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 Tom’s Adventures 

Tom finally pulled it off.  Tom’s uncle Fred, the owner of a local computer recycling center (CRC Inc.) was retiring and was eager to sell his business. Tom arranged to purchase Fred’s 70% of the stock for $200,000 cash and a long-term installment note for $780,000, which bore interest at 9%. Tom’s father (Fred’s brother) owned 20 percent of the stock (basis of $20,000). The other 10% of the stock was owned by Tom’s cousin (Fred’s son), who was willing to accept property from CRC in exchange for his stock. The property was real estate with a basis of $90,000 and a fair market value of $140,000. The real estate was being used by CRC but the cousin will lease it to the corporation for at least another three years.   

Before the redemption, CRC had total assets with a book value and fair value of $1,800,000, liabilities of $400,000, paid in capital of $100,000 and accumulated earnings and profits of $1,300,000. 

Soon after CRC redeemed Cousin’s stock, Tom realized that he did not have the cash to pay the interest on the note. Then he read Kobacker and devised a plan. Tom and  Father would transfer their CRC stock to a newly-formed corporation, Parent Inc., in exchange for stock. The corporation would also assume Tom’s note. Tom would receive 40% of the stock and Father would receive 60%. [Does § 304(b)(3) have any relevance?] Tom was not concerned about the loss of control because he and Father had agreed that eventually, Tom would own the entire corporation. In fact, the Father agreed to sell the stock to Tom or the corporation for $20,000 at any time in the next 10 years, because Father did not need the money. 

Parent Inc., and CRC filed consolidated returns, and in the first year of operations, CRC earned $140,000, which was distributed to Parent, who used the funds to pay interest on the note. Parent had no other income and therefore the consolidated group had no taxable income.  Then Tom’s Father decided that he would retire. Tom caused CRC to pay  Father $20,000 for his interest in Parent.   [Do Rev. Ruls 69-630, or 69-608 have any relevance? Is there a better way to do this?]

Following the redemption of Father’s interest, Parent received an offer to buy the CRC for $2,500,000. However, the buyer wanted to acquire the CRC assets, rather than the stock so that the tax basis in the assets would equal their market values. The book value and market value of the tangible CRC assets was $1,600,000, and the assets had a depreciable life of 5 years (assume straight-line depreciation.) The corporation has no liabilities. (If Tom can convince the buyer to acquire the stock, how much will the price be reduced? Should a §338(h)(10) election be made?)

Tom has plans for what he would do with the money, although not all of it would be needed in the business. After paying the installment note, he would purchase a local refuse company for $1,000,000, and distribute the remainder of the cash to himself in partial liquidation of the corporation. He would use the cash for a vacation home and personal investments. (What will be the consequences of withdrawing the excess funds to purchase the vacation hom?)

Discuss the tax consequences each of the above transactions on the parties involved (e.g., buyer and seller, distributee and distributor.) 

Make and state all necessary assumptions. Use heading identifying the transaction you are discussing.

