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A voluntary change in status from a C corporation to an LLC that has elected to be
treated as a partnership is deemed to be a complete liquidation of the C corporation.
Additionally, the shareholders are deemed to make an immediate contribution of the
distributed assets to the newly-formed LLC. 26 C.F.R. § 301.7701–3(g)(1)(ii). Several
private letter rulings have addressed different ways to convert a corporation into an
LLC treated as a partnership, but the ultimate result is that the C corporation is
treated as being liquidated. (Letter Ruling 9638047; 9401014; 9644003; 9701029; and
9924064). Corporate liquidation is subject to taxation on two different levels. One
level is the corporate level and the other is the shareholder level. 

Effects of Liquidation on Shareholders

Amounts received by a shareholder in a complete liquidation of the corporation are
treated as a sale of

all outstanding corporate stock in exchange for all of the assets in that corporation. (§
331(a).) No distributions in a liquidation will be given dividend tax treatment. (§
331(b).) The gain or loss to a shareholder is to be determined by comparing the
amount of the distribution with the adjusted basis of the stock surrendered. (§
1.331-1(b); § 1001.) Generally, the entire amount of gain or loss will be recognized
upon the transfer. (§ 1001.) If a shareholder assumes corporate liability or receives
property subject to liabilities, the liability reduces the amount realized by the
shareholder. (§ 336(b).) 

The basis of property received by a shareholder is the fair market value of the
property on the date of the distribution. This is done without reduction for any
liabilities to which the property is subject. (§ 334(a).) 

Generally, with any sale of stock, the shareholder will get capital gain treatment for
any gains or losses. However, there is an exception for losses on small business stock
that will allow a shareholder to take ordinary losses. (§ 1244.) Generally, a business
qualifies as a small business if: (1) it received less than $1 million in cash and property
in exchange for its stock; (2) the stock was not issued in exchange for stock or
securities; and (3) in the past 5 years it did not receive more than 50% of its gross
receipts from royalties, rents, dividends, interests, annuities, or sales and exchanges
of stock or securities. (§ 1244(c)(3).) 

Effects of Liquidation on Corporation 

Gain or loss shall be recognized to the liquidating corporation on the distribution of
property in a complete liquidation as if such property were sold to the shareholder at
its fair market value. (§ 336(a).) If a shareholder assumes corporate liability or
receives property subject to liabilities and the amount of liability exceeds the fair
market value of such property, the fair market value is deemed to be equal to the
liability. ( § 336(b).) In determining the character of gain or losses it should be noted
that regular tax treatment applies. The corporation is still subject to depreciation
recapture and capital gain treatment is only afforded to property falling within §
1231. 
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Generally, losses on transactions between related taxpayers is disallowed (§ 267),
however there is an exception for losses realized by a distributing corporation in a
complete liquidation. (§ 336(d).) However, this exception is lost if (1) the distribution
is not pro rata; or (2) the property being distributed was acquired by the liquidating
corporation in a § 351 transaction or as a contribution to capital during the previous 5
years. (Id.)

Liquidation expenses, such as the cost, associated with liquidating assets, are
generally deductible in computing income tax as ordinary and necessary expenses of
carrying on a trade or business. (C.I.R. v. Wayne Coal Min. Co. (3d Cir. 1954) 209 F.2d
152; (citing § 162).) Because the actual costs of the reorganization fall outside of the
ordinary and necessary expenses of carrying on a trade or business, they are
disallowed. (Kingsford Co. v. C. I. R. (T.C. 1964) 41 T.C. 646, 662 acq., (IRS ACQ 1964)
1964-2 C.B. 3.) These deductions are not available for the costs paid by shareholders.
Those costs will be deemed capital expenditures and will be used to adjust the
shareholder's gain or loss upon liquidation. (Rev. Rul. 67-411.)

ATTENTION: While the blog entries have been written by an attorney, tax law is very
complex and changes extremely fast. Every effort is made to keep the site up to date,
but there is no guarantee that the entries reflect current tax law. You are advised to
always seek the advice of an attorney, accountant, or other professional when dealing
with complex tax matters.

All articles are copyrighted. Any reproduction or use for commercial purposes is strictly
prohibited without permission from the author.

IRS CIRCULAR 230 NOTICE: ANY TAX ADVICE CONTAINED IN THIS ELECTRONIC
COMMUNICATION (INCLUDING ANY ATTACHMENTS) IS NOT INTENDED TO BE USED,
AND CANNOT BE USED, FOR THE PURPOSE OF AVOIDING PENALTIES UNDER THE
INTERNAL REVENUE CODE OR APPLICABLE STATE OR LOCAL TAX LAW PROVISIONS,
OR PROMOTING, MARKETING OR RECOMMENDING TO ANOTHER PERSON OR PARTY
ANY TAX-RELATED MATTER ADDRESSED HEREIN.
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