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This Month’s Features

 New section 7874 regulations make corporate “inversions” more
difficult for many multinationals

 Tax Court upholds taxpayer’s debt characterization of US
intercompany debt (NA General Partnership v. Commissioner)

 Final regulations modify election for consolidated group to avoid
immediately taking into account deferred gain recognized upon
liquidation of another member

 IRS will not challenge publicly traded partnership’s conclusion
that certain cancellation of debt income is “qualifying income”
(Rev. Proc. 2012-28)
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Did you know…?

The IRS, on June 7, released final and temporary regulations under section
7874 clarifying the factors used to determine whether a corporation is a
“surrogate foreign corporation” (T.D. 9591; T.D. 9592). In particular, the new
regulations make corporate “inversions” more difficult for many
multinationals by introducing a bright-line test for purposes of determining
whether the “substantial business activities” test is satisfied.

Generally, section 7874 provides rules for so-called expatriated entities and
their surrogate foreign corporations. In general, a foreign corporation is
treated as a surrogate foreign corporation if, pursuant to a plan, it directly or
indirectly acquires substantially all the properties of a domestic corporation
or partnership, and the shareholders or partners of the domestic entity own
at least 60 percent of the stock (by vote or value) of the foreign corporation
after the acquisition.

The applicable rules and resulting tax treatment vary depending on the level
of shareholder continuity. For example, if the percentage of stock (by vote or
value) in the surrogate foreign corporation held by former owners of the
domestic entity by reason of holding an interest in the domestic entity is 80
percent or more, the surrogate foreign corporation is treated as a domestic
corporation for all U.S. federal income tax purposes. If the percentage of
stock (by vote or value) in the surrogate foreign corporation held by former
owners of the domestic entity is at least 60 percent but less than 80 percent,
the surrogate foreign corporation still is treated as a foreign corporation, but
certain rules apply to restrict the domestic corporation’s ability to utilize
certain tax attributes. A foreign corporation can avoid treatment as a
surrogate foreign corporation if the group has substantial business activity
within the relevant foreign county. The temporary regulations establish a
new bright-line test for the substantial business activities exception.

The final regulations address the treatment of options with respect to the 80-
percent vote or value test and the treatment of certain downstream
transactions.

Section 7874 temporary regulations

For determining whether a foreign corporation has substantial business
activities, the 2012 temporary regulations replace a facts-and-circumstances
approach with a bright-line rule.

In general, section 7874 does not apply if, after the acquisition, the expanded
affiliated group has substantial business activities in the foreign country in
which the foreign corporation is created or organized, when compared to the
total business activities of the group. Previously, the 2006 temporary
regulations had provided a general facts-and-circumstance approach and a
safe harbor, which generally was satisfied if at least ten percent of the
employees, assets, and sales of the expanded affiliated group were in the
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relevant foreign country. The 2009 temporary regulations retained the facts-
and-circumstances approach, with certain modifications, but removed the
safe harbor. (For prior coverage, see the July 2009 and January 2006
editions of This Month in M&A).

The 2012 temporary regulations replace the facts-and-circumstances
approach with a bright-line rule. Under the 2012 temporary regulations, an
expanded affiliated group is considered to have substantial business activities
in the foreign country under the laws of which the foreign corporation is
created or organized only if at least 25 percent of the group employees, group
assets, and group income are in the relevant foreign country.

The 2012 temporary regulations generally apply to acquisitions occurring on
or after June 7, 2012. Taxpayers can apply either the old rules under Temp.
Reg. 1.7874-2T(g) or the new rules under T.D. 9592 for transactions for which
a filing had been made with the SEC on or before June 7, 2012, or that were
subject to a written agreement that was binding on that date.

Observations

It is increasingly rare for multinational companies to have 25 percent or more
of their sales to customers in any single jurisdiction. Accordingly, it is
expected that many multinational companies will be unable to satisfy the 25-
percent threshold. However, in the context of a foreign corporation acquiring
a U.S. corporation, the regulations may not alter a company’s willingness to
participate in an inversion transaction, particularly where the tax attributes
of the domestic corporation may not be significant to the foreign acquirer.

Section 7874 final regulations

Although the final regulations (Reg. sec. 1.7874-2) are largely based on the
temporary regulations issued in 2009, there are a few new items to note. The
final regulations apply for acquisitions completed after June 6, 2012.

The new final regulations provide that the acquisition by a corporation of its
own stock from another corporation or partnership is considered an
acquisition of the other corporation’s property for purposes of testing
whether the foreign corporation acquired substantially all the properties of
the domestic entity even though the stock of the domestic corporation does
not exist after the transaction. The preamble describes this new provision as
a clarification.

The final regulations also address the treatment of options. The new
regulations retain the “claim on equity” approach for the treatment of options
used in the 2009 temporary regulations. Under that approach, an option (or
similar interest) in a domestic corporation or a partnership is treated as stock
of the domestic corporation (or an interest in the partnership) with a value
equal to the holder’s claim on the equity of the domestic corporation (or
partnership). The final regulations clarify that a “claim on equity” equals the
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value of the stock or partnership interest that may be acquired pursuant to
the option, less the exercise price.

The final regulations also clarify that options are not taken into account for
purposes of determining the 80-percent voting power test unless they are
issued with the principal purpose of avoiding treatment as a surrogate foreign
corporation. The regulations also disregard certain options if, at the time of
the acquisition, the probability of the option being exercised is remote.

Finally, if an entity is insolvent at the time of the acquisition, creditors are
considered equity holders of the corporation.

Observations

The final regulations expand the scope of section 7874 by “clarifying” that a
foreign corporation’s acquisition of its own stock from a corporation (or a
partnership) is an acquisition of the transferor’s properties for purposes of
satisfying the “substantially all” test. Thus, for example, if a U.S. holding
corporation merges into its wholly owned foreign subsidiary, it appears that
the foreign corporation would be treated as a surrogate foreign corporation
(provided that the substantial business activities exception is not met)
because the foreign corporation acquired substantially all the property of a
domestic corporation, and the shareholders of the U.S. holding corporation
own 100 percent of the stock (by vote and value) of the foreign corporation
after the acquisition. For additional information, please contact Carl Dubert
or David Sotos.

Court Watch

NA General Partnership v. Commissioner, T.C. Memo 2012-172
(June 19, 2012)

The Tax Court concluded that loans by the taxpayer’s non-U.S. parent to its
U.S. group constituted debt and, therefore, the taxpayer was entitled to
interest expense deductions. The loans were put in place to finance an
acquisition, and were partially capitalized a few years after being issued.

Background

The loans were issued as part of an acquisition completed on November 19,
1999 by ScottishPower plc (ScottishPower), a U.K. company, of PacifiCorp &
Subsidiaries (PacifiCorp), a U.S.-based publicly traded utility company. To
effect the acquisition, ScottishPower caused NA General Partnership &
Subsidiaries (NAGP), a wholly owned partnership treated as a corporation for
U.S. tax purposes, to issue notes in exchange for ScottishPower depository
shares and common stock. NAGP then used the ScottishPower shares to
acquire 100 percent of the PacifiCorp stock.
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The loan notes, consisting of $4 billion of fixed-rate notes and $896 million
of floating-rate notes, were recorded as debt on the books and records of both
NAGP and ScottishPower. NAGP did not make its only interest payment due
in 2000 or the first interest payment due in 2001. NAGP ultimately paid
$333 million of the $355 million interest it accrued on the notes for 2001.
However, in March 2002, ScottishPower decided to capitalize the floating-
rate notes into equity. In December 2002, the fixed-rate notes were partially
capitalized, and the remaining amount was repaid by NAGP.

NAGP filed income tax returns claiming interest expense deductions with
respect to the loan notes, totalling $932 million. The IRS disallowed the
interest expense deductions, claiming the advance should be characterized as
a capital contribution, not a loan. NAGP appealed.

Tax Court Opinion

The Tax Court applied debt vs. equity analysis and determined that each of
factors except one weighed in favor, or was determined to be neutral, of the
loans being treated as debt rather than equity. In analyzing the debt-equity
factors, the court noted that (i) the instruments that NAGP issued to
ScottishPower were called “loan notes” and “contained terms and conditions
typical of a promissory note”; (ii) the loan notes had maturity dates; (iii)
NAGP was required to make interest payments; (iv) the loans were not
subordinated to general creditors; (v) NAGP had sufficient anticipated cash
flow to make interest payments; and (vi) NAGP made regular interest
payments.

The one factor favoring an equity characterization was the fact that
ScottishPower was NAGP’s sole shareholder, and its advance was therefore
“more likely committed to the risk of the business than an advance from a
creditor.”

The court concluded that although the advance had both debt and equity
features, overall it was more appropriately characterized as debt. NAGP’s
payments of interest on the loan notes therefore were deductible as interest.

Observations

The Tax Court placed particular focus on the source of payments on the debt,
as well as NAGP’s ability to obtain similar loan terms from outside lending
institutions. Specifically, the court emphasized that the determination is not
a matter of whether third-party lenders would lend on identical terms, but
recognized that “the lender in a related-party context may understandably
offer more flexible terms than could be obtained elsewhere.” Furthermore,
the Court was willing to consider contingent events (i.e., the potential sale of
PacifiCorp’s Australian operations) in analyzing NAGP’s ability to repay the
intercompany debt. The court also rejected the government’s argument that
ScottishPower’s failure to demand payment when NAGP had not timely paid
did not override the characterization of their relationship as debtor-creditor.
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Finally, the case illustrates IRS’s increased scrutiny of related-party debt
arrangements and highlights the importance of the taxpayer’s ability to
establish documentation supporting each party’s intent when characterizing
financial instruments. For additional information, please contact Tim
Lohnes, Bart Stratton, or Colin Zelmer.

Treasury Regulations

Modification to the intercompany transaction regulations (Reg.
sec. 1.1502-13)

The IRS recently issued final regulations (T.D. 9594) modifying the election
under which a consolidated group can avoid immediately taking into account
a deferred intercompany gain on the stock of a member of the consolidated
group recognized on the liquidation of the member. The final regulations
adopt without substantive change the rules set forth in temporary regulations
issued September 3, 2009 (T.D. 9458) (see the October 2009 edition of This
Month in M&A) and corrected March 4, 2011 (T.D. 9515).

Absent the elective relief provided by the final regulations, a deferred
intercompany gain with respect to the stock of a member of a consolidated
group (“old T”) is taken into account on a liquidation of old T into another
member of the group (“B”). The final regulations provide elective relief if

 the liquidation qualifies under section 332;

 B reincorporates substantially all of old T’s assets to a new member
(“new T”); and

 a direct transfer of substantially all of old T’s assets to new T would
qualify as a reorganization under section 368(a).

If the election is made, the liquidation and asset transfer are disregarded and
instead treated as if old T transferred substantially all its assets to new T in a
cross-chain reorganization. Because B’s stock in new T would be a successor
asset to its old T stock under Reg. sec. 1.1502-13(j)(1), the intercompany gain
can continue to be deferred.

The requirements to make the election include a written plan and filing a
statement with the IRS. The final regulations generally apply to transactions
in which old T’s liquidation into B occurs on or after October 25, 2007. For
additional information, please contact David Friedel, Bart Stratton, or Matt
Lamorena.
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Other Guidance

Revenue Procedure 2012-28

Revenue Procedure 2012-28 announces that the IRS will not challenge a
publicly traded partnership’s (PTP’s) conclusion that cancellation of debt
income (COD income) is “qualifying income” so long as certain requirements
are met.

Generally, a PTP is treated as a corporation for U.S. federal income tax
purposes and therefore is subject to double taxation. The PTP rules, however,
provide an exception to double taxation for a PTP if at least 90 percent of its
gross income is “qualifying income” for the current taxable year and for each
of its prior taxable years beginning after December 31, 1987. Qualifying
income generally includes interest, dividends, rents, gains from the sale of
capital assets, and certain other passive categories of income, but does not
include COD income. The purpose of the qualifying income exception was to
maintain a single level of taxation for investing partnerships.

For the protection from IRS challenges to apply, Rev. Proc. 2012-28 requires
that the COD income must be attributable to indebtedness that was incurred
in direct connection with any of the PTP’s activities that generate qualifying
income. While a PTP may demonstrate this relationship using any
reasonable method, the IRS guidance provides that one reasonable method
for tracing the proceeds of the COD income is to apply an approach similar to
the method for allocating interest expense under Reg. sec. 1.163-8T. Under
that regulation, debt generally is allocated by tracing disbursements of the
debt proceeds to specific expenditures. The guidance also provides that to
allocate COD income solely on the ratio of qualifying income to total gross
income generally will not be considered a reasonable method. The IRS may
consider private letter ruling requests on whether a method is reasonable.

Rev. Proc. 2012-28 is effective for COD income attributable to debt
discharged after June 14, 2012. The IRS states that PTPs may apply the new
guidance for COD income attributable to debt discharged in any taxable year
for which the statute of limitations has not expired.

Observations

Prior to issuance of the Revenue Procedure, no authority existed as to
whether COD income could be treated as qualifying income. This left PTPs
and their tax advisors with uncertainty about meeting the qualifying income
exception, particularly in light of the recent economic downturn. Some
practitioners concluded that COD income should be excluded from “gross
income,” while others concluded that COD income should be treated as
qualifying income based on the nature of the assets securing the debt.

The IRS guidance provides a helpful safe harbor to PTPs concerned about
their exposure to COD income. The Revenue Procedure reflects, however,
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that the IRS does not believe that all COD income is qualifying income. Thus,
if a PTP recognizes COD income that is not directly connected to activities
that produce qualifying income, the PTP still could face the risk of corporate-
level taxation. For additional information, please contact Karen Lohnes,
Monte Jackel, or Annie Jeong.
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