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I. Issues and focus of presentation
In a divisive reorganization, how should a Transfer[footnoteRef:2] by Distributing of its Contingent Liability to Controlled be treated? See defined terms in Appendix. [2:  A Transfer of a Liability may be accomplished either by Assumption of the Liability or in a Boot Purge.] 

We will focus on Contingent Liabilities incurred in the ordinary course, such as environmental reclamation, torts such as product liabilities, retirement plan underfunding, and contractual obligations (including damages for breach).
When such a Liability is Transferred to another person in a corporate M&A transaction, the critical characteristics of the Liability generally are not the contingencies themselves. Instead, they are other Non-Debt Characteristics that distinguish these Liabilities from financial debt:
· When the Liability was incurred, the obligor did not receive cash and was not entitled to a deduction or asset basis.
· If, instead of Transferring the Liability, the original obligor had retained and paid it, the obligor would have been entitled to a deduction or increased basis in assets upon the payment.
Some Contingent Liabilities do not have the Non-Debt Characteristics,[footnoteRef:3] and some Liabilities that have the Non-Debt Characteristics are not Contingent Liabilities.[footnoteRef:4] [3:  E.g., a Contingent Liability that meets the “all events” test and is not subject to the economic performance requirement. Reg. §§1.461-1(a)(2)(iii)(B) & (C); §1.461-4(b). In some cases, a Contingent Liability should be treated as having the Non-Debt Characteristics even though the obligor received cash or other property when it incurred the Liability. An example is a Liability to provide prepaid goods or services (as in James M. Pierce Corp. v. Commissioner, 326 F.2d 67 (8th Cir. 1964).). If the recipient of the prepayment included it in taxable income when received (as may be required under Automobile Club of Michigan v. Commissioner, 353 U.S. 180 (1957), American Automobile Ass’n v. United States, 367 U.S. 687 (1961), and Schlude v. Commissioner, 372 U.S. 128 (1963)), the Liability should be a Deductible Liability. That situation is distinguishable from financial borrowing (both recourse and nonrecourse), in which borrower receives the proceeds (cash or property securing the loan) tax-free, includes the loan proceeds in its asset basis, and does not deduct or capitalize the repayment.
On the other hand, if the recipient of the prepayment deferred the taxable income until the prepaid good or services are provided to the purchaser (as it did in James M. Pierce Corp.), the Liability is a Contingent Liability but not a Deductible Liability.]  [4:  E.g., a Liability to pay a fixed amount of deferred compensation subject to §404(a)(5), as in Hoops LP v. Commissioner, 77 F.4th 557 (7th Cir. 2023), aff’g T.C. Memo 2022-9. Another example is an account payable by a cash method taxpayer (discussed in parts III.C. and IV.B.).] 

But these situations are unusual, and we will focus on the most common situations in which the Liabilities being Transferred are Contingent Liabilities with the Non-Debt Characteristics. Because of the second Non-Debt Characteristic listed above, we refer to such a Liability as a “Deductible Liability.”
This outline begins with background discussions of how Transfers of these Deductible Liabilities are treated in taxable asset sales (part II.) and in §351 exchanges (part III.). The next background section (part IV.) is a discussion of the basic issue of whether, in any sale or exchange of assets, a Transfer of a Deductible Liability is or should be included in the Transferor’s amount realized. With this background, the outline turns to specific issues that arise in divisive reorganizations (part V.). The final section of the outline consists of recommendations for a pending guidance project and for the PLR program (part VI.).
II. Background—Assumption of a Deductible Liability in a taxable asset sale
A. General treatment. An illustration of the IRS position on taxable asset sales appears in PLR 200126011 (Mar. 26, 2001) and several similar PLRs that describe sales of nuclear power stations. In addition to the tangible and intangible assets of the power station itself, the assets sold include cash or investments required to be set aside in a “nonqualifying fund” to pay for decommissioning the power station at the end of its life. The buyer Assumes the obligation to pay for this decommissioning (a Deductible Liability).
B. Seller
1. The PLRs rule that the estimated present value of the Deductible Liability for decommissioning is included in the amount realized on the sale. Because of Federal and state regulatory requirements, IRS concludes that this Deductible Liability is sufficiently “fixed” so that a deduction offsetting this amount realized is allowed to the seller at closing. Reg. §1.461‑4(d)(5) (Transfer of a Liability satisfies the economic performance requirement if it (i) satisfies the general “all events” requirement, (ii) is “expressly assumed” by the buyer in a sale of a trade or business, and (iii) is included in the seller’s amount realized).
2. In many other cases, however, the seller’s offsetting deduction for a Contingent Liability would be deferred until payment by the buyer. Reg. §1.461‑4(j) (“Contingent liabilities. [Reserved].”).
C. Buyer: The Assumed decommissioning Deductible Liability is added to the buyer’s basis in the purchased asset but only when paid. Amergen Energy Co. LLC v. United States, 779 F.3d 1368 (Fed. Cir. 2015); United States v. ConocoPhillips Co., 744 F.3d 1199 (10th Cir. 2014).[footnoteRef:5] [5:  Due to the inclusion of the nonqualified fund cash and investments in the allocation of basis under §1060 and this delay in including the Liability in the buyer’s basis, the buyer has special problems. Treasury has addressed these problems in Reg. §1.338-6(c)(5).] 

III. Background—Assumption of a Deductible Liability in a §351 exchange
A. General treatment
1. Transferor
a. Assumption of the Transferor’s Deductible Liability by the transferee corporation is not taxable as Boot, even if the total amount of Liabilities Assumed is greater than the basis of the property transferred to the transferee corporation (§357(c)(3)).
b. No deduction or capitalization/amortization of a Deductible Liability is allowed to the transferor, either when the Liability is Transferred or when it is paid by the corporate transferee. Rev. Rul. 95‑74, 1995-2 C.B. 36.
c. The Transferor’s basis in the stock of the Transferee corporation generally is not reduced (§358(d)(2)). But, if that stock otherwise would have built-in loss, its basis may be reduced to fair market value unless the Assumed Liability is associated with a trade or business transferred in the exchange. §358(h); Reg. §1.358-5.
2. Transferee corporation
a. Assumption by the Transferee corporation of a Deductible Liability does not increase its basis in the transferred property, because no gain recognized to the Transferor. §362(a), (e).
b. The Transferee corporation deducts or capitalizes its payment of the Deductible Liability on a look-through basis from the Transferor. Rev. Rul. 95-74.
B. Similarities between §351 exchange and divisive reorganization.
1. The Transferor (Distributing in a divisive reorganization) may retain, or the Transferee corporation (Controlled in a divisive reorganization) may Assume, Deductible Liabilities.
a. Under §357(d), Assumption is defined and treated the same in a §351 exchange and in a divisive reorganization.
b. [bookmark: i2f5dc49432a911dda0b6c7f8ee2eaa77][bookmark: AFTRS04:24745.256]Although §357(c)(3) mentions only “an exchange to which section 351 applies,” it seems reasonably clear that §357(c)(3) also applies to a divisive reorganization. Section 361(b)(3) provides that “the amount of liabilities assumed (within the meaning of section 357(c))” reduces the asset basis limitation for Boot Purges. This reference to “section 357(c)” as a whole makes sense only if it is limited to assumptions of Liabilities that are subject to the asset basis limitation, i.e., those to which the exclusion in §357(c)(3) does not apply. In turn, this limited scope means that assumptions of liabilities to which §357(c)(3) does apply do not reduce the asset basis limitation. IRS has so ruled in numerous PLRs, most recently in PLR 202351007 (Sept. 28, 2023). Although Coltec Ind. Inc. v. United States, 454 F.3d 1454 (Fed. Cir. 2006), and Black & Decker Corp. v. United States, 436 F.3d 431 (4th Cir. 2006) are not directly on point because they deal with §351 exchanges, the analysis of §357 and related provisions in those opinions suggests the same conclusion.
c. Thus, both in a §351 exchange and in a divisive reorganization, an Assumption by the Transferee of the Transferor’s Deductible Liability is tax-free, with no asset basis limitation. In effect, there is full open transaction treatment to the Transferor for Assumption of Deductible Liabilities.
2. The basis of the Controlled stock usually disappears when the stock is distributed under §355 (§§358(b)(2) and (c)). If so, the stock basis reductions in §§358(h) and 362(e) do not matter. But Distributing’s Controlled stock basis does matter if Distributing retains any Controlled stock.
5. Section 381 does not apply to either a §351 exchange or a divisive reorganization. Thus, the Transferee corporation is not a successor to the Transferor for purposes of tax attributes generally.
6. But Rev. Rul. 80-198, 1980-2 C.B. 113, and Rev. Rul. 95-74, 1995-2 C.B. 36, should apply in a divisive reorganization, as in a §351 exchange, to allow Controlled to step into Distributing’s shoes and deduct or capitalize payment of Deductible Liabilities to the same extent as Distributing could have done if no Assumption had occurred. In CCA 201023056 (June 11, 2010), IRS so concluded. See part V.C.5.a.
C. [bookmark: _Hlk179372634]Apart from the similarities between §351 exchanges and divisive reorganizations. the importance of §351 in analyzing a divisive reorganization is historical.
1. Before enactment of §357(c)(3) in 1978, some courts held that, in a §351 incorporation of a business by a cash method transferor, the accounts payable Assumed by the transferee corporation were not “liabilities” for §357(c) purposes. The reason was that the accounts receivable of the business that were transferred to the transferee corporation had zero basis under the cash method. That is, the accounts payable were not Contingent Liabilities, but they had the Non-Debt Characteristics.[footnoteRef:6] [6:  These Liabilities are the opposite of the underwater nonrecourse Liability in Tufts, which arguably was a Contingent Liability but without the Non-Debt Characteristics. See part IV.A.1.c. and footnote 3.] 

2. [bookmark: _Hlk179372699]The original IRS view was that these accounts payable were “liabilities” and were subject to the asset basis limitation in §357(c). IRS prevailed in Raich v. Commissioner, 46 T.C. 604 (1966), but lost under various theories in the Bongiovanni v. Commissioner, 470 F.2d 921 (2d Cir. 1972), Thatcher v. Commissioner, 533 F.2d 1113 (9th Cir. 1976), and Focht v. Commissioner, 68 T.C. 223 (1977).
3. Enactment of §357(c)(3) in 1978, broadened by technical correction in 1979, mooted this case law prospectively.
4. In Rev. Rul. 80-199, 1980-2 C.B. 122, IRS changed its original view and ruled that, for transactions before the effective date of §357(c)(3), the holding and rationale in the Focht case (i.e., that a cash method account payable was not a “Liability” for purposes of §§357 and 358, because it would be deductible upon later payment) was correct. In other words, IRS concluded that the asset basis limitation under §357(c) never applied to Liabilities with the Non-Debt Characteristics (including Deductible Liabilities).
IV. Background—Amount realized issue
A.	Including an Assumption of a Deductible Liability as amount realized (described in PLR 200126011—see part II.A.) is a longstanding IRS position, but the legal and economic foundations for this treatment are fragile.
1. Seminal case law establishes that, in a taxable sale of property, an Assumption of the seller’s Liability is included in amount realized. United States v. Hendler, 304 U.S. 588 (1938); Crane v. Commissioner, 331 U.S. 1 (1947); Commissioner v. Tufts 461 U.S. 300 (1983). But all these cases involve financial debt, not Deductible Liabilities. The opinions rely on the fact that that the financial debt is included in property basis and available for depreciation, and they focus on the need for “symmetry” and “consistency” between inclusion in basis and amount realized in the sale.
a. Hendler held that Assumption of a fixed Liability is included in amount realized as Boot received by the target corporation in an asset reorganization. Congress overruled Hendler and required nonrecognition of gain in these reorganizations but did not go so far as to exclude Liability Assumption from amount realized. See part IV.B.
b. Crane held that a fixed nonrecourse debt is included in the basis of the property that secures the debt, and that the debt is also included in amount realized on a sale of the property. Of particular interest is footnote 6, in which the Court noted that, even though the buyer assumed Liability for interest in arrears, along with the principal, the Commissioner did not include that interest in the amount realized on the sale. The reason was that the interest was “a deductible item.” In other words, the Liability for the interest in arrears had the Non-Debt Characteristics.
c. Tufts held that, in a sale of “underwater” property, amount realized includes the full amount of the nonrecourse debt. Here, of particular interest is footnote 5, in which the Court discussed a theory, not asserted by the Commissioner or adopted by the Court, that the nonrecourse debt balance was a Contingent Liability:
The Commissioner might have adopted the theory, implicit in Crane’s contentions, that a nonrecourse mortgage is not true debt, but, instead, is a form of joint investment by the mortgagor and the mortgagee. On this approach, nonrecourse debt would be considered a contingent liability, under which the mortgagor’s payments on the debt gradually increase his interest in the property while decreasing that of the mortgagee. [Citations omitted.] Because the taxpayer’s investment in the property would not include the nonrecourse debt, the taxpayer would not be permitted to include that debt in basis.
As a result of this theory not being adopted, the full principal amount of the nonrecourse debt was included in the taxpayer’s basis in the property. That being the case, consistency required that it should also be included in amount realized when the property was sold, even though the value of the property was less than the amount of that debt.
2. None of these cases supports including an Assumption of a Deductible Liability in amount realized. In fact, the emphasis on consistency between property basis and amount realized argues strongly against including Assumption of a Deductible Liability in amount realized.
3. Another case often cited in this area is Pacific Transport v. Commissioner, 483 F2d 209 (9th Cir. 1973), especially this statement in the opinion: “The fact that the liability was contingent and unliquidated at the time of acquisition…is of no significance.” Unlike Hendler, Crane, and Tufts, Pacific Transport did involve a Deductible Liability. But the issue was whether the transferee (the parent corporation in a subsidiary liquidation under prior §334(b)(2)) could deduct its payment of that Liability. The court held that the payment had to be capitalized and added to the basis of acquired assets. The case did not involve the transferor subsidiary’s amount realized, and the parent’s treatment does not determine or even imply the proper treatment by the transferor.
4. Separately, as a practical consideration, it may be difficult to determine whether, in economic substance, a Deductible Liability is just a reduction in the value of assets associated with it. An example is a bilateral, executory contract in which the taxpayer has both rights and obligations. Reg. §1.752-7(b)(3)(ii) provides that, for §752 purposes, the “amount” of a Liability in a burdensome contract is the amount the obligor would have to pay for an unrelated person to assume all the benefits and burdens of the contract—not the greater amount to assume just the burdens. If the benefits off the contract exceed the burdens, there is no Liability under this regulation, just a less valuable asset.
B. Did §357(c)(3) answer the wrong question?
1.	Relevant history (part III.C.)
a.	In Focht, the Tax Court held that, in a §351 exchange, Assumption of a Liability with the Non-Debt Characteristics (in that case, an account payable owed by a cash method taxpayer) was not treated as Boot, with no asset basis limitation under §357(c). The technical explanation was that such a Liability was not a “liability” for purposes of §357 or §358.
b.	In §357(c)(3), Congress enacted the Focht result without limiting the definition of Liability itself.
c.	In Rev. Rul. 80-199, IRS also adopted the Focht rule, including the limited definition of Liability for this purpose, for transactions before the effective date of §357(c)(3).[footnoteRef:7] But the ruling recognizes that the limited definition is a result-oriented patch for a specific purpose.[footnoteRef:8] [7:  More recent cases define “Liability” under §357 more broadly and provide a roadmap to application of §357 generally. Coltec Ind, Inc and Black & Decker Corp.]  [8:  “…this revenue ruling is not to be relied upon for an interpretation of the term “liability” for any provision of the Code or Income Tax Regulations thereunder, other than sections 357 or 358(d), because in FOCHT the Tax Court properly limited its interpretation of the term to those sections.”] 

2.	By addressing gain recognition, these steps accept the premise, without stating it, that the Liabilities involved were included in the Transferor’s amount realized. Recognition or nonrecognition of gain would be superfluous if Assumptions of these Liabilities were not included in amount realized.
3.	IRS and Congress should have considered the broader question whether to exclude Assumed Deductible Liabilities from amount realized in sales or exchanges of assets.
C.	Continued relevance of the amount-realized issue.
1. Without legislation, it is almost certainly too late to exclude Assumptions of Deductible Liabilities from amount realized in sales or exchanges of property generally. The situation is much like the one discussed in Justice O’Connor’s concurrence in Tufts.
2. However, the history and the analysis in the court opinions should inform and influence the treatment of Transfers of Deductible Liabilities in divisive reorganizations. Recent changes adopted by Treasury and IRS do not take this consideration into account.
V.	Divisive reorganizations
A. Nonrecognition of gain to Distributing on Transfers of Liabilities to Controlled—limited guidance before issuance of Notice 2024-38, 2024-21 I.R.B. 1211, and Rev. Proc. 2024‑24, 2024-21 I.R.B 1214:
1. Enactment of §§357(c)(3) and 361(b)(3).
2. Rev. Proc. 2018-53, 2018-43 I.R.B. 667 (superseded) dealt with effects of §§357 and 361 on fixed Liabilities but not Contingent Liabilities.
3. Numerous PLRs have treated various types of delayed payments by Controlled to Distributing as relating back to immediately before divisive reorganizations, under Arrowsmith v. Commissioner, 344 U.S. 6 (1952). These PLRs usually did not describe the specific character of the payment.[footnoteRef:9] [9:  NYSBA Tax Section Report on Procedural Guidance for Private Letter Rulings on Divisive Reorganizations: Revenue Procedure 2018-53 and Plan of Reorganization Issues (No. 1436, Mar. 13, 2020) states, in its Case Study 4 at p. 16:
We note that, in the PLR setting, the Service has routinely applied the Arrowsmith relation-back doctrine with respect to post Spin-off indemnification, tax sharing, and similar payments between Distributing and Controlled. [citations omitted] Under the relation-back principle, these types of payments are generally characterized as payments of boot by Controlled to Distributing immediately before the Spin-off. Although PLRs are usually silent on this point, the prevailing view among tax practitioners is that this boot should be treated as having been paid to a creditor of Distributing (i.e., the claimant on the Liability for which Distributing is indemnified) pursuant to the plan of reorganization, even though in most cases Distributing will have paid the Liability out of its own funds before it receives the actual payment from Controlled and payment may occur long after the Spin-off.] 

4. In revenue procedures for §351 and §355 PLRs, representations have long been required that basis and fair market value of property transferred to the transferee corporation (Controlled in a divisive reorganization) each exceeds Controlled’s Liabilities. Rev. Proc. 2024-24 also includes these points as Representation 8 (fair market value) and Representation 14 (basis).
5. Another longstanding representation required by revenue procedures for §351 and §355 PLRs is that Liabilities Assumed by the transferee corporation were incurred in the ordinary course of business and are associated with the transferee corporation’s assets and businesses. Rev. Proc. 2024-24 includes this point as Representation 34.
a. A similar rule appears in §358(h), restricted in Reg. §1.358-5 to Liabilities associated with a transferred trade or business, not other assets.
b. The “ordinary course” prong seems intended to address §357(b) (borrowing by Distributing which retains the borrowed cash but Transfers the Liability to Controlled).
c. The “associated with” prong seems to have a similar purpose, but it has other aspects:
i. In Rev. Rul. 95-74 (part V.C.), the pass-through of Distributing’s deduction (or capitalization) to Controlled seems to depend on the Assumed Deductible Liability being associated with the transferred property. If so, an Assumption by Controlled of Distributing’s Deductible Liability that is not associated with Controlled’s assets or businesses would not be covered.
ii. In PLRs involving divisive reorganizations with Assumptions of fixed debt or Boot Purges to pay fixed debt, this representation is typically submitted, even though the debt cannot be traced to particular assets or businesses. It is generally understood that allocation of leverage between Distributing and Controlled is enough to allow the “associated with” prong of the representation to be made. Should the same analysis apply in a Transfer of a Deductible Liability? Does this approach distinguish divisive reorganizations from §351 exchanges?
B. Nonrecognition of gain to Distributing—Notice 2024-38 and Rev. Proc. 2024-24 introduce substantive restrictions on tax-free Transfers of Deductible Liabilities in divisive reorganizations.
1. Assumption by Controlled of Distributing’s Deductible Liability.
a. Different definitions of Assumption in §357(d) and in Reg. §§1.752-1 and 1.752‑7.
i. The broader §357(d) definition is adopted in the Rev. Proc. 2024-24.
ii. But the amount of a Contingent Liability Assumed could be determined under Reg. §1.752-7(b)(3)(ii) (amount obligor would have to pay for an unrelated person to Assume the Liability; for onerous contract, amount paid to have all the benefits and burdens of the contract assumed—not the greater amount to assume just the burdens.) See part IV.A.4.
b. Application of the definition of Assumption to indemnities by Controlled and restrictions in Rev. Proc. 2024-24 on indemnity payments by Controlled to Distributing.
i. Rev. Proc. 2024-24 does not treat a Transfer of a Liability as an Assumption if Controlled makes any payment to, or within the control of, Distributing or a person related to Distributing. Unless Controlled makes the payment directly to a claimant of the Contingent Liability, the payment must be made to a segregated fund with an independent trustee or custodian. There is not even an exception for the common situation in which a payment by Controlled to Distributing reimburses Distributing for a payment already made (a possible oversight). See footnote 8. If these requirements are not met, presumably the purported Assumption will be treated as taxable Boot.
ii. Contrast this restriction with the time Distributing may hold a Boot Purge payment (at least 90 days and up to 12 months) is striking.
2. Boot Purge payment of Distributing’s “creditors”.
a. The definition of “creditor” in Notice 2024-38 and Rev. Proc. 2024-24 leads to Boot Purge not being available in a Transfer of Deductible Liabilities.
i. The restrictive definition of “creditor” is based on Treasury’s interpretation of the legislative history of §361(b)(3), i.e., that a claimant of a Contingent Liability, including a Deductible Liability, is not a “creditor” for purposes of §361(b)(3), because a claim on Contingent Liability does not constitute “evidence of indebtedness” as defined in §1275(a)(1).
ii. Along with the restrictions on Assumptions, this restriction is intended to prevent Distributing from having unrestricted possession or control of Boot—a result said to resemble a taxable sale.
iii. Treasury and IRS policy arguments in favor of not allowing a Boot Purge to pay a Deductible Liability:
· Treasury and IRS may have concluded that the market-based considerations that impel Distributing to delay its Boot Purge to pay financial debt do not apply to Transfers of Contingent Liabilities, and that there is no reason to allow Distributing to hold or control cash or other Boot that will be used to pay Contingent Liabilities.
· Treasury and IRS also seem concerned that, since a Boot Purge of a Deductible Liability is not subject to the asset basis limitation, such a Boot Purge could substitute for an Assumption or Boot Purge involving fixed Liabilities that is subject to the asset basis limitation. The result could be to over-burden Controlled. But see part V.B.2.b. (Boot Purge to satisfy Deductible Liabilities, if allowed, may not reduce the asset basis limitation for Boot Purges to pay fixed Liabilities).
iv. On the other hand, a Boot Purge to pay a Deductible Liability is less likely to have the economics of a sale than a Boot Purge to pay financial debt, at least if the Deductible Liability is associated with Controlled’s business or other assets.
v. In practice, how important to a taxpayer is Boot Purge treatment for its Transfer of a Contingent Liability? Can an Assumption be used to accomplish most real-world transactions—provided the restrictions on Assumptions imposed by Rev. Proc. 2024-24 are revised (see part VI.B.)?
b. Notice 2024-38 states that, if a purported Boot Purge of a Deductible Liability did qualify for tax-free treatment under §§361(b)(3) and (c), that treatment would not be subject to any asset basis limitation. But this conclusion is uncertain in part.
i. Section 361(b)(3) reduces the asset basis limitation by the amount of “liabilities assumed (within the meaning of section 357(c),” i.e., apparently excluding liabilities described in §357(c)(3).
ii. But this exclusion from the asset basis limitation applies only to “liabilities assumed.” In other words, there is no Code language to exclude a Boot Purge to pay any Liability from the asset basis limitation. As a result, a Boot Purge to pay a Deductible Liability (if allowed) is itself excluded from the asset basis limitation, but, based on the literal Code language, the amount of the purged Deductible Liability would seem to reduce the asset basis limitation available for other Boot Purges. Did Congress intend this result, or is it a drafting oversight that could and should be corrected in regulations?
C. Deduction or capitalization by Controlled of an Assumed Deductible Liability becoming fixed and being paid.
1. Section 381 does not apply to a divisive reorganization. So there is no direct statutory authority to support pass-through to Controlled of deductions for Deductible Liabilities originally incurred by Distributing.
2. Holdcroft Transportation Co. v. Commissioner, 153 F2d 323 (8th Cir. 1946): In a §351 incorporation of partnership assets, the transferee corporation Assumed Liability for and paid damages from an accident involving a truck operated by the partnership (a Deductible Liability).
a. Held, no deduction to the transferee corporation, because the claim arose from the partnership’s business. Instead, the transferee corporation’s payment was capitalized.
b. Under §357(a), the partnership recognized no gain in the exchange. So there was no asset basis step-up to the transferee corporation.
c. The partnership was not before the court and may or may not have continued to exist. So there is no discussion of whether the partnership or its former partners were entitled to a deduction. Under current regulations, if the partnership did continue to exist, it would have been entitled to the deduction at the time of the §351 exchange. Reg. §1.461-4(d)(5). If the partnership was entitled to the deduction but had ceased to exist, its former partners should have been entitled to the deduction. Flood v. United States, 133 F.2d 173 (1st Cir. 1943); Rev. Rul. 75-154, 1975-1 C.B. 186; Rev. Rul. 83-155, 1983-2 C.B. 38.
d. No step-up in the partnership’s basis in the stock of the transferee corporation was possible under §358, if the partnership recognized no gain in the §351 exchange.
e. But could payment of the Liability have generated asset basis for the transferee corporation and a step up in the basis of the stock in a separate transaction (as in James M. Pierce Corp. v. Commissioner, 326 F.2d 67(8th Cir. 1964), VCA Corp. v. United States, 77-2 USTC ¶9736, 40 AFTR 2d , ¶77-5429, unpublished opinion, 566 F.2d 1192 (Ct. CL 1977)), and Rev. Rul 83-73, 1983-1 C.B. 84)?
3. Fortunately, these complex questions usually do not require answers. Rev. Rul. 95-74 rejects the Holdcroft analysis. It allows a deduction to the transferee corporation upon its economic performance of its Assumed Liability for environmental reclamation of land that the transferor had used in a discontinued manufacturing business (a Deductible Liability).
4. If the Assumed Deductible Liability is not associated with the assets or business transferred to the transferee corporation or with its other assets or businesses, does or should Rev. Rul. 95-74 still apply if there is a good business purpose for Controlled Assuming the Liability (e.g., maybe achieving appropriate capital structure for the transferee corporation)?
5. Or does Holdcroft apply instead of Rev. Rul. 95-74? If so, how? Or are there other consequences?
a. Does Distributing retain the deduction upon payment by Controlled, as in a taxable sale (part II.C.)?
b. Is there a §357(b) problem, so that all Assumptions of Liabilities could be treated as taxable Boot?
6. In our view, Rev. Rul. 95-74 should apply instead of Holdcroft to any Assumption of a Deductible Liability. But there could be other consequences if an Assumed Deductible Liability is not associated with Controlled’s business or assets.
a. Neither §357(d) nor §357(c)(3) includes or suggests a requirement that an Assumed Deductible Liability be associated with any particular business or property (cf. §358(h), which does include such a requirement).
b. Regardless of the specific facts of Rev. Rul. 95-74, treating any Assumption of a Deductible Liability as not subject to that ruling would be technically questionable as well as complex to apply with any consistency of treatment as between Distributing and Controlled.
c. An alternative approach would be to treat an Assumption by Controlled of a significant Deductible Liability that is not associated with Controlled as an indication that the transaction is similar to a taxable sale and should not be treated as a divisive reorganization.
7. Does Rev. Rul. 95-74 apply in a divisive reorganization?
a. In CCA 201023056 (June 11, 2010), IRS adopted the view that, if Controlled Assumes and pays a Deductible Liability in a divisive reorganization—
i. Claim‑of‑right relief under §1341 is not available to adjust Controlled’s tax in prior years (as a member of the Distributing consolidated group), but
ii. Controlled may deduct its payments as made, under Rev. Rul. 95-74. The CCA notes that the exchange between Distributing and Controlled qualified both as a divisive reorganization and under §351, but it does not state whether §351 qualification is necessary to application of Rev. Rul. 95‑74.
b. If Rev. Rul. 95-74 does not apply, the deduction or capitalized asset basis would seem to belong to Distributing (Holdcroft). But, if Distributing has transferred the assets with the increased basis to Controlled, them Controlled would get the benefit of that basis increase.
8. Suppose that, after a §351 exchange or a divisive reorganization in which Controlled Assumes a Deductible Liability, the Liability becomes fixed but has not yet had economic performance, generally through payment.
a. The Assumption still should be subject to §357(c)(3). The Liability still has not created or increased Distributing’s asset basis, including cash.
b. Payment later should result in a deduction to Controlled, under Rev. Rul. 95-74.
c. Has the Liability become a “debt”?
i. Is the claimant of the Deductible Liability now a “creditor,” so that Controlled can fund the Liability in a Boot Purge, even within the restriction imposed by Rev. Proc. 2024-24?
ii. Is there original issue discount or other imputed interest from that time?
D. Controlled’s adequate capitalization and economic viability.
1. Section 3.03(5) of Rev. Proc. 2024-24 requires a representation that, after the reorganization, Controlled will be adequately capitalized and economically viable. The Administration has proposed legislation to codify this requirement for tax-free treatment to Distributing but not to the Distributing shareholders. General Explanations of the Administration’s Fiscal Year 2025 Revenue Proposals, p. 11.
2. If Controlled does not satisfy such a requirement, how can a purported Assumption of a Liabilities qualify as an Assumption under §357(d) (Controlled “is expected” to pay)? As a result, the purported Assumption would be taxable as Boot, or it could be disregarded, with Distributing continuing to be treated as the obligor for tax purposes. Plantation Patterns, Inc. v. Commissioner, 462 F2d 712 (5th Cir. 1972).
3. If a separate test for adequate capitalization and economic viability of Controlled is implemented, how robust would Controlled have to be to meet the test? Representation 8 in Rev. Proc. 2024-24 is that the fair market value of the property transferred to Controlled exceeds Controlled’s Liabilities. But presumably more than just such solvency would be required.
4. For how long after the reorganization would Controlled have to continue to be adequately capitalized and economically viable? If Controlled’s condition deteriorates years after the reorganization, how practical is it for IRS to look back and require gain recognition to Distributing?
5. If there is to be a requirement for adequate capitalization and economic viability, should it apply to Distributing as well as to Controlled?
VI. Recommendations and remaining issues
A. IRS and Treasury representatives have said publicly that proposed regulations, including anti‑avoidance regulations under §§361(b) and (c), will be issued to address comments and establish a coherent regime for leveraged divisive reorganizations, including Transfers of Deductible Liabilities. The following are recommendations for that project and, in some instances, for use in the PLR program. In some instances, recommended results are inconsistent with the literal language of Code provisions, in particular §§357(c)(3), 361(b)(3), and 381(a). Nevertheless, there should be no serious doubt as to Treasury’s authority to adopt such regulations. The purposes of §§357(c)(3) and 361(b)(3), as discussed in Rev. Ruls. 80‑198, 80-199, and 95-74 should provide ample support for this authority.
B. Distributing.
1. If specified requirements are met in a divisive reorganization—
a. No taxable gain should be recognized as a result of a Transfer of a Deductible Liability by Distributing to Controlled (an Assumption or a Boot Purge).
b. Such a Transfer should not be subject to the asset basis limitation in §357(c)(1) or §361(b)(3) and should not reduce the amount of asset basis available to allow nonrecognition of gain for Transfers of other, non-Deductible Liabilities.[footnoteRef:10] [10:  As part V.B.2.a. describes, the literal language of §361(b)(3) so provides for Assumptions but not for Boot Purges. Regulations could correct this apparent drafting error.] 

2. Recommended requirements for this favorable treatment:[footnoteRef:11] [11:  A separate requirement that Controlled (or Distributing) be adequately capitalized and economically viable is not recommended. The practical difficulty of establishing that these requirements would be met in the future is likely to be overwhelming. Also, the definition of “assumption” in §357(d), which requires that Controlled be “expected” to pay the Liability, should suffice on this point.] 

a. The Deductible Liability was incurred in the ordinary course of business of the DSAG, i.e., not in connection with the Divisive Reorganization.
b. As a PLR requirement but not as a provision in regulations, the Liability should be associated with a business or assets transferred to Controlled in pursuance of the plan of reorganization or with a business or asset that Controlled held before the reorganization and will continue to hold thereafter. See part V.B.4.c. for further discussion.
i. If the Deductible Liability is associated with a business that is not an active trade or business described in §355(b), or with an asset that is not part of such an active trade or business, a nontax business purpose for that Liability being transferred to Controlled should be required.
ii. Consider whether and to what extent a Deductible Liability should be considered to be associated with Controlled’s business or assets, if a Transfer of the Liability contributes toward proper allocation of Liabilities and establishing proper capital structures. E.g., suppose a Transferred Deductible Liability has no specific relationship to Controlled’s businesses or assets, but the expected amount and timing of the payment obligations fits Distributing’s and Controlled’s expected capital requirements.
c. Deduction or capitalization upon payment cannot be duplicated.
i. If a Transfer of a Deductible Liability is an Assumption, Distributing and Controlled will follow Rev. Ruls. 80-198 and 95-74, allowing deduction or capitalization of payment of the Liability to Controlled and not to Distributing.
ii. If the Transfer of a Deductible Liability is a Boot Purge, Distributing and not Controlled will deduct or capitalize payment of the Liability. As an exception, however, Controlled would be entitled to an increase in asset basis if, but for the transaction, Distributing would have capitalized its payment of the Deductible Liability by adding the payment to the basis of an asset transferred to Controlled.
iii. Distributing and Controlled should not be permitted to elect which of them is entitled to the deduction or asset basis increase, except by changing the actual form of the transaction between Assumption and Boot Purge.
3. If the requirements are met, the Transfer should be eligible to qualify either as an Assumption or a Boot Purge, as the case may be.
a. A Transfer of a Deductible Liability should qualify as an Assumption under reasonable conditions.
i. The definition in §357(d) is broad and result-oriented.
ii. Court decisions have interpreted “Assumption” broadly. Jewell v. United States, 330 F2d 761 (9th Cir. 1964) (exchange of target debt for acquiror debt in property reorganization treated as Assumption; Kniffen v. Commissioner, 39 T.C. 553 (1962): (forgiveness of debt owed by transferor to transferee corporation in §351 exchange treated as Assumption).
iii. In an indemnity, Distributing should be allowed to retain cash received from Controlled to reimburse Distributing for a Deductible Liability it has already paid, so long as the prior payment was made after the Earliest Applicable Date (as defined in Rev. Proc. 2024-24) and in pursuance of the plan of reorganization.
iv. If the Liability has not already been paid, Distributing should be allowed to hold cash to satisfy the Liability for a reasonable length of time, determined based on the business purpose for the arrangement. In a revenue procedure governing the PLR program, a fixed time limit could be set.
v. Segregation of the cash paid by Controlled should be a factor in favor of treating the arrangement as an Assumption but should not be required.
b. Tax-free Boot Purges to pay Deductible Liabilities should be allowed.
i. The legislative history of §361(b)(3) makes clear that its purpose was to overrule Minnesota Tea Co. v. Helvering, 302 U.S. 609 (1938), and that a claimant of a Deductible Liability was intended to be a “creditor”. In our view, the conclusion to the contrary in Notice 2024-38 and Rev. Proc. 2024-24 is at best a stretch. The NYSBA Report and the ABA comments both effectively rebut the technical argument in favor of the restricted “creditor” definition.
ii. Time limits for delay between Controlled’s distribution to Distributing in a Boot Purge and Distributing’s payment of the Deductible Liability should be determined based on the business purpose for the delay and generally would be shorter for Contingent Liabilities than for financial debt.
c. A payment by Controlled of a Liability shortly before the closing of the divisive reorganization and in connection with the plan of reorganization should be allowed if a business purpose is shown.
d. In general, §§357 and 361 describe economically similar transactions. In some complex arrangements, it may be difficult to tell whether a purported Assumption or a purported Boot Purge is involved. The two provisions should be interpreted and administered in parity where possible, even if they do not necessarily reach identical results.
e. Clear criteria should be adopted to distinguish between an Assumption and a Boot Purge involving a Deductible Liability. One possible determinative feature of a Boot Purge could be that Distributing has discretion to determine which Liability it will pay.
4. Scope of nonrecognition under §357(c)(3) requires clarification.
a. Regulations should clarify that §357(c)(3) applies to divisive reorganizations as well as to §351 exchanges.
b. Legislative history makes clear that, even though §357(c)(3)(B) mentions only creation of or increase in asset basis, a Liability that has already resulted in a deduction to the Transferor (Distributing in a divisive reorganization) was not intended to receive relief. (“A Liability would not be excluded under this provision to the extent the Liability has already been deducted by the Transferor.” S. Rep. No. 96-498 at 62, 1980-3 C.B. 517 at 546). The same result should apply if the Transferor has received untaxed cash or other property upon incurring the Liability.[footnoteRef:12] [12:  However, if the Transferor has received cash or other property when it incurred the Liability, but that cash or property was subject to tax, then relief under §357(c)(3) should be available. See footnote 2.] 

c. If Distributing had retained and paid a Deductible Liability instead of Transferring it to Controlled, the result to Distributing could have been, not a deduction, but capitalization in asset basis, or treatment of the payment as a non-deductible, non‑capital expenditure. Or, if the payment was deductible,” the deduction may have been deferred, even indefinitely (e.g., §267). In any of these cases, the Deductible Liability should be entitled to relief under §357(c)(3).
C. Controlled.
1.	The conclusions in Rev. Rul. 95-74 should be adopted in regulations, and the regulations should clarify several points.
a. Like §357(c)(3), the conclusions in Rev. Rul. 95-74 should apply to divisive reorganizations as well as to §351 exchanges.
b. Upon economic performance by Controlled, the person entitled to the deduction or capitalization in asset basis is Controlled, not Distributing.
c. The nature of the relationship that is required between the Assumed Deductible Liability and Controlled’s assets or businesses (see parts V.A.5. and VI.C.4.) should be spelled out. One issue that should be addressed is whether developing appropriate allocation of Liabilities and capital structures for Distributing and Controlled is a factor in this regard and, if so, how strong a factor.
d. Another issue to be considered is whether the treatment described in Rev. Rul. 95-74 should apply to payment of a Deductible Liability by Controlled in a Boot Purge (if Boot Purge of Deductible Liabilities is allowed). If not, presumably Distributing, not Controlled, would be entitled to deduct (or capitalize in the basis of its retained assets) the payment of the Liability by Controlled. In any case, duplicated deductions or capitalizations should be prevented.
2. Controlled’s solvency, adequate capitalization, and economic viability.
a. Including such a separate requirement in substantive guidance is not recommended. But requiring representations on this subject in the PLR program, as to both Distributing and Controlled, would be reasonable in order to foreclose issues under §357(b) and similar issues.
b. Other requirements, such as business purpose, active trade or business, and continuity-of-interest, can be implemented to encompass such a requirement in appropriate detail. See footnote 11 and accompanying text.
c. We recommend revising the representations on this subject in Rev. Proc. 2024-24 to specify a time period, e.g., two years after the reorganization.
3. Deductible Liability incurred in the ordinary course of business and associated with Controlled’s assets or business.
a. We do not recommend including such a separate requirement in substantive guidance, but requiring representations on this subject in the PLR program, primarily in connection with §357(b), would be reasonable. But see part VI.E.1.
b. Regulations should provide that a Deductible Liability is incurred in the ordinary course of business so long as its being incurred or increased is unrelated to the plan of reorganization, even if it was incurred or increased while the plan is in effect or is being developed (e.g., Deductible Liabilities arising or increasing as a result of continuing operations).
c. Regulations should clarify that the “associated with” prong relates to all of Controlled’s assets and businesses, not just to an active trade or business or assets of such a business, and that it includes assets and businesses owned by Controlled before the reorganization or acquired by Controlled from Distributing or its affiliates in transactions separate from the reorganization.
d. We recommend establishment of reasonable guardrails for reorganizations in which a Deductible Liability to be Assumed or paid in a Boot Purge is associated with Controlled’s assets and business only to balance leverage between Distributing and Controlled or develop appropriate capital structures.
D. Delayed Distributions and other delayed payments by Controlled.
1. We recommend establishing criteria to determine that a Delayed Distribution (defined in Rev. Proc. 2024-24) by Controlled to Distributing or a delayed payment to a claimant is in pursuance of the plan of reorganization, so that it can be treated as an Assumption of a Liability or as Boot eligible for Boot Purge (i.e., “Section 361 Consideration” defined in Rev. Proc. 2024-24).
2. We recommend clarifying that no inference should be drawn from the guidance in determining whether a Deductible Liability paid by Controlled was a Liability incurred by Controlled and not by Distributing (the issue in Pacific Transport, Commercial Security Bank v. Commissioner, 77 T.C. 145 (1974), and Illinois Tool Works Inc. v. Commissioner, 355 F.3d 997 (7th Cir. 2004)).
E. Administrative PLR program recommendations.
1. Representations in PLR requests. In a departure from prior practice, Rev. Proc. 2024-24, Section 3.02(3), provides that the representations in the revenue procedure “must be submitted precisely in the language requested,” and that, as the “sole exception…the taxpayer must provide an explanation for why it would not be possible to provide that representation in the language requested.” There is no indication of flexibility to accommodate unanticipated fact patterns. We recommend that the PLR program, as it relates to Transfers of Deductible Liabilities in divisive reorganizations, be administered to be receptive to modified representations.
2. Revisions to Rev. Proc. 2024. According to Treasury and IRS representatives, their intention is not to revise Rev. Proc. 2024-24 until after regulations are at least proposed and perhaps not until after regulations are adopted in final form. In addition to the difficulties described above, numerous other difficulties are present in Rev. Proc. 2024-24. Cumulatively, these difficulties already have had significant adverse impact on the PLR program, in our view without offsetting benefit to tax administration. We recommend prompt revision to the procedures described in Rev. Proc. 2024-24, either by revision to the revenue procedure itself or by less formal public guidance, such as statements from the Office of Chief Counsel.
3. 

APPENDIX
DEFINED TERMS
Assume, Assumption of a Liability – As defined in §357(d).
Boot – Cash or property (other than Controlled stock or securities) that Distributing receives from Controlled in a §351 exchange or in an asset reorganization, including a divisive reorganization.
Boot Purge – Distribution of Boot paid in a divisive reorganization by Controlled to Distributing and paid by Distributing to its creditor in pursuance of the plan of reorganization. (Use of Controlled stock to pay a Deductible Liability is beyond the scope of this presentation.)
Controlled – The controlled corporation in a divisive reorganization, which may be either a newly-organized corporation or a pre‑existing corporation to which distributing transfers additional assets.
Contingent Liability – A Liability (other than a Debt (Reg. §1275-1(d)) that includes one or more contingent payments but excluding a contingent payment debt instrument described in Reg. §1.1275‑4. Rev. Proc. 2024-24, Section 2.01(3)(b)(i) & (ii), and Appendix A, Section 2.04.
Deductible Liability – A Liability that is a Contingent Liability and has the Non-Debt Characteristics.
Distributing – The distributing corporation in a divisive reorganization.
Liability – As defined broadly in Reg. §1.446‑1(c)(1)(ii)(B). This definition is adopted in the economic performance regs (§1.461-4(c)(1)) and in Rev. Proc. 2024-24, Appendix A, Section 2.29. It is similar to the definition of “obligation,” in Reg. §1.752-1(a)(4)(ii).
Non-Debt Characteristics – As to a Liability (whether or not a Contingent Liability), (1) when the Liability is incurred, the obligor does not receive cash and is not entitled to a deduction or asset basis, and (2) if it had retained and paid the Liability, the obligor would have been entitled to a deduction or increased asset basis.
Transfer, Transferred, Transferor, Transferee of a Liability – A Liability owed by the Transferor becoming a Liability owed by the Transferee. In a divisive reorganization, a Transfer of a Liability generally may be accomplished without recognition of gain to Distributing either by Assumption of the Liability or in a Boot Purge. (In reference to property, the same terms are used but without initial cap.)
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