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Did you know…? 
Benefits of structuring an IPO as an "Up-C"  

As the initial public offering market begins to pick up again, partnerships planning an 

IPO should consider structuring the IPO as an "Up-C."  The Up-C structure can 

provide significant tax and economic benefits to the founding partners, including 

additional consideration to the selling partners of up to 30 to 40 percent compared to 

a traditional IPO structure.  

The Up-C IPO structure is a variant of the UPREIT structure, which first was used in 

1992 when the real estate industry began placing partnerships under REITs when 

taking real estate investments public. UPREIT structures, which now are commonly 

used by public REITs, find support in regulations issued under section 701.  See 

Treas. Reg. sec. 1.701-2(d), Example 4.  In 1999, a major online retailer became the 

first company outside the real estate industry to use this type of structure when going 

public. Since 1999, companies increasingly have used Up-C IPO structures when 

going public to maximize economic returns and tax benefits for the historic owners.  

Up-C structure 

In a traditional Up-C IPO structure involving a partnership, the partnership admits a 

new corporate partner, which will become the publicly traded company ("Pubco").  

The founding partners are issued high-vote shares in Pubco ("Class B"), and Pubco 

and the founding partners execute an Income Tax Receivable Agreement ("TRA").  In 

the offering, Pubco generally issues low-vote shares that carry most of its economic 

rights ("Class A") to the public investors.   

Prior to the offering, the partnership recapitalizes.  This recapitalization unitizes the 

rights of each partnership interest, and aligns the value of each partnership unit with 

the value of each Class A share of Pubco stock to be issued.  Using cash raised in the 

public offering, Pubco buys a portion of the partnership units from the founding 

partners. 

Common TRA terms 

Because the founding partners in an Up-C structure sell partnership interests to 

PubCo (rather than stock, as in a traditional IPO structure), Pubco receives a step-up 

in the tax basis of its assets on each sale pursuant to section 743(b).  This tax basis 

step-up generally is allocated to depreciable and amortizable partnership assets, and 

Pubco’s tax benefit from the step-up usually is in the form of additional depreciation 

and amortization deductions.    

The TRA entitles the selling partners to additional consideration based on the tax 

benefits Pubco actually receives from the tax basis step-up in the partnership.  Pubco 

pays the selling partners a negotiated percentage (generally 85 percent) of the federal 

and state tax benefits actually realized by Pubco each year from the tax basis step-up 

achieved on the sale.  These payments are treated as contingent installment sales 

proceeds for tax purposes, generating both additional step-up and deemed interest 

deductions to Pubco, which increase the TRA payment amounts incrementally over a 
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period of years.   In addition, the TRA typically requires the Pubco to pay interest to 

the selling partners on the tax benefit payment due to the seller for the period from 

the original due date of Pubco’s tax return until the date of payment.   

As stated above, the total additional payments resulting from the TRA can equal up to 

30 to 40 percent of the initial sales price of the business.  Significantly, partnerships 

that have included a TRA in their Up-C structure have not suffered adverse effects in 

either the trading price of Pubco’s stock or in the financial accounting treatment of 

Pubco and the partnership. 

Tax benefits of structure 

In addition to the cash benefits afforded by the TRA, an Up-C IPO structure provides 

a number of tax and other benefits to the founding partners.  Following the offering, 

the founding partners continue to be subject to a single level of tax on their share of 

partnership earnings.  In addition, distributions are made directly to the founding 

partners, without being filtered through the corporation.  The founding partners gain 

liquidity in their partnership interests, which may be exchanged for stock in Pubco, 

which is readily tradable.  The partnership also has a broad range of instruments 

available to make strategic acquisitions or compensate employees (i.e., Pubco stock, 

Pubco stock options, and partnership units).   

Pubco also benefits by using an Up-C IPO structure.  Pubco obtains a tax basis step-

up in the assets of the partnership; this result would not be available in a traditional 

IPO structure.  Further, Pubco may be able to record a deferred tax asset for the step-

up to the historic partnership's tax basis.   

Additional considerations 

In anticipation of a potential IPO, the partners and partnership should prepare for 
the heightened scrutiny and reporting requirements applicable to public companies.  
The partnership should anticipate additional accounting and modeling to implement 
the TRA.  In addition, the founding partners must agree on an acceptable conversion 
value for all types and classes of partnership interests.  Following the offering, the 
partnership's financial statements will be consolidated with Pubco’s.  Pubco must 
disclose the current TRA liability, as well as its potential maximum liability under the 
agreement.   

The Up-C IPO structure may give rise to additional tax considerations, although 

adverse tax consequences are generally avoidable.  In particular, the publicly traded 

partnership rules must to be navigated with the objective that the partnership is not 

treated as a C corporation with its earnings subject to a second level of tax.  The 

partnership also should consider whether recapitalizing its interests could trigger 

gain to its partners and whether the anti-churning rules could prevent amortization 

of section 197 intangibles held by the partnership.   For additional information, 

please contact Craig Gerson or Jennifer Bennett. 
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Court Watch 
Superior Trading LLC v. Comm'r, 137 T.C. No. 6 (Sept. 1, 2011); Rovakat 

LLC v. Comm'r, T.C. Memo 2011-225 (Sept. 20, 2011); and Southgate 

Master Fund LLC v. U.S., 2011 WL 4504781 (5th Cir. 2011) 

Three court decisions were issued in September involving a U.S. partnership's 

allocation of deductions on built-in loss property to a U.S. partner from property that 

was contributed by a foreign partner.  In each case, the contributing foreign partner 

transferred its partnership interest to the U.S. partner that received the loss 

deductions.   

Under the section 704(c) rules existing at the time of the transactions, built-in loss on 

contributed property was allocated to the U.S. partner as the acquirer of the 

contributor's interest.  The U.S. partner had contributed either cash or other high-

basis property to the partnership and used the associated tax basis to absorb loss 

allocations with respect to the property.  The transactions in each case were 

undertaken prior to the American Jobs Creation Act of 2004, which amended 

sections 704, 743, and 734 to prevent shifting of losses between partners as 

envisioned by the partners in these three cases.  

In all three cases, the losses were disallowed to the U.S. partners.  Each decision 

considered whether the transaction at issue passed muster under the economic 

substance doctrine.  While the economic substance doctrine had not been codified 

under section 7701(o) when the transactions occurred, the cases are noteworthy 

because section 7701(o) is applied based on the common-law application of the 

doctrine.     

In Superior Trading, the Tax Court cited the U.S. partner's cash contribution and 

evidence of a global marketplace for the distressed property used in the transaction to 

support its decision that the transaction could have economic substance.  In the 

second case, Rovakat, the Tax Court applied the two-factor economic substance test, 

requiring that the taxpayer establish the economic substance of the transaction under 

both the objective test and subjective test established in ACM Partnership v. Comm'r, 

157 F.3d 231 (3d Cir. 1998).  In Rovakat, the court held that the foreign currency 

contribution to the partnership lacked independent economic effect, other than to 

produce a tax loss, and that the contribution did not serve a legitimate profit motive.  

As a result, the court held that neither the objective nor subjective factors of the 

economic substance test were satisfied.  Finally, in Southgate Master Fund, the Fifth 

Circuit held that the acquisition of the foreign distressed asset had economic 

substance because the transaction had a profit motive, while simultaneously finding 

that the partnership lacked a business purpose and did not have a profit-motivated 

reason to operate as a partnership.   

Observations:  While the transactions in each of these cases predate codification of 

economic substance, the cases highlight the difficulty that taxpayers face in 

anticipating how the courts will interpret section 7701(o) as transactions are 

challenged on economic substance grounds.  The recent Tax Court decisions that 

reach opposite conclusions on the issue of economic substance despite considering 

factually similar transactions suggests that much uncertainty remains. 
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For more information on codification of the economic substance doctrine and section 

7701(o), see This Month in M&A, April 2010, "Did you know…?".  For more 

information on the American Jobs Creation Act of 2004, see This Month in M&A, 

November 2004, "Legislative Update."  For additional information, please contact 

Craig Gerson, Annie Jeong, or Kristel Glorvigen. 

Private Letter Rulings 
PLR 201136009 – The IRS ruled that a distribution of cash by Controlled, an 

existing entity, to Distributing prior to a D/355 transaction qualified as a section 301 

distribution instead of consideration received for the assets transferred by 

Distributing to Controlled in the section 361 exchange. 

In the PLR, Parent owned all the stock of Distributing, which in turn owned all the 

stock of Controlled. All three corporations were members of a consolidated group.  

Prior to Distributing’s transfer of assets to Controlled, and as part of the same plan, 

Controlled distributed cash to Distributing.  Following the cash distribution, 

Distributing transferred assets to Controlled and then distributed the Controlled 

stock to Parent in a D/355 transaction.  The taxpayer represented that Distributing 

was not under any regulatory, legal, contractual, or economic compulsion or 

requirement to transfer any assets to Controlled as a condition for receiving the cash 

distribution from Controlled. 

 

Observations:  In previous PLR's, the IRS has been willing to treat a cash 

distribution by Distributing to its shareholders that occurs in close proximity to a 

section 355 distribution as a separate section 301 distribution rather than "boot" 

under section 356, if the distribution is functionally unrelated to the section 355 

distribution.  However, the new PLR appears to be the first ruling that a cash 

distribution from a controlled corporation to a distributing corporation in connection 

with a D/355 transaction may be treated as a section 301 distribution, instead of 

being taxable as retained cash under section 361(b).   

Treatment of the cash distribution as a section 301 distribution has important 

implications.  Generally, if a distributing corporation receives cash from a controlled 

corporation in connection with a D/355 transaction, the cash is treated as taxable 

consideration allocable to the transferred assets unless it is transferred by the 

distributing corporation to its shareholders or creditors in pursuance of the D/355 

transaction.  By contrast, the treatment of the cash as a section 301 distribution 

allows the distributing corporation to retain the cash and avoid recognition of gain, 

assuming the cash is not in excess of the tax basis in the controlled corporations 

stock.  For additional information, please contact Jerry Towne or Dorothy Lo. 

PLR 201138015 –  The IRS ruled that neither section 267(a)(1) nor Treas. Reg. sec. 

1.267(b)-1(b) disallowed the loss claimed by a corporate taxpayer on the sale of assets 

as part of a bankruptcy reorganization that did not qualify as a section 368(a)(1)(G) 

reorganization.   

The taxpayer's stock was both directly and indirectly owned by a number of 

partnerships.  B and C were two individuals who were deemed to own a total of 36.2% 

of the taxpayer's stock through the constructive ownership rules of section 267(c).  As 

a result of the bankruptcy restructuring, B and C and certain pre-petition lenders to 
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the taxpayer owned interests in a partnership that had acquired certain assets from 

the taxpayer.  In the aggregate, the lenders and B and C owned less than 48.7% of the 

taxpayer's stock prior to the reorganization and owned 100% of the partnership after 

the reorganization.  The IRS ruled that section 267 did not apply to the transaction 

because the partnership and the taxpayer were not related persons under section 

267(b)(10) and also because none of the individual partners were related to the 

taxpayer for purposes of Treas. Reg.  sec. 1.267(b)-1(b). 

Under section 267, if there is a sale or exchange of property that results in a loss 

between related parties, the loss generally is disallowed.  With respect to 

partnerships, 267(b)(10) provides that a corporation and partnership are related if 

the same persons own more than 50% of the value of the outstanding stock of the 

corporation and more than 50% of the capital or profits interests in the partnership.  

Similarly, section 707(b)(1)(A) provides loss disallowance rules applicable to a 

partnership and a person who owns more than 50% of the capital or profits interests 

in the partnership. 

Regulations under section 267 promulgated prior to enactment of sections 267(b)(10) 

and 707(b)(1)(A) provided a look-through rule for partnerships.  Under Treas. Reg. 

sec. 1.267(b)-1(b), a transaction between a person and a partnership is treated as 

occurring between the person and each partner.  Thus, rather than looking to the 

partnership under section 267(b)(10), the regulation tests each partner’s relationship 

to the other participant in the transaction.  If any partner is related, then the 

regulation disallows that partner's proportionate share of losses. 

Following enactment of sections 267(b)(10) and 707(b)(1)(A), practitioners generally 

concluded that Congress had invalidated Treas. Reg. sec. 1.267(b)-1(b) by providing 

more specific rules applicable to partnerships.  However, the IRS has not confirmed 

the effect of sections 267(b)(10) and 707(b)(1)(A) on the pre-existing regulation.   

Observations:   Although the discussion of Treas. Reg. sec. 1.267(b)-1(b) in the 

PLR is a helpful indication of current IRS thinking, it does not resolve the uncertainty 

over the continued validity of that regulation.  Since private letter rulings often are 

subject to lower levels of IRS review than revenue rulings or regulations and lack 

input of Treasury officials, it is unclear whether it is the formal position of the IRS 

that Treas. Reg.  sec. 1.267(b)-1(b) remains valid.  Partnerships realizing losses in 

transactions with parties related to partners should be aware that the IRS potentially 

views Treas. Reg. sec. 1.267(b)-1(b) as operative.  For additional information, please 

contact Craig Gerson, Annie Jeong, or Kristel Glorvigen. 

Other Guidance 
Obama Administration's carried interest proposal in the American Jobs 

Act of 2011 

On September 12, President Obama released the legislative text and a brief technical 

explanation of the Administration's carried interest proposal, which would be 

enacted as section 710 of the Code.  Similar to prior carried interest proposals, 

proposed section 710 sets forth special rules for partners providing investment 

management services to or on behalf of certain partnerships.   
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Under the proposal, the character of partnership gains or losses allocated to certain 

service providers would be converted from capital to ordinary.  Any net capital loss 

would be recharacterized as ordinary loss to the extent of previously allocated 

recharacterized gain.  In addition, gains on the disposition of certain partnership 

interests would be recharacterized as ordinary income.   

Unlike the most recent legislative carried interest proposals, the President's proposal 

would recharacterize all such capital gain as ordinary income, rather than just a 

percentage. At the same time, the proposal is narrower than prior proposals, in that a 

partnership must actually hold "specified assets" (i.e., section 475 securities, real 

estate held for rental or investment, interests in partnerships, commodities, cash or 

cash equivalents, or options or derivative contracts on any of the foregoing) to be 

subject to recharacterization under section 710.  Thus the Administration’s proposal 

would not apply to asset management partnerships that do not hold these "specified 

assets."   

In addition, proposed section 710 would apply only to partnerships in which more 

than half of contributed capital was issued in exchange for partnership interests held 

"for the production of income."  The proposal does not contain a loss suspension rule 

under which the loss in excess of prior income inclusions would be suspended.  If 

enacted as currently drafted, the provisions would apply for taxable years ending 

after 2012. 

Observations:  The limitation of section 710 to partnerships holding "specified 

assets" should restrict application of this provision to partnerships that are 

comprised primarily of investment capital. Pure management companies that do not 

hold specified assets should be exempt from the Administration proposal.  The 

absence of a loss suspension provision should further limit concerns expressed by C 

corporations on previous legislative versions of the provision.  For additional 

information, please contact Monte Jackel, Jeffrey Rosenberg, or Audrey Ellis. 

New IRS Priority Guidance Plan – The IRS and Treasury recently released their 

2011-2012 Priority Guidance Plan, listing 317 guidance projects planned for the year 

ending June 2012.  The Plan is not an exclusive list of guidance that may be 

published during the year, and guidance is not expected on every project.  The 

following summarizes selected items from the consolidated return, corporate, and 

partnership sections of the Plan.  

Consolidated returns 

With the exception of one project, the 2011-2012 Plan remains the same as the 2010-

2011 plan. 

Final regulations determining gain under section 1502-13(c).  This project was 

removed from the 2011-2012 Plan.  For additional information on this project, see 

"This Month in M&A," December-January 2010, "IRS 2009-2010 Priority Guidance 

Plan."  See also "This Month in M&A," April 2008, for a detailed discussion of these 

proposed regulations in the "Did You Know…?" section. 

 

 



 

PwC This Month in M&A 8 

 

Corporations and shareholders 

Regulations under section 312 regarding the allocation of earnings and profits 
(“E&P”) between a transferor and transferee corporation when assets are 
transferred in connection with a reorganization.  There is a lack of definitive 
guidance regarding the appropriate method that should be utilized when making E&P 
allocations following a reorganization.  Regulations suggested by this Plan 
presumably will clarify the "proper adjustment and allocation" of E&P.  The debate 
regarding uncertainty in this area is analyzed in (1) Julie Allen & Elizabeth L. Wivagg, 
"E&P - A Game of Brain Teasers," J. Corp. Tax., Vol. 37, No. 2 (March/April 2010), 
and (2) Jasper L. Cummings, Jr., "E&P Allocations and Reorganizations," Tax Notes, 
October 18, 2010, p. 345.  For further discussion, see This Month in M&A, April 
2009, "Did You Know…?" 

Guidance regarding the treatment of non-stock under §382.    Generally, section 382 
triggers limitations on losses following ownership changes.  This project seeks to 
address the potential for abuse under the anti-abuse regulation that treats ownership 
interests not constituting stock as stock.  See Temp. Treas. Reg. § 1.382-2T(f)(18)(iii).  
The IRS is specifically developing guidance regarding cases in which this regulation 
treats non-stock debt trading at a deep discount as stock for purposes of section 382. 

Partnerships  

Each of the six projects identified in the IRS 2010-11 Priority Guidance Plan was 

included in the 2011-12 Plan.  In addition, four new items were added, two of which 

reintroduced projects that were undertaken in prior years but did not result in 

published guidance.  

Final regulations under section 706(d) regarding the determination of a distributive 

share when a partner's interest changes.  This project will finalize proposed 

regulations published in April 2009. 

Regulations under section 706(d) regarding the determination of distributive share 

when a partner's interest changes and allocable cash basis items.  In the preamble 

to proposed regulations issued under section 706(d), the IRS requested comments 

with regard to issues that arise concerning allocable cash basis items or tiered 

partnerships.  It is anticipated that regulations issued under this project will be in 

response to that solicitation. 

Regulations under section 707 relating to disguised sales of property. This project. 

which was included in the annual priority guidance plans through 2008-09, is 

reintroduced as part of the 2011-12 Plan.   

Guidance under section 751(b) regarding unrealized receivables and inventory.  

This project, which was included in the annual priority guidance plans through 2009-

10, is reintroduced as part of the 2011-12 Plan.     

For more information on the projects carried over from the 2010-2011 Plan, see This 

Month in M&A, December 2010/January 2011, "IRS 2010-11 Priority Guidance Plan."   

For additional information, please contact David B. Friedel, Craig Gerson, Dianna 

Miosi, DiAndria Green, or Kristel Glorvigen. 
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PwC M&A Publications 
WNTS authors Julie Allen, Rich McManus, and Elizabeth Wivagg discuss Section 382 

planning when a corporation undergoes a 382 ownership change that does not close 

the tax year in an article published by Tax Notes, September 19, 2011:  Midyear 

Ownership Change Rule: Hiding in Plain Sight. 

WNTS authors John Schmalz and Elizabeth Amoni discuss how the disparity offset 

method applies Section 704(c) to partnership transactions through a single, 

mathematic formula in an article published in the Journal of Taxation: "Applying the 

Disparity Offset Method to Achieve Tax-Follows-Economics Results" (September 

2011). 

WNTS authors David Friedel and Janine De Gregorio discuss the new issues that IRS 

AM 2011-002 introduces relating to the appropriate application of the SRLY 

limitation within the context of the DCL regulations in an article published in the 

Journal of Taxation: "Should the DCL Rules Treat NOLs like SRLY-Limited BILs?" 

(October 2011). 
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