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HIGHLIGHTS OF GENERAL CORPORATE TAX PROPOSALS IN THE
ADMINISTRATION’S FISCAL YEAR 2016 BUDGET

KPMG has prepared a 111-page book that summarizes and makes observations about
the revenue proposals in the Administration’s FY 2016 budget. For ease of reference,
we have compiled our summaries and observations relating to certain specific industries
and topics in separate booklets. This booklet highlights revenue proposals relating to
general corporate tax rules. Other booklets will address proposals relating to the
following topics:

International Tax

Tax Accounting

Business Tax Credits

Financial Institutions & Products
Passthrough Entities

Practice, Procedures, & Administration
Charitable Deductions & Exempt Organizations
Compensation, Benefits, & Qualified Plans
Energy & Natural Resources

Insurance

Real Estate

Taxation of Individuals

Background

On February 2, 2015, President Obama transmitted to Congress the administration’s
recommendations to Congress for spending and taxation for the fiscal year that begins
on October 1, 2015 (i.e., FY 2016).

Among many other things, the president proposed a six-year $478 billion program for
transportation infrastructure, the cost of which would be offset in part by a one-time tax
on the unrepatriated foreign earnings of U.S. multinational corporations. This tax would
be part of a transition to a proposed fundamental change in the taxation of the future
foreign earnings of U.S. corporations that would effectively eliminate deferral of tax on
foreign earnings, causing them generally to be taxed on a current basis at a reduced
rate.

The president also proposed a reserve for business tax reform, but not one of sufficient
magnitude for significant rate reduction. The president has called for reducing the
corporate income tax rate to 28%, but the budget does not provide revenue to offset the
cost of such a reduction. Instead, the budget refers only to eliminating tax expenditures,
such as accelerated depreciation and “reducing the tax preference for debt financed
investment.”
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Many of the “general” business tax proposals in the FY 2016 budget are familiar, having
been raised in previous budgets. These proposals include, for example:

e Reforms to the international tax system

e Repeal of natural resources production preferences

e Repeal of LIFO and LCM accounting

e Taxation of carried interests in partnerships as ordinary income

e Insurance industry reforms

e Mark-to-market of financial derivatives

e Modification of the like-kind exchange rules

e Modification of the depreciation rules for corporate aircraft

e Denial of a deduction for punitive damages

e« Make permanent and reform the credit for research and experimentation
+ Make permanent the Subpart F exception for active financing income

e Make permanent look-through treatment of payments between related CFCs

The president also re-proposed a tax on the liabilities of financial institutions with assets
in excess of $50 billion. The rate would be reduced relative to the prior proposal from 17
basis points to 7 basis points, but the base of the tax would be different and the
application of the tax would be significantly broadened to include insurance companies,
savings and loan holding companies, exchanges, asset managers, broker-dealers,
specialty finance corporations, and financial captives. These changes have roughly
doubled the revenue raised relative to the proposal in the FY 2015 budget.

The budget also includes a host of proposed changes to the individual income tax
system. These include increasing the highest tax on capital gains from 23.8%
(including the 3.8% net investment income tax) to 28%. In addition, a transfer of
appreciated property would generally be treated as a sale of the property, subject to
various exceptions and exclusions. For example, relief would be provided to lessen the
immediate impact of the proposed change on the transfers of small businesses.
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This booklet addresses the following budget proposals that relate to general corporate

income taxation:

INVEISION-REIAIEM ... ..o et e e e e e e e e e e e e e eeeeenes 4
Limit the ability of domestic entities to expatriate ... 4

Provide tax incentives for locating jobs and business activity in the United States

and remove tax deductions for shipping jObS OVErSEas..........cccccvvviiiiiiiiiiiiiieeeeenenn. 6
I = 1 S T= o 1o 1 7
Limit the importation of losses under related party loss limitation rules.................... 7
Conform corporate ownership Standards ..o 7
Tax corporate distributions as dividends ................uuviiiiiiiiiiiiiiiiis 8
Repeal non-qualified preferred stock (NQPS) designation.............cccoeeeeeveveeerinnnnnn. 10
ENVIFONMENTAI TAX ..oiiiiiiiiiiiiie et e ettt e e e e e e e e et e e e e e e e e e eeaansn e e eeeeeeeeennes 11
Reinstate corporate environmental income tax rate ............ccevvvevvviineeeeeeeeeeiiiinnnnn. 11
Procedural and ADMINISIIAtIVE ............uuiiiiiieiieieiies e e e e e e e e eeeeees 12
Change Return Filing DAtesS.........ccooiiiiiiiiiiiiieeeeeeeeee e 12

Impose liability on shareholders to collect unpaid income taxes of applicable

(ol0] oTo] = 11 (0] o IS PN PP PP PPPPPPP 13

3

©2015 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with
KPMG International Cooperative ("KPMG International”), a Swiss entity. All rights reserved.



Inversion-Related

Limit the ability of domestic entities to expatriate

The proposal would broaden the definition of an inversion transaction by replacing the
80% test in section 7874 with a greater than 50% test, and it would eliminate the 60%
test. The proposal would also provide that an inversion transaction would occur—
regardless of the level of shareholder continuity—if:

e Immediately prior to the transaction, the fair market value of the domestic entity’s
stock is greater than the fair market value of the foreign acquiring corporation’s
stock,

e The foreign acquiring corporation’s expanded affiliated group is primarily managed
and controlled in the United States, and

e The foreign acquiring corporation’s expanded affiliated group does not conduct
substantial business activities in the country in which the foreign acquiring
corporation is created or organized.

Accordingly, an inversion transaction could occur under the proposal even if a majority
of the domestic entity’s historic shareholders elect to maintain their existing investments
in the domestic entity and not roll into foreign acquiring corporation stock.

The proposal would also expand the scope of section 7874 to provide that an inversion
transaction could occur if there is a direct or indirect acquisition of substantially all of
the:

e Assets of a domestic corporation or domestic partnership,
e Trade or business assets of a domestic corporation or domestic partnership, or
e U.S. trade or business assets of a foreign partnership.

Finally, the proposal would provide the IRS with the authority to share tax return
information with other federal agencies to facilitate the administration of an agency’s
anti-inversion rules. Other federal agencies that receive this information would be
subject to the safeguarding and recordkeeping requirements of section 6103.

The proposals to limit a domestic entity’s ability to expatriate would be effective for
transactions completed after December 31, 2015. The proposal to allow the IRS to
share tax return information with other federal agencies would be effective January 1,
2016, without regard to when the inversion occurred.
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KPMG observation

The proposal is intended to limit the ability of domestic entities to expatriate. Under the
proposal, the anti-inversion rules could apply if the continuing ownership of the domestic
corporation’s historical shareholders in the foreign acquiring corporation is more than
50%, and in such case the foreign acquiring corporation would be treated as a domestic
corporation. Under the current anti-inversion rules in section 7874, the foreign acquiring
corporation may be treated as a domestic corporation only if the continuing ownership is
at least 80% (and in case the continuing ownership is at least 60% but less than 80%,
other adverse but less severe tax consequences may apply). Thus, the proposed anti-
inversion rules would be triggered at a lower threshold and with more severe
consequences.

This proposed change is intended to address the fact that domestic entities have been
combining with smaller foreign entities resulting in a continued ownership being less
than 80% (although more than 60%). Treasury stated “[tjhe adverse tax consequences
under current law of 60-percent inversion transactions have not deterred taxpayers from
pursuing these transactions. There is no policy reason to respect an inverted structure
when the owners of a domestic entity retain a controlling interest in the group, only
minimal operational changes are expected, and there is potential for substantial erosion
of the U.S. tax base.”

Additionally, under the proposal, a foreign corporation’s acquisition of a domestic entity
could be treated as an inversion—even if there is no ownership continuity—if (1)
immediately prior to the transaction, the domestic entity’s fair market value is greater
than the foreign acquiring corporation’s fair market value, and (2) the foreign acquiring
corporation’s expanded affiliated group (A) is primarily managed and controlled in the
United States, and (B) does not conduct substantial business activities in the foreign
acquiring corporation’s country of creation or organization. Treasury stated that, under
these circumstances, the transaction would still be considered an inversion, even if the
shareholders of the domestic entity do not maintain control of the resulting multinational

group.

Section 7874 currently only applies to direct or indirect acquisitions of (1) substantially
all the properties directly or indirectly held by a domestic corporation, or (2) substantially
all the properties constituting a trade or business of a domestic partnership. The
proposed changes to the scope of acquisitions covered by section 7874 are important in
several respects. First, an inversion could occur where a foreign corporation acquires
substantially all of a domestic corporation’s trade or business assets, even though such
assets do not represent substantially all of the domestic corporation’s total assets (e.g.,
if the domestic entity retains a significant amount of cash). Second, an inversion could
occur where a foreign corporation acquires substantially all the assets of a domestic
partnership regardless of whether the assets constitute a trade or business. Thus, the
proposal would treat acquisitions of domestic corporations and domestic partnerships
similarly, as opposed to the current section 7874 acquisition rules. Finally, an inversion
could occur where a foreign corporation acquires substantially all of the U.S. trade or
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business assets of a foreign partnership—a clear departure from current law, which
does not apply to foreign entities.

Finally, the proposal would permit the IRS to share tax return information with other
federal agencies to promote any agency’s anti-inversion rules. Currently, the IRS is
restricted from sharing this information under section 6013.

Although not part of the inversion proposal, the proposed modifications to section
958(b) and the definition of a CFC (discussed above) could have a significant impact on
foreign-parented groups that include a U.S. corporation with its own foreign
subsidiaries, including companies that have successfully “inverted” in the past.

Provide tax incentives for locating jobs and business activity in the United States
and remove tax deductions for shipping jobs overseas

The administration’s FY 2016 proposal would create a new general business credit
against income tax equal to 20% of the eligible expenses paid or incurred in connection
with insourcing a U.S. trade or business, i.e., related to reducing or eliminating a trade
or business (or line of business) currently conducted outside the United States and
starting up, expanding, or otherwise moving the same trade or business within the
United States, to the extent that this action results in an increase in U.S. jobs. Any
creditable costs incurred by a foreign subsidiary would allow a tax credit to be claimed
by the U.S. parent company.

In addition, the proposal would disallow deductions for expenses paid or incurred in
connection with outsourcing a U.S. trade or business, i.e., related to reducing or
eliminating a trade or business or line of business currently conducted inside the United
States and starting up, expanding, or otherwise moving the same trade or business
outside the United States, to the extent that this action results in a loss of U.S. jobs. In
determining the subpart F income of a controlled foreign company (CFC), no reduction
would be allowed for any expenses associated with moving a U.S. trade or business
outside the United States.

For purposes of the proposal, expenses paid or incurred in connection with insourcing
or outsourcing a U.S. trade or business would be limited solely to expenses associated
with the relocation of the trade or business and would not include capital expenditures
or costs for severance pay and other assistance to displaced workers. The proposal
would be effective for expenses paid or incurred after the date of enactment.

KPMG observation

Neither the tax credit nor the expense disallowance would apply unless there is an
impact on U.S. jobs from the insourcing or outsourcing, respectively, of a U.S. trade or
business. The budget proposal does not specify the required degree of such impact or
ways to determine it. The proposal also does not specify the extent to which there must
be a simultaneous impact on the foreign trade or business (and jobs).
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Transactions

Limit the importation of losses under related party loss limitation rules

Generally, a loss cannot be recognized if it is from a sale or exchange of property
between either certain related persons, including an individual and a more-than-50%
owned corporation or partnership, or two corporations or partnerships in which the
individual has a more-than-50% ownership. However, section 267(d) allows the
transferee to apply that loss against any gain on a later disposition of the transferred
asset.

The administration’s FY 2016 proposal would amend section 267(d) so that the
transferee could not apply such a loss to the later transaction to the extent that gain or
loss with respect to such property is not subject to U.S. federal income tax in the hands
of the transferor immediately before the transfer, but any gain or loss with respect to
such property is subject to U.S. federal income tax in the hands of the transferee
immediately after the transfer. This would appear to apply, among other situations,
when the transferor is a foreign person not subject to U.S. federal income tax and the
related transferee is a person subject to U.S. federal income tax.

The provision would apply to transfers made after the date of enactment.
KPMG observation

This proposal also appeared in the administration’s FY 2013, FY 2014, and FY 2015
proposals. It represents a continuing effort to police the importation of built-in losses.
The Joint Committee of Taxation’s description of this provision in the administration’s
FY 2013 proposal notes that it “addresses certain transactions in which a taxpayer
might utilize a sale or exchange that does not qualify as a tax free organization or
reorganization to accomplish a loss importation result, under similar circumstances with
respect to the taxation or nontaxation of gain or loss as are addressed in section
362(e)(1).”

Conform corporate ownership standards

The administration’s FY 2016 proposal would amend the “control test” under section
368 to adopt the “affiliation test” under section 1504. Thus, “control” would be defined as
the ownership of at least 80% of the total voting power and at least 80% of the total
value of stock of a corporation. For this purpose, stock would not include certain
preferred stock that meets the requirements of section 1504(a)(4) (certain non-voting,
“plain vanilla” preferred stock).

Currently, for tax-free transfers of assets to controlled corporations in exchange for
stock, tax-free distributions of controlled corporations, and tax-free corporate
reorganizations, “control” is defined in section 368 as the ownership of 80% of the
voting stock and 80% of the number of shares of all other classes of stock of the
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corporation. In contrast, the “affiliation test” under section 1504 for permitting two or
more corporations to file consolidated returns is the direct or indirect ownership by a
parent corporation of at least 80% of the total voting power of another corporation’s
stock and at least 80% of the total value of the corporation’s stock (excluding certain
plain vanilla preferred stock). Several other Code provisions cross-reference and
incorporate either the control test or the affiliation test.

The proposal notes that by allocating voting power among the shares of a corporation,
taxpayers can manipulate the control test in order to qualify or not qualify, as desired, a
transaction as tax-free (for example, a transaction could be structured to avoid tax-free
treatment to recognize a loss). In addition, the absence of a value component allows
corporations to retain control of a corporation but to “sell” a significant amount of the
value of the corporation tax-free. The proposal also notes that a uniform ownership test
would reduce complexity currently caused by the two tests.

The proposal would be effective for transactions occurring after December 31, 2015.
KPMG observation

This proposal is consistent with previous changes made to the affiliation test. For
example, as noted in the proposal, prior to 1984, the affiliation test required ownership
of 80% of the voting stock and 80% of the number of shares of all other classes of stock
of the corporation, similar to the control test in section 368. Congress amended the
affiliation test in 1984 in response to similar concerns that corporations were filing
consolidated returns under circumstances in which a parent corporation’s interest in the
issuing corporation was being manipulated.

Tax corporate distributions as dividends

The administration’s FY 2016 proposal would make several changes to the tax
treatment of certain distributions of property by a corporation to its shareholder which,
under current law, may not give rise to dividend income. The proposal explains that
transactions of this type reduce a corporation’s earnings and profits but do not result in
a reduction in a corporation’s dividend paying capacity, and are therefore inconsistent
with a corporate tax regime in which earnings and profits are viewed as measuring a
corporation’s dividend-paying capacity. The FY 2016 proposal targets three
transactions previously identified in prior proposals and additionally includes purchases
of hook stock by a corporate subsidiary.

Prevent elimination of earnings and profits through distributions of certain stock with
basis attributable to dividend equivalent redemptions

Generally, a corporation is required to recognize any gain realized on the distribution of
any appreciated property to a shareholder, but does not recognize any loss realized on
the distribution of property with respect to its stock. Although the corporation does not
recognize a loss, its earnings and profits (E&P) are decreased by the sum of the
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amount of money, the principal amount or issue price of any obligations (as the case
may be), and the adjusted basis of any other property distributed. Additionally, if an
actual or deemed redemption of stock is treated under section 302 as equivalent to the
receipt of a dividend by a shareholder, the shareholder’s basis in any remaining stock of
the corporation is increased by the shareholder’s basis in the redeemed stock.

Similar to the administration’s FY 2015 proposal, the FY 2016 proposal would amend
section 312(a)(3) to provide that E&P are reduced by the basis in any distributed high-
basis stock determined without regard to basis adjustments resulting from actual or
deemed dividend equivalent redemptions or any series of distributions or transactions
undertaken with a view to create and distribute high-basis stock of any corporation.

The proposal would be effective on the date of enactment.

Prevent use of leveraged distributions from related foreign corporations to avoid
dividend treatment

Similar to the administration’s FY 2015 proposal, the FY 2016 proposal would treat a
leveraged distribution from a corporation to its shareholders that is treated as a recovery
of basis as the receipt of a dividend directly from a related corporation to the extent the
funding corporation funded the distribution with a principal purpose of not treating the
distribution as a dividend from the funding corporation. This proposal revises a previous
proposal to disregard a shareholder’s basis in the stock of a distributing corporation for
purposes of recovering such basis under section 301(c)(2).

This proposal would be effective for transactions occurring after December 31, 2015.
Treat purchases of hook stock by a subsidiary as giving rise to deemed distributions

If a subsidiary corporation acquires in exchange for cash or other property stock of a
direct or indirect corporate shareholder issued by that corporation (hook stock), the
issuing corporation does not recognize gain or loss (or any income) under section 1032
upon the receipt of the subsidiary’s cash or other property in exchange for issuing the
hook stock.

The administration’s FY 2016 proposal would disregard a subsidiary’s purchase of hook
stock for property so that the property used to purchase the hook stock gives rise to a
deemed distribution from the purchasing subsidiary (through any intervening entity) to
the issuing corporation. The hook stock would be treated as being contributed by the
issuer (through any intervening entities) to the subsidiary. The proposal would also
grant the Secretary authority to prescribe regulations to treat purchases of interest in
shareholder entities other than corporations in a similar manner and provide rules
related to hook stock within a consolidated group.

The proposal would be effective for transactions occurring after December 31, 2015.
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KPMG observation

The FY 2016 proposal would not only create a potentially taxable dividend, but also a
potential zero tax basis in the hook stock received by the subsidiary.

Repeal gain limitation for dividends received in reorganization exchanges

Section 356(a)(1) currently provides that if, as part of a reorganization, a shareholder
receives stock and boot in exchange for its stock in the target corporation, then the
shareholder recognizes gain, but not in excess of the boot (the so-called “boot within
gain” limitation). Under section 356(a)(2), if the exchange has the effect of the
distribution of a dividend, then all or part of the gain recognized by the shareholder is
treated as a dividend to the extent of the shareholder’s ratable share of the
corporation’s E&P, with the remainder of the gain treated as gain from the exchange of
property (generally capital gain).

Similar to the administration’s FY 2011 through FY 2015 proposals, the administration’s
FY 2016 proposal would repeal the “boot within gain” limitation in the case of any
reorganization if the exchange has the effect of the distribution of a dividend under
section 356(a)(2). In addition, the FY 2016 proposal would align the available pool of
E&P to test for dividend treatment with the rules of section 316 governing ordinary
distributions.

The proposal would be effective for transactions occurring after December 31, 2015.
KPMG observation

The FY 2016 proposal differs from the FY 2015 proposal in that the FY 2016 proposal
refers to the rules under section 316 for purposes of determining the available pool of
E&P, while the FY 2015 proposal referred to “all of the available earnings and profits of
the corporation.” This change may have been intended to clarify that the deemed
dividend should follow normal dividend rules and not provide an E&P priority to boot
dividends.

Repeal non-qualified preferred stock (NQPS) designation

The administration’s FY 2016 proposal would remove from the Code the designation
NQPS and the treatment of such stock as “boot.”

Section 351(g) excepts from the general nonrecognition rule of section 351 transfers of
property to a corporation in exchange for NQPS of that corporation. NQPS is stock that:
(2) is limited and preferred as to dividends and does not participate in corporate growth
to any significant extent; and (2) has a dividend rate that varies with reference to an
index, or in certain circumstances, a put right, call right, or a mandatory redemption
feature. NQPS also may be treated as boot if it is received in certain shareholder
exchanges pursuant to a plan of reorganization.
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The proposal notes that NQPS commonly is used in corporate tax planning in a variety
of ways. For example, the transfer of an asset with a built-in loss to a controlled
corporation in exchange for NQPS of that corporation generally allows the transferor to
recognize the loss (subject to loss limitation rules such as section 267) and to avoid the
general nonrecognition rule of section 351. In addition, the use of NQPS to acquire
stock of a related party may help avoid deemed dividend treatment that might otherwise
result from a related-party stock purchase under section 304.

In enacting the NQPS provisions in 1997, Congress recognized that certain types of
preferred stock more appropriately represented taxable consideration because the
transferor obtained a more secure form of investment. The administration’s FY 2016
proposal embodies a belief that transactions such as those described above may be
either inconsistent with Congress’s original intent in enacting the provision and/or may
otherwise add unnecessary complexity.

The proposal would repeal the NQPS provision in section 351 (and any other cross-
referencing provision of the Code) for stock issued after December 31, 2015.

KPMG observation

The administration’s FY 2012 through FY 2015 proposals had similar provisions. The
reference in the proposal to the use of NQPS in related-party stock sales to avoid
deemed dividend treatment is interesting in light of the fact that all stock (whether NQPS
or otherwise) is not “property” for purposes of section 304. Thus, it would seem that any
stock (regardless of its classification as NQPS or otherwise) may be used to avoid
section 304. However, if this change is enacted, NQPS no longer could be used to
avoid both section 304 deemed dividend treatment and section 351 nonrecognition
treatment with respect to the same transfer if section 351 would be applicable. Thus, the
proposal, if enacted, still would limit tax planning opportunities (as well as protect
taxpayers from inadvertently planning into a taxable exchange) related to the use of
NQPS in related-party stock sales.

Environmental Tax
Reinstate corporate environmental income tax rate

The administration’s FY 2016 budget would also reinstate the corporate environmental
income tax at a rate of 0.12% on the amount by which the modified alternative minimum
taxable income (determined without regard to the alternative tax net operating loss
deduction and the deduction for the corporate environmental income tax) exceeded $2
million.

The taxes would be dedicated to the Hazardous Substance Superfund Trust Fund.
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Procedural and Administrative

Require greater electronic filing of corporate returns

Currently, corporations that have assets of $10 million or more and that file at least 250
returns (including information returns) per year and partnerships with more than 100
partners are required to file electronically. Under the administration’s FY 2016 proposal,
all corporations and partnerships with $10 million or more in assets would be required to
file electronically. In addition, regardless of asset size, corporations with more than 10
shareholders and partnerships with more than 10 partners would be required to file their
tax returns electronically, and preparers that expect to prepare more than 10
corporation income tax returns or partnership returns would be required to file these
returns electronically.

Regulatory authority would be expanded to allow reduction of the 250-return threshold
in the case of information returns such as Forms 1042-S, 1099, 1098, 1096, 5498,
8805, and 8966. Any new regulations would be required to balance the benefits of
electronic filing against any burden that might be imposed on taxpayers, and
implementation would take place incrementally to afford adequate time for transition to
electronic filing. Taxpayers would be able to request waivers of this requirement if they
cannot meet the requirement due to technological constraints, if compliance with the
requirement would result in undue financial burden, or as otherwise specified in
regulations.

The proposal would be effective for tax years beginning after the date of enactment.
Change Return Filing Dates

Third-party information is used by taxpayers to assist them in preparing their income tax
returns. However, many taxpayers do not receive Schedules K-1 before their income
tax returns are due.

The administration’s FY 2016 proposal would rationalize income tax return due dates so
that taxpayers receive Schedules K-1 before the due date for filing their income tax
returns. Under the proposal, calendar year S corporation filing deadlines would remain
the same, and partnership filing deadlines would be made to conform to the current
deadlines imposed on S corporations. Accordingly, all calendar year partnership and all
calendar year S corporation returns (Forms 1065 and 1120-S) and Schedules K-1
furnished to partners and shareholders would be due March 15. In addition, returns of
calendar year corporations other than S corporations would be due April 15
instead of March 15. Fiscal year partnership returns would be due the 15" day of the
third month following the close of the tax year and fiscal year corporations other than S
corporations would be due by the 15" day of the fourth month following the close of the
tax year.
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The proposal would also accelerate the due date for filing information returns and
eliminate the extended due date for electronically filed returns. Under the proposal,
information returns would be required to be filed with the IRS (or SSA, in the case of
Form W-2) by January 31, except that Form 1099-B would be required to be filed with
the IRS by February 15. The due dates for the payee statements would remain the
same.

The proposal would be effective for returns required to be filed after December 31,
2015.

This provision was included in the administration’s FY 2015 revenue proposal.

Impose liability on shareholders to collect unpaid income taxes of applicable
corporations

The administration’s FY 2016 proposal would add a new provision to the Code designed
to impose liability on shareholders who engage in “Intermediary Transaction Tax
Shelters.” Previously, the IRS and Treasury identified Intermediary Transaction Tax
Shelters as listed transactions that require disclosure on a tax return to avoid certain
penalties. Intermediary Transaction Tax Shelters typically involve: (1) a sale of a
controlling interest (at least 50%) in the stock of a C corporation; (2) that is undertaken
as part of a plan; (3) to cause the C corporation to recognize income or gain from the
sale of its assets shortly before or shortly after the sale of the C corporation’s stock.
The C corporation is ultimately left with insufficient assets from which to pay the tax
owned from the asset sale. This would occur, for example, when sales proceeds from
the asset sale are used to repay acquisition financing.

Despite the IRS identifying such transactions as listed transactions, taxpayers continue
to engage in these transactions due to the federal government’s inability to efficiently
collect the unpaid taxes, interest, additions to tax, or penalties owed by a C corporation
that has insufficient assets to pay such amounts. Specifically, the proposal notes that
under current law, outside of the consolidated return context, when a C corporation fails
to pay income taxes, the federal government is often unable to collect amounts owed by
the C corporation from its former shareholders.

The administration’s FY 2016 proposal would create a new provision that would impose
liability on shareholders who enter into Intermediary Transaction Tax Shelters.
Specifically, the proposal would apply to shareholders who, pursuant to a plan, directly
or indirectly, dispose of a controlling interest (at least 50%) in the stock of an applicable
C corporation within a 12-month period in exchange for consideration other than stock
issued by the acquirer of the C corporation. Such secondary liability would be imposed
only after the C corporation is assessed income taxes and penalties and fails to pay
such amounts within a specified time period. This deficiency would be governed by the
general notice and demand rules of the Code but with an additional year added to the
statute of limitations for assessment. Treasury would be granted authority to prescribe
regulations to carry out the proposal.
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For purposes of the proposal, an applicable C corporation is any C corporation (or
successor) two-thirds or more of whose assets consist of cash, passive investment
assets, or assets that are the subject of a contract of sale or whose sale has been
substantially negotiated on the date that a controlling interest in its stock is sold.

The provision would not apply to the disposition of certain publicly traded corporations,
REITS, or RICs or the acquisition by a publicly traded entity or an entity that is
consolidated for financial reporting purposes with a publicly traded entity.

The provision would be effective for sales of controlling interests in the stock of
applicable C corporations occurring on or after April 10, 2013.

This provision was included in the administration’s FY 2015 revenue proposal.
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