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• Transfers in exchange for both stock and 
securities are covered by Code Sec. 362(e)(2) 
to the extent necessary to eliminate loss 
duplication. In other words, these rules 
must be considered not only where there is 
a transfer for stock, but also for securities. 

• When it comes to the joint election, the 
amount of reduction in the basis of the 
transferee’s stock (and securities) as a 
result of the election will be equal to the 
net built-in loss in the transferred assets 
in the hands of the transferee. Regarding 
mechanics, Notice 2005-70, IRB 2005-41, 694, 
gave initial instructions to taxpayers how to 
make the election. The proposed regulations 
provide additional election detail. Notably, 
a “protective election” can be made, since 

at the time of the transaction, whether Code 
Sec. 362(e)(2) applies may not be clear. 

• If the transferor is a partnership and the Code 
Sec. 362(e)(2) election is made, any reduction to 
the partnership’s basis in the transferee’s stock 
received will be treated as an expenditure of 
the partnership. There is a similar rule for S 
corporations that make the election. 

Conclusion
Code Sec. 362(e)(2) is only one little piece of 
the regulation of recognizing (and carrying 
over) built-in losses. The proposed regulations 
(which are scheduled to go into effect only after 
they are published as final regulations) are one 
piece of the continuing—and continually more 
complicated—loss puzzle. 

Webcast Review: “Building Blocks of Hedge 
Fund Taxation,” Sponsored by the ABA Section of 
Taxation and Center for Continuing Legal Education
By Richard C. Morris • Wood & Porter • San Francisco

For years, the American Bar Association has 
been providing continuing legal education to 
its members and to the general public. The 
ABA offers this continuing legal education in 
a variety of formats, ranging from the issuance 
of its monthly magazine to its frequently 
scheduled classroom sessions. One aspect of 
the ABA’s extensive educational reach that has 
been creating more and more of a buzz lately 
is its live audio webcasts. 

On Wednesday, September 27, I participated 
in a 90-minute teleconference and webcast on 
hedge fund taxation. The program was led by 
Kevin Kaiser, a senior manager in KMPG’s 
financial services practice, and an adjunct 
professor at the University of Minnesota 
Carlson School of Management. Mr. Kaiser is 
a frequent lecturer on hedge fund issues, and 
has previously lectured at the ABA’s annual 
conference. 

The webcast covered how hedge funds are 
structured, and current issues that impact 
hedge fund investors. It highlighted different 
hedge fund strategies and related tax issues. 
Mr. Kaiser addressed the latest regulations 
affecting the hedge fund industry; critical tax 
and accounting issues; how to develop tax-

efficient solutions for investment partnership 
allocations; and the tax treatment of the various 
types of financial instruments and strategies 
used by hedge funds. 

Program recipients received over 40 slides 
pertinent to hedge fund taxation, containing 
relevant definitions, case law and diagrams 
of hedge fund structures. They also laid out 
practical knowledge such as allocations, 
basis adjustments and disclosure and 
reporting requirements. Other important 
topics found in the slides were withholding 
requirements and tips to avoid unrelated 
business taxable income (UBTI), since many 
hedge fund investors are tax-exempt entities. 
Mr. Kaiser clearly delineated the differences 
between unregulated hedge funds and their 
regulated brethren, mutual funds. 

Although this program was terrific for 
hedge fund novices (such as myself), I suspect 
it also held the interest of subject matter 
experts. Ample time was left at the end of 
the program for questions and answers. I 
recommend the hedge fund webcast to all 
those interested in the subject, from the 
rank and file wanting to get up to speed, 
to more experienced financial practitioners. 
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ABA webcasts are a convenient method to 
obtain educational credits and stay abreast 
of current tax issues, minimizing time away 
from the office.

The ABA offers live audio webcasts in 18 
subjects, many of which may be of interest to 
M&A TAX REPORT readers. There are webcasts 
on estate planning, business and commercial 
law, and real estate, just to name a few. There are 
also webcasts on many nonsubstantive subjects 
such as ethics, law practice management and 
dispute resolution. 

The ABA Tax Section has been no slouch 
addressing this new technology. The section has 

a program called “Last Wednesday,” offering a 
webcast on the last Wednesday of each month. 
The subjects relate to mergers and acquisitions 
and other tax areas. 

Practitioners can listen from their own 
offices, homes, cars and for the technologically 
savvy, even their iPods. These webcasts do not 
necessarily have to be listened to live. 

To purchase a webcast or simply browse 
the selection, go to www.abanet.org/cle/, or call 
the ABA at (800) 285-2221. After their initial 
air date, webcasts are available for purchase 
on CD, DVD, audio or video download, or 
Podcast download. 

Successful Debt Restructuring (Part II of II)
By Richard C. Morris • Wood & Porter • San Francisco

The first part of this article, found in M&A TAX 
REPORT, Nov. 2006, at 4, laid the groundwork for 

a messy transaction.
 

The bad debt issue in this case arose in a fast-
paced and changing business environment. While 
the management group made what it thought 
to be the best business decisions under the 
circumstances at the time, exigent circumstances 
beyond the management group’s control caused 
it not to be able to achieve its goals. 

Interestingly, the IRS did not challenge 
the substance of the transaction. In fact, it 
agreed with the taxpayer that Properties’ 
purchase of the bottling facilities from CPA7 
was not motivated in any significant way 
by tax considerations, and that Bottlers and 
Properties were not related parties. If Bottlers 
and Properties had been related parties, this 
would surely have made it more difficult for 
BevAm to claim the deduction. 

The parties asked the court to decide whether 
ABC was entitled to deduct the debt because 
it was worthless. Yet, more broadly speaking, 
the court had to decide whether a creditor 
can deduct a bad debt if the creditor’s actions 
contributed to the debtor’s default. This broader 
question is of great interest, since creditors 
often contribute to a debtor’s demise.

General Rules Under Code Sec. 166
Whether a debt has become partially worthless 
is a facts-and-circumstances determination. 

[Code Sec. 166(a)(2); Reg. §1.166-2(a).] 
A taxpayer can establish worthlessness by 
showing that a debt has neither current nor 
potential value. [H.W. Dustin, 53 TC 491, 501, 
Dec. 29,900 (1969), aff’d, CA-9, 72-2 USTC ¶9610, 
467 F2d 47 (1972).]

Although the IRS’s determination is generally 
presumed to be correct, the IRS must reasonably 
exercise his discretion. [E. Brimberry, CA-5, 79-1 
USTC ¶9187, 588 F2d 975, 977 (1979), aff’g, 35 TCM 
900, Dec. 33,908(M), TC Memo. 1976-209; Portland 
Mfg. Co., 56 TC 58, 72, Dec. 30,729 (1971), aff’d on 
other grounds, CA-9, 75- 1 USTC ¶9449 (1975).] The 
IRS’s exercise of discretion regarding a bad debt 
should not be reversed unless it is plainly arbitrary 
and unreasonable. [Ark. Best Corp. & Subs., CA-8, 
86-2 USTC ¶9671, 800 F2d 215, 221 (1986), aff’g in 
part and rev’g in part, 83 TC 640, Dec. 41,581 (1984), 
aff’d on other grounds, SCt, 88-1 USTC ¶9210, 485 
US 212, 108 SCt 971 (1988); Brimberry, supra; H.W. 
Findley, 25 TC 311, 318, Dec. 21,348 (1955), aff’d, 
CA-3, 56-2 USTC ¶9960, 236 F2d 959 (1956).]

Whether a bad debt deduction is proper must 
be analyzed according to “reasonableness, 
commonsense and economic reality.” [Scovill 
Mfg. Co. v. Fitzpatrick, CA-2, 54-2 USTC ¶9568, 
215 F2d 567, 570 (1954) (quoting I.F. Belser, CA-
4, 49-1 USTC ¶9269, 174 F2d 386, 390 (1949), aff’g, 
10 TC 1031, Dec. 16,425 (1948)).] In addition, 
the IRS’s discretion is not absolute, and he 
cannot ignore the sound business judgment of 
a corporation’s officers. [Portland Mfg., supra 
at 73 (upholding a partially worthless debt 




