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from suit. It turns out this may be true in 
California, but is not necessarily true in 
Nevada! California provides immunity to its 
agencies for all acts, while Nevada limits that 
immunity to negligent acts. So how does such 
a conflict get resolved? 

As it happened, that issue made its way all 
the way to the U.S. Supreme Court. Justice 
O’Connor issued a decision ruling that the Full 
Faith and Credit Clause of the U.S. Constitution 
did not require Nevada to adopt California’s 
sovereign immunity rules. Franchise Tax Board 
v. Hyatt, 538 US 488 (2003). That meant the FTB 
was not immune from Hyatt’s claim.

The decision allowed Hyatt to proceed with 
his suit in Nevada. The case was remanded 
to Nevada, and eventually wound its way to 
trial in April 2008. At the trial, the jury agreed 
with Hyatt on all seven claims he brought 
against the FTB. The jurors apparently were 
not pleased with the way the FTB conducted 
its audit. Perhaps the Nevada jury was 
looking over the state line, and not liking 
what they saw. 

According to the Web site of Hyatt’s lawyer 
(www.hutchlegal.com), the jury’s compensatory 

damages total almost $138.1 million, plus 
about $1.1 million for attorneys’ fees. To 
top that off, the jury found that the FTB 
acted with oppression, fraud or malice, and 
awarded punitive damages in the amount of 
$250 million. The total judgment against the 
FTB was around $388 million. Although it 
seems unlikely that all of this money will be 
paid (presumably California will appeal), it’s 
interesting to contemplate what will happen 
next in Hyatt’s saga. 

Sweet Home
It’s also interesting to contemplate how Hyatt 
will come out on his underlying residency claim 
in California. One assumes he may encounter a 
fair amount of resentment now in the Golden 
State. Maybe it’s just too soon to say how 
Hyatt’s residency planning worked out. 

Assuming the judgment is not overturned 
or reduced on appeal, Hyatt presumably will 
receive the proceeds while a resident of Nevada 
and avoid state income tax. On the other hand, 
depending on how things turn out with the 
California residency audit, he may owe some 
of the cash back to the California.

Capital Contributions and Code Sec. 382 
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These days, any time you talk about having 
a “principal purpose,” you may begin to feel 
the hairs stand up on the back of your neck. 
At least that’s my reaction. The rejoinder to 
a “principal purpose” is usually something 
that sounds dastardly, such as a “principal 
purpose of tax avoidance.” In the case of our 
subject in this article, a “principal purpose to 
avoid or increase the Code Sec. 382 limitation,” 
it may not sound as dastardly, but it’s still 
something you know intuitively it would be 
best to avoid. 

Code Sec. 382, a provision we all know and 
a few may even love, limits the use of net 
operating losses following an ownership change. 
Under Code Sec. 382, if an ownership change 
of a loss corporation occurs, the corporation’s 
taxable income for any post-change tax year 
can generally be offset by pre-change loss 
carry-overs only to a limited extent. That limit, 

the vaunted Code Sec. 382 limitation, is used to 
limit the NOLs, built-in losses and even capital 
losses recognized by the loss corporation after 
the ownership change. 

Moreover, the Code Sec. 382 limitation even 
counts for purposes of applying the Code Sec. 
383 credit limitation on a loss corporation’s use 
of excess foreign taxes, general business credit 
and unused minimum tax credit.

Formula One
The Code Sec. 382 limitation for any post-
change year is generally the fair market value 
of the stock of the loss corporation immediately 
before the ownership change, multiplied by 
the applicable long-term tax-exempt rate. The 
latter is a very small number, so even if the 
value of the loss corporation is large, you are 
then condemned to chip away at what may be 
a very big NOL just a little bit at a time. It may 
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take you 20 years to use up the NOL, or you 
may never get there before the NOL expires. 

This sad state of affairs can create an 
undeniable incentive to stuff in some more value 
into the loss corporation, as a way of pumping 
up the value, thus making (or attempting 
to make) the formula not quite as punitive. 
However, any capital contribution received by 
a loss corporation as part of a plan, a principal 
purpose of which is to avoid or increase any 
limitation under Code Sec. 382, is not taken into 
account. [See Code Sec. 382(l)(1)(A).] Not only 
that, but any capital contribution made during 
the two-year period ending on the change 
date is (except as provided in the regulations) 
treated as part of such a dastardly plan.

Kinder and Gentler
With this background, M&A TAX REPORT readers 
should be pleased with Notice 2008-78, IRB 
2008-41, Sept. 2, 2008. The IRS there states that a 
capital contribution will not be presumed to be 
part of a plan a principal purpose of which is to 
avoid or increase the Code Sec. 382 limitation 
solely because it is made during the two-year 
period ending on the change date. The IRS 
announced in this Notice that it intends to 
issue regulations to set out these rules. In the 
meantime, though, you can rely on the Notice.

A capital contribution received by an old 
loss corporation will be taken into account 
(and it will not reduce the value of the old 
loss corporation for purposes of Code Sec. 
382(e)(1)) unless the contribution is part of a 
plan a principal purpose of which is to avoid 
or increase a Code Sec. 382 limitation. This is 
supposed to be determined based upon all the 
facts and circumstances, unless the contribution 
falls within one of several safe harbors.

Safe Zone
The safe harbors provide that a capital 
contribution will not be considered part of a 
bad plan in the following situations: 
• Safe Harbor 1 (no related party; over 

six months). The contribution is made 
by a person who is neither a controlling 
shareholder, nor a related party, if no more 
than 20 percent of the loss corporation’s 
outstanding stock is issued in connection 
with the contribution, and if there was no 
agreement, understanding, arrangement or 

substantial negotiations (at the time of the 
contribution) regarding a transaction that 
would result in an ownership change, and 
the ownership change occurs more than six 
months after the contribution.

• Second Safe Harbor (related party; over 
one year). The contribution is made a related 
party, but no more than 10 percent of the total 
value of the loss corporation’s stock is issued 
in connection with that contribution, or the 
contribution is made by a person other than 
a related party, and in either case there was 
no agreement, understanding, arrangement 
or substantial negotiations at the time of the 
contribution regarding a transaction that 
would result in an ownership change, and 
the ownership change occurs more than one 
year after the contribution.

• Third Safe Harbor. The contribution is 
made in exchange for stock issued in 
connection with the performance of 
services, or stock acquired by a retirement 
plan, under the terms and conditions of 
Reg. §1.355-7(d)(8) or (9).

• Fourth Safe Harbor. The contribution is 
received on the formation of a loss corporation 
(not accompanied by the incorporation of 
assets with a net unrealized built-in loss), or 
it is received before the first year from which 
there is a carry-forward of an NOL, capital 
loss, excess credit or excess foreign taxes (or 
in which a net unrealized built-in loss arose).

 If the value of the old loss corporation is 
subject to reduction under both Code Sec. 
382(l)(1) and (4) (dealing with a reduction 
in value where a loss corporation has 
substantial nonbusiness assets), appropriate 
adjustments should be made to ensure the 
value reduction is not duplicated.

Reliance
Another piece of good news is that taxpayers 
can rely on the rules contained in Notice 2008-
78 with respect of any capital contribution 
that occurs in any tax year ending on or after 
September 26, 2008. The IRS is requesting 
comments on these rules and the safe harbors, 
and even on the topic of whether additional 
safe harbors may be needed. In the meantime, 
though, the Notice provides a nice safety net 
from the nitty-gritty and uncertainty associated 
with the overall facts and circumstances test.


