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Don’t Sweat the Assumed Debt?
By Stan D. Blyth • Wood & Porter • San Francisco

Historically, when planning an acquisitive reorganization to which 
Code Sec. 351 applies (and that’s common), you worry whether the 
assumed debt of the transferor will be greater than the adjusted basis 
of the transferred property. There’s good reason for concern given the 
potential for gain recognition under Code Sec. 357(c). After all, Code 
Sec. 351 is omnipresent. However, it’s a new day after the American 
Jobs Creation Act of 2004 (P.L. 108-357, 188 Stat. 1418) (“Jobs Act”) 
amended Code Sec. 357(c). 

In Rev. Rul. 2007-8 [IRB 2007-7, 469], the IRS examined the effect of 
this amendment on two transactions qualifying both as acquisitive 
reorganizations and as transfers to controlled corporations under 
Code Sec. 351. In the first transaction, A, an individual, owned all 
of the stock of corporation X and corporation Y. Y acquired all of 
the assets of X (and assumed the liabilities of X) in exchange for a 
controlling block of Y’s stock. Pursuant to the plan, X then liquidated 
and distributed the Y stock to A. 

At the time of the transaction, the sum of X’s liabilities assumed 
by Y exceeded X’s total adjusted basis in the property transferred to 
Y. Additionally, the value of X’s assets transferred to Y exceeded X’s 
liabilities assumed by Y. Immediately after the exchange, the value 
of Y’s assets exceeded Y’s liabilities. The transaction qualified as a D 
reorganization and as a Code Sec. 351 exchange.

The second transaction presented a more complex structure. Here, A, 
an individual, owned all of the stock of corporation X. B, an individual 
unrelated to A, owned all of the stock of corporation Y. Y acquired all 
of the assets of X in exchange for Y voting stock and the assumption of 
X’s liabilities. Pursuant to the plan of reorganization, X liquidated and 
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distributed the Y voting stock to A. At the time 
of the acquisition, the sum of the X liabilities 
assumed by Y exceeded X’s total adjusted basis 
in the property transferred to Y. 

Furthermore, the value of X’s assets 
transferred to Y exceeded the amount of X’s 
liabilities assumed by Y. Immediately after the 
exchange, the value of Y’s assets also exceeded 
the amount of Y’s liabilities. Simultaneously, 
and as part of the overall plan of reorganization, 
B contributed property to Y in exchange for 
additional Y stock. Thus, immediately after the 
transaction, B held more than 50 percent of the 
vote and of the value of all Y stock. 

The Y stock issued to X, along with the Y 
stock issued to and held by B immediately after 
the transaction, constituted control of Y. The 
transfer by X of all of its assets to Y in exchange 
for Y voting stock and assumption of liabilities, 
followed by the liquidation of X, qualified as a 
C reorganization. Plus, X’s transfer of assets to 
Y in exchange for Y voting stock (along with 

B’s transfer of property to Y in exchange for 
additional Y stock) was a Code Sec. 351 transfer.

Following Legislative Intent
The IRS began its analysis in Rev. Rul. 2007-8 
with a brief discussion of Code Sec. 357(a). It 
is nearly an axiom that where a liability of the 
taxpayer is assumed by another party to the 
exchange, that assumption is not treated as 
money or other property. The IRS then turned 
to Code Sec. 357(c)(A)(1), which requires a 
transferor to recognize gain if the sum of 
liabilities assumed exceeds the total adjusted 
basis of the property transferred. 

Prior to the enactment of the Jobs Act, Code 
Sec. 357(c)(1) applied to any Code Sec. 351 
transfer or exchange to which Code Sec. 361 
applied by reason of a plan of reorganization 
within the meaning of Code Sec. 368(a)(1)(D). 
The Jobs Act amended Code Sec. 357(c)(1)(B), 
limiting the application of Code Sec. 357(c)(1) 
to exchanges to which Code Sec. 351 applies, 
or to which Code Sec. 361 applies by reason of 
a plan of reorganization within the meaning of 
Code Sec. 368(a)(1)(D) with respect to which 
stock or securities of the corporation to which 
the assets are transferred are distributed in a 
transaction qualifying under Code Sec. 355. 

Put simply, Code Sec. 357(c) no longer applies 
to an acquisitive D reorganization satisfying 
the requirements of Code Sec. 354(b)(1) (which 
requires that substantially all of the assets of the 
transferor, and the stock and other properties 
received by such transferor, are distributed 
pursuant to a plan of reorganization). 

As a basis for its decision, the IRS looked 
to the legislative history underlying the Jobs 
Act amendment:

The Committee believes that … the [transferee] 
should be permitted to assume liabilities of the 
[transferor] without application of the rule of 
section 357(c). This is because in an acquisitive 
reorganization under section 368(a)(1)(D), the 
transferor must generally transfer substantially 
all of its assets to the acquiring corporation 
and then go out of existence ... .
In light of the legislature’s intent, the IRS 

determined that the amendment was intended 
to conform the treatment of D reorganizations to 
the treatment of other acquisitive reorganizations. 
Plus, it was designed to exclude reorganizations 
from the application of Code Sec. 357(c)(1), unless 
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they are described in Code Sec. 357(c)(1)(B), 
regardless of whether these reorganizations are 
also Code Sec. 351 exchanges.

Transferor Not Enriched
Because the transferor corporation ceased to exist 
in both situations before it, the IRS reasoned that 
the transferor could not be enriched as a result 
of the assumption of liabilities. Accordingly, the 

IRS found that Code Sec. 357(c)(1) did not apply 
to either transaction, even though the transfers 
involved in each were also 351 exchanges. The IRS 
further concluded because Code Sec. 357(c)(1) is no 
longer applicable to an A, C or D reorganization, 
it no longer applies to a G reorganization either 
(that satisfies the requirements of Code Sec. 
354(b)(1)), regardless of whether the transaction 
is also a Code Sec. 351 exchange.

Approval of Foreign Code Sec. 338 Elections
By Richard C. Morris • Wood & Porter • San Francisco

As M&A TAX REPORT readers know, Code Sec. 
338 allows parties to treat a stock acquisition 
as an asset acquisition, assuming certain 
requirements are met. It is one cornerstone of 
the taxation of mergers and acquisitions. By 
letting parties elect tax treatment, Code Sec. 
338 simplifies transactions. Parties to a stock 
deal can achieve the same results as an asset 
purchase via a Code Sec. 338 election.

For years, practitioners have believed Code 
Sec. 338 applied to both domestic and foreign 
stock purchases. Yet, as in many areas of 
the Code, neither the IRS nor the courts had 
expressly indicated that Code Sec. 338 does (or 
does not) apply to a Code Sec. 388 election in 
the international context. That is, until February 
2007, when in Generic Legal Advice AM 2007-
006 [Feb. 9, 2007], the IRS addressed whether a 
corporation can make a Code Sec. 338 election 
for a foreign target. 

In particular, Generic Legal Advice AM 2007-
006 discusses whether a corporation (domestic 
or foreign) that purchases the requisite amount 
of stock of a foreign target can make a Code Sec. 
338 election for the foreign target, and thereby 
obtain a step-up in the basis of the foreign 
target’s assets, even if no U.S. or foreign tax is 
incurred. The generic legal advice also addresses 
whether a Code Sec. 338 election can be made 
for the foreign target if a Code Sec. 338 election is 
not made for the foreign target’s U.S. subsidiary 
(which, if made, would incur a U.S. tax cost). 

The Purchase
As its name implies, a Generic Legal Advice 
(issued by the IRS Office of Chief Counsel in 

Washington, D.C.) describes a hypothetical 
situation that provides guidance to many 
taxpayers. Generic Legal Advice AM 2007-006 
starts with a Purchaser that is a corporation for 
U.S. tax purposes. It could be either domestic 
or foreign, and, if foreign, either a controlled 
foreign corporation (CFC) or not. Thus, 
Purchaser could be virtually any corporation.

Foreign Target is a foreign entity that, when 
relevant, will be classified as a corporation 
for U.S. tax purposes. [See Reg. §301.7701-3(d) 
for a discussion of “relevance” of a foreign 
corporation.] Foreign Target has no previous 
connection to the U.S. tax system. That is, 
Foreign Target is not a CFC, it is not a passive 
foreign investment company, nor is it engaged 
in a U.S. trade or business. Moreover, it does 
not hold any U.S. real property interests, and it 
is not required to file a U.S. tax return. Foreign 
Target has built-in gain, as the value of Foreign 
Target’s assets exceeds their basis.

The shareholders of Foreign Target are foreign 
persons similarly unconnected to the U.S. 
taxing jurisdiction. Plus, they are unrelated to 
Purchaser prior to the transaction. In Situation 
1, Purchaser buys all of the outstanding stock 
of Foreign Target from its shareholders in a 
single transaction for cash. Purchaser makes 
a Code Sec. 338(g) election with respect to 
Foreign Target. The shareholders of Foreign 
Target may (or may not) be subject to tax on 
their sale of stock. The transaction has no tax 
effect on Foreign Target.

In Situation 2, the facts are the same except 
that Foreign Target owns all of the stock of a 
U.S. subsidiary. The U.S. subsidiary is not a 




