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Facts from Rev. Rul. 63-29 (obsoleted by Rev. Rul. 81-25) COBE

M corporation and N corporation were respectively engaged in the manufacture of children's toys 

and in the distribution of steel and allied products. At some time in the past, M corporation sold a 

substantial part of its operating assets for cash and notes to a third party and more recently sold all 

but a small part of the remaining operating assets for cash, also to a third party. Thereafter, for valid 

business reasons, it acquired all of the property of N corporation solely in exchange for its voting 

stock. N corporation distributed   the M stock received to its shareholders and then dissolved. M 

corporation used the assets resulting from the sale of its operating assets to expand the operations 

of the steel distributing business acquired from N corporation.

Holding Rev. Rul. 81-25 (as well as regulations)

In a section 368(a)(1) reorganization the continuity of business enterprise requirement does not 

apply to the business or business assets of the transferee corporation prior to the reorganization.

Rationale:   Section 1.368-1(b) of the Income Tax Regulations states that in order for a 

reorganization to qualify under section 368(a)(1)  there must be continuity of the business 

enterprise under the modified corporate form.

Rev. Rul. 63-29, 1963-1 C.B. 77, holds that the continuity of business enterprise requirement of 

section 1.368-1(b) of the regulations was satisfied where a transferee corporation sold its assets 

and discontinued its business, then acquired the assets of another corporation in exchange for its 

voting stock, and used the sales proceeds realized from the sale of its assets to expand the 

business formerly conducted by the acquired corporation. The holding of Rev. Rul. 63-29, 1963-1 

C.B. 77 is now reflected in the recent amendment to section 1.368-1(1.368-1(d)) of the regulations, 

which looks only to the transferor's historic business or historic business assets for determining if 

the continuity of business enterprise requirement is satisfied.

Rev. Rul. 81-25, 1981-4 I.R.B. 11
(obsoleting RR 63-29)
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Rev. Rul. 79-434   COBE

FACTS:  Corporation X, a corporation engaged in manufacturing, sold all of its assets to unrelated corporation Z for 

$1,000x cash This sale was made in anticipation of X's acquisition by corporation Y, an open-end diversified 

investment company that qualifies as a regulated investment company as that term is defined in section 851 . 

Pursuant to an agreement  between X and Y, X transferred all of its assets (cash and short-term Treasury notes that 

X had purchased with the proceeds from the sale of its assets) to Y in return for 1,000 shares of Y. As provided in the 

agreement, X dissolved after the transfer and distributed the stock of Y to its shareholders, individuals A and B, in 

exchange for their X stock.

LAW AND ANALYSIS A tax-free reorganization assumes that "the new enterprise, the new corporate structure, and 

the new property are substantially continuations of the old [ones] still unliquidated." Section 1.1002-1(c) of the Income 

Tax Regulations. To exclude transactions that are not within the intended scope of a reorganization, the 

specifications of a reorganization are precise. A reorganization must satisfy both the terms of the specifications and 

their underlying assumptions. Section 1.368-1(b). Thus, section 368  does not apply to a transaction that "upon its 

face is outside the plain intent of the statute." See, Gregory v. Helvering, 293 U.S. 465 at 470 (1935). For example, a 

transaction that in substance is a mere sale of assets is not a reorganization. See, section 1.368-1(b) and Cortland 

Specialty Co. v. Commissioner, 60 F.2d 937 (2d Cir.),   cert. denied, 288 U.S. 599 (1932). Similarly, a transaction that 

in substance is a mere purchase by one corporation of stock in another corporation is not a reorganization.

HOLDING The transfer of cash or short-term Treasury notes for stock does not qualify as a reorganization under 

section 368(a)(1)  because in substance it represents a purchase by X of the shares of Y prior to X's liquidation.

The fair market value of the Y stock distributed by X to its shareholders in complete liquidation will be treated as in full 

payment in exchange for their X stock under section 331 . Gain or loss is recognized to the shareholders of X under 

section 1001. 

Rev. Rul. 79-434, 1979-2 C.B. 155
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Facts

P is a holding company whose only asset consists of all the stock of an operating 

subsidiary, S. P merges into S and the P shareholders exchange their P stock for S 

stock.

For purposes of the continuity of business enterprise requirement, the historic business 

of P is the business of S, its operating subsidiary. Therefore, after the merger, S 

continues to conduct P's historic business.

HOLDING 

The continuity of business enterprise requirement is satisfied when a holding company 

is merged into its wholly owned operating subsidiary. 
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Rev. Rul. 85-197, 1985-2 C.B. 120
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FACTS:  T is a corporation engaged in the investment business since 1975. From its inception, T's investment practice has 

been to maintain approximately one-third of the value of its investment portfolio in diversified corporate stock purchased 

primarily for equity growth, one-third  in corporate stock purchased with a view to maximizing current income, and the 

remaining one-third in general corporate bonds purchased with a view to producing steady, predictable returns of income. 

T has no other significant assets.  P is a diversified open-end management investment company whose investment policy 

since it was organized in 1978 has been to attract investors who wish to participate in a managed portfolio consisting 

exclusively of high grade municipal bonds, the income from which is exempt from federal income tax.  In 1982, P acquired 

substantially all of T's assets in exchange solely for shares of P voting common stock in a transaction intended to qualify as 

a reorganization described in section 368(a)(1)(C) Pursuant to the plan of reorganization, T was required, prior to the 

reorganization, to sell its entire portfolio of corporate stock and bonds, and reinvest the proceeds therefrom in municipal 

bonds that were subject to P's approval.

For more than 3 years prior to the proposed transaction, both P and T have been "investment companies" as defined in 

section 368(a)(2)(F) and at no time following  the transaction will P fail to meet the diversification requirements of section 

368(a)(2)(F)(iii). Except as to the issue of whether the continuity of business enterprise requirement has been met, the 

transaction otherwise qualified as a reorganization described in section 368(a)(1)(C).

Rationale  In the present situation, the transaction does not meet the asset continuity test since all of T's historic assets, 

the portfolio of corporate stocks and bonds, were, as part of the plan of reorganization, sold before the transaction was 

consummated, and the proceeds were reinvested in municipal bonds. Consequently, the issue is whether P will continue 

T's historic business.

Section 1.368-1(d)(3)(i) of the regulations provides that the fact that the acquiring corporation is in the same line of 

business as the acquired corporation tends to establish the requisite continuity, but is not alone sufficient. In Example (1) of

section 1.368-1(d)(5), the manufacture of synthetic resins was considered a different line of business from the manufacture 

of chemicals for the textile industry. In the present situation, although P and T were both in the business  [of making 

investments, T's historic business of investing in corporate stocks and bonds is not the same line of business as investing 

in municipal bonds. Moreover, as provided in section 1.368-1(d)(3)(iii), a corporation's historic business is not one the 

corporation enters into as part of a plan of reorganization. The business that P will continue after the reorganization is 

consummated is not the same as the historic business T was engaged in prior to the reorganization.

HOLDING The continuity of business enterprise requirement of section 1.368-1(d) of the regulations is not met upon the 

transfer to P of all of T's assets consisting of municipal bonds T purchased with the proceeds from the sale of its historic 

business assets. Accordingly, the transaction does not qualify as a reorganization under section 368(a)(1)(C).

Rev. Rul. 87-76, 1987-2 CB 84
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Issue:  Whether the continuity of business enterprise requirement set forth in  Treas. Reg. 

section 1.368-1(d) is satisfied under the facts described below.

Facts:  P is a bank holding company with a number of wholly owned banking subsidiaries. T is 

a bank holding company with one banking subsidiary, S1. T owns all of the stock of S1. S1 

owns all of the stock of S2, a mortgage banking company. The value of the S2 stock 

represents a substantial percentage of the value of S1. In order to acquire the existing 

mortgage banking business of S2, P will acquire T. Pursuant to a single overall plan, T will 

merge with and into P. P will then cause S1 to distribute all of the stock of S2 to P. P will 

transfer the S2 stock to one of its wholly-owned banking subsidiaries and, for valid business 

reasons, P will sell S1 to an unrelated purchaser.
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Rev. Rul. 85-198, 1985-52 I.R.B. 7, (COBE)

Issue:  Whether the continuity of business enterprise requirement set forth in  Treas. Reg. 

section 1.368-1(d) is satisfied under the facts described below.

Facts:  P is a bank holding company with a number of wholly owned banking subsidiaries. T is 

a bank holding company with one banking subsidiary, S1. T owns all of the stock of S1. S1 

owns all of the stock of S2, a mortgage banking company. The value of the S2 stock 

represents a substantial percentage of the value of S1. In order to acquire the existing 

mortgage banking business of S2, P will acquire T. Pursuant to a single overall plan, T will 

merge with and into P. P will then cause S1 to distribute all of the stock of S2 to P. P will 

transfer the S2 stock to one of its wholly-owned banking subsidiaries and, for valid business 

reasons, P will sell S1 to an unrelated purchaser.
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Rev. Rul. 85-198, 1985-52 I.R.B. 7, (COBE)
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Rev. Rul. 85-198, 1985-52 I.R.B. 7, (COBE)

Issue:  Whether the continuity of business 

enterprise requirement set forth in  Treas. Reg. 

section 1.368-1(d) is satisfied under the facts 

described below.

Facts:  P is a bank holding company with a 

number of wholly owned banking subsidiaries. T 
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Rev. Rul. 85-198, 1985-52 I.R.B. 7, (COBE)

Rev. Rul. Law and Analysis: Treas. Reg. section 1.368-1(b) of the regulations states that 

requisite to a reorganization under the Internal Revenue Code is a continuity of the business 

enterprise under modified corporate form. Section 1.368-1(d)(2) of the regulations states that a 

continuity of business enterprise requires that the acquiring corporation either continue the 

historic business of the acquired corporation or use a significant portion of the acquired 

corporation's historic business assets in a business. The same section states that: 

“The application of this general rule to certain transactions, such as mergers of 

holding companies, will depend on all facts and circumstances. The policy underlying 

this general rule, which is to ensure that reorganizations are limited to readjustments 

of continuing interests in property under modified corporate form, provides the 

guidance necessary to make these facts and circumstances determinations.”

Also, section 1.368-1(d)(3)(ii) states that if the acquired corporation has more than one line 

of business, the acquiring corporation need only continue a significant line of business.

In the instant case, the policy enunciated in section 1.368-1(d)(2) of the Regulations is 

satisfied. T indirectly operates two significant businesses through its wholly owned 

subsidiaries, S1 and S2. After the merger P will continue to operate, indirectly, one of the two 

significant businesses through S2, now P's second tier subsidiary. See section 1.368-1(d)(5), 

Ex. 1 of the Regulations.

Holding:  The continuity of business enterprise requirement is satisfied.

Result:
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Minnesota Tea Co. vs. Helvering, 

302 U.S. 609 (1938)
Step transaction doctrine

This is the second of two U.S. Supreme Court cases, after the first case, which was held to be a reorganization in 

Helvering vs. Minnesota Tea Co., 296 US 378 (1935): under the continuity of interest principles, this case had at issue 

the $106,471 that was distributed to Petitioner’s (Target’s) shareholders.

This amount was used to pay off Target’s creditors.  

If Target paid creditors, the cash received would be taxable, however, the taxpayer arranged it so that the amount was 

distributed to Target shareholders to pay creditors (which would be tax-free).  The tax court applied the step transaction 

doctrine to treat the transaction as if Target paid Target creditors (and not distributed).  

Minnesota Tea Co.

Petitioner (Target)

Target

shrhldrs

Peterson Investment Co.

(Acquirer #1)

Certain Target assets=
real estate, investments, and
miscellaneous assets 

Facts continued- steps 5-7 
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(5) Contribution of 
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(7) $106,471
cash
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Creditors of Target are paid

Facts  
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Minnesota Tea Co.

Petitioner (Target)
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Creditors of Target are paid

Facts  
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remaining

Grand Union 

Company

(Acquirer #2)

(5) Contribution of 
remaining assets to Acquirer #2

(7) $106,471
cash

U.S. Supreme Court

stepped the transaction

as if Target directly

paid its creditors

(subject to gain)*

Case 2, page 1 of 1

*The law has since been changed 

Re: creditor purging payments
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(Cayman corp)
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Antilles NV

(Neth Ant NV)

100%

100%

100%

100%

100%

100%

100%

Del 
Investments
(Neth.  N.V.)

100%

Petitioner/
Appellant

Court of Appeals affirming the Tax Court for the Commissioner 

I. BACKGROUND

Del Commercial Properties, Inc. ("appellant") is an Illinois corporation whose principal place of business is in Ontario, 

Canada. It is a fourth-tier subsidiary of an affiliated group of corporations ("the Affiliated Group") whose common parent 

is DL Shekels Holdings Ltd. Delcom Financial, Ltd. is a second-tier subsidiary in the Affiliated Group. Delcom Financial 

is a Canadian corporation that owns 100% of the outstanding stock of Delcom Holdings, Ltd., another Canadian 

corporation. In turn, Delcom Holdings owns 100% of Delcom Cayman, Ltd. (a corporation organized in the Cayman 

Islands), which owns 100% of the outstanding stock of Delcom Antilles, N.V. (a corporation organized in the 

Netherlands Antilles). Delcom Antilles owns 100% of the outstanding stock of Del Investments Netherlands B.V. ("Del 

BV"), a corporation organized in the Netherlands.

From 1990 through 1993, appellant's principal business was leasing industrial real estate it owned in the United 

States. In 1990, when appellant needed funding to refinance and improve some of its American properties, one of DL 

Shekels's first-tier subsidiaries, Tridel Corporation, arranged the following financing scheme: On July 18, 1990, the 

Royal Bank of Canada loaned $18 million (in U.S. dollars) to Delcom Financial. That same day, Delcom Financial made 

two unsecured interest-bearing loans to Delcom Holdings. One of those loans (the one directly relevant to this case) 

was for $14 million. Delcom Holdings then contributed "about $14 million to Delcom Cayman for common shares of 

stock." Stipulation of Facts at 5, Del Commercial Props., Inc. v. Commissioner, T.C.M. 1999-41 (Oct. 22, 1998). On the 

same day, "Delcom Cayman contributed about $14 million to Delcom Antilles and received common shares of stock in 

that entity. Later on that same date, Delcom Antilles contributed about $14 million to Del BV and received common 

stock in that entity." Id. at 5-6.

AKA
Del B.V.

Del Commercial Properties vs. C.I.R., 

251 F.2d 210 (D.C. Appeals), (2001)

Affirming the Tax Court

Page 1 of 6
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Step transaction/ 

Business purpose

Del Commercial Properties vs. C.I.R., 

251 F.2d 210 (D.C. Appeals), (2001)

Affirming the Tax Court
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From 1990 through 1993, appellant's principal business was leasing industrial real estate it owned in the United States. 

In 1990, when appellant needed funding to refinance and improve some of its American properties, one of DL Shekels's 

first-tier subsidiaries, Tridel Corporation, arranged the following financing scheme: On July 18, 1990, the Royal Bank of 

Canada loaned $18 million (in U.S. dollars) to Delcom Financial. That same day, Delcom Financial made two unsecured 

interest-bearing loans to Delcom Holdings. One of those loans (the one directly relevant to this case) was for $14 

million. Delcom Holdings then contributed "about $14 million to Delcom Cayman for common shares of stock." 

Stipulation of Facts at 5, Del Commercial Props., Inc. v. Commissioner, T.C.M. 1999-41 (Oct. 22, 1998). On the same 

day, "Delcom Cayman contributed about $14 million to Delcom Antilles and received common shares of stock in that 

entity. Later on that same date, Delcom Antilles contributed about $14 million to Del BV and received common stock in 

that entity." Id. at 5-6.

The following day, July 19, appellant borrowed $14 million from Del BV. That same day, appellant "guaranteed 

repayment of a portion of amounts owed by Delcom Financial to Royal Bank" and authorized Royal Bank to place a 

mortgage on its real property in the U.S. Id. at 7. Appellant also agreed to provide Royal Bank with "annual financial 

statements, to insure its real property, to assign the insurance policies to Royal Bank, to defer paying dividends to 

shareholders, and to use the proceeds from any sales of real property to make payments on the $14 million Royal Bank 

loan." Brief for the Appellee at 6.

Royal Canadian
Bank

AKA
Del B.V.

1. $18m
loan

2. $14m
loan

3. $14m
contribution

3. Common
stock

4. $14m
contribution

4. Common
stock

5. $14m
contribution

5. Common
stock6. $14m cash

loan to Del 
Commercial 
Prop (U.S.)

$ CASH

7. Guarantee
to Bank $14m

Page 2 of 6

July 18-19, 1990, the 
following steps occurred:
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Del Commercial Properties vs. C.I.R., 

251 F.2d 210 (D.C. Appeals), (2001)

Rayel Const. 
Ltd.

(Canada)

AEL Ventures
(Canada)

DL Shekels 
Holdings Ltd

(Canada)

Tridel Corp
(Canada)

La Habra
Develop.
(Canada)

Canamer 
Corp Col.

(U.S.)

Del. Comm.
Prop. Inc.

(U.S.)

Del Comm
Prop. Inc
(Canada)

Business= Leasing 
industrial real estate

100%

100%

100%

100%

Delcom 
Financial Ltd

(Canada)

Delcom
Holdings Ltd

(Canada)

Delcom
Cayman Ltd

(Cayman corp)

Delcom 
Antilles NV

(Neth Ant NV)

100%

100%

100%

100%

100%

100%

100%

Del 
Investments
(Neth.  N.V.)

100%

Petitioner/
Appellant

On January 1, 1991, appellant began repaying Del BV. Del BV transferred these payments "either to Delcom Holdings 

or Delcom Financial. The funds were used to pay principal and interest owed on the $14 million Royal Bank loan." Del 

Commercial Props., T.C.M. 1999-411, slip op. at 7. Beginning in July 1992, however, appellant began making its loan 

payments directly to Delcom Financial, "and Delcom Financial then forwarded funds to Royal Bank in payment on the 

Royal Bank loan." Id. Throughout this time, Del BV reported the interest paid by appellant as income on its Netherlands 

tax returns. Meanwhile, appellant did not file United States withholding tax returns or deposit withholding taxes on any 

payments related to the loan.

On October 30, 1997, the Commissioner provided appellant with a Notice of Deficiency stating that it owed taxes and 

additions based on the interest payments made between 1990 and 1993. See 26 U.S.C. 881, 1442, 6651(a)(1), 6656. 

Appellant petitioned the Tax Court to determine the correct amount of taxes and additions, contending that under a 

treaty between the United States and the Netherlands, no tax is owed to the United States on interest payments made 

by an American corporation to a Dutch corporation. The Tax Court held that the series of loans and stock contributions 

that began with Delcom Financial and ended with appellant "reflect a step transaction created simply to bypass U.S. 

withholding tax." Del Commercial Props., T.C.M. 1999-411, slip op. at 11. Because the appellant had not "presented any 

credible argument" that its failure to file a tax return or deposit withholding taxes was "attributable to reasonable cause,"

the Tax Court concluded that appellant owed penalties in addition to the withholding taxes. Id. at 13. Accordingly, the 

Tax Court ordered appellant to pay $1,194,573 in taxes and additions.

Royal Canadian
Bank

AKA
Del B.V.

7. Guarantee
to Bank $14m

1. Jan. 1, 1991 
Repaying loan

or

*Del Commercial did not 
withhold on the Canadian corp 
payments (as if paying to Del 
B.V.- treaty benefits allow no 
withholding on these 
Netherlands payments)

**Del BV 
reported the 
interest 
payments on 
its 
Netherlands 
tax return

Page 3 of 6

*** Note that 
a payment to 
a Canadian 
company 
should cause a 
U.S. person to 
withhold 15%
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Step transaction/ 

Business purpose

Del Commercial Properties vs. C.I.R., 

251 F.2d 210 (D.C. Appeals), (2001)

Appellant challenges the Tax Court's decision on two grounds. First, it argues that the Tax Court erred in concluding that 

it was responsible for withholding United States taxes on the interest payments it made to Del BV. According to 

appellant, the financing scheme was not designed solely to avoid U.S. taxes. Rather, the scheme sought to allow the 

Affiliated Group to achieve substantial Canadian tax savings, a permissible business purpose under American tax law. 

Second, appellant contends that even if it should have withheld U.S. taxes on the interest payments, the Tax Court 

erred by imposing a penalty for appellant's failure to file withholding tax returns or to deposit the withholding tax. 

Specifically, appellant suggests that it should not be penalized because its decision not to withhold represented a 

reasonable difference of opinion with the Commissioner. We address each of these issues in turn.

A. Withholding of Interest Payments

• The Internal Revenue Code requires foreign corporations to pay "a tax of 30 percent of the amount received from 

sources within the United States by a foreign corporation as interest ... to the extent the amount so received is not 

effectively connected with the conduct of a trade or business within the United States." 26 U.S.C. 881(a). An 

American taxpayer who makes such interest payments is required to deduct and withhold the tax owed by the 

foreign corporation. See 26 U.S.C. 1441, 1442. If the American taxpayer fails to deduct and withhold the tax, he is 

personally liable for the tax due. See 26 U.S.C. 1461.

• Pursuant to the United States-Netherlands Tax Treaty, interest payments made by American taxpayers to 

Netherlands corporations are exempt from taxes in the United States. See Supplementary Convention on Taxes on 

Income and Other Taxes, Dec. 30, 1965, U.S.-Netherlands, Art. VI, 17 U.S.T. 896, 901. In contrast, under the 

United States Canada Tax Treaty, the tax on interest payments "shall not exceed 15 percent of the gross amount 

of the interest" if the recipient of the payments is "the beneficial owner of such interest." Convention on Taxes on 

Income and Capital, Sept. 26, 1980, U.S.-Can., Art. XI, T.I.A.S. No. 11087.

• Under the step-transaction doctrine, a particular step in a transaction is disregarded for tax purposes if the taxpayer 

could have achieved its objective more directly, but instead included the step for no other purpose than to avoid 

U.S. taxes. See Minn. Tea Co. v. Helvering, 302 U.S. 609, 613 (1938). In step-transaction cases, "the existence of 

formal business activity is a given but the inquiry turns on the existence of a nontax business motive." ASA 

Investerings, 201 F.3d at 512. As we explained last year, "the absence of a nontax business purpose is fatal." Id. 

Although taxpayers "are entitled to structure their transactions in such a way as to minimize tax," there must be a 

purpose for the "business activity ... other than tax avoidance" and that purpose cannot be a "facade." Id. at 513; 

see also N. Ind. Pub. Serv. Co. v. Commissioner ("NIPSCO"), 115 F.3d 506, 512 (7th Cir. 1997) (stating that the 

IRS cannot "disregard economic transactions ... which result in actual, non-tax-related changes in economic 

position").

• The Internal Revenue Service--and the courts--will ignore a step in a series of transactions if that step does " 'not 

appreciably affect [the taxpayer's] beneficial interest except to reduce his tax.' " ASA Investerings, 201 F.3d at 514 

(quoting Knetsch v. United States, 364 U.S. 361, 366 (1960) (emphasis added) (quoting Gilbert v. Commissioner, 

248 F.2d 399, 411 (2d Cir. 1957) (Hand, C.J., dissenting))). In two separate revenue rulings the IRS specifically 

has held that an American taxpayer cannot avoid U.S. taxes merely by relying on a treaty with a foreign country. 

See Rev. Rul. 84-153, 1984-2 C.B. 381; Rev. Rul. 84-152, 1984-2 C.B. 383. In other words, if the sole purpose of a 

transaction with a foreign corporation is to dodge U.S. taxes, the treaty cannot shield the taxpayer from the fatality 

of the step-transaction doctrine. For the taxpayer to enjoy the treaty's tax benefits, the transaction must have a 

sufficient business or economic purpose. We accord these rulings Skidmore deference--that is, they are " 'entitled 

to respect' " to the extent they "have the 'power to persuade,' " Christensen v. 

Page 4 of 6
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251 F.2d 210 (D.C. Appeals), (2001)

Harris County, 529 U.S. 576, 587 (2000) (quoting Skidmore v. Swift & Co., 323 U.S. 134, 140 (1944))--and we find them 

persuasive given the plain meaning of 26 U.S.C. 881 and 1442, as informed by Gregory v. Helvering, 293 U.S. 465, 469 

(1935).

From July 1992 through 1993, appellant made its loan payments directly to Delcom Financial. This fact is uncontested. 

Although Del BV may have recorded interest payments in its ledgers and reported them on its Dutch tax returns, there is 

no evidence that appellant paid anything to Del BV during this period. The U.S.-Netherlands Tax Treaty does not apply 

to direct transactions between a U.S. corporation and a Canadian corporation. Accordingly, appellant unquestionably 

should have withheld taxes on its payments to Delcom Financial beginning in July 1992. The Tax Court plainly did not 

err in coming to this conclusion.

Likewise, the Tax Court did not clearly err in concluding that the payments from appellant to Del BV were in substance 

payments made to Delcom Financial and that those payments only served to avoid U.S. taxes. The Tax Court's decision 

in Gaw v. Commissioner is instructive. T.C.M. 1995-531, Nos. 17906-92, 18268-92 (Nov. 9, 1995), aff'd, 111 F.3d 962 

(D.C. Cir. 1997) (unpublished table disposition). Gaw dealt with a U.S. corporation's interest payments to a Dutch 

corporation that was a subsidiary of a Hong Kong corporation. The Tax Court held that the payments were subject to 

U.S. taxes because in substance they were directed to the Hong Kong corporation. The Tax Court explained that 

"[u]nder the substance over form doctrine, although the form of a transaction may literally comply with the provisions of 

the 

• Internal Revenue] Code, that form will not be given effect where it has no business purpose and operates simply as 

a device to conceal the true character of that transaction." Id., slip op. at 96. The court reasoned that the taxpayer 

had not carried his burden of proving that the loans had been structured for any nontax business reason. See id. at 

114. Consequently, the court treated the loan as if it had been made by the Hong Kong corporation and ruled that 

the loan was subject to the withholding tax. See id. at 141-43.

• Similarly, in this case, several facts demonstrate the nexus between the original Royal Bank loan and the loan from 

Del BV to appellant: (1) the interest rates and repayment schedules of the two loans closely correspond; (2) Royal 

Bank obtained a guaranty of repayment from appellant and a security interest in appellant's real property; and (3) 

beginning in the third quarter of 1992, appellant made payments on the loan directly to Delcom Financial at Royal 

Bank's request. Like the taxpayer in Gaw, appellant has failed to carry its burden of proving that Del BV was in 

substance the real lender for tax purposes. If appellant had received the loan from Royal Bank or Delcom Financial 

directly, the interest payments would have been taxable under the U.S. Canada Tax Treaty. Appellant has not 

shown that Del BV served any role with a "sufficient business or economic purpose to overcome the conduit nature 

of the transaction." Rev. Rul. 84-153, 1984-2 C.B. at 384.

• Appellant contends that the series of transactions between Delcom Financial, Delcom Holdings, Delcom Cayman, 

Delcom Antilles, Del BV, and appellant was not designed solely to avoid U.S. taxes. Instead, according to 

appellant, by structuring the transactions as it did, Delcom Financial achieved sizable Canadian tax savings. 

Appellant claims that Delcom Financial was able to take advantage of a Canadian tax code provision that allows 

corporations to deduct interest payments. In other words, Delcom Financial was able to deduct the value of the 

interest payments it made to Royal Bank as part of the original loan. This deduction was particularly valuable to 

Delcom Financial (and thus the Affiliated Group) because it received no additional income from which to offset the 

deduction. In addition, appellant asserts that under Canadian law and a treaty between Canada and the 

Netherlands, no corporations in the Affiliated Group were required to pay taxes "on amounts that were remitted by 

Del BV up the chain and ultimately received by [Delcom Financial] as dividends." Brief for Appellant at 7. 

Ultimately, appellant maintains that the Affiliated Group received substantial Canadian tax benefits relative to the 

U.S. taxes it avoided.

• In Tax Court proceedings, the petitioner maintains the burden of proof. See Tax Ct. R. 142(a). In this case, 

appellant absolutely failed to carry its burden; it did not offer any evidence that the Affiliated Group achieved 

Canadian tax savings. Indeed, appellant did not submit Delcom Financial's Canadian tax returns. Nor did appellant 

submit any of Delcom Financial's corporate records. Without this evidence, the Tax Court could not have found that 

Delcom Financial reported or deducted the interest payments and dividends, or otherwise received any Canadian 

tax benefits.

Page 5 of 6
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In addition, appellant did not ask the Tax Court (or this Court) to take judicial notice of the relevant provisions of the 

Canadian tax code or the Canada-Netherlands tax treaty through which the Affiliated Group claims to have achieved tax 

savings--it did not even cite the provisions on which it claims to have relied. Given the state of the record, we cannot 

possibly conclude that appellant carried its burden before the Tax Court or that the Tax Court clearly erred in finding that 

the transactions served any purpose other than avoiding U.S. taxes.

The only evidence presented to the Tax Court concerning the transactions' supposed Canadian tax benefits is the 

testimony of William Christie, vice president of corporate planning and taxation at Tridel Corporation (a corporation in 

the Affiliated Group that provided management and executive services to the related corporations). Christie testified that 

"I was told" that the "objectives" of the transaction were to secure financing for appellant and "to maximize [the Affiliated

Group's] Canadian tax benefits." He also testified that his boss "said that he wanted to finance the [appellant's] 

operations and to do it in a very tax efficient manner for Canada."

Christie's testimony concerning the objectives of the transactions is hearsay. See Fed. R. Evid. 801, 802; see also 26 

U.S.C. 7453 (providing that Tax Court proceedings shall be conducted "in accordance with the rules of evidence 

applicable in trials without a jury in the United States District Court of the District of Columbia"). As a result, the Tax 

Court could not--and apparently did not--rely upon it for the truth of the matter asserted.

• Likewise, the only evidence appellant offers to establish that the Affiliated Group actually achieved Canadian tax 

benefits from the transactions is conclusory testimony by Christie. This testimony is inadequate to carry appellant's 

burden of proof and certainly does not establish that the Tax Court clearly erred.

• Appellant contends that the IRS has held that foreign tax avoidance in general is a legitimate business purpose. 

See Rev. Rul. 89-101, 1989-2 C.B. 67. Revenue Ruling 89-101, on which appellant relies, focused on a transaction 

in which "a first-tier foreign subsidiary corporation distributes the stock of a second-tier foreign subsidiary 

corporation to the domestic parent corporation to reduce the amount of foreign withholding tax imposed on 

distributions by the second-tier corporation." Id. at 67. The IRS held that the transaction served a corporate 

business purpose within the meaning of Treasury Regulation 1.355-2(b) "because it will benefit the affiliated group 

of corporations by reducing substantially the amount of foreign withholding tax imposed on distributions from a 

member of the group." Id. at 68.

• The Commissioner does not concede that foreign tax avoidance is a legitimate business purpose, and we do not 

need to address that question here. While perhaps not directly applicable to this case, Treasury Regulation 1.355-

2(b) is instructive. That regulation, which  formed the basis for Revenue Ruling 89-101, provides that "reducing non 

Federal taxes is not a corporate business purpose" if (1) the property distribution reduces "both Federal and non 

Federal taxes because of similarities between Federal tax law and the tax law of the other jurisdiction" and (2) "the 

reduction of Federal taxes is greater than or substantially coextensive with the reduction of non Federal taxes." 

Treas. Reg. 1.355-2(b)(2). Based on this regulation and the revenue ruling on which appellant relies, even if foreign 

tax avoidance is a sufficient business purpose, appellant failed to establish that the Affiliated Group (or any of its 

members) achieved foreign tax savings greater than its U.S. tax savings--or that it achieved any foreign tax savings 

for that matter.

Page 6 of 6

17

From Class 2



Comm. vs. Court Holding Co., 324 US 331 (1945) Step Transaction Doctrine

Court Holding Co.

Business:

Apartment Building

Minnie Miller & 

Husband

shrhldrs

Purchaser

October 1, 1939 to February 1940

Negotiations by Corporation

to sell Apartment Building

Court Holding Co.

Business:

Apartment Building

Minnie Miller & 

Husband

shrhldrs

Purchaser

Property was distributed by

Corporation to shareholders

Business:

Apartment Building

1. Liquidating
Distribution of 
Apartment bldg

2. Sale of apartment
building

What was done:

U.S. Supreme Court held sale

was by the Corporation citing

Gregory v. Helvering and 

Minnesota Tea
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Procedural:  Tax Court held the transaction was taxable, the Circuit Court of Appeals reversed 

and this decision by the US Supreme Court reversed Court of Appeals.  Statute in question=   

§ 22 of the Internal Revenue Code 3 for the gain which accrued from the sale.  The answer 

depends upon whether the findings of the Tax Court that the whole transaction showed a sale 

by the corporation rather than by the stockholders were final and binding upon the Circuit Court 

of Appeals.

1   143 F.2d 823.

2   2 T. C. 531.

Profits from the sale of property are taxable as income under § 22(a) of the Internal Revenue 

Code, 26 U. S. C. 22. The Treasury Regulations have long provided that gains accruing from 

the sales of a corporation's assets, in whole or in part, constitute income to it, but that a 

corporation realizes no taxable gain by a mere distribution of its assets in kind, in partial or in 

complete liquidation, however much they may have appreciated in value since acquisition.  

§§ 19.22(a)-19, 19.22(a)-21, Treasury Regulations 103.

The respondent corporation was organized in 1934 solely to buy and hold the apartment 

building which was the only property ever owned by it.  All of its outstanding stock was owned 

by Minnie Miller and her husband. Between October 1, 1939 and February, 1940, while the 

corporation still had legal title to the property, negotiations for its sale took place.  These 

negotiations were between the corporation and the lessees of the property, together with a 

sister and brother-in-law.  An oral agreement was reached as to the terms and conditions of 

sale, and on February 22, 1940, the parties met to reduce the agreement to writing.  The 

purchaser was then advised by the corporation's attorney that the sale could not be 

consummated because it would result in the imposition of a large income tax on the 

corporation.  The next day, the corporation declared a "liquidating dividend," which involved 

complete liquidation of its assets, and surrender of all outstanding stock. Mrs. Miller and her 

husband surrendered their stock, and the building was deeded to them.  A sale contract was 

then drawn, naming the Millers individually as vendors, and the lessees' sister as vendee, which 

embodied substantially the same terms and conditions previously  agreed upon.  One thousand 

dollars, which a month and a half earlier had been paid to the corporation by the lessees, was 

applied in part payment of the purchase price.  Three days later, the property was conveyed to 

the lessees' sister.

The Tax Court concluded from these facts that, despite the declaration of a "liquidating 

dividend" followed by the transfers of legal title, the corporation had not abandoned the sales 

negotiations; that these were mere formalities designed "to make the transaction appear to be 

other than what it was" in order to avoid tax liability.  The Circuit Court of Appeals drawing 

different inferences from the record, held that the corporation had "called off" the sale, and 

treated the stockholders' sale as unrelated to the prior negotiations. 

Comm. vs. Court Holding Co., 324 US 331 (1945) Step Transaction Doctrine
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On the basis of these findings, the Tax Court was justified in attributing the gain from the sale to 

respondent corporation.  The incidence of taxation depends upon the substance of a 

transaction.  The tax consequences which arise from gains from a sale of property are not 

finally to be determined solely by the means employed to transfer legal title. Rather, the 

transaction must be viewed as a whole, and each step, from the commencement of negotiations 

to the consummation of the sale, is relevant.  A sale by one person cannot be transformed for 

tax purposes into a sale by another by using the latter as a conduit through which to pass title.  

To permit the true nature of a transaction to be disguised by mere formalisms, which exist 

solely to alter tax liabilities,  would seriously impair the effective administration of the tax 

policies of Congress.

It is urged that respondent corporation never executed a written agreement, and that an oral 

agreement to sell land cannot be enforced in Florida because of the Statute of Frauds, Comp. 

Gen. Laws of Florida, 1927, vol. 3, § 5779.  But the fact that respondent corporation itself never 

executed a written contract is unimportant, since the Tax Court found from the facts of the entire 

transaction that the executed sale was in substance the sale of the corporation.  The decision of 

the Circuit Court of Appeals is reversed, and that of the Tax Court affirmed.

Comm. vs. Court Holding Co., 324 US 331 (1945) Step Transaction Doctrine
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1.354-1(d)

Example 1. Pursuant to a reorganization under section 368(a) to which 

Corporations T and W are parties, A, a shareholder in Corporation T, 

surrenders all his common stock in Corporation T in exchange for common 

stock of Corporation W. No gain or loss is recognized to A.

Corporation T

A

Corporation W

Stock of T

Stock of W
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§354Rev. Rul. 2004-78, 2004-2 C.B. 108, Receipt of Stock or

Securities in Certain Reorganizations (Securities Exchanged)

Target

Target 

shareholders

Start:

Acq.

Acquiring 

shareholders

Target 

debtholders

1 class of

Target common

stock

1/1/2004 debt issued

12 year maturity of

1-1-2016; market rate 

of interest qualifies as 

a security under §354

Target debt
Target

Target 

shareholders

Target 

debtholders

1 class of

Target common

stock

Target debt

(1) Merger of Target into Acq. in 

an “Acq.” reorganization

(2) Acq. stock to Target stockholders

Acq. Debt to

Target debtholders

On 1-1-14, as part of merger, Acq. debt  is issued to T 

debtholders and this is 10 yrs into  the maturity of the T 

debt (2 yrs remaining), the Acq. Debt has a significant 

modification in the interest 

Issue:  Under the circumstances described below, whether a debt instrument issued by the acquiring corporation in a 

reorganization in exchange for a security of the target corporation is a security within the meaning of  § 354.

Facts:  On 1-1- 2004, Target Corporation issues debt instruments with a stated maturity date of 1-1-16. On the issue 

date, the debt instruments provide for a market rate of interest and are securities within the meaning of § 354. Target 

Corporation has outstanding one class of common stock. On 1-1-14, pursuant to state law, Target Corporation merges 

into Acquiring Corporation in a transaction that qualifies as a reorganization under § 368(a)(1)(A). In the merger, the 

Target Corporation stockholders exchange their Target Corporation common stock for Acquiring Corporation common 

stock. Also in the merger, the Target Corporation security holders exchange their Target Corporation securities for 

Acquiring Corporation debt instruments with terms identical to those of the Target Corporation securities (including the 

maturity date), except that the interest rate is changed (for example, to reflect differences in creditworthiness between 

Target Corporation and Acquiring Corporation). The modification of the interest rate is a significant modification under 

Treas. Reg. §1.1001-3.

Law and Analysis: Section 354(a)(1) provides, in part, that no gain or loss shall be recognized if securities in a 

corporation that is a party to a reorganization are, in pursuance of the plan of reorganization, exchanged solely for 

securities in such corporation or in another corporation that is a party to the reorganization.

Section 1.368-1(b) sets forth the general rule that, upon an exchange, gain or loss must be recognized if the new 

property differs materially in kind or extent from the old property. The regulation then explains that the purpose of the 

reorganization provisions is to except from the general rule certain  exchanges incident to readjustments of corporate 

structures that are required by business exigencies and that effect only a readjustment of continuing interests in 

property under modified corporate forms. Congress has recognized that when a taxpayer receives stock or securities in 

exchange for stock or securities owned by the taxpayer incident to a readjustment of a corporate structure, the new 

stock or securities are treated as taking the place of the stock or securities exchanged therefor. See H.R. Rep. No. 704, 

at 13-14 (1933).

Neither § 354 nor the regulations under § 354 define the term "securities." Under case law, an instrument with a term 

of less than five years generally is not a security. See, e.g.,  Pinellas Ice & Cold Storage Co. v. Commissioner, 287 U.S. 

462, 1933-1 C.B. 161 (1933) (holding that short-term notes payable within four months were not securities within the 

meaning of the reorganization provisions);  Lloyd-Smith v. Commissioner, 116 F.2d 642 (2d Cir.), cert. denied,  313 

U.S. 588 (1941) (holding that two-year notes were not securities);  Neville Coke & Chemical Co., 148 F.2d 599 (3d Cir.), 

cert. denied,  326 U.S. 726 (1945) (holding that three, four, and five-year notes were not securities).

Under the foregoing authorities, an instrument with a term of two years generally would not qualify as a security. 

However, because the debt instruments of the Acquiring Corporation are issued in the reorganization in exchange for 

securities of the Target Corporation and bear the same terms (other than interest rate) as the securities of the Target 

Corporation, the debt instruments of the Acquiring Corporation represent a continuation of the security holder's in-

vestment in the Target Corporation in substantially the same form. Therefore, the debt instruments of the Acquiring 

Corporation exchanged for the securities of the Target Corporation are securities within the meaning of § 354.

Holding:  Under the circumstances described above, a debt instrument issued by the acquiring corporation in a 

reorganization in exchange for a security of the target corporation is a security within the meaning of § 354.
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“A” Reorganization Requirements:
A Reorganizations

Transfer is by operation of law (statute, administrative law)- it cannot be by 

contract or decree.

All of the assets and liabilities of the combining unit (a combining entity must 

be a corporation for fitp) are transferred to the transferee unit.

The combining entity of the transferor unit must cease to exist under applicable 

law- this means for all purposes (not just for all tax purposes or all fitp).

COI

COBE

Step Transaction Doctrine

Business Purposes

As of 2006 can be made under foreign law

As of 2006, the transferor target corporation and transferee corporation can be 

foreign corporations

Note that there is no sub-all requirement (such as, for example, C and 

acquisitive D reorganizations [and (a)(2)(D) and (a)(2)E]), nor voting stock 

requirement (such as, for example, B and C reorganizations).

Recent Published Guidance:

• Rev. Rul. 2000-5 (no divisive mergers allowed regardless of state law)

• Proposed Regulations 2000 (no “A” merger permitted by T corp into DE) 

• Proposed Regulations 2001 (“A” merger permitted by T corp into DE) 

• Temporary and Proposed Regulations 2003 (domestic)

• Proposed Regulations 2005 (foreign aspect)

• Final Regulations 2006
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Treas. Reg. section 1.368-2(b)(1)(i) Definitions. For purposes of this paragraph (b)(1), the 

following terms shall have the following meanings:

(A) Disregarded entity. A disregarded entity is a business entity (as 

defined in §301.7701-2(a) of this chapter) that is disregarded as an 

entity separate from its owner for Federal income tax purposes. Examples 

of disregarded entities include a domestic single member limited liability 

company that does not elect to be classified as a corporation for Federal 

income tax purposes, a corporation (as defined in §301.7701-2(b) of this 

chapter) that is a qualified REIT subsidiary (within the meaning of 

section 856(i)(2)), and a corporation that is a qualified subchapter S 

subsidiary (within the meaning of section 1361(b)(3)(B)).

(B) Combining entity. A combining entity is a business entity that is a 

corporation (as defined in §301.7701-2(b) of this chapter) that is not a 

disregarded entity.

(C) Combining unit. A combining unit is composed solely of a combining 

entity and all disregarded entities, if any, the assets of which are 

treated as owned by such combining entity for Federal income tax purposes.

(ii) Statutory merger or consolidation generally. For purposes of section 

368(a)(1)(A), a statutory merger or consolidation is a transaction 

effected pursuant to the statute or statutes necessary to effect the 

merger or consolidation, in which transaction, as a result of the 

operation of such statute or statutes, the following events occur 

simultaneously at the effective time of the transaction—

(A) All of the assets (other than those distributed in the transaction) 

and liabilities (except to the extent such liabilities are satisfied or 

discharged in the transaction or are nonrecourse liabilities to which 

assets distributed in the transaction are subject) of each member of one 

or more combining units (each a transferor unit) become the assets and 

liabilities of one or more members of one other combining unit (the 

transferee unit); and

(B) The combining entity of each transferor unit ceases its separate legal 

existence for all purposes; provided, however, that this requirement will 

be satisfied even if, under applicable law, after the effective time of 

the transaction, the combining entity of the transferor unit (or its 

officers, directors, or agents) may act or be acted against, or a member 

of the transferee unit (or its officers, directors, or agents) may act or 

be acted against in the name of the combining entity of the transferor 

unit, provided that such actions relate to assets or obligations of the 

combining entity of the transferor unit that arose, or relate to 

activities engaged in by such entity, prior to the effective time of the 

transaction, and such actions are not inconsistent with the requirements 

of paragraph (b)(1)(ii)(A) of this section.
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A Reorganizations

DE

Combining entity
Corporation fitp

Combining Unit

DE

Combining entity
Corporation fitp

TARGET

Transferor Unit

DE

Combining entity
Corporation fitp

ACQUIRING

Transferee Unit
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Compliance with a corporate law merger statute does not by itself qualify a 
transaction as a ‘‘statutory merger’’ for purposes of section 368(a)(1)(A). See 
Roebling v. Commissioner, 143 F.2d 810, 812 (3d Cir. 1944), cert. denied, 323 U.S. 773 
(1944). The [2000] proposed regulations contain the requirements that must be 
satisfied for a state or Federal law merger or consolidation to qualify as a 
reorganization under section 368(a)(1)(A). In addition, the [2000] proposed 
regulations remove the word ‘‘corporation’’ from the requirement that, in order to 
qualify as a reorganization under section 368(a)(1)(A), a merger or consolidation must 
be effected pursuant to the corporation law of the relevant jurisdiction. This change is 
necessary to conform the regulations to the IRS’ longstanding position that a merger 
or consolidation may qualify as a reorganization under section 368(a)(1)(A) even if it 
is undertaken pursuant to laws other than the corporation law of the relevant 
jurisdiction. See Rev. Rul. 84–104 (1984–2 C.B. 94) (a ‘‘consolidation’’ pursuant to the 
National Banking Act, 12 U.S.C. 215, is treated as a merger for Federal tax purposes).

A Reorganization – REG–106186–98 (May 16, 2000) 

Proposed Regulations Preamble- in part- see FR

A Reorganizations



Rev. Rul. 2000-5, 2000-5 IRB 1

(divisive mergers need to be tested under 355)

Target

T sh’s

Asset pool 2Asset pool 1

Acquirer

A sh’s

Acquirer assetsAsset pool 2

Acquirer stock

Target

T sh’s

Asset pool 1

Acquirer

A sh’s

Acquirer assetsAsset pool 2

FACTS:  Situation (1). A target corporation transfers some of its assets and liabilities to an acquiring 

corporation, retains the remainder of its assets and liabilities, and remains in existence following the 

transaction. The target corporation's shareholders receive stock in the acquiring corporation in exchange  

for part of their target corporation stock and they retain their remaining target corporation stock. The 

transaction qualifies as a merger under state X corporate law.

ISSUES:  Whether a transaction in which (1) a target corporation "merges" under state law with and into 

an acquiring corporation and the target corporation does not go out of existence, or (2) a target 

corporation "merges" under state law with and into two or more acquiring corporations and the target 

corporation goes out of existence, qualifies as a reorganization under § 368(a)(1)(A)?

DISCUSSION:  Historically, corporate law merger statutes have operated to ensure that "[a] merger 

ordinarily is an absorption by one corporation of the properties and franchises of another whose stock it 

has acquired. The merged corporation ceases to exist, and the merging corporation alone survives." ….  

Thus, unlike § 368(a)(1)(C), in which Congress included a "substantially all the properties" requirement, 

it was not necessary for Congress to explicitly include a similar requirement in § 368(a)(1)(A)because 

corporate law merger statutes contemplated an acquisition of the target corporation's assets by the 

surviving corporation by operation of law.  

Compliance with a corporate law merger statute does not by itself qualify a transaction as a 

reorganization. …. In addition to satisfying the requirements of business purpose, continuity of business 

enterprise and continuity of interest, in order to qualify as a reorganization under § 368(a)(1)(A), a 

transaction effectuated under a corporate law merger statute must have the result that one corporation 

acquires the assets of the target corporation by operation of the corporate law merger statute and the 

target corporation ceases to exist. 

--The transactions described in Situations (1) and (2) do not have the result that one corporation 

acquires the assets of the target corporation by operation of the corporate law merger statute 

and the target corporation ceases to exist. Therefore, these transactions do not qualify as 

reorganizations under § 368(a)(1)(A).

Slide 1 of 3 Slides
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Target

T sh’s

Asset pool 2

Asset pool 1

Acquirer2

A2 sh’s

Acquirer assetsAsset pool 2

Acquirer2 stock

Acquirer1

A1 sh’s
Acquirer1 stock

Acquirer1 assets

Acquirer1

T sh’s

Acquirer2

A sh’s

Acquirer2 assetsAsset pool 2

A sh’s

Asset pool 1

Acquirer1 assets

The target assets are now divided into

Two corporate entities

FACTS:  Situation (2). A target corporation transfers some of its assets and liabilities to each 

of two acquiring corporations. The target corporation liquidates and the target corporation's 

shareholders receive stock in each of the two acquiring corporations in exchange for their 

target corporation stock. The transaction qualifies as a merger under state X corporate law.

ISSUES:  Whether a transaction in which (1) a target corporation "merges" under state law with 

and into an acquiring corporation and the target corporation does not go out of existence, or (2) 

a target corporation "merges" under state law with and into two or more acquiring corporations 

and the target corporation goes out of existence, qualifies as a reorganization under 

§368(a)(1)(A)?

DISCUSSION:  same as previous slide

--The transactions described in Situations (1) and (2) do not have the result that one 

corporation acquires the assets of the target corporation by operation of the corporate 

law merger statute and the target corporation ceases to exist. Therefore, these 

transactions do not qualify as reorganizations under § 368(a)(1)(A).

Slide 2 of 3 Slides
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(They can perhaps also qualify as a “C” or “D” reorganization)

In contrast with the operation of corporate law merger statutes, a divisive 

transaction is one in which a corporation's assets are divided among two or 

more corporations. Section 355 provides tax-free treatment for certain divisive 

transactions, but only if a number of specific requirements are satisfied. 

Congress intended that § 355 be the sole means under which divisive 

transactions will be afforded tax-free status and, thus, specifically required the 

liquidation of the acquired corporation in reorganizations under both §§

368(a)(1)(C) and 368(a)(1)(D) in order to prevent these reorganizations from 

being used in divisive transactions that did not satisfy § 355. See S. Rep. No. 

1622, 83d Cong., 2d Sess. 274 (1954); S. Rep. No. 169, 98th Cong., 2d Sess. 

204 (1984). No specific liquidation requirement was necessary for statutory  

mergers because corporate law merger statutes contemplated that only one 

corporation survived a merger. The transaction described in Situation (1) is 

divisive because, after the transaction, the target corporation's assets and 

liabilities are held by both the target corporation and acquiring corporation and 

the target corporation's shareholders hold stock in both the target corporation 

and acquiring corporation. The transaction described in Situation (2) is divisive 

because, after the transaction, the target corporation's assets and liabilities 

are held by each of the two acquiring corporations and the target corporation's 

shareholders hold stock in each of the two acquiring corporations.

HOLDING:

The transactions described in Situations (1) and (2) do not qualify as 

reorganizations under § 368(a)(1)(A). However, the transactions described in 

Situations (1) and (2) possibly may qualify for tax-free treatment under other 

provisions of the Code.

Slide 3 of 3 Slides
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Delaware TITLE 8, Corporations, CHAPTER 1. GENERAL CORPORATION LAW

Subchapter IX. Merger, Consolidation or Conversion

§ 251 Merger or consolidation of domestic corporations [For application of this 
section, see 79 Del. Laws, c. 327, § 8 and 80 Del. Laws, c. 265, § 17]

(a) Any 2 or more corporations of this State may merge into a single surviving 
corporation, which may be any 1 of the constituent corporations or may consolidate 
into a new resulting corporation formed by the consolidation, pursuant to an 
agreement of merger or consolidation, as the case may be, complying and approved in 
accordance with this section.

(b) The board of directors of each corporation which desires to merge or consolidate 
shall adopt a resolution approving an agreement of merger or consolidation and 
declaring its advisability. The agreement shall state:

(1) The terms and conditions of the merger or consolidation;

(2) The mode of carrying the same into effect;

(3) In the case of a merger, such amendments or changes in the certificate of 
incorporation of the surviving corporation as are desired to be effected by the merger 
(which amendments or changes may amend and restate the certificate of 
incorporation of the surviving corporation in its entirety), or, if no such amendments 
or changes are desired, a statement that the certificate of incorporation of the 
surviving corporation shall be its certificate of incorporation;

(4) In the case of a consolidation, that the certificate of incorporation of the resulting 
corporation shall be as is set forth in an attachment to the agreement;……

§ 261 Effect of merger upon pending actions.

Any action or proceeding, whether civil, criminal or administrative, pending by or 
against any corporation which is a party to a merger or consolidation shall be 
prosecuted as if such merger or consolidation had not taken place, or the corporation 
surviving or resulting from such merger or consolidation may be substituted in such 
action or proceeding.  8 Del. C. 1953, § 261; 56 Del. Laws, c. 50.; 

A ReorganizationsDelaware Merger Statute
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§ 266 Conversion of a domestic corporation to other entities.

(a) A corporation of this State may, upon the authorization of such conversion in 
accordance with this section, convert to a limited liability company, statutory trust, 
business trust or association, real estate investment trust, common-law trust or any 
other unincorporated business including a partnership (whether general (including a 
limited liability partnership) or limited (including a limited liability limited 
partnership)) or a foreign corporation…..
(e) The conversion of a corporation out of the State of Delaware in accordance with 
this section and the resulting cessation of its existence as a corporation of this State 
pursuant to a certificate of conversion to non-Delaware entity shall not be deemed to 
affect any obligations or liabilities of the corporation incurred prior to such 
conversion or the personal liability of any person incurred prior to such conversion, 
nor shall it be deemed to affect the choice of law applicable to the corporation with 
respect to matters arising prior to such conversion.
…..

(f) Unless otherwise provided in a resolution of conversion adopted in accordance 
with this section, the converting corporation shall not be required to wind up its 
affairs or pay its liabilities and distribute its assets, and the conversion shall not 
constitute a dissolution of such corporation.

(g) In connection with a conversion of a domestic corporation to another entity 
pursuant to this section, shares of stock, of the corporation of this State which is to 
be converted may be exchanged for or converted into cash, property, rights or 
securities of, or interests in, the entity to which the corporation of this State is being 
converted or, in addition to or in lieu thereof, may be exchanged for or converted into 
cash, property, shares of stock, rights or securities of, or interests in, another 
domestic corporation or other entity or may be cancelled.

(h) When a corporation has been converted to another entity or business form 
pursuant to this section, the other entity or business form shall, for all purposes of 
the laws of the State of Delaware, be deemed to be the same entity as the 
corporation

Delaware Conversion Statute A Reorganizations
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§ 275 Dissolution generally; procedure.

(a) If it should be deemed advisable in the judgment of the board of directors of any 
corporation that it should be dissolved, the board, after the adoption of a resolution 
to that effect by a majority of the whole board at any meeting called for that purpose, 
shall cause notice of the adoption of the resolution and of a meeting of stockholders 
to take action upon the resolution to be mailed to each stockholder entitled to vote 
thereon as of the record date for determining the stockholders entitled to notice of 
the meeting.
…..
(f) Upon a certificate of dissolution becoming effective in accordance with § 103 of 
this title, the corporation shall be dissolved.

§ 278 Continuation of corporation after dissolution for purposes of suit and winding 
up affairs.

All corporations, whether they expire by their own limitation or are otherwise 
dissolved, shall nevertheless be continued, for the term of 3 years from such 
expiration or dissolution or for such longer period as the Court of Chancery shall in its 
discretion direct, bodies corporate for the purpose of prosecuting and defending 
suits, whether civil, criminal or administrative, by or against them, and of enabling 
them gradually to settle and close their business, to dispose of and convey their 
property, to discharge their liabilities and to distribute to their stockholders any 
remaining assets, but not for the purpose of continuing the business for which the 
corporation was organized. With respect to any action, suit or proceeding begun by or 
against the corporation either prior to or within 3 years after the date of its expiration 
or dissolution, the action shall not abate by reason of the dissolution of the 
corporation; the corporation shall, solely for the purpose of such action, suit or 
proceeding, be continued as a body corporate beyond the 3-year period and until any 
judgments, orders or decrees therein shall be fully executed, without the necessity for 
any special direction to that effect by the Court of Chancery.

Sections 279 through 282 of this title shall apply to any corporation that has expired 
by its own limitation, and when so applied, all references in those sections to a 
dissolved corporation or dissolution shall include a corporation that has expired by its 
own limitation and to such expiration, respectively.

8 Del. C. 1953, § 278; 56 Del. Laws, c. 50; 66 Del. Laws, c. 136, § 36; 77 Del. Laws, c. 
290, § 26.
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X
LLC-DE

Y
C corporation

R
C corporation

V
C corporation

Z
C corporation

(iii) Examples. The following examples illustrate the rules of paragraph 
(b)(1) of this section. In each of the examples, except as otherwise 
provided, each of R, V, Y, and Z is a C corporation. X is a domestic 
limited liability company. Except as otherwise provided, X is wholly 
owned by Y and is disregarded as an entity separate from Y for Federal 
income tax purposes.
The examples are as follows:

A Reorganizations“A” Reorganization Regulations 1.368-2(b)(1) Examples
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X
LLC-DE

Y
C corporation

Z
corporation

Z Transfers assets
But remains in existence

X
LLC-DE

Y
C corporation

Z
C corporation

Some of Z 

assets

Z sh’s
Z sh’s

Some of Z 

assets

Example 1. Divisive transaction pursuant to a merger statute. (i) Facts. Under 

State W law, Z transfers some of its assets and liabilities to Y, retains the 

remainder of its assets and liabilities, and remains in existence for Federal 

income tax purposes following the transaction. The transaction qualifies as a 

merger under State W corporate law.

(ii) Analysis. The transaction does not satisfy the requirements of paragraph 

(b)(1)(ii)(A) of this section because all of the assets and liabilities of Z, the 

combining entity of the transferor unit, do not become the assets and liabilities 

of Y, the combining entity and sole member of the transferee unit. In addition, 

the transaction does not satisfy the requirements of paragraph (b)(1)(ii)(B) of 

this section because the separate legal existence of Z does not cease for all 

purposes. Accordingly, the transaction does not qualify as a statutory merger or 

consolidation under section 368(a)(1)(A).

A Reorganizations

See Situation 1 of Rev. Rul. 2000-5
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X
LLC-DE

Y
C corporation

Z
C corporation

1. Merger and 

transfer  of assets & L

2. Z cease’s to exist

Y stock

To Z sh’sZ sh’s

X
LLC-DE

Y
C corporation

All of Z assets

& liab

Z sh’s Y sh’s

Example 2. Merger of a target corporation into a disregarded entity in exchange for stock 

of the owner. (i) Facts. Under State W law, Z merges into X. Pursuant to such law, the 

following events occur simultaneously at the effective time of the transaction: all of the 

assets and liabilities of Z become the assets and liabilities of X and Z's separate legal 

existence ceases for all purposes. In the merger, the Z shareholders exchange their stock 

of Z for stock of Y.

(ii) Analysis. The transaction satisfies the requirements of paragraph (b)(1)(ii) of this 

section because the transaction is effected pursuant to State W law and the following 

events occur simultaneously at the effective time of the transaction: all of the assets and 

liabilities of Z, the combining entity and sole member of the transferor unit, become the 

assets and liabilities of one or more members of the transferee unit that is comprised of 

Y, the combining entity of the transferee unit, and X, a disregarded entity the assets of 

which Y is treated as owning for Federal income tax purposes, and Z ceases its separate 

legal existence for all purposes. Accordingly, the transaction qualifies as a statutory 

merger or consolidation for purposes of section 368(a)(1)(A).
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X
LLC-DE

Y
C corporationZ

C corporation

1. Merger and 

transfer  of assets & L

2. Z cease’s to exist

U
QSub-DE

Y stock

To Z sh’sZ sh’s

X
LLC-DE

Y
C corporation

All of Z assets

& liab

U
C corporation

Z sh’s

Y sh’s

Y sh’s

Example 3. Merger of a target S corporation that owns a QSub into a disregarded entity. (i) Facts. The 

facts are the same as in Example 2, except that Z is an S corporation and owns all of the stock of U, a 

QSub.

(ii) Analysis. The deemed formation by Z of U pursuant to § 1.1361-5(b)(1) (as a consequence of the 

termination of U's QSub election) is disregarded for Federal income tax purposes. The transaction is 

treated as a transfer of the assets of U to X, followed by X's transfer of these assets to U in exchange for 

stock of U. See § 1.1361-5(b)(3) Example 9. The transaction will, therefore, satisfy the requirements of 

paragraph (b)(1)(ii) of this section because the transaction is effected pursuant to State W law and the 

following events occur simultaneously at the effective time of the transaction: all of the assets and 

liabilities of Z and U, the sole members of the transferor unit, become the assets and liabilities of one or 

more members of the transferee unit that is comprised of Y, the combining entity of the transferee unit, 

and X, a disregarded entity the assets of which Y is treated as owning for Federal income tax purposes, 

and Z ceases its separate legal existence for all purposes. Moreover, the deemed transfer of the assets 

of U in exchange for U stock does not cause the transaction to fail to qualify as a statutory merger or 

consolidation. See § 368(a)(2)(C). Accordingly, the transaction qualifies as a statutory merger or 

consolidation for purposes of section 368(a)(1)(A).

A Reorganizations
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X
LLC-DE

Y
C corporation

Z
C corporation

1. Merger and 

transfer  of assets & L
2. Z cease’s to exist

V stock

To Z sh’s

V
C corporation

Z sh’s

Example 4. Triangular merger of a target corporation into a disregarded entity. (i) 

Facts. The facts are the same as in Example 2, except that V owns 100 percent 

of the outstanding stock of Y and, in the merger of Z into X, the Z shareholders 

exchange their stock of Z for stock of V. In the transaction, Z transfers 

substantially all of its properties to X.

(ii) Analysis. The transaction is not prevented from qualifying as a statutory 

merger or consolidation under section 368(a)(1)(A), provided the requirements of 

section 368(a)(2)(D) are satisfied. Because the assets of X are treated for 

Federal income tax purposes as the assets of Y, Y will be treated as acquiring 

substantially all of the properties of Z in the merger for purposes of determining 

whether the merger satisfies the requirements of section 368(a)(2)(D). As a 

result, the Z shareholders that receive stock of V will be treated as receiving 

stock of a corporation that is in control of Y, the combining entity of the transferee 

unit that is the acquiring corporation for purposes of section 368(a)(2)(D). 

Accordingly, the merger will satisfy the requirements of section 368(a)(2)(D).

A ReorganizationsA Reorganization Examples
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LLC-DE
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Y ptshp ints

To Z sh’sZ sh’s

Y
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X
LLC-DE
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& liab

Y
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Z sh’s

Example 5. Merger of a target corporation into a disregarded entity owned by a 

partnership. (i) Facts. The facts are the same as in Example 2, except that Y is 

organized as a partnership under the laws of State W and is classified as a partnership 

for Federal income tax purposes.

(ii) Analysis. The transaction does not satisfy the requirements of paragraph 

(b)(1)(ii)(A) of this section. All of the assets and liabilities of Z, the combining entity and 

sole member of the transferor unit, do not become the assets and liabilities of one or 

more members of a transferee unit because neither X nor Y qualifies as a combining 

entity. Accordingly, the transaction cannot qualify as a statutory merger or 

consolidation for purposes of section 368(a)(1)(A).
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X
LLC-DE

Y
C corporation

Z
C corporation

Z sh’s
Y sh’s

Y
C corporation

Z
C corporation

Z sh’s Y sh’s

X assets

(part of Y assets) Other Y assets

Example 6. Merger of a disregarded entity into a corporation. (i) Facts. Under State W 

law, X merges into Z. Pursuant to such law, the following events occur simultaneously 

at the effective time of the transaction: all of the assets and liabilities of X (but not the 

assets and liabilities of Y other than those of X) become the assets and liabilities of Z 

and X's separate legal existence ceases for all purposes.

(ii) Analysis. The transaction does not satisfy the requirements of paragraph 

(b)(1)(ii)(A) of this section because all of the assets and liabilities of a transferor unit 

do not become the assets and liabilities of one or more members of the transferee 

unit. The transaction also does not satisfy the requirements of paragraph (b)(1)(ii)(B) 

of this section because X does not qualify as a combining entity. Accordingly, the 

transaction cannot qualify as a statutory merger or consolidation for purposes of 

section 368(a)(1)(A).
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X
LLC-DE

Y
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Z
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1. Merger and 

transfer  of assets & L
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To Z sh’sZ sh’s

X
LLC-DE

Y
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All of Z assets

& liab

Z sh’s

Example 7. Merger of a corporation into a disregarded entity in exchange for interests in the 

disregarded entity. (i) Facts. Under State W law, Z merges into X. Pursuant to such law, the 

following events occur simultaneously at the effective time of the transaction: all of the assets and 

liabilities of Z become the assets and liabilities of X and Z's separate legal existence ceases for 

all purposes. In the merger of Z into X, the Z shareholders exchange their stock of Z for interests 

in X so that, immediately after the merger, X is not disregarded as an entity separate from Y for 

Federal income tax purposes. Following the merger, pursuant to § 301.7701-3(b)(1)(i) of this 

chapter, X is classified as a partnership for Federal income tax purposes.

(ii) Analysis. The transaction does not satisfy the requirements of paragraph (b)(1)(ii)(A) of this 

section because immediately after the merger X is not disregarded as an entity separate from Y 

and, consequently, all of the assets and liabilities of Z, the combining entity of the transferor unit, 

do not become the assets and liabilities of one or more members of a transferee unit. 

Accordingly, the transaction cannot qualify as a statutory merger or consolidation for purposes of 

section 368(a)(1)(A).
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Z sh’s

cash
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X
LLC-DE

Y
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Y sh’s
Z sh’s

Bus. P

cash

Example 8. Merger transaction preceded by distribution. (i)Facts. Z operates two unrelated 

businesses, Business P and Business Q, each of which represents 50 percent of the value of 

the assets of Z. Y desires to acquire and continue operating Business P, but does not want to 

acquire Business Q. Pursuant to a single plan, Z sells Business Q for cash to parties 

unrelated to Z and Y in a taxable transaction, and then distributes the proceeds of the sale 

pro rata to its shareholders. Then, pursuant to State W law, Z merges into Y. Pursuant to 

such law, the following events occur simultaneously at the effective time of the transaction: 

all of the assets and liabilities of Z related to Business P become the assets and liabilities of 

Y and Z's separate legal existence ceases for all purposes. In the merger, the Z shareholders 

exchange their Z stock for Y stock.

(ii) Analysis. The transaction satisfies the requirements of paragraph (b)(1)(ii) of this section 

because the transaction is effected pursuant to State W law and the following events occur 

simultaneously at the effective time of the transaction: all of the assets and liabilities of Z, the 

combining entity and sole member of the transferor unit, become the assets and liabilities of 

Y, the combining entity and sole member of the transferee unit, and Z ceases its separate 

legal existence for all purposes. Accordingly, the transaction qualifies as a statutory merger 

or consolidation for purposes of section 368(a)(1)(A).
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LLC-DE

Y
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V
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V sh’s Y sh’s

X
LLC-DE

Y
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Y sh’sV sh’s

V
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cash

conversion

Example 9. State law conversion of target corporation into a limited liability company. (i) Facts. 

Y acquires the stock of V from the V shareholders in exchange for consideration that consists of 

50 percent voting stock of Y and 50 percent cash. Immediately after the stock acquisition, V files 

the necessary documents to convert from a corporation to a limited liability company under 

State W law. Y's acquisition of the stock of V and the conversion of V to a limited liability 

company are steps in a single integrated acquisition by Y of the assets of V.

(ii) Analysis. The acquisition by Y of the assets of V does not satisfy the requirements of 

paragraph (b)(1)(ii)(B) of this section because V, the combining entity of the transferor unit, does 

not cease its separate legal existence. Although V is an entity disregarded from its owner for 

Federal income tax purposes, it continues to exist as a juridical entity after the conversion. 

Accordingly, Y's acquisition of the assets of V does not qualify as a statutory merger or 

consolidation for purposes of section 368(a)(1)(A).
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Y
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Y sh’sZ sh’s

Z
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cash

Dissolution

Example 10. Dissolution of target corporation. (i) Facts. Y acquires the stock of Z from the Z shareholders in 

exchange for consideration that consists of 50 percent voting stock of Y and 50 percent cash. Immediately 

after the stock acquisition, Z files a certificate of dissolution pursuant to State W law and commences 

winding up its activities. Under State W dissolution law, ownership and title to Z's assets does not 

automatically vest in Y upon dissolution. Instead, Z transfers assets to its creditors in satisfaction of its 

liabilities and transfers its remaining assets to Y in the liquidation stage of the dissolution. Y's acquisition of 

the stock of Z and the dissolution of Z are steps in a single integrated acquisition by Y of the assets of Z.

(ii) Analysis. The acquisition by Y of the assets of Z does not satisfy the requirements of paragraph (b)(1)(ii) 

of this section because Y does not acquire all of the assets of Z as a result of Z filing the certificate of 

dissolution or simultaneously with Z ceasing its separate legal existence. Instead, Y acquires the assets of Z 

by reason of Z's transfer of its assets to Y. Accordingly, Y's acquisition of the assets of Z does not qualify as 

a statutory merger or consolidation for purposes of section 368(a)(1)(A).
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Y
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Z
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Z sh’s Y sh’s

X LLC
ptsp

60%
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Merger into X

Y stock

Y
C corporation

Y sh’s

100%

Z sh’s

X
LLC-DE

Z assets

Example 11. Merger of corporate partner into a 

partnership. (i) Facts. Y owns an interest in X, 

an entity classified as a partnership for Federal 

income tax purposes, that represents a 60 

percent capital and profits interest in X. Z owns 

an interest in X that represents a 40 percent 

capital and profits interest. Under State W law, Z 

merges into X. Pursuant to such law, the 

following events occur simultaneously at the 

effective time of the transaction: all of the assets 

and liabilities of Z become the assets and 

liabilities of X and Z ceases its separate legal 

existence for all purposes. In the merger, the Z 

shareholders exchange their stock of Z for stock 

of Y. As a result of the merger, X becomes an 

entity that is disregarded as an entity separate 

from Y for Federal income tax purposes.

(ii) Analysis. The transaction satisfies the requirements of paragraph (b)(1)(ii) of this section because 

the transaction is effected pursuant to State W law and the following events occur simultaneously at the 

effective time of the transaction: all of the assets and liabilities of Z, the combining entity and sole 

member of the transferor unit, become the assets and liabilities of one or more members of the 

transferee unit that is comprised of Y, the combining entity of the transferee unit, and X, a disregarded 

entity the assets of which Y is treated as owning for Federal income tax purposes immediately after the 

transaction, and Z ceases its separate legal existence for all purposes. Accordingly, the transaction 

qualifies as a statutory merger or consolidation for purposes of section 368(a)(1)(A).
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B. Existence and Composition of the Transferee Unit – (in part) 
The 2003 proposed regulations generally require that, in order for a transaction to 
qualify as a statutory merger or consolidation, all of the assets and liabilities of each 
member of the transferor combining unit become the assets and liabilities of one or 
more members of one other combining unit (the transferee unit). For this purpose, a 
combining unit is a combining entity and all of its disregarded entities and a combining 
entity is a business entity that is a corporation (as defined in §301.7701–2(b)) that is not 
a disregarded entity). As described above, the definition of statutory merger or 
consolidation allows for the possibility that a merger of a corporation into an entity 
disregarded as an entity separate from an acquiring corporation could qualify as a 
statutory merger or consolidation. 

One commentator stated that while it is clear that the existence and composition of 
the transferor unit are tested only immediately before the transaction and that the 
existence and composition of the transferee unit are tested immediately after the 
transaction, it is not clear whether the existence and composition of the transferee unit 
are also tested immediately prior to the transaction. This ambiguity, the commentator 
argued, creates uncertainty as to whether the following transaction can qualify as a 
statutory merger or consolidation:  A and T, both corporations, together own all of the 
membership interests in P, a limited liability company that is treated as a partnership for 
Federal income tax purposes. T merges into P. In the merger, the shareholders of T 
exchange their T stock for A stock. As a result of the merger, P becomes an entity that is 
disregarded as an entity separate from A. If the existence and composition of the 
transferee unit were tested only after the transaction, the transaction could qualify as a 
statutory merger or consolidation. However, if the existence and composition of the 
transferee unit were tested both before and after the transaction, the transaction would 
not qualify for tax-free treatment because, before the merger, P is not a member of the 
transferee unit because it is not treated as an entity that is disregarded as an entity 
separate from A for Federal income tax purposes. 

The IRS and Treasury Department believe that the transaction described should 
qualify as a statutory merger or consolidation. Accordingly, these final regulations 
include an example that illustrates that the existence and composition of the transferee 
unit is not tested immediately prior to the transaction but instead is only tested 
immediately after the transaction. Therefore, the merger of T into P may qualify as a 
statutory merger or consolidation. Moreover, A would be a party to the reorganization, 
permitting nonrecognition under the operative reorganization provisions of subchapter 
C of the Code. 

A ReorganizationsA Reorganization – TD 9242 (Jan 26, 2006) 
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C. Consolidations and Amalgamations - (in part)

Questions have arisen regarding the application of the definition of statutory merger or 
consolidation to transactions that are effected under state law consolidation statutes 
and foreign law amalgamation statutes. In a state law consolidation and a foreign law 
amalgamation, typically, two or more corporations combine and continue in the 
resulting entity, which is a new corporation that is formed in the consolidation 
transaction. Some commentators have asked whether a consolidation or an 
amalgamation can qualify as a statutory merger or consolidation under section 
368(a)(1)(A) if effected pursuant to a law that provides that the consolidating or 
amalgamating corporations continue as one corporation in the resulting corporation. 
Those commentators are concerned that, because the existence of each of the 
consolidating corporations or amalgamating corporations continues in the resulting 
corporation, the requirement that the transferee corporation cease its separate legal 
existence for all purposes may not be satisfied. The IRS and Treasury Department believe 
that the fact that the existence of the consolidating or amalgamating corporations 
continues in the resulting corporation will not prevent a consolidation from qualifying as 
a statutory merger or consolidation under the 2003 temporary regulations. The 2003 
temporary regulations require that the separate legal existence of the target corporation 
ceases. In a consolidation or an amalgamation, even if the governing law provides that 
the existence of the consolidating or amalgamating entities continues in the resulting 
corporation, the separate legal existence of the consolidating or amalgamating entities 
does in fact cease. Therefore, the IRS and Treasury Department do not believe that the 
fact that the existence of the consolidating or amalgamating entities continues in the 
resulting corporation prevents a consolidation or an amalgamation from qualifying as a 
statutory merger or consolidation.

A ReorganizationsA Reorganization – TD 9242 (Jan 26, 2006) 
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Y
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V assets

Z sh’s V sh’s

Example 12. State law consolidation. (i) Facts. Under State W law, Z and V consolidate. 

Pursuant to such law, the following events occur simultaneously at the effective time of the 

transaction: all of the assets and liabilities of Z and V become the assets and liabilities of Y, an 

entity that is created in the transaction, and the existence of Z and V continues in Y. In the 

consolidation, the Z shareholders and the V shareholders exchange their stock of Z and V, 

respectively, for stock of Y.

(ii) Analysis. With respect to each of Z and V, the transaction satisfies the requirements of 

paragraph (b)(1)(ii) of this section because the transaction is effected pursuant to State W law 

and the following events occur simultaneously at the effective time of the transaction: all of the 

assets and liabilities of Z and V, respectively, each of which is the combining entity of a 

transferor unit, become the assets and liabilities of Y, the combining entity and sole member of 

the transferee unit, and Z and V each ceases its separate legal existence for all purposes. 

Accordingly, the transaction qualifies as the statutory merger or consolidation of each of Z and 

V into Y for purposes of section 368(a)(1)(A).

A ReorganizationsA Reorganization Examples
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Background and Explanation of Provisions 
Before 1934, the term merger, as used in the reorganization provisions, included 

statutory mergers as well as other combinations of corporate entities. In 1934, congress 
amended the definition of a reorganization to provide separately for statutory mergers 
or consolidations and for the other types of transactions previously included in the 
definition of a merger. There is no indication in the legislative history of the 1934 
changes to the definition of reorganization that Congress intended to exclude 
transactions effected under foreign law. 

In 1935, Treasury regulations interpreted the term statutory merger under the revised 
provision to mean a merger or consolidation effected pursuant to the corporation laws 
of a State or Territory or the District of Columbia. The requirement that the transaction 
be effected under domestic law remains in place, with minor variations. The Treasury 
Department and IRS believe that this interpretation is reasonable; nevertheless, the 
Treasury Department and IRS believe that a reexamination is warranted in light of the 
purposes of the statute and changes in domestic and foreign law since 1935. 

The states have revised their laws to offer a greater variety of business entities and 
greater flexibility in effecting business combinations. Accordingly, the Treasury 
Department and IRS thought it advisable to define a merger or consolidation 
functionally, to supplement the reference to State law. 

Accordingly, the Treasury Department and IRS developed and proposed such a 
functional definition in 2003. 
…..

Many foreign jurisdictions now have merger or consolidation statutes that operate in 
material respects like those of the states, i.e., all assets and liabilities move by operation 
of law. The Treasury Department and IRS believe that transactions affected pursuant to 
these statutes should be treated as reorganizations if they satisfy the functional criteria 
applicable to transactions under domestic statutes. 

This document proposes a revised definition of a statutory merger or consolidation. 
The previously proposed definition of a statutory merger required that it be a transaction 
effected ‘‘pursuant to the laws of the United States or a State or the District of 
Columbia.’’ See REG–126485–01 (2003– 9 I.R.B. 542, 68 FR 3477). The new proposed 
definition contained in this document replaces the quoted language with ‘‘pursuant to 
the statute or statutes necessary to effect the merger or consolidation.’’ This proposed 
change would allow a transaction effected pursuant to the statutes of a foreign 
jurisdiction or of a United States possession to qualify as a statutory merger or 
consolidation under section 368(a)(1)(A), provided it otherwise qualifies as a 
reorganization. The phrase statute or statutes is not intended to prevent transactions 
effected pursuant to legislation from qualifying as mergers or consolidations where such 
legislation is supplemented by administrative or case law. 

A Reorganization – REG–117969–00  (Jan 5, 2005) 

Proposed Regulations Preamble- see FR
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Example 13. Transaction effected pursuant to foreign statutes. (i) Facts. Z and Y are entities 

organized under the laws of Country Q and classified as corporations for Federal income tax 

purposes. Z and Y combine. Pursuant to statutes of Country Q the following events occur 

simultaneously: all of the assets and liabilities of Z become the assets and liabilities of Y and 

Z's separate legal existence ceases for all purposes.

(ii) Analysis. The transaction satisfies the requirements of paragraph (b)(1)(ii) of this section 

because the transaction is effected pursuant to statutes of Country Q and the following 

events occur simultaneously at the effective time of the transaction: all of the assets and 

liabilities of Z, the combining entity of the transferor unit, become the assets and liabilities of 

Y, the combining entity and sole member of the transferee unit, and Z ceases its separate 

legal existence for all purposes. Accordingly, the transaction qualifies as a statutory merger 

or consolidation for purposes of section 368(a)(1)(A).

A ReorganizationsA Reorganization Examples
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C. Consolidations and Amalgamations (continued)- See preamble, in part.

Questions have also arisen regarding the application of the definition of statutory 
merger or consolidation to triangular transactions involving consolidations and 
amalgamations. For example, suppose that A seeks to acquire both X and Y, each in 
exchange for consideration that is 50 percent A voting stock and 50 percent cash. Under 
state law, X and Y consolidate into Z, a corporation that results from the acquisition 
transaction as a wholly owned subsidiary of A. The IRS and Treasury Department believe 
that a triangular consolidation or amalgamation should be tested under the 
reorganization rules as a forward triangular merger of each of the consolidating or 
amalgamating corporations into a wholly owned subsidiary of the parent corporation. 
Such a transaction might qualify as a statutory merger or consolidation pursuant to the 
rules of section 368(a)(2)(D). The IRS and Treasury Department recognize that in 
triangular consolidations and triangular amalgamations, the corporation the stock of 
which is used in the transaction (A) does not control the acquiring corporation (Z) 
immediately before the transaction. Nonetheless, the IRS and Treasury Department do 
not believe that section 368(a)(2)(D) requires the corporation the stock of which is used 
in the transaction to control the acquiring corporation immediately prior to the 
transaction and that such corporation’s control of the acquiring corporation immediately 
after the transaction is sufficient to satisfy that requirement of section 368(a)(2)(D). 
Therefore, these final regulations include an example that illustrates the application of 
section 368(a)(2)(D) to a triangular amalgamation. 

A ReorganizationsA Reorganization – TD 9242 (Jan 26, 2006) 
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Z
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Y
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Z sh’s

V
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V sh’s
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to V sh’s

Example 14. Foreign law amalgamation using parent stock. (i) Facts. Z and V are entities organized 

under the laws of Country Q and classified as corporations for Federal income tax purposes. Z and V 

amalgamate. Pursuant to statutes of Country Q, the following events occur simultaneously: all the 

assets and liabilities of Z and V become the assets and liabilities of R, an entity that is created in the 

transaction and that is wholly owned by Y immediately after the transaction, and Z's and V's separate 

legal existences cease for all purposes. In the transaction, the Z and V shareholders exchange their Z 

and V stock, respectively, for stock of Y.

(ii) Analysis. With respect to each of Z and V, the transaction satisfies the requirements of paragraph 

(b)(1)(ii) of this section because the transaction is effected pursuant to Country Q law and the following 

events occur simultaneously at the effective time of the transaction: all of the assets and liabilities of Z 

and V, respectively, each of which is the combining entity of a transferor unit, become the assets and 

liabilities of R, the combining entity and sole member of the transferee unit, with regard to each of the 

above transfers, and Z and V each ceases its separate legal existence for all purposes. Because Y is in 

control of R immediately after the transaction, the Z shareholders and the V shareholders will be treated 

as receiving stock of a corporation that is in control of R, the combining entity of the transferee unit that 

is the acquiring corporation for purposes of section 368(a)(2)(D). Accordingly, the transaction qualifies 

as the statutory merger or consolidation of each of Z and V into R, a corporation controlled by Y, and is 

a reorganization under section 368(a)(1)(A) by reason of section 368(a)(2)(D).

Z sh’s V sh’s

R
C corporation

Y
C corporation

Z and V assets

A Reorganizations
A Reorganization Examples
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X
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Z
(new)

(3) Y merged into X 

state merger

Rev. Rul. 58-93, 1958-1 C.B. 188  

Various ind

X

Orig. X sh’s

Z
(new)

Y assets

Facts Corporation Y, a corporation organized under the laws of the State of C, was engaged in the small 

loan business in the State of B. Its outstanding capital stock consisted of 100x shares of common stock 

of one class, of which 79x shares were owned by Corporation X and 21x shares were owned by various 

individuals.

Inasmuch as the business of Corporation Y was carried on entirely within the State of B, there were 

business disadvantages in operating under a corporate charter issued by the State of C. Also, the 

existence of the large minority interest in Corporation  Y had been a handicap to Corporation X in its 

efforts to raise additional capital through the sale of additional shares of its stock to the public. Therefore, 

Corporation X desired to eliminate the minority interest and continue the activities of Corporation Y 

through a wholly-owned subsidiary organized in the State of B.

For the above reasons, a plan of reorganization was adopted under which Corporation Y transferred all 

of its assets, subject to all of its liabilities, to new Corporation Z (organized under the laws of the State of 

B) in exchange for all of the capital stock of Corporation Z. Immediately thereafter, Corporation Y was 

merged into Corporation X in accordance with the applicable merger statutes of the State of C and the 

state of incorporation of Corporation X. Pursuant to the merger, the minority shareholders of Corporation 

Y exchanged their Y stock for stock of Corporation X. The assets of Corporation Y were transferred to 

Corporation Z prior to the statutory merger (rather than after) for the reason that Corporation X was not 

licensed to do a small loan business in the State of B and therefore could not directly receive the Y 

assets.

Held: In view of the foregoing, it is held that the transaction in the instant case constitutes a 

reorganization under the provisions of sections 368(a)(1)(A) and 368(a)(2)(C) of the Internal Revenue 

Code of 1954. No gain or loss is recognized to Corporation X, Corporation Y, or Corporation Z as a result 

of the exchanges made pursuant to the plan of reorganization. As provided by section 354(a)(1), no gain 

or loss is recognized to the minority shareholders of Corporation Y upon the exchange of their stock for 

stock of Corporation X. Under section 368, the basis of the Corporation X stock in the hands of the 

minority shareholders of Corporation Y is the same as the basis of the Corporation Y stock exchanged 

therefor and, under section 362 (b), the basis of the assets of Corporation Y acquired by Corporation Z is 

the same in the hands of Corporation Z as it was in the hands of Corporation Y. In accordance with 

section 381 (c)(2), the earnings and profits of Corporation Y are deemed to have been received by 

Corporation Z as of the date on which the assets of Corporation Y were transferred to Corporation Z

A Reorganizations
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Rev. Rul. 69-617, 1969-2 CB 57 (332 vs. A reorganization followed by (a)(2)C))

P

S

P shrdr’s

80% 20%

Public P

S

P shrdr’s

80% 20%

Public

1. merger

2. P stock

X

3. S assets

P

X

P shrdr’s Public

Former S assets

Facts:  Corporation P owned more than eighty 

percent of the outstanding stock of corporation S. 

The balance of the outstanding stock of S was 

publicly held. For valid business reasons, P wanted 

to have the business of S conducted by a wholly 

owned subsidiary. In order to accomplish this 

result, S was merged into P pursuant to the laws of 

the states in which they were incorporated. The 

stock of S owned by P was cancelled and the 

minority shareholders of S received shares of 

common stock of P in exchange for their S stock. P 

then transferred all of the assets received from S, 

subject to all the liabilities of S, to its new 

subsidiary, corporation X.

Held:  The specific question presented is whether the transfer of the assets of S to P may qualify as a 

reorganization inasmuch as the transfer is literally within the language of section 332.

The purpose of the transaction in this case, was to have the business operated by S, a partially owned 

subsidiary, transferred to a wholly owned subsidiary. Since the assets of S were immediately transferred 

by P to X, there was no complete liquidation of S within the meaning of section 332. However, the fact 

that P owned more than eighty percent of the stock of S does not prevent the transfer of the assets of S 

to P from qualifying as a statutory merger, where such assets are transferred to another subsidiary.

Accordingly, in the instant case, the merger of S into P followed by the transfer to X of all of the assets of 

S, subject to its liabilities, is a statutory merger within the meaning of sections 368(a)(1)(A) and 

368(a)(2)(C). 
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X corpY corp
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X assets

Result:

Rev. Rul. 70-223, 1970-1 CB 79

Facts:  Corporation X purchased all of the 

outstanding stock of corporation Y within a 12-

month period. Within two years of the last stock 

purchase X was merged into Y. Y's assets had 

an adjusted basis to Y greater than the cost of 

the Y stock to X. Some of these assets, if 

disposed of, by sale or by liquidation would be 

subject to the provisions of sections 47, 1245, 

and 1250.

There are good business reasons for combining 

the businesses of X and Y. In this case it was 

decided to merge X into Y rather than liquidate 

Y in order to obtain the more favorable tax 

treatment afforded by the reorganization 

provisions.

Held:  Since X may accomplish its desired 

objective of combining the two businesses by 

either liquidating Y or by merging into Y, it may 

choose whichever form it desires for the 

transaction.

Accordingly, it is held that the merger of X into Y 

is a reorganization within the meaning of section 

368(a)(1)(A) provided it complies with the laws 

of the states of incorporation of X and Y. 

A Reorganizations
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Rev. Rul. 2001-46

Slide 1 of 2 

Corp X

Corp Y

X shrdr’s

Corp T

Corp X

Corp Y

X shrdr’s

Corp T

1.  Merger of Y into

T with T surviving

T shrdr’s

Corp X

Corp T

X shrdr’sT shrdr’s

T merges 

Into X

FACTS- Situation (1). Corporation X owns all the stock of Corporation Y, a newly formed wholly owned 

subsidiary. Pursuant to an integrated plan, X acquires all of the stock of Corporation T, an unrelated 

corporation, in a statutory merger of Y into T (the "Acquisition Merger"), with T surviving. In the 

Acquisition Merger, the T   shareholders exchange their T stock for consideration, 70 percent of which is 

X voting stock and 30 percent of which is cash. Following the Acquisition Merger and as part of the plan, 

T merges into X in a statutory merger (the "Upstream Merger"). Assume that, absent some prohibition 

against the application of the step transaction doctrine, the step transaction doctrine would apply to treat 

the Acquisition Merger and the Upstream Merger as a single integrated acquisition by X of all the assets 

of T. Also assume that the single integrated transaction would satisfy the nonstatutory requirements of a 

reorganization under § 368(a) .

Held Under the facts presented, if, pursuant to an integrated plan, a newly formed wholly owned 

subsidiary of an acquiring corporation merges into a target corporation, followed by the merger of the 

target corporation into the acquiring corporation, the transaction is treated as a single statutory merger of 

the target corporation into the acquiring corporation that qualifies as a reorganization under 

§368(a)(1)(A).

Triangular Reorganizations

Corp X

X shrdr’sT shrdr’s

T assets

Result:

In Situation 1,

the first step is

taxable transaction

cash
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Corp X

Corp Y

X shrdr’s

Corp T

Corp X

Corp Y

X shrdr’s

Corp T

1.  Merger of Y into

T with T surviving

T shrdr’s

100% X stock

Corp X

Corp T

X shrdr’sT shrdr’s

T merges 

Into X

Situation (2). The facts are the same as in 

Situation (1) except that in the Acquisition 

Merger the T shareholders receive solely X 

voting stock in exchange for their T stock, so 

that the Acquisition Merger, if viewed 

independently of the Upstream Merger, would 

qualify as a reorganization under § 368(a)(1)(A) 

by reason of § 368(a)(2)(E).

Held Under the facts presented, if, pursuant to 

an integrated plan, a newly formed wholly 

owned subsidiary of an acquiring corporation 

merges into a target corporation, followed by 

the merger of the target corporation into the 

acquiring corporation, the transaction is treated 

as a single statutory merger of the target 

corporation into the acquiring corporation that 

qualifies as a reorganization under 

§368(a)(1)(A).

A/Triangular Reorganizations

Corp X

X shrdr’sT shrdr’s

T assets

Result:

Rev. Rul. 2001-46

Slide 2 of 2 

368(a)(2)(E) and “A”
= “A” of T into X
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Y
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Y assets  and
X assets

Result:

Rev. Rul. 69-3 

Facts: X corporation and Y corporation are both federally chartered nonstock

membership savings and loan associations that are owned entirely by their respective 

share account holders. The share accounts of both X and Y are evidenced by 

passbooks. Both X and Y are domestic building and loan associations within the 

meaning of section 7701 (a)(19).

X proposes to merge into Y under the laws of the United States. Pursuant to the plan, all 

the assets of X will vest in,   and all the liabilities of X will be assumed by Y on the 

effective date of the merger. Y will issue to each share account holder of X a share 

account equal to the same dollar amount evidenced by his passbook. The share 

accounts of Y will represent the same rights that the X account holders had in X. X will 

cease to exist and Y will be the surviving association carrying on the business 

operations of the combined associations.

Held:  Since the share account holders of X will receive proprietary interests in Y 

equivalent to their equity interests in X prior to the exchange, and inasmuch as no 

change will occur in their cash deposits, the substitution of identical cash deposits is not 

significant and the substance of the exchange will be solely an equity-for-equity 

exchange that satisfies the continuity of interest requirement.

Accordingly, under these facts, the transaction is a reorganization within the meaning of 

section 368(a)(1)(A). No gain or loss will be recognized to the share account holders of 

X on the exchange of their passbook accounts for passbook accounts of the same 

amount in Y as provided in section 354. 

A Reorganizations
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Rev. Rul. 71-233, 1971-1 C.B. 113 A Reorganizations

Continuity of Interest

59

Facts:  Corporation X is a mutual life insurance company with no excess of gain from operations over 

taxable investment income. It is subject to tax imposed by section 802.  Pursuant to a plan of 

reorganization, X will be merged under state law into corporation Y, a newly organized life insurance 

company taxable under section 802.

Y will acquire all of the assets, subject to all of the liabilities of X, including all liabilities under the 

outstanding insurance policies issued by X. Consequently, the contractual rights of the policyholders of X 

with respect to their outstanding insurance contracts will be unaffected by the merger except that Y will 

become the insurer of such contracts.

Upon consummation of the merger, Y corporation will issue solely all of its four percent nonvoting 

cumulative preferred stock to the policyholders of X in exchange for their proprietary interests in its 

assets. Since both participating and nonparticipating policyholders of X are the owners of the assets of X, 

both will be entitled to receive preferred stock of Y on the exchange, and none will receive less than one 

share.

By operation of state law all of the policyholders of a mutual insurance company have a dual legal 

relationship to the company: (1) as members of a membership corporation they have proprietary interests, 

and (2) as policyholders they possess the contractual rights provided for in their insurance contracts. See, 

for example, Duffy v. Mutual Benefit Life Insurance Co., 272 U.S. 613 (1926), T.D. 3959, C.B. VI-1, 278 

(1927), Ohio State Life Insurance Co. v. Clark, 274 F.2d 771 (1960); State v. Willett, 171 Ind. 296. 86 N.E. 

68 (1908). See also section 7701(a)(7) and section 7701(a)(8).

Payment by each policyholder of the premiums called for by the insurance contracts issued by X 

represents payment for the cost of insurance and an investment in his contract but not an investment in 

the assets of X. His proprietary interest in the assets of X arises solely by virtue of the fact that he is a 

policyholder of X. Therefore, the basis of each policyholder's proprietary interest in X is zero.

Holding:  In the instant case, since the policyholders of X received solely preferred stock of Y in 

exchange for their proprietary interest in X, the continuity of interest requirement is met.  Accordingly the 

merger of X into Y in compliance with state law is a reorganization under section 368(a)(1)(A)
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Treas. Reg. section 1.358-1(b) Example

A
Other
Sh’s

X

1 share

$150 basis

1935

A
Other
Sh’s

X

1 share

$90 basis

($150-60)

$60 of dividends

A
Other
Sh’s

X

1 share

$90 basis

($150-60)

Section 356 exchange

Y
1 X share

1 Y share $100 fmv

$10 cash

$30 fmv property

A’s recognized gain

$100 fmv Y stock

$10 cash from Y

$30 fmv prop from Y

=$140

-$90 basis

=$50 realized gain

$40 recognized gain (cash

& fmv of property rec’vd

exclude gain on stock)

$5 of $40 taxable dividend E&P

$35 from gain on property

A’s basis in Y stock

$90 from X stock carried over

-$10 less cash received from Y

-$30 less fmv of prop recv’d from Y

+$5 dividend

+35 gain on the exchange of property

=$90 Basis A has in Y stock

Also $30 The basis of other property received

(b) The application of paragraph (a) of this section may be illustrated by the following example:

Example. A purchased a share of stock in Corporation X in 1935 for $ 150. Since that date A has received 

distributions out of other than earnings and profits (as defined in section 316 totaling $ 60, so that A's 

adjusted basis for the stock is $ 90. In a transaction qualifying under section 356, A exchanged this share for 

one share in Corporation Y, worth $ 100, cash in the amount of $ 10, and other property with a fair market 

value of $ 30. The exchange had the effect of the distribution of a dividend. A's ratable share of the earnings 

and profits of Corporation X accumulated after February 28, 1913, was $ 5. A realized a gain of $ 50 on the 

exchange, but the amount recognized is limited to $ 40, the sum of the cash received and the fair market 

value of the other property. Of the gain recognized, $ 5 is taxable as a dividend, and $ 35 is taxable as a gain 

from the exchange of property. The basis to A of the one share of stock of Corporation Y is $ 90, that is, the 

adjusted basis of the one share of stock of Corporation X ($ 90), decreased by the sum of the cash received 

($ 10) and the fair market value of the other property received ($ 30) and increased by the sum of the amount 

treated as a dividend ($ 5) and the amount treated as a gain from the exchange of property ($ 35). The basis 

of the other property received is $ 30.
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Other
X Sh’s

X

20 shares *$3

=$60 basis

Date 1
J

Other
X Sh’s

X

Date 1

20 shares *$3

=$60 basis

Date 2

Date 2

10 shares *$6

=$60 basis

J
Other
X Sh’s

X

Date 1

20 shares *$3

=$60 basis

Date 3- merger of X into Y; each shareholder of X gets

two shares of Y stock; can’t indentify shares

Date 2

10 shares *$6

=$60 basis

Other
Y Sh’s

Y
merger

60 Y shares

2/3 of the 60 Y shares (40 shares)

Basis of $60 is allocated over 40 as

$1.50 per share $60/40

=$1.50 of 40 Y shares (basis)

1/3 of the 60 Y shares (20) (date 2 type X shares)

Basis of $60 is allocated over 20 shares

$60/20 =$3

=$3 each of 20 Y shares (basis)

JOther
X Sh’s

Y

Orig. Date 1

20 shares * $3

(now 40 Y shares *$1.50)

=$60 basis

Basis After

Orig. Date 2

10 shares *$6

(now 20 Y shs * $3)

=$60 basis

Other
Y Sh’s

Example 1. (i) Facts. J, an individual, acquired 20 shares of Corporation X stock on Date 1 for $ 3 each and 10 shares 

of Corporation X stock on Date 2 for $ 6 each. On Date 3, Corporation Y acquires the assets of Corporation X in a 

reorganization under section 368(a)(1)(A). Pursuant to the terms of the plan of reorganization, J receives 2 shares of 

Corporation Y stock in exchange for each share of Corporation X stock. Therefore, J receives 60 shares of Corporation 

Y stock. Pursuant to section 354, J recognizes no gain or loss on the exchange. J is not able to identify which shares of 

Corporation Y stock are received in exchange for each share of Corporation X stock.

(ii) Analysis. Under paragraph (a)(2)(i) of this section, J has 40 shares of Corporation Y stock each of which has a basis 

of $ 1.50 and is treated as having been acquired on Date 1 and 20 shares of Corporation Y stock each of which has a 

basis of $ 3 and is treated as having been acquired on Date 2. Under paragraph (a)(2)(vii) of this section, on or before 

the date on which the basis of a share of Corporation Y stock received becomes relevant, J may designate which of the 

shares of Corporation Y stock have a basis of $ 1.50 and which have a basis of $ 3.

Treas. Reg. section 1.358-2(c) Examples
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J

X

Date 1

10 shares *$2

=$20 basis

Date 3

Date 2

10 shares *4

=$40 basis  

Class A

Class B

Date 3

20 shares *$6

=$120 basis  

Total basis $200 over 40 shares

J

X

Date 1

10 shares *$2

=$20 basis

Date 4: “A” reorganization J surrenders all stock in X

and receives 40 Y shares & $200 cash

Date 2

10 shares *4

=$40 basis  

Class A

Class B

Date 3

20 shares *$6

=$120 basis  

Total basis $200 over 40 shares

Y

Merger & all assets transferred

Y stock & $200 cash

Date 4

Fmv class A stock= $10

Fmv class B stock = $10

Fmv Y stock = $5

$5 * 40 shares Y stock =$200

& cash          +    $200

Total=  $400

Example 4. (i) Facts. J, an individual, acquired 10 shares of Class A stock of Corporation X on 

Date 1 for $ 2 each, 10 shares of Class A stock of Corporation X on Date 2 for $ 4 each, and 20 

shares of Class B stock of Corporation X on Date 3 for $ 6 each. On Date 4, Corporation Y 

acquires the assets of Corporation X in a reorganization under section 368(a)(1)(A). Pursuant to 

the terms of the plan of reorganization, J surrenders all of J's shares of Corporation X stock for 

40 shares of Corporation Y stock and $ 200 of cash. On the date of the exchange, the fair 

market value of each share of Class A stock of Corporation X is $ 10, the fair market value of 

each share of Class B stock of Corporation X is $ 10, and the fair market value of each share of 

Corporation Y stock is $ 5. The terms of the exchange do not specify that shares of Corporation 

Y stock or cash are received in exchange for particular shares of Class A stock or Class B stock 

of Corporation X.

Slide 1 of 2 slides
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J

y

Date 1

10 shares *$2

=$20 basis

Date 4: “A” reorganization J surrenders all stock in X

and receives 40 Y shares & $200 cash

Date 2

10 shares *4

=$40 basis  

Formerly Class A Corp x

Formerly Class B Corp X

Date 3

20 shares *$6

=$120 basis  

Total basis $200 over 40 shares

$200 cash

Slide 2 of 2 slides

Date 4

Fmv class A stock= $10

Fmv class B stock = $10

Fmv Y stock = $5

$5 * 40 shares Y stock =$200

& cash          +    $200

Total=  $400

Class A stock

$140 realized

$100 recognized

Class B stock

$80 realized

$80 recognized

Example 4. (i) Facts. J, an individual, acquired 10 shares of Class A stock of Corporation X on Date 1 for 

$ 2 each, 10 shares of Class A stock of Corporation X on Date 2 for $ 4 each, and 20 shares of Class B 

stock of Corporation X on Date 3 for $ 6 each. On Date 4, Corporation Y acquires the assets of 

Corporation X in a reorganization under section 368(a)(1)(A). Pursuant to the terms of the plan of 

reorganization, J surrenders all of J's shares of Corporation X stock for 40 shares of Corporation Y stock 

and $ 200 of cash. On the date of the exchange, the fair market value of each share of Class A stock of 

Corporation X is $ 10, the fair market value of each share of Class B stock of Corporation X is $ 10, and 

the fair market value of each share of Corporation Y stock is $ 5. The terms of the exchange do not 

specify that shares of Corporation Y stock or cash are received in exchange for particular shares of 

Class A stock or Class B stock of Corporation X.

(ii) Analysis. Under paragraph (a)(2)(ii) of this section and under § 1.356-1(b), because the terms of the 

exchange do not specify that shares of Corporation Y stock or cash are received in exchange for 

particular shares of Class A stock or Class B stock of Corporation X, a pro rata portion of the shares of 

Corporation Y stock and cash received will be treated as received in exchange for each share of Class A 

stock and Class B stock of Corporation X surrendered based on the fair market value of such stock. 

Therefore, J is treated as receiving one share of Corporation Y stock and $ 5 of cash in exchange for 

each share of Class A stock of Corporation X and one share of Corporation Y stock and $ 5 of cash in 

exchange for each share of Class B stock of Corporation X. J realizes a gain of $ 140 on the exchange 

of shares of Class A stock of Corporation X, $ 100 of which is recognized under § 1.356-1(a). J realizes 

a gain of $ 80 on the exchange of Class B stock of Corporation X, all of which is recognized under §

1.356-1(a). Under paragraph (a)(2)(i) of this section, J has 10 shares of Corporation Y stock, each of 

which has a basis of $ 2 and is treated as having been acquired on Date 1, 10 shares of Corporation Y 

stock, each of which has a basis of $ 4 and is treated as having been acquired on Date 2, and 20 shares 

of Corporation Y stock, each of which has a basis of $ 5 and is treated as having been acquired on Date 

3. Under paragraph (a)(2)(vii) of this section, on or before the date on which the basis of a share of 

Corporation Y stock received becomes relevant, J may designate which of the shares of Corporation Y 

stock received have a basis of $ 2, which have a basis of $ 4, and which have a basis of $ 5. 

Note- limited to $100 gain recognized because

that is the amount of cash received

(if wondering why it was not $120)
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J
Other
X Sh’s

X

Date 1

10 shares *$2

=$20 basis

Date 2

Security worth

$100 and

$100 basis

J
Other
X Sh’s

X

Date 1

10 shares *$2

=$20 basis
Date 2

Security worth

$100 and

$100 basis

Y

Y stock

and Y security

Merger of X into Y

Date 3

Fmv X stock= $10 each share

Fmv X security  = $100

Fmv Y stock = $10 each share

FMV Y security =  $100

Date 3 “A” reorganization

J
Other
X Sh’s

Y

Date 1

10 shares *$2

=$20 basis
Date 2

Security worth

$100 and

$100 basis

X assets

Example 6. (i) Facts. J, an individual, acquired 10 shares of stock of Corporation X on Date 1 for $ 2 

each, and a security issued by Corporation X to J on Date 2 with a principal amount of $ 100 and a 

basis of $ 100. On Date 3, Corporation Y acquires the assets of Corporation X in a reorganization 

under section 368(a)(1)(A). Pursuant to the terms of the plan of reorganization, J surrenders all of J's 

shares of Corporation X stock in exchange for 10 shares of Corporation Y stock and surrenders J's 

Corporation X security in exchange for a Corporation Y security. On the date of the exchange, the fair 

market value of each share of stock of Corporation X is $ 10, the fair market value of J's Corporation 

X security is $ 100, the fair market value of each share of Corporation Y stock is $ 10, and the fair 

market value and principal amount of the Corporation Y security received by J is $ 100.

(ii) Analysis. Under paragraph (a)(2)(ii) of this section and under § 1.354-1(a), because the terms of 

the exchange specify that J receives 10 shares of stock of Corporation Y in exchange for J's shares of 

Class A stock of Corporation X and a Corporation Y security in exchange for its Corporation X 

security and such terms are economically reasonable, such terms control. Pursuant to section 354, J 

recognizes no gain on either exchange. Under paragraph (a)(2)(i) of this section, J has 10 shares of 

Corporation Y stock, each of which has a basis of $ 2 and is treated as having been acquired on Date 

1, and a security that has a basis of $ 100 and is treated as having been acquired on Date 2. 
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J

X

Date 1

10 X shares *$3

=$30 basis
Date 2

10 X shares

*$18

=$180 basis
Other

50%

X stock

Date 3

10 X shares

*$6

=$60 basis

Date 4

10 X shares 

*$9

=$90 basis

$360 basis

40 shares in X

Date 5- Y acquires X assets in “A” reorganization

¾ Y share for each X share

J

X

Date 1

10 X shares *$3

=$30 basis
Date 2

10 X shares

*$18

=$180 basis
Other

50%

X stock

Date 3

10 X shares

*$6

=$60 basis

Date 4

10 X shares 

*$9

=$90 basis

$360 basis

40 shares in X

Y
“A” merger

¾ Y share for each X share

Slide 1 of 2 slides
Example 14. (i) Facts. J, an individual, acquired 10 shares of Corporation X stock on Date 1 for $ 3 each, 10 shares of 

Corporation X stock on Date 2 for $ 18 each, 10 shares of Corporation X stock on Date 3 for $ 6 each, and 10 shares 

of Corporation X stock on Date 4 for $ 9 each. On Date 5, Corporation Y acquires the assets of Corporation X in a 

reorganization under section 368(a)(1)(A). Pursuant to the terms of the plan of reorganization, J receives a 3/4 share of 

Corporation Y stock in exchange for each share of Corporation X stock. Therefore, J receives 30 shares of Corporation 

X stock. Pursuant to section 354, J recognizes no gain or loss on the exchange. J is not able to identify which shares 

of Corporation Y stock are received in exchange for each share (or portions of shares) of Corporation X stock.

(ii) Analysis. Under paragraph (a)(2)(i) of this section, J has 7 shares of Corporation Y stock each of which has a basis 

of $ 4 and is treated as having been acquired on Date 1, 7 shares of Corporation Y stock each of which has a basis of 

$ 24 and is treated as having been acquired on Date 2, 7 shares of Corporation Y stock each of which has a basis of $ 

8 and is treated as having been acquired on Date 3, and 7 shares of Corporation Y stock each of which has a basis of 

$ 12 and is treated as having been acquired on Date 4. In addition, J has two shares of Corporation Y stock, each of 

which is divided into two equal segments under paragraph (a)(2)(vi) of this section. The first of those two shares has 

one segment with a basis of $ 2 that is treated as having been acquired on Date 1 and a second segment with a basis 

of $ 12 that is treated as having been acquired on Date 2. The second of those two shares has one segment with a 

basis of $ 4 that is treated as having been acquired on Date 3 and a second segment with a basis of $ 6 that is treated 

as having been acquired on Date 4. Under paragraph (a)(2)(vii), on or before the date on which a share of Corporation 

Y stock received becomes relevant, J may designate which of the shares of Corporation Y stock have a basis of $ 4, 

which have a basis of $ 24, which have a basis of $ 8, which have a basis of $ 12, and which share has a split basis of 

$ 2 and $ 12, and which share has a split basis of $ 4 and $ 6. 
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After Date 5- Y acquires X assets in “A” reorganization

¾ Y share for each X share

J

Y

Date 1

Date 2

Other

50%

X stock

Date 3 Date 4

$360 basis

30 shares in Y

X assets

Slide 2 of 2 slides

Date 1 Date 2 Date 3 Date 4 Remaining 

share

Remaining 

share

7 shares 7 shares 7 shares 7 shares 1 share 1 share

$4 each $24 each $8 each $12 each

½ each

$2 Date 1

$12 Date 

2

½ each

$4 Date 3

$6 Date 4

$28 

Basis

$168 

Basis

$56 

Basis

$84 

Basis

$14 

Basis

$10 

Basis

J’s Basis in Y stock after “A” reorganization

= $360 basisExample 14

Page 2 of 2
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Rev. Rul. 72-464, 1972-2 C.B. 214 §368(a)(1)(A)
§351, §357

Arthur Kniffen case (351)

Y corp

Y shhdrs

X corp

X shhdrs

100%

unrelated

Y assets Y note 

Face amount

$25,000

In a prior transaction:

X assets

Y corp

Y shhdrs

X corp

X shhdrs

100%

unrelated

Y assets
Asset

Y note 

Face amount

$25,000

After prior transaction:

$20,000 cash

from X corp

X assetsLiability on 

Y note 

Face amount

$25,000

Y corp

Y shhdrs

X corp

X shhdrs

100%

unrelated

Y assets
Asset

Y note 

Face amount

$25,000

Statutory merger of Y

into X

$20,000 cash

from X corp

X assetsLiability on 

Y note 

Face amount

$25,000

(1)(a) 368(a)(1)(A) merger

(1)(b) Y a&l

Y shhdrs

X corp

X shhdrs

100%

unrelated

Y assets
Asset

Y note 

Face amount

$25,000

After Statutory merger of Y into X

$20,000 cash

from X corp

X assets

Liability on 

Y note 

Face amount

$25,000

X stock from 

merger
(3) Y dissolution

Question:  Whether Y is viewed as transferring a portion of its assets to X in satisfaction of its 
indebtedness and if so viewed, whether gain or loss is realized by X or Y that falls out of the 
provisions of section 361(a) and 1032(a).
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Rev. Rul. 72-464, 1972-2 C.B. 214 §368(a)(1)(A)
§351, §357

Arthur Kniffen case (351)

Y corp

Y shhdrs

X corp

X shhdrs

100%

unrelated

Y assets
Asset

Y note 

Face amount

$25,000

Statutory merger of Y

into X

$20,000 cash

from X corp

X assetsLiability on 

Y note 

Face amount

$25,000

(1)(a) 368(a)(1)(A) merger

(1)(b) Y a&l

Y shhdrs

X corp

X shhdrs

100%

unrelated

Y assets
Asset

Y note 

Face amount

$25,000

After Statutory merger of Y into X

$20,000 cash

from X corp

X assets

Liability on 

Y note 

Face amount

$25,000

X stock from 

merger
(3) Y dissolution

Are any Y assets used to satisfy this liability of Y (now owned by X).  In other words, after X 
holds the Y note and Y liability, are any Y assets transferred to X for satisfaction of the Y note?

Logic:  citing to Arthur Kniffen case (a section 351 case) – first, the transferee corporation (X), 
has to assume the liability.  Extinguishing debt incident to the statutory merger and 
termination of the debtor-creditor relationship was merely a consequence of X and Y achieving 
a readjustment of their corporate structures.  Accordingly, section 357(a) and section 361(a) 
prevent Y from recognizing and gain or loss on the satisfaction of its indebtedness.  

X recognizes $5,000 on the satisfaction of the $25,000 of Y indebtedness ($25,000- $20,000)
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Rev. Rul. 84–104, 1984–2 C.B. 94,  National Banking law 
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