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Taxpayers and advisors should give careful consideration to the changing landscape of state taxes in the
context of elections under 26 U.S.C. § 338(h)(10) (hereafter I.LR.C. § 338(h)(10)), a common tax-
planning technique for taxable stock acquisitions. Elections under I.LR.C. § 338(h)(10) have a history of
creating troublesome results for taxpayers in the state tax context, such as concerns relating to the proper
classification of gains as apportionable or allocable income' or distortion of the sales factor in the state’s
corporate income tax apportionment formula.” The latest state tax development concerning elections
under L.R.C. § 338(h)(10) is the creation of special income sourcing rules that are applicable to
nonresident S Corporation shareholders.

While LR.C. § 338(h)(10) elections typically provide federal tax benefits for the purchaser of an S
Corporation, and can often be accomplished with no (or limited) negative tax consequences for the
selling shareholders, recent law changes in various states are producing adverse state tax effects for
selling shareholders. Thus, clients and advisors alike should carefully consider state tax implications
associated with any I.LR.C. § 338(h)(10) planning involving S Corporations.

New York is the latest jurisdiction to change its sourcing rules for nonresident shareholders of an S
Corporation, with the result of capturing taxable gain at the shareholder level with respect to an [.R.C.

§ 338(h)(10) election made for an S Corporation that has nexus with the state of New York. New York’s
change to New York Tax Law § 632 (hereafter Tax Law § 632) can trigger an unexpected New York
state tax liability for an out-of-state shareholder who otherwise has no nexus with New York.

The amendments to Tax Law § 632 were passed with retroactive effect. As such, the amended statute is
effective August 4, 2010, and affects all tax years beginning on or after January 1, 2007. Tax Law § 632
will apply if (1) a nonresident is a shareholder in an S Corporation, (2) the S Corporation has elected to
be treated as a New York S Corporation, and (3) the S Corporation has elected under I.R.C. § 338(h)(10)
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an L.LR.C. § 338(h)(10) stock sale was business income for purposes of Indiana corporate income tax); but see Canteen
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(holding that a deemed sale of assets under I.R.C. § 338(h)(10) is still a sale of stock and therefore not includable in the
Massachusetts sales factor).



to recognize gain on appreciated assets. Once these conditions are met, Tax Law § 632 requires that any
gain recognized on the deemed asset sale for federal purposes will be treated as New York source
income for the nonresident shareholders of the S Corporation. The amount of gain to be included in New
York source income is determined by applying the applicable allocation percentage under Article 9-A of
the New York tax provisions to the gain recognized from the deemed asset sale.

According to the New York Department of Taxation and Finance, taxpayers who are affected by Tax
Law § 632, and who have already filed a return for the affected year, must file an amended return.’
However, no penalties will be assessed for any underpayment of tax attributable to this amendment.*

New York is not alone in its effort to tax nonresident shareholders of S Corporations in the context of
LLR.C. § 338(h)(10) elections. For example, the Court of Civil Appeals of Alabama recently concluded
that the taxable gain allocated to a nonresident shareholder in an S Corporation from an election under
LR.C. § 338(h)(10) was taxable in Alabama.’ In contrast, the Supreme Court of Georgia recently
concluded that income to a nonresident shareholder in an S Corporation from an election under L.R.C.
§ 338(h)(10) does not constitute Georgia taxable income.® Due to the varying treatment that exists for
state tax purposes, the state tax consequences of an election under L.LR.C. § 338(h)(10) should be
carefully analyzed before any such election is made with respect to an S Corporation.

If you have any questions concerning the state tax treatment of an election under [.R.C. § 338(h)(10), or
would like more information on any of the issues discussed in this LawFlash, please contact any of the
following Morgan Lewis attorneys:

Palo Alto

Kimberley M. Reeder 650.843.7211 kreeder@morganlewis.com
Harrisburg

George T. Bell 717.237.5050 gbell@morganlewis.com

San Francisco
Joshua M Grossman 415.442.1470 jgrossman(@morganlewis.com
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IRS Circular 230 Disclosure

To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax
advice contained in this communication (including any attachments) is not intended or written to be
used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or
(i1) promoting, marketing or recommending to another party any transaction or matter addressed herein.
For information about why we are required to include this legend, please see
http://www.morganlewis.com/circular230.
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