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WHEN A LIQUIDATING CORPORATION 
DISTRIBUTES A PARTNERSHIP 

INTEREST: THE PROBLEM OF 
DEPRECIATION/ACRS RECAPTURE 

I. INTRODUCTION 

The Tax Reform Act of 19841 contains many complex tax 
provisions that address various unsettled areas and inequities in 
the current tax system. One provision, section 3862 of the Inter
'1al Revenue Code (Code),3 represents an attempt by Congress to 
determine when a corporate partner will recognize taxable in-

1. The Tax Reform Act of 1984, Pub. L. No. 98-369, 98 Stat. 678 (1984). 
2. Section 386 provides, in pertinent part: 

(a) Corporate Distributions-For purposes of determining 
the amount (and character) of gain recognized by a corpora
tion on any distribution of an interest in a partnership, the 
distribution shall be treated in the same manner as if it in
cluded a property distribution consisting of the corporation's 
proportionate share of the recognition property of such 
partnership. 

(b) Sales or Exchanges To Which Section 337 Ap
plies-For purposes of determining the amount (and r.harac
ter) of gain recognized on a sale or exchange described in sec
tion 337, any sale or exchange by a corporation of an interest 
in a partnership shall be treated as a sale or exchange of the 
corporation's proportionate share of the recognition property 
of such partnership. 

(c) Recognition Property-For purposes of this section, 
the term "recognition property" means any property with re
spect to which gain would be recognized to the corporation if 
such property-

(1) were distributed by the corporation in a distri
bution described in section 311 or 336 (citation omit
ted), or 

(2) were sold in a sille described in section 337 (ci
tation omitted), whichever is appropriate. In determin
ing whether property of a partnership is recognition 
property, such partnership shall be treated as owning 
its proportionate share of the property of any other 
partnership in which it is a partner. 

I.R.C. § 386 (1985). 
3. 26 U.S.C. §§ 1-8023 (1985). 
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400 GOLDEN GATE UNIVERSITY LAW REVIEW [Vol. 16:399 

come on the disposition of a partnership interest.4 

In order to prevent a corporation from avoiding taxes by 
liquidating and selling a partnership interest or distributing it to 
a shareholder, section 386 adopted and applied the aggregate 
theory of gain recognition.1i Under this theory, a corporation 
owns an interest in each partnership asset rather than in the 
partnership as a whole.6 Therefore, if a partnership owns depre
ciable assets7 subject to recapture,s a corporation will recognize 
income with respect to those assets if it liquidates and either 
sells its partnership interest or distributes it to a shareholder.9 

4. See STAFF OF JOINT COMM. ON TAXATION, 98th CONG., 2d SESS., GENERAL EXPLANA
TION OF THE REVENUE PROVISIONS OF THE DEFICIT REDUCTION ACT of 1984 (Comm. Print 
1984) [hereinafter cited as General Explanation of the Deficit Reduction Act]. 

5. Historically, with respect to partnership taxation, there have been two theories 
regarding the nature of partnership interests: the entity theory and the aggregate theory. 
The entity theory treats the owner of a partnership interest as owning an interest in the 
partnership as a whole. The aggregate theory treats the partners as owning an undivided 
interests in each partnership asset. See W. McKEE, W. NELSON & R. WHITMIRE, FEDERAL 
TAXATION OF PARTNERSHIPS AND PARTNERS 111.02 (1977) [hereinafter cited as W. McKEE]. 

6. [d. 
7. The Code contains depreciation or accelerated cost recovery system (ACRS) de

duction provisions which allow deductions against ordinary income based upon the the
ory that assets will decline in value due to use, wear and tear, and obsolescence or that a 
taxpayer should be allowed to recover the cost of an investment in certain income pro
ducing assets. I.R.C. §§ 167, 168, 169, 179, 185, 188, 190, 193 (1985). 

8. The Code contains provisions for reporting as ordinary income that portion of a 
gain from the sale of a depreciable asset that represents certain depreciation deductions. 
[d. §§ 291, 1245, 1250. Section 1245 provides that a gain on the sale or disposition of 
personal property is taxed as ordinary income to the extent that ACRS or depreciation 
deductions were taken with respect to the property. [d. § 1245. Recapture also includes 
amounts expensed under I.R.C. § 179 (election to expense up to $5,000.00 in the year the 
property is placed in service). [d. § 1245(a)(3)(d). 

Real property that is recovery property (property placed in service after 1980) is 
subject to recapture to the extent of ACRS deductions except residential rental property, 
property used predominately outside of the United States, and property for which a 
straight line election is made. [d. § 1245(a)(5). With respect to residential real property 
and property used predominately outside of the United States, recapture is limited to 
amounts in excess of deductions allowed if the straight line election had been made. [d. § 
1250(a)(I), (b)(l). 

If the real property is not recovery property, the additional depreciation, the 
amount of post-1969 depreciation deducted which is in excess of the depreciation al
lowed if the straight line method was elected, is subject to recapture. [d. § 1250(a), (b). 
For residential rental property and certain other real property, the recapture is reduced 
by various percentages depending upon the length of time the property is held. [d. § 
1250(a)(I)(8), (2)(8). For corporations disposing of real property, 20% of the excess of 
the amount which would be treated as ordinary income if the property were § 1245 prop
erty over the amount treated as ordinary income under § 1250 is recaptured as ordinary 
income. See id. § 291. 

9. [d. § 386 (a), (b). See supra note 8. 
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1986] DEPRECIATION/ACRS RECAPTURE 401 

This Note will discuss the tax consequences when a corpora
tion liquidates and distributes its partnership interest to a 
shareholder. Included in this discussion will be an analysis of 
whether a corporation can avoid paying taxes on recapture in
comelO if it has not received any tax benefit from deductions 
subject to recapture.ll 

II. BACKGROUND 

A. RECAPTURE-AN ATTEMPT TO PREVENT THE CONVERSION OF 

ORDINARY INCOME INTO CAPITAL GAIN 

Depreciable property12 used in a trade or business may re
ceive preferential tax treatment if that property is held for more 
than six months13 and sold for more than its adjusted basis.14 

This preferential treatment limits the tax rate to a maximum of 
twenty-eight percent for corporations.16 Therefore, the tax on 
this type of gain is reduced if a corporation is in a thirty percent 
or higher tax bracket. 16 

During periods of inflation, certain assets, such as real prop
erty, often have a fair market value in excess of their adjusted 
basis.17 In addition, the use of an accelerated method of depreci
ation18 often reduces an asset's adjusted basis below its fair mar-

10. See supra note 8. 
11. I.R.C. § 111 (1985). Gross income does not include income attributable to the 

recovery of a deduction if a taxpayer did not receive a reduction in tax as a result of the 
deduction. [d. 

12. Depreciable property includes personal property and real property el(cept land. 
See supra note 7 for Code sections discussing depreciation. 

13. Section 1001(b)(15) of the Tax Reform Act of 1984 changed the holding period 
for property eligible for capital gain or similar preferential tax treatment from one year 
to six months for property acquired after June 22, 1984 and before January 1, 1988. See 
I.R.C. § 1222 (1985). 

14. The adjusted basis of property is generally computed by taking the cost of the 
property and increasing it by the cost of improvements and decreasing it by any loss 
recognized and any allowance for depreciation. See id. §§ 1012, 1016. There are several 
exceptions to this general rule, however. See also id. §§ 1011-1024 (general rules for de
termining basis and exceptions to the general rules). 

15. [d. § 1201(a). 
16. If a corporation's income is taxed only at a 15% or 18% rate, a corporation will 

receive no preferential tax treatment for gains because these rates are lower than the 
preferential rate of 28~;,. See id. § l1(b). 

17. See supra note 14. 
18. Under the straight line method of depreciation, the cost or other basis of the 

property less its estimated salvage value is deductible in equal amounts over the period 
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402 GOLDEN GATE UNIVERSITY LAW REVIEW [Vol. 16:399 

ket value. As a result of the depreciation/accelerated cost recov
ery system (ACRS) and the preferential tax treatment upon the 
sale of certain assets, a tax savings will be realized. 19 This type 
of tax savings is referred to as converting ordinary income into 
capital gain. 

In response to the tax avoidance achieved through con
verting ordinary income into capital gain, Congress enacted re
capture rules.20 These rules require a taxpayer to report the por
tion of gain attributable to depreciation/ ACRS deductions as 

of the estimated useful life of the property. See Treas. Reg. § 1.167(b)-I, T.D. 6500. This 
method will reflect the actual market value of the asset only if the asset's value declines 
by the same amount for each year of the asset's useful life. If an asset's value declines 
more rapidly in its early years, an accelerated method of depreciation or cost recovery (a 
method which allows for deductions in excess of the straight line method) will be a more 
appropriate means of reflecting this decline. Generally, however, taxpayers will prefer to 
use accelerated depreciation methods to defer taxes and thereby increase cash available 
for business purposes. 

19. For example, if ordinary income is taxed at 46'1(, and capital gains are taxed at 
an alternative rate of 28% the tax saving effected by the alternative rate is 18%. 

20. I.R.C. § 1245 originated in the Revenue Act of 1962, Pub. L. No. 87-834 § 
13(a)(1), 76 Stat. 1032. I.R.C. § 1250 was added by the Revenue Act of 1964, Pub. L. No. 
88-272, Title II, § 231(a), 78 Stat. 100. The general purpose of the recapture provisions is 
explained in the house committee report of I.R.C. § 1250. 

Since the depreciation deductions are taken against ordi
nary income while any gain on the sale of the property is 
treated as a capital gain, there is an opportunity under present 
law in effect to convert ordinary income into capital gain. This 
occurs whenever the depreciation deductions allowed reduce 
the basis of the property faster than the actual decline in its 
value. 

Last year Congress in the Revenue Act of 1962 recognized 
the existence of this same problem in the case of gains from 
the disposition of depreciable machinery and other personal 
property. In that act the Congress provided that any gain real
ized on the sale of these assets in the future would be ordinary 
income to the extent of any depreciation deductions taken in 
1962 and subsequent years with respect to the property. 

In the case of real estate, this problem is magnified by the 
fact that real estate is usually acquired through debt financing 
and the depreciation deductions allowed relate not only to the 
taxpayer's equity investment but to the indebtedness as well. 
Since the depreciation deductions telate to the indebtedness 
as well as the equity in the property, this may permit the tax
free amortization of any mortgage on the property. As a result 
in such cases there is a tax-free cash return of a part of the 
investment which may in fact enable the taxpayer to show a 
loss for several years which he may offset against income for 
tax purposes. 

H.R. REP. No. 749, 88th Cong., 1st Sess. 101-02 (1963). 
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1986] DEPRECIATION/ ACRS RECAPTURE 403 

ordinary income.21 Recapture of depreciation/ ACRS deductions 
is always required for gains resulting from the sale or exchange 
of personal property.22 Moreover, this recapture is generally re
quired for gains resulting from the sale or exchange of real prop
erty when a taxpayer has used an accelerated method of 
depreciation.23 

Additionally, section 751 of the Code24 requires deprecia
tion/ ACRS recapture if there is a sale or exchange of a partner
ship interest. 211 This section includes depreciation deductions 
subject to recapture in the definition of unrealized receivables.28 

However, prior to the enactment of section 386 of the Code and 
Holiday Village Shopping Center v. United States,27 a taxpayer 
~ould argue that if there was no sale or exchange of a partner
ship interest requiring depreciation/ ACRS recapture under sec
tion 751, depreciation/ACRS recapture was not required because 
the partnership should be treated as an entity rather than as an 
aggregate of assets.28 If a taxpayer/corporation used this entity 
theory, there could be no sale or exchange of the specific assets 
of the partnership, and therefore, no depreciation/ ACRS recap
ture would be required.29 A corporation could avoid recapture 
and could convert ordinary income into capital gain.30 

B. HOLIDAY VILLAGE SHOPPING CENTER V. UNITED STATES 

Holiday Village Shopping Center31 addressed the issue of 

21. See I.R.C. §§ 1245, 1250 (1985). 
22. See id. § 1245. 
23. Not all accelerated depreciation taken with respect to real property is subject to 

recapture. Whether such depreciation is subject to recapture depends upon the year in 
which the depreciation was deducted, the length of time the property is held, and the 
type of real property. See id. § 1250. See also supra note 8. 

24. I.R.C. § 751 (1985). 
25. Id. § 751(a). 
26. Section 751(c) defines unrealized receivables to include amounts not previously 

included in income such as amount attributable to payments for goods other than capital 
assets, services, or depreciation recapture. Id. Since these amounts would represent ordi
nary income to the continuing partners, they are considered as ordinary income to the 
partner who exchanges all or part of a partnership interest for money or property. See 
id. § 751. See also Treas. Reg. § 1.751-19(c) T.D. 7084, 1971·1 C.B. 230. 

27. 773 F.2d 276 (F. Cir. 1985). See infra notes 31-48 and accompanying text. 
28. See W. McKEE, supra note 5. 
29.Id. 
30.Id. 
31. 773 F.2d at 276. 
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404 GOLDEN GATE UNIVERSITY LAW REVIEW [Vol. 16:399 

whether a liquidating corporate partner should recognize ordi
nary income from the recapture of depreciation taken by the 
partnership. Holiday Village Shopping Center, a corporation, 
owned a ninety-nine percent interest in a partnership which 
owned and operated residential real property.32 In addition, the 
partnership had used an accelerated method of depreciation.33 

The corporation adopted a plan of complete liquidation,34 and 
distributed all of its assets, including a partnership interest, to 
its shareholders.311 

In its federal income tax return for its final year, the corpo
ration reported a gain of $243,902 representing recapture of de
preciation in excess of that allowed under the straight line 
method of depreciation.38 Subsequently, the corporation filed a 
claim for a tax refund.37 It asserted that the general rule of sec
tion 336 of the Code,3s that a corporation does not recognize 
gain or loss when it completely liquidates and distributes prop
erty, should apply.39 

The United States Court of Appeal for the Federal Circuit 
affirmed the United States Claims Court ruling that the recap
ture rules should apply.40 The court of appeals, in accordance 
with the claims court, adopted the aggregate theory of partner
ship taxation.41 According to both courts, the purpose of recap-

32. [d. at 278. 
33. [d. 
34. [d. 
35. [d. 
36. [d. 
37. [d. 
38. I.R.C. § 336 (1985). 
39. Holiday Village Shopping Center, 773 F.2d at 278. 
40. Holiday Village Shopping Center v. U.S., 5 CI. Ct. 566, 568 (1984), aff'd, 773 

F.2d 276 (F. Cir. 1985). 
41. Holiday Village Shopping Center, 773 F.2d at 279. The claims court, in deciding 

to apply the aggregate theory instead of the entity theory, to depreciation recapture, 
relied upon a house conference committee report stating that it is not intended that the 
entity theory should apply to provisions of the Code other than subchapter K (the sub
chapter of the Internal Revenue Code relating to the taxation of partnerships) if the 
aggregate theory is more appropriate. . 

The house conference committee report contained the following statement: "No in
ference is intended, however, that a partnership is to be considered as a separate entity 
for the purpose of applying other provisions of the internal revenue laws if the concept of 
the partnership as a collection of individuals is more appropriate for such provisions." 
H.R. REP. No. 2543, 83d Cong., 2d Sess. 59 (1954), reprinted in, 1954 U.S. CODE CONGo & 
AD. NEWS 5280, 5319-20. 
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1986] DEPRECIATION/ ACRS RECAPTURE 405 

ture is to prevent the conversion of ordinary income into capital 
gain.42 The claims court cited legislative history to support its 
position that the recapture provisions should override other pro
visions of the Code.43 In support of its holding, the court of ap
peals referred to the Tax Reform Act of 1984 to show that "the 
result reach[ed] [was] not inconsistent with what Congress re
cently viewed as appropriate tax treatment of this situation."" 

Holiday Village argued that if the corporation was taxed on 
the recaptured depreciation and the basis of the real property 
was not increased to reflect the recaptured depreciation, the 
partnership's gain when it disposed of the real property would 
include the depreciation recapture that had already been taxed 
-;;0 the corporation.41i Thus, the shareholders would be subject to 
double taxation.46 The court of appeals declined to decide 
whether the basis of the property could be increased because the 
basis of the real property was not an issue in the case.47 The 
court did explain, however: 

At oral argument, the representative of the 
Department of Justice stated that, although he 
could not bind the Commissioner, he believed 
that the accelerated depreciation the Commis
sioner has recaptured could increase the basis in 
the partnership property of Holiday Village's 
stockholders (who became partners upon the 
company's liquidation). That conclusion was 
hardly surprising in view of both its fairness and 
the fact that the 1984 legislation . .. that 
adopted the Commissioner's position in this case, 
any recaptured excessive depreciation could in
crease the partnership basis in the affected 
property,4s 

42. Holiday Village Shopping Center, 773 F.2d at 280; Holiday Village Shopping 
Center, 5 Cl. Ct. at 568. 

43. Holiday Village Shopping Center, 5 Cl. Ct. at 569. 
44. Holiday Village Shopping Center, 773 F.2d at 282. 
45. [d. at 281. 
46. [d. 
47. [d. 
48. [d. 
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406 GOLDEN GATE UNIVERSITY LAW REVIEW [Vol. 16:399 

C. BASIS ADJUSTMENTS 

If a partnership asset is sold after a partnership interest is 
distributed to a shareholder, any gain will be subject to recap
ture provisions,49 and any depreciation/ACRS recapture will be 
reported on the tax return of the new partner.IIO Therefore, if the 
basis of an asset in the hands of a shareholder remains the same 
as it was in the hands of a corporation and the corporation does 
not report depreciation/ ACRS recapture, the depreciation/ 
ACRS deductions will not escape taxation; the income to be re
captured will be reported in the year the asset is sold.1I1 

Regardless of the basis a partner may have in .a partnership 
interest as a whole, a partner will only be entitled to deprecia
tion/ ACRS deductions based upon an asset's original basis, as 
determined before the liquidating distribution was effected,1I2 
unless the partnership has a Code section 754113 election in effect. 
A section 754 election permits a partnership to adjust the basis 
of its property for a new partner acquiring a partnership interest 
by sale or exchange, so that the new partner's basis in the part
nership assets is equal to that partner's basis in the partnership 
interest.1I4 Thus, for example, if a partnership has a section 754 
election in effect, and a new partner acquires a partnership in
terest for $100,000, the new partner will be entitled to a basis in 
the partnership property of $100,000 even though the property 
had a basis of only $10,000 in the hands of the transferor part
ner. 1I11 As a result, if a partnership owns appreciated property, it 
may decide to make a section 754 election because this election 
will allow a partner to receive larger depreciation/ ACRS deduc
tions than if the partner was limited to depreciation/ ACRS de
ductions based upon the historical cost of the partnership 
assets. lie 

49. I.R.C. §§ 291, 1245, 1250 (1985). 
50. I.R.C. § 701 provides that partnerships are not subject to income tax. [d. I.R.C. 

§ 702 provides that items of income, expense, gain or loss will be reported on the returns 
of the partners. [d. 

51. [d. §§ 1001(a), 291, 1245, 1250. 
52. [d. § 167(g). 
53. [d. § 754. 
54. [d. § 743. 
55. See Treas. Reg. § 1.743-1, T.D. 6500. 
56. In addition to providing for basis adjustments for new partners, the § 754 elec

tion will cause the basis of partnership assets to be adjusted for distributions of property 
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1986] DEPRECIATION/ ACRS RECAPTURE 407 

When a partnership that has a section 754 election in effect 
sells appreciated property, the partners will report only that de
preciation/ ACRS recapture for which they have received the 
benefit of depreciation deductions.1i7 Therefore, if any former 
partners did not report depreciation/ ACRS recapture, the recap
ture will escape taxation to the extent that a new partner's origi
nal basis exceeds the former partner's adjusted basis. 

III. SECTION 386 OF THE INTERNAL REVENUE CODE 

A. GENERAL PROVISIONS 

Congress added section 386 to the Code, as part of the Tax 
Reform Act of 1984, to eliminate the possibility of tax avoidance 
through the use of the section 754 election.1i8 Congress was con
cerned that recapture would go unreported if liquidating corpo
rations were permitted to distribute a partnership interest with
out reporting recapture.1i9 Congress was also concerned that 
corporations would use partnerships as part of a tax avoidance 
scheme by forming a partnership for the sole purpose of distrib
uting the assets of the corporation.60 According to section 386, a 
corporation must recognize income if it distributes a partnership 
interest that owns property subject to depreciation/ ACRS recap
ture.61 Section 386 applies to corporate distributions of certain 
appreciated property62 including property distributed upon liq
uidation of a corporation63 and property sold in a twelve month 
liquidation.64 

to a partner. I.R.C. § 734 (1985). The basis of the assets remaining in the partnership 
will be adjusted to reflect any gain or loss recognized by a partner receiving the distribu· 
tion. [d. This type of adjustment is not favorable to continuing partners if the partner 
receiving the distribution recognizes a loss because the basis of the remaining assets will 
be reduced by the amount of the loss; this reduction in the basis of the partnership's 
assets will reduce the depreciation/ACRS deductions allocated to the partners. See W. 
McKEE, supra note 5, at II 25.01 (1977 & Supp. 1985). 

57. Gain or loss on the sale of an asset is calculated by subtracting the adjusted 
basis of an asset from the amount realized. I.R.C. § l00l(a) (1985). 

58. See General Explanation of the Deficit Reduction Act, supra note 4. 
59. See id. 
60. See id. 
61. See id. 
62. I.R.C. § 386(c)(l) (1985). See also id. § 311(d) (describing situations in which a 

corporation will recognize gain or loss on distributions, including distributions of appre
ciated property, with respect to its stock). 

63. [d. § 386(c)(l) (1985). 
64. [d. § 386(c)(2). See also id. § 337 (explaining the provisions of a twelve month 

9

Castellucci: Depreciation/ACRS Recapture

Published by GGU Law Digital Commons, 1986



408 GOLDEN GATE UNIVERSITY LAW REVIEW [Vol. 16:399 

B. LIQUIDATIONS 

One of the most important areas addressed by section 386 is 
corporate liquidation.6t1 Section 33666 of the Code provides that 
no gain or loss shall be recognized by a corporation upon the 
distribution of property during complete corporate liquidation. 
This section is a codification of the General Utilities doctrine.67 

This doctrine provides that a corporation does not recognize 
gain on the distribution of appreciated property to sharehold
ers.68 Presently, section 336 has limited application because sec
tion 31169 requires corporations to recognize gain on most distri
butions of appreciated property.70 

In a complete liquidation, shareholders exchange all of their 
stock for the property of the corporation.71 Sections 336,72 331'3 
and 3117" contain general provisions regarding corporate and 
shareholder taxation upon complete liquidation of a corpora
tion.75 Section 336 determines the tax effect of the liquidation 
on a corporation. Section 331 describes the tax effect to a share
holder by providing that a distribution will be treated as being 
received in full payment in exchange for stock.76 Therefore, if 
the stock is a capital asset, a shareholder will recognize a capital 
gain or 10ss.77 Section 311 requires recognition of ordinary in-

liquidation, whereby a corporation may avoid recognizing gain on the sale of assets pur
suant to a liquidation). 

65. See generally B. BITKER & J. EUSTICE, FEDERAL INCOME TAXATION OF CORPORA
TIONS AND SHAREHOLDERS 1111 11.01-.71 (4th ed. 1979 & Supp. 1985) (a discussion of com
plete liquidations and related problems) [hereinafter cited as B. BITKER). 

66. I.R.C. § 336 (1985). 
67. General Utilities & Operating Co. v. Helvering, 296 U.S. 200, rev'g, 74 F.2d 972 

(4th Cir. 1935). 
68. [d. at 207. General Utilities distributed 19,090 shares of the Islands Edison 

Company stock to its shareholders in the form of a dividend. [d. at 202. The value of the 
shares had appreciated so that they were worth $1,069,517.25 more than the corporation 
originally paid for them. [d. at 203. The Supreme Court ruled that even though the stock 
had appreciated in value, the declaration and payment of the dividend did not result in 
taxable income to the corporation. [d. at 204. 

69. I.R.C. § 311(d) (1985). 
70. [d. 
71. See B. BITKER, supra note 65, at II 11.02. 
72. I.R.C. § 336 (1985). 
73. [d. § 331. 
74. [d. § 311. 
75. [d. § 336(a). 
76. [d. § 331(a). 
77. [d. § 1222. 
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1986] DEPRECIATION/ ACRS RECAPTURE 409 

come to the extent that the fair market value of the property 
distributed exceeds the adjusted basis in the hands of a distrib
uting corporation.78 The basis of the property received by a 
shareholder is its fair market value.79 

The Code contains two special provisions which allow a cor
poration to elect one of two kinds of liquidations:80 a section 
33781 liquidation (a twelve month liquidation) and a section 
33382 liquidation (a one month liquidation). If a corporation 
elects a twelve month liquidation, it will recognize no gain or 
loss on the sale of assets if the sale occurs within a twelve month 
period beginning on the date the corporation adopts a plan of 
complete liquidation.83 

A one month liquidation requires that a corporation trans
fer its property within one calendar month.84 In this type of liq
uidation, if a non corporate shareholder receives the property, 
the shareholder is deemed to have received a dividend equal to 
the shareholder's pro rata share of earnings and profits.811 Fur
thermore, the shareholder must recognize capital gain to the ex
tent that cash and securities received exceed the pro rata share 
of earning and profits.86 A corporate shareholder, however, will 
recognize gain equal to the money and securities it received or 
its pro rata share of the earnings and profits of the corporation, 
whichever is greater.87 The basis of the property received in a 
section 333 liquidation remains the same as it was in the hands 
of the corporation except that the basis will be increased by the 
amount of gain recognized, and will be decreased by the amount 
of cash received.88 

78. [d. § 31l(d). See also id. § 311(d)(2) (exceptions to general rule). 
79. [d. § 334. 
80. [d. §§ 333, 337. 
81. [d. § 337. 
82. [d. § 333. 
83. [d. § 337(a). 
84. [d. § 333(a)(2). 
85. [d. § 333(e)(1). See also id. § 312 (the effect of certain transactions on earnings 

and profits). 
86. [d. § 333(e)(2). 
87. [d. § 333(0. 
88. [d. § 334(c). 
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IV. ANALYSIS 

Section 386 was specifically designed to require deprecia
tion/ ACRS recapture for a partnership's appreciated assets (rec
ognition property)89 when a corporation makes a liquidating dis
tribution90 of a partnership interest. Although a corporation is 
required to report depreciation/ ACRS recapture for the sale of 
its own assets in a section 337 liquidation,Sl section 386 now re
quires a corporation to report recapture for the partnership rec
ognition property if the partnership is sold as part of a section 
337 liquidation.92 

Significantly, although section 386 refers to a section 337 
liquidation,93 it does not refer to a section 333 liquidation.s4 Sec
tion 337, however, differs from section 333 in that section 337 
addresses gain recognition by corporations, whereas section 333 
addresses gain recognition by shareholders.SG Although section 
386 does not address gain recognition by shareholders, its appli-

89. See id. § 386(c) (defining recognition property). 
90. The distribution of a corporation's assets in complete liquidation. See B. BITKER, 

supra note 65, at 1111 11.01-.03 (regarding liquidating distributions). 
91. A § 337 liquidation is not exempt from recapture. I.R.C. §§ 1245(b), 1250(d) 

(1985). 

[d. 

92. [d. §§ 386(b), 386(c)(2). 
93. [d. § 386(c)(2). 
94. Section 386 contains no references to § 333. [d. § 386. 
95. Section 337(a) provides: 

If, within the 12-month period beginning on the date on which 
a corporation adopts a plan of complete liquidation, all of the 
assets of the corporation are distributed in complete liquida
tion, less assets .retained to meet claims, then no gain or loss 
shall be recognized to such corporation from the sale or ex
change by it of property within such 12-month period. 

Section 333(a) provides: 
In the case of property distributed in complete liquidation of a 
domestic corporation (other than a collapsible corporation to 
which section 341(a) (citation omitted) applies), if-

(1) the liquidation is made in pursuance of a plan of 
liquidation adopted, and 
(2) the distribution is in complete cancellation or re
demption of all the stock, and the transfer of all the 
property under the liquidation occurs within some one 
calendar month, 

then in the case of each qualified electing shareholder (as de
fined in subsection (c)) gain on the shares owned by him at 
the time of the adoption of the plan of liquidation shall be 
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cation in a section 333 liquidation may affect the amount of gain 
recognized by a shareholder.96 If a corporation recognizes depre
ciation/ ACRS recapture under section 386, its earnings and 
profits will be increased.97 This increase in earnings and profits 

Id. 

recognized only to the extent provided in subsections (e) and 
(f). 

Subsections (e) and (f) provide: 

[d. § 333(e). 

[d. § 333(f). 

(e) Noncorporate Shareholders. In the case of a qualified elect
ing shareholder other than a corporation-

(1) there shall be recognized, and treated as a dividend, 
so much of the gain as is not in excess of his ratable 
share of the earnings and profits of the corporation ac
cumulated after February 28, 1913, such earnings and 
profits to be determined as of the close of the month in 
which the transfer in liquidation occurred under sub
section (a)(2), but without diminution by reason of dis
tribution made during such month; but by including in 
the computation thereof all amounts accrued up to the 
date on which the transfer of all the property under the 
liquidation is completed; and 
(2) there shall be recognized, and treated as short-term 
or long-term capital gain, as the case may be, so much 
of the remainder of the gain as is not in excess of the 
amount by which the value of that portion of the assets 
received by him which consists of money, or of stock or 
securities acquired by the corporation after December 
31, 1953, exceeds his ratable share of such earnings and 
profits. 

(f) Corporate Shareholders. In the case of a qualified electing 
shareholder which is a corporation, the gain shall be recog
nized only to the extent of the greater of the two following-

(1) the portion of the assets received by it which con
sists of money, or of stock or securities acquired by the 
liquidating corporation after December 31, 1953; or 
(2) its ratable share of the earnings and profits of the 
liquidating corporation accumulated after February 28, 
1913, such earnings and profits to be determined as of 
the close of the month in which the transfer in liquida
tion occurred under subsection (a)(2), but without dimi
nution by reason of distributions made during such 
months; but by including in the computation thereof all 
amounts accrued up to the date on which the transfer 
of all the property under the liquidation is completed. 

96. Cuff, Tax Results of Liquidation of Corporate Partner Still Unclear Despite 
DRA 1984, 62 J. TAx'N 88, 91 (1985). 

97. Earnings and profits will be increased by the amount of gain recognized less the 
tax on that gain. Treas. Reg. § 1.312-6(a), T.D. 6152, 1955-2 C.B. 61; Rev. Rul. 63, 1963-1 
C.B. 10. See also B. BITKER, supra note 65, at'll 7.03; Cuff, supra note 96, at 88. 
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will result in additional gain recognition for a shareholder.98 
Also, if the aggregate theory is applied to a partnership's cash 
and securities, a corporation may be deemed to have distributed 
additional cash and securities, thus triggering additional gain for 
a shareholder.99 Furthermore, if a shareholder is limited to the 
same basis that a corporation had in a partnership interest, the 
shareholder may not benefit from any section 754 election that 
may be in effect. 100 

Generally, a corporation elects section 333 when the corpo
ration has no earnings and profits, and little, if any, cash and 
securities are distributed. 101 By increasing earnings and profits 
and by possibly increasing cash and securities distributed, a cor
poration, pursuant to section 386, may force a shareholder to 
recognize more taxable income than anticipated if the corpora
tion elects a section 333 liquidation. 

Section 333 addresses shareholder gain reporting rather 
than corporate taxation; therefore, the omission of a reference to 
section 333 in section 386 should not exempt a corporation from 
recognizing depreciation/ ACRS recapture. Regardless of whether 
a corporation elects section 333 or section 337, or makes no elec
tion at all, the tax effect to the corporation from depreciation/ 
ACRS recapture should be the same. Thus, in assessing the ad
visability of electing a twelve month liquidation or a one month 
liquidation, a corporation must compare the tax benefits to the 
corporation of not being taxed on the sale of its assets under a 
section 337 liquidation with either the tax effect to the share
holders if section 333 is elected or the tax effect if no election is 
made. 

Section 386 upsets the traditional theory of gain recognition 
by requiring depreciation/ ACRS recapture before assets are ac-

98. Because taxation of shareholders under § 333 is determined by earnings and 
profits, an increase in earnings and profits will result in increased taxation to a share
holder. I.R.C. § 333(e){l) (1985). 

99. See Cuff, supra note 96, at 100. 
100. Because a shareholder's basis in the partnership is the same as the partner

ship's basis in its assets, the shareholder's basis in the partnership assets will not be 
increased. I.R.C. § 743(b) (1985). See W. McKEE, supra note 5, at 1111 24.01-.10(5) (1977 & 
Supp. 1985). 

101. B. BITKER, supra note 65, at 11 11.23. 
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tually sold. l02 One of the reasons for recognizing gain and depre
ciation/ ACRS recapture on the sale of an asset is that the sale 
generates cash with which to pay the recapture tax.103 When a 
corporation distributes a partnership interest to a shareholder, 
no partnership assets are sold, and therefore, no cash is gener
ated to pay taxes. Accordingly, it may be more equitable to defer 
the tax until such time as the assets are sold. 

If all of a corporation's shares are owned by one individual, 
a family, or other close knit group of individuals, a corporate 
liquidation may be merely a change in the form of doing busi
ness. Individuals or partnerships that desire to incorporate a 
business are permitted to do so without recognizing gains or re
capture income if the change is simply a change in the form of 
doing business. l04 However, the reverse is not true.10Ci Under cur
rent law, a corporation must recognize recapture income even 
with respect to a liquidation which represents only a change in 
the form of doing business.loe The payment of tax in this situa
tion may be unfair because no partnership assets have been sold 
from which cash will be generated to pay the tax. 

This inquiry could be eliminated. Instead of a corporation 
paying the tax upon the distribution of a partnership interest to 
a shareholder, the shareholder could elect to pay the tax when a 
partnership asset is actually sold. This deferral would not be in
consistent with Congress's desire to eliminate tax avoidance; a 
shareholder would be required to pay tax that otherwise would 
have been paid by a corporation. 

A related issue is the tax benefit rule. l07 This rule provides 
that gross income does not include income attributable to the 

102. Recapture is usually reported only when and to the extent gain is recognized. 
I.R.C. §§ 291, 1245, 1250 (1985). 

103. If an asset is not sold for cash, the installment method of reporting income is 
available to the taxpayer so that the gain is reported as the installment payments are 
realized in cash. [d. § 453. 

104. Section 351 provides that no gain or loss shall be recognized if property is 
transferred to a corporation solely in exchange for stock and securities if after the ex
change such persons are in control of the corporation. [d. § 351. See id. §§ 1245(b), 
1250(d) (exempting § 351 transfers from recapture). 

105. Sections 1245(b) and 1250(d) contain no exemptions or limitations with respect 
to liquidations. [d. §§ 1250(b), 1245(d). 

106. [d. 
107. [d. § 111. 
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recovery of a deduction if a taxpayer receives no benefit from 
the deduction. lOS A corporation does not receive benefits from 
deductions taken by a partnership prior to the date the corpora
tion becomes a partner. I09 Also, if the corporation has a net op
erating loss carryover it may not have received benefits from 
some or all of the depreciation/ ACRS deductions. llo Therefore, 
in situations such as these, it would be beneficial to a corpora
tion if it could apply the tax benefit rule to eliminate reporting 
of those items for which it received no benefit. 

The Supreme Court first applied the tax benefit rule in 
Dobson v. Commissioner.lll In Dobson, a taxpayer sold stock at 
a loss, claimed a deduction for the loss, but received no benefit 
from this deduction.ll2 Subsequently, the taxpayer received a 
$30,000 settlement from a suit for rescission of the purchase 
price of the stock. U3 According to the Court, the taxpayer was 
not required to report the $30,000 as income because the tax
payer had received no tax benefit from the prior loss.u, 

The Supreme Court again considered the application of the 
tax benefit rule in Hillsboro National Bank v. CommissionerlH> 
and its companion case, United States v. Bliss Dairy, Inc. u6 In 
Hillsboro, a bank paid personal property taxes for its sharehold
ers into an escrow account, and deducted these taxes on the 
bank's tax return. ll7 Subsequently, the taxes were refunded di
rectly to the shareholders. us The Tax Court held that the bank 

108. Jd. 
109. w. McKEE, supra note 5, at 11 11.04. 
110. In a year in which a corporation has a net operating loss, and its depreciation/ 

ACRS deductions are less than this loss, although the corporation has not received a 
benefit from the deductions, the corporation may receive a benefit in the future; a corpo
ration is generally permitted to carryover net operating losses for fifteen years. I.R.C. § 
172(b)(1)(B) (1985). Section 172 contains no provisions for the carryover of corporate 
net operating losses to shareholders when a corporation liquidates. Jd. § 172. Therefore, 
if a corporation with a net operating loss liquidates, the net operating loss and its bene
fits will be lost. Jd. 

111. 320 U.S. 489, rev'g, 133 F.2d 732 (8th Cir. 1943). 
112. Jd. at 491. 
113. Jd. 
114. Jd. at 507. 
115. 460 U.S. 370 (1983), reu!g, 641 F.2d 529 (7th Cir. 1981). 
116. 460 U.S. 370 (1983), rev'g, 645 F.2d 19 (9th Cir. 1981). 
117. Hillsboro National Bank, 460 U.S. at 373. 
118. Jd. 
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should have reported the refunds as income,119 and the court of 
appeals affirmed.120 The Supreme Court reversed and decided 
that the bank had not recognized income.12l According to the 
Court, the taxpayer would have recognized income only if the 
occurrence of a "fundamentally inconsistent event"122 would 
have resulted in the disallowance of the deduction.123 The Court 
determined that because the bank itself did not receive the re
fund, the subsequent event was not fundamentally 
inconsistent. 124 

In Bliss Dairy, a corporation purchased feed and deducted 
the full amount of the feed. 12

& The corporation was liquidated 
the following year, and the unused feed was distributed to the 
shareholders of the corporation.128 The district court held that 
the corporation did not recognize income,127 and the court of ap
peals affirmed.128 The Supreme Court reversed.129 The Court 
reasoned that if the nonrecognition provisions of section 336 did 
not supercede the recapture provisions, taxpayers could not 
avoid taxation by shifting income from the person or entity who 
earned it to someone who paid taxes at a lower rate; therefore, 
Bliss Dairy could not use section 336 to avoid recognition of in
come when the shareholders received the feed as a liquidating 
distribution.130 

The primary distinction between Hillsboro and Bliss Dairy 
is that in Hillsboro the event consisted of a tax refund paid by a 
third party directly to the shareholders, whereas in Bliss Dairy 
the taxable event involved a liquidating distribution from the 

119. Hillsboro National Bank v. Commissioner, 73 T.C. 61, 71 (1979). 
120. Hillsboro National Bank v. Commissioner, 641 F.2d 529 (7th Cir. 1981). 
121. Hillsboro National Bank, 460 U.S. at 394, 395. 
122. [d. at 383. In discussing "fundamentally inconsistent," the Court stated, "[T)he 

tax benefit rule will 'cancel out' an earlier deduction only when a careful examination 
shows that the later event is indeed fundamentally inconsistent with the premise on 
which the deduction was initially based." [d. 

123. [d. at 383-84. 
124. [d. at 394. 
125. Bliss Dairy, 460 U.S. at 374. 
126. [d. 
127. [d. at 376. 
128. [d. 
129. [d. at 403. 
130. [d. at 398-99. The Court considered the distribution of feed to shareholders to 

be similar to the conversion of an asset to personal use, and therefore, the distribution 
was inconsistent with the earlier deduction. [d. 
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corporation to the shareholders. lSI This difference may account 
for the difference in the holdings; if shareholders receive a tax 
refund, they may be required to report the refund as ordinary 
income.132 However, if shareholders receive a liquidating distri
bution, they will receive capital gain treatment if section 333 is 
not elected.13S In Bliss Dairy, the shareholders could have con
verted ordinary income into capital gain whereas in Hillsboro 
they could not.134 

The Bliss Dairy decision may mean that a corporation must 
recognize ordinary income whenever it appears that the corpora
tion liquidates to avoid taxation or to convert ordinary income 
into capital gain. If this is the case, the tax benefit rule will sup
port section 386.13G However, because neither Hillsboro nor Bliss 
Dairy addressed a situation in which the event related back to a 
deduction for which no benefit was received, these cases should 
not bar the exclusion of recognition items for such deductions. 

V. CONCLUSION 

The house committee reports relating to section 386136 

demonstrate that Congress intended that the benefits derived 
from depreciation/ ACRS deductions be recaptured when a liqui
dating corporation distributes a partnership interest,l37 Holiday 
Village Shopping Center138 also supports depreciation/ ACRS re
capture. Therefore, it appears that corporations will no longer be 
able to use depreciation/ACRS recapture to convert ordinary in
come into capital gain. The court did decide, however, that a 

131. Hillsboro National Bank, 460 U.S. at 373; Bliss Dairy, 460 U.S. at 374. 
132. Generally, under the tax benefit rule, a taxpayer is not required to report as 

income those tax refunds where the taxpayer received no benefit from the deduction. 
Although the shareholders in Hillsboro National Bank did not deduct the tax payment, 
this payment may be considered a constructive dividend which gives rise to a construc
tive tax deduction. [d. at 392. If the tax deduction was used as a wash against the con
structive dividend the shareholders received a benefit from the deduction. [d. 

133. I.R.C. § 331 (1985). If the stock is a capital asset, a shareholder will receive 
capital gain treatment. [d. §§ 1202, 1221. 

134. In Bliss Dairy, even though it was the shareholders and not the corporation 
that actually recovered income, the corporation should have reported the income because 
it received the benefit and the recovery would have escaped taxation as ordinary income. 

135. See General Explanation of the Deficit Reduction Act, supra note 4. 
136. I.R.C. § 386 (1985). 
137. See General Explanation of the Deficit Reduction Act, supra note 4. 
138. 773 F.2d 276, 276 (F. Cir. 1985). 
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shareholder's basis in a partnership's assets may be increased to 
reflect the depreciation recapture reported by a corporation. As 
a result, a shareholder will avoid double taxation on the depreci
ation/ ACRS recapture when an asset is sold. 

Additionally, section 386 raises some questions regarding 
the effect that the reporting of recapture income will have on 
earnings and profits. Furthermore, section 386 raises the issue of 
whether a partnership's cash and securities represent cash and 
securities for the purposes of section 333. Since Congress did not 
address these questions in the committee reports, any resolution 
of these questions must come from the Internal Revenue Ser
vice, from the courts, or from the legislature. 

In situations where a taxpayer has recovered a deduction 
which does not actually reduce the taxpayer's tax, the tax bene
fit rule provides relief by not requiring the recovery to be re
ported as income. Since neither Congress in the committee re
ports nor the court in Holiday Village Shopping Center 
suggested that there should be taxation of the same recapture 
items by multiple taxpayers, the tax benefit rule should exempt 
a corporation from recapturing those deductions taken by a 
prior partner and reported by that partner as recapture income. 
To the extent that the prior partner may have avoided recap
ture, a corporation may be required to report this recapture in
come even though it received no benefit from the deductions. A 
corporation may also be able to apply the tax benefit rule if the 
benefit of the depreciation/ ACRS deductions is lost due to the 
expiration or loss of a net operating loss. 

The distribution of a partnership interest does not result in 
the sale of a partnership's assets. Therefore, rather than requir
ing a corporation to pay the recapture tax, it would be more eq
uitable to allow a shareholder receiving the partnership interest 
to elect to pay the tax when the partnership sells its assets. The 
sale of the asset would generate cash which could then be dis
tributed to a partner who would pay the tax. Currently, how-
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ever, shareholders do not have this option. Until the law is 
changed, a corporation will be required to bear the burden of the 
recapture tax. 

Twila Castellucci* 

• Golden Gate University School of Law, Class of 1987. 
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