
 
 

 www.PwC.com 

M&A Tax Recent 
Guidance 
 

 

 

 

 

 

This Month in M&A / Issue 10  / October 2013 
Did you know…? p2 / Court watch p3 / Treasury regulations p5 / Private letter 
rulings p7 / PwC M&A Publications p7 

 

This month features:  

 Much anticipated section 355 ruling permits taxpayer to spin off real estate assets into a REIT 
(PLR 201337007) 

 Tax Court denies consolidated return loss based on 1934 Supreme Court decision (Duquesne 
Light Holdings) 

 Taxpayer successfully uses the IRS’s arguments against it in recent Tax Court STARS decision 
(Bank of New York) 

 Proposed regulations under sections 334(b)(1)(B) and 362(e)(1) address importation of losses 
in nonrecognition transactions 
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Did you know…? 

The IRS recently addressed a section 355 issue that had attracted considerable 
commentary and anticipation, ruling that the taxpayer could spin off, tax-free, its real 
estate assets into a publicly traded real estate investment trust (REIT), which will 
lease the property back to the taxpayer (PLR 201337007).  The PLR does not specify, 
however, whether the real estate-related activities of the REIT are sufficient to satisfy 
the active trade or business requirement under section 355(b).   

As a result of these transactions, the distributing corporation will deduct lease 
payments made to the REIT, thereby reducing its taxable income.  At the same time, 
the lease payments generally will be subject to only one level of tax in the hands of the 
REIT shareholders, thus resulting in an overall corporate tax reduction. 

Facts of the PLR 

Parent, a widely held publicly traded corporation, is the parent of a group of 
corporations actively engaged in Business A.  In a series of transactions, Parent and 
its subsidiaries will form Subsidiary and contribute Type 1 Assets (which appear to be 
real property) and all the stock of Sub 10, a corporation actively engaged in the 
conduct of Business C.  Thereafter, Parent will distribute the stock of Subsidiary pro 
rata to its shareholders in a spin-off under section 355 (the Spin-Off).   

After the Spin-Off, Subsidiary will continue to actively engage in the conduct of 
Business C through its ownership of Sub 10.  Also, following the Spin-Off, Parent will 
enter into a leasing agreement (the Lease Agreement) pursuant to which Parent will 
lease back the Type 1 Assets that had been contributed to Subsidiary.  Parent and its 
subsidiaries will continue to actively engage in the conduct of Business A.   

Under section 857(a)(2), a REIT cannot have earnings and profits accumulated in any 
non-REIT year.  As part of the series of transactions, Subsidiary will make a dividend 
distribution to eliminate all its prior earnings and profits.  Subsequently, Subsidiary 
will elect to be treated as a REIT, and Subsidiary and Sub 10 will jointly elect to treat 
Sub 10 as a taxable REIT subsidiary.    

Background - Active trade or business under section 355 

Section 355 provides that no gain or loss is recognized when a corporation 
(Distributing) distributes stock of a corporation it controls (Controlled) to its 
shareholders if certain requirements are met.  Section 355(b) requires that each of 
Distributing and Controlled be engaged, immediately after the distribution, in the 
active conduct of a trade or business (the ATOB Requirement).  In determining 
whether a corporation meets this requirement, all members of the corporation’s 
separate affiliated group (SAG), as determined under section 1504(a), are treated as 
one corporation.   

Generally, under Treas. Reg. sec. 1.355-3(b)(2), Distributing and Controlled are 
considered engaged in the active conduct of a trade or business only if each performs 
substantial management and operational functions (disregarding the activities of 
independent contractors) with respect to a particular trade or business.  Under Reg. 
sec. 1.355-3(b)(4)(iv)(B), this standard is modified: the ownership and operation 
(including leasing) of real property are not considered as satisfying the ATOB 
Requirement unless the owner performs significant services with respect to the 
operation and management of the property. 

In Rev. Rul. 2001-29, the IRS ruled that a REIT can be engaged in the active conduct 
of a trade or business under section 355(b) “solely by virtue of functions with respect 
to rental activity that produces income qualifying as rents from real property within 
the meaning of section 856(d).”  The IRS stated that as a result of amendments to 
section 856 in 1986, a REIT may perform activities that can constitute substantial 
management and operational functions with respect to rental activity producing 
income qualifying as rents from real property.   
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Both IRS personnel and commentators have indicated that a spun-off REIT that 
solely leases its real property back to the distributing company will not satisfy the 
ATOB Requirement unless the spun-off REIT owns other assets that satisfy the ATOB 
Requirement. 

IRS Ruling 

On the facts of the PLR, the IRS ruled that the Spin-Off qualified as a tax-free 
transaction under sections 355 and 368(a)(1)(D). 

Observations 

It remains unclear whether a controlled corporation could satisfy the ATOB 
Requirement solely by leasing real property back to the distributing corporation.  In 
the new PLR, Parent appears to have relied on the active conduct of Business C by 
Subsidiary (through its ownership of Sub 10, a member of Subsidiary’s SAG) to satisfy 
the ATOB Requirement in section 355(b).  Thus, it appears that Subsidiary’s 
ownership of Sub 10 rendered the ATOB question with respect to Subsidiary’s real 
estate assets moot. 

Although the Business C income will continue to be subject to corporate taxation by 
virtue of Sub 10’s status as a taxable REIT subsidiary, future lease income earned 
from Subsidiary’s real estate generally will be subject to tax only at the shareholder 
level.  At the same time, Parent will deduct lease payments made to Subsidiary.  Thus, 
the transaction results in an overall reduction of corporate tax.  It is important to note 
that, although the potential for the avoidance of federal income tax must be 
considered in evaluating the extent to which a purportedly tax-free distribution of 
stock under section 355 is motivated by a corporate business purpose, the IRS will not 
rule on whether the business purpose requirement is satisfied.   

For additional information, please contact Derek Cain, Henry Miyares, or Tim 
Lohnes.  

Court watch 

Duquesne Light Holdings, Inc. & Subsidiaries v. Commissioner, TC Memo 
2013-216  

In this recent case, the Tax Court applied a Supreme Court decision dating from the 
1930’s to deny a taxpayer’s losses under the consolidated return rules.  The Tax Court 
found that the taxpayer had deducted a single economic loss twice—once with respect 
to the stock of a consolidated subsidiary and a second time with respect to the 
subsidiary’s assets.  Based on the Supreme Court’s decision in Charles Ilfeld Co. v. 
Hernandez, 292 U.S. 62 (1934), the Tax Court disallowed the taxpayer’s losses with 
respect to the subsidiary’s assets. 

Duquesne Light Holdings, Inc. was the common parent of a consolidated group.  
From 1997 to 2001, Duquesne made significant capital contributions to AquaSource, 
Inc., also a member of the group, which was in the business of water and wastewater 
management.  In 2001, after years of poor results by AquaSource, Duquesne decided 
to divest of the investment.   

On December 31, 2001, Duquesne exchanged a portion of its AquaSource stock, 
resulting in a capital loss of approximately $20o million.  During 2002 and 2003, 
AquaSource sold all its assets to unrelated third parties, resulting in consolidated 
losses of $60 million and $177 million, respectively. 

Citing the Ilfeld decision, the IRS argued that a portion of the losses claimed by 
Duquesne should be disallowed as duplicative of the same economic loss.  In Ilfeld, 
the Supreme Court ruled that a taxpayer could not claim a loss with respect to the 
stock of a consolidated subsidiary where the stock loss effectively duplicated the 
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subsidiary’s operating losses that already had been deducted by the parent 
corporation.  In light of the absence of specific Congressional authorization for the 
result claimed by the taxpayer, the Supreme Court disallowed the double deduction 
for the single economic loss.  

The taxpayer in Duquesne argued that the Ilfeld rule should not apply in its case, 
noting that the consolidated loss disallowance rule of Reg. sec. 1.1502-20 had been 
invalidated by the Federal Circuit in Rite Aid Corp v. United States, 255 F.3d 1357 
(Fed. Cir. 2001).  Although the IRS had issued Reg. sec. 1.1502-20 to prevent a parent 
corporation from claiming a duplicated loss on the sale of subsidiary stock, the court 
in Rite Aid determined that the regulations were an invalid exercise of regulatory 
authority.  In March 2002, the IRS issued a Notice in response to the Federal Circuit 
decision, indicating that new regulations would be promulgated to prevent the 
duplication of losses within a consolidated group.  The Notice did not mention Ilfeld 
as a potential basis for disallowing duplicated losses. 

The Tax Court sided with the IRS in this case, relying in large part on the fact that the 
Tax Court had applied Ilfeld in a nearly identical case a month earlier (Thrifty Oil Co. 
& Subs. v. Comm’r, 139 T.C. 198 (Aug. 30, 2012)).  Accordingly, Duquesne’s losses 
with respect to the AquaSource assets were disallowed. 

The Tax Court’s application of the Ilfeld doctrine raises a broader question of how 
Ilfeld may be applied in future cases.  Since Duquesne’s initial sale of AquaSource 
stock, the IRS has issued the unified loss rules under Reg. sec. 1.1502-36, which are 
intended to prevent the duplication of certain losses in consolidated returns.  Based 
on the reasoning in Duquesne, a taxpayer that successfully navigates those rules 
nevertheless may have a loss disallowed by a Court applying the Ilfeld decision.   

For additional information, please contact David Friedel or Pat Pellervo. 

Bank of New York v. Commissioner, TC Memo 2013-225 

In a recent round of STARS litigation (Bank of New York Mellon v. Commissioner, 
TC Memo 2013-225 (“BNY II”)), the taxpayer successfully turned the IRS’s arguments 
against it in order to reclaim some lost tax benefits from the disallowance of foreign 
tax credits. For prior coverage of the STARS transaction in Bank of New York Mellon 
v. Commissioner, 140 T.C. No. 2 (February 11, 2013) (“BNY I”), see the March 2013 
edition of “M&A Tax Recent Guidance.”   

The transaction involved a complex structured financing arrangement pursuant to 
which Bank of New York effectively borrowed money from Barclays using a UK trust.  
The UK trust paid foreign taxes, for which both Bank of New York and Barclays 
claimed tax benefits due to the inconsistent treatment of the transaction for US and 
UK tax purposes, respectively.   

In light of Barclay’s ability to claim tax benefits with respect to such taxes, Bank of 
New York could borrow at a below market rate (effectively zero).  This lowered 
interest rate resulted from Barclays paying Bank of New York an amount equal to 
approximately half of the expected tax benefits from the transaction (i.e., the spread).   

In BNY I, the Tax Court bifurcated the taxpayer’s transaction into the structured trust 
arrangement (i.e., the STARS structure) and a loan.  Under this bifurcated approach, 
the Tax Court viewed the spread as a payment with respect to expected tax benefits.  
It therefore held that the STARS transaction lacked economic substance and 
disallowed all the tax benefits associated with the transaction:  foreign tax credits, 
deductions for foreign tax expense, and interest expense deductions.  

After the BNY I decision, the taxpayer filed a Rule 161 motion asking the Tax Court to 
hear new arguments with respect to the STARS transaction as bifurcated by the court 
in BNY I.  The Tax Court determined that the taxpayer could deduct interest expense 
with respect to the loan because the loan served a purpose beyond the creation of tax 
benefits and was not a necessary component of the STARS structure.  The Tax Court 
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also ruled that the taxpayer could deduct interest at the rate the taxpayer would have 
paid without taking into account the spread.  Moreover, the taxpayer successfully 
argued that the spread should not be included in income because, as an integral part 
of the STARS structure, it lacked economic substance. 

Although the taxpayer was denied foreign tax credits with respect to its STARS 
transaction in BNY I, the taxpayer used a creative argument to recoup some of those 
losses in BNY II.  Because of the Tax Court’s bifurcation of the transaction, the 
taxpayer could claim interest deductions for amounts that it never economically paid.  
The court viewed the loan as giving rise to an interest expense equal to the amount 
the taxpayer would have paid without receiving the spread.  In addition, the taxpayer 
could exclude the spread from taxable income.  Thus, even though the taxpayer paid 
zero interest on a net basis, it received interest expense deductions without offsetting 
income. 

For additional information, please contact Chip Harter or Mark Boyer.  

Treasury regulations 

Proposed anti-loss importation regulations under sections 334(b)(1)(B) and 
362(e)(1) 

The IRS recently issued proposed regulations implementing the anti-loss importation 
provisions in sections 334(b)(1)(B) and 362(e)(1).  Those rules generally prohibit 
importation of net built-in loss in certain nonrecognition transfers.  Section 362(e)(1) 
applies to section 351 transfers and reorganizations described under section 368; 
section 334(b)(1)(B) applies to liquidations subject to section 332.    

An importation occurs when the transferred property is not subject to tax in the 
hands of the transferor but is subject to tax in the hands of the transferee.  A net built-
in loss exists where the aggregate tax basis of the transferred property exceeds the 
property’s fair market value immediately after the transfer.  In that case, the anti-loss 
importation rules effectively mark the transferred property to market, resulting in a 
fair market value basis for all transferred property in the hands of the transferee and, 
thereby, eliminating any built-loss in the transferred property. 

Example:  Assume a foreign person that is not subject to US tax transfers property 
with a fair market value of $70 and a tax basis of $100 to its wholly owned US 
corporation in a section 351 transfer.  Since the property would not have been subject 
to US tax in the hands of the foreign transferor, but would be subject to tax in the 
hands of the hands of the US transferee, the transaction results in an importation.  In 
addition, the transferred property has a net built-in loss since its basis exceeds its fair 
market value by $30.  Accordingly, section 362(e)(1) causes the US corporation to 
take a fair market value basis ($70) in the contributed property, thus eliminating the 
built-in loss. 

The regulations are proposed to apply generally to all transactions occurring on or 
after the date they are published as final.  Under the proposed rules, taxpayers could 
apply such regulations to transactions occurring after October 22, 2004.   

Key rules in proposed regulations 

For the most part, the proposed regulations are a straightforward application of the 
statutory provisions.  A few notable aspects of the proposed rules are highlighted 
below, however. 

Measuring loss 

The proposed regulations would clarify the measurement of net-built in loss.  For 
example, section 362(e)(1) and the proposed regulations measure net built-in loss 
with respect to all importation property received by the transferee from all transferors 
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as part of a plan.  By contrast, the recently finalized loss duplication regulations under 
section 362(e)(2) measure built-in loss on a transferor-by-transferor basis.  For prior 
coverage of these regulations, see the September 2013 edition of “M&A Tax Recent 
Guidance.”   

In addition, there is no de minimis built-in loss threshold in the proposed regulations.  
Thus, the rules would apply to the importation of a net built-in loss of $1, putting a 
premium on accurately valuing transferred assets.  Furthermore, a partnership 
interest would be treated as having a fair market value equal to the sum of (a) the cash 
that would be received in exchange for the interest in an arm’s-length transaction and 
(b) the share of liabilities allocated to the partner.  Since partners receive basis credit 
for their allocable share of partnership liabilities, this rule avoids treating partnership 
interests as built-in loss property where economically no loss has accrued. 

Identifying entities subject to tax 

The determination of whether an entity is subject to tax is based upon whether the 
entity would be subject to US tax upon a hypothetical sale of the transferred assets.  
Thus, the proposed regulations take the position that a controlled foreign corporation 
(CFC) is not subject to tax, even though its shareholders may be subject to tax under 
the Subpart F regime.  In contrast, where the transferor is a pure pass-through entity 
(e.g., a partnership), the determination of whether an importation has occurred 
would be determined by looking through the pass-through entity to its owners.        

Applying anti-abuse rule 

The proposed regulations contain an anti-abuse rule that would apply to an entity 
that is a domestic trust, estate, regulated investment company, real estate investment 
trust, or cooperative (an anti-abuse entity) that directly or indirectly transfers 
property in a section 362 transaction where the property was transferred to or 
acquired by the anti-abuse entity as part of a plan to avoid the application of section 
362(e)(1).  Although property transferred in a section 362 transaction by an anti-
abuse entity ordinarily would not be treated as importation property, in situations 
where the anti-abuse rule applies, the determination of whether property is 
importation property would be made by looking through to the anti-abuse entity’s 
beneficiaries or interest holders.  The anti-abuse rule includes provisions that are 
designed (1) to ensure the intent of the anti-abuse rule cannot be avoided through the 
use of tiered anti-abuse entities and (2) to maximize the likelihood that property will 
be considered to be importation property. 

Triangular reorganizations 

The proposed regulations also would apply to triangular reorganizations in a way that 
can create a so-called inside/outside basis disparity between an entity’s asset and 
stock bases.  In triangular reorganizations, the acquiring corporation (S) uses the 
stock of its parent corporation (P) to acquire the stock or assets of a target 
corporation (T).  For purposes of determining the effect of the reorganization on P’s 
basis in its S stock, Reg. sec. 1.358-6 deems a transfer of T’s assets or stock to P, 
followed by a contribution of such property to S.   

An example in the proposed regulations confirms that the anti-loss importation rules 
can apply to these fictional steps.  Thus, for example, assume that S (the acquiring 
corporation) and T (the acquired corporation) are foreign.  P (S’s sole shareholder) is 
a US corporation.  If T merges into S in exchange for P stock, that transaction on its 
face is not a loss importation transaction.  However, the deemed transactions created 
by Reg. sec. 1.358-6 do result in an importation transaction.  Specifically, T’s deemed 
transfer of its assets to P results in an importation that would be subject to section 
362(e)(1), thereby eliminating any net built-in loss.  As a result, the deemed 
contribution of T’s assets to S would increase the S stock basis only by the fair market 
value of the T assets.  Hence the inside/outside basis disparity: S acquires T’s assets 
with a built-loss loss, whereas such loss is eliminated in P’s S stock. 
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Requested comments 

Comments on the proposed regulations are due by December 9, 2013.  The IRS 
specifically requests comments with respect to the interaction of the anti-loss 
importation rules and the so-called ‘all E&P amount’ inclusion under the section 
367(b) regulations.   

For example, suppose that a CFC with $100 of E&P liquidates into its US shareholder 
in a section 332 liquidation.  The CFC’s assets have a basis of $100 and a fair market 
value of $70.  In the absence of coordinating rules, the US shareholder could 
recognize a $100 ‘all E&P inclusion’ under Reg. sec. 1.367(b)-3; receive property 
worth only $70; and never take advantage of the $30 built in loss in the CFC’s assets 
due to the application of section 334(b)(1)(B).  It is anticipated that the final 
regulations will ameliorate this result. 

For additional information, please contact Tim Lohnes or David Friedel. 

Private letter rulings 

PLR 201337007  

See the “Did you know...?” 

PwC M&A publications 

In the article titled “Tax-Free Failed Reorganizations”, published in Tax Notes on 
October 15, 2013, authors Benjamin Willis, Gabe Gartner, Henry Miyares, and Ciara 
Foley explore transactions that fail to qualify as tax-free asset-based reorganizations 
under section 368(a)(1) but still may qualify under other non-recognition provisions. 

In the article titled “Section 355 and the Final Regulations under Section 336(e): 
When to make a protective election in case of an error”, published in the Journal of 
Corporate Taxation (September/ October 2013), WNTS authors Jerry Towne, Art 
Sewall, and Lisa Brown discuss how a protective election under the section 336(e) 
regulations can mitigate the negative tax consequences that may result if a 
distribution of stock fails to qualify as a tax-free under section 355 or the distribution 
qualifies under section 355 but violates sections 355(d) or (e).   
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