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When Stock Issuances
Are Meaningless
By Patrick Hoehne • Wood & Porter • San Francisco

If one shareholder owns 100 percent of the stock of two corporations, 
and one of those corporations purchases assets from the other 
corporation in exchange for stock (and control), does the shareholder’s 
ownership change? Clearly, the shareholder owns 100 percent of the 
two corporations before and after. The structure of the corporations 
may change, because one corporation has more assets than it did, 
and one corporation has control of the other corporation, but the 
shareholder’s ownership interest remains unchanged. The transaction 
is meaningless as to the shareholder’s interest. 

What are the tax implications where one corporation distributes assets 
to the other, but no stock is issued or distributed? Just as in the previous 
example, the shareholder’s ownership remains unaffected since he owns 
100 percent of the corporations before and after. In fact, the IRS issued 
temporary and proposed regulations on December 19, 2006, that allow 
transactions to qualify as D reorganizations even though no stock and/or 
securities of the acquiring corporation are issued and distributed, as long 
as the same shareholder owns all of the stock (directly or indirectly) of 
the acquiring and distributing corporation. [Temporary Reg. §1.368-2T.] 
That means the transaction between the shareholder’s two corporations 
qualifies as a tax-free reorganization even though the transaction does not 
necessarily meet the literal requirements of the Internal Revenue Code. 

D Is for Distribution
Code Sec. 368(a)(1)(D) describes as a reorganization a transfer by a 
corporation (transferor corporation) of all or a part of its assets to another 
corporation (transferee corporation) if, immediately after the transfer, 
the transferor corporation or one or more of its shareholders (including 
persons who were shareholders immediately before the transfer), or 
any combination thereof, is in control of the transferee corporation; 
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but only if stock or securities of the controlled 
corporation are distributed in pursuance of 
a plan of reorganization in a transaction that 
qualifies under Code Sec. 354, 355 or 356.

Although Code Sec. 368(a)(1)(D) explicitly 
states that stock or securities must be 
distributed in a transaction to qualify as a 
tax-free reorganization, the IRS and the courts 
have not required the actual issuance and 
distribution of stock and/or securities of the 
transferee corporation in circumstances where 
the same person or persons own all the stock 
of the transferor corporation and the transferee 
corporation. In fact, the IRS and the courts 
have viewed an issuance of stock in such a case 
to be a “meaningless gesture” not mandated 
by Code Secs. 368(a)(1)(D) and 354(b).

Not Your Father’s Meaninglessness
There’s some history to the meaningless gesture 
doctrine. For example, in Rev. Rul. 70-240, 1970-1 

CB 81, B owned all of the stock of both corporation 
X and corporation Y. X sold its operating assets 
to Y for $34x dollars, representing the fair market 
value of X’s assets. X had $33x of other assets, 
consisting generally of cash, accounts receivables 
and investments in stocks and bonds, so that the 
assets sold by X to Y constituted approximately 
51 percent of X’s total assets. 

Following the sale to Y, X paid its debts, 
which amounted to $38x, and then liquidated, 
distributing $29x to B, while Y continued to 
conduct the business formerly operated by X. 
The IRS concluded that “although no actual 
shares of the stock of Y were distributed to B as 
a result of the transaction, B is treated as having 
received Y stock since he already owned all the 
stock of Y.” Accordingly, the IRS ruled that the 
sale of the operating assets by X to Y, followed 
by the liquidation and distribution of X’s assets 
to B, was a good D reorganization, despite the 
absence of an actual issuance and distribution 
of Y stock. The actual issuance and distribution 
of Y stock was meaningless. 

This meaningless gesture doctrine has 
generally applied only when there is identical 
shareholder identity and proportionality of 
interest in the transferor corporation and the 
transferee corporation. For example, in Warsaw 
Photographic Associates, Inc., 84 TC 21, Dec. 
41,822 (1985), there was no issuance of stock 
by the transferee corporation to the transferor 
corporation, and the stock ownership in the 
two corporations was not identical. The Tax 
Court concluded that the stock distribution 
would not be a mere formality and refused 
to apply the meaningless gesture doctrine. 
Accordingly, the transaction failed to qualify 
as a D reorganization.

In cases where the same person or persons 
own, directly or indirectly, all of the stock of 
the transferor and transferee corporations in 
identical proportions, Temporary Reg. §1.368-
2T provides that the distribution requirement 
will be treated as satisfied even though no 
stock is actually issued in the transaction. To 
determine whether the same person or persons 
own all of the stock of the transferor and 
transferee corporations in identical proportions, 
the temporary regulations provide that an 
individual and all members of his family 
(spouse, children, grandchildren and parents) 
are treated as one individual.
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Wiggle Room
De minimis variations in ownership, however, 
are OK. The temporary regulations also 
provide that the distribution requirement 
will be treated as satisfied in the absence of 
any issuance of stock and/or securities where 
there is a de minimis variation in shareholder 
identity or proportionality of ownership in 
the transferor and transferee corporations. 
For example, if Parent owns all of the stock of 
both S1 and S2, and if S1 owns all of the stock 
of S3 and S2 owns all of the stock of S4, then 
an asset transfer from S3 to S4 for all cash 

followed by dissolution of S3 will qualify as 
a D reorganization. 

The IRS and the Treasury generally follow 
the plain meaning of the Code and the 
regulations to assess whether a transaction 
qualifies as a tax-free reorganization. But, 
that’s not always true. Here, the IRS and the 
Treasury have disregarded the plain meaning 
of the statute to conclude that subscribing 
to the literal meaning of the regulations 
would be meaningless in the context of a D 
reorganization involving two corporations 
wholly owned by a single shareholder. 

Worthless Partnership Interests
By Richard C. Morris • Wood & Porter • San Francisco

Mergers and acquisitions are cyclical. In 
the aftermath of the dot-com bust, merger 
and acquisition activity dwindled to a mere 
trickle of what it had been in the hey-day 
of the Internet boom. Today, it seems the 
mergers and acquisitions faucet has been fully 
turned back on. This upswing in mergers and 
acquisitions can probably be attributed to a 
variety of reasons, including falling interest 
rates, favorable law changes, and a return of 
market confidence. 

Of course, many mergers and acquisitions 
don’t happen for those reasons at all. In 
what might be seen as more traditional 
mergers and acquisitions, the genesis of 
the combination is simply cost efficiencies. 
Yet, rarely do we consider the downside of 
mergers and acquisitions. What happens when 
the cost efficiencies do not materialize, or 
notwithstanding the parties’ best intentions, 
interest rates spike or laws change? Sometimes, 
such unforeseen hurdles result in the merger 
or acquisition—or any investment for that 
matter—not performing as expected. 

Soured investments often lead to consideration 
of tax benefits. Normally, tax benefits can 
only be achieved upon a realization event, 
meaning that a taxpayer has to sell his soured 
investment. Mere fluctuations in value (no 
matter how great the swing) usually do not 
allow a taxpayer to claim tax benefits. 

One exception to this realization rule 
concerns investments that become completely 
worthless. When an investment becomes 

completely worthless, taxpayers may be able 
to claim tax benefits without a more traditional 
realization event, assuming other requirements 
are met. Many M&A TAX REPORT readers 
probably assume that taxpayers can always 
claim a deduction when their investments 
become worthless. However, claiming a 
deduction based on a worthless investment 
is complicated, and there is a long history of 
questions concerning such deductions.

Worthless History?
Congress enacted Section 165 as part of the 
1954 Code, allowing taxpayers to claim a 
deduction when their investments lost all 
their value. Congress left the details of 
implementing Code Sec. 165 to Treasury. 
This has proven troublesome, both for the 
government and for taxpayers. The IRS has 
instituted myriad rules to determine when 
a deduction is allowed. These rules focus 
on both objective events and on subjective 
factors, making compliance difficult. Needless 
to say, they have caused frequent battles, and 
numerous court decisions.

Recently, in Chief Counsel Advice (CCA) 
200637032 [Sept. 2, 2005], the IRS published 
a legal ruling hoping to stave off yet another 
trip to court over this nettlesome issue. In this 
ruling, the IRS set forth guidance to determine 
whether an individual (“Ira Individual”) was 
entitled to claim a Code Sec. 165 deduction 
for the worthlessness or abandonment of 
his interest in a partnership (“Services”). 




