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This month features:

 Final section 362(e)(2) regulations clarify limitations on duplication of net built-in losses
(T.D. 9633)

 Eighth Circuit affirms district court decision that lease restructuring transaction lacked
economic substance (WFC Holdings Corp. v. United States)

 IRS issues “single issue” section 355 ruling in just eight weeks (PLR 201333003)

 Certain distributing shareholders receive section 305(a) treatment following a pro-rata spin-
off (PLR 201333007)

 Related-party stock sale of subsidiary followed by its taxable liquidation results in deferral of
loss on the sale of stock under section 267(f) (PLR 201334006)

 Subsidiary’s transfers of funds to foreign parent not treated as deductible interest under
section 267(a)(3) (CCA 201334037)
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Did you know…?

Recently released final regulations provide that section 362(e)(2) rules aimed at loss
duplication on certain transfers of built-in loss assets do not apply to transactions
outside the scope of section 362(a), such as triangular reorganizations. At the same
time, recently proposed section 362(e)(1) regulations may limit taxpayers' ability to
create such loss in outside stock basis in certain circumstances.

The final regulations generally adopt the substantive rules set forth in the proposed
regulations issued on October 23, 2006. The final regulations revise the structure of
the proposed regulations and add additional examples in an effort to clarify the
application of section 362(e)(2). For a more detailed discussion of the proposed
regulations, see “Did you know . . .?” in This Month in M&A for November 2006.

The final section 362(e)(2) regulations generally adopt the effective date in the
proposed regulations and thus apply to transactions occurring after September 3,
2013. In addition, the final regulations provide that taxpayers may apply these rules
to any transaction occurring after October 22, 2004.

Background

Section 362(e)(2) was enacted in 2004 to prevent duplication of losses when built-in
loss assets are transferred in section 351 transactions or section 118 capital
contributions. Section 362(e)(2) applies if (1) the transaction is described in section
362(a) and (2) section 362(e)(1) does not apply to the transaction. Section 362(a)
applies to a transaction described in section 351 or section 118. Section 362(e)(1)
applies to a transfer, described in section 362(a), of built-in loss property from a
transferor that is not subject to US tax to a corporation that is subject to US tax
immediately after the transfer.

A transaction under section 362(a) generally provides the transferee corporation with
a carryover basis. However, if section 362(e)(2) applies, the transferee corporation’s
aggregate adjusted basis in the property received is reduced to the aggregate fair
market value of the property immediately after the transaction.

Under section 362(e)(2)(C), however, the transferor and the transferee corporation
may jointly elect to not apply the general rule of section 362(e)(2) to the transferred
property’s basis. Instead the transferor’s aggregate adjusted basis in the transferee
corporation’s stock received in the transaction will be reduced by the excess of the
aggregate basis in the stock received over its aggregate fair market value immediately
after the transfer.

Section 362(e)(2)(C) election

Although the final regulations generally adopt the proposed regulations with respect
to the time and manner of filing a section 362(e)(2)(C) election, additional details
relating to the election have been added. The final regulations clarify that taxpayers
may make a section 362(e)(2)(C) election only by (1) attaching the election statement
to their return for the year of the transfer and (2) entering into a written, binding
agreement, executed by the transferor and the transferee corporation, to elect to apply
section 362(e)(2)(C) prior to the time they file the election statement.

Triangular reorganizations

The final regulations clarify that section 362(e)(2) does not apply to triangular
reorganizations that do not include a transfer to which section 362(a) applies as
illustrated in Reg. sec. 1.362-4(h), Example 10.

Under the facts of this new example, P owns all the stock of S1. X owns all the stock of
S2, which has a net built-in loss in its assets. S2 merges into S1 in a triangular
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reorganization described in section 368(a)(2)(D), and X receives P stock in the
exchange.

The example provides that S1’s basis in the S2 assets acquired in the transaction is not
determined under section 362(e)(2) and the final regulations. Rather, S1’s basis in
the S2 assets is determined under section 362(b). Under section 362(b), S1 should
take a basis in the S2 assets equal to the basis S2 had in such assets prior to the
transfer, increased by any amount of gain recognized on the transfer. Thus, assuming
no gain is recognized on the transfer, S1 should retain the net built-in loss in the S2
assets.

Further, the example provides that P’s basis in its S1 stock is adjusted under Reg. sec
1.358-6(c). Under that provision, P is treated as directly acquiring the S2 assets from
S2 in a transaction in which P’s basis in the S2 assets is determined under section
362(b). Under section 362(b), P should take a carryover basis in the S2 assets, thus
retaining the net built-in loss. P then is treated as contributing the S2 assets (with the
net built-in loss) to S1 in a transaction in which P’s basis in its S1 stock is determined
under section 358. Generally, under section 358, P should take a basis in its S1 stock
equal to the basis of the S2 assets contributed to S1. Therefore, following the
triangular reorganization, P’s basis in its S1 stock also should reflect the net built-in
loss in the S2 assets.

Observations

The purpose of section 362(e)(2) is to prevent taxpayers from converting a single
economic loss into two tax losses in transactions described in section 362(a). Reg.
sec. 1.362-4(h), Example 10, now confirms that section 362(e)(2) does not apply to
arguably similar loss-duplicating transactions described outside of section 362(a).

At the same time, any such planning opportunity may be impacted when the proposed
section 362(e)(1) regulations (REG-161948-05), published on September 6, 2013, are
finalized. The section 362(e)(1) regulations generally are proposed to apply to
transactions occurring after the date published as final regulations. In those
regulations, the IRS proposes to apply, in certain circumstances, section 362(e)(2)
and section 362(e)(1) - which requires a similar fair value write-down of basis in built-
in loss property as section 362(e)(2) - to transactions deemed to occur under Reg. sec.
1.358-6(c), thus limiting taxpayers’ ability to create a loss in outside stock basis.
Under the proposed regulations, in a triangular reorganization, as depicted above,
where S2 is foreign, the fictional transaction of Reg. sec 1.358-6(c) would result in an
importation of a built-in loss (and accompanying write down in basis) under section
362(e)(1), even where S1 is also foreign. The impact of this proposed rule is to limit
the initially favorable treatment of triangular reorganizations under the final
regulations to situations where the issuing corporation (P in the above example) is
domestic or where both P and S1 are foreign transactions.

For additional information, please contact Tim Lohnes or Viraj Patel.
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Court watch

WFC Holdings Corp. v. United States, (No. 11-3616 (8th Cir. 2013))

Update

The Eighth Circuit has affirmed a district court decision disallowing a capital loss to
WFC Holdings Corp., holding that the transaction lacked economic substance and
business purpose and should be disregarded for US tax purposes. The transaction,
which occurred prior to codification of the economic substance doctrine was a
marketed lease restructuring transaction, and was similar to a transaction
subsequently described as a “listed transaction” in Notice 2001-17. The Eighth Circuit
applied the two-prong test set forth in Rice’s Toyota World, Inc. v. Commissioner,
752 F.2d 89 (4th Cir. 1985). For a detailed discussion of the district court decision,
please see This Month in M&A for November 2011.

For additional information, please contact Tim Lohnes or Brian Corrigan.

Treasury regulations

Final section 362(e)(2) regulations

See the “Did you know?...”

Private letter rulings

PLR 201333033

The taxpayer requested a ruling under section 355 with respect to a single technical
issue regarding whether a proposed spin-off transaction would satisfy the active trade
or business requirement under section 355(b). Generally, PLRs issued under section
355 rule on whether an entire transaction is tax-free, rather than ruling on a singular
issue within the larger transaction. The taxpayer submitted its request on March 4,
2013 and received a favorable ruling on April 29, 2013, representing an approximate
eight week timeframe.

Observations

In June 2013, the IRS announced in Rev. Proc. 2013-32 that it no longer will rule on
whether a transaction qualifies for nonrecognition treatment under sections 332, 351,
355, 368, and 1036 (Covered Transactions). Rather, it will only rule on a “significant
issue” raised by a Covered Transaction. The new ruling policy generally is effective
for PLR submissions received after August 23, 2013. For a detailed discussion of Rev.
Proc. 2013-32, please see “Did you know…?” in This Month in M&A for July 2013.

Although this PLR was issued prior to the announcement of the IRS’s new policy in
Rev. Proc. 2013-32, it nevertheless may indicate what the new abbreviated significant
issue PLRs will look like, and may indicate that the IRS will be able to issue the
abbreviated rulings in an expeditious manner under their new policy.

For additional information, please contact Derek Cain, Richard McManus, Jerry
Towne, or Viraj Patel.

PLR 201333007

The IRS ruled that, in substance, a series of steps involving the pro rata distribution of
Controlled stock to Distributing’s shareholders (the Spin-off), followed by (among
other things) a select group of Distributing shareholders (the US Shareholders)
exchanging the Controlled stock received in the Spin-off for additional Distributing
stock, constituted a section 355(a) distribution to the Distributing shareholders, other
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than the US Shareholders (the Other Shareholders), and a section 305(a) distribution
of additional Distributing stock to the US Shareholders.

Steps of transaction

Pursuant to an overall plan to separate Business 2 from Business 1, the taxpayer
proposed, in part, the following steps:

1. Distributing will contribute cash and the stock of other corporations related
to Business 2 to Controlled in exchange for Controlled stock and the
assumption of certain liabilities;

2. Distributing will transfer a note to Controlled in exchange for a number of
shares equal to the number of shares that will be distributed to a group of
foreign disregarded entities (Country A Shareholders), wholly owned by the
US Shareholders, in the Spin-off (step 3 below);

3. Distributing will distribute the Controlled stock to the Distributing
shareholders, including the Country A Shareholders and the Other
Shareholders, in the Spin-off;

4. The Country A Shareholders will distribute their shares in Controlled to the
US Shareholders;

5. Distributing will transfer Distributing shares to the US Shareholders in
exchange for their shares in Controlled; and

6. Distributing will transfer the Controlled shares received from the US
Shareholders to Controlled in satisfaction of the note transferred in step 2
above.

The IRS ruled that the steps described above constituted a section 305(a) distribution
of additional Distributing stock to the US Shareholders and a section 355(a)
distribution of the Controlled stock to the Other Shareholders.

Observations

In general, the transfer of property between two parties is a respected transaction,
with appropriate tax consequences applying to the transaction. However, where
property originates with one entity and is returned to the same entity pursuant to the
same prearranged plan, the property movement may be disregarded and the
transaction may be recharacterized consistent with its substance (see Rev. Rul. 83-
142).

In this PLR, because the Controlled stock issued in exchange for the note in step 2,
above, originates with Controlled and is returned to Controlled pursuant to an overall
plan, the IRS disregarded the distribution of the Controlled stock to the Country A
Shareholders and all subsequent transactions involving such stock. Instead, the IRS
concluded that, in substance, the transaction constituted a section 355(a) distribution
of the Controlled stock to the Other Shareholders and a section 305(a) distribution of
additional Distributing stock to the US Shareholders.

The taxpayer used a series of steps to accomplish what could have been done by
simply redeeming a portion of the Distributing stock owned by the Other
Shareholders in exchange for the Controlled stock in a section 355 split-off
transaction. Although the PLR is silent as to the taxpayer’s rationale for structuring
the transaction in the manner it did, business reasons presumably precluded a simple
split-off transaction.

For additional information, please contact Tim Lohnes, Richard McManus, Olivia
Ley, or Brian Corrigan.
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PLR 201334006

In PLR 201330004, issued last month, the IRS allowed affiliated taxpayers to
recognize the entire loss inherent in their subsidiary shares in a Granite Trust type
transaction – a subsidiary liquidation transaction purposely structured to avoid
treatment as a tax-free liquidation. This month the IRS issued a supplemental PLR as
a result of changes to the transaction steps in the prior ruling and concluded that, in
light of the changes, only a portion of the loss inherent in the subsidiary’s shares was
allowed upon the liquidation. The remaining portion was deferred under section
267(f).

For a discussion of PLR 201330004, please see “Did you know…?” in This Month in
M&A for August 2013.

Steps of transaction

Rather than selling a percentage of Sub 6 stock to Sub 5 for cash in a section 304(a)(1)
transaction, in this supplemental ruling Sub 3 sold a percentage of Sub 6 stock to Sub
5 for non-qualified preferred stock (NQPS) in a section 1001 transaction and
recognized a loss that was deferred under section 267(f). Sub 6 then liquidated into
Sub 3 and Sub 5 in a taxable liquidation, presumably causing Sub 3 and Sub 5 to
recognize a loss on their Sub 6 stock.

The IRS ruled that notwithstanding the liquidation of Sub 6, Sub 3’s loss on the sale
of the Sub 6 stock to Sub 5 continued to be deferred under section 267(f) and the
regulations thereunder. For a discussion of the section 267(f) regulations, please see
This Month in M&A for May 2012.

Observations

By changing the consideration issued by Sub 5 in exchange for the Sub 6 stock, the
taxpayer turned a transaction that seemingly allowed it to take into account the entire
loss inherent in its Sub 6 stock prior to the transaction into a transaction that allowed
only a portion of the loss to be taken into account. The supplemental ruling resulted
from a change in facts by the taxpayer; however, the initial ruling was not yet revoked.

For additional information, please contact Tim Lohnes, Richard McManus, Olivia
Ley, or Rob Melnick.

Other Guidance

CCA 201334037

In this Chief Counsel Advice, the IRS disallowed deductions under section 267(a)(3)
for interest payments from a domestic subsidiary to its foreign parent where the IRS
determined that the funds used to satisfy the interest were, in substance, the same
funds borrowed by the subsidiary, resulting in a circular flow of cash.

Taxpayer was the common parent of an affiliated group of corporations and
maintained a “general account” for deposits from all sources, including income, third-
party loans, and advances from its foreign parent. Taxpayer argued that it made
payments of interest from such account to its foreign parent. The foreign parent,
however, advanced additional funds to Taxpayer for amounts similar to the purported
interest payments in the form of new borrowings or notes, which were subordinated
and unsecured, in close proximity to the payments of interest.

Section 267(a)(3) provides special rules for the deductibility of amounts owed to
foreign persons. Reg. sec. 1.267(a)-3(b)(1) requires a taxpayer to use the cash method
of accounting with respect to deductions, including interest, owed to a related foreign
person. Taxpayer argued that any interest payments should not be traceable to the
subsequent borrowings by virtue of the general account. Alternatively, to the extent
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the interest payments were traceable to the new borrowings, such borrowings should
be treated as cash equivalents and, thus, payment of interest. The IRS, relying on
Battelstein v. IRS, 631 F.2d 1182 (5th Cir. 1980), and Davison v. Commissioner, 107
T.C. 35 (1996), held that when a debtor pays interest with borrowed funds from the
lender that payment should not be treated as payment of interest under the cash
method of accounting and that Taxpayer’s argument that these cases did not apply to
section 267(a)(3) was misplaced.

Observations

Considerable uncertainty exists with regard to the application of section 267(a)(3).
Although the IRS did not allow the interest deduction in this CCA, there are court
decisions respecting payments of interest made out of funds provided by the initial
lender.

Under case law dealing with cash-basis taxpayers, the payment of interest with funds
borrowed from the initial lender can be considered “paid” in circumstances where the
additional borrowed funds pass into the hands of the taxpayer, are commingled with
other funds of the taxpayer, and become subject to the taxpayer’s unrestricted control,
before being used to pay the accrued interest. See Menz v. Commissioner, 80 T.C.
1174 (1983). By contrast, in Davison, cited by the IRS in the CCA, where the “true
effect” of the transaction was to “postpone, rather than pay, the interest,” the court
concluded that a payment of interest through a circular flow of cash from the lender
should not be respected as a payment sufficient to trigger a deduction to a cash-basis
taxpayer under section 163.

The differing authorities make it difficult for a taxpayer to know whether interest
payments made with additional funds advanced by the initial lender will be respected.

For additional information, please contact Tim Lohnes, William Sutton, or Brian
Corrigan.
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