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ADDRESS REPLY TO
"tHE ATTORNEY GENERAL OF HAWAII"
AND REFER TO
INITIALS AND NUMBER

RVL: rs
764: 45, OLC
OP. 57-60 TERRI TORY OF HAWAI |
DEPARTMENT OF THE ATTORNEY GENERAL
HONOLULU
July 8, 1957

Honorabl e Earl W Fase
Tax Conmm ssi oner
Territory of Hawaili
Honol ul u, Hawai i

Dear Sir:

This concerns your oral request for advice as to the
application of the conpensation and dividends tax and the net
incone tax in connection with the purchase, by a Z
Conmpany subsidiary, of X Conpany assets
and the ensuing liquidation of X Conpany.

Pursuant to an agreenent nmade between X
Company and Z. Co., the latter acquired all of the
former's assets, except $4,000 in cash. The agreed consideration
was Z Co. stock having a fair market value as of Mrch 31, 1956
when the assets were acquired by Z Co. of $450, 000. plus the
assunption of X Conpany's Iliabiliaties by
Z Co. The $4000 retained each was to be used for taxes, and
X Conpany was to be conpletely I|iquidated.

The Z Co. stock was, by the terns of the agreenent,
part of the paynent to X Conpany. Wile
These shares were to be issued to the X
Conmpany stockhol ders in proportion to their stock hol dings, and
they were to surrender the X Conpany stock,
it definitely appears from Paragraph 3 G on page 5 of the agreenent
that the transfer of Z Co. stock to the stockholders of X
Conmpany was nmade by the latter corporatlon Z co.

nereIK distributed the stock anong Wp o _
st ockhol ders at a convenience to carry out the final |iquidation

Thus, X Conpany assets were by
it transferred to Z Co. in exchange for stock and the assunption
of liabilities. X Conpany did not |[|iquidate,
distribute the assets anong the sharehol ders, and the sharehol ders
t hereupon transfer the assets to Z Co. in exchange for stock

The assets acquired by Z Co. or sone of them were
turned over by Z Co. to Y Conpany, an
Hawai i an corporation, fornmed January 20, 1956, which on Mrch 29
1956 changed its name to X Co.
The present X Co. is a Z Co. subsidiary.
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There have been a nunber of letters witten by this office
concerning the effect of the above cited tax laws in reorganization
matters. Reference is made to our letters of Novenber 1, 1954
(774:45) and May 21, 1956 (695:45).

The principal questions are: Wre the earnings and profits
of X Co. (the original corporation)
increased by the transfer of the assets for the consideration above
stated? What was the anount of earnings and profits as of the tine
of distribution of the Z Co. stock to the stockhol ders? Was there
a taxabl e capital gain upon the transfer?

1. | have reached the conclusion that, by reason of the
transfer, there was a profit of X Conpany
(the original corporation) in the amount of $77,246.48 conputed as
fol | ows:

The price consisted in $450,000 in stock, and $312, 106
inliabilities assuned in round nunbers. (This anmount of |iabi-
lities assuned by Z Co. does not include the dealer's reserve.
Upon the assunmption that the entire dealer's reserve will be retained,
this anount has been deducted from the cost to X
Conmpany (the original corporation) of the assets transferred.

On the other hand, if the amount of the dealers’ reserve is added
to the ambunt of assuned liabilities, on the assunption that this
sumw || be paid out to the dealers, the sane anobunt woul d not be
deducted from the cost of the assets. It therefore is not materia
whi ch assunption is made.)

The liabilities assuned include notes payable, insurance
accounts payable, insurance premuns credit and taxes, the letter
anount being in the sum set up as the reserve for taxes.

The cost of the assets, adjusted for d%preciation al | owances,
is in the amobunt of $684,860 in round nunbers. These are the book
figures, less $4,000 of cash retained by X

Conpany, and al so deducting fromthe face anounts of discounted
contracts, |oans and nortgages, the unearned interest and the

dealers' reserve. (As to the latter see the explanation above.)

Thus, conparing the price and the depreciated cost of assets, the
profit was $77,246. 48.

2. Before the transfer X Conpany
had undivided profits of $51,669.26, and a reserve for |oan |osses
of $13,084.26. By reason of the transfer of the |oan accounts to
Z Co. this anount is released fromthe reserve and becones an
addition to undivided profits, having been created out of earnings
and profits in the first place. The anount of profit on the transfer
of the assets was $77,246.48 as above noted. Thus the anount of
earnings and profits as of the tinme of distribution of the Z Co.
stock to the stockholders is $142,000. (Against the assets $450, 000
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of fair market value of stock and $4,000 in cash) there was $300, 000
of common stock and $12,000 of capital surplus, leaving $142,000 as
above stated. However, the amount of net incone tax accruing upon
the transfer of the assets is still to be deducted in determ ning

ﬁqijearnings and profits available for distribution to the stock-
ol ders.

3. As to the ampunt of taxable capital gain upon the
transfer of the assets, the capital gain upon the transfer of the
real estate is not taxable. According to the information you have
furni shed the portion of the profit consisting in gain fromthe sale
of the real estate was $36,965.29, |eaving $40, 281.19 of taxable gain

It is noted that on the closing tax return of the old
conpany all 1956 installnents of incone tax were deducted. As a
result the tax return showed a |oss of $15,060.81. However the
t axabl e gain of $40,281.19 was not reflected in the return. Wen
this is added the return shows, or should have shown, taxable incone
of $25,220.38. After deducting fromthis the tax accruing on this
net incone, the tax is $2,292.76.

o 4. The final question is what is the anmount of taxable
l'i quidating dividends as to which the shareholders are liable for
the conpensation and dividends and net incone tax?

Returning to the question of earned surplus avail able
for distribution to stockholders, there nust be deducted fromthe
$1 42,000 the tax of $2,292.76 and also, in order to apply the pro-
vi sions of the conpensation and dividends tax | aw and the net i|ncone
tax law to liquidating dividends, there nust be deducted the earnings
and profits accum ated or increase in value of property accrued
before January 1, 1943. According to the information you have
furnished this latter anpunt was $33,029.97. This |eaves $106, 667.27
of taxable liquidating dividends. The conpensation and dividends
tax on this amount of |iquidating dividends at 2% is $2,133.35. The
25,000 shares of Z Co. stock distributed represent, as to each
share, a taxable liquidating dividend of $4,267 which should have
been included in the net inconme tax return of each person receiving
the shares, for 1956. However, each sharehol der becones entitled
to the 75% credit for the 2% tax in respect of liquidating dividends
received by him or $.064 for each share of Z Co. stock received.

Respectful |y,

RHODA V. LEWS
Deputy Attorney Cenera
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