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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 
without limitation, the tax treatment or tax structure, or both, of any transaction 
described in the associated materials we provide to you, including, but not limited to, 
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 
subject to change.  Applicability of the information to specific situations should be 
determined through consultation with your tax adviser.
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OVERVIEW AND 
HISTORY OF 
SECTION 338 
ELECTIONS
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Asset Sale vs. Stock Sale

9

Asset Sale

• Step-up in basis to FMV.
• No tax attributes carryforward.
• Double taxation.
• Impracticable if many assets or 

assets that cannot be 
transferred.

Stock Sale

• No step-up in basis.
• Tax attributes carryforward.
• Single taxation.
• Easier purchase.
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Overview: History of Section 338 Elections

10

• Kimbell-Diamond Doctrine (Pre-1954):
− A corporation’s purchase of target corporation stock followed by liquidation of 

the target treated as a taxable asset purchase.
− Purchaser received stepped-up basis (“SUB”) in target’s assets; would not 

succeed to target’s tax attributes, such as NOLs. See Kimbell-Diamond 
Milling Co. v. Commissioner, 187 F.2d 718 (5th Cir. 1951).

• Old Section 334(b)(2) – Kimbell-Diamond codified in 1954.
− P permitted to have SUB in S’s assets if (i) P acquired 80% or more of S’s 

stock in 12-mo. Period, and (ii) S liquidates within 2 years of purchase.
• Section 338 (1982):

− Replaced and simplified old section 334(b)(2).
− Before 1986 General Utilities repeal.  Generally, no gain/loss on deemed 

corporate sale of assets—i.e., single level of taxation.
− After General Utilities repeal.  Double taxation, absent a section 338(h)(10) 

election.  Section 338(g) elections became undesirable, except: 
• Foreign target corporations.
• Target has sufficient NOLs, net capital losses, or tax credits to offset gain / tax due.  

However, note utilization of post-TCJA NOLs are limited to 80% of taxable income.
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Overview: General Utilities / 338(g) Example
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With shareholder basis of 200,
gain would be 400.

General Utilities

• Depreciation recapture: $10
40% * 25 = 10

• Capital gain tax: $78
590 - 200 = 390 * 20% = 78

• Total tax: $88

After General Utilities Repeal

• Capital gain tax: $80
600 - 200 = 400 * 20% = 80

• Tax on deemed asset sale: $20
600 - 500 = 100 * 20% = 20

• Total tax: $100
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Section 338(g) Elections: 

12

• T (‘Old T’) is treated as: 
− Selling its assets at the close of the acquisition 

date, and 
− A new corporation (‘New T’) that purchased all 

its assets as of the beginning of the day after 
the acquisition date.  Section 338(a).

• Two levels of Tax:
− $75 gain on sale of T stock.
− $100 gain on deemed sale of Old T 

assets.
− However, $100 gain offset in full by Pre-

TCJA NOLs of $100.
− Consider the result if the $100 of NOLs 

arose during the calendar year 2021.

Old T

PT SHs

New T

Pre-TCJA NOLs: $100
Deemed gain: $100
No other taxable income

AB: $25
FMV: $100
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Section 338(g) and GILTI - Example
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T
(CFC)

Sale of T 
stock.

Transaction: 

• P, a U.S. corporation, sells 100% of the T stock to Buyer.
No section 338(g) election:

• P has $300 of realized gain on T stock, but $100 
characterized as a dividend under section 1248.  

• P has offsetting deduction of deemed dividend under 
section 245A.

• Total tax @ 20% tax rate on $200 of capital gain = $40.

Buyer makes a section 338(g) election:

• Assume T realizes $100 gain as a result of the deemed 
asset sale (GILTI tested income, not Subpart F).

• CFC’s tax year closes: P taxed on $100 GILTI at a 10.5% 
rate (i.e., $10.50 tax).  P’s basis in stock increased by this 
$100.

• P has $200 of gain on T stock, $100 of which is 
characterized as a dividend under section 1248.  Offsetting 
$100 deduction under section 245A.

• Thus, P has $20 of gain on sale of T stock (i.e., $100 * 
20%).

• Total tax costs are $30.50, making the section 338(g) 
advantageous.

V: $800
B: $500

P

-E&P: $100
-Deemed gain: $100 
(GILTI tested income)

Buyer
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Section 338(g) and Section 1202 - Example

14

T
(U.S.)

Sale of T 
stock.

Transaction:

• T Shareholders, none of whom are corporations, sell 100% 
of the T stock to Buyer.

• Assume the T stock held by T Shareholders is QSBS and 
has been held since issuance for greater than 5 years.  All 
of the stock was issued in 2015.

Discussion:
• Buyer prefers a section 338 election, as the $300 of BIG in 

the assets is attributable to self-created intangibles.

• The T Shareholders may exclude the $300 gain realized 
from the sale of T stock under the 100% section 1202 
exclusion.

• Given T has generated losses, the $300 of gain on the 
deemed asset sale can be offset by those unutilized NOLs. 

V: $800
B: $500

Buyer
T 

Shareholders

V: $1,100
B:      800

NOLs: $400
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BASIC SECTION 338 
REQUIREMENTS
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Regular Section 338 Requirements

16

• Qualified Stock Purchase (Section 338(d)(3)):
− Acquiring (‘Buyer’) must be a corporation.  Includes SMLLC that is 

disregarded entity of corporation.  Can be newly-formed but not 
transitory.

− Target (‘T’) must be a C corporation or S corporation.
− Buyer must acquire the T stock by purchase.
− The amount of T stock purchased must be an amount that 

satisfies section 1504(a)(2):
• Generally, 80% of voting power and 80% of value (excluding certain 

plain vanilla preferred stock). 
• A corporation’s purchase of target corporation stock followed by 

liquidation of the target treated as a taxable asset purchase.

• Buyer must make the section 338 election via IRS Form 
8023.  
− Note: Make no later than the 15th day of 9th month beginning after 

the date of the acquisition.  Reg. section 1.338-2(d).
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Qualified Stock Purchase

17

• A ‘purchase’ is any acquisition of T stock, but only if:
− An acquisition in which the target stock is received with a carryover basis;
− An acquisition in which the basis of target stock is determined by section 

1014, property acquired from a decedent;
− Exchanges to which sections 351 (tax-free contribution), 354 (exchange 

of stock in tax-free reorganization), 355 (distribution of stock of controlled 
corporation), or 356 (boot to shareholders in otherwise tax-free 
reorganization) apply, even if the transferor recognizes all realized gain 
(due to receipt of boot, etc.); and

− T stock is not acquired from a person (Seller) whose stock would, under 
section 318(a), be attributed to the person acquiring the stock (Buyer).

• See section 338(h)(3) for full rule.
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Qualified Stock Purchase – When is Relatedness 
Tested?

18

• Relatedness is tested:
− In case of a single acquisition transaction, immediately 

after purchase of target stock;
− In case of a series of acquisitions constituting a QSP, 

immediately after the last acquisition in the series; and
− In case of series of transactions under an integrated 

plan to dispose of target stock, after the last 
transaction in the series.

• See Reg. section 1.338-3(b)(3).



© 2021 RSM US LLP. All Rights Reserved. 

Partnership Trap – Example 1 

19

Old T

Acquiring
(B)

Sellers
(S)

Invest. 
PRS

Partners

New T

3% rollover 
interest

318(a)(3)(A)

318(a)(3)(C)

97% cash 
purchase

Hypothetical Transaction:
• Sellers sell 97% of Target stock to Acquiring in a 

taxable exchange.
• Sellers transfer the remaining 3% of Target stock to 

Investment PRS in exchange for an equity interest.

Discussion:
• Investment PRS is attributed ownership of 100% of the 

Target stock that was owned by Sellers under section 
318(a)(3)(A).  

• This conclusion is true regardless of the Sellers’ % 
equity ownership of Investment PRS because section 
318(a)(3)(A) does not take into account percentage 
ownership of the actual holder of stock.

• As a result, Acquiring’s purchase of Target stock from 
Sellers is not expected to qualify as QSP because 
Sellers’ ownership of Target stock is attributed in full to 
Acquiring.  See section 338(h)(3)(A)(iii).

Alternative:
• What if Sellers transferred the 3% of rollover T stock to 

a newly formed corporation (“Newco”), which in turn 
contributed it to Investment PRS (and Investment PRS 
to Acquiring)?
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Partnership Trap – Workable Alternative? 

20

Newco

Acquiring
(A)

Sellers
(S)

Invest. 
PRS

Partners

Target
(T)

3% rollover 
interest

97% cash 
purchase

Discussion:
• Does this solve the parties’ problem?
• How might the insertion of Newco between Sellers and 

Invest. PRS affect how Sellers are taxed?
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Purchase + Redemptions of T Stock  – Example 2 

21

T

Acquiring
(B)

Sellers
(S)

Jan. 1: 40 T shares Transaction:
• T has 100 shares outstanding owned by Sellers.
• January 1: Sellers sell 40 T shares to B.
• July 1: T redeems 25 of Sellers’ T shares.
• Sept. 1: Sellers sell 20 T shares to B.

Discussion:
• A QSP occurs because, taking into account T’s 

redemption of 25 shares, the T stock purchased by B 
during the 12-month acquisition period constitutes at 
least 80% of T’s outstanding stock (60/75).

• The QSP occurs on September 1, because that is the 
first day within the 12-month period in which Acquiring 
had purchased over 80% of T shares.

July . 1: 
redeems 25 T 
shares

Sept. 1: 20 T shares
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Seller Rollover and Section 351 – Example 3 

22

Newco
(B)

Buyer
SHs

T

$90 cash
$10 New co stock

$90 Cash

Transaction:
• T’s stock has a FMV of $100.
• To facilitate its acquisition of T, Buyer SHs transfer $90 

to a newly formed corporation (“Newco”) in exchange 
for stock.

• Seller transfers all of the stock to Newco in exchange 
for $90 cash.  However, Seller requires a rollover 
interest in T and receive $10 of Newco stock as well.

Discussion:
• This transaction qualifies as a section 351(b) 

exchange in which Seller receives $10 of boot.  As 
such, it is not a ‘purchase’ under section 338(h)(3).

Alternative:
• Instead, consider the result if Newco formed BuyerCo, 

a 100% owned corporate subsidiary.  Further, Seller 
transferred the T stock to BuyerCo in exchange for $90 
cash and $10 of Newco stock.  

• Would this still be a section 351(b) exchange?  A valid 
QSP?

100% of T 
stock.

90%10%

Seller
(S)
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Seller Rollover and Section 351 – Workable Alternative? 

23

Newco

Sellers
(S)

Buyer
SHs

T

$90 cash
$10 New co stock

$90 Cash

100% of T 
stock.

90%10%

BuyerCo
(B)

$90 cash
$10 New co stock
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IPO and Measuring Relatedness – Example 4 

24

Newco
(B)

Underwriter
(U)

T

Sale of 60 Newco 
shares.

Transaction:
• S wants to discontinue its involvement in T’s business.
• S transfers 100% of T stock to a newly formed 

corporation (“Newco”) in exchange for 100 shares of 
stock.  Prior to this S had entered into a binding 
agreement in which U would purchase 60 Newco 
shares from S in order to effect an IPO.

• The IPO closes several days after U’s purchase of the 
T stock.

Discussion:

• Are S and Newco related?  When is their relationship 
measured?

• S and B are not related because Seller owns 
only 40% of Newco after the IPO takes place 
(and not 50%).  See section 318(a)(2)(C).

• Isn’t this a section 351 exchange?
• No.  Seller 60% of the Newco stock to U as part 

of a binding commitment.  Newco does not have 
section 351 control ‘immediately after’ the 
transaction.

• Seller’s transfer of T stock to Newco is therefore 
taxable.

100% of T 
stock.

60%

Seller
(S)

40%
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Qualified Stock Purchase – Step Transaction and Post-
Transaction Liquidation of T

25

• Section 338 is the exclusive means by which a stock acquisition 
can result in SUB for the inside tax basis of T’s assets. A QSP 
followed by a liquidation of the target corporation has 
significance independent of the liquidation, whether or not a 
section 338(g) or 338(h)(10) election is made for the target.  
See Rev. Rul. 90-95.
− Thus, the two steps do not result in a deemed purchase of the 

target’s assets unless a section 338 election is made (in contrast with 
the holding in Kimbell-Diamond).

− The step transaction doctrine is “turned on” if application of the step 
transaction doctrine would result in a tax-free reorganization under 
section 368.  See e.g., Rev. Rul. 2001-46.

• Post-QSP reorganization (section 338 election not made).  
Generally, COI generally not busted to the extent purchasing 
corporation acquired T stock in a QSP.  Reg. section 1.338-
3(d).
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Qualified Stock Purchase – Rev. Rul. 2001-46 (Sit. 1)

26

T

T 
Shareholders

Transitory Sub

T stock

Transaction:
• Step 1: X funds Transitory Sub with $70 X stock, $30 

cash.
• Step 2: Transitory Sub merges with and into T, with T 

surviving, and X receives 100% of the T stock 
(together with Step 2, “Acquisition Merger”).

• Step 3: T merges upstream with and into X, with X 
surviving (“Upstream Merger”).

Discussion:
• By itself, the Acquisition Merger does not result in a 

tax-free reorganization because too much cash ($30) 
was exchanged to qualify under section 368(a)(2)(E).

• Integrating the three steps under the step-transaction 
doctrine, however, the combined Acquisition Merger 
and Upstream Merger qualify as a straight tax-free 
merger under section 368(a)(1)(A).

• Consequently, X’s acquisition of T stock cannot qualify 
as a QSP.  See also Rev. Rul. 67-274.

• Note: Situation 2 confirms the same result even if the 
Acquisition Merger itself qualified as tax-free.

$70 X Stock
$30 Cash

X
(Acquiror)

Merger; T 
survives

Funding / Acquisition Merger

Upstream Merger

X
(Acquiror)

T

Upstream 
Merger





© 2021 RSM US LLP. All Rights Reserved. © 2021 RSM US LLP. All Rights Reserved.

CONSEQUENCES TO 
SELLER AND BUYER
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Aggregate Deemed Sale Price – Basic Overview

29

• Under General Utilities repeal, Old T must recognize gain or 
loss on the deemed asset sale.

• Gain or loss is calculated on an asset-by-asset basis.
• Difference between consideration allocated to the asset and Old T’s basis 

in the asset.

• Old T is treated as selling all of its assets at FMV for the 
aggregate deemed sale price (“ADSP”).  ADSP equals:

− Grossed-up amount realized on the sale to the purchasing corporation of 
the purchasing corporation’s recently purchased T stock; and

− The liabilities of Old T.

• ADSP is initially determined on the day immediately after the 
acquisition date of target. General principles of tax law apply in 
determining the timing and amount of the elements of ADSP.  Reg. 
section 1.338-4(b)(2)(i).
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Aggregate Deemed Sale Price – Grossed Up Amount 
Realized

30

• The grossed-up amount realized on the sale to the purchasing corporation of 
the purchasing corporation's recently purchased target stock, is equal to:

• The amount realized by the selling shareholders on the sale to the 
purchasing corporation of its recently purchased target stock;

• Divided by the percentage of target stock (by value, determined on the 
acquisition date) attributable to that recently purchased target stock (i.e., 
12-month acquisition period per section 338(b)(6)(A));

• Minus the selling costs incurred by the selling shareholders in the sale to 
the purchasing corporation of the purchasing corporation's recently 
purchased target stock (i.e., brokerage commissions and any similar 
costs to sell the stock).
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Aggregate Deemed Sale Price – Liabilities of Old T

31

• For purposes of calculating ADSP, the relevant liabilities are generally those of Old T as 
of the beginning of the day after the acquisition date. Treas. Reg. §1.338-4(d)(1).

• To be a liability for ADSP purposes, the liability must be one that is properly included in 
the amount realized under general tax principles that would apply had old target sold its 
assets to an unrelated person for consideration that included the discharge of its 
liabilities.

• ADSP will generally include any tax liability incurred by Old T on the deemed asset sale 
and any tax credit recapture liabilities arising from the deemed asset sale unless some 
other person has assumed the liabilities. Treas. Reg. §1.338-4(d)(1).

− Note: Tax liability on the deemed sale is generally included in ADSP only in a §338(g) transaction because 
federal income tax liability in a §338(h)(10) transaction is incurred by the selling consolidated group or the S 
corporation shareholders.

• Contingent liabilities are not initially included as target liabilities for purposes of 
calculating ADSP but are generally taken into account when they become fixed and 
determinable.
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Aggregate Grossed-Up Basis – Basic Overview
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• The aggregated grossed-up basis (“AGUB”) is used to calculate New T’s basis in 
each asset it is deemed to acquired from Old T.  See Reg. section 1.339-5(b).

• Specifically, AGUB equals the sum of:
− The grossed-up basis in the purchasing corporation’s recently purchased stock;
− The purchasing corporation’s basis in non-recently purchased stock; and
− The liabilities of New T.

• AGUB is initially determined at the beginning of the day after the acquisition date 
of T.  Generally, principles of tax law apply in determining the timing and amount 
of the elements of AGUB.

• AGUB may be redetermined if an increase or decrease is appropriate under 
general tax law principles.

− For example: An earn-out is paid that increased the purchase price or contingent liabilities are 
subsequently become fixed and determinable.

− For asset allocation changes subsequent years, a supplemental Form 8883 must be filed 
documenting the reason(s) for the change, tax year(s), form number of the income tax return of 
the original (or previous) Form 8883.

• AGUB is allocated among Target’s assets in accordance with Reg. section 1.338-6 
to determine the price at which a given asset has been purchased.
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Aggregate Grossed-Up Basis – Liabilities of New T

33

• Inclusive of the liabilities of New T as of the beginning of the day after 
the acquisition date.

• To be taken into AGUB, must be a liability of Target that would be 
taken into account in basis under general tax law principles of New T 
acquired the assets from an unrelated person (“X”) that included 
discharge of X’s liabilities. 

• Contingent liabilities not initially taken into account but may later 
increase AGUB under general tax law principles.
− Generally, when do the contingent liabilities become fixed and determinable?
− However, threshold question is whether the contingent liability was in fact 

assumed from Old T or arose after deemed asset sale.

• See Reg. section 1.338-5(e).
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Assumed Liabilities

34

• Value of liabilities assumed normally included in 
allocation, but were liabilities really “assumed”?
− Does not matter whether fixed or contingent
− What caused the liability (i.e., pre- or post- acquisition 

activity)?
− Was the liability expressly assumed?
− When did legal liability occur?
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Assumed Liabilities

35

• Whether a liability is assumed in a taxable asset 
acquisition is not a section 461 analysis

• Four buckets of liabilities in a transaction:
1. Liabilities for which economic performance has occurred
2. Liabilities for which economic performance occurs upon 

assumption 
3. Liabilities for which economic performance does not 

occur until satisfaction (e.g., contingent liabilities)
• Liabilities related to performance on deferred revenue (buyer & 

seller may treat differently)
4. Liabilities related to post-transaction activity

• Examples?
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Contingent Liabilities

36

• Buyer treats the same way as contingent 
consideration (i.e., additional basis when satisfied)
−Even if T does not receive a corresponding 

deduction
• Includes (i) liabilities unknown in amount and 

uncertain as to whether to occur and (ii) liabilities 
contingent in amount but certain to occur.
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Prepaid Income & Deferred Revenue

37

Example: T has $100M of deferred revenue with an estimated $60M cost of performance.  
How do each of P and T treat the deferred revenue in the case of a section 338(h)(10) 
election.  
• Deferred revenue of $100 is accelerated by T in the deemed asset sale.

• P’s tax treatment is unclear, but P does not include when recognized for book purposes.

Cost of Performance:

• Option 1: Include cost of performance in the purchase price as incurred (Rev. Rul. 76-250).  
− This is similar to other contingent liabilities.  
− No deductions for costs as incurred.
− Book-to-tax differences on both the income and expense sides.

• Option 2: P may include up to the full amount of deferred revenue in the purchase price and pick up 
all income in the year of acquisition.  The theory is that T paid P to assume this liability and P turned 
around and paid the amount as additional consideration (Rev. Rul. 71-450).

− Pierce approach.
− P can potentially defer the income under section 451.  See Rev. Proc. 2004-34.
− P would then deduct the cost of performance as incurred.
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Allocation of ADSP / AGUB Among Target Assets

38

• ADSP (determining amount realized of each asset deemed sold) and 
AGUB (determining basis in each asset deemed purchased) are 
allocated to assets using the residual method.  Section 338(b)(5); 
Reg. section 1.338-6.

• First, ADSP and AGUB are respectively reduced by the amount of 
“Class I” assets, which are cash, general deposit accounts (savings 
and checking, but not CDs) held in banks, savings and loan 
institutions, and other depository institutions.

• Next, the remaining ADSP and AGUB are then allocated successively 
to asset Classes II through VII in proportion to the fair market value of 
the assets in each class.  See Reg. section 1.338-6(b).
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Allocation of ADSP / AGUB Among Target Assets

39
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MAKING A SECTION 
338(H)(10) ELECTION
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Requirements for Making a Section 338(h)(10) Election

42

• Must satisfy all requirements for making a regular section 
338 election (see above in p. 7).

• T must be a member of a consolidated or affiliated group, 
or T must be an S corporation.

• T must be a domestic corporation.
• Joint election: T and the sellers must both make the 

section 338(h)(10) election.
• Consolidated / affiliated group: Seller is the parent company
• S corporation: Sellers are the S corporation shareholders.
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Section 338(h)(10) Election – Understanding the 
Conceptual Framework

43

• Why must T be either be a member of a selling consolidated / 
affiliated group or an S corporation to avail itself of a section 
338(h)(10) (i.e., the single-level of taxation)?

• Consolidated / Affiliated Selling Group:
• In an affiliated / consolidated context, T is owned at least 80% (under 

section 1504(a)(2)) by another domestic corporation.
• Thus, T’s liquidation already eligible for tax-free treatment under 

section 332/337. 
• S Corporation:

• S Corporation’s liquidation is taxable at shareholder level under 
section 331.

• Corporate level capital gain from deemed asset sale gives 
shareholders SUB in S Corporation stock.

• Offsetting of shareholder level capital loss against capital gain that 
flows through from deemed asset sale.
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S Corporations / Section 338(h)(10) Elections - Example
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T
(S Corporation)

Sale of T 
stock.

Transaction: 

• Shareholders of T, an S Corporation, sell 100% of the T stock to Buyer.

Stock Sale With No section 338(h)(10) election:

• The shareholders are taxed on $300M of capital gain at the shareholder-level at a 
maximum long-term capital gains rate for individuals of 20%.

• Total tax cost: $60M ($300M * 20%). 

Parties make a section 338(h)(10) election:

• On the deemed asset sale, shareholders of T recognize $200 capital gain and $100M of 
ordinary income (i.e., the section 1245 gain).

• Thus, total tax cost is $77M: $40M from capital gain ($200M * 20%) and $37M from 
section 1245 gain ($100M * 37%).

• Note: The top marginal rate imposed upon ordinary income for individuals is 37%.

• S Corporation shareholders receive a SUB in their stock of $300M, but note the effect of the 
section 1245 gain as a result of the deemed asset sale.

• Due to individual rate differential betw een long-term capital and ordinary income, a section 
338(h)(10) election is not alw ays preferable for shareholders of an S corporation.

Alternative:

• Consider: What if  Buyer—in order to obtain a SUB from a section 338(h)(10) election--paid 
the S Corporation shareholders an additional $22M to compensate then for the additional 
$17M in tax cost (i.e., grossed-up)?

• Assume all $300M of the SUB is amortizable over 15 years.  Total cash f low s associated 
w ith the $300M amortization deduction is $60M ($300M * 20%) over 15 years.

• If Buyer holds the investment for 15 years, the NPV (@ 10% discount rate) of those $12M 
cash f low s is a little over $8.4M.  The election still does not make sense economically for 
Buyer and S Corporation shareholders. 

V: $800M
B: $500M

-Capital gain: $200M
-Sec. 1245 gain: $100M

Buyer
S Corporation 
Shareholders
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• The result if the same as if T had sold its assets and 
distributed the sales proceeds in liquidation:

• If T is sold out of a consolidated group, the deemed liquidation of T into 
parent (“P”) generally qualifies as a tax-free liquidation under section 332.  
T’s NOLs may offset gain from the deemed sale, and P can succeed to 
any of T’s NOLs under section 381(a).  

• If T is an S corporation, the liquidation is taxable under section 331, but 
the result generally is still a single level of tax (unless S corporation is 
subject to BIG tax).

• The sale of T stock is not taxed.
• Stepped-up basis in T assets.
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Parent

Old T

Buyer

New T
Assets for $$Cash

Section 
332 
liquidation

NOLs, E&P, 
other 
attributes.
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Parent

Target

Buyer

FMV: $100M
AB: $75M

V: $100M
B: $ 40M
NOLs: $60M

Stock Sale With No section 338(h)(10) election:

• Parent recognizes $25M of gain on the sale of Target stock. 
Total tax cost is $5M ($25M * 20%).

• Parent cannot use the $60M NOLs attributable to Target to 
offset its $25M capital gain.

• However, no SUB in Target assets for Buyer.  Further, $60M 
of NOLs subject to an annual section 382 limitation of $1.5M 
($100M * 1.50%).

Section 338(h)(10) election made:

• Target has gain from the deemed asset sale of $60M.  
However, that gain can be offset in full by its $60M of NOLs.

• Buyer gets a SUB in the Target assets to $100M.  Assuming 
that all $60M of the BIG was IP or goodwill, Buyer has an 
amortization deduction of $4M per year (over 15 years).

Discussion:
• Clear in this case that the tax cost of obtaining a SUB to 

Buyer is $0.
• Assuming corporate level tax of 20%, the total cash flows 

associated with the $60M amortization deduction ($60M * 
20%) is $12M (NPV @ 10% discount rate, approximately 
$6.1M).

• Clear in this scenario that it is advantageous for the parties to 
make a section 338(h)(10) election, as the tax cost of 
obtaining such a benefit is $0.  



© 2021 RSM US LLP. All Rights Reserved. 

Section 338(h)(10) Election: NPV Example B

48

Parent

Target

Buyer

FMV: $100M
AB: $75M

V: $100M
B: $ 40M
NOLs: $25M

Same facts as NPV Example A, except Target has only $25M of NOLs. 

No section 338(h)(10) election:

• Parent recognizes $25M of gain on the sale of Target stock. Total tax cost is 
$5M ($25M * 20%).

• Parent cannot use the $20M NOLs attributable to Target to offset its $25M 
capital gain.

• However, no SUB Target assets for Buyer.  Further, $20M of NOLs subject to an 
annual section 382 limitation of $1.5M ($100M * 1.50%).

Section 338(h)(10) election made:

• Target has gain from the deemed asset sale of $60M.  That gain is partially 
offset by its $25M of NOLs.

• Buyer pays $7M of tax ($35M * 20%) as a result of Target’s deemed asset sale.

• Buyer gets a SUB in the Target assets to $100M.  Assuming that all $60M of the 
BIG was IP or goodwill, Buyer has an amortization deduction of $4M per year 
(over 15 years).

Discussion:

• The total cash flows associated with the $60M amortization deduction is $12M 
($60M * 20%) over 15 years. 

• Clear in this case that the additional tax cost of obtaining a SUB to Buyer is $2M 
(i.e., excess of $7M over $5M tax paid if parties forego election).

• If Buyer holds the investment for at least 15 years, the NPV (@ 10% discount 
rate) of those $12M cash flows is around $5.1M (election makes sense).

• How does that change if Buyer exits its investment in Target after 5 years?

• Buyer has only $4M of cash flow ($800K * 5 years), which has an 
approximate $1M NPV (@ 10% discount). 

• Recall: current cost for that SUB was $2M.
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• End of the Day Rule: If S is acquired by P Group, generally rule 
is S becomes a member of P Group at the end of the day its 
status changes (Day 1).

• S’s separate return year ends on Day 1; its tax year with P Group begins on 
Day 2.  Items of income / loss, reflect this rule (unless Next Day Rule applies)

• Section 338(g) elections: If S makes a section 338(g) election, 
deemed asset sale takes place before S becomes a member of P 
Group

• S Corporations: 
− Unless a section 338(g) election is made, S Corporation that joins P Group 

becomes a member when S status termination effective (i.e., end of day 
preceding Day 1).

− Further, closing-of-the-books method (and not ratable allocation) used in 
allocating income on S Corporation’s final return.

See generally Reg. section 1.1502-76(b)(1)(ii).
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• Background:
− Section 336(e) was enacted as part of the repeal of General 

Utilities doctrine in 1986.  
− Permits the Secretary to write regulations permitting certain 

sales, exchanges, or distribution of stock to be e treated as 
a disposition of Target’s assets.  Similar to section 
338(h)(10), no gain or loss recognized on the actual 
disposition of the Target stock. 

− Section 336(e) was not available until the effective date of 
final regulations written by the Secretary: May 15, 2013.

• Sellers:
− C corporation seller (consolidated or not consolidated).  

Cannot be a foreign corporation.
− S corporation sellers. 
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• Qualified Stock Disposition (QSD) – Reg. section 1.336(e)-1(b)(6).
− Sale of a domestic corporation.
− Disposition of an amount of stock meeting section 1504(a)(2) threshold.
− Takes place within a 12-month period.
− In contrast to a section 338(h)(10) election, purchasers are not required to be 

corporations.
• “Disposition” – Reg. section 1.336(e)-1(b)(5).

− Can be a sale, exchange, distribution (or some combination).
− Excludes transaction where purchaser takes a carryover basis in Target stock, in whole 

or in part (i.e., no section 351 exchanges or reorganizations).
− Cannot be sold, exchanged, or distributed to a related person.

• “Related Persons”:
− Measured by reference to the section 318 attribution rules (not counting options).
− If partner owns less than 5% of partnership by value, no attribution between partners 

and partnerships (upstream or downstream).
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• Unilateral ‘Sell-Side’ Election:
− However, must be written, binding agreement made jointly 

between Target and, as applicable, (i) consolidated 
seller(s), (ii) non-consolidated seller, or (iii) S corporation 
shareholders (including non-sellers) on tax returns.

− Community property states: S corporation shareholder’s 
spouse should also sign the section 336(e) election.

• Form 8883: Old T and New T report deemed sale of 
assets on Form 8883 (identical to section 338 
election).  Old T files two forms if the election is made 
due to a section 355 transaction.

• Overlap of QSP and QSD: QSP (section 338) trumps 
QSD (section 336(e)).
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• Sale or Exchange:
− Disregard actual sale of Target stock.
− Old T deemed to sell assets to unrelated New T.
− New T has SUB in Old T assets.  No tax attributes.
− New T liable for tax liabilities of Old T notwithstanding Old T’s deemed liquidation.

• Taxable Distribution:
− Generally, similar effect as sale or exchange, with certain exceptions.
− Seller deemed to purchase amount of New T stock distributed (or retained) as well as 

distribute that stock to its shareholders (or retain, as appropriate).
− Net losses on deemed sale of assets are disallowed.
− Seller does not recognize gain or loss on distribution of Target stock.

• Other Mechanics:
− Old T deemed to sell assets in exchange for aggregate deemed asset disposition price 

(“ADADP”).
− New T deemed to acquire assets in exchange for adjusted gross up basis (“AGUB”). 
− ADADP and AGUB allocated using residual method of Reg. sections 1.338-6 and -7.
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Old T

P SHs

Seller Side:

• P sells 100% of the Old T shares to A for $100 and makes a section 
336(e) election w ith Old T.

• Old T deemed to sell all of its assets to New  T for $100, the ADADP.  

• ADADP allocated $70 to Asset 1 and $30 to Asset 2 under 
applicable allocation rules.

• Old T recognizes $20 gain on deemed sale of Asset 1 and $10 loss 
on deemed sale of Asset 2.

• Old T treated as liquidating into P under section 332.

• S distributions the T stock to the P shareholders in a spinoff that 
qualif ies as tax-free under section 355(a) to P shareholders.

• How ever, T-1 is acquired by P in a tax-free reorganization that 
results in P

V: $100
B: $80

Asset A:
V: $70
B: $50

Asset B:
V: $30
B: $40

A

Sale of T 
shares

New T

A

V: $100
B: $100

Asset A:
V: $70
B: $70

Asset B:
V: $30
B: $30

Buyer Side:

• New  T deemed to acquire assets for $100, the AGUB.

• The AGUB is allocated $70 to Asset 1 and $30 to Asset to under 
applicable allocation rules.

• New  T holds Assets 1 and 2 w ith FMV basis.

• A’s basis in New  T stock is equal to the amount paid for the stock—
i.e., $100.
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P

P SHs
T stock 
distribution

Seller Side:

• P distributes all of the Old T stock to its shareholders in a 
taxable section 301 distribution.  P and Old T make a 
section 336(e) election.

• ADADP is $100—i.e., $70 allocated to Asset 1 and $30 to 
Asset 2 under applicable allocation rules.

• Old T recognizes $20 gain on Asset 1 and $10 loss on 
Asset 2.

• Old T is treated as liquidating into P under section 332.

Old T

V: $100
B: $80

Asset A:
V: $70
B: $50

Asset B:
V: $30
B: $40

P SHs

New T

Asset A:
V: $70
B: $70

Asset B:
V: $30
B: $30

Buyer Side:

• After the liquidation of Old T, P is deemed to purchase New 
T shares from an unrelated person and distribute those 
shares to its shareholders.

• P recognizes no gain or loss on deemed distribution.

• AGUB is $100, with $70 allocated to Asset 1 and $30 
allocated to Asset 2 under applicable allocation rules.

• P’s shareholders receive New T stock with FMV basis of 
$100.
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• Operative mechanics:
− Controlled corporation (Old T) deemed to sell its 

assets to an unrelated person and then repurchase 
those assets (“sale-to-self”).

− Old T can net gains and losses from deemed asset 
sale.  Net losses disallowed—identical treatment in a 
section 355(d) / (e) distribution (i.e., gain recognized 
under section 355(c) / 361(c)).

− Old T generally is not deemed to liquidate, except 
where election made under Reg. section 1.1502-
13(f)(5)(ii)(E) (permitting consolidated taxpayers to 
trigger stock loss).

− Old T retains tax attributes, adjusts E&P to reflect 
deemed asset sale.
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P

T

P SHs

T Stock

Transaction:

• P, S, and T are part of a single consolidated group.  S distributes T stock to P.  
Section 355(f) treats S’s distribution to P as a taxable distribution, with S 
recognizing $100 gain on the distribution.

• This increases P’s basis in T stock to $100.

• S distributions the T stock to the P shareholders in a spinoff that qualifies as tax-
free under section 355(a) to P shareholders.

• However, T-1 is acquired by P in a tax-free reorganization that results in P 
shareholders owning more than 50% of T-1.  As a result, P’s distribution of T 
stock to its shareholder falls under section 355(e).  P is not permitted 
nonrecognition treatment under section 355(c).

Discussion:

• S’s distribution of T stock is not a QSD because P and S are related parties.

• P’s distribution of T stock, however, does qualify as a QSD.

• A section 336(e) election is made.

• T recognizes $60 of gain form the deemed asset sale equal to the 
ADADP of $100, which increases P’s basis in T stock from $100 to $160.

• T is deemed to purchase its assets from an unrelated person for AGUB 
of $100.

• P deemed to distribute T stock at no gain or loss.

S

T Stock

V: 100
B: 0

Asset A:
V: 60
B: 40

Asset B:
V: 40
B: 0
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