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INTRODUCTION
Tax-free incorporations under the provisions of sections 351-3631
have long served their congressionally purposed function of making
the businessman's decision regarding the initial or a change of business "form" as free from income tax considerations as possible. The
basic premise of the statute is that a change in the form of the
business is not an appropriate time to tax the exchange of assets.
The announced purpose of enacting the predecessor to section 351
was to remove the uncertainty of the law and to facilitate business
readjustments. 2 As with any statute, experience revealed deficiencies which had to be dealt with by subsequent corrective legislation. Thus, the growth of the provisions of the tax-free incorporation scheme has proceeded in piecemeal fashion, responding to
problems as they were perceived and as suitable resolutions of those
problems were devised.
One such problem area, which is currently the most controversial provision of the tax-free incorporation scheme, is section 357,
which deals with the corporate transferee's assumption of the trans3
feror's liabilities or the receipt of property subject to liabilities.
The problem is particularly acute for cash basis taxpayers who decide to incorporate a going business which has accounts receivable
and trade accounts payable.
This article will analyze the problems presented by section 357
and the interpretations the courts have given it and, hopefully, will
*
Omaha,
1.
2.

Associate, Fitzgerald, Brown, Leahy, Strom, Schorr & Barmettler,
Nebraska.
I.R.C. §§ 351-363.
The Senate Finance Committee reported:
[The predecessor of § 351], if adopted, will, by removing a
source of grave uncertainty and by eliminating many technical con-

structions which are economically unsound, not only permit business to go forward with the readjustments required by existing
conditions but also will considerably increase the revenue by preventing taxpayers from taking colorable losses in wash sales and
other fictitious exchanges.
S. REP. No. 275, 67th Cong., 1st Sess. - (1921).
3. See, e.g., Thatcher v. Commissioner, 533 F.2d 1114 (9th Cir. 1976),
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provide a basis for analyzing any given situation to determine appropriate tax planning considerations when counseling businessmen
who are faced with the problem under the existing state of the
law. While a thorough analysis of the Code scheme of tax-free
incorporations is neither necessary nor within the scope of this
article, it will be advantageous to review the basic framework of
the nontaxable exchange provisions of sections 351-363 in order to
fully appreciate the ramifications of some of the proposed interpretations of section 357. Following a brief review of the scheme,
a full analysis of the enactment of section 357, the problem that
it was intended to obviate, and the problems it has produced, will
be undertaken. Careful consideration will be given to the courts'
of appeals interpretations of the provisions as well as the Tax
Court's analysis. Finally, consideration will be afforded the tax
planning devices available to the taxpayer faced with the uncertainty of interpretation of section 357.
I.

THE BASIC TAX-FREE INCORPORATION

SCHEME

For many businesses which are incorporated initially, or incorporated at some point in midstream, the provisions of section 351,
which provides for tax-free incorporation of a new or going enterprise, allow the decision to incorporate to be made without imposition of tax. Indeed, for most businessmen who are faced with the
decision of whether or not to incorporate, the applicability of the
nonrecognition provisions may well be determinative. 4 Once the
decision to incorporate has been made, Congress has provided that
if the exchange qualifies for section 351 nonrecognition treatment,
the businessman may transfer assets to be used by the corporation
and receive stock and securities of the corporation, and the exchange will not be a recognizable taxable event. 5
rev'g, Wilford E. Thatcher, 61 T.C. 28 (1973); Bongiovanni v. Commissioner,
470 F.2d 921 (2d Cir. 1972); Peter Raich, 46 T.C. 604 (1966).

Commentators have also found the provisions of § 357 controversial and
a fertile subject for comment. See, e.g., Burke & Chisholm, Section 357:
A Hidden Trap in Tax-Free Incorporations,25 TAx L. REv. 211 (1970); Kahn
& Oesterle, A Definition of Liabilities in Internal Revenue Code Sections

357 and 358(d), 73 MICH. L. REv. 461 (1975); Wellen, New Solutions to the
Section 357(c) Problem, 52 TAXES 361 (1974); Note, Section 357(c) and the
Cash Basis Taxpayer, 115 U. PA. L. REv. 1154 (1967).

4. For analysis of some of the pertinent inquiries necessary in making
the decision to incorporate at all, and whether tax deferral under § 351 is
advisable, see O'Connor, Tax Problems on Transfers of Assets to Corporations, 52 TAXEs 756, 757-58 (1974).
5. Without § 351, the analysis of the exchange would proceed along
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Section 351 (a) articulates the general rule which provides the
basis of the tax-free incorporation scheme. 6 The basic requirements
of that section are:
1) Property is transferred to a corporation;
2) solely in exchange for stock or securities in the corporate transferee; and,
3) the transferors of the property are in control of the
corporate transferee.
The requirements that "property" be transferred and that the
transferors be in "control" of the corporate transferee are fairly
well defined in that there is a large body of law from which to
draw and the remaining questions revolve around the outside parameters of the concepts of property and control. The courts have
been very liberal in defining property, 7 which might be expected
since there is no reason to restrict the definition in light of the
congressional purpose of facilitating rearrangements of business interests without the imposition of a tax. Likewise, the statutory
requirement that the transferors of the property be in control of
the corporate transferee is governed by section 368(c),8 which requires that the transferors possess at least eighty percent of the
total combined voting power in the corporation. 9
usual lines. Initially, gain would be realized on the disposition of the assets

for value. The fair market value of the stock received less the adjusted
basis of the assets transferred would be the amount realized. I.R.C. § 1001.
The general rule of LR.C. § 1002 requiring recognition of amounts realized
would normally follow. Prior to the congressional enactment of the Revenue Act of 1921, ch. 136, § 202(c), 42 Stat. 230 (the predecessor of I.R.C.
§ 351) such were the tax consequences to any individual who transferred
the assets of a business or his individual assets to a corporation in return
for stock of the corporation.
6. (a) General rule-No gain or loss shall be recognized if property is transferred to a corporation (including, in the case of transfers made on or before June 30, 1967, an investment company) by
one or more persons solely in exchange for stock or securities in
such corporation and immediately after the exchange such person
or persons are in control (as defined in section 368 (c)) of the corporation. For purposes of this section, stock or securities issued
for services shall not be considered as issued in return for property.
7. See DuPont deNemours & Co. v. United States, 471 F.2d 1211, 1213
(Ct. Cl. 1973).
8. I.R.C. § 368(c) states:
(c) Control-For purposes of part I (other than section 304),
part II, and this part, the term "control" means the ownership of
stock possessing at least 80 percent of the total combined voting
power of all classes of stock entitled to vote and at least 80 percent
of the total number of shares of all other classes of stock of the
corporation.
9. See also Rev. Rul. 73-472, 19,73-2 C.B. 114 and Rev. Rul. 73-473,
1973-2 C.B. 115, which require a continuity of the transferor's equity ownership.
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The requirement which has presented some difficulty is that
the exchange be "solely" for the "stock or securities" of the corporate transferee. Congress established a safety valve of sorts in
section 351(b) which provides that if the transferor receives money
or other property in addition to stock or securities of the corporate
transferee, i.e., "boot," then only the greater of amount of gain
realized or the "boot" received on the exchange will be recognized
as gain. 10 Section 351(b) prohibits the recognition of loss on
a transfer to which section 351 applies. As a result of the boot
provisions of section 351(b), a transferor of assets to a controlled
corporation might receive in exchange cash, securities in another
corporation, or the corporate transferor's assumption of a liability
which, but for section 351(b), would have caused the entire transaction to be taxable rather than merely the greater of the boot
received or the gain realized.
The balance of the nonrecognition statutory scheme consists
of the provisions which determine the transferor's basis in the stock
and securities received and the corporate transferee's basis in the
property transferred to it. Section 358 (a) (1) provides that the
transferor's basis in the stock or securities of the corporate transferee received in the exchange is the same as the basis of the property exchanged with certain adjustments." The transferor's substituted basis in the stock received in the exchange is:
10.

I.R.C. § 351 (b) states:
(b) Receipt of Property-If subsection (a) would apply to an

exchange but for the fact that there is received, in addition to the
stock or securities permitted to be received under subsection (a),
other property or money, then(1) gain (if any) to such recipient shall be recognized, but
not in excess of(A) the amount of money received, plus

(B) the fair market value of such other property received; and
(2) no loss to such recipient shall be recognized.
The allocation of money or other property received-"boot"-in any exchange where more than one asset is transferred to the corporate transferee
may present a problem in analyzing a taxpayer's situation. Rev. Rul. 6855, 1968-1 C.B. 140, sets out a formula which allocates the boot received
to each asset separately in proportion to the fair market value of the assets
transferred. See also Rabinovitz, Allocating Boot in Section 351 Exchanges,
24 TAX L. REv. 337 (1969).
11.

I.R.C. § 358(a) (1) provides:

(1) Nonrecognition Property-The basis of the property permitted to be received under such section without the recognition
of gain or loss shall be the same as that of the property exchanged(A) decreased by(i) the fair market value of any other property (ex-

cept money) received by the taxpayer,
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a)

decreased by
(1) the fair market value of the boot received; plus,
(2) the amount of any money received; and,
b) increased by the amount of gain recognized.
Thus, if the transferor receives only stock or securities in the exchange, such stock or securities will have the substituted basis of
the property transferred. 12 If other property-boot-is received in
addition to the stock or securities the adjustments to the carryover
basis noted above are necessary.
* The corporate transferee's basis in the assets transferred is
determined under section 362. 13 The basis to the corporate transferee is the same as the transferor's basis in the transferred
property increased by the gain recognized by the transferor. 14 Although neither the statute nor the regulations specify how the basis
is to be allocated, at least one circuit court of appeals held that under
the 1939 Code predecessor of section 362.(a), the corporation took
the transferor's basis on each asset. 15 If the substituted basis is
required to be adjusted upward due to recognition of gain, the basis
of each asset could be increased accordingly or the increase to the
substituted basis could be made in accordance with the assets' fair
market values rather than with reference to their basis in the hands
of the transferor. 16
(ii) the amount of any money received by the taxpayer, and
(iii) the amount of loss to the taxpayer which was
recognized on such exchange, and

12.

(B) increased by(i) the amount which was treated as a dividend,
and
(ii) the amount of gain to the taxpayer which was
such gain which was treated as a dividend).
If both stock and securities are received on the exchange, the

carryover basis is allocated among the stock and securities in accordance
with their fair market values. See I.R.C. § 358 (b).
13. I.R.C. § 362.
14.

I.R.C. § 362(a) provides:
(a)

PROPERTY ACQUIRED

BY ISSUANCE

OF

STOCK OR AS PAID-IN

SURPLUS.-If property was acquired on or after June 22, 1954, by
a corporation-

(1) in connection with a transaction to which section 351
(relating to transfer of property to corporation controlled by
transferor) applies, or
(2) as paid-in surplus or as a contribution to capital, then
the basis shall be the same as it would be in the hands of the
transferor, increased in the amount of gain recognized to the
transferor on such transfer.
15. P.A. Birren & Son, Inc. v. Commissioner, 116 F.2d 718, 719 (7th
Cir. 1940).

16. See generally B. BrtrTKs & J. EusTIEc, FERAL INco EvTAXATION

1977]

ASSUMPTION OF LIABILITIES

While the statutory scheme for tax-free incorporations presented by sections 351 (a), 351 (b), 358, and 362 is not free from problems, 1 7 the problems have been resolved in such a manner that,
at least for tax planning purposes, one can be fairly certain of
achieving the desired result-tax-free incorporation with predictable consequences. Most of the pitfalls to tax-free incorporation
are known and can be avoided or their effect mitigated.1 8 The same
cannot be said for a corporate transferee's assumption of a transferor's liabilities, however, and it is an analysis of this problem
which follows.
II. ASSUMPTION OF LIABILITIES AS "BOOT"
Prior to 1938 it was generally considered that the assumption
of liabilities19 by a corporate transferee in an incorporation to
which the predecessor of section 351 applied, did not constitute boot
with the resulting recognition of gain by the transferor. 20 However, in United States v. Hendler,21 the Supreme Court held that
the assumption and payment of a transferor's liability by the corporate transferee would constitute boot to the transferor. Hendler
involved a merger between Borden Company and Hendler Creamery Company, Inc., in which the Borden Company assumed and paid
$534,297.40 of Hendler's bonded indebtedness. The Court held that
Borden's assumption and payment of the debts and obligations of
Hendler was to be regarded in substance as a part of the purchase
price even though the amount assumed and paid had not been directly paid to the Hendler Company. The Court stated:
Its gain was as real and substantial as if the money had
been paid it and then paid over by it to its creditors. The
discharge of liability by the payment of the Hendler Company's indebtedness constituted income
to the Hendler
22
Company and is to be treated as such.
Since the transferee's assumption of liabilities was neither "stock"
OF CORPORATIONS AND
BITTKER & EusTIC].

SHAREHOLDERS

3-12 (1971)

[hereinafter cited as

17. See White, Sleepers that Travel with Section 351 Transfers, 56
VA. L. REV. 37 (1970).
18. For an excellent and helpful analysis of the tax-free incorporation
scheme, see generally BITrman & EUSTICE, supra note 16, at 3.1-3.21.
19. The phrase "assumption of liabilities" as used in this article will
also include the receipt of property subject to a liability.
20. See Burke & Chisholm, Section 357: A Hidden Trap in Tax-free
Incorporation,25 TAx L. REV. 211, 212 (1970).
21. 303 U.S. 564 (1938).

22. Id. at 566.
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nor "securities" within the meaning of the statute, its receipt was
not exempt from taxation.
The Treasury Department soon realized that the victory it had
won in Hendler might prove hollow since, if the assumption and
payment by a corporate transferee of a transferor's liability constituted boot to the transferor, the transferor should have been taxed
at the time of the exchange, thereby giving the corporate transferee
a stepped-up basis in the assets transferred to it on the exchange.
Many exchanges to which the principle announced in Hendler
applied were beyond the reach of the Treasury Department because
the statute of limitations had run, thereby precluding assessment
of a tax on the transferor. The net result was that the corporate
transferee would receive increased deductions and/or lower gains
realized on the sale of property (as a result of the transferee's
stepped-up basis in the property) without any increase in the
Treasury's revenue since the exchange was taxable originally, and
the statute of limitations precluded assessment.
As a result of this anticipated loss of revenue, the Treasury
Department (along with other transferor-taxpayers on whose exchanges the statute of limitations had not yet run) urged Congress
to enact legislation, which would effectively overrule Hendler, providing that the assumption of a liability by a corporate transferee
in an otherwise tax-free exchange would not constitute boot to the
transferor. Congress responded by enacting section 112(k) in the
1939 Code, 23 the predecessor of sections 357 (a) and (b).24

Section 112 (k) of the 1939 Code provided that the assumption
of liabilities by a corporate transferee in an otherwise nontaxable
exchange would not be considered boot, resulting in recognition of
gain. The provision was in conformity with the congressional
policy of deferring recognition of income in a business reorganization and to establish criteria to remedy any possible abuses connected with the assumption of liabilities in the exchange. 25 Thus,
the legislation provided relief to both transferors and the government. 26 Section 112 (k) was reenacted in the 1954 Code as sections
357 (a) and (b), substantially without change. 27
23. Act of June 29, 1939, ch. 247, § 213(a), 53 Stat. 870 (adding subsection (k) to Int. Rev. Code of 1939, § 112).
24. See generally BITmKER & EUSTICE, supra note 16, 3.07, at 3-23.
25. See Comment, Section 357(c): The Quest for Equality Between
Accrual and Cash Basis Taxpayers, 52 NEB. L. REV. 527, 531 (1973).
26. See 3 J. MERTENS, LAw oF FEDERAL INCOME TAXATION § 20.155, at

713 (1972).
.7.

One fairly significant differqnce botweqn Int. Rev. Code Qf !939
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Thus, under the general rule of section 357(a) ,28 the corporate
transferee's assumption of liabilities is not treated as boot which
prevents the exchange from qualifying for tax-free incorporation
under section 351.29 Section 357(b) 3 0 is an exception to the general
rule of section 357(a), which provides that where the assumption
of a transferor's liability is in furtherance of a purpose to avoid
federal income taxation or does not have a bona fide business purpose,31 the liabilities assumed by the corporate transferee pursuant
§ 112(k) and I.R.C. §§ 357(a) and (b), of the 1954 Code, is that where the
taxpayers have the prohibited tax avoidance purpose (or a lack of a business purpose), the total amount of assumed liabilities is considered to be
boot under the 1954 Code, rather than only the liability which was acquired
with the prohibited purpose.
28. I.R.C. § 357 (a) provides:
(a) GENERAL RuLE.-Except as provided in subsections (b)
and (c), if(1) the taxpayer received property which would be permitted to be received under section 351, 361, 371, or 374 without the recognition of gain if it were the sole consideration, and
(2) as part of the consideration, another party to the exchange assumes a liability of the taxpayer, or acquires from
the taxpayer property subject to a liability,
then such assumption or acquisition shall not be treated as money
or other property, and shall not prevent the exchange from being
within the provisions of section 351, 361, 371, or 374, as the case
may be.
29. Even though the assumption of liabilities by the corporate transferee under section 357 (a) will not trigger recognition of gain where gain
is not otherwise recognized, the transfer of liabilities does have tax consequences. Basis adjustments under sections 358 (a) and 362 (a) are required
in order to avoid permanent deferral of income taxation. See notes 11-16
and accompanying text supra.
30. I.R.C. § 357(b) provides:
(b) TAX AVOIDANCE PURPOE.(1) In General.-If, taking into consideration the nature of
the liability and the circumstances in the light of which the
arrangement for the assumption or acquisition was made, it appears that the principal purpose of the taxpayer with respect
to the assumption or acquisition described in subsection (a)(A) was a purpose to avoid Federal income tax on the
exchange, or
(B) if not such purpose, was not a bona fide business
purpose,
then such assumption or acquisition (in the total amount of the
liability assumed or acquired pursuant to such exchange) shall,
for purposes of section 351, 361, 371, or 374 (as the case may
be), be considered as money received by the taxpayer on the
exchange.
(2) Burden of Proof.-In any suit or proceeding where the
burden is on the taxpayer to prove such assumption or acquisition is not to be treated as money received by the taxpayer,
such burden shall not be considered as sustained unless the
taxpayer sustains such burden by the clear preponderance of
the evidence.
31. In Jewell v. United States, 330 F.2d 761, 765 (9th Cir. 1964), the
government conceded that the liability assumed for the corporate transferee
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to the exchange will be treated as boot for purposes of section
351(a) and (b). It is noteworthy that if the assumption of any
liability is undertaken with the prohibited purpose or does not have
the requisite business purpose, all liabilities involved in the exchange will be considered as money received and thereby trigger
recognition of gain. The major objective of section 357(b) is to
frustrate the potential for abuse of the liberal nonrecognition provisions of section 357(a). Thus, section 357(b) becomes an arrow
in the Commissioner's quiver with which he may assault the mortgaging of property and its subsequent transfer to a corporation subject to the liability. Without such an exception to the liberallyworded general rule, the transferor might be able to obtain cash
tax-free by retaining the proceeds of a mortgage and have the
liability assumed by the corporate transferee on the transfer of the
encumbered asset.
A second exception to the general rule of section 357 (a) was
enacted in 1954 as section 357(c). That section provides that where
the aggregate liabilities assumed by the corporate transferee exceed the basis of the property transferred, the excess is to be considered as gain from the sale or exchange of a capital asset or of
property which is not a capital asset as the case may be.8 2 Thus,

regardless of the transferor's purpose, he will recognize gain in the
amount that the sum of the liabilities assumed by the corporate
would not have to have a business purpose in connection with the corporation's business. Rather, it would be a sufficient business purpose if, when
the liability was created, the transferor had a bona fide business purpose.
The status of the business purpose requirement under § 357(b), however,
is somewhat in doubt.
32. I.R.C. § 357(c) provides:
(c) Liabilities in Excess of Basis.(1) Exceptions.-In the case of an exchange(A) to which section 351 applies, or
(B) to which section 361 applies by reason of a plan
of reorganization within the meaning of section 368 (a) (1)

(D),
if the sum of the amount of the liabilities assumed, plus the
amount of the liabilities to which the property is subject, exceeds the total of the adjusted basis of the property transferred
pursuant to such exchange, then such excess shall be considered as a gain from the sale or exchange of a capital asset or
of property which is not a capital asset, as the case may be.
(2) Exemptions.-Paragraph (1) shall not apply to any
exchange to which(A) subsection (b) (1) of this section applies, or
(B) section 371 or 374 applies.
Section 357(c) withstood constitutional challenge in George W, Wiebusch,
59 T.C. 777, 780-81 (1973).
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transferee exceed the aggregate adjusted basis of the assets trans83
ferred.
In the case where there are multiple transferors, the Internal
Revenue Service has announced that the computation required by
section 357(c) is to be made on a person-by-person basis rather than
in the aggregate.3 4 Therefore, a transferor may not hide his excess
liabilities by transferring his property and liabilities together with
other transferors. As with other forms of boot, the adjustment in
basis as a result of the gain recognized under section 357 (c) is allocated among the property transferred according to each asset's fair
33
market value.
Section 357(c) has no 1939 legislative counterpart. Moreover,
the congressional purpose in enacting the legislation was largely
a mystery. The paucity of legislative history has left the courts
and others to analyze the state of the law prior to 1954 and the
problems under sections 357 (a) and (b), in order to determine the
situations and/or problems at which section 357(c) was aimed.
The purpose most commonly ascribed to section 357 (c) was to
avoid the problems of a negative basis.3 6 The facts in Easson v.
Commissioner37 illustrate the negative basis problem. Although
the case was decided after enactment of the 1954 Code (and, therefore, after the enactment of section 357(c)) the decision was under
the 1939 Code, which, as noted above, did not contain any counterpart to section 357(c). In Easson, the transferor's adjusted basis
in the property to be transferred was more than $87,000. The principal balance on the mortgage which the corporate transferee was
assuming exceeded $247,000. The computation required by the basis
provisions of the 1939 Code 38 (the same under the 1954 Code) required the transferor to take the stock received in the exchange
with the substituted basis of the property transferred less any boot
33.

It is possible that the transfer of property subject to liability comes

within both the exceptions enumerated in § 357 (b) and (c). Such would
be the case where the transferor's liabilities exceed the adjusted basis of
all the property transferred, and the transferor has an improper purpose
prohibited under § 357(b) as well. In such a case § 357(b) controls, with
the practical result that the entire amount of the liabilities transferred and
assumed by the corporate transferee is considered boot. I.R.C. § 357(c) (2)
(A). See also W.H.B. Simpson, 43 T.C. 900, 915-16 (1965).
34. Rev. Rul. 66-142, 1966-1 C.B. 66.
35. See note 10 supra.
36. See, e.g., Wellen, New Solutions to the Section 357(c) Problem,
52

TAXES

361, 363-64 (1974).

37. 294 F.2d 653 (9th Cir. 1961).
38. Int. Rev. Code of 1939, ch. 1, § 113(a) (6), 53 Stat. 41 (now I.R.C.
§ 358).
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received. The computation resulted in a negative basis with respect
to the stock acquired by the taxpayer.3 9 The Ninth Circuit held
that a negative basis was possible under the Code, and therefore
the Tax Court erred when it determined that the stock had a basis
of zero and that the taxpayer realized and recognized a gain in the
amount of $159,849.15 (the amount of the negative basis) .40 If section 357(c) had been effective, gain would have been recognized
pursuant to that section in the amount of the negative basis assigned to the Easson transferor's stock.
Another hypothesis offered as the purpose of section 357 (c)
is that such a provision was needed to fill the void left by section 357 (b).41 Under this analysis, if the exception to the predecessor of section 357 (b) could be overcome (i.e., if the taxpayer
could demonstrate that he did not have a federal income tax avoidance purpose and did have a legitimate purpose for mortgaging the
property transferred) the taxpayer would receive a permanent taxfree gain by placing a mortgage in excess of basis on the assets
transferred. Regardless of the congressional intent in enacting section 357 (c), its effect on a cash basis taxpayer who wishes to incorporate a going business has been subjected to various judicial interpretations, and it is an analysis of those interpretations which
follows.
III.

JUDICIAL INTERPRETATIONS OF SECTION 357(c)

Raich: TAX COURT'S LITERAL APPROACH
The adverse effects of applying section 357(c) to a cash basis
taxpayer who attempts to incorporate a going business under the
non-recognition provisions of section 351 were not really appreciated until the Tax Court was confronted with the facts involved
in Peter Raich. 42 In Raich, a husband and wife had conducted a
39. In Easson v. Commissioner, the taxpayer transferred to the controlled corporation property with an adjusted basis of $87,214.86, a fair market value of $320,000.00, and a principal balance on the mortgage of
$247,064.01. Easson v. Commissioner, 294 F.2d 653, 656 (9th Cir. 1961). The

taxpayer's basis computation would be:
Substituted Basis

Less: Boot received (the assumption of the principal

$ 87,214.86

247,064.01
balance on the mortgage)
($159,749.15)
Transferor's Basis
40. Id. at 658. For an analysis of some of the objections to the concept
of a negative basis, see Cooper, Negative Basis, 75 HARV. L. REv. 1352 (1962).
41. See generally Cooper, Negative Basis, 75 HARv. L. REv. 1352 (1962);

Wellen, New Solutions to the Section 357(c) Problem, 52 TAxEs 361 (1974).
42.

Peter Raich, 46 T.C. 604 (1966).
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sheetrock and drywall contracting business as a sole proprietorship
prior to January 3, 1961. At the beginning of 1961, the Raichs incorporated their business and transferred to the newly-formed cor4
poration all of the assets and liabilities of the sole proprietorship. 3
The bulk of the assets transferred to the new corporation were
trade accounts receivables, which the Commissioner argued had a
zero basis in the hands of a cash basis taxpayer. 44 If the Commissioner's analysis of the accounts receivable basis was correct, the
aggregate adjusted basis of the assets transferred to the corporation, although having a book value in excess of $88,000, was less
than $11,000, while the liabilities assumed approached $46,000. The
Commissioner argued that since the liabilities assumed ($46,000) exceeded the aggregate adjusted basis of the property transferred
($11,000) the taxpayer should recognize gain under section 357(c)
to the extent that liabilities exceeded basis ($35,000) .4
The taxpayers' argument was two-fold. First, they argued that
Congress intended section 357(c) to apply only where liabilities not
only exceeded the adjusted basis of the property transferred, but
also where liabilities exceeded the book value of the property transferred. 46 Under this position, the taxpayers would not have recognized any gain because the book value of the assets transferred exceeded the amount of liabilities assumed by $42,000. In rejecting
this portion of the taxpayers' argument, the Tax Court reasoned
that if Congress had intended to limit the application of section
357(c) to situations in which the liabilities assumed exceeded both
the adjusted basis and the book value of the property transferred,
40
it would have clearly employed the necessary language.
The second argument advanced by the taxpayers was that, for
purposes of section 357(c), trade accounts receivable had a basis
43. Immediately following the transfer to the corporation, the corporation's balance sheet was as follows:
$ 1,045.40
Cash
77,361.66
Trade Accounts Receivable

Receivables

Prepaid Rent
Equipment (less depreciation)
Total
Trade Accounts Payable

Notes Payable
Total

Id. at 605.
44. Id. at 607.
45. Id.
46. Id. at 609.

1,833.97
125.00
8,247.36
$88,613.39
$37,719.78

8,273.03
$45,992.81

CREIGHTON LAW REVIEW

[Vol. 10

at least equal to the amount of the trade accounts payable assumed
by the corporate transferee. 47 The taxpayers' reasoning was the
cost of producing the trade accounts receivable was the amount of
the trade accounts payable and, under section 1012, the basis of
property is its cost.4 s The Tax Court rejected the Raichs' theory
of basis for accounts payable, noting that there was nothing in
the record which demonstrated a correlation between the trade accounts payables and the cost of the receivables. 49 Rather, the court
held that the accounts receivable had a basis of zero in the hands
of the cash basis taxpayer.50 The court reasoned that the zero basis
was required by section 362(a), 5 1 the provision requiring the corporate transferees' basis in the property transferred to be the same
basis as in the hands of the transferor.
The result was that the Raichs had recognizable gain in the
amount that the liabilities assumed by the corporate transferee exceeded the adjusted basis of the assets transferred. Thus, a taxpayer who received no economic benefit by virtue of the excess
of business liabilities over the adjusted basis of the property transferred to the corporation and did not have the prohibited purpose
of federal tax avoidance, had to recognize gain in the situation which
seemed to fit so neatly within the intended protection of the nonrecognition provisions. The Tax Court was not insensitive to the
adverse and seeming harshness of the result, stating:
In applying section 357(c) to the facts herein, we are
not unmindful that the result reached may conflict with the
well established intent of Congress to foster tax-free business reorganizations. However, in the absence of a clearly
expressed congressional intent, we decline to adopt a construction of section 357(c) which is 52
supported neither by
its language nor its legislative history.
The result of Raich was that the taxpayers recognized gain of
about $35,000. Yet, they were without funds to pay the tax because
all accounts receivable and cash were transferred to the corporation
47.
48.

Id. at 607.
Id. at 610. I.R.C. § 1012 provides:

The basis of property shall be the cost of such property, except
as otherwise provided in this subchapter and subchapters C (relating to corporate distributions and adjustments), K (relating to
partners and partnerships), and P (relating to capital gains and
losses). The cost of real property shall not include any amount
in respect of real property taxes which are treated under section
164(d) as imposed on the taxpayer.

49.
50.
51.
52.

46 T.C. at 610.
Id.
I.R.C. § 362(a).
46 T.C. at 611.
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on the reorganization. The taxpayers' basis in the stock received
was computed as the carryover basis of the property transferred
($11,000) less the amount of money received by the taxpayer
($46,000-representing the liabilities assumed by the corporate
transferee) 53 plus the amount of gain recognized by the taxpayer
($35,000) . 4 Thus, the sum of the basis computation for the stock
received on the exchange was zero. On a subsequent sale of the
stock, assuming the sale yields book value, the taxpayer would receive $42,000, which would be fully taxable since he has no offsetting basis in the stock. Thus, the taxpayer would ultimately recognize a total gain of $77,000 with no offsetting deductions.
If he had kept the sole proprietorship and liquidated his interest, on the other hand, he would have been given a deduction for
the payment of the liabilities. 55 But, under Raich, it is not even
certain that the corporation will get a deduction for the payment
of the liabilities. Under section 162 (a), a business deduction is allowed only where the expense has been incurred in the trade or
business of the taxpayer. Moreover, in Holdcroft Transportation
Co. v. Commissioner,56 the Eighth Circuit held that the assumptions
of a transferor's contingent liability was a cost of acquiring the
property and, therefore, had to be capitalized rather than deducted. 57 Notwithstanding the questionable status of the deductibility of the liabilities assumed by the corporation, at least one court
has stated, in dictum, that such a deduction should be allowed. 58
The corporation's basis in the property transferred under
section 362(a) is the substituted basis of the transferor ($11,000)
plus the amount of gain recognized on the exchange ($35,000), or
$46,000. If the corporation liquidated all assets it would thereby
53. Under I.R.C. § 358 (d), liabilities assumed are treated as money received for purposes of determining the transferor's basis in his stock. Section 358 (d) provides:
(d) Assumption of Liability.-Where, as part of the considera-

tion to the taxpayer, another party to the exchange assumed a liability of the taxpayer or acquired from the taxpayer property subject to a liability, such assumption or acquisition (in the amount
of the liability) shall, for purposes of this section, be treated as
money received by the taxpayer on the exchange.
54. I.R.C. § 358 (a) (1) quoted in note 11 supra.
55. I.R.C. § 162(a) states, in part:
(a) In General.-There shall be allowed as a deduction all the
ordinary and necessary expenses paid or incurred during the taxable year in carrying on a trade or business ....
56. 153 F.2d 323 (8th Cir. 1946).
57. Id. at 324.
58.

Bongiovanni v. Commissioner, 470 F.2d 921, 925 (2d Cir. 1972).

See note 88 infra.
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realize a gain of $42,000 which it would also recognize.5 9 If no deduction were allowed upon payment of the liabilities assumed, 60
the corporation's recognized gain would be $42,000. 61 Thus, arguably the end result under the Raich approach is that a taxpayer
would not be entitled to a deduction for the trade accounts payable,
although such liabilities would have been deductible if no section
351 exchange had ever occurred.
Even if the corporation were allowed a deduction, however, the
result required under the Raich analysis is contrary to the existing
economic realities. In the event a deduction for payment of the
trade accounts payable were allowed, the corporation would sustain
a tax loss of $4,000 upon liquidation of its assets while enjoying
an economic gain of $42,000. The inconsistency of requiring the
transferor to realize and recognize gain of $42,000 where he has not
received any economic benefit and allowing a $4,000 loss to the corporation where its economic gain is $42,000, is stark.
The major criticism of the Raich decision has indeed been that
which the Tax Court itself noted, i.e., that the result conflicts with
the well-established congressional purpose in regard to tax-free reorganizations. 62 Moreover, Raich results in inequities since it applies only to cash basis taxpayers whose accounts receivable constitute a large portion of their assets which they have to transfer to
a corporation on the reorganization. The perceived inequities have
been variously stated. The decision has been accused of:
1) resulting in the taxation of nonexistent income, i.e.,
amounts which do not 3represent any accretion to the
transferor's net worth;
2) incorrectly treating accounts receivable in a manner
differently from accounts payable in that the receivables were assigned a basis of zero while the payables
were valued at market; 4 and,
59.

The realized gain of $42,000 is computed as follows:

Amount Received

$88,000

Less: Adjusted Basis
46,000
Amount Realized
$42,000
Recognition would follow by virtue of the operation of I.R.C. § 1002.

60. See notes 55-57 and accompanying text supra.
61.

The corporation's gain of $42,000.00 is computed as follows:

Liquidation of Assets

Less: Payment of Liability Assumed

$88,000

46,000
$42,000

62. See note 52 and accompanying text supra.
63. See Kahn & Oesterle, A Definition of "Liabilities"in Internal Revenue Code sections 357 and 358(d), 73 MicH. L. REv. 461, 466-67 (1975).
64.

See Comment, Section 357(c) and the Cash Basis Taxpayer, 115 U.

PA. L.REv. 1154, 1166 (1967).
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resulting in an arbitrary distinction between cash basis
and accrual basis taxpayers. 65

The first two criticisms noted above are clearly valid and have
resulted in attempts by other courts to resolve the inequities which
result from application of a literal interpretation of section 357(c)
to cash basis taxpayers. 6 However, the third criticism noted above,
i.e., that it is inequitable to distinguish between accrual basis and
cash basis taxpayers where the result seems so arbitrary, is not a
valid criticism. Clearly, the cash basis method of accounting for
taxpayers discriminates against accrual basis taxpayers in that
cash basis taxpayers need not take sales into income until the
receipts are collected and, conversely, discriminates against cash
basis taxpayers in taking deductions until the expenses are actually
paid.6 7 Moreover, as will be demonstrated below, the other alternatives presented by judicial interpretation do not have the advantage of equalizing the treatment of cash basis and accrual basis
taxpayers.
Bongiovanni: A NEW

DEFINITION OF "LIABILITIES"

On facts which were virtually indistinguishable from those
it considered in Raich, the Tax Court, in John P. Bongiovanni,68
held that the transfer of liabilities consisting of accounts payable
by a cash basis taxpayer to a wholly-owned corporation resulted
in taxable gain. On appeal to the Second Circuit,6 9 one of the issues
presented was whether, under section 357(c), the cash basis taxpayer was required to recognize gain in the amount of the excess
of his liabilities over the adjusted basis of the assets transferred.
In the Tax Court, the taxpayer argued that he closed the books
of the sole proprietorship on the accrual basis method of accounting in an attempt to evade the application of section 357(c). The
Tax Court's opinion characterized the taxpayer's effort to change
his method of accounting as "abortive" because he had not secured
the Commissioner's consent. 70 On the merits of the section 357(c)
65.

See Bongiovanni v. Commissioner, 470 F.2d 921 (2d Cir. 1972),

where the court stated: "We see no reason why different tax consequences
under Section 357 (c) should arise from identical circumstances because of
the wholly unrelated selection of an accounting method." Id. at 925.
66. See notes 68-112 and accompanying text infra.
67. See Kahn & Oesterle, supra note 63, at 479.
68.

30 T.C.M. (CCH) 1124 (1971).

69. Bongiovanni v. Commissioner, 470 F.2d 921 (2d Cir. 1972).

70. The Commissioner's consent is a prerequisite to a change in accounting method. See I.R.C. § 446 (e).
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issue, the Tax Court relied on its earlier decision in Raich in concluding that the taxpayer's accounts payable were to be considered
liabilities of the sole proprietorship for the purpose of section
71
357(c).
The Second Circuit disagreed with the Tax Court's interpretation of section 357 (c). The Second Circuit stated:
Section 357(c)-if read literally-requires that "liabilities" assumed by the transferee corporation which exceed
the aggregate adjusted basis of the properties transferred
are to be considered as gain from the sale or exchange of
that property. However, we believe that the word "liability" is used in Section 357 (c) in the same sense as the word
"liability" referred to in the legislative history of Section
375 (c). It was not meant to be synonymous with the
strictly accounting liabilities involved in the case at bar.
Section 357 (c) was meant to apply to what might be called
"tax" liabilities, i.e., liens in excess of tax costs, particularly
mortgages encumbering property transferred in a Section
351 transaction. (citation omitted) Any other construction results in an absurdity in the case of a cash basis taxpayer whose trade accounts payable are not recognized as
a deduction (because he is on the cash basis) but whose
"liabilities" (although unpaid) are recognized for purposes
of Section 357(c). The payables of a cash basis taxpayer
are "liabilities" for accounting purposes but should not be
considered "liabilities" for
tax purposes under Section
72
357(c) until they are paid.
The Second Circuit's definition of the word "liabilities" as used
in section 357(c) was based on its view of the legislative history
of the section. While admitting that such history was not "very
illuminating," the court found the purpose of the section primarily
to be the prevention of a taxpayer's acquisition of a permanently
tax-free gain by mortgaging certain assets for an amount in excess
of basis and then transferring the property and liability to which
the property was subject to a corporation under the section 351
nonrecognition provisions. The court observed that in the Bongiovanni situation, there was no such tax avoidance purpose nor,
under the facts presented, could the transfer possibly have the results sought to be prevented by the enactment of section 357 (c).73
The Second Circuit's decision was also clearly grounded in the
inequitable results required by Raich's interpretations. The inequity resulting from the decision of the Tax Court was between
71. 30 T.C.M. (CCH) at 1127.
72. 470 F.2d at 923-24.
73. Id. at 924.
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accrual method and cash method taxpayers. The Second Circuit
stated: "There is no justification for making an accounting method
inadvertently chosen by the taxpayer determinative of the tax
benefits and disadvantages of that taxpayer. ' 74 Such a rationale
cannot withstand analysis. As discussed earlier, the cash method
of accounting is a form of tax deferral and taxpayers who use that
method enjoy certain advantages in many situations over taxpayers
who use the accrual method of accounting.7 5 Moreover, the Bongiovanni holding does not create complete parity between accrual basis
76
and cash basis taxpayers in any event.
Under the Second Circuit's definition of "liabilities" as used in
section 357(c), and its distinction between accounting liabilities and
tax liabilities, only those liabilities which are "liens in excess of
tax costs, particularly in mortgages encumbering property," 77 are
to be considered "liabilities" for purposes of determining the applicability of section 357(c). Thus, under the Bongiovanni distinction,
any accounts payable which are not "liens" against certain property
might not fit within the definition of tax liabilities. Unfortunately,
other than to describe "tax" liabilities as liens in excess of tax costs,
the Bongiovanni court did not specify or further define the concept.
Indeed, one of the major deficiencies of the Second Circuit's analysis
in Bongiovanni is that it has no rationale for making the distinction
between "accounting" liabilities and "tax" liabilities and the deci78
sion is based only on the results in the particular case.
Another related criticism of Bongiovanni was expressed by the
Tax Court in a subsequent case: "If the term 'liabilities' was limited
to liens, there would be no need to refer, in section 357 (c), to liabilities which are assumed as separate from those to which the
transferred property is subject. '79 It is doubtlessly true that the
distinction between "tax" liabilities and "accounting" liabilities,
whatever their definitions, cannot be reconciled with the language
of section 357(c).S° Moreover, the Second Circuit's definition of tax
74.

Id.

75.

See note 67 and accompanying text supra.

76.

See Comment, Section 357(c): The Quest for Equality Between

Accrual and Cash Basis Taxpayers, 52 NEB.L. Rsv. 527, 551 (1973).
77. 470 F.2d at 924. See note 72 and accompanying text supra.
78. While the Second Circuit's "liens in excess of basis" language could
literally be construed to be a requirement that only the assumption of secured liabilities triggers the provisions of § 357(c), it is doubtful that the
court intended such a limitation. See Kahn & Oesterle, supra note 63, at
479.

79. Wilford E. Thatcher, 61 T.C. 28, 36 (1973), rev'd, Thatcher v. Commissioner, 533 F.2d 1114 (9th Cir. 1976).
80. Id. at 36-37.
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liabilities is too narrow if taken literally, and too vague to be of
substantial benefit in analyzing fact situations under section
357 (c).8 '
In attempting to work equity, the Bongiovanni court suggested
an ad hoc test for drawing the line between "tax" liabilities and
"accounting" liabilities. The court suggested that the only justification for imposing the harsh exception of section 357(c) was where
it was necessary to prevent a taxpayer's "acquiring a permanently
tax-free gain by mortgaging certain of his property for an amount
in excess of basis and then transferring property and mortgage
under Section 351. ' 82 The test would require analysis of whether
there was a possibility of a permanent tax deferral to determine
whether or not the liability was within section 357(c)'s definition
of liabilities. It seems unlikely that such a test could become the
basis for decision even in drawing a distinction between "tax" liabilities and "accounting" liabilities for purposes of section 357(c) because of the existence of section 357(b). If such an ad hoc test
were applied as the criterion for defining "tax" liabilities, thereby
triggering application of section 357(c), it would render section
357(b) meaningless. If the enactment and continued existence of
section 357 (c) means anything, it must be something different from
and in addition to the exception provided in section 357(b). Thus,
it would seem unlikely that such an ad hoc test is what Congress
contemplated.
If we assume for purposes of comparison that the Bongiovanni
taxpayer transferred the same assets and liabilities as the taxpayer
in Raich,s5 it will be possible to trace the practical consequences
of the Second Circuit's decision in Bongiovanni. In that case, the
transferor recognized no gain on the exchange because he had not
transferred "tax" liabilities-liens in excess of tax costs-to the corporation. Thus, for his basis in the stock received, he took the
carryover basis he had in the assets transferred ($11,000) .84
81. See Wellen, New Solutions to the Section 357(c) Problem, 52 TAXES
361, 373 (1974). See also Kahn & Oesterle, supra note 63, at 461, for a
suggested definition of "liabilities."
8:2. 470 F.2d at 924.
83.

The figures in Peter Raich, 46 T.C. 604 (1966), were as follows

(rounded):
Accounts Receivable

Book
Value
$77,000

Basis

Other Assets

11,000

11,000

Total

$88,000

$11,000

$46,000
Accounts Payable
84. There is no indication to believe that the Bongiovanni analysis dis-

1977]

ASSUMPTION OF LIABILITIES

'The question is whether the Second Circuit's distinction between "tax" liabilities and "accounting" liabilities is applicable to
section 358(d) which requires the assumption of liabilities to be
85
treated as money received by the taxpayer on the exchange.
While the Second Circuit did not so specifically hold, it would seem
that consistency of application requires the terms to be defined
similarly."6 Under such an interpretation, no adjustment to the
carryover basis is required because no liabilities within the meaning
of section 357 (d) were assumed by the corporate transferee.
On the corporate side of the exchange, the corporate transferee's basis in the stock is the substituted basis of the transferor plus
any gain recognized."7 Since no gain was recognized on the exchange, the substituted basis of $11,000 would seem to be the correct
result. The corporate transferee appears to be in the exact position
that its sole proprietor predecessor was-if the trade account payables are deductible by the corporation. Although the Second Circuit clearly took the position that such a deduction woud be forth88
coming to the corporation on its payment of the accounts payable,
the matter is not free from doubt.8 9 If the corporation does not
get a deduction for payment of the accounts payable, the deduction
will be lost.
The equity of the result of Bongiovanni and its congruity with
the well-established congressional intention behind enactment of
the nonrecognition provisions of sections 351-363, in comparison
with the inequity and effect of Raich is stark. However, Bongiovanni's doctrinal underpinnings are clearly suspect; the decision
lacks a principled basis upon which to base its distinction between
"tax" liabilities and "accounting" liabilities.
Thatcher:

REMAKING THE TRANSACTION

In Wilford E. Thatcher," a partnership which used the cash
turbs the Tax Court's holding that trade accounts receivable have a zero
basis.
85. I.R.C. § 358(d).
86. See Kahn & Oesterle, supra note 63, at 463.
87.

I.R.C. § 362(a).

88. The Second Circuit stated: "The corporate taxpayer would be entitled to its deduction whether or not the cash basis individual taxpayer
had been taxed under Section 357(c).

See Treas. Reg. § 1.4611 (a) (2)."

470

F.2d at 925. The cited regulation, however, does not lend support to the
court's conclusion regarding the deductibility of the accounts payable by
the corporation.

89.
90.

See notes 55-58 and accompanying text supra.

Wilford E. Thatcher, 61 T.C. 28, 36 (1973), rev'd, .Thatcher v. Com-

missioner, 533 F.2d 1114 (9th Cir. 1976).
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basis method of accounting transferred all of its assets and liabilities including accounts receivable and trade accounts payable to the
newly-formed corporation in exchange for all of the stock of the
corporation pursuant to a section 351 exchange."' The same problem presented in Raich and Bongiovanni was presented for the Tax
Court's reconsideration, this time in light of the Second Circuit's
holding in Bongiovanni. The taxpayers unsuccessfully attempted
to distinguish Raich because it had involved a transfer of assets
by a sole proprietor whereas the transferor in the instant case was
a partnership. The argument was that a partnership has different
basis provisions under sections 751-755. 9 2 However, the Tax Court
93
found the distinction illusory.
The taxpayers also challenged the Raich holding that accounts
receivable have a zero basis in the hands of a cash basis taxpayer.
The Tax Court found no reason to recede from its position in Raich,
however, reasoning that the proposition was too well founded in
precedent to disturb. Moreover, since accounts payable represented
expenses not yet paid by the partnership, there was no reason to
allow a deduction or otherwise set them off in computing the in4
come of the cash method taxpayer.9

The taxpayers argued alternatively, that the Tax Court should
adopt the rationale proposed in Bongiovanni, requiring a holding
that the accounts payable were not to be treated as liabilities within
the meaning of section 357 (c). Apparently the taxpayers' argument
in this regard was less than enthusiastic in that the Tax Court noted
that the taxpayers appeared to recognize that the Bongiovanni interpretation of the "liabilities" was too narrow; and rather than
"liens in excess of tax costs" definition, had suggested a definition
which would include only mortgages and other "capital loans." 95
91. In Thatcher, the partnership's balance sheet at the time of the reorganization was as follows:
ASSETS
Book Value
Basis
Accounts Receivable
$317,146.96
-0-

Other

325,892.33

$325,892.33

Total
LIABILITIES
Accounts Payable
Other

$643,039.29

$325,892.33

Total
61 T.C. at 30-31.
92. I.R.C. §§ 751-755.

$428,260.06

93. 61 T.C. at 34-35,
94. Id. at 36.
95. Id.

$164,065.54
264,194.52
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The Tax Court declined to follow the Bongiovanni holding on the
ground that its definition of liabilities for purposes of applying section 357(c) was not consistent with either the statutory language
of that section or its legislative history.
Judge Quealy, the author of the Tax Court's opinion in Bongiovanni which was reversed by the Second Circuit, dissented from
the Tax Court's majority opinion and sided with the Second Circuit's analysis of "liabilities" in Bongiovanni. Judge Quealy argued
that Bongiovanni
more nearly carries out the intent of Congress in that a
distinction is made not on the basis of "secured liabilities,"
but on the basis whether the liability in question was reflected in determining the income and expense of the taxpayer on A cash basis. Where a taxpayer buys a depreciable
asset with borrowed funds, the deduction for depreciation
enters into the computation of the taxpayer's income on
a cash basis of accounting regardless whether the borrowings constitute a lien on the asset or represent a general
obligation of the taxpayer. The indebtedness is reflected
in the taxpayer's accounting. On the other hand, where
the liability represents an inventoriable or deductible expense, it cannot be reflected in the computation of income
on a cash basis until paid. The distinction makes sense.
96

Judge Hall, also dissenting from the majority opinion of the
Tax Court, argued for an alternative method to Bongiovanni's solution to the section 357(c) problem. Judge Hall proposed that the
exchange of accounts receivables and accounts payables from the
transferor to the corporate transferee be viewed as an exchange
which is independent of sections 351 and 357(c).97 Rather, that portion of the exchange (accounts receivable and accounts payable)
under her analysis would be viewed as an ordinary taxable exchange. Judge Hall argued:
[W]hen a cash method taxpayer sells his receivables for
assumption and payment of his payables, he is just as much
entitled to a deduction for payment of the payables as he
is accountable for income on the sale of the receivables.
Section 357(c) takes so much of the transaction out of section 351 and treats it as an ordinary recognizing exchange.
It should be so treated as to both payables and receivables. 98
The taxpayer appealed the Tax Court's decision to the Ninth
96. Id. at 40-41.
97. Id. at 42.
98. Id.
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Circuit, which recognized the conflict between the Tax Court's position and the Second Circuit's decision announced in Bongiovanni.99
The Ninth Circuit could not accept Bongiovanni's new definition
for liabilities although it did approve of the result reached by the
Second Circuit. In attempting to reach the same result on a better
reasoned basis, the Ninth Circuit adopted Judge Hall's dissenting
opinion, referring to it as the "setoff" theory.' 0 0
Under the setoff theory, the transfer of accounts receivable and
accounts payable is viewed as a sale.' 0 ' The consideration received
by the transferor is the corporate transferee's assumption of the
trade accounts payable. The setoff theory segregates this transaction from the rest of the exchange and treats it as an individual
sale, in effect giving the cash basis transferor a deduction of the
accounts payable to the extent that the liquidation of the accounts
payable by the corporate transferee represents its purchase of the
receivables. It is important to the scheme to note that only when
the accounts payable are actually paid, is the deduction or setoff
against accounts receivable allowed to the transferor. In explaining the scheme, the Ninth Circuit stated:
Since there is no statutory recognition rule for this sale,
the cash-basis transferor can invoke the setoff only upon
actual payment of the allocable and deductible trade payables by the transferee-corporation. If the sum of the receivables transferred equals or exceeds in amount the § 357
(c) gain, and the "purchase" of those receivables is completed in the year of the transfer,
the setoff will completely
10 2
wash out the § 357(c) gain.
The court then discussed the effect of the setoff theory on the
transferor's basis in the stock received on the exchange. Its conclusion was that the shares received in the exchange by the transferor
still have a zero basis under section 358(a) and (d). The court
stated that the determination of the transferor's basis in the stock
received on the exchange "is unaffected by the setoff allowed for
0 3
§ 357(c) purposes."'
Under the setoff theory, gain in the amount by which
the liabilities assumed exceed the adjusted basis of the property
transferred is actually recognized by virtue of section 357 (c). How99. Thatcher v. Commissioner, 533 F.2d 1114 (9th Cir. 1976).
100.

533 F.2d at 1117.

101. A prerequisite for application of the setoff theory is the transfer

of accounts receivable in consideration of the extinguishment of the transferor's accounts payable.
102. 533 F.2d at 1118.
03, 14,
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ever, the transferor is allowed a deduction, or setoff, in the amount
of accounts payable which are actually paid by the corporate transferee. Thus, under section 358(a) and (d) the transferor takes the
substituted basis adjusted by the liabilities assumed and the gain
recognized as the basis for the stock received. To aid a comparative
analysis of the effects of the Thatcher setoff theory, the figures
1 04
of Raich will again be used.
As in any section 351 exchange with the potential for application of section 357, the initial step is to compare the adjusted basis
of the property transferred with the aggregate of liabilities assumed. The Thatcher analysis at this juncture parallels the Raich
holding since in both decisions the liabilities assumed were defined
to include trade accounts payable, and the accounts receivable have
a basis of zero. Thus, liabilities assumed ($46,000) exceed the adjusted basis of the assets transferred ($11,000) by $35,000. This
amount of excess liabilities is recognized as gain by section 357(c)
10 5
under both the Thatcher and Raich opinions.
At this point, Thatcher departs from Raich by allowing a deduction or setoff against the gain recognized under section 357(c) of
the amount of accounts payable actually liquidated by the corporation up to the amount of accounts receivables transferred on the
exchange. If the accounts receivables transferred equal or exceed
the accounts payable transferred and all accounts payable are liquidated, the deduction or setoff will completely wash out any gain
recognized under section 357(c).
The basis of the transferor in the stock received is determined
under section 358 (a) and (d). As noted above, the basis of the stock
is zero, computed as follows:
Substituted Basis
$11,000
Plus: Gain Recognized 0 0
35,000
$46,000
Less: Liabilities Assumed
46,000
Basis
-0The corporate transferee's basis in the property it receives in
the exchange, as determined under section 362(b), is computed as:
104.

See note 83 supra.

105. Under the Bongiovanni analysis, on the other hand, since no "liabilities" within the meaning of section 357(c) are assumed, the aggregate
adjusted basis of the property transferred ($11,000) is greater than the liabilities assumed (-0-) and thus no gain is recognized under section 357 (c).
106. Gain is actually recognized under the setoff theory but no income
is taxabte if the liabilities are liquidated because a deduction is allowed
for such liquidation.
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$11,000

35,000
$46,000
Note that the adjustment to the corporate transferee's basis is made
even though no taxable income or tax is actually incurred by the
transferor by virtue of the wash treatment resulting under the
Thatcher analysis.
The Thatcher treatment of the deductibility of the accounts
payables is one of the better results of the setoff theory. While
the corporate transferee does not get a deduction (a position which
does not run afoul of traditional deductibility analysis)107 the transferor receives a setoff, at least to the extent that he has transferred an equal or greater amount of accounts receivable and to the
extent the payables are actually liquidated by the transferee corporation. As the Thatcher court stated that the cash basis transferor can only invoke the setoff upon actual payment of the trade
payables by the transferee corporation,' 01 a fair inference is that
a deduction may be taken in a subsequent year when the payables
are not completely liquidated in the year of the section 351 transfer.
The practical problems of accounting for the payables assumed in
the exchange, however, could become cumbersome.
Since the section 357(c) gain is actually recognized, the corporate transferee is allowed to increase its basis in the property
transferred by the amount of the gain recognized. The liabilities
assumed, which are clearly treated by the parties as a part of the
purchase price, are considered as such for tax purposes and, in effect, are capitalized as part of the basis assumed. This treatment
of deductions and basis is more consistent with traditional tax concepts.
The Thatcher analysis assumes that the accounts payable are
properly set off against accounts receivable. In Thatcher, it appears
that the partnership's accounting method clearly separated those
secured mortgages and trade accounts payable which, in all likelihood, were in fact the cost of generating the accounts receivable.
One of the criticisms of the Thatcher rationale is that the amount
of the receivables has no bearing on the deductibility of the
payables. 0 9
In addition to the complexity of accounting procedures required
to comply with the Thatcher court's setoff theory, another diffi107. See notes 56-59 and accompanying text supra.
108. 533 F.2d at 1118.
109. See Kahn &Oesterle, supra note 63, at 481-82.
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culty with the court's analysis is that it, in effect, remakes the
transaction for the parties by setting up two different exchanges:
one taxable under the Code as an ordinary exchange; 110 and the
second treated as a nonrecognition reorganization under section
351.111 Another problem noted by the court itself was that the
setoff theory ignores traditional notions regarding the cash basis
1 2
method of accounting.
In attempting to render equity from section 357(c) without
violating the perceived clearness of the statutory language, the
Thatcher court produced a decision which can result in an administrative nightmare. Moreover, allowing a transferor a deduction for
payment of trade accounts payable paid by the corporate transferee
is hardly consistent with principles of federal income taxation.
Thatcher is a good example of the frustration resulting from too
much emphasis on literal application of statutory language which
is inconsistent with the purposes of the statutory scheme of which
the statute is a part.
SUMMARY

The one prevailing consideration throughout the Tax Court's
decision in Raich and the circuit courts' decisions in Bongiovanni
and Thatcher is that the provisions of section 357(c), when interpreted literally, have an adverse and inequitable impact on a cash
basis taxpayer who has a substantial amount of accounts receivable
and trade accounts payable. No one argues with the proposition
that the effect of section 357(c) on a cash basis taxpayer has become an obstacle to the business reorganizations the statutory nonrecognition scheme was enacted to facilitate. For the Tax Court,
the inequity resulting from a literal interpretation of section 357 (c)
to such a taxpayer does not outweigh the mechanical test of section
357 (c); the literalness of the words Congress used in employing the
mechanical test are too clear to reason away. In Bongiovanni, the
Second Circuit found the purposes behind section 357(c) to be satisfied with a rather strained definition of the word "liabilities" as
used in that section and in section 358(b). In Thatcher, the Ninth
Circuit proposed an alternative method to circumvent the inequitable result required by Raich by viewing the transfer of accounts
payable and accounts receivable apart from the rest of the exchange
110.
111.
tions to
112.

I.R.C. §§ 1001-1023.
For a criticism of this bifurcated analysis, see Wellen, New Soluthe Section 357(c) Problem, 52 TAXES 361, 375 (1974).
533 F.2d at 1117 n.8.
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and allowing the transferor to take a deduction for expenses actually paid by the corporation and for which the corporation gets
an upward basis adjustment.
One of the ways to illustrate the results obtaining under Raich,
Bongiovanni, and Thatcher is to trace the effects of each holding
on the statutory scheme. If, for purposes of comparison, the assumption is made that in each case the transferor transfers a going
business with the Raich balance sheet, analysis will be facilitated.
It will be recalled that the simplified balance sheet of Raich on the
exchange was as follows:
Book
Basis
Value
ASSETS
-0$77,000.00
Accounts Receivable
11,000.00 $11,000.00
Other Assets
$88,000.00 $11,000.00
Total
LIABILITIES
Accounts Receivable (deductible) $46.000.00
42,000.00
Capital Stock
$88,000.00
Total
If, in our simplified situation, the transferor had decided to
liquidate the business by sale to an independent third party, the
tax consequences would have been as follows:
$88,000.00
Amount Received
Less: Adjusted Basis of
11,000.00
Assets Transferred
Realized;
Recognized
Gain
$77,000.00
(§§ 1001, 1002)
46,000.00
Less: Deductions allowed (§ 162)
$31,000.00
Taxable Income
If the goal of the nonrecognition scheme is to facilitate business
reorganizations without the imposition of tax, the transferor should
be able to make the section 351 exchange and subsequently liquidate
his stock interest with the same net result as if he had liquidated
the business in the first instance. On the incorporation of the business "midstream," the results required by the nonrecognition provisions of section 351 and section 357(c), as determined by Raich,
Bongiovanni,and Thatcher are as follows:
Results to Transferor
Raich
Transfer to corporation (§ 351)
Gain Recognized

$35,000.00

Bongiovanni Thatcher
-0-

35,000.00
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Less: Deduction for accounts
payable actually paid by
corporate transferee up to
amount of receivables transferred on the exchange
Total Taxable Gain
Basis in Stock Received
Transferor's sale of stock
(receipt of book value)
Amount Received
Less: Adjusted Basis
Gain Realized; Recognized
Taxable gain to transferor
on section 351 incorporation
and subsequent sale of stock

-0$35,000.00
-0-

-0-0-

$11,000.00

$42,000.00
-0$42,000.00

$42,000.00
$42,000.00
11,000.00
-0$31,000.00 $42,000.00

$77,000.00

$31,000.00

35,000.00
-0-0-

$42,000.00

Results to Corporate Transferee
Raich Bongiovanni
$46,000.00 $11,000.00

Thatcher
$46,000.00

Basis in property received
Corporation's liquidation
of assets
88,000.00
88,000.00
88,000.00
Amount Received
11,000.00
46,000.00
46,000.00
Less: Adjusted Basis
$42,000.00 $77,000.00 $42,000.00
Gain Realized; Recognized
Less: Deduction allowed
for payment of
-046,000.00
-0accounts payable
$42,000.00 $31,000.00 $42,000.00
Taxable Gain
357(c)
which most closely tracks the
of
section
The application
congressional intent of permitting tax-free incorporation is that of
Bongiovanni. However, the Bongiovanni decision may err in allowing a deduction of the payables rather than requiring them to be
capitalized-a result which Thatcher more nearly attains. While the
taxable gain on the section 351 incorporation and hypothesized
liquidation of assets by the corporation is the same whether the
assumed "accounting" liabilities are deducted or capitalized, such
liquidation would not normally follow. Since even the assumed
accounting liabilities appear more like a part of the purchase price,
they probably should be capitalized.
In order for the Bongiovanni result to be accepted, however,
a better definition of liabilities will have to be devised. The logical
point of departure would seem to be analysis of whether the liabilities assumed have been fully accounted for by the transferor. In
other words, section 357(c) "liabilities" ought to be construed to
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apply only to those liabilities which have been fully reflected in
the taxpayer's method of accounting. This is the approach Judge
Quealy took in his dissent in Wilford E. Thatcher.1 " Thus, liabilities which are created by mortgaging depreciable property would
be within the ambit of section 357(c) because the taxpayer's method
of accounting reflects the depreciation deductions allowed. Trade
accounts payable, on the other hand, for which neither a deduction
nor any adjustment in basis is made by the cash basis taxpayer,
should not be considered when making the computations required
by section 357(c).
The one additional requirement which neither Judge Quealy
nor the Second Circuit's opinion in Bongiovanni requires is that
the trade accounts payable which are not found to be reflected in
the cash basis taxpayer's method accounting be of a nature whichif paid by the cash basis taxpayer-would have been reflected in
determining the taxpayer's income. Thus, there will be no problem
with the mortgaging of a non-depreciable asset (assuming there was
no federal tax avoidance purpose and it was made with a legitimate
business purpose, such as need of cash) and attempting to transfer
the liability to the corporation tax-free.
The obvious problem with any interpretation of section 357(c)
is that no one can say with any degree of certainty what the intent
of Congress was in enacting section 357(c). Thus, any interpretation other than the literal interpretation results in strained language or hypothesizing something in addition to the reality of the
exchange. Judicial attempts at equity in such circumstances will
always be subject to criticism. However, the literal interpretation
works such an inequitable result that the Second and Ninth Circuits'
attempts at reconciling section 357(c) with the rest of the statutory
scheme are worth thoughtful consideration.
Since it is unlikely that any satisfactory judicial interpretation
of section 357(c) can be forthcoming without a re-enactment of the
section by Congress with a clearly defined purpose, the question
for the attorney whose client is presented with the inequitable result of Raich and the uncertainty of'the viability of Bongiovanni
and/or Thatcher, is the inherently practical one of what course to
follow. Therefore, discussion of some of the alternatives that have
been tried in tax planning for the section 351 exchange follows.
IV. TAX PLANNING
The sad truth of Bongiovanni, Thatcher, and Raich is that the
113.

61 T.C. at 40-41 (Quealy, J., dissenting).
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taxpayers in each instance probably had bad tax planning advice
in incorporating their businesses. Certainly this is true for the taxpayers in Bongiovanni and Thatcher since the Raich decision so
clearly indicated that the Commissioner's and the Tax Court's inclination was to interpret section 357(c) literally. Naturally, in a
tax planning situation, the attorney's goal is to keep the client out
of any litigation as long as the same result may be accomplished
by another means. Thus, if a completely tax-free exchange can
be affected under the provisions of section 351 without having to
run the risk of the Tax Court's refusal to follow Thatcher, as it
refused to follow Bongiovanni, and the risk of appeal to the appropriate appeals court, then that would seem the best result in terms
of the client's needs.
There basically have been three devices or techniques which
have been used in attempts to avoid the consequences of section
357's literal application to a cash basis taxpayer with accounts receivable. One such device is for the transferor to execute a promissory note to the transferee corporation which was equal with the
amount of the excess liabilities assumed by the corporate transferee
over the transferor's basis. A second tax planning device is a
change in the taxpayer's method of accounting from the cash basis
method to the accrual basis method prior to incorporation under
section 351. A third alternative is the transferor's withholding of
accounts payable and an equivalent amount of accounts receivable
from the transfer of the business's assets to the new corporation.
As will be seen below, only the latter device has the desired consequences.
PROMISSORY

NOTE

One tax planning device which a cash basis taxpayer used in
an attempt to avoid the application of section 357(c), and thereby
avoid the recognition of any gain on a section 351 exchange, was
the transferor's execution of a promissory note in the amount of
the excess of the liabilities assumed by the corporate transferee
over the transferor's adjusted basis in the property transferred.
The theory of the device was apparently that the shareholder-transferor makes a contribution to the capital of the corporation in the
amount of the excess so that section 357(c) will not require the
recognition of gain. However, the Internal Revenue Service has
held in a ruling that the transferor's basis in such a note is cost
and, since the transferor incurs no cost in making the note, the
114
transferor's basis is zero.
114. Rev. Rul. 68-629, 1968-2 C.B. 154-55.
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The Service's position was adopted by the Tax Court in Velma
W. Alderman.' 15 Thus, the transfer of a promissory note to the
corporation in a section 351 exchange does not increase the adjusted
basis of the property being transferred, and will not beneficially
affect the computation of liabilities assumed in relation to the
transferor's total adjusted basis in the property transferred required by section 357 (c).116 Moreover, the Tax Court also has held
that in determining the amount of liabilities assumed for purposes
of section 357(c), any indebtedness of the transferor to the corporate transferee which the transferee assumes is deemed to be an
assumed liability for purposes of section 357 (c) .117 Thus, the execution of a promissory note by the transferor to the corporate transferee would increase the amount of liabilities assumed but would
not increase the adjusted basis of the property being transferred.
The net result would be to increase the recognition of gain under
section 357 (c).1 s
CHANGING

THE METHOD

OF ACCOUNTING

The taxpayer in Bongiovanni unsuccessfully argued in the Tax
Court that he changed his method of accounting prior to the transfer of property to the new corporation. 119 His argument was rebuffed because of his failure to secure the consent of the Service
to change the method of accounting-a requirement under section
446(e). 20 If the Bongiovanni taxpayer, or any other taxpayer who
wishes to take advantage of the nonrecognition provisions of section 351, changes his method of accounting, the net result would
be the same as the suggestion that Congress enact legislation to
remedy the inequity resulting from Raich, requiring the accrual of
all income and liabilities by a cash basis taxpayer immediately prior
to incorporation under section 351.121 The basic problem with a
change in the method of accounting under section 446(e), is that
such a requirement frustrates the purpose of the nonrecognition
provisions of section 351. Requiring accrual of income and expenses
prior to incorporation under section 351, would effectively result
in the taxpayer's recognition of gain (where accounts receivable are
115.
116.

55 T.C. 662 (1971).
Id. at 665.

117.

Arthur L. Kniffen, 39 T.C. 553, 561 (1962).

118. See generally Burke & Chisholm, supra note 20, at 227-28.
119. 30 T.C.M. (CCH) at 1126-27.
120. I.R.C. § 446(e).
121. For an argument favoring such legislation, see Burke & Chisholm,
supra note 20, at 232.
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greater than accounts payable) or the recognition of a loss (where
accounts payable are greater than accounts receivable). Only when
accounts receivable and accounts payable are equal, does the accrual of income and expenses prior to incorporation have the
desired effect. Such a solution is no more in furtherance of the
nonrecognition purpose of section 351 than is the result of a literal
interpretation of section 357 (c).122
As noted above, under the Code and regulations promulgated
under section 446(e), consent must be obtained in order to change
a method of accounting. Moreover, the Service can require an adjustment to income in exchange for its consent. 1 23 As a result, the
Internal Revenue Service could require the taxpayer to recognize
gain in at least the amount by which the liabilities assumed by
the corporate transferee exceed the adjusted basis of the property
transferred in a section 351 exchange. Thus, in any event, the alternative of changing the taxpayer's method of accounting to the accrual method in an attempt to avoid the application of section
357 (c) would not result in the desired nonrecognition of gain.
RETENTION OF SUFFICIENT AccouNTs RECEIVABLE TO PAY AccouNTS
PAYABLE

The one alternative which seems viable in the cash basis
taxpayer's attempt to avoid the recognition of any gain on the incorporation of a going business which has significant accounts receivable and accounts payable, is the retention of sufficient accounts receivable to pay the accounts payable. 1 24 If the cash basis
transferor does not transfer the accounts payable to the corporate
transferee and also retains an equal amount of accounts receivables,
the adjusted basis of the remaining assets should be sufficient to
result in no recognition of gain under section 357(c). On subsequent collection of the receivables or transfer of them to an outside
party, he will take the amount collected or transferred into income
as recognizable gain. His immediate payment of the retained trade
payables (or transfer to an outside party) will result in an offset122.
123.
124.

But see Note, 10 Hous. L. Rzv. 1170, 1174-75 (1973).

Treas. Reg. § 1.446-1(e) (3) (i).
See Wilford E. Thatcher, 61 T.C. 28 (1973), where the Tax Court

noted: "If the partnership had withheld accounts payable and an equivalent amount of the accounts receivable, the tax consequences would have
been altogether different."

Id. at 37.

Apparently, the Tax Court's state-

ment is an indication that such a device would not be a tax avoidance purpose under § 357 (b). This analysis seems correct since there would be no
assumption of liabilities which would trigger the application of either the
exception of § 357 (b) or 357 (c). See also BITTKn & EUSTIcE, supra note
16,

3.07, at 3-29; O'Connor, supra note 4, at 764.
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ting deduction in the amount of the gain recognized. Thus, here
will be no taxable gain. The net result is the transfer of the taxpayer's business to a controlled corporation without the recognition
of gain.
The problem with this alternative is a practical one-the task
of liquidating the accounts payable by collection or sale of sufficient
accounts receivable is burdensome. Moreover, if the accounts receivable are factored, the business will also lose potential income.
If the accounts receivable are of such a nature that uncollectibility
of a substantial amount of them might be anticipated, it would be
prudent to retain a clearly sufficient amount to cover the payables.
Otherwise, the transferor might have to draw dividends from the
corporation in order to pay off the trade accounts payable, incurring
12
taxation at both the corporate and shareholder levels.
CONCLUSION
It is indeed unfortunate that the retention of accounts payable
and accounts receivables by a transferor is the only existing tax
planning device whereby the taxpayer can be assured of the desired
result-nonrecognition of income on a mere change of a business
form. Moreover, further judicial development of section 357 (c) will
likely occur only as the result of poor tax planning in the first
instance. Furthermore, the necessity for such a tax planning device
inherently frustrates the congressional purpose behind the enactment of the section 351 scheme. The observation of the House Ways
and Means Committee in enacting the predecessor to section 351
is particularly apropos:
In typical transactions changing the form or entity of a
business it is not customary to liquidate the liabilities of
the business and such liabilities are almost invariably assumed by the corporation which continues the business.
Your committee therefore believes that such a broad interpretation, the Hendler decision . . . will largely nullify the
provisions of existing law which postpone the recognition
126
of gain in such cases.
Hopefully, the Congress will react to the situation presented
by present judicial interpretations of section 357(c) in a manner
27
similar to its reaction to HendlerV
-by enacting legislation with
a clearly defined congressional purpose to handle any possible
abuses of the non-recognition provisions which are not adequately
handled by the tax avoidance purpose of section 357 (b).
125.

See generally O'Connor, supra note 4, at 764-65.

126. H.R. REP. No. 855, 76th Cong., 1st Sess. 19 (1940).
127. See notes 21-24 and accompanying text supra.

