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A cornerstone of the U.S. income tax system is that a
corporation and its shareholders are separate taxable
entities. As a result, income earned by the corporation is
subject to double taxation: The corporation is taxed on its
income as it is earned and the shareholder is taxed when
the income is distributed or the shareholder sells his
stock and has accompanying capital gains tax. While
double taxation is a formidable burden, even worse, the

corporation’s income can be subject to triple taxation
when the shareholder is another corporation. The divi-
dends received deduction and consolidated returns pro-
visions reduce the tax burden on the distributed income
of a subsidiary corporation. However, if the investing
corporation sells the stock before all of the income is
distributed and the corporations do not file a consoli-
dated return, the investee’s income will be taxed three
times:

(1) as the income is earned by the subsidiary;
(2) when the corporate investor sells the subsid-
iary’s stock; and
(3) when the shareholders of the corporate investor
receive distributions or sell their stock.

Unrealized appreciation when the parent corporation
sells the stock will be subjected to triple taxation, regard-
less of whether the corporations file consolidated returns:

(1) when the parent sells the stock;
(2) when the subsidiary sells the appreciated assets;
and
(3) when the shareholders of the corporate investor
receive distributions or sell their stock.
Congress has addressed the triple taxation issue in the

specific context of a parent corporation’s sale of its
controlling interest in a subsidiary. When that occurs, the
parent that owns the subsidiary and the purchaser can
enter into an agreement whereby the subsidiary will be
treated as though it sold all of its assets for the price that
the buyer pays for the stock (plus the subsidiary’s
liabilities). The election means that the subsidiary’s basis
in the assets is substituted for the parent’s basis in the
stock for purposes of calculating the taxable gain or loss.
That special election eliminates a layer of tax by exclud-
ing the parent’s gain; the subsidiary must recognize gain,
but the subsidiary is permitted to increase its basis in the
corporation’s assets to market values. The resulting tax
on the sale of the stock reduces the parent’s after-tax
proceeds, whether or not the special election is made.
That is true because the cash to pay the tax will either
come from the subsidiary, in which case the proceeds
from the sale of the stock will be reduced, or directly from
the parent. The same results could be achieved by the
parent liquidating the subsidiary under section 332 and
selling the assets, but the election makes the actual
liquidation unnecessary.

To illustrate the special election, assume the parent
corporation’s basis in the subsidiary’s stock is $600.
Further assume that when the subsidiary’s basis in assets
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In this report, Profs. Seago and Barkhi analyze the
section 338(h)(10) election to treat a parent’s sale of a
subsidiary as a sale of the subsidiary’s assets. They
conclude that because the buyer and the parent must
enter into the election, the buyer is able to share in the
relief from the triple taxation of the subsidiary’s
income that accrued while the parent owned the
subsidiary. Further, they explain, by permitting the
parent to make the election, instead of a joint election
with the buyer, the parent could capture all of the
relief from the triple taxation of the subsidiary’s
appreciation in value. They also note that the joint
election enhances the tax benefits of the election, at the
cost of government revenues, while reducing the
parent’s share of those benefits.

TAX NOTES, November 21, 2005 1081

(C
) T

ax A
nalysts 2005. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



was also $600, the parent sold the subsidiary (the stock of
the subsidiary) for $1,000. Without the special election
discussed above, the parent will recognize a $400 gain
(first tax) and, ultimately, the parent’s shareholders will
recognize a $400 gain (second tax). The $400 appreciation
in the subsidiary’s assets will be taxed for the third time
when the subsidiary sells its assets (third tax). However,
under the special election, the subsidiary will recognize
gain as though it sold its assets for $1,000 and will
increase its basis in the assets to $1,000. But the parent
who actually sold its stock of the subsidiary does not
recognize its $400 gain realized, and the parent’s share-
holders will ultimately recognize the parent’s economic
gain. The net result is two — rather than three — layers
of tax that would apply without the election.

It should be noted that Congress could have adopted
other means to eliminate the third layer of tax. For
example, a layer of tax could be eliminated by requiring
the parent to recognize gain (rather than the subsidiary)
and allowing the subsidiary to increase its basis in assets
by an amount equal to the parent’s recognized gain.
While that possible change would not affect the results of
the above example, because the parent’s basis in the stock
and the subsidiary’s basis in assets were the same, if the
bases differed (which they can), a different answer would
be obtained.1

The election discussed above is provided in section
338(h)(10), and hereinafter will be referred to as the h10
election. As will be seen below, depending on the values
of some key variables, the h10 election can benefit both
the parent (seller) and the buyer (win-win), the parent
but not the buyer (win-lose), the buyer but not the parent
(lose-win), or neither the parent nor the buyer (0-0).
‘‘Win’’ as applied to the parent means that the parent’s
after-tax proceeds from the sale can be increased as a
result of the election. Perhaps in the context of the parent,
a better characterization than ‘‘win’’ is the elimination of
the third tax on the increase in value while the parent
owned the stock. ‘‘Win’’ as applied to the buyer means

that the buyer’s expected present value from owning the
subsidiary is greater than if the election was not made.2

This report addresses how the h10 benefits may be
allocated between the buyer and seller. We view the
allocation process using a game theoretic perspective.
When an h10 benefit exists for either party, an allocation
should result because both parties must agree to the
election, there is a benefit (payoff) that at least one party
stands to gain from the cooperative effort, and each party
will be aware of the benefits the other party is receiving
from the election. As will be seen, the allocations will be
accomplished through adjustments to the selling price of
the stock.3

Each situation in Table 1 depicts the parent and the
buyer as participants in a two-person game. The partici-
pants have agreed that the transaction will be a sale and
purchase of stock, rather than an actual sale and purchase
of assets. The first term in the column heading relates to
the benefits (win), detriment (lose), or no effect (0) to the
parent and the second term relates to the buyer. The
parent can win from the election when the subsidiary’s
basis in its assets is greater than the parent’s basis in the
stock. The buyer can win from the election when the fair
market value of the subsidiary’s assets exceeds their
bases. The first row of values is for the market value of
the subsidiary’s assets, net of liabilities. The values
assume that the new owner of those assets will attain fair
market value bases in the underlying assets. The second
row is the subsidiary’s basis in the assets, and the third
row is the parent’s basis in its subsidiary stock. In each
cell, ‘‘H3’’ means that the corresponding value is greater
than the other two values in that column. The second
value is a middle value and is represented by ‘‘M2.’’ The
lowest value is assigned a value of L1. In the final row, we
indicate whether, under the particular circumstances
election, benefits will be allocated between the partici-
pants. In three sets of variables allocations will occur
(allocate), in four sets of variables no benefits will be
derived from the election (n/a), and in two sets precise

1It should be noted that Congress could have adopted other
means to eliminate the third layer of tax. For example, a layer of
tax could be eliminated by requiring the parent to recognize
gain (rather than the subsidiary) and the subsidiary would be
permitted to increase its basis in assets by an amount equal to
the parent’s recognized gain. While that possible change would
not affect the results of the above example, because the parent’s
basis in the stock and the subsidiary’s basis in assets were the
same, if the bases differed (which they can), a different answer
would be obtained.

2For an empirical analysis of the effects of the h10 election on
the acquisition price, see Merle Erickson and Shiing-wu Wang,
‘‘The Effect of Transaction Structure on Price: Evidence From
Subsidiary Sales,’’ 30 Journal of Accounting & Economics 61 (2000).

3It seems inevitable that some party to a section 338(h)(10)
election will argue that the adjustment is compensation for
entering into the election, rather than an adjustment to the
selling price. However, it appears to us that the benefits of the
election are an intangible asset under section 197 resulting from
the acquisition of a business. See reg. section 1.263-5(g)(2).

Table 1: Relative Magnitude of Values and the Decisions to Allocate
0-Win Win-

Win
Win-0 Win-

Lose
Lose-
Win

0-0 Lose-
Lose

0-Lose Lose-0

Market Value H3 H3 H3 M2 H3 H3 L1 L1 L1
Subsidiary’s Basis L1 M2 H3 H3 L1 H3 M2 M3 L1
Parent’s Basis L1 L1 L1 L1 M2 H3 H3 H3 H3
Election Benefits Allocate Allocate Allocate ? ? n/a n/a n/a n/a
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values for the variables are necessary to determine
whether either party can benefit from the election (‘‘?’’).

The parent benefits from the election when the sub-
sidiary’s basis in assets exceeds the parent’s basis in the
stock. That is true because, under the election, the sub-
sidiary’s basis in the assets is used to calculate the taxable
gain, and the greater the basis, the lower the taxable gain.
The buyer benefits from the election when the market
values of the subsidiary’s assets exceed the subsidiary’s
bases in those assets, because the subsidiary will have
less taxable gain when the assets are actually sold, and in
the case of depreciable assets, the subsidiary will have
greater cost-recovery deductions. Below we provide spe-
cific examples to illustrate the opportunities (and absence
of opportunities) for cooperation and the potential results
of cooperation each party may enjoy.

It should be noted that if the subsidiary has a net
operating loss carryover, the amount of the loss is tanta-
mount to additional basis in the subsidiary’s assets under
an h10 election because the loss would offset any gain on
the sale of the assets (just as basis would reduce realized
gain).4 If the election is not made, the loss carryover
should be treated as additional basis the buyer will
receive and thus would reduce any price adjustment for
the inability to write up the basis in the other assets. The
buyer’s calculation of the value of the net operating loss
must take into account the section 382 limitations on the
use of the loss, which would affect the value the buyer
would be willing to pay for that loss.

We begin the discussion by analyzing the game play-
ers’ strategies in Table 2’s factual settings, using the
following assumptions. Parent Corp. (P) owns 100 per-
cent of the stock of the subsidiary (T), whose only
appreciated asset is an intangible with no basis.5 Any
increase in the subsidiary’s basis in assets is attributed to
the intangible assets that can be amortized over 15 years
for tax purposes.6 Further, the present value of the future
cash flow from the asset is $1,000 (‘‘market value with a
carryover basis of zero’’ in Table 2), as calculated before
any deduction for the amortization of the price paid by

the buyer (B). P and B are each in the 35 percent marginal
tax bracket and each has a 10 percent time value of
money. If the present value of the cash flow before
amortization is $1,000, the marginal tax rate of the buyer
is 35 percent, the amortization period is 15 years, and the
buyer’s after-tax rate of return is 10 percent, the present
value of the after-tax cash flow after the amortization
deduction is $1,216 (‘‘market value if the cost can be
amortized’’ in Table 2), which is also the fair market value
of the asset.

I. Possible Scenarios

A. 0-Win

Table 3 is a recap of the 0-Win facts.

P will not derive any benefit from the election if the
price of the stock is $1,000, the value of the assets without
the election. A sale of the stock without the election
would create a $1,000 taxable gain for P and its share-
holders. P’s taxable gain would be the same if P consents
to the election and the price remains at $1,000; however,
as will be seen below, P will command a price greater
than $1,000 if the election is made. P can command a
higher price because of the benefits B will derive from the
election.

B could benefit from a purchase of the stock for $1,000
and the election because B would acquire basis in an asset
that can be amortized over 15 years for income tax
purposes.7 The present value of the tax benefits of the
amortization over 15 years of an asset whose cost is
$1,000 by a taxpayer whose marginal tax bracket is 35
percent is $177. Thus, B will still receive his 10 percent
rate of return if the price is increased to $177. But the
increase in price can also be added to T’s basis in assets
subject to amortization and, as a result, the present value
of the after-tax cash flow will be greater than $1,177.
Ultimately, under those assumptions, the present value of
the after-tax cash flow from the asset — including the tax
benefits of the amortization — will equal $1,216.

Because of the value of the amortization deduction, B
should be indifferent between a purchase of the stock for
$1,000 without an election and a price of $1,216 with the

4Reg. section 1.338(h)(10)-1(d)(3).
5Its original cost has been amortized, or the cost of creating

the asset was deducted as research and experimentation under
section 174.

6Section 197. The assumption that the additional value is
attributable to intangible assets appears realistic, based on
several merger prospectuses.

7The step up in basis would also benefit B, if, for example,
the stock is sold before the asset is fully amortized.

Table 2: Example of Values and the Potential to Allocate Benefits
0-Win Win-

Win
Lose-
Win

Win-
Lose

Win-0 0-0 Lose-
Lose

0-Lose Lose-0

Market Value if the
Cost Can Be Amortized $1,216 $1,216 $1,216 $1,216 $1,216 $2,000 $300 $600 $600
Market Value With a
Carryover Basis of Zero $1,000 $1,000 $1,000 $1,000 $1,000 $1,000 $1,000 $1,000 $1,000
Subsidiary’s Basis 0 $1,000 $600 $1,400 $1,216 $2,000 $600 $1,000 $600
Parent’s Basis 0 $600 $1,000 $1,000 $600 $2,000 $1,000 $1,000 $1,000
Election Benefits Allocate Allocate Allocate ? ? n/a n/a n/a n/a
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election.8 However, P (and its shareholders) would ben-
efit from the increase in price that would accompany the
election ($1,216 rather than $1,000), reduced by the tax on
the increased gain.

P’s benefit of the election is computed as follows: (1 -
0.35)($216) = $140.

As mentioned above, B derived no benefit from the
election if the increase in price was exactly equal to the
present value of the tax benefits attained with the elec-
tion, $1,216. As a rational investor, B will demand con-
sideration for making the election. B has something to
sell. B’s consideration should be in the form of an
adjustment to the price of the T stock less than $1,216, but
not less than $1,000. Also, B realizes $0.823 benefit for
each dollar decrease in price; that is, for each $1 decrease
in price, B saves $1 less the reduction in the present value
of the amortization of a $1 deduction, $1 - $0.1779 =
$0.823. Thus, if the election is made but the price is
reduced from $1,216 to $1,000, B will realize a $177
benefit from the election ($0.823 x $216 = $177).

Table 4 shows the allocation of the benefits of the
election at various prices for the stock.

The global maximization of the election benefits is
$177, which would be achieved at a price of $1,000.
However, the parties cannot simply allocate the $177
between them because the allocation must be achieved
through an adjustment to the price, which in turn deter-
mines both the amount of the benefit and how it is
allocated. Thus, the parties may agree to a fair allocation,
under which each party receives equal benefits, at a price
of $1,121. But the equal allocation is not necessarily the
correct answer, because the correct answer is the price on
which the parties can agree.

The above analyses are based on the assumption that
the buyer’s expected return from the target is the same as
other potential buyers. But assume the subsidiary is
valued more highly by a particular buyer than by other
bidders. That buyer may believe the present value of the
future cash flow, before amortization, exceeds $1,000.
That may be because of the buyer’s unique use of the
property, the buyer’s marginal tax rate, or the buyer’s
required rate of return is less than the other market
participants. Thus, the buyer may be willing to make the
election and pay $1,216 for the stock, allocating all of the
benefit of the election to the seller. The buyer attained a
bargain, but no more so than if the election were not
available. Without the election, the buyer would have
paid $1,000 and not enjoyed an amortization deduction,
while with the election, the buyer paid an additional $216
and attained amortization deductions with a present
value of $216.

In terms of how the allocations serve the law, it would
seem that the purpose of the law is best served when the
seller realizes all of the benefits of the election. That is
because the appreciation in assets occurred while the
seller owned the subsidiary. That appreciation is taxed
twice — to the seller and the seller’s shareholders.
However, when the benefits of the election are allocated
to the buyer, that is tantamount to an assignment of
income to the buyer and a deferral of that income. That is,
the seller receives less than the market value of the
underlying asset, thus reducing the seller’s after-tax
proceeds, and the buyer pays less than market value for
the asset. In the above example, with a price of $1,121, the
buyer attains an asset with a present value of $1,000 (the
present value of after-tax proceeds without amortiza-
tion), plus the present value of the amortization deduc-
tion, 0.177(price of the stock):

$1,000 + 0.177($1,121) = $1,199.

The seller will receive all of the benefits of an election,
and the purpose of the law will be achieved if the seller
can make the election without the cooperation of the
buyer. By requiring the buyer’s cooperation, the law
creates an additional asset for the buyer. It should also be
noted that the allocation would increase the total benefit
of the election to more than P’s potential benefit from the
election, $140, if P could act alone.

B. Win-Win
Table 5 provides an example of the Win-Win. When

the fair market value of the assets is the greatest ($1,216
in the example), the subsidiary’s basis is the second
greatest value ($1,000), and the parent’s basis in the stock
the least value ($600), both P and B can benefit from the
election. Both P and B benefit from the greater bases
attained with the election.

8The buyer could pay $1,000 without the election and invest
$216 in an alternative with the same rate of return, or pay $1,216
for the stock with the election.

9The present value of an annuity of [($1/15 years) x 0.35 tax
rate] for 15 years, with i = 0.10 = 0.177.

Table 3: 0-Win Case
Fair market value of the net assets purchased
with an FMV basis $1,216
Fair market value of the stock without the
election $1,000
T’s basis in assets, less liabilities $0
P’s basis in the stock $0
Price with P capturing all of the benefits of
the election $1,216

Table 4: Allocation Scenario

Price
Buyer

Benefit
Seller

Benefit Total
$1,000 $177 $0 $177
$1,121 $78 $78 $156
$1,216 $0 $140 $140

Table 5: Win-Win Case
Fair market value of the net assets purchased
with an FMV basis $1,216
Fair market value of stock with carryover
basis in assets $1,178
T’s basis in assets, less liabilities $1,000
P’s basis in the stock $600
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Without the election B would pay only $1,216, less the
tax benefits of amortizing an additional $216 ($1,216 -
$1,000). As discussed above, under the assumptions of a
35 percent tax rate, time value of money of 15 percent,
and a 15-year amortization period, the present value to B
of the additional amortization is $38 ($216 x 0.177).
Therefore, without the election, the value of the asset to B
is $1,178 ($1,216 - $38), and P’s after-tax proceeds without
the election is $975 ($1,178 - 0.35($1,178 - $600)).

With the election and all of the benefits going to P, the
price of the stock will be $1,216, and P’s after-tax pro-
ceeds will be $1,140(($1,216) - 0.35($1,216 - $1,000)). It
follows that P’s benefit from the election is $165 ($1,140 -
$975). P could reduce the price by $254 ($165/(1 - 0.35))
and have the same after-tax proceeds as it would have
without the election:

$1,216 - $254 - 0.35($1,216 - $254 - $1,000) = $975.

B’s benefit from the election at a price of $962 ($1,216
- $254) is the reduction in price, less the reduced tax
benefits of amortizing, which as illustrated above is (1 -
0.177 ) x price reduction = 0.822 x $254 = $209. Some
potential allocations of the benefits are depicted in Table
6.

Thus, with the requirement that the buyer and seller
must cooperate, P cannot attain the full benefit of the
election. Rather, P must share that benefit with B.

C. Win-0
When T’s assets have a basis equal to their market

value, but P’s basis in the stock is a lesser amount, P can
benefit from the higher basis it attains with the election,
but B attains no increased basis as a result of the election.
B has nothing to gain or lose from the election. An
example of this situation is depicted in Table 7.

If the election is not made, P’s after-tax proceeds from the
sale are $1,141 ($1,216 - 0.35($1,216 - $1,000)). P would
capture all of the benefits of the election if B paid $1,216
for the stock. At that price, P would benefit from using a
basis of $1,216, rather than $1,000, to compute the taxable
gain, so P’s tax on the gain would decrease by $75
((0.35)($1,216 - $1,000)). Moreover, at that price, B would
be paying its after-tax present value of the cash flow from
the asset. But B is aware of the benefit P will enjoy from

the election and because B’s cooperation is necessary to
the election, B will demand a price concession for making
the election. P could lower the price to B by $115 ($75/(1
- 0.35)) and still have the same after-tax proceeds as
without the election and thereby shift all of the benefits of
the election to B:
P’s after-tax proceeds without the election:

$1,216 - 0.35($1,216 - $1,000) = $1,141
P’s after-tax proceeds with B receiving all of the benefits
of the election:

$1,216 - $115 - 0.35($1,216 - $115 - $1,216) = $1,141
B’s benefit from the $115 price reduction is $95 ((1 - 0.177)
$115).

Given the assumptions in the calculations, a $1 de-
crease in price reduces P’s after-tax proceeds by $0.65 ((1
- 0.35)(-$1)). The $1 decrease in price increases the present
value of B’s after-tax proceeds from owning the asset by
$0.823 ($1 x (1 - 0.177)). The parties can achieve an equal
allocation of the election benefits at a price of $1,182, as
illustrated in Table 8.

The global maximization of the election benefits is $95,
and that would be achieved at a price of $1,141. But it is
not feasible to achieve the maximum benefit through a
price adjustment, as discussed above. Thus, the parties
might agree to a fair allocation, under which each party
receives equal benefits, at a price of $1,182.

D. Win-Lose
P will benefit and it is to the detriment of B to make

the h10 election when the parent’s basis in the stock is
less than the fair market value of the assets but the
subsidiary’s basis in the assets is greater than their
market value. An example of those conditions is pre-
sented in Table 9.

P would benefit from making the election because the
basis for determining gain would be $1,400 rather than
$1,000. B could profit from not electing, through the use
of the $1,400 basis, rather than a $1,216 basis. However, B
might be persuaded to make the election if the price is
reduced. Without the election, the price of the stock
would be more than $1,216. That is because a sale of the
stock without an h10 election would mean that the new
owner would be permitted to amortize an additional

Table 6: Allocation Scenario
Win-Win

Price
Buyer

Benefit
Seller

Benefit
Total

$962 $209 $0 $209
$1,110 $88 $88 $176
$1,216 $0 $165 $165

Table 7: Win-0 Case
Fair market value of the net assets purchased
with an FMV basis $1,216
T’s inside basis in assets, less liabilities $1,216
P’s basis in the stock $1,000

Table 8: Allocation Scenario
Win-0
Price

Buyer
Benefit

Seller
Benefit Total

$1,141 $95 $0 $95
$1,182 $27 $27 $54
$1,216 $0 $75 $75

Table 9: Win-Lose Case
Fair market value of the net assets purchased
with an FMV basis $1,216
T’s inside basis in assets, less liabilities $1,400
P’s basis in the stock $1,000
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$184 (a $1,400 basis in the asset, rather than $1,216). The
present value of the additional amortization is $32 ($184
x 0.177).

It follows that if B paid $1,248 ($1,216 + $32) for the
stock without the election, B would attain its 10 percent
rate of return. P’s after-tax proceeds would be $1,162
($1,248 - 0.35($1,248 - $1,000)).

However, with the election and a price of the stock at
$1,216, B will realize no benefit from the election, but the
T will recognize a $184 loss ($1,216 - $1,400), which is a
$64 tax reduction for P, $64 (0.35 x $184). Thus, P’s
after-tax proceeds from the sale are $1,280 ($1,216 + $64)
and P’s benefit from the election is $118 ($1,280 - $1,162).
P could reduce the price of the stock by $182 ($118/0.65),
to $1,034 ($1,216 - $182) and have the same after-tax
proceeds as P would have without the election:

$1,248 - 0.35($1,248 - $1,000) = $1,162

$1,034 - 0.35($1,034 - $1,400) = $1,162
At that price B would receive all of the benefit of the
election. That benefit would be $150 ($182(1 - 0.177)).
Therefore, the price with the election should fall within
the range of $1,034 to $1,216, as shown in Table 10.

E. Lose-Win

B will benefit and it is to the detriment of P when P’s
basis in the stock is greater than T’s basis in the assets but
the fair market value of the assets is greater than P’s basis
in the stock. An example of those conditions is presented
in Table 11.

With the price of the stock set at the fair market value
of T’s assets, P would nevertheless experience a loss from
making the election, because the basis for calculating
taxable income is $800 rather than $1,000. B could benefit
from the election through the step up in basis from $800
to $1,216. However, if the election is not made, B will
adjust the price downward so that B will earn the same
after-tax rate of return with or without the election. With
P’s initial loss from an election, and B’s price paid
adjusted so that B earns the same rate of return with or
without the election, B has no benefit from the election

that could be shared with P. It follows that the election
will not be made, as will be illustrated below.

Without the election, P will receive $1,216, less the
present value of B’s reduced tax benefits from assuming
the target’s basis in the asset ($800). Under the same
assumptions as applied in the previous illustrations, B’s
price without the election must be $1,142 ($1,216 -
0.177($1,216 - $800) = $1,216 - $74). Thus, P’s after-tax
proceeds without the election would be $1,093 ($1,142 -
0.35($1,142 - $1,000)).

If the election is made, and the price is $1,216, the
subsidiary must recognize a $416 gain ($1,216 - $800)
resulting in a tax of $145 (0.35($416)), and reducing P’s
after-tax proceeds to $1,071 ($1,216 - $145). Thus, the
election would cost P $22 ($1,093 - $1,071). P will enter
into the election only if the price B pays is increased
above the fair market value of the assets. But B will not
pay more than $1,216 with the election because to do so
would mean that it will not earn the rate of return that set
the price of the assets with a fair market value basis at
$1,216. Without an increase in the price, P will be
unwilling to make the election. Therefore, the election is
not made and the price of the stock is $1,142, as calcu-
lated above.

B’s gain from the election can exceed P’s loss if the
subsidiary’s unrealized gain is sufficiently large. P’s loss
from using the subsidiary’s basis to compute the gain
under the election in this example is $70 (0.35($1,000 -
$600)), and B’s gain from the election is $48 (0.1775($1,216
- $800)(1 - 0.35)). If the appreciation in the subsidiary’s
assets is greater than $607 ($70/(0.1775)(1 - 0.35)), P could
command a price for making the election. Thus, if the
value of the assets was $1,407 ($800 + $607), the price of
the stock without the election would be $1,299 ($1,407 -
0.1775(607)), and P’s after-tax proceeds would be $1,194
($1,299 - 0.35($1,299 - $1,000)). With the election, P would
receive, net of tax, $1,194 ($1,407 - 0.35($1,407 - $800)).

II. Results Consistent With the Law’s Purpose?
The above illustrations were greatly simplified by the

assumptions that P, T, and B had the same marginal tax
rates and the same rate of return. Also, the appreciation
was all attributable to intangible assets eligible for the
15-year straight-line amortization. However, the above
analyses can be easily performed in the facts of the
particular case, and often an h10 election benefit will exist
and that benefit will be allocated between the buyer and
the seller, whether or not the allocation is deliberate.

Thus, a statute that was intended to prevent triple
taxation of corporate income has created an intangible
asset and a game for buyers and sellers of corporate
businesses to play, with the intangible asset as the prize.
Consider the common situation of a parent corporation
that creates a subsidiary by transferring cash to the
corporation for stock and the subsidiary uses the cash to
purchase assets. The parent and subsidiary file a consoli-
dated return, and the subsidiary’s earnings increase the
parent’s basis in the stock. As a result the parent’s basis in
the stock is equal to the subsidiary’s basis in the assets;
however, the subsidiary’s assets have appreciated. That is

Table 10: Allocation Scenario
Win-Lose

Price
Buyer

Benefit
Seller

Benefit Total
$1,034 $149 $0 $149
$1,135 $66 $66 $132
$1,216 $0 $118 $118

Table 11: Lose-Win Case
Fair market value of the net assets purchased
with an FMV basis $1,216
T’s basis in assets, less liabilities $800
P’s basis in the stock $1,000
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the 0-Win situation discussed above, in which the par-
ent’s maximum benefit was $140, as shown in Table 12.

It would seem that the appropriate means of preventing
triple taxation would be for the system to demand that
the parent should receive all of the benefits of the election
because the appreciation occurred while the parent
owned the stock. Instead, because the buyer must con-
sent to the election, the parent is required by the bargain-
ing process to allow the buyer to have a share of the
intangible asset. Further, the total benefits of the election
are enhanced (from $140 to $156) as a result of the
sharing. The enhancement of the benefit is at the expense
of the ‘‘house.’’

That raises the question whether making the election
solely the discretion of the parent would be more likely to
achieve the purpose of the law. As discussed above, the
purpose of the law is served when the parent captures all
of the benefits of the election. The answer appears to be
that it depends on the circumstances. In all cases the
potential buyers will pay a price equal to the present
value of the future after-tax cash flow from the invest-
ment, regardless of whether the parent makes the elec-
tion. In the 0-Win situation, the buyer stands to benefit
from the election, but the parent has veto power. But the
buyer as winner is a willing participant in the election
and the parent is indifferent; therefore, giving the seller
sole discretion regarding the election would not change
the results attained when a joint election is required.10

Likewise, in the Lose-Win situation, in which the buyer’s
benefits are sufficient to cause it to raise the price so as to
eliminate any cost of the election to the parent, the parent
must be compensated for the election whether or not the
election must be jointly made.

In the Win-0 scenario, however, the parent benefits but
the buyer is indifferent. Without veto power in the hands
of the buyer, the parent should achieve full benefit of the
election. The seller has no bargaining power and the
seller is paying the present value of the future after-tax
cash flow when the price is set at the market value of the
underlying assets. If the buyer is aware of the seller’s
benefit from the election, over which the buyer has no
control, it will not cause the market price of the business
to be reduced. But with that veto power over the election
that is enjoyed by all bidders, under current law, poten-
tial buyers will demand a share of the parent’s ‘‘prize’’
from the election. Win-0, as discussed above, is the
commonly encountered set of facts of a parent who

creates (rather than purchases) the subsidiary. Also, in the
Win-Lose situation, the parent must reduce the price
until the situation becomes Win-0, as discussed above.

III. The Election Applied to S Corporation Stock
Perhaps the most frequent use of the h10 election is by

S corporation shareholders who sell their stock.11 The
apparent objective of permitting the S corporation to
make the election is to obviate an actual liquidation — a
rule of convenience. That is, the same results will be
achieved from a sale of the stock as from an actual
liquidation of the corporation. The problem of triple
taxation of income is not in issue, because S corporation
income is generally not taxed at the corporate level.12

Nevertheless, expanding the election to apply to S cor-
porations does create a tax benefit allocation game as
occurs with C corporations, but perhaps more compli-
cated than in the case of the C corporation.

The S corporation analyses are more complicated
because of the importance of the character of the gain that
flows from the corporation to the selling shareholders on
the constructive sale of the S corporation’s assets. The
gains and losses from the constructive sale of the S
corporation assets under an h10 election may produce
ordinary income, or loss, capital gain or loss, or any other
type of gains and losses that receive special treatment to
the individual shareholders who must pay the tax on the
gain. Moreover, the effects of the special types of income
or loss may differ among the shareholders, depending on
their tax posture. However, a sale of the stock without the
election simply yields capital gain or loss to the S
shareholder, the same as with the sale of a C corpora-
tion’s stock. Therefore, the S corporation shareholders
must negotiate among themselves, as well as with the
purchaser. For example, a new shareholder may have
purchased his stock and has a basis nearly equal to the
fair market value of the assets. The constructive sale of
the stock may produce ordinary income, increasing his
basis in the stock and thus creating a capital loss from the
sale of the stock. Moreover, the state income tax conse-
quences may vary among the individual shareholders.
For example, a Florida resident’s sale of a Maryland S
corporation stock may not be taxed in Maryland, but a
constructive sale of the assets under an h10 election
would produce income that is subject to Maryland in-
come tax.

The allocation game between the shareholders and the
buyer could be eliminated by permitting the S corpora-
tion shareholders to make the election without the con-
sent of the purchaser. However, because unanimous
consent of the shareholders is required for the h10
election, and the tax consequences to those shareholders
may differ, dividing the election benefits among the
shareholders may require unequal payments for identical
shares of stock. That might be accomplished indirectly by

10It should be noted that the election for constructive sale
treatment in the general rules of section 338(g) does not require
a joint election by the seller and purchaser.

11The election by an S corporation is not mentioned in the
statute but is provided for in reg. section 1.338(h)(10)-1(b).

12The exception to the general rule applies when the S
corporation is a former C corporation with built-in gains. See
section 1374.

Table 12: Allocation Scenario
Price Buyer

Benefit
Seller

Benefit
Total

$1,000 $177 $0 $177
$1,121 $78 $78 $156
$1,216 $0 $140 $140
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permitting the shareholders to sell, at varying prices,
their election rights to the buyer.

Regarding the joint election between the shareholders
and the buyer, the purpose is to simplify the transactions
by obviating the actual liquidation to achieve the step up
in basis. Requiring the buyer to be a party to the election
seems unnecessary.

IV. Partnership Elections
When a partner sells his interest in the partnership, the

partnership can elect to adjust the bases in the partner-
ship assets (inside bases) regarding the new partner’s
interest.13 Thus, the new partner will attain a basis in the
partnership equal to the fair market value of the assets
when the new partner entered the firm.14 Generally,
regarding appreciated assets, the new partner would
prefer that the partnership would make the election. But
the new partner must negotiate with the selling partner
to get the selling partner to negotiate with the other
partners. That is because the partnership must make the
election with the consent of all the partners.

Between the buyer and seller, the price without the
election will differ from the price with the election by the
present value of the benefits of the basis adjustments to
the purchaser. However, the selling partner may be
required to share the proceeds with the other partners
because they must consent to the election. In some cases,
the partners will not require compensation for the elec-
tion because once the election is made, it will apply to

each partner’s sales of his interest, thus assuring that he
will not have to share the benefits of the election.

V. Conclusions
Congress created section 338(h)(10) to prevent the

triple taxation of a subsidiary’s built-in gains. However,
because the buyer must agree to the election, a parent
that sells its subsidiary is required to share the benefits of
the section 338(h)(10) election. That is true when the
actual benefit that the section is intended to produce is
that the subsidiary’s income — realized and unrealized
— will be taxed only twice. Because the election must be
jointly made, the buyer is able to obtain the stock in the
subsidiary for less than the present value of the subsid-
iary’s future after-tax cash flow. Moreover, as demon-
strated above, with the joint election requirement, not
only does the buyer capture some of the benefit of the
election that is attributable to the potential triple tax
created during the parent’s ownership, but the bargain-
ing process results in the sum of the benefits received by
the parent and the buyer exceeds the total present value
of the layer of tax being removed. Therefore, we believe
that the purpose of the law would be better accomplished
by making the selling parent corporation the only party
required to make the election. The buyer would then be
required to pay the value of the underlying assets of the
subsidiary, inclusive of tax benefits.

The reason that the buyer can capture some of the
benefit under the joint election requirement is precisely
because the statute requires that the buyer be a party to
the election, and the election will yield benefits only to
the parent in many cases. The buyer will pay no more
than the present value of the future cash flow, and if the
assets are appreciated but the election is not made, the
buyer will adjust its offering price accordingly. Thus,
giving the parent sole control of the election, as we
recommend, will not leave the buyer defenseless.

13Sections 743 and 754.
14If all of the partners sell their interests, under the change in

ownership rules the assets will attain a basis equal to what the
purchaser paid for the interests.
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