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This month features:  

 Key M&A proposals in President Obama's FY2015 budget and Chairman Camp's tax reform 
discussion draft 

 Conservation partnership's capital cash contribution to an LLC followed by the LLC's 
allocation of state tax credits to the partnership held to be a disguised sale under section 
707(a) (Route 231 LLC v. Commissioner) 

 Public spinoff qualifies as tax-free spin-off and D reorganization; portion of Controlled stock 
retained to satisfy third-party indebtedness (PLR 201409002) 

 Intra-group spin-off and subsequent outbound spin-off of US corporation ruled tax-free even 
though no subsequent representations or rulings on foreign restructuring steps (PLR 
201408010) 

 Liquidations of subsidiaries not treated as part of reorganization; assumption of shareholder 
liabilities treated as separate distribution taxable under section 301 (PLR 201406005) 
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Did you know…? 
The Treasury Department on March 4 released its general explanation (the Green Book) 
of the tax relief and revenue-raising proposals included in the Obama Administration's 
FY2015 budget submission to Congress. On February 26, Dave Camp (R-MI), chairman of 
the House Ways and Means Committee, released a discussion draft of comprehensive tax 
reform titled the Tax Reform Act of 2014 (the Draft). A summary of key proposals in the 
Green Book and the Draft relevant to corporations and shareholders that engage in 
merger and acquisition (M&A) transactions are set forth below. 

Although the Administration's proposals and the Draft differ in their goals and specifics, 
businesses should remain aware as to how particular provisions, if enacted as part of tax 
reform or other tax legislation, could affect their tax planning. Various effective dates are 
proposed for the provisions outlined below. 

Green Book Explanation of FY2015 Budget Proposals 

The Administration's new budget includes significant additions to and clarifications of 
the President's FY2014 proposals, including:  

 The new budget would limit the reduction in earnings and profits (E&P) under 
section 312(a)(3) for distributions of stock with a built-in loss by determining the 
corporation's basis in the distributed loss shares without regard to (1) any 
adjustments as a result of actual or deemed dividend equivalent redemptions by the 
corporation whose stock is distributed and (2) any series of distributions or 
transactions undertaken with a view to create and distribute high-basis stock of any 
corporation. 

 The definition of an inversion transaction under section 7874 would be broadened by 
reducing the historical ownership test from 80% to greater than 50% and by 
eliminating the 60-percent test. Also, section 7874 would apply, regardless of 
shareholder continuity, if the affiliated group, including the foreign corporation, (1) 
has substantial business activities in the United States and (2) the management of the 
foreign corporation is primarily in the United States. 

 The definition of intangible property under section 936(h)(3)(B) would be expanded 
to include workforce-in-place, goodwill, going concern value, and "any other item 
owned or controlled by a taxpayer that is not a tangible or financial asset and that has 
substantial value independent of the services of any individual." 

 Subpart F income would be expanded to add a new category — foreign base company 
digital income — which would include transactions involving digital goods or services 
in cases where a controlled foreign corporation (CFC) uses intangible property 
developed by a related party to produce the income and the CFC does not, through its 
own employees, make a substantial contribution to the development of the property 
or services that give rise to the income. 

 The proposal would clarify that the definition of related corporations, for purposes of 
preventing the use of leveraged distributions to avoid dividend treatment, applies to 
both domestic and foreign corporations. 

 The proposal would conform self-employment contributions act (SECA) taxes for 
professional services businesses, including S corporations, limited partnerships, 
general partnerships, and LLCs taxed as partnerships.  

The Administration's FY2015 budget also contains several business tax proposals that 
had been included in prior-year submissions, including proposals to: 

 Conform the control test under section 368 with the affiliation test under section 
1504. 
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 Require pooling of section 902 tax credits. 

 Reduce the amount of foreign taxes paid by a foreign corporation for transactions 
that reduce, allocate, or eliminate a foreign corporation's E&P. 

 Tax gain from the sale of a partnership interest on a look-through basis. 

 Tax ‘carried interest’ partnership income as ordinary income. 

 Expand the application of section 338(h)(16), which prevents a seller from increasing 
allowable foreign tax credits as a result of a section 338 election, to any covered asset 
acquisition within the meaning of section 901(m). 

Camp Tax Reform Discussion Draft 

Domestic M&A transactions 

Significant provisions of the Draft affecting M&A transactions include: 

 The current 35-percent corporate rate would be reduced to 25%, phased in by 
reducing the rate 2% each year from 2015-2019. 

 The section 172 deduction for net operating loss (NOL) carrybacks and carryforwards 
would be limited to 90% of the corporation's taxable income for the year, computed 
without regard to the NOL deduction. 

 Certain NOL carryback provisions — including specified liability losses, bad debt 
losses of commercial banks, and the rules on excess interest losses attributable to 
corporate equity reduction transactions — would be repealed.  

 Under section 355, real estate investment trusts (REITs) would be restricted from 
engaging in tax-free spin-offs by (1) making a REIT ineligible to participate in a 
spin-off and (2) prohibiting a distributing or controlled corporation, with respect to 
any distribution under section 355, from electing REIT status for a period of 10 years. 

 Section 197 intangibles would be amortized ratably over a 20-year period beginning 
from the month of acquisition. 

 The section 279 corporate interest deduction limitation, for interest in excess of $5 
million on corporate acquisition indebtedness, would be repealed.  

International M&A transactions 

Currently, the United States taxes domestic corporations on their worldwide income. 
However, US corporations that form foreign subsidiaries to conduct business abroad are 
not taxed on those earnings (subject to a variety of anti-deferral regimes) until the 
earnings are distributed to the US corporation. The Draft generally proposes a shift from 
this current worldwide system of taxation to a territorial system that taxes only domestic 
income. 

Significant provisions of the Draft implementing the shift to a territorial regime include:  

 A 95% dividends received deduction (DRD) for the portion of foreign-source 
dividends received from a foreign corporation by any domestic corporation owning 
directly, or indirectly through a chain of ownership, 10% or more of the voting stock 
of the foreign corporation. 

 A ‘transition’ tax for converting to the territorial regime, under which US 
shareholders owning 10% or more of a foreign corporation would be taxed on any 
pre-effective date undistributed E&P of the foreign corporation that was not 
previously subject to tax in the United States. The portion of E&P attributable to cash 
and cash equivalents would be taxed at 8.75% and the remainder at 3.5%. 

 Repeal of the deemed paid tax credit under section 902. 
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 Creation of a new category of subpart F income, foreign base company intangible 
income (FBCII). 

 Subpart F income would only include low-taxed foreign income, so that FPHCI, 
FBCII, and FBCSI would result in a subpart F inclusion only if the foreign tax rate is 
25%, 15%, and 12.5%, respectively. FBCSI would not be included in income earned by 
a CFC if the CFC is eligible as a qualified resident for all the benefits provided under a 
comprehensive income tax treaty with the United States. 

 The CFC look-through rule under section 954(c)(6) would be made permanent. 

 Five-year extension of the active financing exceptions under sections 954(h) and (i) 
for foreign income taxed at a rate equal to or greater than 12.5%. 

Partnership proposals 

Significant new partnership provisions introduced in the Draft include: 

 The Draft's carried interest proposal adopts a new approach for determining the 
amount of capital gain to recharacterize as ordinary income with respect to a 
partnership interest provided to a partner in connection with performance of services 
by the partner. The proposal only would apply to service providers of a partnership 
that are engaged in a trade or business of (1) raising or returning capital, (2) 
identifying, investing in, or disposing of other trades or businesses, and (3) 
developing such trades or businesses. 

In general, the proposal would recharacterize a service partner's applicable share of 
the partnership's invested capital (generally determined based on the partner's 
maximum share of profits) as generating ordinary income equal to the product of that 
share and a specified rate of return (the Federal long-term rate plus 10 percentage 
points). This formula is intended to be a proxy for the amount of compensation 
earned by the service partner for managing the capital of the partnership — i.e., the 
amount of income that is potentially subject to recharacterization. The amount would 
be determined (but not realized) on an annual basis and tracked over time. 

By capping the amount of income that may be recharacterized, the Draft would limit 
the recharacterization of income to the ‘deemed compensation’ earned for managing 
the capital of the partnership. Thus, to the extent the service partner has gains in 
excess of such amount, the excess would continue to be taxed as capital gains. 

This new approach introduced in the Draft is significantly different from the 
approach proposed in the Administration's FY2014 and FY2015 budgets.  

 Similar to the FY2015 budget, the Draft would conform the treatment of earnings 
passed through to materially participating general partners, limited partners, LLC 
members, and S corporation shareholders for purposes of imposition of SECA taxes. 
In general, the Draft would require partners and S corporation shareholders that 
materially participate in the activities of their ‘flow-through’ entity to treat 70% of 
their share of non-separately stated income and compensation as net earnings from 
self-employment. Non-materially participating partners or S corporation 
shareholders would not be subject to SECA on their share of earnings. The definition 
of material participation would be the same as that for the passive activity rules found 
in Section 469(h). The Draft proposal differs from the FY2015 budget proposal in that 
imposition of SECA tax would not be limited to professional service business. Also, 
the FY2015 budget would not limit the amount of income subject to SECA tax to 70%. 

 The publicly traded partnership (PTP) exception, which exempts a PTP from 
corporate tax treatment, would be restricted to mining and natural resource 
partnerships. All other PTPs generally would be treated as C corporations. The Draft 
currently does not provide any transition relief for existing PTPs that qualify for 
corporate tax exemption under the existing statute. If the proposal were enacted in its 
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current form, the new rule would apply to all PTPs for taxable years beginning after 
December 31, 2016. 

The Draft incorporates several partnership proposals that previously were included in 
Chairman Camp's March 2013 small business tax reform proposals, including: 

 Repeal rules relating to section 707(c) guaranteed payments. 

 Require mandatory section 734(b) and 743(b) basis adjustments. 

 Repeal the seven-year waiting period of ‘mixing bowl’ transactions. 

 Eliminate the ‘substantially appreciated’ requirement of section 751(b) by treating all 
partnership distributions of inventory as hot assets. 

Observations 

The President's FY2015 budget includes a number of new tax proposals not previously 
presented in prior budgets, in addition to modification and clarification of certain prior 
proposals. While Congressional action on the Administration's proposals is uncertain, 
some revenue-raising proposals could be considered as potential offsets for the costs of 
future tax legislation. 

Specific proposals in Chairman Camp's tax reform Draft, if enacted, could affect 
fundamental aspects of M&A transactions. While the next steps and timing of 
comprehensive tax reform are not known, the Draft is seen by many as a starting 
discussion point for potential tax reform legislation. As a result, businesses should 
consider the potential impact of reform proposals in the Draft in their transaction 
planning. 

For additional information, please contact Timothy Lohnes, Jerry Towne, Kelvin Hsu, 
or Brian Loss. 

Court watch 

Route 231 LLC v. Commissioner, T.C. Memo 2014-30 (February 24, 2014) 

In a Memorandum decision, the Tax Court has held that an allocation of Virginia income 
tax credits by a partnership to one of its partners was a disguised sale of the credits under 
section 707(a)(2)(B). Route 231 LLC (Route 231), a partnership, donated conservation 
easements to various conservation agencies, entitling it to Virginia Land Preservation Tax 
Credits (the Virginia Tax Credits).  An unrelated party, Virginia Conservation, was 
interested in acquiring the Virginia Tax Credits. To do so, it contributed a nominal sum to 
Route 231 in exchange for a one-percent partnership interest and agreed to make 
additional capital contributions equal to $0.53 for each dollar of Virginia Tax Credits 
allocated to it.  

The IRS determined that the contribution and allocation were a disguised sale of the 
credits by Route 231. The Tax Court agreed. Following Virginia Historic Tax Credit Fund 
2001, LP v. Commissioner, 639 F3d 129 (4th Cir. 2011), the Tax Court concluded that the 
transaction was a disguised sale, because Virginia Conservation would not have made any 
additional capital contribution but for the transfer of the Virginia Tax Credits, and the 
transfer of the Virginia Tax Credits was not dependent on the entrepreneurial risks of the 
Route 231 LLC's operations. 

Observation 

Route 231 illustrates the IRS's continued scrutiny of transactions it views as attempts to 
utilize the partnership rules to treat taxable sales as partnership distributions. In general, 
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the IRS has challenged these types of transactions under either sham partnership/bona 
fide partner principles or under the disguised sale rules.  

When the Fourth Circuit decided Virginia Historic Tax Credit Fund 2001, LP, 
commentators questioned the treatment of the credits as property and suggested that it 
would have been more appropriate for the court to apply sham partnership/bona fide 
partner principles to the transaction. In Route 231, however, the state statute provided 
that the Virginia Tax Credits were transferrable, which supported the IRS's contention 
that they were property. In addition, it would appear that Virginia Conservation was in a 
better position to argue that it was a bona fide partner, because it continued to share in 
the profits and losses of Route 231's operations even after receiving the Virginia Tax 
Credits. As a result, the IRS may have decided the disguised sale approach would be 
better suited to its analysis. 

For additional information, please contact Karen Lohnes, Michael Hauswirth, or Kelvin 
Hsu. 

Private letter rulings 

PLR 201409002 

As part of a divisive reorganization, Distributing contributed certain assets and liabilities 
(Business B) to Controlled in exchange for Controlled stock and boot (i.e., cash). 
Distributing represented that it would segregate the cash into a separate account and use 
it to repurchase shares of its common stock, pay dividends, and repay third-party debt 
owed to members of Distributing's consolidated group (Related Creditors).  

Distributing retained a portion of Controlled stock following the distribution (the 
Retention) to repay debt held by Related Creditors. The taxpayer represented that the 
Related Creditors would dispose of the Controlled stock within a specified period of time 
and that the business purpose for the Retention was to reduce Distributing's 
indebtedness or improve its capital structure or stock valuation. The IRS ruled that the 
spin-off was tax-free under sections 368(a)(1)(D) and 355 and that the Retention would 
not disqualify the spin-off. 

Observations 

Under section 361(b), a distributing corporation must distribute any boot received in a 
divisive reorganization to its shareholders or creditors. In this PLR, the taxpayer used the 
boot to repay Distributing's related-party debt. The taxpayer represented that 
Distributing would deposit the cash received from Controlled in a segregated account 
until it is used for purposes enumerated in the PLR. Query whether it is necessary for the 
taxpayer to track the flow of funds and document the appropriate use of the cash 
proceeds received by Controlled and distributed in the transaction to show that the 
Controlled cash was ‘purged.’   

This PLR involves a monetization strategy utilizing a tax-free stock for debt exchange 
under section 361(c)(3). Distributing recognized no gain or loss on the repayment of the 
debt owed to the Related Creditors with the Controlled Shares. Presumably, the Related 
Creditors received a cost basis in the Controlled Shares and then could sell the Controlled  
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Shares without additional gain. Further, it appears that any appreciation or depreciation 
in the value of retained Controlled Shares prior to the disposition of the retained shares 
would inure to the Related Creditors. 

For additional information, please contact Timothy Lohnes, Colin Zelmer, or Sarah 
Remski.   

PLR 201408010 

In the context of a larger foreign restructuring, the IRS ruled that an intragroup spin-off 
of a US corporation (Controlled) and a subsequent outbound spin-off Controlled were 
tax-free under sections 368(a)(1)(D) and 355. Subsequently, Controlled stock was 
transferred multiple times between foreign members and ultimately spun off to the 
public. Representations were not provided and rulings were not given regarding the 
subsequent foreign restructuring steps. 

Observations 

In general, a sale or exchange of Distributing or Controlled stock following a spin-off is 
evidence of device for the distribution of E&P, and a prearranged sale or exchange is 
substantial evidence of device. However, post-distribution exchanges of Distributing or 
Controlled stock in a tax-free reorganization do not raise device concerns.  

While the IRS no longer issues rulings on the device issue, no representations were given 
regarding the characterization of subsequent transactions involving Controlled. In the 
PLR this may indicate that the subsequent dispositions of Controlled stock by the foreign 
group did not raise sufficient device concerns to preclude the IRS from issuing this PLR, 
regardless of whether the disposition of Controlled stock was taxable.  

For additional information, please contact Timothy Lohnes, Colin Zelmer, or Sarah 
Remski. 

PLR 201406005 

In this PLR, the IRS declined to treat the liquidation of certain subsidiaries as 
reorganizations and characterized the assumption of certain shareholder liabilities by an 
acquiring corporation as a separate distribution taxable under section 301 and not section 
356. The relevant organizational structure prior to the restructuring is illustrated below: 

 
 

As part of the restructuring, Sub 2 transferred certain assets and liabilities to Sub 3. The 
amount of the debt assumed by Sub 3 was greater than the fair market value of the assets 
contributed to Sub 3.  Subsequently, check-the-box elections were made to treat Sub 3 as 
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a corporation (the Sub 3 Election) and Sub 7 and Sub 8 as a disregarded entities (the 
Liquidations). Finally, Sub 5 merged with and into Sub 9 with Sub 9 surviving (the Sub 5 
Merger).   

The IRS ruled that: 

 The Sub 3 Election, when viewed in conjunction with the Sub 5 Merger, constituted a 
tax-free reorganization but did not characterize the type of reorganization. 

 The deemed contribution of assets and liabilities to Sub 3 was treated as a part 
taxable sale and part section 301 distribution to the extent the liabilities assumed 
exceeded the value of the contributed asset (the Excess Liabilities). 

 The Liquidations qualified as section 332 liquidations.  

Observations 

The IRS declined to characterize the Liquidations as reorganizations into Sub 3, the 
ultimate recipient of the Sub 7 and Sub 8 assets for US federal income tax purposes. In 
the past, the IRS has struggled with how to characterize the liquidation of a subsidiary 
undertaken in conjunction with the reorganization of its parent. See, e.g., PLR 8352016 
(liquidation of subsidiary was characterized as a ‘C’ reorganization, PLR 200706007 (D 
reorganization); PLR 201212001 (IRS declined to characterize the liquidation of the 
subsidiary, but ruled that the transaction was tax-free).  

Authorities such as Resorts International, Inc. v. Commissioner, 60 T.C. 778 (1973), 
George, 26 T.C. 396 (1956), and Rev. Rul. 68-526 have treated liquidations of a 
subsidiary following a reorganization of its parent corporation as a lower-tier 
reorganization. In analyzing the PLR facts the IRS may have viewed this line of 
authorities as distinguishable on the basis that the Liquidations happened prior to the 
reorganization of Sub 5. 

‘Boot’ received by a shareholder as part of reorganization generally is taxable under 
section 356. However, in this PLR, the IRS treated the Excess Liabilities as a separate 301 
distribution from Sub 3 to Sub 2, citing Reg. sec. 1.301-1(l). This regulation generally 
provides that a distribution is within the terms of section 301 although it takes place at 
the same time as another transaction if the distribution is in substance a separate 
transaction, regardless of whether it is connected in a formal sense. There is little 
guidance on when boot should be taxable under Reg. sec. 1.301-1(l) versus section 356. 

If a taxpayer transfers multiple pieces of property in an exchange (e.g., a section 351 
exchange) for multiple types of consideration, the different types of consideration 
received generally are allocated among all the transferred property based on the relative 
fair market value of the properties transferred to determine the tax consequences (see 
Rev. Rul. 68-55).  In the PLR, as a result of the Sub 3 Election, Sub 2 was deemed to 
transfer the assets and liabilities held by Sub 3 (including the Sub 5 stock); and as part of 
the same transaction, Sub 2 received consideration in the amount of the Excess Liabilities 
implicating Rev. Rul. 68-55. However, it appears that the IRS did not allocate a portion of 
the Excess Liabilities to the shares of Sub 5 because, applying general step transaction 
principles, the deemed transfer of the Sub 5 stock by Sub 2 to Sub 3 was disregarded and 
treated as a direct transfer of Sub 5's assets and liabilities in a reorganization. Thus, 
because none of the Excess Liabilities were allocable to the Sub 5 shares, the IRS 
concluded the Excess Liabilities were taxable under section 301. 

For additional information, please contact Timothy Lohnes, Jerry Towne, or Colin 
Zelmer. 



 
 

 

 

PwC M&A publications 
In an article titled Duquesne and Ilfeld: A Risen Phoenix or an Entirely Different 
Animal? published in Corporate Taxation (March/April 2014), Washington National Tax 
Services author Wade Sutton discusses the proper interpretation of the decision in 
Duquesne Light Holdings, Inc. & Subsidiaries v. Comm'r, T.C. Memo. 2013-216, with 
respect to the disallowance of double deductions. 
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This document is for general information purposes only, and should not be used as a substitute for consultation with 
professional advisors. 
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