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The price of admission includes a 27-volume 
treatise of tax materials. In size, this rivals the 
DED! (These are now provided only on CD-
ROM, the hard copies must be purchased.) 
Chicago demonstrated once again that Mr. 
Freeman’s seminar—sometimes affectionately 

called “the Lou Freeman show”—is always a 
rewarding event for the M&A tax practitioner. 
To see the Lou Freeman show yourself, or any 
of the other seminars PLI has to offer, check 
out their Web site (www.pli.edu) or call them 
at (800) 260-4PLI. 

Changes to the Zero-Basis Problem
By Richard C. Morris • Wood & Porter • San Francisco

Zero-basis stock problems typically occur when 
parent stock is used by a subsidiary or related 
company in a multi-step stock transfer transaction. 
This problem is nothing new, but there are new 
developments once again thrusting this issue 
into the forefront. On October 16, 2006, the New 
York State Bar Association (“NYSBA”) Tax Section 
submitted comments to the IRS concerning possible 
solutions to the problems associated with zero-
basis stock. The NYSBA report was sparked by the 
IRS’s issuance of Rev. Rul. 2006-2, IRB 2006-2, 261, 
which revoked Rev. Rul. 74-503, 1974-2 CB 117, 
and announced that the “zero basis” conclusions 
set forth in the 1974 ruling are under study. 

Background
The revocation of Rev. Rul. 74-503 signaled a sea 
change in the IRS’s longstanding position on 
the tax consequences of a corporation’s transfer 
of its own stock in a tax-free transaction. In that 
ruling, a parent corporation transferred its shares 
(which had been previously purchased from its 
shareholders for less than fair market value) to its 
subsidiary in exchange for newly issued shares 
of the subsidiary. The transfer of the parent stock 
was tax-free under Code Sec. 351.

According to the ruling, the subsidiary’s basis 
in the parent stock and the parent’s basis in the 
newly issued subsidiary stock were both zero. 
The IRS reasoned that when the parent and the 
subsidiary transfer their own stock in exchange 
for the other’s stock, the carryover basis rules 
of Code Sec. 362(a) apply. Thus, the basis of the 
parent’s stock received by the subsidiary was 
the same as it was in the hands of the parent 
corporation immediately prior to the exchange. 

Similarly, the basis of the newly issued stock 
of the subsidiary received by the parent was the 
same as it was in the hands of the subsidiary 
immediately prior to the exchange. In both 
cases, the IRS ruled that the basis was zero.

Problems with Zero-Basis
Assigning a zero-basis to a corporation’s 
own stock can cause problems. When zero-
basis stock is transferred in a carryover basis 
transaction, the result is the potential for tax 
on fictitious gains. Moreover, there can be 
inconsistent tax treatment for economically 
equivalent transactions. 

For example, there would be no tax if a parent 
corporation sells its own stock under Code Sec. 
1032. If, on the other hand, the parent transfers 
its stock to its subsidiary, such stock traditionally 
took a zero-basis. If the subsidiary later sells the 
parent’s stock, the subsidiary would realize 
gain for the full fair market value of the shares. 
Obviously, this presents serious challenges to 
avoid gains when structuring transactions.

Limited Relief
M&A TAX REPORT readers probably know that 
the Code provides limited relief to the zero-basis 
problem. Unfortunately, the key here is that the 
relief is limited. Over the years, Congress and 
the IRS have provided relief only for a few 
situations. For example, in the context of a 
triangular reorganization, when a subsidiary 
uses its parent stock to acquire a target’s stock 
or assets, a parent corporation is generally 
treated as if it had exchanged its stock for the 
target’s stock or assets directly, followed by a 
contribution of the target’s stock or assets by the 
parent to the subsidiary. [See Reg. §1.1032-2(b).]

Another example where the zero-basis problem 
has been fixed occurs where a subsidiary uses 
parent stock to compensate its employees for 
services rendered. [See Reg. §1.1032-3, obsoleting 
Rev. Rul. 80-76, 1980-1 CB 15.] The consolidated 
return rules used to provide relief to zero-basis 
problems when a member of a consolidated 
group disposed of the shares in the common 
parent. [See Reg. §1.1502-13(f)(6)(ii).] Recently, 
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these consolidated return rules were expanded to 
provide broader relief beyond just the consolidated 
return context. [See Reg. §1.1032-3(b).]

NYSBA Recommendations
Even though Congress and the IRS have provided 
limited relief to alleviate the zero-basis problem, 
it appears that the IRS may be ready to undertake 
a more thorough revamping of this area. Indeed, 
Rev. Rul. 2006-2 states that the zero-basis issue 
is under study. To assist the IRS in its study, the 
NYSBA has produced a zero-basis report which 
includes numerous recommendations. Below is 
a highlight of these recommendations: 
1. Stock of a corporate shareholder contributed 

to a corporation should have a fair market 
value basis in the hands of the transferee (and 
not a zero-basis), and the basis of the shares 
received in exchange should also have a fair 
market value basis (and not a zero-basis). 

2. A set of basis adjustment rules should be 
provided so that a sale of parent stock 
by a subsidiary does not give rise to a 
taxable gain or a deductible loss, and so that 
changes in the value of parent shares held 
by the subsidiary are not taken into account 
in determining gain or loss on a sale of 
subsidiary stock by the parent. 

3. These basis adjustment rules should apply in 
full where the subsidiary is at least 80 percent 
owned by the parent, and otherwise should 
apply on a proportionate basis. Below some 
lower threshold (between 20 percent and 50 

percent), the basis adjustment rules should 
not apply at all. 

4. Stock of a corporate shareholder contributed 
to a partnership should have a fair market 
value basis in the hands of the transferee 
(and not a zero-basis), and the basis of the 
partnership interest received in exchange 
should also have a fair market value basis 
(and not a zero-basis). 

5. Code Sec. 1032 should be extended so 
that changes in value of a partner’s stock 
held by the partnership are not taken into 
account in determining gain or loss from a 
sale of the partner’s partnership interest. 

6. The rules proposed above for a fair market value 
basis, and for subsequent basis adjustments, 
should apply regardless of whether the 
entities involved are domestic or foreign. 

Besides these six recommendations concerning 
stock transfers, there are analogous proposals 
for transfers of debt. All in all, the NYSBA report 
contains an excellent summary of the history of 
the zero-basis problem, including many examples 
of how it has wreaked havoc on taxpayers 
over the years. The NYSBA report should be 
required reading for anyone who wants to fully 
understand the history of the zero-basis problem, 
the patchwork of fixes made over the years, and 
the traps for the unwary created by this patchwork 
of fixes. Unfortunately, though, notwithstanding 
the reach and nearly universal acceptance of the 
NYSBA as an influential bellwether, these zero-
basis fixes are at this point just proposed. 

Book Review: CORPORATE TAXATION THROUGH THE 
LENS OF MERGERS & ACQUISITIONS, INCLUDING CROSS 
BORDER TRANSACTIONS, by Samuel Thompson
Reviewed by Patrick Hoehne • Wood & Porter • San Francisco

For me, reading Professor Sam Thompson’s 
corporate taxation book, CORPORATE 
TAXATION THROUGH THE LENS OF MERGERS 
& ACQUISITIONS, INCLUDING CROSS BORDER 
TRANSACTIONS, brought back law school 
memories. I’d sit in Thompson’s class at 
UCLA waiting for him to enthusiastically 
shout out “Mr. Hoehne, what did the court 
hold? Why? What are the implications?” 
Thompson’s enthusiasm and passion filled 
his classroom. So, too, with his latest book. 

Thompson has written a comprehensive yet 
easy-to-follow book revolving around taxable 
and tax-free mergers and acquisitions. While 
the book was written with the law student in 
mind, neophyte and seasoned tax practitioners 
alike will likely rely on his work to understand 
the intricacies of M&A from a federal and 
international tax perspective. 

The book is divided into four parts. Part I 
provides an overview of basic corporate tax 
principles and an introduction to taxable and 




