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subsidiaries from taking advantage of a non-zero basis to trigger fictitious tax losses on
sales of parent stock.

Because parent stock in the hands of a subsidiary resembles treasury stock in
many respects, one could go further in developing rules that treat this stock as if it
were not outstanding, in which case it would have no basis at all. While there are
merits to this approach, this report does not address those further possibilities, since it
is possible to deal with the infirmities of the zero basis approach without treating the
parent stock as not outstanding.

The report provides detailed recommendations on preventing tax consequences
from fictitious gains and losses attributable to changes in value of parent stock held by
a subsidiary. The report also addresses how these rules should apply in the case of
partially owned subsidiaries, partnerships owning stock of a corporate partner, and
debt contributed to a subsidiary. We recognize, however, that when entities own stock
or debt of their owners, the potential for unintended consequences is great, since most
substantive provisions of tax law were drafted without this circumstance in mind. We
therefore believe that there should be authority to provide anti-abuse rules that would
alter the proposed basis rules in appropriate circumstances.

As discussed in our report, our principal recommendations are:

1. Stock of a corporate shareholder contributed to a corporation should have
a fair market value basis in the hands of the transferee, and the basis of the shares
received in exchange should also have a fair market value basis.

2. A set of basis adjustment rules should be provided so that a sale of parent
stock by a subsidiary does not give rise to a taxable gain or a deductible loss, and so that
changes in the value of parent shares held by the subsidiary are not taken into account in
determining gain or loss on a sale of subsidiary stock by the parent.

3. These basis adjustment rules should apply in full where the subsidiary is at
least 80% owned by the parent, and otherwise should apply on a proportionate basis.
Below some lower threshold (between 20% and 50%), the basis adjustment rules should
not apply at all.

4. Stock of a corporate shareholder contributed to a partnership should have
a fair market value basis in the hands of the transferee, and the basis of the partnership
interest received in exchange should also have a fair market value basis.

5. Section 1032 should be extended so that changes in value of a partner’s
stock held by the partnership are not taken into account in determining gain or loss from a
sale of the partner’s partnership interest.



6. The rules proposed above for a fair market value basis, and for subsequent
basis adjustments, should apply regardless of whether the entities involved are domestic
or foreign.

7. Debt contributed by its obligor to a corporation or partnership should have
a basis in the hands of the transferee equal to its issue price, and the basis of the shares or
partnership interest received in exchange should also reflect that issue price.

8. Where debt is issued to a related party, no gain or loss should be
recognized when that debt is resold to a third party, and instead the debt should be treated
as newly issued at the resale price for purposes of determining the issuer’s original issue
discount or premium, and similar rules should apply where the related party holding debt
ceases to be related to the issuer.

9. The recommendations listed above for a fair market value basis in shares, and an
issue-price basis in debt, contributed to a corporation or partnership in a tax-free
transaction can be implemented without legislation, but it may be prudent not to adopt
those recommendations until legislation can be enacted addressing the
recommendations that prevent fictitious gains and losses.

We appreciate your consideration of our recommendations. If you have any
questions or comments regarding this report, please feel free to contact us and we will
be glad to discuss or assist in any way.

Respectfully submitted.
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