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after death of shareholders holding a substantial amount of stock,
the income tax consequences of a complete liquidation may be
modest because of the new basis at death for the stock held by
the decedent-shareholder."

Divisive reorganization as an alternative

A divisive, type D corporate reorganization!* involves three
major steps — (1) formation of a new corporation, initially
functioning as a subsidiary; (2) transfer of part of the parent
corporation’s assets to the subsidiary; and (3) distribution of
the stock in the subsidiary to some of the parent corporation’s
shareholders in exchange for their stock in the parent
corporation.!® If carried out properly, the reorganization can be
executed with no or very little income tax liability.

Consequences of an S corporation reorganization. In a
recently published letter ruling,'® two shareholders owned all
of the stock of a C corporation. The plan was for the original
corporation to form a new subsidiary. An agreement was reached
to transfer some of the original corporation’s assets to the new
subsidiary in a tax-free exchange along with some cash!’ to
make the transaction fair to both shareholders. Then one of the
shareholders of the original corporation would give up the stock
held in that corporation for all of the stock in the newly formed
corporation. The newly formed corporation would elect to be
an S corporation immediately following the distribution.!® The
original corporation would elect to be taxed as an S corporation
as of January 1,2011.”

One of the features of the reorganization was that a major asset
passing to the newly-formed corporation was to be rented to the
surviving shareholder of the original corporation. Interestingly,
the letter ruling does not discuss the rental agreement although
the reorganization rules specify that immediately after the
distribution of assets to the newly-formed corporation, both
the parent corporation (the “original” corporation) and the
subsidiary must be engaged in the active conduct of a trade or
business, or immediately before the distribution the distributing
corporation had no assets other than stock or securities in the
controlled corporation and each of the corporations is engaged
immediately after the distribution in the active conduct of a trade
or business .2 Although there is no discussion in the ruling about
the nature of the lease or the type of rental (cash rent or share
rent) there is firm authority that cash rented assets do not meet
trade or business test, at least in a farm or ranch context.?! Land
that is share-rented does meet the “trade or business” test.”* It
is surprising that this issue was not addressed in the 2010 letter
ruling.

The ruling does note that the newly-formed corporation (the
“subsidiary”’) would be subject to the built-in gains provision
applicable to S corporations® with respect to assets transferred
to the newly-formed corporation.* Moreover, upon becoming
an S corporation, the original corporation, now shrunken by
the transfer of assets to the newly-formed corporation, will also
be subject to the built-in gains provision® with respect to its

retained assets.* This feature of the ruling has great significance
and could discourage some from using the reorganization strategy
to solve problems in farm and ranch corporations.
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