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In brief

What happened?

On January 13, 2025, the Treasury Department and the IRS released proposed regulations that would introduce
significant changes and new rules regarding corporate separations under Section 355 and related provisions (spin-
off transactions) and other M&A transactions, affecting and clarifying their eligibility for tax-free treatment (the
Proposed Substantive Regulations).

In connection with issuance of the Proposed Substantive Regulations, the Treasury Department and the IRS also
published proposed regulations that would modify the reporting requirements applicable to spin-off transactions (the
Proposed Reporting Regulations). Please see the PwC Insight covering the Proposed Reporting Regulations.

Why is it relevant?

The Proposed Substantive Regulations would significantly alter the rules applicable to spin-off transactions,
including areas for which there is currently no official regulatory guidance. Although taxpayers would not be subject
to the rules in the Proposed Substantive Regulations unless and until they are finalized, the IRS has announced
that it will follow these rules for purposes of administering its private letter ruling (PLR) program.
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Action to consider

Taxpayers should consult with their advisors regarding the implications of this new guidance and may want to
provide comments to the Treasury Department and IRS on areas of particular concern. Comments on the Proposed
Substantive Regulations and the Proposed Reporting Regulations are each due by March 17, 2025.

Background

In a typical spin-off transaction, a corporation (the distributing corporation) distributes the stock of another
corporation (the controlled corporation) to its shareholders. In May of 2024, the Treasury Department and the IRS
released Rev. Proc. 2024-24, which updated the procedures applicable to taxpayers seeking PLRs for spin-off
transactions by including substantial new information requests, representations, supporting information,
documentation, and analysis that taxpayers must provide to the IRS to obtain a PLR.

In connection with the issuance of Rev. Proc. 2024-24, the Treasury Department and the IRS published Notice
2024-38, which announced the government’s intention to issue proposed regulations on the topics addressed in
Rev. Proc. 2024-24, including the plan of reorganization requirement, retentions of controlled stock, transfers of
property to distributing’s creditors, and post-distribution payments. The Proposed Substantive Regulations deliver
on the intention expressed in Notice 2024-38.

The plan of reorganization / plan of distribution requirement

Spin-off transactions and other M&A transactions generally are required to be effected pursuant to a “plan of
reorganization” in order to qualify for tax-free treatment. Historically, this requirement has been interpreted with
considerable flexibility, giving taxpayers significant leeway in structuring their transactions. However, the Proposed
Substantive Regulations would impose stricter standards, requiring taxpayers to establish a plan that is both more
detailed and more specific than previously mandated. These heightened requirements would apply not only to spin-
off transactions but also to other types of tax-free M&A transactions. The Proposed Substantive Regulations also
would expand the “plan of reorganization” requirement to certain types of spin-off transactions that do not involve a
divisive reorganization. (A plan for such a transaction is referred to in the Proposed Substantive Regulations as a
“plan of distribution.”)

Under the Proposed Substantive Regulations, taxpayers would be required to furnish to the IRS a statement that
clearly and comprehensively sets forth all the parties and steps of a transaction, as well as other information such
as the liabilities to be assumed pursuant to the plan, the intended federal income tax treatment, and business
purpose for each step of the plan. This statement would be attached to the tax return of each corporate party to a
reorganization for the tax year of the transaction. A plan of reorganization also could result from the IRS correcting
a taxpayer’s plan of reorganization or, in the event the taxpayer does not file a plan of reorganization, identifying a
plan of reorganization by itself.

Prior to the first step of the reorganization, the plan of reorganization would need to be finalized and adopted by
each party to a reorganization. Once adopted, the Proposed Substantive Regulations would require the plan be
completed “as expeditiously as practicable” and would provide a presumption that such requirement is satisfied if
the plan is completed within 24 months of the date of the first step. Failure to complete a plan of reorganization
could result in an otherwise tax-free transaction becoming taxable unless the IRS, at its own discretion, determines
the existence of a plan of reorganization.
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The Proposed Substantive Regulations set forth three requirements that would need to be satisfied for a
transaction to be properly included as part of a plan of reorganization. First, before implementing the plan of
reorganization, one or more parties to the transaction (including the distributing corporation) would be required to
establish a “definite intent” to carry out the transaction, supported by a written document or other official record. For
purposes of this requirement, a party’s mere contemplation of a requirement would not be sufficient to establish a
“definite intent” to carry out a transaction, even if included in an official record. However, a party’s mere
contemplation of a transaction may be relevant for purposes of the correction or identification of a plan of
reorganization by the IRS.

Second, the Proposed Substantive Regulations would require demonstrating a "proximate relationship" between a
transaction and other transactions in the plan of reorganization, based on one of two standards. Under the first
standard, a transaction would be considered proximately related if it is either necessary, on its own or as part of a
series of transactions, to satisfy one or more requirements of a "definitional provision" under Section 368(a)(1) or
“integrally related” to such a transaction. This relationship must be substantiated by a written commitment
documented in one or more official records of a party involved in the reorganization. Under the second standard, a
transaction would be proximately related for purposes of an "operative provision" (i.e., a provision granting tax-free
treatment) if the transaction would not occur “but for” the reorganization or if it forms an integral part of a series of
transactions designed to satisfy a definitional provision. Similarly, this must be supported by a written commitment
documented in one or more official records of a party to the reorganization.

Third, each transaction that is part of a plan of reorganization would be required to align with and directly relate to
one or more business purposes of the reorganization.

Taxpayers would have limited ability to modify a plan of reorganization once adopted. Amendments to a plan would
require showing, among other things, that the amendments are in response to an identifiable, unexpected, and
material change. However, the IRS generally would have discretion to correct a taxpayer’s plan by, for instance,
including or removing certain steps from the plan based on its determination of the substance of the transaction.

Observation: The rules in the Proposed Substantive Regulations articulating the “plan of reorganization”
requirement represent a significant expansion and tightening of a requirement that taxpayers, advisers, and the
courts have traditionally interpreted as permitting substantial flexibility. According to the preamble to the Proposed
Substantive Regulations, these enhanced requirements are intended to provide the IRS with a more definitive
roadmap to analyze a transaction. The changes reflect concerns by the Treasury Department and IRS that
taxpayers are taking ancillary steps in their transactions outside of their original plan that may abuse the statute.
Perhaps reflecting concerns about potential manipulation by taxpayers, the Proposed Substantive Regulations are
generally weighted in favor of the IRS. They require taxpayers to adhere strictly to their originally adopted plans
while granting the IRS significant discretion to create, modify, or disregard a plan of reorganization based on its
evaluation of the facts and circumstances.

For spin-off transactions, examples in the Proposed Substantive Regulations clarify that if a distributing corporation
uses cash received from the controlled corporation to fund a dividend or share repurchase under a preexisting
program, such usage would not be treated as part of the plan of reorganization. This is because the transaction
would not have occurred “but for” the reorganization. This shift marks a significant departure from the IRS’s
historical ruling practice.

Retentions of controlled stock

In certain recent spin-off transactions, the distributing corporation has sought to retain a portion of the controlled
stock that it otherwise distributes to its shareholders, primarily for use as consideration to settle some of the
distributing corporation’s outstanding debt. Because of a requirement in Section 355 that such “retentions” of
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controlled stock must satisfy Treasury that they are not primarily motivated by federal tax avoidance, taxpayers
generally have sought a PLR for confirmation of a retention’s permissibility.

In Rev. Proc. 2024-24, after a long period of frequently granting retention rulings, the IRS significantly tightened its
stance, establishing a presumption that any retention of controlled stock was primarily motivated by federal tax
avoidance. Rebutting the presumption required taxpayers to establish with greater precision the business exigency
to be accomplished by the retention. The IRS also ceased to issue so-called “backstop retention rulings,” which
allowed taxpayers flexibility on the timing of their usage of retained controlled stock. The flexibility on the timing of
usage allowed greater responsiveness to changes in market conditions or other complicating factors. Under these
rulings, taxpayers could defer using the retained stock but would be required to pay tax if its use extended beyond
a certain “plan of reorganization” period (generally 12 months). In such cases, taxpayers generally had five years
from the date of the distribution to dispose of the retained controlled stock. By contrast, under Rev. Proc. 2024-24,
taxpayers generally had to designate, at the onset, any controlled stock that was not distributed in the distribution
as either intended to be distributed pursuant to the plan of reorganization or intended to be disposed of in a taxable
transaction (such approach was commonly referred to as the “pick a lane” approach).

The Proposed Substantive Regulations would preserve the “rebuttable presumption” of Rev. Proc. 2024-24 and
make such presumption applicable even to taxpayers not seeking a PLR. However, in response to concerns from
stakeholders regarding the other changes to retentions in Rev. Proc. 2024-24, the Proposed Substantive
Regulations would abandon the “pick a lane” approach. Under the proposed regulations, a distributing corporation
would be able to rebut the presumption of federal tax avoidance by satisfying either the “facts-and-circumstances”
test or a safe harbor. Generally, both of these tests would require that the distributing corporation and the controlled
corporation effect a “genuine separation” through the distribution of the non-retained controlled stock. This analysis
would take into account whether the distributing and controlled corporations have any overlapping officers,
directors, or other similar employees, as well as the existence of any non-arm’s-length continuing arrangements
between the distributing and controlled corporations during the period of retention. In addition, the Proposed
Substantive Regulations also would consider whether the retention results in less federal income tax to the
distributing corporation than if the corporation had distributed the retained stock in the initial distribution. This
determination would be made based on the fair market value and adjusted basis of the retained stock on the first
distribution date, such that fluctuations in the value of controlled corporation’s stock during the retention period
would be disregarded.

Observation: Under the Proposed Substantive Regulations, the Treasury Department and IRS emphasize their
continued scrutiny of controlled stock retentions by preserving the “rebuttable presumption” of Rev. Proc. 2024-24
and proposing to make it applicable as a general rule outside the PLR context. While the Proposed Substantive
Regulations are nonbinding, the IRS has announced that such rules will set the standards for requesting and
receiving PLRs until the publication of a new revenue procedure.

Transfers to creditors of distributing in a divisive reorganization

There are statutory rules that govern a distributing corporation’s transfer to its creditors, as part of a divisive
reorganization, of property received from the controlled corporation pursuant to the plan of reorganization. Neither
the statute, the current regulations, nor the legislative history clearly define who is a “creditor” for this purpose or
when the transfer must occur (other than the requirement that such transfer be pursuant to the plan of
reorganization).

Over the past decade, distributing corporations typically have satisfied their publicly traded debt through an
“intermediated exchange” or a “direct issuance” transaction. In an intermediated exchange, an intermediary—often
an investment bank—acquires the distributing corporation’s debt and exchanges it for money or other property
received from the controlled corporation, or the controlled corporation’s stock or securities (referred to as Section
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361 consideration). In a direct issuance transaction, the distributing corporation issues new debt to the intermediary
and uses the proceeds to satisfy its existing indebtedness. Subsequently, the distributing corporation repays the
newly incurred debt with the consideration received from the controlled corporation (i.e., Section 361
consideration).

As part of its PLR program, the IRS historically has required the intermediary to hold the acquired or newly issued
debt (as applicable) for a specified period before it is exchanged for Section 361 consideration. This holding period
ensures that the intermediary bears a genuine risk of loss, which supports the conclusion that it qualifies as a bona
fide creditor of the distributing corporation that is eligible to receive Section 361 consideration under the statute.

In Rev. Proc. 2024-24 and Notice 2024-38, the IRS announced it would no longer issue rulings on direct issuance
transactions, citing concerns that these transactions, in substance, resembled a sale of Section 361 consideration
for cash. Additionally, the IRS stated its intention to more rigorously scrutinize intermediated exchanges, raising
concerns about whether the intermediary genuinely qualifies as a legitimate creditor of the distributing corporation
when the intermediary’s holding period for the distributing debt was brief. No guidance was provided as to the
requisite holding period to substantiate an intermediary’s status as a bona fide creditor.

The Proposed Substantive Regulations include rules that would govern the transfer of Section 361 consideration to
a distributing corporation’s creditors. Notably, the Proposed Substantive Regulations would provide safe harbors for
both “qualified intermediated exchanges” and, in response to stakeholder feedback, “qualified direct issuance
transactions.” Generally, the proposed regulations would require the transfer of Section 361 consideration to certain
third-party creditors of the distributing corporation that hold “eligible distributing corporation debt” (typically debt
issued prior to the announcement of the spin-off transaction or certain refinancings of such debt) in “qualifying debt
elimination transaction,” which includes certain intermediated exchanges and direct issuance transactions. In
addition, the Proposed Substantive Regulations generally would require the intermediary in such transactions to
hold the distributing corporation debt for not less than 30 days ending on the control distribution date (generally the
date on which the distributing corporation distributes 80% of the controlled corporation stock). (Under the proposed
regulations, direct issuance transactions also may qualify under a “facts and circumstances” test that potentially
could permit a holding period of less than 30 days under appropriate facts.)

In contrast to Rev. Proc. 2024-24, the Proposed Substantive Regulations also provide that refinancings of historical
distributing corporation debt are generally permissible if, among other requirements, the refinancing is not part of a
plan to increase the distributing corporation’s total amount of debt.

Observation: The Proposed Substantive Regulations are largely based on the IRS's historic ruling standards,
initially outlined in Rev. Proc. 2018-53 and later revised in Rev. Proc. 2024-24. Given the IRS’s indication that it will
use the Proposed Substantive Regulations to administer the PLR program, these standards could be viewed as
effectively superseding Rev. Proc. 2024-24. This development may be helpful to some extent, particularly in the
reintroduction of allowances for direct issuance transactions and refinancings of historic distributing corporation
debt.

Observation: The Proposed Substantive Regulations impose stricter requirements in several areas, such as the
rigid 30-day holding period for intermediated exchanges. This heightened stringency may stem from the nature of
the rules as intended to apply broadly to all taxpayers, including those not seeking PLRs. In this regard, questions
remain about whether the IRS’s historic ruling standards for transfers to creditors in a divisive reorganization are an
appropriate foundation for rules intended to apply generally to all taxpayers.
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Assumptions of liabilities

The general rules regarding liability assumptions in an incorporation or reorganization transaction provide that such
assumption by a transferee corporation is not treated as the receipt by the transferor of money or other property
(i.e., as the receipt of boot), and the assumption of such liabilities does not disqualify the exchange from tax-free
treatment. However, tax-free treatment does not apply if the assumption was for the principal purpose of avoiding
federal income tax or was otherwise not for a bona fide business purpose. The Proposed Substantive Regulations
largely adopt the current rules regarding liability assumptions in an incorporation or reorganization (including a
divisive reorganization that is part of a spin-off transaction) set forth in the statute and current regulations, with
several significant changes.

First, the Proposed Substantive Regulations introduce a new requirement for an assumption of a liability to qualify
for tax-free treatment. Specifically, the transferee corporation (or the controlled corporation) must not make a
payment to satisfy an assumed liability in a manner that grants the transferor (or the distributing corporation) “legal
or practical dominion or control” over the payment. This determination generally would depend on the facts and
circumstances of the transaction. However, the Proposed Substantive Regulations include separate safe harbors
for payments made under an indemnification agreement and for other types of payments, providing some guidance
and certainty for taxpayers.

Second, in the context of divisive reorganizations, the Proposed Substantive Regulations would impose a
presumption that any assumption of distributing corporation liabilities by a controlled corporation is either for federal
income tax avoidance purposes or lacks a bona fide business purpose. As a result, such an assumption would not
qualify for tax-free treatment unless the presumption is rebutted by establishing that (1) the distributing corporation
liabilities to be assumed are described in a plan of reorganization; (2) the distributing corporation liabilities were
incurred in the ordinary course of business of the distributing corporation; and (3) the assumption of such liabilities
is necessary to ensure the transfer to the controlled corporation of all liabilities properly associated with the
transferred business, and to result in the controlled corporation assuming liabilities in an amount that properly
relates to its business operations, the earnings of which will be used to properly satisfy those liabilities.

Observation: The introduction of an additional "rebuttable presumption” in the Proposed Substantive Regulations,
which is not explicitly required by the statute, could draw criticism. While most ordinary-course liability assumptions
are expected to meet the requirements outlined in the Proposed Substantive Regulations, the third requirement
introduces a level of subjectivity that could create uncertainty for taxpayers in certain fact patterns, making it
challenging to determine the tax consequences of an assumption.

Post-distribution payments

In Notice 2024-38, the Treasury Department and IRS indicated they were examining the application of the Code to
"post-distribution payments," meaning payments made between the distributing and controlled corporations
following a spin-off transaction. Post-distribution payments often arise when a controlled corporation agrees to
indemnify the distributing corporation for the payment of liabilities that are properly allocable to the business
transferred to the controlled corporation but that cannot be legally assumed by the controlled corporation. For post-
distribution payments from the controlled corporation to the distributing corporation, Notice 2024-38 outlined three
criteria to determine whether such payments qualify as Section 361 consideration: (1) the nature of the post-
distribution payment must meet the definition of Section 361 consideration; (2) as of the first distribution date of the
controlled corporation’s stock, the fair market value of the distributing corporation’s right to receive the post-
distribution payment must not (or will not) be reasonably ascertainable; and (3) the post-distribution payment must
be properly accounted for when received. Additionally, the Treasury Department and the IRS specifically stated that
they viewed the “relation back” doctrine of Arrowsmith v. Commissioner as applying solely to the requirement that a
taxpayer must establish that the character of the post-distribution payment is Section 361 consideration.
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The Proposed Substantive Regulations incorporate the criteria above with respect to post-distribution payments
from the controlled corporation to the distribution corporation. Additionally, the proposed regulations establish
requirements for such payments to be treated as part of the contribution in the divisive reorganization, ensuring that
the payments align with the tax-free treatment objectives of the reorganization.

Under the Proposed Substantive Regulations, the distributing corporation does not recognize gain with respect to a
post-distribution payment from the controlled corporation if (1) the post-distribution payment constitutes Section 361
consideration; (2) the distributing corporation deposits the post-distribution payment in a segregated account
pursuant to the plan of reorganization; and (3) pursuant to the plan of reorganization, the distributing corporation
distributes the post-distribution payment either to its shareholders within 90 days of receipt, or to its creditors in
satisfaction of its debt within a 12-month period beginning on the date of the contribution on the divisive
reorganization. Whether a post-distribution payment constitutes Section 361 consideration would be determined
under criteria substantially identical to those set forth in Notice 2024-38.

With respect to post-distribution payments from the distributing corporation to the controlled corporation, the
controlled corporation would modify its aggregate adjusted basis in the assets it received in the divisive
reorganization from the distributing corporation if the controlled corporation satisfies similar criteria to establish that
the payment is properly treated as part of the contribution.

Observation: The IRS previously has issued favorable rulings in the context of PLRs citing Arrowsmith v.
Commissioner in rulings requesting that post-distribution payments qualify as Section 361 consideration. The
Proposed Substantive Regulations would confirm, outside of the PLR context, the applicability of Arrowsmith in
determining the character of post-distribution payments.

Effective dates

The Proposed Substantive Regulations would apply to transactions for which the earliest of the following dates
occurs after the date of publication of the finalized regulations in the Federal Register:

The date of the first public announcement of the transaction.

The date of entry by the taxpayer into a written agreement to engage in the transaction.

The date of approval of the transaction by the board of directors of the taxpayer.

The date of a court order (or a plan confirmed, or a sale approved, by order of a court) in a title 11 or similar
case, but only if the taxpayer was a debtor in a case before such court.

5. The date a ruling request for the transaction is submitted to the IRS.
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Let’s talk

For a deeper discussion of how the proposed regulations might affect your business, please contact one of the
PwC professionals listed below:

Mergers and Acquisitions

Derek Cain Bruce Decker
(703) 408-9431 (703) 655-6943
derek.cain@pwc.com bruce.a.decker@pwc.com
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This content is for general information purposes only and should not be used as a substitute for consultation with professional advisors.
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