in the Corporate Tax, 60
Tax L. Rev. 215 (2007) (stating that the tax law must measure income at both the corporate
shareholder and subsidiary levels to prevent easy avoidance). This is subject to the rule set forth
in section 362(e).

B See supra notes 14—15 and accompanying text.

#See Rev. Rul. 1968-55, 1968-1 C.B. 140. In the ruling, the Service states that an asset-
by-asset approach requires that each category of consideration received by the transferor must
be separately allocated to the transferred assets in proportion to the relative fair market values
of the assets. See id. The Service supports the use of this allocation method by referring to
Treasury Regulation section 1.1245-4(c)(1), which, for purposes of determining the amount
of section 1245 gain, uses the same method to allocate consideration where both section 1245
property and non-section 1245 property are transferred in certain nonrecognition transactions
(including section 351 exchanges). See id. While authorities in support of the Revenue Ruling
1968-55 allocation method appear to be scarce, the method seems “reasonable and consistent”
with approaches taken in other areas. See Rabinovitz, supra note 5, at 341, 344.

Tax Lawyer, Vol. 62, No. 1



122 SECTION OF TAXATION

determining the corporation’s section 362 (a) basis in the transferred assets, the
Service similarly applies an asset-by-asset approach and requires that the gain
recognized on a specific asset be used to increase that asset’s basis.”> Allocating
the recognized gain in this manner for section 362(a) purposes effectuates
the gain-loss preservation principle on an individual asset basis. This ensures
that gain or loss that is realized yet unrecognized with respect to an asset in a
section 351 transaction is recognized when that asset is subsequently disposed
of. Furthermore, effectuating the preservation principle on an individual asset
basis preserves the appropriate amount of gain or loss from the standpoint of
character.

The following example illustrates the use of an asset-by-asset approach
under sections 351(b) and 362(a):

Example 1. Assume that an individual transfers two assets, Asset A and
Asset B, to a corporation in a transaction qualifying under section 351. In
exchange, the corporation transfers to the individual $150 of stock and $50
of cash. Asset A is a capital asset, and Asset B is an ordinary asset. At the time
of the transfer, Asset A has a fair market value of $100 and an adjusted basis
in the individual’s hands of $90, and Asset B has a fair market value of $100
and an adjusted basis in the individual’s hands of $10. For purposes of sec-
tion 351(b), $25 of cash would be allocated to each of the assets,? resulting
in $10 of recognized capital gain on Asset A (the lesser of $10 of realized gain
or $25 of allocable boot) and $25 of recognized ordinary income on Asset
B (the lesser of $90 of realized gain or $25 of allocable boot). Under section
362(a), the corporation would take a basis of $100 in Asset A (transferor’s
basis of $90 plus $10 of gain recognized by the transferor with respect to
this asset) and a basis of $35 in Asset B (transferor’s basis of $10 plus $25 of
gain recognized by the transferor with respect to this asset). Applying section
362(a) in this manner preserves the appropriate amount of gain or loss from
the standpoint of character. That is, with respect to Asset A, the individual
realizes $10 of capital gain and recognizes $10 of capital gain, with no gain
or loss preserved (fair market value and basis of $100 in corporation’s hands);
with respect to Asset B, the individual realizes $90 of ordinary income and
recognizes $25 of ordinary income, with $65 of ordinary income preserved
(fair market value of $100 and basis of $35 in the corporation’s hands).

B. Assumption of Liabilities and Section 357(c) Gain

Absent a special rule, the assumption of a transferor’s liabilities by the trans-
feree corporation in a section 351 transaction would be considered the receipt
of boot by the transferor, thereby requiring the transferor to recognize any

» See, e.g., PL.R. 1985-50-037 (Sept. 19, 1985); PL.R. 1985-40-048 (July 5, 1985); PL.R.
1985-17-040 (Jan. 30, 1985); PL.R. 1985-16-031 (Jan. 18, 1985); PL.R. 1985-12-071 (Dec.
18, 1984).

*This is because the assets have equal fair market values.

Tax Lawyer, Vol. 62, No. 1



DETERMINING THE CHARACTER OF SECTION 357(c) GAIN 123

realized gain to the extent of the assumed liabilities.” This treatment would
cause many incorporations of going businesses to become taxable events, and
thus frustrate the policy of section 351. Section 357(a), enacted to prevent
this result,”® provides that the assumption of liabilities® generally will not
constitute the receipt of boot for purposes of section 351.%° In order to pre-
serve the appropriate amount of gain or loss in the transferor’s stock, section
358(d) treats the assumption of liabilities as money received by the transferor
for purposes of determining the transferor’s basis of the stock received in the
section 351 transaction.’ As an exception to section 357(a), section 357(b)
treats the assumption of liabilities as the receipt of boot if the transferor’s
principal purpose with respect to the assumption either was a purpose to
avoid federal income tax or was not a bona fide business purpose.*

The following example illustrates the application of sections 357(a) and
358(d):

Example 2. Assume that an individual transfers an asset with a fair market
value of $100 and an adjusted basis of $20 to a corporation in a transac-
tion qualifying under section 351. In exchange, the corporation transfers $90
of stock and assumes (for purposes of section 357) $10 of section 357(a)
liabilities of the individual (e.g., longstanding business liabilities). Pursuant

%7 See United States v. Hendler, 303 U.S. 564 (1938) (holding that for purposes of the reor-
ganization provisions, the assumption of liabilities is considered the equivalent of cash received
by the party whose liabilities are assumed, therefore triggering the recognition of boot gain).
For a complete discussion of Hendler, see Karen C. Burke, 7he Story of Hendler: From Pyrrhic
Victory to Modern Section 357, BusiNgss Tax Stories 181 (Steven A. Bank & Kirk J. Stark
eds., 2005).

#8ee H.R. Rep. No. 76-855 (1939), as reprinted in 1939-2 C.B. 504, 518-20. Also play-
ing an important role in the enactment of section 357(a)’s statutory predecessor was that the
Hendler decision probably would have entitled transferee corporations to increase their bases in
assets for gain that should have been recognized by the transferors upon the assumption of lia-
bilities. The increased basis would have generated tax savings through depreciation deductions
and reduced gain or increased losses on asset sales, but the government’s claims for additional
taxes against the transferors might have been barred by the statute of limitations. Therefore,
in addition to taxpayers, the government also had reason for overriding Hendler. See RicHARD
L. DoerRNBERG & HowaRD E. ABraMS, FEDERAL INCOME TaXATION OF CORPORATIONS AND
PARTNERSHIPS 24-25 (3rd ed. 2000); Burke, Hendler: Modern Section 357, supra note 27, at
191-92.

¥ A recourse liability is treated as having been assumed if, on the basis of all the facts and
circumstances, the transferee corporation has agreed to, and is expected to, satisfy the liability,
regardless of whether the transferor has been relieved of the liability. A nonrecourse liability
is generally treated as having been assumed where the transferee corporation takes an asset
subject to the liability. See LR.C. § 357(d).

398ee LR.C. § 357(a). Section 357(a) also applies to section 361 transactions in the context
of corporate reorganizations. See id.

31See I.R.C. § 358(d)(1).

328ee I.R.C. § 357(b). Section 357(b) is aimed at the situation where a transferor borrows
on the eve of incorporation and then transfers the liability to the corporation, which effectively
results in the receipt of cash by the transferor. Transfers of personal liabilities to the transferee
corporation are also covered. See BITTKER & EUSTICE, supra note 21, at § 3.06[1][a].

Tax Lawyer, Vol. 62, No. 1



124 SECTION OF TAXATION

to section 357(a), the assumption of liabilities will not be treated as boot,
and therefore, under section 351(a), the individual will recognize none of
her realized gain of $80 (amount realized of $100 less adjusted basis of $20)
on the transaction. Under section 358, the individual will take a $10 basis
in the stock received, which is equal to the individual’s basis in the property
transferred ($20), plus the gain recognized by the individual ($0), minus the
money or other boot received by the individual ($10, due to the assumption
of liabilities, which is treated as money received for basis purposes). These
results satisfy the gain-loss preservation principle, as the gain realized by the
individual ($80) equals the gain recognized by the individual ($0) plus the
gain inherent in the stock following the exchange ($80, the difference between
the stock’s fair market value of $90 and its basis of $10).

If in Example 2 the asset had a basis of $5 in the individual’s hands, a
straightforward application of sections 357(a) and 358 would result in no gain
recognized and a basis of negative $5 in the stock ($5 basis in the asset, plus
$0 gain recognized, minus $10 money received for basis purposes). However,
the tax law does not permit a negative basis.* And providing a stock basis of
zero without the recognition of gain on these facts would violate the gain-loss
preservation principle: the $95 of realized gain (amount realized of $100 less
the asset’s adjusted basis of $5) would 70z equal the $0 of recognized gain plus
the $90 of gain inherent in the stock following the transaction (the difference
between the stock’s fair market value of $90 and its basis of $0). To avoid
having a negative basis while adhering to the gain-loss preservation principle,
Congress enacted section 357(c),* which provides that the transferor in a sec-
tion 351 transaction® will recognize gain to the extent that the total liabilities

33 See, e.g., Easson v. Commissioner, 33 T.C. 963, 971 (1960), acq. 1964-2 C.B., nonacq.
1964-2 C.B. 8, revd on other grounds, 294 F2d 653 (9th Cir. 1961).

34See George Cooper, Negative Basis, 75 Harv. L. Rev. 1352, 1358-60 (1962); cf Lazar,
supra note 3, at 53 n.42 (stating that this is the most common rationale for section 357(c)).

3 Section 357(c) also applies to a transfer of property by one corporation to another cor-
poration that is subject to section 361 and occurs pursuant to a divisive D reorganization. See
supra note 2. Very generally, a divisive D reorganization is a transaction qualifying for full or
partial nonrecognition, in which a corporation transfers property to a controlled corporation
and then distributes stock in the controlled corporation to its shareholders in a divisive spin-
off, split-up, or split-off reorganization. See LR.C. §§ 355, 368(a)(1)(D); BrrTkeR & EusTiCE,
supra note 21, at § 12.26[1]. Prior to 2004, section 357(c) also applied to nondivisive D
reorganizations (see LR.C. § 357(c)(1)(B) (prior to 2004)), which very generally are transfers
to controlled corporations that are not followed by divisive transactions and require the liqui-
dation of the transferor corporation. See I.R.C. §§ 354(b), 368(a)(1)(D); BITTKER & EUSTICE,
supra note 21, at § 12.26[1]. It should be noted that in the D reorganization context, section
357(c) apparently is no longer aimed at avoiding a negative basis. (Congress’s original reason
for applying section 357(c) to D reorganizations apparently was to address the negative basis
problem in this context as well, but Congress’s intention was frustrated as a result of other
statutory changes made upon the enactment of the provision. See Cooper, supra note 34, at
1358-60.) This is because for the most part, a D reorganization requires that the transferor
corporation distribute the stock of the transferee corporation to its shareholders, and the basis
that these shareholders take in the distributed stock is determined based on their basis in

Tax Lawyer, Vol. 62, No. 1



DETERMINING THE CHARACTER OF SECTION 357(c) GAIN 125

assumed by the corporation exceed the transferor’s aggregate adjusted basis in
the properties transferred.*

the stock of the transferor corporation. See LR.C. §§ 354(b)(1), 355(a)(1)(D), 368(a)(1)(D),
358(a); Cooper, supra note 34, at 1359; Candace A. Ridgway & Larry E. Phillips, Corporate
Acquisitions-D Reorganizations, 772 Tax MNGT. Port. (BNA) A-64 (2004). Therefore, the
transferor’s bases in the transferred assets and the assumed liabilities play a small role, if any,
in determining the basis in the stock of the transferee corporation and thus the fact that the
assumed liabilities may exceed the assets’ bases is of little consequence for basis purposes.
Indeed, the Senate report that accompanies the 2004 amendments to section 357(c) does not
mention the negative basis problem as a reason for limiting the provision’s applicability to
divisive D reorganizations. See S. REp. No. 108-192 (2004). Instead, the Senate report refers to
the fact that in a nondivisive D reorganization, the assumption of the transferor corporation’s
liabilities does not enrich the transferor because it is required to transfer all of its assets and
go out of existence. See id. Consequently, the current rationale for applying section 357(c) to
divisive D reorganizations appears to be a desire to tax the transferor corporation to the extent
that it ends up with the economic equivalent of cash received, due to the assumption of liabili-
ties, that exceeds the transferor’s total basis in the transferred property. To this extent, Congress
is not willing to ignore for tax purposes the transferor corporation’s disposition of property.
Note that aside from the application of section 357(c), the transferor corporation’s disposition
of property pursuant to a divisive D reorganization is essentially ignored, given that no gain or
loss is generally recognized, and that realized but unrecognized gain or loss is not preserved in
the stock of the transferee corporation (unlike what occurs in a section 351 transaction).

3% See I.R.C. § 357(c)(1). Where a section 351 transaction involves more than one transferor,
section 357(c) is applied separately to each transferor. Rev. Rul. 1966-142, 1966-2 C.B. 66.
In determining the amount of liabilities assumed for purposes of section 357(c), the statute
generally excludes obligations that would give rise to a deduction (or which would be described
in section 736(a)) if paid by the transferor. See .R.C. § 357(c)(3).

Prior to 1999, section 357(c) gain was recognized to the extent that “the sum of the liabili-
ties assumed, plus the amount of liabilities to which the property is subject” exceeded the trans-
feror’s aggregate basis in the transferred assets. See § 357(c)(1) (prior to amendments made
by the Miscellaneous Trade and Technical Corrections Act of 1999, Pub. L. No. 106-36, §
3001(d)(4), 113 Stat. 127 (codified as amended in scattered sections of 26 U.S.C.)) (emphasis
added). Under this rule, recourse liabilities secured by the transferred assets were taken into
account in determining section 357(c) gain, even if the transferor remained personally liable
on the obligations. See Reg. § 1.357-2(a). In light of this rule, taxpayers attempted to eliminate
section 357(c) by employing several techniques, the most famous being the contribution of the
taxpayer’s own promissory note in an attempt to increase the basis of the property transferred
to the corporation. This led to the rejection by the Service (see Rev. Rul. 1968-629, 1968-2
C.B. 154) and the Tax Court (see, ¢.g., Alderman v. Commissioner, 55 T.C. 662 (1971)) of the
promissory note technique for eliminating section 357(c) gain, its acceptance by two federal
courts of appeals (see Peracchi v. Commissioner, 143 E3d 487 (9th Cir. 1998); Lessinger v.
Commissioner, 872 E2d 519 (2d Cir. 1989)), and much scholarship on the issue (see supra
note 3). Under the post-1998 rule, section 357(c) only takes into account liabilities assumed,
which in the case of recourse liabilities, are treated as having been assumed if, on the basis
of all the facts and circumstances, the transferee corporation has agreed to, and is expected
to, satisfy the liability, regardless of whether the transferor has been relieved of the liability.
See IR.C. § 357(d)(1)(A). With the current rule, transferors may be able to avoid section
357(c) gain with respect to secured recourse liabilities by agreeing with the transferee corpora-
tions that the transferors, rather than the corporations, will satisfy the recourse liability. See
Bogdanski, Seczion 357(d), supra note 3, at 26. With respect to recourse liabilities, this may
moot the promissory note issue, and indeed may have effectively written section 357(c) out of
the Code. See id. at 27; Burke, Hendler: Modern Section 357, supra note 27, at 200 n.118 &
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Applying section 357(c) to the facts of Example 2, as modfied above, results
in $5 of recognized gain ($10 of liabilities less $5 of adjusted basis) and a
stock basis of $0 (($5 basis in the asset, plus $5 gain recognized, minus $10
money received for basis purposes). With these results, the gain-loss preserva-
tion principle is satisfied—$95 of realized gain equals $5 of recognized gain
plus $90 of gain inherent in stock following the transaction.

As with section 351(b) gain, section 357(c) gain will generally result in an
increase in the corporation’s basis in the property received pursuant to sec-
tion 362(a).”” However, section 362(d)(1) provides a limitation, under which
a corporation’s basis in the property received cannot be increased above the
fair market value of the property as a result of the recognition of gain under
section 357(c).”® Congress’s apparent reason for enacting section 362(d)(1)
was to create a general anti-abuse measure aimed at perceived corporate tax
shelter abuses.*

ITII. Approaches for Determining the Character of Section 357(c) Gain

With regard to the character of section 357(c) gain, the statute provides,
somewhat cryptically, that such gain is treated as from the sale or exchange
of property that is a capital asset or is not a capital asset, as the case may be.*
The legislative history of the provision indicates that this determination is

204. Nevertheless, there is some possibility that given the “on the basis of all the facts and cir-
cumstances” language contained in the statute, the Service could establish that parties agreed
and expected that the corporation, rather than the transferor, would satisfy the liability, despite
an express agreement to the contrary. See Bogdanski, Section 357(d), supra note 3, at 22-24,
27. Thus, section 357(c) may still have some vitality with respect to recourse liabilities. With
regard to nonrecourse liabilities, section 357(c) should continue to have significant impact,
given that a nonrecourse liability is generally treated as having been assumed where the trans-
feree corporation takes an asset subject to the liability, with an exception for the amount of
a liability that is also secured by assets not transferred to the corporation (to the extent that
the owner of the other assets has agreed with the transferee, and is expected, to satisfy the
liability, or the other assets’ fair market value, if lower). See LR.C. § 357(d). In this regard,
the Service and the Treasury have been studying section 357(d) and intend to issue proposed
regulations that address certain issues arising under the provision, several of which involve the
amount of nonrecourse liabilities that a transferee of property is treated as having assumed. See
Announcement 2003-37, 2003-1 C.B. 1025.

%7 As discussed earlier, under section 362(a) the corporation’s basis in the property received
in a section 351 transaction is equal to the transferor’s basis in the property, increased by the
amount of gain recognized by the transferor on the transaction. See LR.C. § 362(a).

BSee LR.C. § 362(d)(1).

¥ See Starr oF J. Comm. oN Tax'n, 107tH CoONG., GENERAL ExprranaTiON OF Tax
LeGISLATION ENACTED IN THE 106TH CONGRESS 10 (Comm. Print 2001); Burke, Confronting
Economic Reality, supra note 5, at 394. Some commentators have indicated that Congress
enacted the provision specifically to prevent a corporation from taking a basis in property that
is above its fair market value where the amount of liabilities assumed on a transfer exceeds
the property’s fair market value. See NYSBA Tax Section Comments on Proposed Regs Requiring
Exchange of Net Value for Nonrecognition Treatment, 2006 Tax NoTEs Topay 15-10 (Jan. 24,
20006) [hereinafter NYSBA Comments).

“8ee LR.C. § 357(c)(1).
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based on the character of the assets transferred to the corporation.*' For situ-
ations involving the transfer of two or more assets of differing character, two
methods have emerged for determining the character of section 357(c) gain:
the relative fair market value allocation method provided under the Treasury
Regulations and sanctioned by section 357(c)’s legislative history, and the
relative realized gain allocation method that has been applied in a few U.S.
Tax Court decisions and advocated by several commentators. These methods
are discussed below.

A. Relative Fair Market Value Allocation Method

By way of examples, Treasury Regulation section 1.357-2(b) provides that
the character of section 357(c) gain is determined based on the relative fair
market values of the assets transferred to the corporation.” According to the
regulations, if half of the transferred assets, based on their fair market values,
are capital assets and half are not, then half of the section 357(c) gain will be
treated as capital gain and half will be other than capital gain.® The regula-
tions also provide a similar example involving capital assets with long-term
and short-term holding periods.* The regulatory rule is apparently based on
the Senate report accompanying the enactment of section 357(c), which con-
tains an example that is almost identical to the holding period example found
in the regulations.®

It is not clear why Congress and the Treasury chose the relative fair market
value method for determining the character of section 357(c) gain. Perhaps
it is thought to logically follow from the section 357(c) recognition rule,
which aggregates the properties transferred to the corporation in determin-
ing whether liabilities exceed adjusted basis.* As I demonstrate in Part IV, a
construct that treats the transferred properties as an aggregate supports using
the relative fair market value allocation method.*” Alternatively, Congress and
the Treasury may have chosen this method because it can apply even when all
of the transferred assets have realized losses.*®

#8ee S. Rep. No. 83-1622 (1954), reprinted in 1954 U.S.C.C.A.N. 4621, 4908.

#28ee Reg. § 1.357-2(b), Exs. (1), (2).

4 See id., Ex. (2).

4See id., Ex. (1).

“8ee S. Rep. No. 83-1622 (1954), reprinted in 1954 U.S.C.C.A.N. 4621, 4908.

4 See Rothman, supra note 5, at A-86.

¥ See infra notes 99-104 and accompanying text.

“Perhaps this was a factor in adopting this method as opposed to the relative realized gain
allocation method. Cf BITTKER & EUSTICE, supra note 21, at € 3.06[4][d]-[e] (noting that
while the relative realized gain allocation method is reasonable, it is not obviously correct, since
section 357(c) can apply even if all of the transferred assets have a value that is less than their
adjusted basis). As discussed in Part V.E, there should be no need to apply any characterization
method where all of the transferred assets have realized losses, because of the lack of section
357(c) gain in this situation; this is consistent with the proposed “net value” regulations under
sections 351 and 368 (which are discussed in Part V.E). However, Congress and Treasury may
not have had this view when section 357(c) was enacted and the section 357(c) regulations

Tax Lawyer, Vol. 62, No. 1



128 SECTION OF TAXATION

Several commentators have criticized the relative fair market value alloca-
tion method because it can result in the allocation of section 357(c) gain for
characterization purposes to assets that lack realized gain (or that have less
realized gain than the gain being allocated to them).” The following example
illustrates this:

Example 3. Assume that an individual transfers two assets, Asset A and
Asset B, to a corporation in a transaction qualifying under section 351. In
connection with the transfer, the corporation assumes (for purposes of section
357) $140 of section 357(a) liabilities of the individual (e.g., longstanding
business liabilities). Asset A is a capital asset with a fair market value of $100
and an adjusted basis in the individual’s hands of $20. Asset B is an ordinary
asset with a fair market value of $100 and an adjusted basis in the individual’s
hands of $110. On the transfer, the individual would recognize $10 of section
357(c) gain.>® Under the relative fair market value method, $5 of the gain is
capital gain, and $5 of the gain is ordinary income.”’ Thus, the regulatory
method has the effect of allocating for characterization purposes $5 of the
gain to Asset B, which has a realized loss of $10,°* what some commentators
view as an absurd result.”

were adopted. See G.C.M. 33,915 (Aug. 26, 1968) (concluding for purposes of a proposed
revenue ruling (that was never issued) that section 357(c) treats as gain the excess of liabilities
assumed over the adjusted basis of property transferred to a corporation, even though the
liabilities may exceed the fair market value of the transferred property; finding nothing in the
legislative history of section 357(c) that supports other than a literal application of the provi-
sion).

One commentator is of the view that the regulatory method does not reflect a thought-out
and deliberate approach for characterizing section 357(c) gain. See John D. Fredericks, 7he
Character of Section 357(c) Gain: Why the Underlying Regulation is Capable of Producing Absurd
Results, 48 Tax Law. 167, 175 (1994). His views are based on the assertion that the example in
the House report, calling for the relative fair market value allocation method in determining
whether section 357(c) gain is long- or short-term capital gain, reflected an approach by the
House of Representatives to characterize section 357(c) with reference to the stock in the trans-
feree corporation, as opposed to the transferred assets. See H.R. Rep. No. 83-1337 (1954),
reprinted in 1954 U.S.C.C.A.N. 4017, 4268—69. According to this commentator, the example
was retained in the Senate report and adopted (and expanded) in the regulations without con-
sidering the fact that the Senate amended the House bill so as to characterize section 357(c)
based on the nature of the transferred assets. See Fredericks, supra, at 172-75.

9 See STEPHEN A. LIND ET AL., FUNDAMENTALS OF CORPORATE TAXATION—CASES AND
MarteriaLs 83 n.8 (6th ed. 2005); Davip J. SHakow, THE TaxatioN oF CORPORATIONS AND
THEIR SHAREHOLDERS 78 (1991); Bishop, supra note 5, at 19 n.41 (noting that the regulation
can produce counter-intuitive results); Burke, Confronting Economic Reality, supra note 5, at
399; Burke & Chisholm, supra note 5, at 233-34; Cohen & Whitney, supra note 5, at 991-95;
Fredericks, supra note 48, at 168; Rabinovitz, supra note 5, at 360; Rothman, supra note 5, at
A-41 n.354; White, supra note 5, at 56--57.

>*This is equal to the difference between the assumed liabilities of $140 and the assets’
aggregate adjusted basis of $130.

>I'This is because the assets have equal fair market values.

>2This is because Asset B has a fair market value of $100 and an adjusted basis of $110.

%3 See Rabinovitz, supra note 5, at 360; Rothman, supra note 5, at A-41 n.354.
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B. Relative Realized Gain Allocation Method

An alternative approach for determining the character of section 357(c) gain
would be to allocate the gain to the transferred assets based on their relative
amount of realized gain. In Easson v. Commissioner,’* the Tax Court used the
relative realized gain allocation method to characterize what amounted to sec-
tion 357(c) gain. Actually, the case involved a taxable year that was prior to
the effective date of section 357(c), but the Tax Court nevertheless required
the taxpayer to recognize gain to the extent that the liabilities transferred
to the corporation exceeded the taxpayer’s aggregate basis in the transferred
assets.” The Tax Court determined the character of the recognized gain by
allocating the gain to the transferred assets, a building and land, in propor-
tion to the realized gains on these assets.® While Treasury Regulation section
1.357-2(b) had been promulgated at the time that the case was decided, the
Tax Court was not bound by the regulation’s relative fair market value alloca-
tion method given the taxable year involved.”

Subsequently, in two cases involving taxable years subject to Treasury
Regulation section 1.357-2(b), the Tax Court allocated section 357(c) gain
solely to assets with realized gain despite the relative fair market value approach
called for by the regulations. In Raich v. Commissioner,”® the Tax Court allo-
cated the entire amount of section 357(c) gain to assets with realized gain,
which were accounts receivable and depreciable equipment; the court decided
not to allocate any of the gain to cash and prepaid rent because these assets
lacked any gain or loss.”” As a consequence, the Tax Court treated the section
357(c) gain as ordinary income because the accounts receivable and deprecia-
ble equipment were ordinary assets.®” In its analysis, the Tax Court observed
that the character of section 357(c) gain depends on the type of the individual
assets transferred.®' However, the court did not mention Treasury Regulation
section 1.357-2(b) and instead relied on case law treating the sale of a business
as a sale of separate assets for purposes of determining the character of any
gain or loss.* Similarly, in Rosen v. Commissioner,”® the Tax Court allocated
the entire amount of section 357(c) gain solely to the transferred assets with

>33 T.C. 963 (1960).

>>The Tax Court viewed the enactment of section 357(c) as a clarification of existing law as
opposed to a change in the law. The court of appeals reversed the Tax Court on this point. See
Easson, 294 F.2d 653, 654 (9th Cir. 1961).

>¢The gain allocated to the building was ordinary income pursuant to the statutory prede-
cessor to section 1239; the gain allocated to the land was long-term capital gain.

"The Tax Court did not mention the regulation.

846 T.C. 604 (19606).

98ee id. at 611.

6 See id. The accounts receivable were excluded from the definition of capital assets under
section 1221(4) (currently section 1221(a)(4)), and gain on the equipment was treated as
ordinary income under section 1239. See id.

o1 See id.

62 See id.

62 T.C. 11 (1974), affd without opinion, 515 E2d. 507 (3d Cir. 1975).
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realized gain, which were jukeboxes that constituted section 1245 property,
and treated the section 357(c) gain as ordinary income.** The Tax Court did
note that the character of section 357(c) gain is determined by allocating the
gain among the transferred assets based on their relative fair market values,
citing Treasury Regulation section 1.357-2 for this proposition.®> However,
the court declined to allocate any section 357(c) gain to transferred assets that
had not appreciated in value, concluding that it is only logical to allocate the
entire gain to the assets with realized gain.*

It should be noted that unlike the Tax Court in Ezsson, the court in Raich
and Rosen did not actually apply the relative realized gain allocation method,
but instead allocated all of the section 357(c) gain to the transferred assets
with realized gain. In both cases, the only assets with realized gain were ordi-
nary assets, so it was unnecessary to further apportion the section 357(c) gain
among these assets by referring to the relative amounts of realized gain.®’
This may be significant as a matter of positive law, given that the Tax Court
may be reading Treasury Regulation section 1.357-2(b) as characterizing sec-
tion 357(c) gain on the basis of the relative fair market values of appreciated
assets. In any event, this would appear to be a strained interpretation of the
regulation,® and one that apparently lacks any theoretical support.”’

In addition to the case law, several commentators have advocated using the
relative realized gain allocation method to determine the character of section
357(c) gain.” They argue that the regulatory method can produce distorted
results, which would be avoided by allocating the section 357(c) gain among

%4 See id. at 19-20.

% See id.

5 See id.

%7 See Rosen, 62 T.C. at 19-20; Raich, 46 T.C. at 611.

%The examples contained in Treasury Regulation section 1.357-2(b) do not mention that
the assets involved are appreciated in value. See Reg. § 1.357-2(b), Exs. (1), (2).

9 Neither of the constructs offered in Part IV supports an approach that would character-
ize section 357(c) gain on the basis of the relative fair market values of appreciated assets.
Moreover, such an approach could still produce what are arguably distorted results—the allo-
cation of an amount of section 357(c) gain that exceeds the realized gain on a particular asset.

Another possibility is that the Tax Court is reading the regulation as providing a method
that is only applicable where all of the assets are appreciated assets, and that where one or more
loss assets are present, another method may be used to characterize the section 357(c) gain. Cf.
Bishop, supra note 5, at 19 n.41 (suggesting that the regulatory method perhaps can be consid-
ered illustrative only where all of the assets have realized gain, and that where some of the assets
have realized loss, it may be more realistic to use the relative realized gain allocation method
to characterize section 357(c) gain). However, even with all appreciated assets, the regulatory
method may produce results that are arguably distorted, as noted above.

7See KAHN & LEHMAN, supra note 5, at 657-59 (contending that either section 357(c)
gain should be allocated among the transferred properties that have realized gain, or among
the properties with secured liabilities in excess of their bases); SHAKOW, supra note 49, at 78;
Bishop, supra note 5, at 19 n.41; Burke & Chisholm, supra note 5, at 233-34; Rabinovitz,
supra note 5, at 360; Rothman, supra note 5, at A-41 n.354; ¢f’ Burke, Confronting Economic
Reality, supra note 5, at 400; Cohen & Whitney, supra note 5, at 995 (assuming this method to
be correct based on the Tax Court decisions and leanings of commentators).
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the assets based on their relative amounts of realized gain.”' While none of
these commentators have engaged in an extensive analysis of the appropriate
method for characterizing section 357(c) gain, their basic point, which they
illustrate through examples, is that it is wrong to characterize section 357(c)
gain with regard to assets that lack realized gain, and that instead section
357(c) gain should be attributed to the assets that produced it.”* Applying
the relative realized gain method to the facts of the Example 37* demonstrates
the asserted virtues of this method. All $10 of section 357(c) would be char-
acterized with reference to Asset A because it is the only asset with realized
gain, and would be capital gain because Asset A is a capital asset.”* Thus, all
of the section 357(c) gain would be attributed to the asset that has increased
in value; none of the gain would be attributed to the asset that has declined
in value.

IV. Conceptualizing Transfers to Corporations with the Assumption of
Section 357(a) Liabilities

As discussed above, commentators critical of the regulatory approach for
characterizing section 357(c) gain conclude that the approach is wrong
because it can result in the allocation of gain to assets that lack realized gain.”
Given that these commentators are referring to the realized gains on indi-
vidual assets, these criticisms are apparently based on the premise that the
assets should be viewed separately for purposes of the character determina-
tion. However, it is clear that for basis recovery purposes, the statute calls for
an aggregate approach that combines the bases of the individual assets.”® A
pure separate assets approach would allow for the recovery of basis only to
the extent that assumed liabilities allocated to individual assets (presumably
done on the basis of relative fair market values) did not exceed the basis of
these assets. Therefore, in light of the statutory rule, it is not so certain that
the regulatory approach is wrong and an approach that characterizes section
357(c) gain based on the relative realized gains on the transferred assets is cor-

71 See supra note 70.

72[6{.

73 See supra notes 50-53 and accompanying text.

74If instead Asset B had a fair market value of $130 and thus a realized gain of $20, there
would be $100 of total realized gain, 20% of which is attributed to Asset B and 80% attributed
to Asset A; in this case, $8 of the section 357(c) gain would be allocated to Asset A and be
capital gain, $2 of the gain would be allocated to Asset B and be ordinary income.

7> See supra note 49 and accompanying text.

7¢Under section 357(c), gain is recognized only to the extent that assumed liabilities exceed
the aggregate adjusted basis in the transferred assets. See LR.C. § 357(c)(1).
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rect.”” At the very least, this issue warrants further analysis.

Indeed, one can conceptualize a transfer of assets to a corporation with
the assumption of liabilities in a manner that justifies the relative fair market
value allocation method used in the regulations.”® On the other hand, it is also
possible to view these transactions in a way that supports using the relative
amounts of realized gain on the transferred assets to determine the character
of section 357(c) gain.”” This part offers and examines these two constructs
for analyzing the tax treatment of section 351 dispositions accompanied by
the assumption of the transferor’s liabilities. The next part of the Article then
determines which of the two conceptualizations and resulting approaches for
determining the character of section 357(c) gain is the more appropriate one
by examining section 351 and related provisions, along with their underlying
principles as well as more general tax principles.®

As with other tax issues, constructs for the recognition of gain in these
situations should inform the choice of the appropriate method for determin-
ing the character of section 357(c) gain.®' Such gain should relate to the gain
realized on the property transferred, and the constructs allow for this relation-
ship to be seen and analyzed. More specifically, the constructs offered below
recognize that section 357(c) gain results from the allocation of a portion
of the section 357(a) liabilities to the realized gain on the transferred assets,
similar to the way in which boot is allocated to realized gain for purposes of
section 351(b). The constructs differ, however, in their view of the property
transferred—that is, as an aggregate of assets or as separate assets.*

A. Assumed Section 357(a) Liabilities Are the Economic Equivalent of Cash
Received that Is First Applied Against Aggregate Basis

Under any construct for section 351 dispositions with the assumption of
liabilities, the assumed section 357(a) liabilities should be treated as the eco-

””Moreover, more than one allocation method could address the commentator’s concern.
For example, a method that characterized section 357(c) gain based on the relative fair market
values of appreciated assets generally would avoid the problems noted with respect to the regu-
latory approach. An exception would be where the amount of section 357(c) gain allocated to
an asset exceeded the realized gain on that asset, but this could be addressed by allocating the
excess gain to the other appreciated assets.

78 See infra notes 99—104 and accompanying text.

7% See infra notes 105-119 and accompanying text.

8 Cf Rabinovitz, supra note 5, at 350 (engaging in a similar analysis in deciding on the
approach for determining boot gain under section 351(b) where there are transfers of multiple
assets).

81As an example, Revenue Ruling 1968-55 uses a construct for the recognition of section
351(b) gain under which each asset is viewed as separately transferred to the corporation in
exchange for a ratable portion of stock and boot. Rev. Rul. 1968-55, 1968-1 C.B. 140.

82While the constructs and analysis that follow focus on the assumption of liabilities in the
section 351 context, the same constructs and analysis also should apply to the assumption of
liabilities in connection with divisive D reorganizations. In both contexts, gain is potentially
recognized upon the transfer of property to a controlled corporation as a result of the assump-
tion of liabilities, and the gain needs to be attributed to the transferred assets.
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nomic equivalent of cash received that is first applied against the transferor’s
aggregate adjusted basis in the transferred property.®® This follows from the
effect of sections 357(a) and (c), which allow a transferor to recover section
357(a) liabilities™ tax free to the extent of the aggregate adjusted basis in
the transferred assets, and the fact that the assumed liabilities are the eco-
nomic equivalent of cash received by the transferor (that is used to satisfy the
transferor’s indebtedness). Thus, the statute permits such tax-free treatment
by effectively treating a portion of the constructive cash as received for the
part of the assets that consists entirely of basis. Following the recovery of
the aggregate basis in the transferred assets, the remaining amount of con-
structive cash should be viewed as applied against the remaining value of the
transferred assets. Conceptually, 357(c) gain results because the remaining
constructive cash is received for the part of the assets that has zero basis due
to the prior recovery of the transferor’s basis in the assets. In other words, the
remaining constructive cash is received for the part of the assets that consists
entirely of realized gain.

In light of income tax principles, section 357(c) is unremarkable in that
it requires the recognition of gain to the extent that the constructive cash
exceeds the transferor’s basis in the transferred assets, thereby obviating the
need for a negative basis in the stock received by the transferor. The real sig-
nificance of sections 357(a) and (c) from the standpoint of tax principles is
that these provisions first apply the constructive cash against the basis in the
transferred property, as opposed to realized gain or a combination of basis and
realized gain,® and aggregate the bases in the transferred property for this pur-
pose. The “aggregate recovery of basis first” approach is based on Congress’s
desire to facilitate the tax-free formation of corporations and similar transac-
tions that arguably represent a restructuring of a taxpayer’s holdings;* in this
regard, it is not uncommon for liabilities to be assumed upon the transfer
of assets to a corporation, especially those that comprise a going business.*”
Another reason for this treatment may be the fact that the assumed liabilities
do not provide a transferor with liquidity to pay a current tax.*®

The basis recovery approach permitted for section 357(a) liabilities is dif-
ferent than the usual treatment for cash or other forms of boot received by a
transferor in section 351 transactions (or other nonrecognition transactions).
Normally, boot is first applied against the amount of realized gain, if any, that

8This conceptualization should also apply in the context of divisive D reorganizations.

8 See supra notes 29-32 and accompanying text.

%See HowarD E. ABRAMS & RicHARD L. DOERNBERG, FEDERAL CORPORATE TAXATION
27-28 (4th ed. 1998) (stating that there is a “basis first” rule for liabilities and a “gain first”
rule for boot).

8 See Rabinovitz, supra note 5, at 353; supra notes 2728 and accompanying text.

87 See Rabinovitz, supra note 5, at 353.

8 Cf. Temp. Reg. § 15a.453-1(b)(3)(i), which generally excludes assumed liabilities from
payments for purposes of recognizing gain under the installment method because they do not
provide the seller with liquidity to pay tax.
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a transferor has in the transferred property, thereby triggering the recognition
of any realized gain to this extent.” Thus, section 351 (and other nonrec-
ognition provisions) can be viewed as effectively treating the disposition of
property with realized gain as two dispositions: (i) the transfer of a portion of
the property representing realized gain in exchange for boot and, to the extent
that realized gain exceeds boot, stock (or other nonrecognition property),
and (ii) the transfer of the portion of the property representing adjusted basis
in exchange for stock (or other nonrecognition property) and, to the extent
that boot exceeds realized gain, boot.”” The first such disposition is taxable
to the extent of the boot, whereas the second one is nontaxable. The boot
recognition rule apparently is based on the view that the transaction does not
represent a mere change in form to the extent that the taxpayer is viewed as
having “cashed out.”' Perhaps also playing a role is a desire to enhance rev-
enue collection by taxing the transferor on realized gain to the extent that he
has the cash or other boot in hand.*?

Aside from section 357, a recovery of basis first approach is also used in
applying the installment method of reporting gain on a sale of property
where the buyer assumes liabilities of the seller.” Regulations under section
453 provide that the assumption of qualifying indebtedness is not treated
as a payment received by the seller for purposes of recognizing gain under
the installment method, except to the extent that the amount of qualifying
indebtedness exceeds the seller’s adjusted basis in the property that is sold.”
Like the basis recovery approach used under sections 357(a) and (c), a seller
is permitted to receive the benefit of assumed liabilities in a tax-free manner
to the extent of her basis in the property that is disposed of.”” Unlike section
357, however, the regulations under section 453 do not appear to permit a
taxpayer to aggregate the bases of more than one property for purposes of
determining the amount of liabilities that can be assumed without an imme-

8 See, e.g., LR.C. §§ 351(b)(1), 1031(b).

% Cf. Peracchi v. Commissioner, 143 E3d 487, 490 (9th Cir. 1998) (viewing section 351(b)
as treating a taxpayer as if she sold part of the property for cash and exchanged part of the
property for stock).

1 See id.

2]t should be noted that instead of the current rule, Congress could have required the
recognition of realized gain based on the percentage of boot received as consideration in the
transaction; for example, if in a section 351 transaction the taxpayer received consideration
consisting of 80% stock and 20% boot, 20% of the taxpayer’s realized gain on the transaction
would be recognized. This rule can be conceptualized by again viewing the transaction as sepa-
rate dispositions of portions of the transferred property representing realized gain and adjusted
basis, but with the stock and boot ratably allocated (on the basis of relative fair market values)
to each portion. While this approach may do better at providing nonrecognition to the extent
that the transaction is perceived as a change in form, perhaps it was not chosen either because
of the revenue collection considerations mentioned above or administrative concerns.

% See Lazar, supra note 3, at 52-53.

%See Temp. Reg. § 152.453-1(b)(3)(i).

This is the effect of treating assumed liabilities as non-payments for purposes of recogniz-
ing gain under the installment method.
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diate tax.”

While it is clear that section 357 calls for a recovery of basis first approach
with respect to section 357(a) liabilities, it is not clear from the terms of the
statute how this approach should be conceptualized and carried out when a
person transfers two or more assets to a corporation in a section 351 transac-
tion involving the assumption of liabilities.” The next sections offer two pos-
sible constructs for this situation.”®

B. Aggregate Asset Construct (AAC)

In light of the aggregate basis recovery rule provided in sections 357(a) and
(c), perhaps the most straightforward way of viewing a section 351 transac-
tion involving the transfer of multiple assets and the assumption of section
357(a) liabilities is to treat the transaction as a transfer of an aggregate asset,
which combines the fair market values and bases of the assets transferred to
the corporation.” This aggregate asset is viewed as being made up of the indi-
vidual assets in proportion to their relative fair market values.

Under this aggregate asset construct (AAC), the assumed liabilities, being
the economic equivalent of cash, would first recover the combined adjusted
basis of the merged assets, reflecting the “recovery of basis first” approach
called for by the statute. The excess of assumed liabilities over this aggregate
adjusted basis (referred to as “excess 357(a) liabilities”) is then applied against
the remaining value of the aggregate asset, all of which consists of realized
gain because of the full recovery of aggregate basis. Gain is thereby recognized
to this extent. The character of recognized gain on the application of excess
357(a) liabilities to the realized gain on the aggregate asset should be based
on the character of the assets transferred, in accordance with their relative fair
market values. This follows from treating the aggregate asset as made up of
the individual assets in proportion to their fair market values.'®

This conceptualization supports the approach adopted in Treasury Regula-
tion section 1.357-2(b), under which the character of section 357(c) gain
is determined by allocating the gain to the transferred assets in proportion
to the relative fair market values of the assets.'”’ While not indicated in the

%See Temp. Reg. § 15a.453-1(b)(3)(i). But see Joe Kelly Butler, Inc. v. Commissioner, 87
T.C. 734 (1986) (in applying the pre-1980 version of section of 453, allowing a taxpayer to
aggregate the bases of properties sold in a bulk sale for purposes of comparing basis to liabilities
assumed in determining the amount of deemed payment in the year of sale).

97 See supra notes 40—41 and accompanying text.

%As noted previously, these constructs should also apply in the divisive D reorganization
context. See supra note 82.

99 Cf. Rabinovitz, supra note 5, at 339 (evaluating the use of an aggregate approach for deter-
mining boot gain under section 351(b) where there is a transfer of multiple assets).

0 CF id. at 353 (suggesting that if an aggregate approach is used for determining boot gain
under section 351(b) where there are transfers of multiple assets, the character of the gain
would need to be determined by apportioning the gain among the assets in some manner that
is dependent on their relative fair market values).

101 See Reg. § 1.357-2(b), Exs. (1), (2).
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legislative history regarding section 357(c), Congress may have had this con-
struct in mind in suggesting the approach for determining the character of
section 357(c) gain,'” which the Treasury ultimately adopted in the section
357 regulations.'”

The following example illustrates the AAC:

Example 4. Assume that an individual transfers two assets, Asset A and
Asset B, to a corporation in a transaction qualifying under section 351. In
connection with transfer, the corporation assumes (for purposes of section
357) $140 of section 357(a) liabilities of the individual (e.g., longstanding
business liabilities). Asset A is a capital asset, and Asset B is an ordinary asset.
At the time of the transfer, Asset A has a fair market value of $100 and an
adjusted basis in the individual’s hands of $0, and Asset B has a fair market
value of $100 and an adjusted basis in the individual’s hands of $50. Under
the AAC, the individual is treated as having transferred a single asset that
combines the fair market values and adjusted bases of assets A and B, that is,
an asset with a $200 fair market value and $50 adjusted basis. The assumed
liabilities would first recover the individual’s $50 adjusted basis in the trans-
ferred asset. The $90 of excess 357(a) liabilities would be applied to the $150
of realized gain on the asset, resulting in $90 of recognized gain — the section
357(c) gain on the transaction. Because the realized gain results from the
combined attributes of both assets, for purposes of determining the charac-
ter of the gain under this construct, the realized and recognized gain should
be viewed as attributable to the individual assets in proportion to their fair
market values. As a result, with Asset A and Asset B being of equal value, one
half of the recognized gain, or $45, should be attributable to Asset A and thus
capital gain, and one half of the recognized gain, or $45, should be attribut-
able to Asset B and thus ordinary income.'"*

C. Modified Separate Assets Construct (MSAC)

An alternative way of viewing a section 351 transaction involving the transfer
of multiple assets and the assumption of section 357(a) liabilities is to treat
the transaction as transfers of separate assets, but make necessary adjustments
to accommodate the rule that gain is recognized only to the extent that total
assumed liabilities exceed the aggregate basis in the transferred assets. Specifi-
cally, this modified separate assets construct (MSAC) would treat the trans-
action as transfers of separate assets, which should generally result in ratably
allocating the assumed liabilities and other consideration to the individual

1928ee S. Rep. No. 83-1622 (1954), reprinted in 1954 U.S.C.C.AN. 4621, 4908.

19 Alternatively, Congress and Treasury may have chosen this method because it can apply
even when all of the transferred assets have realized losses. See supra note 48 and accompany-
ing text.

1%The relative fair market value allocation method contained in the regulations would pro-
duce the same results. See Reg. § 1.357-2(b), Ex. (2).
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assets based on the relative fair market values of the assets.!® However, in
order to adhere to the statutory rule requiring that assumed liabilities first
recover the aggregate adjusted basis of the transferred assets before the recog-
nition of gain, a few modifications are needed.

First, because the amount of assumed liabilities not in excess of the aggre-
gate adjusted basis is treated as a tax-free recovery of basis, it is necessary
generally to allocate a portion of the section 357(a) liabilities to each of the
transferred assets in an amount equal to the adjusted basis of the particular
asset. An allocation of section 357(a) liabilities strictly based on the relative
fair market values of the transferred assets could result in some assets receiving
an amount of assumed liabilities that exceeds basis, while other assets receiv-
ing an amount of assumed liabilities that is below basis, thereby violating
the statute’s aggregate basis recovery approach. However, in no case should
the amount of assumed liabilities allocated to an asset exceed that asset’s fair
market value, as the consideration treated as received for an asset should not
exceed the asset’s fair market value.'% For those assets having an adjusted basis
in excess of fair market value, the excess basis would need to be allocated to
assets with realized gains. This adjustment is necessary in order to allow for
the excess basis of assets with realized losses to offset assumed liabilities, which
is required given that gain is recognized only to the extent that assumed lia-
bilities exceed the aggregate basis in the transferred assets. The amount of
assumed liabilities that is allocated to each of the transferred assets in this first
step is treated as a tax-free recovery of basis.

The next step is to allocate the remaining section 357(a) liabilities, referred
to as excess 357 (a) liabilities,'"” to the individual assets. This allocation should
be based on the relative remaining values of the transferred assets, that is, the
fair market values of the transferred assets less the previous allocations of
assumed liabilities. The alternative of basing this allocation on the relative
full values of the transferred assets is not sensible, because this would allocate
additional amounts of assumed liabilities to the loss assets for which their
value has already been fully recovered through the first allocation of assumed

1 As discussed previously, in applying a separate asset approach, the Service uses this
method to allocate stock and boot where a taxpayer transfers multiple assets to a corporation in
a section 351 transaction in exchange for stock and boot. See Rev. Rul. 1968-55, 1968-1 C.B.
140; supra notes 23—24 and accompanying text; see also Blanchard, supra note 3, at 144041
(using this method to analyze the effect of transferring a promissory note on the recognition of
section 357(c) gain, after concluding that such notes do not constitute property for purposes
of section 351).

1% Cf. Cohen & Whitney, supra note 5, at 982 (stating this in connection with allocating
secured liabilities using an asset-by-asset approach for determining boot gain under section
351(b) where there is a transfer of multiple assets); Rabinovitz, supra note 5, at 346 (same).

197 See supra text accompanying note 100.
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liabilities.'® Gain would be recognized on each of the transferred assets to the
extent that excess 357(a) liabilities are allocated to the particular asset. This is
because all of the remaining values of the individual assets consist of realized
gain as a result of the full recovery of each asset’s basis (including basis allo-
cated from other assets). The character of the recognized gain on each of the
separate assets would be based on the type of asset involved.

The MSAC generally supports the approach used in a few Tax Court deci-
sions and advocated by several commentators, under which the character of
section 357(c) gain is determined by allocating the gain to the transferred
assets in proportion to the relative amounts of realized gain on the assets.'®”
As illustrated below, the MSAC determines the character of section 357(c)
gain based on the relative amounts of realized gain on the transferred assets
where either all of the transferred assets have realized gain or one or more
assets have realized loss and there is only one asset with realized gain. This
construct can also support the relative realized gain allocation method in the
situation involving one or more loss assets and multiple gain assets, depend-
ing on the method that is used to allocate the excess basis of the loss assets to
the gain assets.'"

A few examples will serve to illustrate the use of the MSAC in different
situations.

Example 5. Assume that an individual transfers two assets, Asset A and
Asset B, to a corporation in a transaction qualifying under section 351. In
connection with transfer, the corporation assumes (for purposes of section
357) $140 of section 357(a) liabilities of the individual (e.g., longstanding
business liabilities). Asset A is a capital asset, and Asset B is an ordinary asset.
At the time of the transfer, Asset A has a fair market value of $100 and an
adjusted basis in the individual’s hands of $0, and Asset B has a fair market
value of $100 and an adjusted basis in the individual’s hands of $50. Under
the MSAC, the individual is treated as separately transferring Asset A and

% Even if a relative full value allocation is limited to gain assets, distortions could result
given that the amount of additional assumed liabilities allocated to a gain asset, when added
to the amount of assumed liabilities allocated in the first step, could exceed the value of the
particular asset.

199 See supra notes 54—74 and accompanying text.

""Two other commentators have proposed a similar construct for the relative realized gain
allocation method, which they term as the “section 357(c)-based allocation of liabilities.” See
Cohen & Whitney, supra note 5, at 997-99. These commentators do not use this construct to
justify using the relative realized gain allocation method; instead, they assume that this method
is correct based on the decisions of the Tax Court and the views of secondary authorities. See id.
at 995. In fact, as a method of determining the character of section 357(c) gain, they view the
construct as little more than a theoretical curiosity that merely represents an artificial compu-
tational means of achieving the same results as those under the relative realized gain allocation
method. See id. at 998-99. However, these commentators see value in the construct as a way
of coordinating the aggregate approach for recognizing section 357(c) gain with the asset-by-
asset approach for recognizing gain due to the receipt of boot under section 351(b). See id.
at 999-1005. As discussed in part V.D, I likewise recognize the advantages of the MSAC in
coordinating the recognition of gain under sections 357(c) and 351(b).
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Asset B to the corporation, and receiving in exchange for each asset a portion
of the assumed liabilities and a portion of the stock. The assumed liabilities
are first allocated to each of the assets in an amount equal to the adjusted
basis of the particular asset; thus, $0 of assumed liabilities are allocated to
Asset A, and $50 of assumed liabilities are allocated to Asset B. This portion
of the assumed liabilities is treated as a tax-free recovery of basis. The $90 of
excess 357(a) liabilities are then allocated to the assets on the basis of their
relative remaining values (after the recovery of value due to the prior alloca-
tion of assumed liabilities). Asset A has a remaining value of $100 (original
value of $100 less $0 recovery of value due to the prior allocation of assumed
liabilities), and Asset B has a remaining value of $50 (original value of $100
less $50 recovery of value due to the prior allocation of assumed liabilities).
Thus, $60 of the excess 357(a) liabilities are allocated to Asset A, and $30 are
allocated to Asset B. Since the bases of the assets have been fully recovered in
the first step of allocating assumed liabilities, all of the remaining value repre-
sents realized gain. As a result, gain is recognized on each of the assets to the
extent that excess 357(a) liabilities are allocated to the particular asset—$60
of recognized gain on Asset A and $30 of recognized gain on Asset B; this is
the section 357(c) gain on the transaction. The character of the recognized
gain on each of the assets is based on the type of asset involved. Therefore, the
$60 of recognized gain on Asset A is a capital gain, and the $30 of recognized
gain on Asset B is ordinary income.'"!

Example 6. Assume that the facts are the same as in Example 5, except that
Asset B has an adjusted basis of $110. In this case, the excess of Asset B’s
adjusted basis over its fair market value, or $10, is allocated to Asset A. Under
the first step of the allocation process, assumed liabilities in the amounts of
$10 and $100 are allocated to Asset A and Asset B, respectively. This portion
of the assumed liabilities is treated as a tax-free recovery of basis. The $30 of
excess 357(a) liabilities''? is then allocated to the assets on the basis of their
relative remaining values. Since Asset A is the only asset with any remaining
value, all of the excess 357(a) liabilities, or $30, is allocated to the remain-
ing value of Asset A, all of which represents realized gain. This results in $30
of recognized gain on Asset A (the section 357(c) gain on the transaction),
which would be capital gain because Asset A is a capital asset.'"?

If there were two assets with realized gain, this presents an issue of the
manner in which to allocate the excess basis on the asset with realized loss, as
illustrated in the following example:

Example 7. Assume the same facts as in Example 6 except that instead of
Asset A, there is Asset Al, a capital asset, with a fair market value of $60 and
an adjusted basis of $20, and Asset A2, an ordinary asset, with a fair market

"""The relative realized gain allocation method would produce the same results.

"2The $30 of excess section 357 (a) liabilities is equal to the difference between the $140 of
section 357(a) liabilities and the $110 of aggregate adjusted basis in the transferred assets.

"3The relative realized gain allocation method would produce the same result.
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value of $40 and an adjusted basis of $0. In this case, the excess of Asset B’s
adjusted basis over its fair market value, or $10, would be allocated between
Asset Al and Asset A2. One way of doing this would be to allocate the excess
basis based on the relative amounts of remaining value of the two assets,
after the allocation of assumed liabilities in an amount equal to each asset’s
basis; with Asset Al and Asset A2 each having a remaining value of $40 at
this point, $5 of excess basis would be allocated to each asset. Under the first
step of the allocation process, assumed liabilities in the amounts of $100,
$25, and $5 would be allocated to Asset B, Asset Al, and Asset A2, respec-
tively. This portion of the assumed liabilities is treated as a tax-free recovery
of basis. The $10 of excess 357(a) liabilities'' are then allocated to the assets
on the basis of their relative remaining values after the first step of the alloca-
tion process. Only Asset Al and Asset A2 have remaining values, which for
both assets is $35.'" Thus, the excess 357(a) liabilities of $10 would be split
equally between Asset Al and Asset A2, producing $5 of capital gain and $5
of ordinary income. Allocating the excess basis in this manner produces an
overall result that is consistent with the Tax Court/commentators’ approach
that characterizes section 357(c) gain based on the relative amounts of real-
ized gain on the transferred assets. Alternatively, the $10 of excess basis on
Asset B could be allocated to Asset Al and Asset A2 based on their relative
full values. This approach would allocate $6 of excess basis to Asset Al and
$4 of excess basis to Asset A2. This is turn would result in a first step alloca-
tion of assumed liabilities to Asset B, Asset A1, and Asset A2 in the amounts
of $100, $26, and $4, respectively, followed by a second step allocation of
excess 357(a) liabilities to Asset Al and Asset A2 in the amounts of $4.86
and $5.14,"'¢ respectively, resulting in $4.86 of capital gain and $5.14 of
ordinary income."” Allocating excess basis in this manner would produce an
overall result that differs from the Tax Court’s and commentators’ approach.
It should be pointed out that the relative full value approach could result in
an allocation of excess basis that causes an asset’s total basis to exceed its fair
market value.""® If this were to occur, a further adjustment would be necessary

"4The $10 of excess section 357(a) liabilities are equal to the difference between the $140 of
section 357(a) liabilities and the $130 of aggregate adjusted basis in the transferred assets.

115 Asset Al’s remaining value of $35 is equal to its full value of $60 less the first step alloca-
tion of $25 of assumed liabilities; Asset A2’s remaining value of $35 is equal to its full value of
$40 less the first step allocation of $5 of assumed liabilities.

"1¢This results from allocating the $10 of excess section 357(a) liabilities to the assets based
on their relative remaining values after the first step allocation, with such values being $34 for
Asset Al, $36 for Asset A2, and $0 for Asset B.

""" The recognized gain on Asset Al is capital gain, and the recognized gain on Asset A2 is
ordinary income.

"8T0 illustrate, if in Example 7 Asset Al instead had a basis of $59 (and there were $180
of section 357(a) liabilities, so that there would still be section 357(c) gain), allocating $6 of
excess basis to Asset Al would result in Asset Al having a total basis of $65, in excess of its
fair market value.
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for the reasons stated above.!"?
V. Determining the Appropriate Construct and Method

A. Overview

As demonstrated in the previous part, there are two ways of conceptualiz-
ing transfers to corporations in connection with the assumption of liabilities,
each of which justifies the selection of one of the two competing methods
for determining the character of section 357(c) gain. This part determines
which of the two conceptualizations and resulting methods for determining
the character of gain is the more appropriate one by examining section 351
and related provisions, along with their underlying principles as well as more
general tax principles.'*

This part demonstrates that the MSAC and resulting relative realized gain
allocation method is the more appropriate way to characterize section 357(c)
gain. The MSAC is more consistent with the way in which the tax law treats
transfers of multiple assets generally as well as in the context of section 351,
and allows for the relevant tax attributes of individual assets to be taken into
account. In contrast, the AAC is at odds with this treatment, going beyond

119 See supra note 106 and accompanying text.

'2One commentator has proposed a third approach for characterizing section 357(c) gain,
under which such gain would have the same character as that of the stock in the hands of the
transferor. See Fredericks, supra note 48, at 175. The rationale for this proposed treatment is
that section 357(c) recognizes gain in order to avoid assigning a negative basis to the transf-
eror’s stock, and therefore the gain should take the same character as the gain that would have
resulted if a negative basis had been assigned. See id. As the commentator appears to acknowl-
edge, this approach would be at odds with the approach intended by Congress, which looks to
the character of the transferred assets, not the stock received, in characterizing section 357(c)
gain. See S. Rep. No. 83-1622 (1954), reprinted in 1954 U.S.C.C.A.N 4621, 4681-83 (point-
ing out that the House bill treated section 357(c) gain as capital gain regardless of the nature
of the transferred assets, and amending the statute in this regard); Fredericks, supra note 48, at
173-75 (chronicling the reasons for the Senate’s change in the language of section 357(c)(1)
that added the phrase “or of property which is not a capital asset as the case may be”). Thus,
the Treasury apparently would lack the authority to use such an approach in the absence of a
statutory amendment. More fundamentally, this approach violates certain principles of tax law.
Congress has decided to recognize gain on the transfer, rather than preserve the gain via a nega-
tive basis, and the gain should be attributed to the transferred assets in some manner. In this
regard, there appears to be no reasonable construct for the recognition of section 357(c) gain
that ignores the character of the assets transferred. See supra note 82 and accompanying text.
Moreover, with the proposed approach, there may well be failure to preserve the appropriate
amount of gain or loss from the standpoint of character. See supra notes 22-25 and accom-
panying text. For example, in the situation where all of the transferred assets are appreciated
ordinary assets, the use of this approach would characterize section 357(c) gain as capital gain,
assuming the likely case that the corporate stock is a capital asset in the hands of the transferor.
Under section 362(a), the corporation’s basis in the transferred assets would be their basis in the
hands of the transferor, plus the amount of gain recognized under section 357(c). See L.R.C. §
362(a). Therefore, the capital gain recognized by the transferor would result in a reduction in
the amount of ordinary income preserved in the assets in the hands of the corporation, which
violates the gain-loss preservation principle from the standpoint of character.
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what is necessary to effectuate the rules of section 357, and obscures the real-
ized gains and losses on individual assets. Furthermore, with the limitation
imposed under section 362(d)(1) on the increase in the adjusted basis of
assets due to the recognition section 357(c) gain, the application of the AAC
and its relative fair market value allocation approach may result in a failure to
preserve the correct amount of gain or loss in the assets transferred to the cor-
poration. This part also shows that unlike the AAC, the MSAC allows for a
consistent manner for addressing situations that involve both the assumption
of section 357(a) liabilities and the receipt of boot subject to section 351(b).

Finally, this part responds to any criticism that the relative realized gain
allocation method cannot accommodate the situation where all of the trans-
ferred assets have realized loss, by demonstrating that there should be no
section 357(c) gain in this situation and thus no need to apply this (or any)
method for determining the character of such gain.

B. MSAC is More Consistent with the Treatment of Multiple Asser Transfers
and Takes into Account the Relevant Tax Attributes of Individual Assets

The tax law generally treats a transfer of multiple assets as transfers of separate
assets for purposes of applying particular rules. For example, in the semi-
nal case of Williams v. McGowan, the U.S. Court of Appeals for the Second
Circuit held that where a taxpayer transfers several assets that comprise a busi-
ness, each asset is separately determined to be a capital asset or not, as opposed
to making this determination with respect to the business as a whole.'?! The
court reasoned that this approach is required given the statutory definition
of a capital asset, which excludes particular types of assets such as inventory,
accounts receivable and depreciable business property; according to the court,
a business as a whole cannot be evaluated under this provision.'”* The prin-
ciple of Williams v. McGowan has been applied in other situations involving
sales of multiple assets pursuant to a single transaction, including the applica-
tion of section 267’s loss disallowance rule'” and qualification for the install-
ment method of reporting gain.'**

As mentioned previously, in the section 351 context the Service applies
an asset-by-asset approach for purposes of determining the amount of gain
recognized due to the presence of boot. In Revenue Ruling 1968-55,'* the
Service addressed the issue of how to determine the amount of recognized
gain under section 351(b) where several assets were transferred to a corpora-
tion in exchange for stock and cash. The Service ruled that for purposes of

121 See Williams v. McGowan, 152 E2d 570, 572 (2d Cir. 1945).

122 See id,

12 See, e.g., Estate of Johnson v. Commissioner, 42 T.C. 441, 445-46 (1964) (gain on some
assets could not be offset by losses on other assets that are disallowed under section 267(a)
).

124See, e.g., Johnson v. Commissioner, 49 T.C. 324, 327-29 (1968) (qualification for install-
ment method of reporting is determined on basis of individual assets).

'»Rev. Rul. 1968-55, 1968-1 C.B. 140.
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applying section 351(b) the transaction is treated as separate exchanges of
each asset for a portion of the stock and cash.'?® In applying an asset-by-asset
approach, the Service then went on to allocate the stock and cash to the trans-
ferred assets in proportion to the relative fair market values of these assets,
and computed the amount of recognized gain on each asset accordingly (the
lesser of the allocated cash or realized gain).'”

The tax treatment of multiple asset transfers described above allows for the
tax attributes of individual assets to be taken into account, rather than having
these attributes partially or completely obscured. For example, in a Williams v.
McGowan type situation, each asset is evaluated under the capital asset defini-
tion, thus respecting the particular nature of each asset. Similarly, in applying
section 351(b) to a transfer of multiple assets, the realized gain or loss on each
asset is separately taken into account for potential recognition purposes; this
prevents realized losses from offsetting realized gains, which would effectively
allow for the recognition of losses in contravention of section 351(b)(2). This
treatment also brings about the same result whether assets are transferred
in one transaction or a series of transactions, thereby preventing form from
overriding substance in taxing transactions. In both the Williams v. McGowan
type situation and the section 351(b) situation, separate asset tax treatment
produces the same result in a multiple asset transfer as would have occurred if
the assets instead had been transferred in a series of transactions.'?®

While the separate tax treatment of multiple asset transfers is no doubt the
norm, there is the question of whether it is appropriate to use this approach
for section 357(c) purposes, given the aggregate approach for recovering basis
that is called for under the provision. If instead of one transaction, an indi-
vidual transferred several assets and liabilities in two or more transactions,
the results under section 357(c) may well be different.'® Therefore, form does
matter in the section 357(c) context, and the substance over form rationale
for treating a multiple asset transfer as separate transactions does not seem
applicable. Nevertheless, the other rationale for separate asset treatment—tak-

126 See id,

127 See id.

'28In the section 351(b) context, this assumes that the transferor received the same propor-
tions of stock and boot in the separate transactions.

2For example, assume that an individual transfers two assets, Asset A and Asset B, to a
corporation in a transaction qualifying under section 351. In connection with transfer, the
corporation assumes (for purposes of section 357) $100 of section 357(a) liabilities of the
individual (e.g., longstanding business liabilities). At the time of the transfer, Asset A has a fair
market value of $100 and an adjusted basis in the individual’s hands of $0, and Asset B has a
fair market value of $100 and an adjusted basis in the individual’s hands of $100. Under these
facts, there would be no section 357(c) gain, as the $100 of assumed liabilities do not exceed
the $100 of aggregate basis in the transferred assets. However, if the assets were transferred
in two separate section 351 transactions, with $50 of liabilities assumed in each transaction
(i.e., prorating the section 357(a) liabilities among the two transactions), there would be $50
of section 357(c) gain in the transaction involving Asset A (the difference between the $50 of
assumed liabilities and $0 basis in Asset A).
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ing into account the tax attributes of individual assets—is quite relevant in the
section 357(c) context. Otherwise, the realized gains and losses of individual
assets would be ignored, resulting in the possibility of section 357(c) gain
being characterized with reference to assets that either lack any realized gain
or have less realized gain than the gain being allocated to the particular asset.
Consequently, to the extent possible in light of section 357(c)’s aggregate
basis recovery approach, the norm of separate asset treatment for multiple
asset transfers should also be preferred in the section 357(c) context.

As described above,'** the MSAC for section 357(c) generally treats a trans-
fer of multiple assets as transfers of separate assets and only calls for those
modifications that are necessary in order to effectuate the rule set forth in
section 357(c). On the other hand, the AAC for section 357(c) combines
the attributes of multiple assets, and goes beyond what is needed under the
statute to implement an aggregate approach for recovering basis."*! Thus, the
MSAC is more consistent with the tax treatment of multiple asset transfers.
Importantly, the MSAC prevents section 357(c) gain from being character-
ized with respect to assets that either lack any realized gain or have less real-
ized gain than the gain being allocated to the particular asset; instead, its
effect is to characterize section 357(c) gain according to the relative realized
gain on the assets.?? Thus, this construct allows for the relevant tax attributes
of individual assets to be taken into account, one of the benefits of separate
asset treatment. In contrast, the AAC obscures the realized gains and losses
on individual assets and results in the possibility of section 357(c) gain being
characterized with reference to assets with realized loss, among other possible
distortions. For these reasons, the MSAC and resulting relative realized gain
allocation method should be preferred.

C. AAC May Fail to Preserve the Appropriate Amount of Gain or Loss in the
Transferred Assets

As discussed earlier,’ a corporation’s basis in property received in a section
351 transaction is generally equal to the basis of the property in the hands
of the transferor, increased by any gain recognized by the transferor in the
section 351 transaction. This is limited by section 362(d)(1), which provides
that a corporation’s basis in property received in a section 351 transaction
cannot be increased above the fair market value of the property as a result of
the recognition of gain under section 357(c). In light of this limitation, in
certain situations the AAC and relative fair market value allocation approach
will result in a failure to preserve the appropriate amount of gain or loss in

130 See supra notes 105108 and accompanying text.

31 See supra notes 99-104 and accompanying text.

'32Nevertheless, under this construct the gain recognition results may vary depending on
whether assets are transferred in one or more transactions. This is a consequence of the aggre-
gate basis recovery approach called for under section 357(c).

133 See supra notes 18—19 and accompanying text.
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the assets transferred to a corporation in a section 351 transaction.'* This
provides another reason for preferring the MSAC to the AAC.'%

The following example demonstrates the failure of the AAC in this regard:

Example 8. Assume that an individual transfers two assets, Asset A and
Asset B, to a corporation in a transaction qualifying under section 351. In
connection with transfer, the corporation assumes (for purposes of section
357) $140 of section 357(a) liabilities of the individual (e.g., longstanding
business liabilities). Asset A is a capital asset, and Asset B is an ordinary asset.
At the time of the transfer, Asset A has a fair market value of $100 and an
adjusted basis in the individual’s hands of $0, and Asset B has a fair market
value of $100 and an adjusted basis in the individual’s hands of $110. Under
section 357(c), the individual will recognize $30 of gain,'*® and using the
relative fair market value allocation method, the gain will be divided equally
between capital gain and ordinary income—$15 of capital gain and $15 of
ordinary income.'” Pursuant to section 362(a), the corporation will take a
$15 basis in Asset A, the basis in the hands of the individual ($0) plus the
gain recognized by the individual that is allocable to Asset A ($15). While
section 362(a) would similarly determine the corporation’s basis in Asset B by
starting with the individual’s basis ($110) and increasing it by the recognized
gain allocable to Asset B ($15), the section 362(d)(1) limitation prevents the
corporation’s basis in Asset B from being increased above its fair market value
by virtue of section 357(c) gain; as a result, the corporation's basis in Asset B
would be $110, its basis in the hands of the individual.'?®

1%4The same potential for violating the gain-loss preservation principle exists in the context
of divisive D reorganizations. As in the section 351 situation, a corporate transferee in a D
reorganization generally takes a basis in the transferred property equal to the basis in the hands
of the transferor, increased by the amount of gain recognized by the transferor. See LR.C. §
362(b). Section 362(d) applies as well in the D reorganization context. See LR.C. § 362(d)
(1).

13 Two commentators have similarly argued that the existence of section 362(d)(1) provides
another reason for preferring the relative realized gain allocation method for characterizing
section 357(c) gain. See KaHN & LEHMAN, supra note 5, at 657-59 (concluding that with
section 362(d)(1), the results produced by the relative fair market value allocation method
seem contrary to the spirit of sections 357 and 368). Indeed, prior to the enactment of section
362(d)(1), one could claim that although the relative fair market value allocation method can
attribute gain for characterization purposes to assets that lack realized gain (or have an insuf-
ficient amount thereof), with the basis rule contained in section 362(a) there would only be
differences in timing and the taxpayer with respect to the gain or loss; ultimately, there would
be the correct amount of capital gain-loss and ordinary income-loss recognized by the transt-
eror and the corporation in the aggregate, because any excess capital gain or ordinary income
recognized by the transferor would be reflected in a higher basis in the particular asset for the
corporation. With section 362(d)(1), as explained below, this may no longer be the case.

%This is equal to the difference between the assumed liabilities of $140 and the assets’
aggregate adjusted basis of $110.

137 This is because the assets have equal fair market values.

%8 The section 362(e)(2) basis limitation does not apply here to further limit the corpora-
tion’s basis because the aggregate adjusted basis of the assets under section 362(a) ($125) does
not exceed the aggregate fair market value of the assets ($200).
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On the transfer, the individual realized a gain of $100 on Asset A and a loss
of $10 on Asset B, for a net realized gain of $90. The individual recognized
a gain of $30 on the transfer. Therefore, to satisfy the gain-loss preservation
principle, there would need to be $60 of gain preserved in the assets in the
hands of the corporation.'” With a basis of $15 and fair market value of
$100, $85 of gain is preserved in Asset A; with a basis of $110 and fair market
value of $100, $10 of loss is preserved in Asset B. Thus, a net gain of $75 is
preserved in the assets, and the gain-loss preservation principle is violated.
The violation of this principle results from section 362(d)(1) preventing the
increase in Asset B’s basis by the gain allocated to this asset pursuant to the
relative fair market value allocation method.

As Example 8 demonstrates, the basis mechanism will fail to preserve the
appropriate amount of gain and loss where the relative fair market value allo-
cation method is applied to a transfer of multiple assets involving at least one
asset with a realized loss. This will also occur where at least one of the assets has
less realized gain than the gain that is required to be recognized with respect
to such asset under the relative fair market value allocation method.'*

If the relative realized gain allocation method had been used to determine
the character of section 357(c) gain in Example 8, the basis mechanism would
have preserved the appropriate amount of gain and loss.

Example 8 (redux). Using the relative realized gain allocation method, all
$30 of recognized gain would be capital gain, because Asset A is the only

139 See supra note 22 and accompanying text.

10For example, assume that an individual transfers two assets, Asset A and Asset B, to a
corporation in a transaction qualifying under section 351. In connection with the transfer,
the corporation assumes (for purposes of section 357) $140 of section 357(a) liabilities of
the individual (e.g., longstanding business liabilities). Asset A is a capital asset, and Asset B is
an ordinary asset. At the time of the transfer, Asset A has a fair market value of $100 and an
adjusted basis in the individual’s hands of $10, and Asset B has a fair market value of $100 and
an adjusted basis in the individual’s hands of $90. Under section 357(c), the individual will
recognize $40 of gain, and using the relative fair market value allocation method, the gain will
be divided equally between capital gain and ordinary income—$20 of capital gain and $20 of
ordinary income. Pursuant to section 362(a), the corporation will take a $30 basis in Asset A,
the basis in the hands of the individual ($10) plus the gain recognized by the individual that
is allocable to Asset A ($20). While section 362(a) would similarly determine the corporation’s
basis in Asset B by starting with the individual’s basis ($90) and increasing it by the recognized
gain allocable to Asset B ($20), the section 362(d)(1) limitation prevents the corporation’s
basis in Asset B from being increased above its fair market value by virtue of a section 357(c)
gain; as a result, the basis in Asset B would be limited to its fair market value, $100. On the
transfer, the individual realized a gain of $90 on Asset A and a gain of $10 on Asset B, for a
total realized gain of $100. The individual recognized a gain of $40 on the transfer. Therefore,
to satisfy the gain-loss preservation principle, there would need to be $60 of gain preserved in
the assets in the hands of the corporation. With a basis of $30 and fair market value of $100,
$70 of gain is preserved in Asset A; with a basis of $100 and fair market value of $100, no
gain or loss is preserved in Asset B. Thus, a net gain of $70 is preserved in the assets, and the
gain-loss preservation principle is violated. The violation of this principle results from section
362(d)(1) preventing the increase in Asset B’s basis by the full amount of gain allocated to this
asset pursuant to the relative fair market value allocation method.
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asset with realized gain and it is a capital asset. Pursuant to section 362(a),
the corporation will take a $30 basis in Asset A, the basis in the hands of the
individual ($0) plus the gain recognized by the individual that is allocable to
Asset A ($30). The corporation will take a $110 basis in Asset B, the basis in
the hands of the individual ($110) plus the gain recognized by the individual
that is allocable to Asset B ($0). The section 362(d)(1) limit now would not
apply in this situation. As before, to satisfy the gain-loss preservation prin-
ciple, there would need to be $60 of gain preserved in the assets in the hands
of the corporation. With a basis of $30 and fair market value of $100, $70
of gain is preserved in Asset A; with a basis of $110 and fair market value of
$100, $10 of loss is preserved in Asset B. Thus, a net gain of $60 is preserved
in the assets, and the gain-loss preservation principle is satisfied.

In applying the relative fair market value allocation approach to situations
where section 362(d)(1) limits the corporation’s adjusted basis in an asset,
the gain-loss preservation results above may be improved by allocating the
recognized gain with respect to that asset (or portion thereof) to other assets
in determining the corporation’s basis in the transferred assets under section
362. This approach would be contrary to the traditional approach of increas-
ing the basis of an asset under section 362(a) by the amount of gain recog-
nized with respect to that asset, and thus may not be supportable.'*! On the
other hand, section 362(a) coupled with section 362(d)(1) may be read as
permitting this result. Increasing the basis of other property by the amount of
section 357(c) gain arguably satisfies the requirements of both subsections, in
that it increases the basis of property received by the corporation in the sec-
tion 351 transaction by the amount of gain recognized by the transferor (sat-
isfying section 362(a)), while not increasing the basis of any property above
its fair market value (satisfying 362(d)(1))."*

In any event, while increasing the basis of other property in connection
with using the relative fair market value allocation method would preserve
the appropriate amount of zoza/ gain or loss, it may fail to preserve the appro-
priate amounts of capital gain or capital loss and ordinary income or ordinary
loss.'® This is borne out by applying this approach to the facts of Example

141 See supra note 25 and accompanying text.

192 Cf. Burke, Confronting Economic Reality, supra note 5, at 400 (stating that reallocating the
recognized gain to other appreciated property for basis purposes would not undermine section
362(d)’s purpose to prevent basis from being increased above fair market value).

4While C corporations generally do not receive a rate preference for net capital gain (see
LR.C. § 1201(a), (b)), they are subject to capital loss limitations. See I.R.C. §§ 1211(a),
1212(a). Moreover, in the case of S corporations, the character of income, gains, and losses
(generally determined at the corporate level) flows through to the shareholders. See LR.C. §
1366(b); Reg. § 1.1366-1(b). Thus, an individual shareholder will be entitled to a rate prefer-
ence, and subject to the loss limitations, with respect to her pro-rata share of an S corporation’s
capital gains and losses. See LR.C. §§ 1(h), 1211(b), 1212(b), 1366(a). Consequently, preserv-
ing the appropriate amount of capital gain-loss and ordinary income-loss at the corporate level
has significant tax consequences.
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Example 8 (second redux). The corporation would take a $30 basis in Asset
A, the basis in the hands of the individual ($0) plus the full amount of gain
recognized by the individual ($30), even though only $15 of gain was allo-
cated to Asset A for characterization purposes. The corporation would take a
$110 basis in Asset B, the basis in the hands of the individual (disregarding,
due to section 362(d)(1), the $15 of gain that was characterized with refer-
ence to Asset B). With a basis of $30 and fair market value of $100, $70 of
gain is preserved in Asset A; with a basis of $110 and fair market value of
$100, $10 of loss is preserved in Asset B. Thus, a net gain of $60 is preserved
in the assets, and the total amount of preserved gain is appropriate, given that
there was net realized gain of $90 and recognized gain of $30. However, from
the standpoint of character, the preserved amount of gain and loss is inap-
propriate. With respect to Asset A, the individual realized $100 of capital gain
and recognized $15 of capital gain; with respect to Asset B, the individual
realized $10 of ordinary loss and recognized $15 of ordinary income. Thus, to
preserve the appropriate amount of character, there should be $85 of capital
gain preserved in Asset A and $25 of gain and loss from the standpoint of
ordinary loss preserved in Asset B. However, this is not the case, as the basis
mechanism will preserve $70 of capital gain in Asset A and $10 of ordinary
loss in Asset B.'#

Consequently, while increasing the basis of other assets in situations where
the section 362(d)(1) limit applies does satisfy the preservation principle with
respect to total gain or loss, there continues to be a violation of the principle
from the standpoint of character. In fact, if taxpayers were able to so increase
the basis of other assets, they may be able to use the relative fair market value
allocation method to convert ordinary income into capital gain by reducing
the impact of section 1239' (or section 1245'" among other possibilities),
as illustrated in the following example:'*®

Example 9. Assume that an individual holds Asset A, a depreciable asset
with a fair market value of $150 and an adjusted basis of $0. If the individual

144 See supra notes 136-139 and accompanying text.

5Tt should be noted that it is possible for the character of assets to change in the hands of
the corporation—for example where the transferor is a dealer in certain property but a corpo-
ration is not.

16Section 1239 treats gain recognized on the sale or exchange of depreciable property (in
the hands of the transferee) between certain related persons as ordinary income. See LR.C. §
1239(a). For this purpose, related persons include a corporation and a shareholder that owns
(directly or indirectly) more than 50% of the value of the corporation’s outstanding stock. See
LR.C. § 1239(b), ().

'47Section 1245 generally treats gain realized on the disposition of section 1245 property as
ordinary income to the extent of the prior depreciation taken with respect to the property. See
LR.C. § 1245(a). Section 1245 property consists of depreciable personal property and certain
specified types of depreciable real property. See L.R.C. § 1245(a)(3).

8 Cf Rev. Rul. 1960-302, 1960-2 C.B. 223 (pointing out that unless section 1239 applies

for purposes of section 357(c), the purpose of section 1239 would not be carried out).
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were to sell Asset A to a controlled corporation in order to step up the asset’s
adjusted basis and allow for subsequent depreciation deductions, section
1239 would treat the gain as ordinary income. Instead, the individual trans-
fers Asset A along with Asset B to a corporation in a transaction qualifying
under section 351. Asset B is a capital asset with a fair market value of $1,000
and an adjusted basis of $1,000. In connection with transfer, the corporation
assumes (for purposes of section 357) $1,100 of section 357(a) liabilities of
the individual (e.g., longstanding business liabilities). Under section 357(c),
the individual will recognize $100 of gain,' and using the relative fair mar-
ket value allocation method, the gain will be characterized as $13.04 of ordi-
nary income and $86.96 of capital gain."”® The corporation would take a
$1,000 basis in Asset B, the basis in the hands of the individual (disregarding,
due to the section 362(d)(1) limit, the $86.96 of gain that was characterized
with reference to Asset B). If all of the gain can be used to increase the basis
of Asset A, the corporation would take a $100 basis in Asset A, the basis in
the hands of the individual ($0) plus the full amount of gain recognized by
the individual ($100) (even though only $13.04 of gain was allocated to Asset
A for characterization purposes). Thus, the related taxpayers have increased
the basis in depreciable property by an amount of gain that is taxed at capital
gains rates (the $86.96 portion of the gain), thereby avoiding section 1239
to this extent.

Of course, denying taxpayers the ability to increase the basis of other assets
where section 362(d)(1) applies could prevent the avoidance of sections 1239
or 1245. However, this measure would result in a violation of the gain-loss
preservation principle with respect to amount (as well as character).”" A bet-
ter approach is to use the relative realized gain allocation method to character-
ize section 357(c) gain, which would produce results that satisty the gain-loss
preservation principle both with respect to amount and character.’

D. MSAC Allows for Consistent Treatment of Excess Liabilities and Boot

9This is equal to the difference between the assumed liabilities of $1100 and the assets’
aggregate adjusted basis of $1000.

5"This results from allocating the section 357(c) gain of $100 to Asset A, an ordinary asset,
and Asset B, a capital asset, in accordance with their fair market values of $150 and $1000,
respectively.

> Moreover, given the current statutory language, it may take an amendment to section
362 to achieve this result. See supra note 142 and accompanying text.

'32As mentioned previously, Congress may have enacted section 362(d)(1) to prevent an
adjusted basis above fair market value for property received by a corporation where the amount
of liabilities assumed on the transfer exceeds the property’s fair market value. See supra note 39.
As discussed in part V.E, section 357 should not even be applicable in this situation, which
is consistent with proposed regulations under section 351. With this view regarding section
357(c)’s applicability, section 362(d)(1) would apparently no longer be necessary. Cf: NYSBA
Comments, supra note 39, at 8 (stating that section 362(d)(1) would become deadwood if the
proposed regulations are adopted in the current form). Nevertheless, unless repealed, the pro-
vision would continue to bring about the results discussed in this section.
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An additional reason for using the MSAC is that it allows for the same method
of allocating excess section 357(a) liabilities and boot under section 351(b).
In contrast, the AAC likely produces differing methods of allocating excess
liabilities and boot, a result that appears unjustifiable given their similar func-
tion.

In the situation where section 357(c) gain is recognized, excess section
357(a) liabilities perform a similar function to boot under section 351(b) in
that both generate recognized gain. Under either construct offered for ana-
lyzing section 357(c) gain, it can be seen that excess section 357(a) liabili-
ties are applied against realized gain on the transferred assets to determine
the gain that is recognized.”? This is similar to the treatment under section
351(b) when a transferor receives boot, which causes gain to be recognized
to the extent that the boot is applied against realized gain.”* Thus, given that
excess section 357(a) liabilities are treated like boot for recognition purposes,
it seems that they should be allocated in the same manner as boot. Indeed,
the assumption of section 357(b) liabilities, also outside of section 357(a)
protection, is treated as boot for section 351(b) purposes' and thus appar-
ently allocated as such.

The MSAC would allow for the same allocation method to be applied to
excess 357(a) liabilities and boot. Under this construct, assumed liabilities
first recover the basis of each asset transferred.”® Following this, excess section
357(a) liabilities are then allocated to the assets based on their relative values
remaining after the first step allocation of section 357(a) liabilities, thereby
generating recognized gain (the section 357(c) gain)." This construct should
be applied to the situation involving both assumed section 357(a) liabilities
and boot by also allocating the boot in accordance with relative remaining
values of the transferred assets.””® Allocating the boot in this manner is the
only sensible way of allocation that is consistent with the principles espoused
in Revenue Ruling 1968-55, which allocates boot to the transferred assets
based on their relative fair market values. The alternative of basing this allo-
cation on the relative fiz// values of the transferred assets would allocate boot
to loss assets for which their value has already been fully recovered through
the first allocation of section 357(a) liabilities (among other possible distor-

133 See supra notes 99-100, 107-108 and accompanying text. Where one or more of the
transferred assets have realized loss, the realized gain against which excess section 357(a) liabili-
ties are applied would be net of the realized loss. Under the AAC, this results from combining
the values and bases of the transferred assets (see supra note 99 and accompanying text); under
the MSAC, this results from allocating the excess basis of assets with realized losses to assets
with realized gains(see supra notes 106, 112-119 and accompanying text).

154 See supra notes 14-15 and accompanying text.

155 See supra note 32 and accompanying text.

156 See supra note 106 and accompanying text.

17 See supra notes 107—-108 and accompanying text.

¥Two other commentators have also proposed this approach for harmonizing the treat-
ment of gains under sections 357(c) and section 351(b). See Cohen & Whitney, supra note 5,
at 998-1005.
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tions). Accordingly, both excess section 357(a) liabilities and boot should be
included in the second step of the allocation process, thereby resulting in the
same method of allocation for these items." This results in both the section
357(c) gain and the boot being allocated to the transferred assets in accor-
dance with the relative amounts of realized gain on the assets.

The following example illustrates the use of the MSAC in a situation involv-
ing both the assumption of section 357(a) liabilities and the receipt of boot.

Example 10. Assume that an individual transfers two assets, Asset A and
Asset B, to a corporation in a transaction qualifying under section 351. In
connection with the transfer, the corporation assumes $150 of section 357(a)
liabilities of the individual (e.g., longstanding business liabilities). In addi-
tion, the corporation transfers to the individual $30 of cash and $20 of stock.
Asset A is a capital asset, and Asset B is an ordinary asset. At the time of the
transfer, Asset A has a fair market value of $100 and an adjusted basis in the
individual’s hands of $90, and Asset B has a fair market value of $100 and
an adjusted basis in the individual’s hands of $10. Under the MSAC, the
individual is treated as separately transferring Asset A and Asset B to the cor-
poration, and receiving in exchange for each asset a portion of the assumed
liabilities, cash, and stock. Under the first step of the allocation process, the
assumed liabilities are allocated to each of the assets in an amount equal to the
adjusted basis of the particular asset; thus, $90 of assumed liabilities are allo-
cated to Asset A, and $10 of assumed liabilities are allocated to Asset B. This
portion of the assumed liabilities is treated as a tax-free recovery of basis. In
the second step of the process, the $50 of excess section 357(a) liabilities and
$30 of cash are allocated to the assets based on their relative remaining values
(after the recovery of value due to the prior allocation of assumed liabilities);
thus a total of $80 of excess section 357(a) liabilities and cash is allocated to
the remaining values of the transferred assets. Asset A has a remaining value of
$10 (full value of $100, less $90 recovery of value due to the prior allocation
of assumed liabilities), and Asset B has a remaining value of $90 (full value of
$100, less $10 recovery of value due to the prior allocation of assumed liabili-
ties). Accordingly, in the second step, $8 of excess section 357(a) liabilities
and cash are allocated to Asset A, and $72 are allocated to Asset B. Since the
bases of the assets have been fully recovered in the first step, all of the remain-
ing value represents realized gain. As a result, gain is recognized on each of
the assets to the extent that excess 357(a) liabilities and cash are allocated to
the particular asset—$8 of recognized gain on Asset A’ and $72 of recog-
nized gain on Asset B.'! The character of the recognized gain on each of the
assets is based on the type of asset involved. Therefore, the $8 of recognized

'%Even where there is no section 357(c) gain, the appropriate conceptualization of section
351 dispositions with the assumption of liabilities is important for determining the amount
and character of section 351(b) gain resulting from the receipt of boot. See infra notes 220-225
and accompanying text.

10$5 of the gain is section 357(c) gain, and $3 of the gain is section 351(b) gain.

161845 of the gain is section 357(c) gain, and $27 of the gain is section 351(b) gain.
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gain on Asset A is a capital gain, and the $72 of recognized gain on Asset B
is ordinary income.

In contrast to the MSAC, the AAC would likely result in differing meth-
ods of allocating excess section 357(a) liabilities and boot—that is, the AAC
would be used for allocating excess section 357(a) liabilities, but a separate
asset approach would likely be used for allocating boot. Specifically, under the
AAC, section 357(a) liabilities would first be applied to the aggregate basis
in the transferred assets to the extent thereof. Excess section 357(a) liabili-
ties would then be applied to the aggregate realized gain on the transferred
assets, thereby generating recognized gain (the section 357(c) gain), which,
for characterization purposes, is attributable to the transferred assets in accor-
dance with their relative fair market values. With the receipt of boot by the
transferor, the third step would be to allocate the boot to the transferred
assets, and to be consistent with the principles espoused in Revenue Ruling
1968-55, this should be done on a separate asset basis by allocating portions
of the boot separately to each of the transferred assets.'®® The alternative of
allocating boot on an aggregate asset basis would exacerbate the potential
distortions created by the AAC, that is, increase the amount of gain that is
recognized with respect to an asset that either lacks realized gain or has an
insufficient amount thereof. Consequently, under the AAC, excess section
357(a) liabilities would be allocated to the transferred assets on the basis of
the AAC, whereas boot would likely be allocated on the basis of a separate
asset approach—an inconsistency that appears unjustifiable given the similar
function of excess 357(a) liabilities and boot.

Applying the AAC to the facts of Example 10 illustrates this inconsistent
treatment of excess 357(a) liabilities and boot.

Example 10 (redux). For purposes of characterizing section 357(c) gain, the
AAC treats the situation as the transfer of an aggregate asset with a fair market
value of $200 and an adjusted basis of $100, which combines the attributes
of Asset A and Asset B. In the first step of the allocation process, the section
357(a) liabilities would recover the $100 of aggregate basis in the transferred
assets. In the second step, the $50 of excess 357(a) liabilities would be applied
against the $100 of aggregate realized gain on the asset, resulting in $50 of
recognized gain (the section 357(c) gain on the transaction). With Asset A
and Asset B being of equal value, one half of the recognized gain, or $25,
should be attributable to Asset A and thus capital gain, and one half of the
recognized gain, or $25, should be attributable to Asset B and thus ordinary
income. In the third step of the allocation process, the $30 of boot would be
separately allocated to the two assets based on their remaining values at this

'92]¢ is sensible to base the allocation of boot on the relative remaining values of the trans-
ferred assets (following the first two steps of the allocation process), as opposed to the full val-
ues of the transferred assets. The alternative of allocating boot based on the transferred assets’
full fair market values would result in the possible distortions mentioned above. See supra note
158 and accompanying text.
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point. Asset A has a remaining value of negative $15 at this point—$100 full
value, less $90 of first-step section 357 (a) liabilities (to the extent of its basis),
less $25 of second-step excess section 357 (a) liabilities. Asset B has a remain-
ing value of $65 at this point—$100 full value, less $10 of first-step section
357(a) liabilities (to the extent of its basis), less $25 of second-step excess sec-
tion 357(a) liabilities. Therefore, all $30 of boot would be allocated to Asset
B, resulting in $30 of recognized ordinary income under section 351(b).'*

E. No Section 357(c) Gain and Thus No Need to Apply a Characterization
Method Where All Assets Have Realized Losses

As the previous parts demonstrate, general tax principles and those underly-
ing section 351 (and related provisions) support using the MSAC and rela-
tive realized gain allocation method for determining the character of section
357(c) gain, rather than the AAC and relative fair market value allocation
method. However, an objection that may be raised with the relative realized
gain allocation method is that it cannot be applied where all of the transferred
assets have realized losses.'** Thus, it may be argued that despite the virtues of
the relative realized gain allocation method from the standpoint of tax prin-
ciples, it is still necessary to determine the character of section 357(c) gain by
referring to the relative fair market values of the transferred assets.'®

This argument against using the relative realized gain allocation method
assumes that in the situation where all of the transferred assets have real-
ized losses, the section 357(c) gain would be the excess of the total assumed
liabilities over the aggregate adjusted basis of the transferred assets. However,
as explained below, it is proper to view the amount of assumed liabilities for
purposes of section 357(a) as being no greater than the aggregate fair market
value of the transferred assets. With this view of the amount of section 357(a)
liabilities, in the situation where all of the assets have realized losses, there will
be no section 357(c) gain and thus no need to apply the relative realized gain
allocation method or any other characterization rule.

In the situation where assets are transferred to a corporation in exchange
for stock and assumption of the transferor’s liabilities, and the assumed liabili-
ties exceed the fair market value of the assets transferred, section 351 should

'3The gain recognized under section 351(b) is the lesser of boot or realized gain. All $65 of
remaining value of Asset B represents realized gain because of the full recovery of basis in the
first step of the allocation process. The recognized gain is ordinary income because Asset B is
an ordinary asset.

164 Cf. BITTKER & EUSTICE, supra note 21, at § 3.06[4][d]-[e] (noting that while the relative
realized gain allocation method is reasonable, it is not obviously correct, since section 357(c)
can apply even if all of the transferred assets have a value that is less than their adjusted basis).

1% Of course, an alternative would be to generally use the relative realized gain allocation
method, except for the situation where all of the transferred assets have realized losses, in which
case the relative fair market value allocation method would be used instead. As I demonstrate
below, this alternative approach should not be necessary, given that there should be no section
357(c) gain where all of the transferred assets have realized losses. See infra notes 166-174 and
accompanying text.
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apply, if at all, only to the extent of the fair market value of the transferred
assets.'®® Only to this extent is the stock and debt relief being received in
exchange for the assets transferred.’”” Proposed regulations under section
351 adopt this approach, and in doing so, effectively treat the assets as being
exchanged for the assumed liabilities to the extent thereof.'*® As a result, the
proposed regulations would treat the above situation as outside of section 351
because no part of the assets is exchanged for stock.'® Commentators on the
proposed regulations, while agreeing that section 351’s applicability should be
limited to the fair market value of the assets, claim that the proposed regula-
tion’s front loading of liability assumptions appears to be inappropriate given
the general approach under section 351 and other provisions is to treat assets

1%Section 361 should only apply to this extent as well in the context of a D reorganiza-

tion.

In this connection, it may be appropriate to treat the fair market value of assets subject to
nonrecourse indebtedness as not less than the amount of such indebtedness. This would be
consistent with the principles of section 7701(g), which uses this approach for purposes of
determining gain or loss under Code sections that base such determinations on the fair market
value of property. See LR.C. § 7701(g). In this regard, with respect to proposed regulations
under section 351 (discussed infra notes 166170 and accompanying text), the Service and the
Treasury are considering a rule that effectively adopts this treatment for determining whether
a transaction qualifies under section 351. See infra note 174.

'”Nevertheless, at least one case has applied section 357(c) to the entirety of an exchange
even though the incorporated business was found to be clearly insolvent. See Rosen v.
Commissioner, 62 T.C. 11 (1974). Furthermore, the Service at one time took the position
that section 357(c) treats as recognized gain the excess of liabilities assumed over the aggregate
adjusted basis of property transferred to a corporation, even though the liabilities may exceed
the fair market value of the transferred property. See G.C.M. 33,915 (Aug. 26, 1968). The
Service based its conclusion on the fact that there is nothing in the legislative history of section
357(c) that supports other than a literal application of the provision. Neither of these authori-
ties apparently addressed the threshold question of whether, and the extent to which, section
351 applied to the transactions at issue.

It should be noted that both the MSAC and AAC support using a fair market value of the
assets limit on applying sections 351 and 357; under either construct, the consideration treated
as received for an asset should not exceed the asset’s fair market value. Cf. supra note 106 and
accompanying text. Nevertheless, the method yielded by the AAC, the relative fair market
value allocation method, can accommodate the situation where section 357(c) gain results
even though all of the transferred assets have realized losses.

18 See Prop. Reg. § 1.351-1(a)(1)(iii), 70 Fed. Reg. 11,903 (2005). Proposed regulations
under section 368 similarly impose this so-called “net value” requirement for divisive D reor-
ganizations (and for most other types of reorganizations). See Prop. Reg. § 1.368-1(b)(1), (f),
70 Fed. Reg. 11,903 (2005).

199 See Prop. Reg. § 1.351-1(a)(2), 70 Fed. Reg. 11,903 (2005), Ex. (4) (containing a similar
example and concluding that section 351 does not apply). It should be noted that by enacting
section 362(d), Congress may be indicating that a transfer of property in which the assumed
liabilities exceed the property’s value can qualify under section 351. See NYSBA Comments,
supra note 39, at 7. This is because Congress may have enacted section 362(d)(1) to prevent an
adjusted basis above fair market value for property received by a corporation in this situation.
Nevertheless, given that the provision was enacted as a response to inappropriate tax planning,
Congress apparently was not making a statement regarding whether such a transfer is subject
to section 351. See NYSBA Comments, supra note 39, at 8.
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as being transferred in exchange either for qualifying property (e.g., stock)
received to the extent thereof or a proportionate part of each item of consid-
eration received.”® Absent a compelling reason for the proposed regulations’
treatment, these commentators recommend that in situations like that above,
a portion of the liabilities and stock should be treated as exchanged for the
assets transferred, and therefore sections 351 and 357 should apply to this
extent.'”!

Regardless of the approach used for attributing stock and assumed liabili-
ties to assets transferred to a controlled corporation, with section 351 only
applying to the extent of the fair market value of the transferred assets, there
should be no section 357(c) gain in the situation where all of the transferred
assets have realized losses. Section 357(c) gain results if section 357(a) liabili-
ties exceed the aggregate adjusted basis of the transferred assets. Where all
of the transferred assets have realized losses, the aggregate adjusted basis of
the assets will exceed the assets’ aggregate fair market value. Because sections
351 and 357 should not apply to amounts of stock received and liabilities
assumed that are above the fair market value of the transferred assets, the
aggregate amount of section 357(a) liabilities should not exceed the aggregate
fair market of these assets.'”? Consequently, where all of the transferred assets
have realized losses, the aggregate 357(a) liabilities should not exceed the
aggregate adjusted basis of the transferred assets, and thus there should be no
section 357(c) gain.'”? Therefore, the relative realized gain allocation method
(or any other characterization method) should never need to be applied in the
situation where all of the assets have realized losses. The following example
illustrates this proposition:

70See. ABA Members Comment on Proposed Regs Requiring Exchange of Net Value for
Nonrecognition Treatment, 2006 Tax Notes Topay 79-16, at 1-4 (Apr. 25, 20006) [hereinafter
ABA Comment].

171 See id. These commentators appear to be recommending either a front-loaded application
of the stock to the assets transferred or pro-rata application of stock and other consideration
to the assets transferred. See id.

'72In general, it would appear that the remainder of the liabilities assumed by the corpora-
tion should be treated as a corporate distribution to the transferor. See ABA Comment, supra
note 170 at 3; ¢ff Cohen & Whitney, supra note 5, at 1011 (stating that one way of treating
this situation is as a constructive distribution); BITTKER & EUSTICE, supra note 21, at € 3.16
(stating that based on language in the section 351 regulations suggesting that a section 301
distribution may occur in connection with a section 351 transaction, it is possible for the
receipt by the transferor of stock or money or both that exceeds the fair market value of the
property transferred to constitute a distribution). In the case of nonrecourse liabilities, the
entire amount of liabilities may possibly be treated as the amount realized on the disposition
of the asset. See Reg. § 1.1001-2; See NYSBA Comments, supra note 39, at 10. The proposed
section 351 regulations are silent on this issue and related issues, and commentators have asked
the Treasury to state explicitly the results in situations where section 351 does not apply to a
transaction because of the net value requirements imposed under the proposed regulations. See
ABA Comment, supra note 170 at 6.

'73Likewise, there should be no section 357(c) in an analogous situation involving a pur-
ported divisive D reorganization.
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Example 11. Assume that an individual transfers two assets, Asset A and
Asset B, to a corporation. In connection with transfer, the corporation assumes
$220 of longstanding business liabilities of the individual. The individual also
receives stock of the corporation worth $30. At the time of the transfer, Asset
A has a fair market value of $50 and an adjusted basis in the individual’s
hands of $100, and Asset B has a fair market value of $75 and an adjusted
basis in the individual’s hands of $100. As discussed above, the portion of
the transaction potentially subject to section 351 should be limited to the
aggregate fair market value of the transferred assets, which is $125 on these
facts. That is, no more than a combined $125 of stock and assumed liabilities
should be treated as consideration received by the transferor in a section 351
transaction. Because the section 357(a) liabilities cannot exceed $125 and
the assets” aggregate adjusted basis is $200, section 357(c) cannot apply to
these facts. More specifically, the proposed section 351 regulations would
effectively treat the assets as exchanged for the assumption of liabilities to
the extent thereof; therefore, the assets would be treated as transferred solely
for the assumption of $125 of liabilities, and sections 351 and 357, includ-
ing section 357(c), would not apply because no stock was exchanged for the
assets. Under the commentators’ recommendation that would treat the assets
as exchanged for the stock to the extent thereof, the assets would be treated as
transferred for $30 of stock and $95 of assumed liabilities. Under this view,
section 351 would apply; however, with $95 of section 357(a) liabilities and
$200 of aggregate adjusted basis in the transferred assets, there would be no
section 357(c) gain. Alternatively, under the commentators’ recommendation
that would treat a proportionate part of the stock and assumed liabilities as
exchanged for the assets, the assets would be treated as exchanged for $15 of
stock and $110 of assumed liabilities. Under this view, section 351 would
apply; however, with $110 of section 357(a) liabilities and $200 of aggregate
adjusted basis in the transferred assets, there would again be no section 357(c)
gain. Thus, under either the proposed regulations” approach or the commen-
tators’ approaches, there would be no section 357(c) gain in this situation.'”*

174The Service and the Treasury are considering a change to the net value proposed regula-
tions that may result in the recognition of section 357(c) in such a situation where nonrecourse
liabilities are assumed. Specifically, they are considering a rule that would disregard the amount
by which a nonrecourse liability exceeds the fair market value of the encumbered asset for
purposes of determining the amount of liabilities that are assumed in applying the net value
requirement. See Preamble Transactions Involving the Transfer of No Net Value, 70 Fed. Reg.
11,903 (proposed Mar. 10, 2005) (to be codified at 26 C.ER. pt. 1). They are basing the
contemplated change on a position taken in Revenue Ruling 1992-53, where the Service disre-
garded such excess nonrecourse indebtedness for purposes of applying the insolvency exception
to discharge of indebtedness income under section 108. See Rev. Rul. 1992-53, 1992-2 C.B.
48. 'This position is based on an economic view of excess nonrecourse liabilities, as opposed to
the tax law view pursuant to Zufis v. Commissioner, 461 U.S. 300 (1983) and similar authori-
ties (discussed below), which considers such amounts as liabilities for tax purposes. There is,
however, a related tax law view that would support the rule being contemplated by the Service
and Treasury: incorporate the principles of section 7701(g) and treat the fair market value of
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property subject to nonrecourse indebtedness as not less than the amount of such indebtedness
for purposes of the net value requirement.

If the assumed liabilities in Example 11 were nonrecourse liabilities secured by Asset A, with
the contemplated rule, sections 351 and 357 would apply to the transaction. This is because
only $50 of the liabilities would be taken into account for purposes of the net value require-
ment (disregarding the excess of the $220 liability over the $50 fair market value of Asset A),
which is less than the $125 aggregate fair market value of the transferred assets. Consequently,
there would be section 357(c) gain of $20 (the excess of the $220 of assumed liabilities over the
$200 aggregate basis in the transferred assets). However, with the liabilities being nonrecourse,
there would be realized gain with respect to Asset A in light of Treasury Regulation section
1.1001-2 and Tufts v. Commissioner, 461 U.S. 300 (1983)(except in rare circumstances), and
thus the relative realized gain allocation method should be able to accommodate this type of
situation in almost all cases. (In this regard, the Service and the Treasury have stated that any
rule disregarding excess nonrecourse indebtedness would be limited to the net value regulations
and would not apply for other income tax purposes, such as determining the amount realized
under section 1001. See Preamble Transactions Involving the Transfer of No Net Value, 70
Fed. Reg. 11,903 (proposed Mar. 10, 2005) (to be codified at 26 C.ER. pt. 1)). These authori-
ties generally treat the amount of nonrecourse indebtedness that encumbers property as part
of the amount realized on the disposition of the property, regardless of the property’s fair
market value at the time of disposition. See Reg. § 1.1001-2(a), (b); Tufts v. Commissioner,
461 U.S. 300 (1983). There is an exception that treats nonrecourse acquisition indebtedness
as not part of the amount realized to the extent that the liability was not taken into account
in determining the transferor’s basis in the property. See Reg. § 1.1001-2(a)(3). However, this
exception appears to have quite limited application, and may have been designed to apply to
situations where there is artificially inflated nonrecourse purchase money debt that is excluded
from basis, or where a transferor takes a basis under section 1014 in property acquired from a
decedent that is lower than the amount of nonrecourse indebtedness encumbering the prop-
erty. See Koutouras & Tizabgar, supra note 5, at A-33. Thus, assuming the very likely case that
the exception does not apply, the amount realized on the disposition of Asset A would be at
least $220, the amount of nonrecourse indebtedness encumbering the property (perhaps the
amount realized would also include a portion of the stock), and consequently, Asset A would
have a realized gain of at least $120 (amount realized of at least $220 less its adjusted basis of
$100). Therefore, the relative realized gain allocation method should be able to accommodate
this situation, resulting in the $20 of section 357(c) gain being allocated to Asset A (the only
asset with realized gain) for characterization purposes. (Alternatively, if the principles of sec-
tion 1060 are applied to this situation (see infra notes 190-201 and accompanying text), the
amount realized that is attributable to the nonrecourse indebtedness may be allocated to each
of assets transferred (depending on their type), in which case both assets may have realized gain
for purposes of characterizing the section 357(c) gain).

In order to apply the relative realized gain allocation method in all circumstances should the
Service and Treasury revise the net value regulations as contemplated, I recommend that for
this purpose the amount realized under Treasury Regulation section 1.1001-2 be determined
without regard to the exception for acquisition nonrecourse indebtedness that is excluded from
the transferor’s basis. Such an approach would not increase the amount of section 357(c) gain
but merely would affect its characterization, and thus should not violate the apparent policy
of Treasury Regulation section 1.1001-2(a)(3), that is, not to tax the discharge of liabilities to
the extent that the liabilities provided the transferor with no previous tax benefit. Cf Reg. §
1.338-6(c)(4) (providing that liabilities incurred on the acquisition of the property from which
the purchaser is discharged on the subsequent sale will be included in the amount realized,
even if the liabilities were not included in the purchaser’s basis in the particular property, but
were included in the adjusted gross-up basis for all of the assets in a deemed purchase under
section 338).
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VI. Modifying the MSAC for Secured Liabilities?

Before recommending that Treasury adopt the MSAC and its resulting method
of characterizing section 357(c) gain based on the relative amounts of realized
gain on the transferred assets, it is worth considering whether modifications
should be made for situations where assumed liabilities are secured by trans-
ferred assets. Secured liabilities may be viewed as bearing a closer connection
to the assets securing them, as compared to other assets, and this raises the
issue as to whether these liabilities should first be allocated to the encumbered
assets in recognizing gain under the MSAC.

A. Modified MSAC for Secured Liabilities

More specifically, for situations involving secured liabilities, the MSAC could
be modified as follows.'” The construct would continue to treat the transac-
tion as transfers of separate assets, with the allocation of assumed liabilities to
the transferred assets again done in two steps—first allocating the amount of
assumed liabilities not in excess of the aggregate adjusted basis and then allo-
cating excess section 357 (a) liabilities. Under the first step, assumed liabilities
would continue to be allocated to each of the transferred assets in an amount
equal to the adjusted basis of the particular asset (which includes basis allo-
cated from other assets) and treated as a tax-free recovery of basis. Under the
second step in the process, however, there would be changes. While the MSAC
allocates excess section 357(a) liabilities to the transferred assets based on their
relative remaining values, the modified MSAC would allocate to an encum-
bered asset the lesser of (i) excess of secured liabilities over the adjusted basis
of the encumbered asset or (ii) the excess section 357(a) liabilities (referred
to collectively as “secured excess section 357(a) liabilities”), provided that this
amount did not exceed the remaining value of the encumbered asset.'”® Under
a new third step in the process, the amount of excess section 357(a) liabilities
that exceed the amount of secured excess section 357(a) liabilities (referred to
as “unsecured excess section 357(a) liabilities”) would then be allocated to the
transferred assets based on their remaining values. Gain would continue to be
recognized on each of the transferred assets to the extent that excess section
357(a) liabilities (both the secured and unsecured variety) are allocated to
the particular asset, the character of the gain being based on the type of asset
involved. The general effect of these modifications is to characterize section
357(c) gain resulting from the assumption of secured liabilities based on the
character of the encumbered assets, as opposed to all of the assets transferred
in a section 351 transaction.

17>The following construct borrows heavily from, and expands on to a degree, a method pro-
vided by Cohen and Whitney for allocating secured liabilities in characterizing section 357(c)
gain. See Cohen & Whitney, supra note 5, at 1005-07.

176If secured excess section 357(a) liabilities exceeded the remaining value of the encum-
bered asset, the excess portion of such liabilities would be allocated to the other assets based on
their relative remaining values after the first step in the allocation process.
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The following example illustrates the use of the modified MSAC in a situ-
ation involving secured liabilities.

Example 12. Assume that an individual transfers two assets, Asset A and
Asset B, to a corporation in a transaction qualifying under section 351. In
connection with transfer, the corporation assumes (for purposes of section
357) $140 of section 357(a) liabilities of the individual (e.g., longstanding
business liabilities), which are secured by Asset A. Asset A is a capital asset,
and Asset B is an ordinary asset. At the time of the transfer, Asset A has a
fair market value of $100 and an adjusted basis in the individual’s hands
of $0, and Asset B has a fair market value of $100 and an adjusted basis in
the individual’s hands of $50. Under the modified MSAC, the individual is
treated as separately transferring Asset A and Asset B to the corporation, and
receiving in exchange for each asset a portion of the assumed liabilities and a
portion of the stock. The assumed liabilities are first allocated to each of the
assets in an amount equal to the adjusted basis of the particular asset; thus, $0
of assumed liabilities are allocated to Asset A, and $50 of assumed liabilities
are allocated to Asset B. This portion of the assumed liabilities is treated as
a tax-free recovery of basis. The $90 of excess 357(a) liabilities, which here
are secured excess section 357(a) liabilities, are then allocated to Asset A, the
asset securing these liabilities, up to the remaining value of Asset A. Since
Asset A has a remaining value of $100 (original value of $100 less $0 recovery
of value due to the prior allocation of assumed liabilities), all $90 of secured
excess section 357(a) liabilities are allocated to Asset A, and none is allocated
to Asset B. Because the bases of the assets have been fully recovered in the
first step of allocating assumed liabilities, all of the remaining value represents
realized gain. As a result, gain is recognized on each of the assets to the extent
that secured excess 357(a) liabilities are allocated to the particular asset—$90
of recognized gain on Asset A and $0 of recognized gain on Asset B. The char-
acter of the $90 of recognized gain on Asset A is a capital gain.

On the facts of Example 12, all $90 of section 357(c) gain is characterized
based on the character of the asset securing the liabilities that are assumed in
the transaction. This should be compared to an application of the MSAC in
Example 5,"” where the $90 of section 357(c) gain is characterized based on
the character of both assets involved in the transaction, with the gain appor-
tioned for this purpose in accordance with the relative amounts of realized
gain on these assets.

Where the assumed liabilities consist of both secured and unsecured lia-
bilities, the modified MSAC would generally characterize a portion of the
section 357(c) gain based on the character of the encumbered assets and a
portion of such gain based on the character of each of the transferred assets,
apportioning the latter in proportion to the realized gains with respect to the
unencumbered assets, and the realized gains less secured excess section 357 (a)

177 See supra note 111 and accompanying text.
ying
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liabilities with respect to the encumbered assets.'”® The following example
demonstrates this:

Example 13. Assume the same facts as in Example 12, except that instead of
the corporation assuming $140 of section 357(a) liabilities secured by Asset
A, the corporation assumes $50 of liabilities secured by Asset A and $90 of
unsecured liabilities. Under the modified MSAC, the assumed liabilities are
first allocated to each of the assets in an amount equal to the adjusted basis
of the particular asset; thus, $0 of assumed liabilities are allocated to Asset A,
and $50 of assumed liabilities are allocated to Asset B. This portion of the
assumed liabilities is treated as a tax-free recovery of basis. The $50 of excess
secured excess section 357(a) liabilities are then allocated to Asset A, the
encumbered asset, up to the remaining value of Asset A. Since Asset A has a
remaining value of $100 (original value of $100 less $0 recovery of value due
to the prior allocation of assumed liabilities), all $50 of secured excess section
357(a) liabilities are allocated to Asset A. The $40 of unsecured excess section
357(a) liabilities are then allocated to the assets on the basis of their rela-
tive remaining values (after the recovery of value due to the prior allocations
of assumed liabilities). Asset A has a remaining value of $50 (original value
of $100 less $50 recovery of value due to the prior allocations of assumed
liabilities), and Asset B has a remaining value of $50 (original value of $100
less $50 recovery of value due to the prior allocations of assumed liabilities).
Thus, $20 of the unsecured excess section 357(a) liabilities are allocated to
Asset A, and $20 are allocated to Asset B. Since the bases of the assets have
been fully recovered in the first step of allocating assumed liabilities, all of the
remaining value after the first step represents realized gain. As a result, gain
is recognized on each of the assets to the extent of the total excess section
357(a) liabilities that are allocated to the particular asset—$70 of recognized
gain on Asset A and $20 of recognized gain on Asset B. The character of the
recognized gain on each of the assets is based on the type of asset involved.
Therefore, the $70 of recognized gain on Asset A is a capital gain, and the $20
of recognized gain on Asset B is ordinary income.

B. 70 Modify or Not?

The question remains, however, whether it is appropriate to so modify the
MSAC for situations involving secured liabilities. In this regard, a few com-
mentators appear to view the direct allocation of secured liabilities to the

178This assumes that there are both secured and unsecured excess section 357(a) liabilities.

Tax Lawyer, Vol. 62, No. 1



DETERMINING THE CHARACTER OF SECTION 357(c) GAIN 161

encumbered assets as having considerable intuitive appeal.””” Commentators
also point to some analogous support for this approach.”® Specifically, the
Tax Court in H & M Auto Electric, Inc. v. Commissioner' and the Service
in Revenue Ruling 1980-283'%* directly allocated a secured liability to an
encumbered asset for purposes of recognizing gain under section 311(c) of
the 1954 Code (old section 311(c)). Old section 311(c) required a corpora-
tion to recognize gain on the distribution of property with respect to its stock,
to the extent that the liabilities assumed or taken subject to by the shareholder
exceeded the corporation’s adjusted basis in the distributed property; this pro-
vision was an exception to section 311(a) of the 1954 Code, which generally
provided that a corporation did not recognize gain or loss on distributions
with respect to its stock. On the facts of both the case and ruling, the corpo-
ration distributed two assets and the shareholder assumed two liabilities, one
liability being secured by one of the distributed assets and the other liability
being unsecured. After deciding that old section 311(c) applied to the distrib-
uted assets individually (as opposed to in the aggregate), the Tax Court and
the Service then matched the liabilities to the distributed assets for purposes
of determining whether liabilities exceeded basis, by directly allocating the
secured liability to the encumbered asset and by allocating the unsecured
liability to both assets in proportion to their fair market values.

The Tax Court in H ¢ M Auto Electric, Inc. v. Commissioner provided no
reason for directly allocating the secured liability to the encumbered asset,
other than stating that “[t]he logical application of matching liabilities to
assets, we believe, is to allocate a secured liability to the asset which secures it,”
and noting that this approach conforms to economic reality because the gain
to the corporation on being relieved of the secured liability is less than the
value of the encumbered asset.'® The Service in Revenue Ruling 1980-283
provided no explanation for the direct allocation of the secured liability to the
encumbered asset. Perhaps both the Tax Court and the Service, in particular

179 See Cohen & Whitney, supra note 5, at 982, 996, 1005 (stating this in the context of
allocating secured liabilities for purposes of section 351(b); providing that such a direct alloca-
tion of secured liabilities would seem to have considerable merit and is consistent with their
separate assets construct for characterizing section 357(c) “if it is assumed that section 357(c)
gain attributable to secured liabilities is allocable directly to the encumbered asset”); ¢f. Kaun
& LEHMAN, supra note 5, at 658 (suggesting as an alternative that it would be far more sensible
to allocate section 357(c) gain among the transferred assets that were subject to liabilities in
excess of their basis); Burke, Hendler: Modern Section 357, supra note 27, at 198 (noting the
possible allocation of section 357(c) gain directly to encumbered assets to the extent of the
excess of secured liabilities over the basis of such assets); Rabinovitz, supra note 5, at 345-46
(favoring the direct allocation of secured liabilities in the section 351(b) context); White, supra
note 5, at 56 n.93 (noting that the allocation of secured liabilities other than to the encum-
bered assets seems artificial).

180 See Cohen & Whitney, supra note 5, at 983-86.

18192 T.C. 1269 (1989).

82Rev. Rul. 1980-283, 1980-2 C.B. 108.

18392 T.C. 1269, 1274 (1989). Presumably, the court was saying that on the particular facts,
it was not necessary to attribute any of this gain to the other property that was distributed.
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the latter, were influenced by the regulations under old section 311(c), which
contained an example involving the distribution of a single asset subject to
a liability that resulted in the distributing corporation recognizing gain to
the extent that the liability exceeded the basis of the distributed property.'s*
Thus as analogous authority, H ¢ M Auto Electric, Inc. v. Commissioner and
Revenue Ruling 1980-283 do not appear to provide a principled basis for
directly allocating secured liabilities in using the MSAC to determine the
character of section 357(c) gain.

Indeed, the conceptual basis for using this approach in characterizing sec-
tion 357(c) gain does not appear to be strong. Under general tax principles,
the assumption of liabilities is viewed as the economic equivalent of receiving
cash; sections 358(d) and 357(c) are consistent with this view in that these
provisions first allow such constructive cash to recover a transferor’s aggregate
basis in the transferred property and then recognize gain to the extent that
such basis is exceeded.'® The fact that the constructive cash may be viewed
as earmarked to specific property in the case of secured liabilities would not
appear to affect the allocation of assumed liabilities, any more than an agree-
ment to allocate cash to transferred properties affects the allocation of boot
under section 351(b). In this regard, Revenue Ruling 1968-55, discussed
earlier,'®® allocates cash received in a section 351 transaction to the transferred
assets in proportion to their fair market values, and although not dealing with
an attempt to specifically allocate boot to particular assets, would appear to
prevent specific allocations of boot.'”

Agreements that allocate boot to specific properties would typically have
no effect beyond those relating to taxation, and thus concerns of potential tax
manipulation suggest that such agreements generally should be disregarded

1%The Service referred to this example in its analysis of whether old section 311(c) applied
on an asset-by-asset or aggregate basis. The Service appeared to assume that liabilities related
to specific assets are allocated to those assets. See Rev. Rul. 1980-283, 1980-2 C.B. 108. For
assumed liabilities not related to distributed property (which is not addressed in the old section
311(c) regulations), the Service allocated such liabilities among all of the distributed property
according to properties’ relative fair market values in order to consistently apply an asset-by-
asset approach. See id.

18 See supra notes 83—84 and accompanying text.

186 See supra notes 24, 125-27 and accompanying text.

'8”The ruling does not state whether or not there were specific allocations of cash or stock
to the properties transferred, thus suggesting that this is not relevant for applying the ratable
allocation method. In Revenue Ruling 1985-164, the Service did not permit a transferor in
a section 351 transaction to determine the bases and holding periods in stock and securities
received by designating that specific property was being exchanged for particular stock or
securities. See Rev. Rul. 1985-164, 1985-2 C.B. 117. Instead, the Service held that pursuant
to regulations under section 358, the aggregate basis of the transferred property is allocated
among the stock and securities in proportion to their fair market values. See id. The Service
also required that each share of stock and each security take a split holding period based on the
holding period of the assets transferred. See id.
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for tax purposes.'® Beyond such concerns, there appears to be a more funda-
mental concept underlying the approach taken in Revenue Ruling 1968-55.
Since the stock and cash (or other boot) are exchanged for assets in a single,
integrated transaction, aside from tax consequences the parties to a trans-
action should only be interested in the total amounts that are exchanged.
Consequently, each item of consideration received by the transferor should
be viewed as relating to all of the assets transferred. It seems appropriate,
then, to allocate the stock and cash ratably to all of the assets transferred, as
any other means of allocation would appear to be artificial. And this concept
should apply with equal force to cash that is deemed to be received due to
the assumption of secured liabilities; even though a particular asset secures
a liability, its assumption provides the transferor with consideration that is
attributable to all of the transferred assets.’®” Thus, conceptually, it appears
that secured liabilities should not be treated any differently than unsecured
liabilities for purposes of the MSAC.

Furthermore, there is analogous authority that supports this conceptual
basis for treating secured and unsecured liabilities in the same manner. On
a disposition of assets that comprise a trade or business, regulations under
section 1060 treat all liabilities assumed or taken subject to by the purchaser,
whether secured or unsecured, recourse or nonrecourse, as part of the con-
sideration paid for the business assets,' for purposes of determining the
seller’s gain and loss on the assets sold and the purchaser’s basis in the assets
acquired."”! The regulations allocate the consideration to the sold or acquired
assets based on the residual allocation method,? which allocates the consid-
eration to the assets in each of several predetermined asset classes to the extent
of, and in proportion to, the fair market value of the assets in each class.'”

'8 Cf BITTKER & EUSTICE, supra note 21, at § 3.05[2]-[3] (stating that an agreement allocat-
ing boot and stock to specific property in a section 351 transaction is not likely to be control-
ling; however, if the allocation serves a business purpose and there are several independent
transferors, it may pass muster). Of course, specifically allocating secured excess section 357(a)
liabilities to encumbered assets does not pose the same concern of tax avoidance, given that
such liabilities are being allocated pursuant to a pre-existing arrangement that appears unre-
lated to the transaction and its tax consequences. Nevertheless, some manipulation may still be
possible; for example, a taxpayer that is planning for an eventual section 351 transaction may
be able to take advantage of a specific allocation approach by effectively converting unsecured
liabilities to secured liabilities by borrowing against specific assets and using the loan proceeds
to pay off unsecured liabilities. Section 357(b) may apply to curb such manipulation, however.
See supra note 32 and accompanying text.

1%This would be most evident where the amount of the secured liabilities exceeded the value
of the encumbered asset.

190 See Reg. § 1.1060-1(c)(1) (seller’s consideration includes the aggregate amount realized
under section 1001(b)); Reg. § 1.1001-2(a) (amount realized generally includes the amount
of liabilities from which the seller is discharged as a result of the disposition, including nonre-
course liabilities that are secured by the transferred property).

91See Reg. § 1.1060-1(a)(1), -1(b), -1(c)(1).

92See Reg. § 1.1060-1(c)(2).

193 See Reg. §§ 1.338-6(b), -6(c), 1.338-7.
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The method employs a priority system under which consideration is first allo-
cated to Class I assets'”* to the extent of their fair market value, then to Class
I1'° assets to the extent of their fair market value, and so on to other asset
classes.’” Any consideration remaining after amounts have been allocated
to the first six asset classes is allocated to goodwill and going concern value,
which comprise Class VII assets.””

Section 1060 was enacted to stem the controversy concerning valuations of
good will and going concern value upon the disposition of business assets.'”®
In doing so, section 1060 adopts a method of allocation that recognizes that
all consideration given by a purchaser, including the assumption or taking
subject to liabilities,'” relates to all of the assets transferred by the seller. In
particular, the section 1060 regulations eschew the direct allocation of secured
liabilities to encumbered assets, even if the liabilities are nonrecourse.?° While
the section 1060 regulations do not apply to determine the allocation of sec-
tion 357(c) gain,' their underlying principles support treating secured and
unsecured liabilities in the same manner for purposes of the MSAC.

In addition to the conceptual reasons, there are administrative reasons
against modifying the MSAC for secured liabilities. Unlike the MSAC, the
modified MSAC does not result in a simple method for characterizing section
357(c) gain. As previously discussed, the MSAC allocates section 357(c) gain
to the transferred assets for characterization purposes on the basis of a single
factor that applies in all circumstances -- the assets” relative amounts of real-

4#This consists of cash, general deposit accounts, and the like. See Reg. § 1.338-6(b)(1).

19This generally consists of actively traded personal property within the meaning of section
1092(d)(1). See Reg. § 1.338-6(b)(2)(ii).

1% See Reg. § 1.338-6(b)(1), -6(b)(2)(i).

197 See Reg. § 1.338-6(b)(2)(i), (vii). The regulations allow the seller and purchaser to agree
in writing as to the consideration allocated to, or as the fair market value of; the assets, with
such agreement being generally binding on the parties. However, the Service may challenge the
allocations or values set forth in the allocation agreement. See Reg. § 1.1060-1(c)(4).

198 See STAFF OF THE J. ComMM. ON Tax'N, 100TH CONG., GENERAL EXPLANATION OF THE
Tax REFORM AcT OF 1986 258-59 (Comm. Print 1987).

199 See supra note 190.

208ee Howard ]. Rothman et al., Capital Assets, 561 Tax MnaGT. Port. (BNA) A-110
n.1125 (1994); ¢f Reg. § 1.338-6(c)(4) (providing that on a subsequent sale of property by
the purchaser, liabilities incurred on the acquisition of the property from which the purchaser
is discharged on the subsequent sale will be included in the amount realized even if they were
not included in the purchaser’s basis in the property).

201 See Reg. § 1.1060-1(b)(8) (providing that section 1060 does not apply either to nonrec-
ognition assets or the amount of money or other property that is transferred for nonrecogni-
tion assets (collectively referred to as nonrecognition exchange property); beyond that, section
1060 will apply to a transaction involving a nonrecognition exchange); Reg. § 1.1060-1(d),
Ex. 1 (illustrating the application of section 1060 to a single transaction that includes a like-
kind exchange (a nonrecognition exchange) as well as an exchange subject to section 1060).
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ized gain.**® In contrast, as the examples above reveal, the modified MSAC
results in several alternative methods for allocating section 357(c) gain, with
different methods applying for different circumstances and with some of the
methods employing more than one factor. For example, where a single asset
secures all section 357(a) liabilities, the character of the section 357(c) gain is
generally determined solely by reference to the character of the encumbered
asset, with an exception for situations where the amount of section 357(c)
gain exceeds the encumbered asset’s realized gain.””> Where the section 357 (a)
liabilities consist of both secured liabilities (with a single encumbered asset)
and unsecured liabilities, the section 357(c) gain is generally allocated to the
transferred assets for characterization purposes in two steps:*™ first, to the
extent of secured excess section 357(a) liabilities, the section 357(c) gain is
generally allocated to the encumbered asset;*” second, section 357(c) gain in
excess of secured excess section 357 (a) liabilities is allocated to all of the trans-
ferred assets, apportioning such gain in proportion to the realized gains with
respect to the unencumbered assets, and the realized gain less secured excess
section 357(a) liabilities with respect to the encumbered asset.*® Other alter-

228ee supra notes 109-10 and accompanying text. As discussed previously, in the situation
involving one or more loss assets and multiple gain assets, the MSAC could alternatively allo-
cate the excess basis on loss assets in a manner producing a result that is not in accord with the
relative realized gain allocation method. See supra notes 114-19 and accompanying text.

23] the amount of section 357(c) gain exceeds the encumbered asset’s realized gain, the
character of the excess amount of section 357(c) gain is determined based on the character of
the unencumbered assets, apportioning such gain in accordance with the unencumbered assets’
relative amounts of realized gain. This results from the application of the modified MSAC as
described in supra note 176.

204This assumes that there are both secured and unsecured excess section 357(a) liabilities,
that is, the secured liabilities exceed the basis of the encumbered asset, and the unsecured
liabilities exceed the aggregate basis of the unencumbered assets.

251f this portion of the section 357(c) gain exceeds the encumbered asset’s realized gain,
the character of the excess amount of gain is determined based on the character of the unen-
cumbered assets, apportioning such gain in accordance with the unencumbered assets’ relative
amounts of realized gain. This results from the application of the modified MSAC as described
in supra note 176.

206This results from the application of the modified MSAC as described in the text accom-
panying supra note 178 and Example 13 supra Part VI.A. As discussed previously, although
there is some uncertainty, transferors may be able to avoid having recourse liabilities being
treated as assumed simply by agreeing that the transferors, rather than the corporation, will sat-
isfy the liability. See supra note 36. If this is the case, the assumption of unsecured liabilities for
purposes of section 357 may be a rarity, given that unsecured liabilities as to a transferor appar-
ently would have to be recourse liabilities (that is, they apparently cannot be nonrecourse).
This in turn may reduce the complexity of a modified MSAC for secured liabilities.
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native methods would apply where there are multiple encumbered assets.*”’

Moreover, there would be further complications for situations involving both
the assumption of secured liabilities and the receipt of boot.*®

Given the lack of a strong conceptual basis for treating secured and unse-
cured liabilities differently under the MSAC, and the complexity that this
approach would engender, this Article recommends that the MSAC not
be modified to allocate secured liabilities directly to encumbered assets.?”
Accordingly, all liabilities, whether secured or unsecured, recourse or nonre-

course, should be treated the same way in applying the MSAC.
VII. Recommendations

A. Revise Section 357 Regulations to Adopt Relative Realized Gain Allocation
Method for Characterizing Section 357(c) Gain

For the reasons expressed in Parts V and VI, this Article recommends the
adoption of the MSAC and resulting relative realized gain allocation method

27For example, where there are only secured liabilities and multiple encumbered assets,
the modified MSAC should result in the character of the section 357(c) gain generally being
determined by allocating the gain to each of the encumbered assets to the extent that the
amount of secured liabilities exceeds the adjusted basis with respect to the asset. Further adjust-
ments would be needed, however, if the amount of section 357(c) gain that is allocated to an
encumbered asset exceeds that asset’s realized gain. Cf supra note 203. As another example,
where there are multiple encumbered assets along with the unsecured liabilities (and both
secured and unsecured excess section 357(a) liabilities (see supra note 176 and accompanying
text)), the section 357(c) gain would be allocated to the transferred assets for characterization
purposes in two steps: first, the section 357(c) gain generally would be allocated to each of the
encumbered assets to the extent that the amount of secured liabilities exceeds the adjusted basis
with respect to the asset; second, section 357(c) gain in excess of the gain allocated in the first
step would be allocated to all of the transferred assets, apportioning such gain in proportion
to the realized gains with respect to the unencumbered assets, and the realized gain less first
step allocated gain with respect to the encumbered assets. Again, further adjustments would be
needed if the amount of section 357(c) gain that is allocated to an encumbered asset exceeds
that asset’s realized gain.

28The modified MSAC for secured liabilities should allocate boot in accordance with the
method suggested above for allocating unsecured excess section 357(a) liabilities, that is, based
on the remaining values of the transferred assets after (1) first allocating section 357(a) liabili-
ties to the assets to the extent of their adjusted bases and (2) then allocating secured excess
section 357(a) liabilities to the encumbered asset(s). See Cohen & Whitney, supra note 5, at
1006-07; ¢f Example 13 supra Part VI.A. This is analogous to the method for allocating boot
under the MSAC. See supra Part V.D.

29 Cf. Fred B. Brown, Proposal to Reform the Like Kind and Involuntary Conversion Rules in
Light of Fundamental Tax Policies: A Simpler, More Rational, and More Unified Approach, 67
Mo. L. Rev. 705, 723 (2002) (contending that in crafting the particular features of the like
kind and involuntary conversion rules, tax administration concerns should be the deciding
factor when there is uncertainty regarding efficiency and equity analyses); David A. Weisbach,
Should a Short Sale Against the Box Be a Realization Event?, 50 Nar'L Tax J. 495, 503-04
(1997) (concluding that given the uncertain efficiency gains of the proposal being evaluated,
administrative considerations should prevail in devising a rule treating short against the box
transactions (and related transactions) as realization events).
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for characterizing section 357(c) gain.?'* Specifically, Treasury Regulation sec-
tion 1.357-2(b) should be revised so as to replace the relative fair market
value allocation method for characterizing section 357(c) gain with the rela-
tive realized gain allocation method.?"! Under a revised regulation, the section
357(c) gain would be allocated to the transferred assets based on the relative
amounts of gain realized on the assets and characterized accordingly. Section
357(c) gain that is allocated to ordinary assets would be ordinary income;
section 357(c) gain that is allocated to capital assets would be capital gain,
either long- or short-term based on the holding periods of the assets to which
the gain is allocated.

The revised regulation should also make clear that special characterization
rules apply to the allocated section 357(c) gain.*'* For example, section 1239,
if applicable, should apply to the allocated gain,* thereby converting the
gain to ordinary income.?' Likewise, the regulation should specify that sec-
tion 357(c) gain allocated to section 1245 property is included in the gain
recognized with respect to that asset for purposes of applying section 1245(b)
(3)." 'This section provides that for certain tax free transactions (includ-
ing section 351), the amount of section 1245 recapture income?'® shall not
exceed the gain recognized on the transfer of the property (determined with-
out regard to section 1245).*"” Furthermore, the revised regulation should
provide that section 357(c) gain allocated to property specified in section
1231(b)*"* is included as section 1231 gain for purposes of section 1231’s

219As discussed previously, in the situation involving one or more loss assets and multiple
gain assets, the MSAC could alternatively allocate the excess basis on loss assets in a manner
producing a result that is not in accordance with the relative realized gain allocation method.
See supra notes 114-19 and accompanying text. Because the alternative manner of allocating
excess basis for this situation results in greater complexity, this Article recommends against
using it, thus allowing for the use of the relative realized gain allocation method in all circum-
stances.

211 As discussed below, the Treasury may well lack the authority to amend the regulations in
this manner, and thus may need congressional authorization to do so. See infra notes 226-40
and accompanying text.

12 Cf BITTKER & EUSTICE, supra note 21, at § 3.06[4][d] (stating that the statutory language
leaves the classification of section 357(c) gain to other Code provisions).

23This is the position taken by the Service in Revenue Ruling 1960-302, which was fol-
lowed by the Tax Court in Alderman v. Commissioner, 55 T.C. 662, 665-66 (1971). Rev. Rul.
1960-302, 1960-2 C.B. 223.

214 See supra note 146.

58ee Rosen v. Commissioner, 62 T.C. 11, 19-20 (1974), affd, 515 E2d 507 (3d Cir.
1975) (subjecting section 357(c) gain to ordinary income treatment under section 1245).

216 See supra note 147.

278ee LR.C. § 1245(b)(3).

#8Section 1231 property generally includes depreciable property and land that is used in a
trade or business, which is held for more than one year. See LR.C. § 1231(b).
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hotchpot rules.?””

B. Issue Revenue Ruling to Coordinate Method with Approach for Recognizing
Boot Gain

In addition, for situations where a transferor receives boot in addition to rec-
ognizing section 357(c) gain, the Service should issue a revenue ruling that
coordinates the MSAC and resulting relative realized gain allocation method
for characterizing section 357(c) gain with the approach used for recogniz-
ing gain under section 351(b).*** As discussed in Part V.D., this coordinated
approach should allocate the boot to the transferred assets based on their
relative amounts of realized gain.”*' This would result in the same allocation
method applying to the boot and section 357(c) gain, a sensible result given
the similarity between boot and the excess section 357(a) liabilities that gen-

9Under these rules, gains and losses from dispositions of section 1231 property gener-
ally will be treated as long-term capital gains and long-term capital losses if the gains exceed
the losses for the particular taxable year. If section 1231 gains do not exceed section 1231
losses, the gains and losses will be treated as ordinary income and ordinary loss. See LR.C. §
1231(a).

The propriety of using section 1231 to characterize section 357(c) gain is not certain, with
some commentators stating that section 1231 apparently does not apply to section 357(c)
gain. See BITTKER & EUSTICE, supra note 21, at € 3.06[4][d]-[e] n.137. This view appears
to be based on either the statutory language (considering such gain as “gain from a sale or
exchange of a capital asset or property that is not a capital asset”) or the language contained
in the regulations (providing that if half of the transferred assets, based on their fair market
values, are capital assets and half are not, then half of the section 357(c) gain will be treated as
capital gain and half will be other than capital gain), neither of which mentions section 1231.
See LR.C. § 357(c)(1); Reg. § 1.357-2(b), Ex. (2). The Tax Court may have taken this position
in Christopher v. Commissioner, 48 T.C.M. (CCH) 663, 666 n.5, T.C.M. (P-H) € 84,394 at
1544 n.5 (1984) (concluding that section 357(c) gain “does not qualify for capital gain treat-
ment since the property transferred included both inventory and depreciable assets used in
the petitioner’s trade or business”). However, section 357(c)’s language seems broad enough
to allow for section 1231 characterization—with section 1231(b) property being a type of
property that is not a capital asset and thus within a category of property mentioned in sec-
tion 357(c)(1). Alternatively, since the application of section 1231 ultimately leads to capital
gain or ordinary income treatment, its application seems to be sanctioned by the language of
section 357(c)(1). Furthermore, there appears to be no policy reason for subjecting section
357(c) gain to some special characterization rules but not to others. It should also be noted
that the Service in Revenue Ruling 1960-302, after determining that the transferred property
was section 1231 property, went on to determine that section 1239 applied to treat the section
357(c) gain as ordinary income. Rev. Rul. 1960-302, 1960-2 C.B. 223. If section 357(c) does
not allow for the application of section 1231, there would have been no need for the Service
to apply section 1239, given that the transferred property, being depreciable property used in
a trade or business, was not a capital asset and thus would have generated ordinary income in
any event. Thus, the Service appears to take the position that section 1231 applies to section
357(c) gain.

?0The proposed revenue ruling would supplement Revenue Ruling 1968-55, which
addresses the allocation of boot in a section 351 transaction. See supra note 24 and accompa-
nying text.

221 See supra notes 158—59 and accompanying text.
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erate section 357(c) gain.**

The proposed revenue ruling should also address the situation involving
the receipt of boot and assumption of section 357(a) liabilities, but without
section 357(c) gain because the assumed liabilities do not exceed the aggre-
gate adjusted basis of the transferred assets. Consistent with the other recom-
mendations, this Article recommends the use of the MSAC for this situation.
An illustration follows:

Example 14. Assume that an individual transfers two assets, Asset A and
Asset B, to a corporation in a transaction qualifying under section 351. In
connection with the transfer, the corporation assumes $80 of section 357(a)
liabilities of the individual (e.g., longstanding business liabilities). In addi-
tion, the corporation transfers to the individual $60 of cash and $60 of stock.
Asset A is a capital asset, and Asset B is an ordinary asset. At the time of the
transfer, Asset A has a fair market value of $100 and an adjusted basis in the
individual’s hands of $90, and Asset B has a fair market value of $100 and an
adjusted basis in the individual’s hands of $0. Under the MSAC, the individ-
ual is treated as separately transferring Asset A and Asset B to the corporation,
and receiving in exchange for each asset a portion of the assumed liabilities,
cash, and stock. Under the first step of the allocation process, the assumed
liabilities are allocated to each of the assets in an amount not in excess of
the adjusted basis of the particular asset; thus, $80 of assumed liabilities are
allocated to Asset A, and $0 of assumed liabilities are allocated to Asset B.
This portion of the assumed liabilities is treated as a tax-free recovery of basis.
In the second step of the process, the $60 of cash is allocated to the assets
based on their relative remaining values (after the recovery of value due to
the prior allocation of assumed liabilities). Asset A has a remaining value of
$20 (full value of $100, less $80 recovery of value due to the prior allocation
of assumed liabilities), and Asset B has a remaining value of $100 (full value
of $100, less $0 recovery of value due to the prior allocation of assumed
liabilities). Accordingly, in the second step, $10 of cash is allocated to Asset
A, and $50 is allocated to Asset B. Under section 351(b), the amount of gain
recognized on each of the assets is the lesser of the realized gain or the boot
allocated to that asset. Asset A has $10 of realized gain (remaining value of
$20 less remaining basis of $10), and consequently $10 of gain is recognized
on Asset A;** Asset B has $100 of realized gain (remaining value of $100 less
remaining basis of $0), and consequently $50 of gain is recognized on Asset
B.?* The character of the recognized gain on each of the assets is based on the
type of asset involved. Therefore, the $10 of recognized gain on Asset A is a
capital gain, and the $50 of recognized gain on Asset B is ordinary income.

Using the MSAC in the above situation appears to be the only sensible
approach for coordinating the application of sections 357(a) and 351(b). The

222 See supra notes 153—54 and accompanying text.
223'This is the lesser of $10 of realized gain and $10 of allocated boot.
2%4This is the lesser of $100 of realized gain and $50 of allocated boot.
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alternative approach of applying the Revenue Ruling 1968-55 method by
ignoring the assumption of liabilities may allocate to an asset a total amount of
boot and assumed liabilities that exceeds the fair market value of the asset.””

C. Treasurys Power to Revise the Section 357 Regulations

Thereis a substantial question of whether the Treasury has the power to revise
the section 357 regulations in the manner described above. In light of recent
case law, the Treasury’s authority to do so would likely be evaluated under the
standard set forth in Chevron U.S.A. Inc. v. National Resources Defense Council,
Inc.? because such a regulation, if promulgated, should carry the force of
law given that it would be an interpretative regulation issued under section
7805(a) and subject to notice and comment.””” Under the Chevron standard,
a regulation will be upheld if two conditions are satisfied: (i) the intent of
Congress is not clear with respect to the particular issue and (ii) the regula-
tion is based on a permissible construction of the statute.**® In determining
Congress’s intention on a particular issue, a court should employ traditional
tools of statutory construction,”” which should include an examination of
the statute’s legislative history.”"

Under step one of the Chevron standard, the inquiry would be whether
Congress clearly expressed its intent regarding the method to be used for
characterizing section 357(c) gain. In this regard, the statutory language of
section 357(c)(1) appears to permit any method of allocating such gain to the
transferred assets, as it provides that the excess of section 357(a) liabilities over
the transferor’s aggregate adjusted basis in the transferred property “shall be

5 As an illustration, so applying the Revenue Ruling 1968-55 method in Example 14
would allocate to Asset A $30 of boot (one-half of the total given that the assets have equal
full fair market values) and $80 of liabilities (up to each asset’s basis), which totals $110. This
amount exceeds Asset A’s fair market value of $100.

20467 U.S. 837 (1984).

227 See Swallows Holding v. Commissioner, 515 E3d 162 (3d Cir. 2008), revg 126 T.C. 96
(2000); ¢f Littriello v. United States, 484 F.3d. 372 (6th Cir. 2007), rehg denied, 2007 U.S.
App. LEXIS 23640 (6th Cir. 2007), cert. denied, 126 S.Ct. 1290 (2008); McNamee v. Dep’t of
Treasury, 488 E3d 100 (2d Cir. 2007), affg, 96 A.ET.R.2d 6746 (D. Conn. 2005). It should
be pointed out that while most circuits use Chevron to analyze challenges to regulations issued
under section 7805(a), all circuits do not. See Steve R. Johnson, Swallows Holding: Chevron’s
Growing Traction in Tax Litigation, 27 SECTION OF Tax’N NEwWs QUARTERLY, Summer 2008, at
1, 10. Instead, a less deferential standard, such as the standard announced in National Mufflers
Dealer Assn v. United States, 440 U.S. 472 (1979), may be used to determine the validity of
such regulations. Since I ultimately conclude that even under the more deferential Chevron
standard Treasury would lack the power to revise the section 357 regulations as recommended
(see infra notes 238—40 and accompanying text), whether or not to apply Chevron does not
appear to be critical for my analysis.

228 See Chevron, 467 U.S. at 842—43.

29 See id. at 843.

BOCS id. at 845 (A court should not disturb an agency’s interpretation that represents a
reasonable accommodation of conflicting policies that were committed to the agency’s care by
the statute, “unless it appears from the statute or its legislative history that the accommodation
is not one that Congress would have sanctioned.”).
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considered as gain from the sale or exchange of a capital asset or of property
which is not a capital asset, as the case may be.” However, the following state-
ment and example contained in the Senate Report accompanying the enact-
ment of section 357(c) indicates a congressional intent to use the relative fair
market value allocation method currently found in the regulations.*"

The determination of whether a gain resulting from the transfer of capital
assets is long- or short-term capital gain shall be made by reference to the
holding period to the transferor of the assets transferred. For example, if all
of such assets transferred are capital assets and half of the assets (ascertained by
reference to their fair market value at the time of the transfer) have been held
for less than 6 months and the remaining half of the assets have been held
for more than 6 months, half of the excess of the amount of the liability over
the adjusted basis of the property shall be taxed as short-term capital gain,
and the remaining half shal/ be taxed as long-term capital gain (emphasis

supplied).

While this example applies the relative fair market value allocation method
to determine the amount of section 357(c) gain that is long- and short-term
capital gain on a transfer of capital assets held long and short term, it is dif-
ficult to imagine that Congress intended for a different allocation method to
apply where the transferred assets consist of capital assets and ordinary assets.
Indeed, if a particular transfer involved long- and short-term capital assets
along with ordinary assets, the use of different allocation methods would
result in the total amount of capital gain being determined based on the
relative amounts of realized gain on the transferred assets, but the long-term
and short-term amounts of such gain being determined based on the relative
fair market values of the capital assets—a result that seems quite illogical.
There is the possibility that the example in the Senate report provides a pos-
sible method of allocating section 357(c) gain. However, it seems rather clear
that by using the phrase “for example,” the report is not suggesting a possible
method, but instead an application of a chosen method to a particular set of
facts.?

There is also the possibility that by enacting section 362(d)(1), Congress
has implied that the relative realized gain allocation method, rather than the
relative fair market value allocation method, should be used to characterize

#1'The House Report contains a very similar example, but this was intended to illustrate the
approach taken in the House bill that characterized section 357(c) gain as capital gain without
regard to the nature of the transferred assets, an approach that Congress ultimately did not
adopt. See supra note 48.

32 As noted earlier, one commentator is of the view that the example contained in the Senate
Report does not reflect a thought out and deliberate approach for characterizing section 357(c)
gain. See supra note 48. However, it would be difficult to conclude that the insertion of this
example in the report was not deliberate, and the fact that the approach may not have been
thought out (which is far from clear) does not seem relevant to the question of whether it was
intended.
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section 357(c) gain.*** As mentioned previously, section 362(d)(1) provides
that a corporation’s basis in property received in a section 351 transaction
cannot be increased above the fair market value of the property as a result of
the recognition of gain under section 357(c). The analysis in Part V.C. dem-
onstrates that with the section 362(d)(1) limitation, the relative fair market
value allocation method may result in a failure to preserve the appropriate
amount of gain or loss in the assets transferred to a corporation in a section
351 transaction. Thus, it may be contended that since Congress would not
want there to be violations of the gain-loss preservation principle, by implica-
tion Congress must no longer intend for the use of the relative fair market
value allocation method. The problem, of course, with this line of reasoning
is that it assumes that when enacting section 362(d)(1), Congress was aware
of the effect of using the relative fair market value allocation method on the
gain-loss preservation principle as a result of section 362(d)(1); such aware-
ness on the part of Congress seems quite unlikely. Another problem with this
view is that it assumes that Congress is so protective of the gain-loss preserva-
tion principle, which also may not be the case. Thus, it is difficult to interpret
the enactment of section 362(d)(1) as signaling a congressional intention that
detracts from Congress’s previous expression regarding the method for char-
acterizing section 357(c) gain.

Finally, the fact that a few Tax Court decisions have ignored the regula-
tory method and instead characterized section 357(c) gain on the basis of
assets with realized gain®* does suggest that the latter method is reasonable.
However, none of these cases purported to determine that Congress did not
clearly express its intent as to the proper method for characterizing section
357(c) gain,* which, according to Chevron, must first be decided before
evaluating the reasonableness of an agency interpretation.”® In this regard,
the cases do not mention that legislative history set forth above.?” Thus, it
would seem that the conclusions reached in these cases would have little bear-
ing on the analysis under Chevron step one of a regulation adopting the rela-
tive realized gain allocation method.

Consequently, based on section 357(c)’s legislative history, it seems that
Congress has clearly expressed its intent to characterize section 357(c) gain

33 Cf: KAHN & LEHMAN, supra note 5, at 658—59 (stating that it is possible, though unlikely,
that the enactment of section 362(d)(1) invalidated the regulatory scheme for characterizing
section 357(c) gain).

2% See Rosen v. Commissioner, 62 T.C. 11 (1974); Raich v. Commissioner, 46 T.C. 604
(1966); Easson v. Commissioner, 33 T.C. 963, 970-71 (1960), acq. 1964-2 C.B., nonacy.
1964-2 C.B. 8, revd on other grounds, 294 FE2d 653 (9th Cir. 1961).

25 8See Chevron U.S.A., Inc. v. Natural Res. Def. Council, Inc., 467 U.S. 837, 842—43
(1984).

236 See id.

27 See Rosen, 62 T.C. at 11; Raich, 46 T.C. at 604; Easson, 33 T.C. at 970-71.
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based on the relative fair market values of the transferred assets.”® Under
Chevron, if the intent of Congress is clear, both the courts and the administra-
tive agency must yield to the intent of Congress.”* Thus, it appears that based
on the statute’s legislative history, the Treasury would not have the power
to revise Treasury Regulation section 1.357-2(b) so as to replace the relative
fair market value allocation method with the relative realized gain alloca-
tion method.*® Accordingly, it would be advisable for the Treasury to seek
congressional authorization to issue regulations adopting the relative realized
gain allocation method.

VIII. Conclusion

Using the MSAC and its resulting relative realized gain allocation method to
determine the character of section 357(c) gain satisfies several principles of
federal income taxation. The MSAC implements the aggregate basis recovery
approach called for under sections 357(a) and (c), while generally treating a
transfer of multiple assets as transfers of separate assets. As a result, the con-
struct allows for the relevant tax attributes of individual assets to be taken
into account, thus preventing section 357(c) gain from being characterized
with reference to assets that either lack any realized gain or have less realized
gain than the gain being allocated to the particular asset. In addition, the use
of the MSAC avoids the potential failure of the AAC to preserve the correct
amount of gain or loss in the assets transferred to the corporation. Moreover,
the MSAC allows for the same approach for allocating excess section 357 (a)
liabilities and boot under section 351(b), a sensible result given their similar
function. Finally, because sections 351 and 357 should only apply to the
extent of the fair market value of the transferred assets,?*' there should be no
section 357(c) gain in the situation where all of the transferred assets have
realized losses; consequently, the MSAC and resulting relative realized gain
allocation method should not fail to work in this situation.

281f, instead, it was determined that Congress did not clearly express its intent as to the
method for characterizing section 357(c) gain, the analysis would proceed to step two of the
Chevron standard (i.e., whether the regulation is based on a permissible construction of the
statute). See Chevron, 467 U.S. at 842—43. Based on the analysis set forth in this Article, a
regulation adopting the relative realized gain allocation method should be determined to be
based on a permissible construction of section 357(c).

29 See id.

#0 Cf Burke & Chisholm, supra note 5, at 234 (referring to section 357(c)’s legislative his-
tory as presumably being responsible for the regulatory method, and concluding that unless a
reason for this method exists, Congress should correct the treatment of section 357(c) gain). As
noted above, it is possible that a less deferential standard, in particular, the standard announced
in National Mufflers, would be used to evaluate tax regulations promulgated under section
7805(a). See supra note 227. A fortiori, under a less deferential standard, the Treasury should
also lack the power to make the recommended revision.

#1'The same is true with regard to the application of section 361 in the divisive reorganiza-
tion context.
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