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Tax Issue Memo: Deferring Taxation on Sale or Wind-up of Businesses Including Captive Insurance Companies
by Thomas A. Cifelli (Managing Director, Captive Experts LLC)
Excerpt: Closely held captive tax free reorganizations and tax free “acquisition” structures will become increasingly important due to anticipated increase in captive rescues (creating new captives to succeed deficiently designed and operated ones), and various other end of life situations where winding-up a captive’s insurance business is required and tax deferral attribute maintenance desired.
Tax-Free Reorganizations and Acquisitions
Most everyone is familiar that there is not a taxable event in most cases where you contribute stock, cash and other assets (even appreciated assets) to a newly formed company for stock under Internal revenue Code section 351. This section 351 provision encourages creation of new companies without causing undesirable start-up tax impacts.
Similarly, tax-free merger & acquisition transactions structured correctly can involve the combination of two or more companies without causing a taxable event on the sale / exchange of ownership interests in the companies. Such mergers/acquisitions are considered "reorganizations" and are similar to taxable deals except that in reorganizations the acquirer uses its stock as a significant portion of the consideration paid to the seller rather than cash or debt. This is the most common method of business acquisition by publicly traded companies, and often used by well advised privately held companies. This can allow for the seller to defer tax on the exchange of its stock for a continuing interest in the successor organization.
Four conditions must be met to qualify a transaction for tax-free treatment under Internal Revenue Code (IRC) Section 368:
· Continuity of ownership interest – At least 50% of the consideration is acquirer stock (although transactions with as little as 40% stock consideration have qualified for tax-free treatment).
· Continuity of business enterprise – The acquirer must either continue the target's historical business or use a significant portion of the target's assets in an existing business for 2 years after the transaction.
· Valid business purpose – The transaction must serve a valid business purpose beyond tax avoidance.
· Step-transaction doctrine – The transaction cannot be part of a larger plan that, taken in its entirety, would constitute a taxable acquisition.
Reorganizations, while not generally taxable at the entity level, are not completely tax-free to the selling shareholders. A reorganization is immediately taxable to the target's shareholders to the extent they receive non-qualifying consideration, or "boot". Also, tax on acquirer stock received by target shareholders as consideration is deferred rather than avoided altogether assuming the target shareholder received a higher valuation on the stock in the transaction then the cost “basis” in their stock.
Boot
Any consideration received by target shareholders other than acquirer stock (e.g. cash or debt).
Let's examine how each stakeholder in a non-taxable acquisition is affected from a tax perspective:
· Acquiring Entity
· Assumes a carryover basis in the acquired net assets equal to the target's historical tax basis, even when a gain is recognized by the target shareholders on any boot received.
· Assumes a carryover basis in the stock received from target shareholders equal to the target shareholders' basis, even when a gain is recognized by the target shareholders on any boot received.
· No gain or loss on the exchange of the acquirer's own stock for stock of the target.
· The target's tax attributes (e.g. NOLs) survive the acquisition and carry over to the acquirer, but their use is subject to limitation under Section 382.
· Target Entity
· Target does not recognize a taxable gain on the transfer of assets to the acquirer.
· Target Shareholders
· Target shareholders assume a tax basis in the acquirer stock received as consideration equal to their old basis in the target stock.
· No gain or loss on the exchange of target stock for acquirer stock; rather, any tax on acquirer stock received as consideration is deferred until the target shareholders sell the stock.
· The transaction is immediately taxable to selling shareholders to the extent boot is received.
Example 3.8 – Shareholder Taxes
Suppose Alpha acquires Tango in an tax-free reorganization for $60 in cash and $40 in stock. Tango's shareholders' aggregate basis in their stock is $20. So, Tango's shareholders' realized gain is $60 + $40 − $20 = $80. Their recognized gain is the lower of the realized gain and the amount of boot received, or $40.
Tax-Free Deal Structures
Section 368 of the Internal Revenue Code recognizes three types of corporate acquisition structures that qualify as tax-free (or tax-deferred) reorganizations:
· Type "A" Reorganization (stock-for-assets acquisition)
· Statutory merger or consolidation
· Forward triangular merger
· Reverse triangular merger
· Type "B" Reorganization (stock-for-stock acquisition)
· Type "C" Reorganization (stock-for-assets acquisition)
Statutory Merger ("A" Reorganization)
[image: http://macabacus.com/img/statutory-merger.gif]In a statutory merger, target shareholders exchange their shares for acquirer stock and up to 60% boot (continuity of interest requirement applies). Boot is immediately taxable to target shareholders, while payment in acquirer stock is tax-deferred. Stock consideration may be paid in voting and non-voting common or qualified preferred shares of the acquirer. The target is liquidated, and all of the target's assets and liabilities are assumed by the acquirer. Approval of the merger plan is subject to acquirer and target shareholder vote in most states. Also, dissenting shareholders may have their independently appraised and purchase for cash.
Statutory Consolidation ("A" Reorganization)
[image: http://macabacus.com/img/statutory-consolidation.gif]In a statutory consolidation, two or more corporations contribute all of their assets and liabilities to a new corporation formed to effect the transaction, and the preexisting corporations are dissolved. This structure is appropriate for mergers of equals. Acquirer and target shareholders have the same voting and appraisal rights as in a statutory merger.
Forward Triangular Merger ("A" Reorganization)
[image: http://macabacus.com/img/fwd-tri-merger.gif]In a forward triangular merger, the target is merged into a subsidiary of the acquiring corporation, leaving the subsidiary as the surviving entity. Because the target is eliminated, non-transferrable assets and contracts, such as patents or licenses, may be lost. The buyer must acquire "substantially all" of the target's assets (defined as at least 70% and 90% of the FMV of the target's gross assets and net assets, respectively) for the transaction to qualify for tax-free treatment. Sales of assets not wanted by the acquirer just prior to the merger may jeopardize favorable tax treatment.
As in a statutory merger, the form of consideration must meet the continuity of interest requirement and payment in acquirer stock is flexible as to the type of securities used as consideration (payment in subsidiary stock is disallowed). However, this structure has two advantages over a statutory merger: 1) the acquirer is shielded from the target's liabilities because they are isolated in a separate legal entity (the subsidiary) and 2) the acquirer's shareholders need not approve the merger, unless the acquisition is material or more acquirer shares must be authorized to complete the transaction.
Reverse Triangular Merger ("A" Reorganization)
[image: http://macabacus.com/img/rev-tri-merger.gif]In a reverse triangular merger, a subsidiary of the acquirer is merged into the target, leaving the target as the surviving entity and a subsidiary of the acquirer and eliminating any minority shareholders in the target. This structure allows the acquirer to shield itself from the target's liabilities, as in the forward triangular merger, but with the added benefit that non-transferrable assets and contracts are not lost. For this reason, the reverse triangular merger is a commonly used structure. However, at least 80% of the consideration must be paid in voting common or preferred stock of the acquirer, eliminating some flexibility in the type of equity consideration paid relative to the forward triangular merger. Other characteristics of this structure are similar to those found in forward triangular mergers, including the "substantially all" and shareholder approval requirements.
Stock-for-Stock Acquisition ("B" Reorganization)
[image: http://macabacus.com/img/type-b-reorg.gif]In a "B" reorganization, the acquirer exchanges its voting common and/or qualified preferred stock (no boot, except for small amounts paid for fractional shares) for control of the target, defined as ownership of 80% of the "vote and value" of the target's stock. The target survives as a subsidiary of the acquirer, shielding the acquirer from the target's liabilities. The buyer need not acquire the entire 80% of target stock at once, but must own at least 80% upon completion of the acquisition. This allows the buyer to acquire the target's shares gradually in what is known as a "creeping" acquisition. Note that since this structure does not require 100% of the target's shares to be acquired, minority shareholders may retain a stake in the target. The "B" reorganization is similar to the reverse triangular merger, except that the latter allows boot, eliminates minority shareholders, and requires the buyer to acquire "substantially all" of the target's assets.
This structure may be useful when the target's shareholders are willing to accept acquirer stock as consideration because, for example, they might have built-in capital gains that would be triggered upon a stock sale for cash. The buyer may also prefer this structure if it does not want to part with a substantial amount of cash to fund the acquisition or seeks to shield itself from the target's liabilities.
Stock-for-Assets Acquisition ("C" Reorganization)
[image: http://macabacus.com/img/type-c-reorg.gif]In a "C" reorganization, the acquirer exchanges its voting common and/or preferred stock for "substantially all" of the target's assets. The target liquidates and transfers the acquirer shares and any remaining assets to its shareholders. Consideration paid in cash or securities other than voting common or preferred stock (boot) cannot exceed 20% of the FMV of the target's pre-transaction assets. Any liabilities assumed by the acquirer count toward the 20% boot limit when cash or other non-qualifying consideration is paid.
As in taxable asset acquisitions, the buyer can be selective in choosing which, if any, of the target's assets it will assume. Rejecting the certain liabilities altogether affords the acquirer even greater protection than does isolating those liabilities in a subsidiary. However, the acquirer is highly exposed to any assumed liabilities unless a subsidiary is used to shield that exposure as in other structures. Moreover, like taxable asset acquisitions, the "C" reorganization can be mechanically complex, costly, and time consuming. Hence, "C" reorganizations are rare.
Exhibit 3.3 – Comparison of Section 368 Tax-Free Structures
	Structure
	 
	Advantages
	 
	Disadvantages

	 
	 
	 
	 
	 

	Statutory Merger or Consolidation
	 
	· Flexibility in the form of consideration (no voting stock requirement; up to 60% boot can be used)
· Tax-free status not affected by disposal of unwanted assets
· Eliminates minority or dissenting shareholders
	 
	· All target's liabilities assumed
· Acquirer and target shareholders may be entitled to voting and appraisal rights
· Transfer of titles, leases, and contracts may be necessary
· Neither company can be a foreign corporation

	 
	 
	 
	 
	 

	Forward
Triangular
Merger
	 
	· Flexibility in the form of consideration
· Target's liabilities isolated in a subsidiary
	 
	· May lose non-transferrable assets and contracts
· "Substantially all" requirement
· Target shareholder vote

	 
	 
	 
	 
	 

	Reverse
Triangular
Merger
	 
	· Up to 20% boot can be used
· Target's liabilities isolated is a subsidiary
· Non-transferrable assets and contracts are not lost
	 
	· Acquirer must exchange its voting stock for target stock
· "Substantially all" requirement
· Target shareholder vote

	 
	 
	 
	 
	 

	"B" Reorganization
	 
	· Target's liabilities isolated in a subsidiary
· Non-transferrable assets and contracts are not lost
· No "substantially all" requirement
	 
	· Acquirer must exchange its votingstock for target stock
· Inflexible with respect to the form of consideration
· Minority shareholders not eliminated

	 
	 
	 
	 
	 

	"C" Reorganization
	 
	· Acquirer can be selective in choosing the liabilities it assumes
	 
	· Acquirer must exchange its votingstock for target stock
· Inflexible with respect to the form of consideration
· "Substantially all" requirement
· Mechanically complex and costly


Section 351 Mergers
IRC Section 351 provides a means to effect a tax-free business combination when the tax-free structures recognized under Section 368 are impractical. The most notable advantage of Section 351 over Section 368 is that the former does not require continuity of ownership interest, which restricts the amount of non-taxable consideration (acquirer stock) that the target's shareholders may receive. Thus, a Section 351 merger may include an unrestricted amount of tax-free consideration, benefiting selling shareholders who value tax deferment over current income.
Founding shareholders in a newly formed corporation generally transfer property (e.g. cash and other assets) to the new entity (NewCo) in return for ownership interests (e.g. common or preferred stock). Under IRC Section 351, this transfer is tax-free, provided that the transferors (in aggregate) assume tax control of NewCo immediately after the transaction, defined as at least 80% ownership of the vote and value of each class of outstanding stock. The conditions required by Section 368 for tax-free treatment do not apply. The following illustration shows one way in which a Section 351 merger might be structured:
[image: http://macabacus.com/img/section351.gif]
Transferors may receive boot (e.g. cash and other property) in addition to NewCo stock in exchange for the property transferred. While the receipt by transferors of NewCo stock is not taxable, transferors who receive boot recognize a taxable gain equal to the lesser of the boot received and the gain realized on the transfer of property. Transferors who receive NewCo stock assume a basis in such stock equal to the basis in the property transferred. However, if the transferors also receive boot in the exchange, their basis in their NewCo stock is reduced by FMV of the boot and any loss they recognize on the exchange. Conversely, the transferors' basis in increased by the amount of anygain recognized on the exchange. NewCo assumes a carryover basis in the property received, increased by the amount of any gain recognized by transferors (recall that when taxes are paid, a step-up is allowed by the IRS).
Section 351 mergers are flexible in that they can be tailored to meet the objectives of Target's shareholders. Consideration may consist of cash and/or multiples classes of NewCo stock such as voting and non-voting common and preferred stock.
Exhibit 3.4 – Example of a Section 351 Merger
Delta and Foxtrot are publicly traded corporations. Much of Delta's business consists of supplying raw materials to a manufacturing division of Foxtrot. Delta and Foxtrot agree to a business combination under Section 351 whereby Foxtrot transfers its manufacturing division to Delta in exchange for enough newly issued Delta shares to give Foxtrot 81% ownership of Delta post-transaction. In this case, Delta acquires a new division and Foxtrot acquires tax control of the combined company (Delta) as required by Section 351. The previously issued Delta shares remain outstanding and publicly traded, but now represent just 19% (=1−81%) of the total Delta shares outstanding.
The resulting post-transaction structure would be the same if Foxtrot had instead acquired Delta outright, transferred its manufacturing division into new subsidiary Delta, and carved out 19% of its equity ownership in Delta. Of course, this equivalent series of transactions would be far more complex, potentially tax-inefficient, and impractical.
Joint ventures are sometimes structured under Section 351.
End of memo.
[bookmark: _GoBack]Disclaimer: This is not tax advice. Do not rely hereon. For discussion purposes only. 
(major source materials: http://macabacus.com/taxes/tax-free-acquisitions)
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