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This month features:  

 IRS to issue Section 367 regulations on property used to acquire parent stock or securities in 
triangular reorganizations involving foreign corporations, effective April 25, 2014 (Notice 
2014-32) 

 IRS concludes that the vote and value of a target company’s shares remained with the seller 
until the purchaser actually bought the shares and they were released by the escrow agent to 
the purchaser (CCA 201414015) 

 IRS examines Section 465 consequences when a member of a limited liability company 
classified as a partnership or disregarded entity for federal tax purposes guarantees debt of 
the LLC (GLAM 2014-003)  
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Did you know…? 

New regulations could dramatically affect the tax consequences of certain cross-border 
triangular reorganizations where a subsidiary purchases its parent’s stock to be used as 
reorganization consideration to acquire a target company.  The IRS announced its intent 
to amend existing Section 367 regulations in Notice 2014-32, issued on April 25, 2014.  
According to the Notice, final regulations generally would apply to triangular 
reorganizations completed on or after that date.   

Background 

Current final regulations issued in 2011 address the tax consequences of a purchase of a 
controlling corporation’s shares that are issued as consideration in certain cross-border 
triangular reorganizations (see Treas. Reg. sec. 1.367(b)-10).  These regulations addressed 
transactions in which a corporation (S) transferred property to its corporate owner (P) in 
exchange for P stock or securities, and then used the P stock or securities as currency to 
acquire the stock or assets of a target corporation (T) in a triangular reorganization, 
where either S or P was foreign.   

The IRS was concerned that such transactions could facilitate inappropriate repatriations 
of foreign earnings without dividend taxation and, in inbound structures where P is 
foreign and S is domestic, could facilitate movements of cash without appropriate 
imposition of US withholding tax.  To allay these concerns, the 2011 final regulations 
mandate a deemed Section 301(c) distribution from S to P in the amount of the property 
S used to acquire the P stock or securities, and a corresponding deemed contribution 
from P to S of the same amount.  For the history of these rules as described in Notice 
2006-85, Notice 2007-48, former Temp. Treas. Reg. sec. 1.367(b)-14T, and Treas. Reg. 
sec. 1.367(b)-10, see the September/October 2006, June 2007, June 2008, and June 2011 
editions of This Month in M&A, respectively. 

Notice 2014-32 keeps the deemed distribution construct intact, but states that the 
government will modify the existing regulations to substantially change the consequences 
of the transaction, revise their applicability, and clarify the anti-abuse provision. 

Elimination of the deemed contribution fiction 

Before the changes announced in the Notice, Treas. Reg. secs. 1.367(b)-10(b)(2) and 
(c)(2) provided that, for all US federal income tax purposes, P was deemed to transfer a 
notional amount of property (with no built-in gain or loss) to S in an amount equal to the 
fair market value of the deemed distribution from S to P (i.e., a deemed contribution).  
Providing a deemed contribution was viewed as logical considering S was deemed to 
distribute property to P but did not actually experience a resultant decrease in net 
economic value. 

The forthcoming regulations described in the Notice would eliminate the deemed 
contribution.  No rationale is provided other than that “[t]he IRS and the Treasury 
Department are aware that taxpayers are engaging in transactions designed to avoid U.S. 
tax by exploiting the deemed contribution” and that the government believes “the deemed 
contribution is inconsistent with the purpose of sec. 1.367(b)-10….” 

While the new regulations would eliminate the deemed contribution, the Notice provides 
that P would adjust its basis in its S stock under Treas. Reg. sec. 1.358-6 “as if P provided 
the P stock or securities pursuant to the plan of reorganization, notwithstanding that S in 
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fact acquired the P stock or securities in exchange for property….”  This would generally 
result in P increasing its basis in the S stock by the historic basis that T’s shareholders 
had in their T stock, or the historic net basis T had in its assets, depending on the form of 
the transaction, increased by any gain recognized by T’s shareholders in the transaction. 

In many cases, however, the elimination of the deemed contribution would reduce 
substantially P’s basis increase in S immediately after the reorganization. 

Modification of the anti-abuse rule 

The current regulations contain the following anti-abuse provision in Treas. Reg. sec. 
1.367(b)-10(d): “Appropriate adjustments shall be made pursuant to this Section if, in 
connection with a triangular reorganization, a transaction is engaged in with a view to 
avoid the purpose of this Section.”  The transactions that could invoke the anti-abuse rule 
include situations where “S is created, organized, or funded to avoid the application of 
this Section with respect to the earnings and profits of a corporation related (within the 
meaning of Section 267(b)) to P or S.” 

In the Notice, the government voiced its concern that taxpayers are interpreting the anti-
abuse rule too narrowly. Among other changes, the new regulations would “clarify” the 
anti-abuse rule to consider the earnings and profits (E&P) of entities owned by S as well 
as target corporation’s E&P, even if the target was unrelated to P and S before the 
reorganization, for purposes of determining the amount of the E&P subject to the deemed 
distribution.  

In addition, the new regulations would provide that a funding of S that occurs after the 
triangular reorganization—including by capital contribution, loan, or distribution—can be 
considered in determining the E&P that can be taken into account for purposes of the 
deemed distribution.  The new regulations also would provide that S’s purchase of P stock 
with a note could be a ‘transaction’ engaged in with a view to avoid the purposes of the 
regulation. 

Observation:  Since publication of Treas. Reg. sec. 1.367(b)-10 in 2011, there has been 
significant uncertainty regarding the scope of the ‘with a view’ standard.  The description 
of the standard in the Notice appears to expand the scope of the anti-abuse rule, although 
the IRS refers to the changes to the rule as clarifications. 

Modification of priority rules  

Before the changes announced in the Notice, the regulations provided priority rules 
coordinating the application of Section 367(a) and Treas. Reg. sec. 1.367(b)-10 to 
triangular reorganizations (the ‘priority rules’). Generally, Section 367(a) did not apply to 
the T shareholders’ transfer if the amount of income and gain recognized under the 
deemed distribution (taking into account Sections 301(c)(1) and (c)(3)) exceeded the 
amount of Section 367(a) gain realized on the transfer.  Similarly, Treas. Reg. sec. 
1.367(b)-10 did not apply to the transfer if the amount of Section 367(a) gain recognized 
by the T shareholders equaled or exceeded the amount of Section 301(c)(1) and (c)(3) 
income and gain recognized on the deemed distribution.  

In the Notice, the IRS expresses concern that the regulations do not adequately account 
for situations where the Section 301(c)(3) gain is not subject to US tax.  According to the 
IRS, taxpayers could structure into Treas. Reg. sec. 1.367(b)-10 to avoid the application of 
Section 367(a) to the stock of a target. For example, if the deemed distribution created a 
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small dividend from a domestic S (that is not a US real property holding corporation) to a 
foreign P subject to US withholding tax, P could also recognize a large Section 301(c)(3) 
gain not subject to US tax, but large enough, with the deemed dividend, to exceed the 
Section 367(a) gain in the T stock.  Under the current regulations, Section 367(a) would 
not be applicable to T’s shareholders in such a case. 

To address this result, the new regulations described in the Notice would provide that 
only Section 301(c)(1) dividends and Section 301(c)(3) gain that are subject to US tax or 
give rise to an income inclusion under Section 951(a)(1)(A) will be considered for 
purposes of applying the priority rules. 

Observations 

The modifications to be made to Treas. Reg. sec. 1.367(b)-10 described in Notice 2014-32 
substantially change the US tax consequences in certain cross-border triangular 
reorganizations.  The Notice creates significant uncertainty for corporations trying to 
undertake routine acquisition and integration planning, particularly given the Notice’s 
broad language, the frequency of changes in this area, and the inconsistencies between 
the rules described in the Notice and the existing regulations.  

One illustration of this uncertainty is the government’s more expansive interpretation of 
the already broad ‘with a view’ anti-abuse provision. The IRS describes this expansion as 
a clarification of the anti-abuse rule, yet the IRS has not previously described the scope of 
the rule or articulated the types of transactions to which the rule was intended to apply.  
Also, the IRS has not explained how its position in the Notice can be reconciled with 
many rules in the Code regarding the sourcing of E&P for dividend distributions.  

Companies considering cross-border restructurings will need to reassess their 
transactions and consider the application of the Notice if they are contemplating 
triangular reorganizations.  More broadly, companies need to be aware that the IRS has 
been aggressive in trying to curtail any cross-border transactions that it perceives as 
providing an opportunity for repatriation, even when the tax results of the transaction 
clearly follow from existing regulations or prior administrative guidance. 

For additional information, please contact Tim Lohnes, Carl Dubert, Wade Sutton, or 
Sean Mullaney. 

Chief Counsel Advice 

CCA 201414015 

In this CCA, the IRS concluded that target corporation (Target) stock held in escrow did 
not count toward including Target in the purchaser’s consolidated group where Target’s 
shareholders retained voting and distribution rights with respect to the escrowed stock. 

The purchaser (Purchaser) was a member of a consolidated group and acquired all the 
stock of Target, an unrelated corporation, from Target’s shareholders (Sellers) in multiple 
transactions.  In Year 1, Purchaser acquired less than 80% of Target’s sole class of stock.  
Pursuant to the stock purchase agreement (SPA) and an escrow agreement, Target’s 
remaining shares were placed in escrow to be released when purchased.   

The SPA provided that Purchaser could purchase additional Target shares during the first 
quarter of Year 2 at a price based on Target’s value at the end of Year 1 (the Valuation 
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Date).  The escrow agreement provided that, until purchased, Sellers remained the 
owners of the escrowed shares for all purposes—including tax purposes—and that Sellers 
retained the right to vote the shares and receive all dividends and distributions 
therefrom.  In the first quarter of Year 2, Purchaser purchased, and received from the 
escrow agent, an amount of Target stock that increased its total ownership of Target 
above 80%. 

Purchaser argued that it acquired the benefits and burdens of ownership of the escrowed 
Target stock on the Valuation Date and, therefore, that Target should be affiliated with 
(and thus includible in) Purchaser’s consolidated group as of the following day (i.e., the 
first day of Year 2).  In support of this argument, Purchaser relied on case law addressing 
transfers of beneficial ownership outside of the Section 1504(a) affiliation context and, 
ostensibly, the fact that the purchase price for the escrowed Target shares was computed 
with reference to the value of Target as of the Valuation Date.  

The IRS dismissed the case law relied on by Purchaser because the cases were not specific 
to the affiliation requirements of Section 1504(a).  According to the IRS, the affiliation 
requirements were clear—Purchaser needed to own Target stock representing at least 
80% of Target’s voting power and value.  Because Sellers retained voting and distribution 
rights with respect to the escrowed stock, there was no indication that Purchaser satisfied 
those requirements until it actually received the stock from escrow.  Thus, Target was not 
includible in Purchaser’s consolidated group until that time.  In reaching its conclusion, 
the IRS distinguished Rev. Rul. 55-458, where the acquiring corporation had voting and 
distribution rights with respect to escrowed stock and therefore could count that stock 
toward the affiliation requirement. 

Observations 

The CCA illustrates the IRS view that the affiliation requirements of Section 1504(a) are a 
mechanical test and that the terms of a stock purchase agreement or an escrow agreement 
can be pivotal in determining whether the test is met.  Thus, the parties to these 
agreements have considerable control in determining when a corporation joins and leaves 
a consolidated group, and it may be possible to negotiate a favorable outcome where the 
timing of the target corporation’s inclusion in the purchaser’s consolidated group is 
important.  For further analysis of related issues, see the discussion of AM 2012-007 in 
the November/December 2012 edition of This Month in M&A, which addressed the IRS 
view that the satisfaction of the affiliation requirements is a highly factual determination.   

For additional information, please contact Wade Sutton, Matt Lamorena, or Rob 
Calabrese. 

Other Guidance 

AM 2014-003 

In this legal memorandum, the IRS addresses the extent to which a member of a limited 
liability company (LLC) classified as a partnership for US federal income tax purposes 
will be treated as at risk with respect to a partnership liability that is guaranteed by such 
member.   

Section 465 generally allows losses incurred by an individual engaged in a trade or 
business activity or an activity for the production of income only to the extent of the 
amount for which the individual is at risk (within the meaning of Section 465) with 
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respect to such activity at the close of a taxable year.   Amounts at risk under Section 
465(b)(2) include amounts borrowed for use in an activity to the extent the taxpayer is 
personally liable for the repayment of such amounts, or has pledged property (other than 
property used in such activity) as a security for such borrowed amount.   Section 
465(b)(4) provides that, notwithstanding any other provision of Section 465, a taxpayer is 
not considered at risk with respect to amounts protected against loss through 
nonrecourse financing, guarantees, stop-loss arrangements, or similar arrangements.   

The IRS concluded that when a member guarantees debt of an LLC classified as a 
partnership for US federal income tax purposes, the member is at risk with respect to the 
amount of the guaranteed debt, without regard to whether such member waives any right 
to subrogation, reimbursement, or indemnification from the LLC.  However, the IRS also 
stated that the member is only at risk to the extent that the member has no right of 
contribution or reimbursement from persons other than the LLC and the member 
otherwise is not protected against loss (within the meaning of Section 465(b)(4)).   

The IRS further concluded, with respect to a member’s guarantee of qualified 
nonrecourse financing of an  LLC classified as a partnership for US federal income tax 
purposes, that the member’s amount at risk is increased by the amount guaranteed, but 
only to the extent such debt was not previously taken into account by that member.  
Finally, because the amount of the guaranteed debt no longer would meet the definition 
of “qualified nonrecourse financing,” the IRS stated that such amount is not includible in 
the at risk amount of other non-guarantor member(s) of the LLC. 

Observations 

In the case of an LLC, all members have limited liability with respect to the LLC debt. In 
the absence of any co-guarantors or other similar arrangements, an LLC member who 
guarantees LLC debt becomes personally liable for the guaranteed debt and generally is in 
a position similar to the general partners in the example in Prop. Reg. sec. 1.465-
24(a)(2)(ii).   

In this example, A and B are equal general partners in partnership AB, which is engaged 
solely in an activity described in section 465(c)(1).  AB borrows $25,000 from a bank to 
purchase equipment to be used in the activity, and the bank is given a security interest in 
the equipment.  In addition, A and B each assumes personal liability for the loan but each 
is protected against loss in excess of $12,500 through a right of contribution from the 
other partner.  The example concludes that the loan increases each partner’s at risk 
amount with respect to the activity by $12,500. 

In AM 2014-003, the IRS also indicated that Prop. Reg. sec. 1.465-6(d) does not apply in 
cases where an LLC member guarantees LLC debt.  Prop. Reg. sec. 1.465-6(d) provides 
that a taxpayer’s at risk amount will not be increased if the taxpayer guarantees 
repayment of an amount borrowed by another person (primary obligor); rather, the at 
risk amount would be increased only at the time the taxpayer has repaid the amount 
borrowed and has no remaining legal rights against the primary obligor.  Thus, the 
memorandum provides helpful guidance on the effects of a guaranty under the existing at 
risk rules. 

For additional information, please contact Annie Jeong or Manuel Reyna.
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PwC’s M&A publications 

WNTS author Jon Lewbel wrote an article published in the May/June 2014 issue of 
Corporate Taxation titled “The Interaction of the Consolidated Return Rules and FATCA: 
'It's Complicated.’”   This article explores the manner in which FATCA utilizes Section 
1504(a) affiliation principles to define FATCA reporting obligations and discusses issues 
that practitioners may face in applying consolidated concepts to expanded affiliated 
group determinations. 

Let’s talk 
For a deeper discussion of how these issues might affect your business, please contact: 
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