














“Control” for Voting Stock Continued

Questions
1. Will the merger qualify as a tax-free reorganization?
2. Will the treatment change if VC receives P preferred stock with terms like the

terms of the T preferred stock it now holds? Cash?
3. Will the treatment change 1f P (instead of VC) owns the T preferred stock?

4. Will the treatment change if T is merged into S instead of the other way around?
Authorities

Code sections 356(a), 368(a)(2)(E) and 368(c)

Reg. § 1.1361-1(1)(4)(111) (certain options to acquire stock treated as second class of stock
for subchapter S qualification purposes) |

Reg. § 1.1504-4 (certain options to acquire or sell stock treated as exercised for
consolidated return purposes)

Proposed Reg. §§ 1.355-6(c)(3)(i1) and (c)(3)(vi)(B) (certain stock options treated as
exercised for purposes of section 355(d) — “reasonably certain to be exercised” — certain
security arrangements and compensatory options excluded) | 99



“Control” for Voting Stock Continued

\uthorities C l

Proposed Reg. §§ 1.355-7(a)(7)(1)(A), (a)(7)(111)(A) & (B) (certain stock options treated as
exercised for purposes of section 355(e) - “more likely than not” exercised — certain security
arrangements and compensatory options excluded)

Rev. Rul. 82-150, 1982-2 C.B. 110 (call option as treated as exercised where optionee paid
$70x for option to purchase stock worth $100x for $30x)

Rev. Rul. 85-87, 1985-1 C.B. 268 ( put option on stock treated as exercised where market price
was “substantially less” than the exercise price; spread between the exercise price and value,
term of put, premium paid, historic volatility in FMV of stock, and *“other objective factors”
analyzed as factors suggesting “substantial likelihood” of exercise)

Rev. Rul. 83-98, 1983-2 C.B. 40 (convertible note treated as equity because of high probability
of conversion; note was worth $600 at maturity but was convertible into 50 shares of common
stock with FMV of $1000)

Victorson v. Commissioner, 326 F.2d 264 (2d Cir. 1964), aff’'g T.C. Memo 1962-231
(compensatory stock option not treated stock issuance, even though exercise price was small
fraction of FMV)

 Simmons v. Commissioner, T.C. Memo 1964-237 (same)

Comtel Corporation v. Commissioner, 45 T.C. 294 (1965), aff’d 376 F.2d 791 (2d Cir. 1967),
cert. denied 389 U.S. 929 (1967) (sale of hotel with option to repurchase at price equal to
purchase price plus interest factor treated as financing arrangement) 100



“Control” for Voting Stock Continued

\uthorities Continued

Penn Dixie Steel Corp. v. Commissioner, 69 T.C. 837 (1978) (non-simultaneous reciprocal put
and call not treated as completed sale under “strong proof” standard)

Tennessee Natural Gas Lines, Inc. v. Commissioner, 71 T.C. 74 (1978) (real estate option to
purchase treated as transferring burdens and benefits of ownership)

Belz Investment Co. v. Commissioner, 72 T.C. 1209 (1979) (real estate sale and leaseback with
option to repurchase upheld because exercise not “foregone conclusion”)

Progressive Corp. v. United States, 970 F.2d 188 (6th Cir. 1992) (remand to district Court for
determination whether options were sufficiently “deep in the money” to be treated as
exercised) -

Kwiat v. Commissioner, T.C. Memo. 1992-43 (1992) (reciprocal put and call on equipment
shifted tax ownership; Penn Dixie distinguished)

Rogers v. United States, 99-2 USTCY__, : AFTR3d _ (D. Kan. June 11, 1999)
(nonrecourse secured loan by corporation to shareholder plus option -- exercised early in
following year -- to call shareholder’s stock at price equal to loan balance, treated as completed
stock redemption; bad debt deduction to corporation disallowed)

U.S. Treasury Department, General Explanations of Administration Revenue Proposals

(February 1999), 128 (proposal to amend Code section 368(c))
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Bausch & L.omb

P Voting Stock
Y P
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B 'h- Lom ntin
' Facts

P has owned 40% of the stock of T for several years. Individual A owns the remaining 60%
of the T stock.

P acquires the remaining 60% of the T stock from A, solely for P voting stock. Immediately
thereafter T distributes all its assets to P in liquidation.

1estion

1. Does the acquisition and liquidation of T qualify as a reorganization?

2. Would the results change if, instead being liquidated, T merged into P?

3. Would the results change if, instead being liquidated, T were merged into an LLC

wholly owned by P.

4, P acquires 40% of the T stock for cash from unrelated individual X. shortly
thereafter P acquires the remaining 60% of the T stock for P stock from A, and T
distributes all its assets to P in liquidation. 103



B h & L.om ntin
Authorities

Reg. §1.338-2(b)

Proposed Reg. § 1.368 -1(d)(4)

Bausch & Lomb Optical Co. v. Commissioner, 30 T.C. 602 (1958), al°d 267 F.2d 75 (2nd
Cir. 1959) (Pre-reorganization ownership by P of T stock invalidated stock for asset Type
“C” reorganization) |

American Potash & Chemical Corp. v. U.S., 399 F.2d 194 (Ct. Cl1. 1968) (Stock for stock
exchange acquired in separate transactions followed by liquidation neither a valid stock for
stock or stock for assets reorganization)

King Enterprise, Inc. v. United States, 418 F.2d 511 (Ct. Cl. 1969) (Cash and stock purchase
followed by planned merger treated as valid Type “A” reorganization)

Rev. Rul. 54-396, 1954-2 C.B. 147 (Pre-reorganization ownershlp by P of T stock
invalidated stock for asset Type “C” reorganization)

Rev. Rul. 67-274, 1967-2 C.B. 141 (Stock for stock exchange followed by liquidation tested
as stock for asset Type “C” reorganization)

Rev. Rul 69-294, 1969-1 C.B. 110 (Bausch & Lomb doctrine applied in stock-for-stock Type
“B” reorganization)

Rev. Rul. 90-95, 1990-2 C.B. 67 (Qualified stock purchase followed by liquidation, separate
transactions respected) ,, 104



Section 355 - Expansion
PLR 199937014

Cash .
D2 | . P
T Assets

Dl T

C

FACTS: Both D2 and D1 are engaged in the active conduct of a five-year trade or business. D]
acquired the assets of T in a taxable transaction and contributed those assets to newly formed C.
Prior to and following its acquisition, T has been engaged in the installation of the types of
products manufactured by D1. Prior to the acquisition neither D1 nor D2 had been engaged in
the installation of their products. May D1 distribute the stock of C tax-free under section 355?
See Treas. Reg. § 1.355--3(b)(3)(i1).
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Basic Morris Trust Structure
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10N Appli

2. 3
D PUBLIC D PUBLIC D PUBLIC P PUBLIC
D C||P
C D

FACTS: A publicly traded corporation (D) owns all the stock of a controlled corporation
(“C”). D has an adjusted basis in its C stock of $100, and the fair market value of its C stock is
$150. In order to facilitate an acquisition of D by a third corporation (“P”), D distributes its C
stock to its shareholders. Within two years, P acquires all the stock of D in a section

368(a)(1)(B) reorganization with the shareholders of D receiving 40 percent of the stock of P in
exchange for their D stock.
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P PUBLIC

1 Inapplicabl
D PUBLIC D'PUBLIC P PUBLIC D PUBLIC
D P C P
C D
FACTS: Same facts as the previous example, except that in the B reorganization, the

shareholders of D receive 60 percent of the stock of P in exchange for their D shares.
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Spin-Off and Acquisition

10
Individuals

(2)

y
( ] ) /I, . \\\C StOCk
C stock.;" | |
A D 25% O\f\\\ b P
P stock )

Facts

Ten individual shareholders own all the stock of D. For more than five years, D has engaged in
Business D and owned all the stock of C, and C has engaged in Business C.

D distributes the C stock to its shareholders, pro rata. At a later date, unrelated public company,

P, acquires all the stock of C for 25% of the P stock. 109



1n-Off and Acquisition Contin
Questions

1. The business purpose for the spin-off is to facilitate the acquisition of C by P, because P is
not willing to issue a large block of its stock to D. P’s acquisition of C is negotiated at the

time of the spin-off and takes place 90 days thereafter, following a vote of the new C
shareholders.

a. Does it matter if, instead of P acquiring the C stock, C acquires all the stock of P in
exchange for 75% of the C stock?

b. Does it matter if, instead of P acquiring the C stock, C is merged into P or vice versa?

c. Does it matter if individual I owns 10% of the stock of D and C and 51% of the stock
of P?

d. Does it matter if C is a new corporation, and after the spm -off C acquires the stock of P
for 25% of the C stock?
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1n-Off and Acquisition Contin
The business purpose for the spin-off is to reduce the borrowing costs of D and C. C’s

management 1s aware of P’s interest in acquiring C, but no acquisition is agreed to or
negotiated until after the spin-off.

a. Does it matter how long after the spin-off the acquisition is negotiated and closed?

b. Does it matter if D’s management is aware of P’s interest in acquiring C and wishes
to prevent P from also acquiring D?

The business purpose for the spin-off is to allow C to issue 10% of its stock to employees,
and C does that after the spin-off. Then P acquires C. After the acquisition the former C
shareholders (including the employees) own 51% of the P stock.

Would the result in 3. change if, after the acquisition the former C shareholders own 55%
of the P stock? Suppose that, 10 years before the spin-off C issued convertible debt, and
after the acquisition the debt was convertible into 5% of the P stock.

P acquires all the stock of D in exchange for 25% of the P stock. Then D distributes all
the stock of C to P, and P, in turn, distributes the C stock to its shareholders (including the

former D shareholders), pro rata. Does it matter whether D was planning to spin off C
before the acquisition?
RN



ff and Acquisition Contin
\uthoriti

Code sections 351(c)(2), 355(e) and (f); 358(g) and 368(a)(2)(H)(i1)

JCT Staff, General Explanation of Tax Legislation Enacted in 1997, JCS-23-97
(December 17, 1997), 197-206

JCT Staff, General Explanation of Tax Legislation Enacted in 1998, JCS-6-98 (November
24, 1998), 187-191

Reg. § 1.355-2(d)(2)(iii)(E)

Proposed Reg. § 1.355-7

Commissioner v. Morris Trust, 367 F. 2d 794 (4th Cir. 1966)

Rev. Proc. 96-30, 1996-19 1.R.B. 8, Appendix A § 2.07 ‘

Rev. Proc. 97-53, 1997-2 C.B. 528, modifying Rev. Proc. 97-3, 1997-1 C.B. 507 (deleting
§ 5.17), superceding Rev. Proc. 96-39, 1996-33 .R.B. 11

Rev. Rul. 68-603, 1968-2 C.B. 148

Rev. Rul. 70-434, 1970-2 C.B. 83

Rev. Rul. 72-530, 1972-2 C.B. 212

Rev. Rul. 78-251, 1978-1 C.B. 89

Rev. Rul. 98-27, 1998-22 1.R.B. 4, declaring obsolete Rev. Rul. 96-30, 1996-24 1.R.B. 4,
modifying Rev. Rul. 75-406, 1975-2 C.B. 125

Rev. Rul. 98-44, 1998-37 I.R.B. 4, declaring obsolete Rev. Rul. 70-225, 1970-1 C.B. 80,

modified by Rev. Rul. 98-27, 1998-22 I.R.B. 4 112



10N Appli

3. 4.
D PUBLIC D PUBLIC
2 ¢ sr0ck DPUBLIC G g "UIBL'C a0  PPUBLIC
D C| |P
P

S D

S |
C « S

FACTS: A publicly traded corporation (“D”) owns all the stock of a subsidiary corporation

(S”), which in turn owns all the stock of a controlled corporation (“C”). D, S, and C are
members of the same affiliated group. In order to facilitate an acquisition by a third
corporation (“P”), S distributes its C stock to D, and D then distributes its C stock to its
shareholders. Within two years, P acquires all the stock of D in a section 368(a)(1)(B)

reorganization, with the shareholders of D receiving 40 percent of the stock of P in exchange
for their D stock. 113



10N ) Applies: Alternati

3 4.
D PUBLIC D PUBLIC
D PUBLIC P PUBLIC 40% P PUBLIC
2 . T
D | S P
P
S D
| C
C C

FACTS: Same facts as the first example, except that S distributes its C stock to b, D then =
distributes its S stock to its shareholders, and, within two years, P acquires all the stock of D in

a section 368(a)(1)(B) reorganization, with shareholders of D receiving 40 percent of the stock

of P in exchange for their D stock. 114



D PUBLIC
D PUBLIC

C stock ' /\
D $60 basis in S

C D $40 basisin S

S $90 ELLA in S

$300 FMV
S
C |s100FMV
FACTS: A publicly traded corporation (“D”) owns all the stock of a subsidiary corporation

(““S”), which in turn owns all the stock of a controlled corporation (“C’’). D has a $60 basis in
the stock of S, and S has a $90 ELA in the stock of C. S distributes all the stock of C to D. At

the time of the distribution, the C stock is worth $100, and the S stock is worth $300 (including
the stock of C).
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10N In General

1. X 4———@ 2.
D D D
C C C

FACTS: D owns all the stock of Controlled (*“C”). In Year 1, A purchases all the stock of D
from X. In Year 4, D distributes all the stock of C to A in a transaction that meets the

requirements of section 355(a).
Ho



Multiple Spin-Offs (Triple Tax Potential)

S 'Y g . [p
Dl Dl D1
D2 D2 D2
C A C | C

FACTS: DI owns all the stock of D2, which owns all the stock of C. In Year 1, P purchases all
the stock of D1 from X for cash. In Year 4, D2 distributes all the stock of C to D1, and later in
Year 4, D1 distributes all the stock of C to P. 117



l D PUBLIC

|
D

Public Offerin

55% D Stock
—_—

Cash

NEW PUBLIC

PUBLIC

D

FACTS: D, whose stock is publicly traded, owns all the stock of C. In a public offering, D
issues stock having 55 percent of its voting power. Four years later, D distributes all the stock
of C to its public shareholders. |
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Elimination of Basis -- Sections 355(d) and (e)

L. X ‘ﬁ— P 2.
| LIQUIDATION P
Dl DIl
D2
D2 D2
C
| C C

FACTS: D1 owns all the stock of D2, which owns all the stock of C1 and C2. In year I, P
purchases all the stock of D1 from X for cash. In planning its acquisition of D, P considers a
spin-off of C1 because of incompatibility with P’s business, but this idea is abandoned. In year
2, P liquidates D1 in a section 332 liquidation. In year 4, to effect state tax savings,

D2 distributes all the stock of C2toP. 119



Purchasg Taint from Tax-Free Transaction

PUBLIC P PUBLIC D PUBLIC P
PUBLIC D P 2. P
D|—| S D
B/(a)(2)(E) "
Reorganization
C C

FACTS: The stock of D is publicly traded. D owns all the stock of C. P acquires all the stock

of D in a transaction qualifying under section 368(a)(1)(B) and (a)(2)(E). Within the year

before the acquisition, more than 50 percent of the D stock traded in market transactions. [Four
years later, D distributes all the stock of C to P.
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Holding Company Formation

| PUBLIC 7. PUBLIC 3 PUBLIC
| ' C STOCK '
D D H
Cashl TII Stock
- MERGER -
H ' H D
C STOCK
CaShl T M Stock Husincssi T(‘ Stock
S S C

FACTS: The stock of D is publicly traded. D forms a H, which, in turn, forms S. S merges
into D, with D’s shareholders exchanging their D stock for H stock. Four years later, D drops a

business into newly formed C and distributes all the stock of C to H, which, in turn, distributes
all the stock of C to its public shareholders.
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Single Member LI.Cs In General

P

LLC

Facts: P owns all of the interests in an LLC. The LLC is disregarded as an entity separate
from P for Federal tax purposes. |

Advantages:

1. Federal tax treatment as a division with limited liability for state law purposes.

2. Effective consolidation treatment without the need to comply with the consolidated return
regulations. - '

3. Ability to use “grandparent” stock in triangular reorganizations.

4. Treatment of “start-up” costs as deductible expansion costs.

5. Availability of like-kind exchange treatment for exchanges involving interests in the LLC.
6. Achieve consolidated treatment and section 338(h)(10) results in states that do not
recognize such treatment. 122



Dis y
I. Certain LLCs cannot be parties to a tax-free reorganization.
2. Inability to conduct an IPO.

3. Lose basis in a corporate subsidiary if convert into an LLC.
4. Cannot spin-off an LLC.
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Multiple Disregarded Entities

_100%

Facts: Corporation P is the sole member of LLC-1 and LLC-2, both of which do not elect to
be taxed as associations. LLC-1 and LLC-2 form LLC-3, with each taking a 50 percent

membership interest. 124



Merger of Corporation
Into Single-Member LIC

P

100% 100%

Merger

Facts: Corporation P owns all of the stock of S Corporation and all of the membership
interests in LLC. LLC does not elect to be taxed as an association. S is merged into LLC -
pursuant to Delaware General Corporation Law section 264 (which permits the merger or
consolidated of a Delaware corporation with an LLC). Pursuant to the merger, all of S’s
assets and liabilities are transferred to LLC, and S’s separate corporate existence ceases.
See P.L.R. 9822037 (Feb. 27, 1998). - 125



Sale of All of the
Membership Interests

100% of LLC >
P P X
Cash
100%
LLC
Facts: P owns all of the outstanding interests in LLC, which is treated as a disregarded

entity for tax purposes. The fair market value of LLC’s assets is $100, and their adjusted

basis 1s $50. P sells all of the outstanding membership interests in LLC to X, an unrelated
party, for $100.
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Sale of [ .ess than All of
the Membership Interests

50% of LLC R
P X

Cash

100%

LLC

Facts: P owns all of the outstanding interests in LLC, which is treated as a disregarded
entity for tax purposes. The fair market value of LLC’s assets is $100, and their adjusted

basis is $50. P sells 50 percent of the outstanding membership interests in LLC to X, an
unrelated party, for $50.

127



Conversion of Mul];i-Mcmer LL£2 Into
SMLLC 1n Consolidatio

50% LLC Interest

$10,000

(uc

Facts: P owns all the stock of X and Y. P, X, and Y join in filing a consolidated return. X
and Y each own a 50-percent interest in LLC. X sells its entire interest to Y for $10,000. X
has a $5,000 basis in its interest in LLC. After the sale, the business is continued by LLC,
which is owned solely by Y. LLC does not elect to be taxed as a corporation.
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Use of LLC’s to Avoid Section
338(h)(10) [.imitations

hW(10) Tr 1on
T Stock >
S | P
P Note
100%
T

Facts: S owns all of the stock of T. S sells all of its T stock to P in exchange for a P note. S and
P make a section 338(h)(10) election.
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Use of LLC’s to Avoid Section

338(h)(10) Limitations Continued

10) Transaction

Liquidation;"ﬁ
100%

Old

Assets

100%

T <

P Note

New
T

As a result of the section 338(h)(10) election, the parties are deemed to engage in a series of transactions:
(1) The subsidiary (“Old T”) is treated as selling its assets to a new corporation owned by the acquiring
corporation in exchange for a P note in a taxable sale; (2) Old T is treated as liquidating

into its parent corporation.

Because the note is that of P rather than New T, it technically may not qualify for installment trcatment

under section 453.

Note that the proposed section 338 regulations permit the use of the instaliment method in
section 338(h)(10) transactions. See Prop. Treas. Reg. § 1.338(h)(10)-1(d)(8).
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Use of LL.C’s to Avoid Section

| h)(10) Limitation ntin

100% LLC Interests .

Installment Note

Facts: Corporation S owns all the stock of T. S forms a wholly owned LLC and merges T
into the LLC. S then sells 100% of the LLC interests to P, an unrelated party, in exchange
for an installment note of P.
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B Reorganization

P T
Shareholders

100%

Facts: P forms a wholly owned LLC. LLC does not elect to be taxed as an association and
IS, thus, treated as a disregarded entity. LLC acquires T stock from the T shareholders in
exchange for P voting stock.
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'C Reorganization

P | T -
Shareholders
, P Voting
100% Stock
K abrlues
LLC /

Facts: P forms a wholly owned LLC, which is treated as a disregarded entity, with P voting
stock. P wants LLC to acquire T in a tax-free reorganization. T has assets worth $100 and
has recourse liabilities of $30. LLC transfers its shares of P voting stock to T in exchange

for all of T’s assets and hiabilities. T distributes all of the P voting stock to it’s shareholders
in complete liquidation.
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A Reorganization

Facts: P forms a wholly owned LLC. LLC is treated as a disregarded entity. T merges into
LLC pursuant to a state statutory merger, with the T shareholders receiving P voting stock.
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Downstream Merger into LLL

P \
| S
S -| Merger
«—
Facts: P owns all of the stock of S. P wants to merge downstream into S, but cannot do so

because it violates certain loan covenants. S forms a single-member LLC, which is treated
as a disregarded entity, and P merges into the LLC pursuant to state law, with the LLC
surviving.
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Downstream Merger into LLC -
Variation 1

T TN

Merger

Newco

-

Facts: T wants to reincorporate in a different state. T forms Newco, and Newco forms a
single-member LLC, which is treated as a disregarded entity. T merges into the LLC
pursuant to state law, with the LLC surviving,
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Downstream Merger into LLC -
‘Variation 2

P ™

S Merger

-

Facts: P owns all of the stock of S. It is desired that S be the parent company of P. S forms
a single-member LLC, which is treated as a disregarded entity, and P merges into the LLC
pursuant to state law, with P surviving.
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Intragroup A Reorganization
+

Holdco | ——
OpCO Merger
- @ -
Facts: Individual A owns all of the stock of Holdco. Holdco 1s a holding company whose

only asset consists of the stock of Opco, an operating company. Opco is insolvent. Holdco
wants to merge downstream into Opco, but cannot do so because it violates certain loan
covenants. Instead, Opco forms a single-member LLC, which is treated as a disregarded
entity, and Holdco merges into the LLC pursuant to state law. 138



fLL

P
(Holding)

1n-Off;

S1

S2

S3

S4

5 Years

Facts: P, a holding company, has four wholly owned subsidiaries, S1, S2, S3, and S4.
The subsidiaries are each actively engaged in a trade or business for purposes of section
355. S3 and S4, however, were acquired in taxable transactions during the past five
years. As a result, S3 and S4 are not engaged in qualifying active businesses under

S Years

3 Years .

3 Years

section 355(b). S2 merges into an LLC. P then distributes the stock of S1 to its

shareholders.




Use of LI.Cs 1 Spin-Offs

2. Spin-off of S1 to
P shareholders

S2

ntin

Shareholders

'

-
(Holding)

LLC

S3

S4
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Distribution of LLC Inter
as a Spin-Off

b

D

o

Facts: Individuals A and B own all of the stock of D. D owns all of the interests in LLC,
which is disregarded as a separate entity. LLC owns all of the stock of C. D distributes all
of the LLC interests to A and B. | 141



(O LLC QLC

Facts: P owns all of the stock of D. D owns all of the stock of C. D wants to distribute C to
P, but a section 355 spin-off is not available. P forms a single-member LLC, which 1s
disregarded as a separate entity, and merges D into the LLC. LLC then distributes all "

2
of the C stock to P.



Step |

D
Shareholders

D

100%

C

Step 2

D
Shareholders

33V4%

Section 355(e) Transaction

6673%

Facts: D distributes all of the stock of its wholly owned subsidiary, C, in a tax-free spin-
off pursuant to section 355. Six months later, P offers to acquire the assets of C in a tax-
free reorganization. C agrees instead to a transaction wherein it drops its assets into a

newly formed LLC in exchange for a one-third interest in the LLC, and P drops some of
its assets into the LLC in exchange for two-thirds oflhe interests.
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