Aspen PUBLISHERS

/ BRAIAS
CTHERIMAN

, S - 3 W A 4 \ N
eses VNS N es s dhd = eses combieids end s BN e N

Eosirth
Edition
¢=} Wolters Kluwer

Eaw & Business



ASPEN PUBLISHERS

FEDERAL INCOME TAXATION
OF CORPORATIONS AND
PARTNERSHIPS

Fourth Edition

RICHARD L. DOERNBERG

K. H. Gyr Professor of Law Emeritus, Emory University
Emory University School of Law

HOWARD E. ABRAMS

Professor of Law, Emory University
Emory University School of Law

DON A. LEATHERMAN
W. Allen Separk Distinguished Professor of Law
University of Tennessee College of Law

9 Wolters Kluwer

Law & Business

AUSTIN  BOSTON CHICAGO NEW YORK THE NETHERLANDS

B



© 2009 Richard L. Doernberg, Howard E. Abrams, and Don A. Leatherman

Published by Aspen Publishers. All Rights Reserved.
http://lawschool.aspenpublishers.com

No part of this publication may be reproduced or transmitted in any form or by any means, electronic or
mechanical, including photocopy, recording, or any information storage and retrieval system, without
permission in writing from the publisher. Requests for permission to make copies of any part of this
publication should be mailed to:

Aspen Publishers

Attn: Permissions Department
76 Ninth Avenue, 7th Floor
New York, NY 10011-5201

To contact Customer Care, e-mail customer.care@aspenpublishers.com, call 1-800-234-1660, fax 1-800-
901-9075, or mail correspondence to:

Aspen Publishers

Attn: Order Department
PO Box 990

Frederick, MD 21705

Printed in the United States of America.
1234567890
ISBN 978-0-7355-3993-8
Library of Congress Cataloging-in-Publication Data

Doernberg, Richard L.

Federal income taxation of corporations and partnerships / Richard L. Doernberg, Howard E.
Abrams, Don A. Leatherman. —4th ed.

p. cm.
Rev. ed. of: Federal income taxation of corporations / Richard L. Doemberg [et al.]. 3rd ed. c1994.
ISBN 978-0-7355-3993-8
1. Corporations— Taxation—Law and legislation—United States— Cases. 2. Partnership—

Taxation — United States — Cases. I. Abrams, Howard E., 1955- 1. Leatherman, Don A., 1953- I1I. Title.

KF6464.D64 2008
343.7305'267 — dc22

2008045274



FEDERAL INCOME TAXATION
OF CORPORATIONS AND PARTNERSHIPS



EDITORIAL ADVISORS

Vicki Been
Elihu Root Professor of Law
New York University School of Law

Erwin Chemerinsky
Dean and Distinguished Professor of Law
University of California, Irvine, School of Law

Richard A. Epstein

James Parker Hall Distinguished Service Professor of Law
University of Chicago Law School

Peter and Kirsten Bedford Senior Fellow

The Hoover Institution

Stanford University

Ronald J. Gilson

Charles J. Meyers Professor of Law and Business
Stanford University

Marc and Eva Stern Professor of Law and Business
Columbia Law School

James E. Krier
Earl Warren DeLano Professor of Law
The University of Michigan Law School

Richard K. Neumann, Jr.
Professor of Law
Hofstra University School of Law

Robert H. Sitkoff
John L. Gray Professor of Law
Harvard Law School

David Alan Sklansky
Professor of Law
University of California at Berkeley School of Law

Kent D. Syverud
Dean and Ethan A. H. Shepley University Professor
Washington University School of Law

Elizabeth Warren
Leo Gottlieb Professor of Law
Harvard Law School



About Wolters Kluwer Law & Business

Wolters Kluwer Law & Business is a leading provider of research information and
workflow solutions in key specialty areas. The strengths of the individual brands of
Aspen Publishers, CCH, Kluwer Law International and Loislaw are aligned within
Wolters Kluwer Law & Business to provide comprehensive, in-depth solutions and
expert-authored content for the legal, professional and education markets.

CCH was founded in 1913 and has served more than four generations of business
professionals and their clients. The CCH products in the Wolters Kluwer Law &
Business group are highly regarded electronic and print resources for legal, secu-
rities, antitrust and trade regulation, government contracting, banking, pension,
payroll, employment and labor, and healthcare reimbursement and compliance
professionals.

Aspen Publishers is a leading information provider for attorneys, business profes-
sionals and law students. Written by preeminent authorities, Aspen products offer
analytical and practical information in a range of specialty practice areas from
securities law and intellectual property to mergers and acquisitions and pension/
benefits. Aspen’s trusted legal education resources provide professors and students
with high-quality, up-to-date and effective resources for successful instruction and
study in all areas of the law.

Kluwer Law International supplies the global business community with com-
prehensive English-language international legal information. Legal practitioners,
corporate counsel and business executives around the world rely on the Kluwer
Law International journals, loose-leafs, books and electronic products for author-
itative information in many areas of international legal practice.

Loislaw is a premier provider of digitized legal content to small law firm practi-
tioners of various specializations. Loislaw provides attorneys with the ability to
quickly and efficiently find the necessary legal information they need, when and
where they need it, by facilitating access to primary law as well as state-specific
law, records, forms and treatises.

Wolters Kluwer Law & Business, a unit of Wolters Kluwer, is headquartered in
New York and Riverwoods, Illinois. Wolters Kluwer is a leading multinational
publisher and information services company.




To Dania and Elizabeth
DAL



PREFACE

This book traces its ancestry back to Professor Bittker’s one-volume Federal Income
Taxation casebook, published in 1955. Over the years, Congress has amended vir-
tually every section of the Internal Revenue Code, almost always in the direction of
greater complexity. Professor Bittker’s original work has split three-for-one into
separate volumes on individual, transfer, and corporate taxation. With the increas-
ing importance of partnership taxation in the world of commerce, the third edition
combined both corporate and partnership taxation in a single volume. This fourth
edition continues that combination with substantial revisions to account for recent
changes in the law. The text can be used to teach corporate taxation, partnership
taxation, or a course that combines both areas.

Ironically, the increasing complexity demands a more principled and straight-
forward treatment of teaching materials than ever before. It is neither possible nor
desirable in an introductory course on business taxation to tame the sea of minutiae
that now comprise subchapters C, K, and S. Instead, we hope to offer a thoughtful
and orderly presentation of the themes that permeate the taxation of business
entities, allowing readers to develop the sophistication necessary to confront new
challenges in the practice of law.

We have updated every chapter of the book, interspersing new examples and
problems throughout and substantially reworking some of the chapters. Recent
legislative and administrative developments have been integrated into the discus-
sion. New cases and rulings have been added where helpful, and outdated cases and
rulings removed. We have tried to choose illustrative cases that not only describe
typical commercial transactions but also emphasize major themes that run through
the provisions dealing with entity taxation. We believe that the book can be covered
in a three- or four-hour integrated course, or can be used for separate two- or three-
hour courses on corporate or partnership taxation.

The taxation of business entities is a difficult subject even under the best of
circumstances, and we have tried not to “hide the ball.” In most chapters, we begin
with a broad overview, and each chapter makes liberal use of examples. We have no
doubt that, notwithstanding our approach, students will be left with plenty to pon-
der. We have tried to clear away some of the underbrush so that students can con-
template the forest. In addition to the cases and note materials, the book features
problems in almost every chapter. They can be used to lead students through the
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xxviii Preface

fundamentals of the tax provisions and can form a centerpiece for discussion of the
cases and notes.

In exploring the tax consequences of business entities, the fourth edition is
divided into three parts. Part I deals with the classical double tax system: tax at the
corporate level, and tax at the shareholder level, embodied in subchapter C. Brid-
ging Parts I and 111 is Part II's discussion of subchapter S, which contains elements of
both subchapters C and K. Part Il addresses the pass-through paradigm of partner-
ship taxation laid out in subchapter K, where partners are taxed directly as the
partnership earns income.

Each part unfolds in a manner calculated to help students master the con-
cepts within. Part I uses a “cradle-to-grave” approach to reveal the mysteries of
subchapter C. Starting with the formation of a corporation, including the capital
structure, this part discusses the tax implications of corporate operation at the
corporate level. Next, nonliquidating distributions are considered, followed by
liquidating distributions. This part also considers the world of taxable and non-
taxable corporate acquisitions and other reorganizations. It concludes with several
chapters on important aspects of corporate operation, including a section on
consolidated returns.

Part II first looks at the operation of S corporations with no subchapter C
history. It then turns to the treatment of S corporations that had previously been
or subsequently become C corporations, considering issues that arise because of
that change in status.

Part IIT explains the taxation of partnerships. Starting with the structure of
partnership taxation, this part turns to the seminal issue in partnership taxation —
determining distributive shares. It then discusses the treatment of distributions,
outside basis, a partner’s transactions with the partnership, acquisition and dispo-
sition of partnership interests, and a variety of partnership-level issues.

Students of taxation must possess an eye-hand coordination not required of
other students. Not only must they read and study the casebook, but at the same
time they must closely examine the Internal Revenue Code and corresponding
regulations. The ability to digest two or more things at the same time is a residual
benefit one receives from the study of taxation. The book refers to the Code con-
stantly, and we rely on students to study the Code as they study the book.

Students should not hesitate to consult additional references when interested.
Bittker and Eustice’s Federal Income Taxation of Corporations and Shareholders
(7th ed. 2000) with supplementation is a student’s ready companion, offering lucid
and more detailed explanations of all areas of corporate taxation. For partnership
taxation issues, students may want to consult McKee, Nelson, and Whitmire, Federal
Taxation of Partnerships and Partners (4th ed. 2007) with supplementation.

A few ministerial comments are in order at this point. First, the book makes
ample use of cross-references because tax provisions do not operate in a vacuum. As
students learn more and more pieces of the tax puzzle, the pieces will begin to
interrelate and form a pattern. Second, the cases have been edited to feature the
salient points. We indicate the omissions, but readers should be aware that citations
and footnotes in the cases have often been omitted or abridged. Third, we have tried
to incorporate some of the themes developed in the individual tax course. Assign-
ment of income, the value of deferral, the interplay of the original issue discount
rules with the installment sales rules, and the concepts of recapture are often
invoked in the context of corporate transactions. Fourth, while we hope the book
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has a certain timeless quality to it, we would be remiss if we failed to note that it is
current only through October of 2008.

While our friend and colleague Richard Doernberg did not participate in this
revision, we hope that his detailed knowledge of corporate taxation and his clarity of
presentation remains intact. The authors are greatly indebted to Professor Bernard
Wolfman of the Harvard Law School who taught generations of corporate tax pro-
fessionals and whose pedagogy is apparent throughout and especially in chapter 5.
We express our gratitude to Mr. Fred T. Witt of Deloitte Tax for his insights into the
complex issues surrounding cancellation of indebtedness generally as well as his
great help in the section on bankruptcy reorganizations more particularly and to
Eric Sloan, also of Deloitte Tax, for his help in appreciating many of the subtler
aspects of subchapter K. Finally, we would like to thank the American Law Institute
for permission to reprint an excerpt from the Reporter’s Study of Corporate Tax
Integration (Federal Income Tax Project 1993). Copyright © 1993 by the American
Law Institute. Reprinted by permission.

Howard E. Abrams
Don A. Leatherman
October 2008
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