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ACQUISITIVE REORGANIZATIONS: THE "OTHER"
METHOD OF BUYING OR SELLING A

CORPORATE BUSINESS

STEPHEN T. DEAN*
CHARLES H. EGERTON"*

The sale or purchase of a corporate business can be accomplished through
a sale of stock, a sale of corporate assets, or one of the various acquisitive re-
organizations. Most attorneys are familiar with the first two methods but fail
to consider the third as a viable alternative for acquiring or disposing of the
corporate business either because they are totally unfamiliar with corporate
reorganizations or, perhaps more commonly, because they do not feel com-
fortable with the seemingly formidable requirements of corporate reorganiza-
tions as established under the Internal Revenue Code and the applicable pro-
visions of state law. In many instances, however, the objectives of the client
can best be accomplished by structuring the acquisition as a tax-free reorgani-
zation rather than one of the more common forms of taxable transactions. The
purpose of this article is to acquaint the reader with each of the various forms
of acquisitive reorganizations and to consider the advantages and disadvantages
of each, both in relation to one another and in relation to a sale of stock or a
sale of corporate assets.

The Nature of a Tax-free Reorganization

The principal difference between the acquisition of stock or assets in a
corporate reorganization and a direct purchase of stock or corporate assets is
the nature of the consideration. In a reorganization, the consideration paid by
the acquiring party consists primarily (if not solely) of stock and securities of
either the acquiring corporation or a corporation in control of the acquiring
corporation. In contrast, the purchase of stock or assets may involve the use
of cash, notes, bonds or various other forms of property. Examined from an-
other perspective, a sale of stock or assets involves a complete liquidation of
the seller's interest, whereas the seller in a corporate reorganization retains a
continuing interest in his old corporation by virtue of having received stock
of the acquiring corporation.'

The procedures and considerations involved in the taxable sale and the

*B.S. 1934, University of Pennsylvania, Wharton School; J.D. 1937, University of Pennsyl-
vania; Adjunct Lecturer, University of Miami Law School and Graduate Estate Planning Pro-
gram; Member, The Florida Bar, The New York Bar, The Pennsylvania Bar, and the Ameri-
can Bar Association.

OOB.B.A. 1966, Emory University; J. D. 1969, University of Florida; LL.M. 1971, New York
University; Member, the American Bar Association, The Florida Bar.

1. See generally B. BrrrsR & J. EUSTICE, FEDERAL INCOME TAXATION OF CORPORATIONS AND

SHAREHOLDERS, ch. 16, 114.04 (3d ed. 1971).
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UNIVERSITY OF FLORIDA LAW REVIEW

tax-free reorganization differ vastly. Generally, if reorganization is selected,
four alternative methods are available under the Code:

1. The statutory merger or consolidation under section 368(a)(1)(A)..2

2. The stock-for-stock "B" reorganization under section 368(a)(1)(B).
3. The stock-for-assets "C" reorganization under section 368(a)(1)(C).
4. The triangular or reverse mergers, sometimes referred to as "hybrid re-

organizations," under sections 368(a)(2)(D) and (E).

TYPE "A": STATUTORY MERGERS AND CONSOLIDATIONS

Section 368(a)(1)(A) provides that a statutory merger or consolidation will
qualify as a corporate reorganization. This is ordinarily the most facile and
flexible of the reorganization routes since the principal requirement for qualifi-
cation is simply that the merger or consolidation be effected in compliance
with the corporate laws of the United States, a state or territory of the United
States, or the District of Columbia. 3

A statutory merger involves the combination of one or more corporations
with a single pre-existing corporation that "survives" the merger. The assets
and liabilities of the transferor corporation automatically pass to the surviving
corporation by operation of law, thus eliminating the necessity of bills of sale,
deeds to real property, assignments of mortgages, and other similar instruments
ordinarily required in the purchase of a business. A consolidation is the com-
bination of two or more corporations into a newly created corporation that
survives the consolidation; it is essentially the same as a merger since the assets
and liabilities of the disappearing corporations are absorbed or assimilated by
the surviving entity by operation of law.

Permissible Forms of Consideration

Unlike the "B" and "C" reorganizations discussed below, section 368(a)
(1)(A) contains no restrictions on the nature of the consideration used by the
acquiring corporation. Thus, the acquiring corporation in a statutory merger
or consolidation may use nonvoting preferred stock, debentures, or even cash
and still comply with the literal language of the Code. As in many instances
where broad permissive language seemingly renders a particular Code section
susceptible to abuse, however, the courts have grafted onto section 368(a)(1)(A)
additional restrictions designed to ensure that a merger or consolidation com-
plies not only with the literal language of that section but also with the courts'
general concept of a reorganization. The continuity-of-interest doctrine rep-
resents the principal judicial development in this area and may be applied
at both the shareholder and the corporate level.

The continuity-of-interest doctrine, as it applies at the shareholder level,
requires that the type of consideration received by stockholders of the acquired

2. All Code sections given refer to the INT. REV. CODE OF 1954.
3. INT. REv. CODE OF 1954, §368(a)(1)(A); Treas. Reg. §1.368-2(b); Rev. Rul. 55-305, 1955-1

Cum. BULL. 345. See generally Vesely, "A" Reorganizations - Statutory Mergers and Consolida-
tions, 19 CASE W. REs. L. REV. 975 (1968).

[V/ol. XXVII
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ACQUISITIVE REORGANIZATIONS

or merged corporation provide them with a substantial proprietary interest in
the continuing enterprise. For example, if Corporation X is merged into Cor-
poration Y in exchange for debentures or short-term notes of Y, the transaction
would not meet the continuity-of-interest test since the stockholders of X have
no continuing proprietary interest in the combined entities. Thus, an ex-
change could comply with state merger statutes and with the literal language
of section 368(a)(1)(A), yet fail to effect a tax-free "A" merger. The Internal
Revenue Service has adopted a rule of thumb that at least 50 percent of the
consideration received in the merger or consolidation must consist of stock of
the acquiring corporation in order to meet the continuity-of-interest test.4 The
Supreme Court, however, in John A. Nelson Co. v. Helvering,5 held that the
continuity-of-interest test was met where the consideration received consisted of
38 percent preferred stock and 62 percent cash. Some cases have sanctioned
even lower percentages of stock. 6

The stock received may be common or preferred, voting or nonvoting. It is
clear, however, that short-term notes or even long-term debt securities, which
do not have sufficient equity characteristics to meet the continuity-of-interest
test, may only be issued in conjunction with a substantial amount of stock of
the acquiring corporation if a type "A" reorganization is to be achieved. It is
also clear that the stockholders of the acquired corporation, individually, need
not receive proportionate amounts of stock of the acquiring corporation, and
it has been held that some stockholders may receive all "boot" (consideration
other than stock or securities) while other stockholders receive a disproportion-
ate amount of stock.7 The transfer of nonstock consideration, however, should
not be carried to such extremes that only a small number of shareholders re-
ceive stock while the majority receive boot."

4. Rev. Proc. 66-34, 1966-2 Cum. BULL. 1232; Rev. Rul. 66-224, 1966-2 CuM. BULL. 114;
Rev. Proc. 74-26, 1974-36 INT. REv. BULL. 19, provides that each shareholder of the acquired
corporation need not receive stock of the acquiring corporation equal to 50% of the value of
his former stock interest as long as at least one shareholder of the acquired corporation has a
continuing interest in the acquiring corporation (through stock ownership) equal in value to
at least 50% of the value of all of the formerly outstanding stock of the acquired corporation.

5. 296 U.S. 374 (1935).
6. See Le Tulle v. Scofield, 308 U.S. 415 (1940); Pinellas Ice & Cold Storage Co. v. Com-

missioner, 287 U.S. 462 (1933). See generally Sapienza, Tax Considerations in Corporate Re-
organizations and Mergers, 60 Nw. U.L. RE. 765, 780-82 (1966). See note 12 infra.

7. Miller v. Commissioner, 84 F.2d 415, 1936-2 U.S.T.C. 119324 (6th Cir. 1936). See Everett
v. United States, 448 F.2d 357, 1971-2 U.S.T.C. 19629 (10th Cir. 1971) (the continuity of in-
terest test of a tax-free reorganization does not require that all of the proprietary owners of
the transferor corporation become and remain proprietary owners of the transferee corpora-
tion); Liddon v. Commissioner, 230 F.2d 304, 1956-1 U.S.T.C. 119268 (6th Cir. 1956) (although
the interest of a minority shareholder was completely liquidated in the process of dissolution
of the old corporation, the creation of a new corporation would nevertheless qualify as a re-
organization for income tax purposes); Rev. Rul. 66-224, 1966-2 CuM. BULL. 114. The Everett
and Liddon courts both relied upon Miller v. Commissioner, 84 F.2d 415 (6th Cir. 1936), in
which no importance was attached to the fact that some of the stockholders in the transferring
corporation acquired no interest in the transferee. The Miller court found that a controlling
interest in the transferee corporation is not a prerequisite to a "reorganization."

8. Cf. Pinellas Ice & Cold Storage Co. v. Commissioner, 287 U.S. 462 (1933) (to accept
the idea that short term notes are "securities" for purposes of the reorganization requirement

1975]
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The continuity of interest must be fairly permanent in nature and if,
pursuant to a prearranged plan, the stockholders of the acquired corporations
dispose of a substantial amount of their stock shortly after the merger, the
continuity-of-interest test will not be met. Revenue Ruling 66-239 provides
that a five-year holding period will satisfy the requirements of permanency,
but it appears that stock held less than five years may be sold if not sold
pursuant to a preconceived plan.10

The continuity-of-interest doctrine has also been applied at the corporate
level to require the continuation of business activities after the merger.", Al-
though the Service at one time took a contrary view, it is apparent now that
the surviving corporation need not continue the same business that was con-
ducted by the merged corporations; it is only necessary that it conduct a busi-
ness after the reorganization. 12

TYPE "B": STOCK-FOR-STOCK REORGANIZATIONS

A type "B" reorganization is defined in section 368(a)(1)(B) as the acquisi-
tion of stock of the target corporation solely in exchange for voting stock of
the acquiring corporation or a corporation in control of the acquiring corpo-
ration if the acquiring corporation has control of the target corporation im-
mediately after the exchange. "Control" for the purposes of the reorganization
sections means the "ownership of stock possessing at least 80 percent of the
total combined voting power of all classes of stock entitled to vote and at least
80 percent of the total number of shares of all other classes of stock of the cor-
poration," 3

would be to allow an easy evasion of the gains tax); B. BTTKFR & J. Eus=nc, supra note 1, at
14-21.

9. 1966-1 Cuar. BULL. 67.
10. See, e.g., Schweitzer & Conrad, Inc., 41 B.T.A. 533 (1940).
11. See Pridemark, Inc. v. Commissioner, 345 F.2d 35, 1965-1 U.S.T.C. 19388 (4th Cir.

1965).
12. Becher v. Commissioner, 221 F.2d 252, 1955-1 U.S.T.C. 19335 (2d Cir. 1955); Rev. Rul.

63-29, 1963-1 Cu,-a. BULL. 77, based upon Bentsen v. Phinney, 199 F. Supp. 363, 1962-1 U.S.T.C.
19257 (Ct. Cl. 1961), where the stocks of three corporations that were owned by the Bentsen
family and engaged in land development were surrendered for cancellation in exchange for
voting stock in a newly formed life insurance company. The Commissioner argued that under
Treas. Reg. 118, §39.112(g)-l(b) (1939) (now TRF.AS. REG. §1.368-1(b)) there must be an
identity of type between the old and new business. The court rejected that argument, relying
instead upon Morley Cypress Trust, 3 T.C. 84 (1944), and held that there must only be a
continuity of business activity for the transaction to constitute a §368(a)(1) reorganization.
Compare Pebble Springs Distilling Co. v. Commissioner, 231 F.2d 288, 1956-1 U.S.T.C. 19326
(7th Cir. 1956), cert. denied, 352 U.S. 836 (1956) (a new corporation organized for the pur-
chase of real estate and "for such other purpose as incorporators may determine" could be
engaged in a similar business as that of the transferor distilling company), with Becher v.
Commissioner, 221 F.2d 252, 1955-1 U.S.T.C. 19335 (2d Cir. 1955) (similarity of business not
deemed controlling). See generally Lane, The Reincorporation Game: Have the Ground Rules
Really Changed?, 77 HARV. L. REv. 1218 (1964).

13. INT. R.v. CODE OF 1954, §368(c).

[Vol. XXVII
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ACQUISITIVE REORGANIZATIONS

"Solely for Voting Stock"

In contrast to the rather broadly worded and flexible requirements of a
type "A" reorganization, the type "B" reorganization is very precisely and nar-
rowly defined by the Code. The only type of consideration permissible in a
"B" reorganization is voting stock of either the acquiring corporation or a
corporation in control of the acquiring corporation- but not a combination
of the two.14 The courts have held that the solely-for-voting-stock requirement
means exactly what it says, and no boot or even nonvoting stock may be used.15

Thus, the solely-for-voting-stock requirement would be violated upon the
receipt of, for example, warrants to purchase voting stock,'16 or options, con-
vertible debentures, and similar rights to acquire voting stock. The payment
of cash in lieu of fractional shares has been held allowable, however, if the
payment of cash in this manner is not a separately bargained-for considera-
tion.'" The payment of SEC registration costs has been similarly sanctioned.1 9

In Revenue Ruling 75-33,20 the Service sanctioned an acquisition of all of the

14. Helvering v. Bashford, 302 U.S. 454, 1938-1 U.S.T.C. 19019 (1938). In Bashford, Atlas
Corporation consummated a consolidation of three competing companies into a new corpora-
tion, of which it became the owner of all of the preferred and 57% of the common shares.

Stockholders in the three consolidated corporations received shares of the new corporation,
shares in Atlas, and some cash supplied by Atlas in exchange for their shares. The Commis-
sioner agreed with Bashford, a stockholder in one of the old corporations, that the gain on
stock in the new corporation was tax-free under the reorganization exception and that the
cash was taxable, but asserted a deficiency based on the acquisition of Atlas stock, arguing

that it was "other property" within §112(c)(1) of the Revenue Act of 1928. The Supreme Court
applied the rule enunciated in Groman v. Commissioner, 302 U.S. 82, 89, 1937-2 U.S.T.C.
g9533, at 10,516 (1937): "[W]here, pursuant to a plan, the interest of the stockholders of a

corporation continues to be definitely represented in a substantial measure in a new or dif-

ferent one, then to the extent, but only to the extent, of that continuity of interest, the ex-
change is to be treated as one not giving rise to a present gain or loss." Thus, Atlas was not

a "party to a reorganization" and consequently Atlas shares received by stockholders of the
consolidated companies were "other property" and gain thereon was taxable. See Comment,
Taxation-Income Tax -Stock in a Corporation Inducing a Consolidation, 17 TxAs L. REv.

107 (1938). See generally Deming, How "Solely" is "Solely for Voting Stock": Current Problems
in "B" and "C" Reorganizations?, N.Y.U. 29TH IN ST. ON FED. TAx. 397 (1971).

15. Turnbow v. Commissioner, 368 U.S. 337, 1962-1 U.S.T.C. 9104 (1961); Comment, In-

come Taxation -Exchange of Voting Stock Plus "Boot" Does Not Qualify as a Tax-Free Re-

organization, 1962 U. ILL. L.F. 129 (1962); Comment, Turnbow v. Commissioner-Rejection
of the "Boot" Exception to a Type B Reorganization?, 37 WASH. L. Rav. 606 (1962). See also

Carlson, Boot at the Corporate Level in Tax-Free Reorganizations, 27 TAx L. Ray. 499 (1972);
Comment, Acquiring Corporation Can Assume Acquired Corporation's Expenses in Tax-Free
Reorganization, 38 J. TAXATION 274 (1973).

16. Helvering v. Southwest Consol. Corp., 315 U.S. 194, 1942-1 U.S.T.C. 19248 (1942).

17. See generally Deming, How "Solely" is "Solely for Voting Stock": Current Problems in
"B" and "C" Reorganizations, N.Y.U. 29TH INsT. ON Fa. TAX. 397 (1971).

18. Mills v. Commissioner, 331 F.2d 321, 1964-1 U.S.T.C. 9474 (5th Cir. 1964); Rev. Rul.

66-365, 1966-2 CuM. BULL. 116; cf. TEmp. RE. §13.10, T.D. 7039; TREAs. RIE. §1.305-3(C).
19. Rev. Rul. 67-275, 1967-2 Cum. BULL. 142. See also Rev. Rul. 73-146, 1973-1 CuM. BuLL.

61, which held that payments by the acquired corporation to its employees to discharge un-
exercised stock options preparatory to a "B" reorganization did not violate the "solely for vot-
ing stock" requirement.

20. 1975-5 INT. RiEV. BuLL. 10.

19751
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outstanding stock of the acquired corporation in exchange for convertible
preferred stock of the acquiring corporation that provided for annual div-
idends of $6.00 per share and an additional dividend of up to $1.50 per share
for a period of 10 years after the acquisition. The additional dividend was tied
to the dividends paid on the stock of another, unrelated corporation that had
made a competing offer to acquire the target company and was designed to in-
sure that the dividends received by the former shareholders of the acquired
company would be at least as great as they would have been if they had ac-
cepted the competing offer. The Service stated that the additional dividend
feature did not constitute "other property" in violation of the solely-for-voting-
stock requirements because this right was an attribute of the stock that would
apply to whoever held the stock and was not personal to the shareholders of
the acquired company. The architect of a "B" reorganization should be very
careful to insure that the solely-for-voting-stock requirement is met, and to
this end additional "disguised" consideration, such as unreasonably high pay-
ments under a noncompetition agreement or for employment, should be
avoided. It was previously thought that payment by the acquiring corporation
of expenses of the acquired corporation or its shareholders incident to the reor-
ganization would violate the solely-for-voting-stock requirement. In Revenue
Ruling 73-54,21 however, the Service ruled that the payment of, or assumption
of liabilities for, reorganization expenses of the acquired corporation or its
shareholders (as an entire group but not individually) by the acquiring cor-
poration will be permissible if such expenses are solely and directly related to
the reorganization. Although the ruling is somewhat ambiguous, it appears
that a reimbursement of such expenses by the acquiring corporation will dis-
qualify the transaction.

Creeping Acquisitions

"Creeping control" acquisitions have been permissible in type "B" reor-
ganizations since 1954. Thus, since a corporation need not acquire the requisite
80 percent stock interest in one transaction,22 Corporation Y, which has held
60 percent of the stock of Corporation X for five years, may acquire an addi-
tional 20 percent or more of the stock of Corporation X solely for Y voting
stock, and such transaction will qualify as a "B" reorganization.23 If an acquir-

21. 1973-1 CuO. BULL. 187.
22. "Control," as that term is used in the reorganization sections, is defined in §368(c).

Cf. Rev. Rul. 59-259, 1959-2 CuNi. BULL. 115. See text accompanying note 13 supra.

23. Cf. TREAS. REG. §1.368-2(c). See also Darrell, The Use of Reorganization Techniques in
Corporate Acquisitions, 70 HARV. L. REv. 1183 (1957); Note, Corporate Reorganization Under
the 1954 Code, 7 SYRACUSE L. REV. 280 (1956). Under the 1939 Code it was necessary to ascer-
tain how the existing stock interest had been acquired before it could be determined with
certainty whether the remainder could be acquired in a type "B" reorganization. See, e.g.,
Robert A. Pulfer, 43 B.T.A. 677 (1941), aff'd per curiam, 128 F.2d 742, 1942-2 U.S.T.C. ff9495
(6th Cir. 1942). It was generally assumed that a corporation which had acquired more than

20% of another corporation's stock in an unrelated prior transaction could not use a "B" re-
organization to increase its ownership to 80% or more. B. BITTKER & J. EuSTnCE, supra note I,

at 3-33. But the 1954 Code makes it possible for the stockholdings arising out of two or more
transfers to be aggregated for the purpose of determining whether the target corporation is

[Vol. XXVII
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ACQUISITIVE REORGANIZATIONS

ing corporation already has control of the acquired corporation, a subsequent
acquisition of stock of the acquired corporation in exchange for voting stock
will still qualify as a "B" reorganization since section 368(a)(1)(B) not only
provides that the acquiring corporation must have control of the acquired cor-
poration immediately after the transaction, but also contains the parenthetical
statement "(whether or not such acquiring corporation had control immedi-
ately before the acquisition)." If the acquisition of control is not consummated
in one single transaction, but rather is effected in a series of interrelated vot-
ing-stock-for-stock transactions, the series of acquisitions will be considered as
one transaction for the purposes of determining whether the requirements of
section 368(a)(1)(B) have been met. In order for such treatment to apply, how-
ever, the regulations require that the transactions take place "over a relatively
short period of time such as 12 months." 24 While it does not appear from the
language of the regulation that the Treasury intended the 12-month period to
be an absolute outer limit, the Court of Claims has come close to accepting it
as such.

2 5

A problem often arises when the acquiring corporation has acquired control
of the target corporation through a mixture of cash purchases and voting-stock-
for-stock exchanges. The solely-for-voting-stock requirement would clearly
be violated if the cash purchases and stock-for-stock exchanges took place
within a short time of one another. It seems equally dear, however, that if the
acquiring corporation purchased stock of the target corporation for cash and,
in a completely unrelated subsequent transaction, acquired sufficient additional
stock in voting-stock-for-stock exchanges to elevate its holdings above the 80
percent control level, the subsequent transaction should qualify as a type "B"
reorganization. Whether the earlier cash purchases are related to the subse-
quent stock-for-stock exchanges is, of course, a factual determination and any-
one faced with such a situation should allow a sufficient insulation period to
elapse between the two transactions so that the prior purchase transaction will

controlled "immediately after the exchange." Thus, "control" need not be acquired through
the exchange itself. Accordingly, it appears that even if more than 20% of the stock had

been previously acquired for cash, a subsequent acquisition-of remaining stock in exchange
solely for voting stock would constitute a "B" reorganization if the acquiring corporation has

control immediately thereafter. See Darrell, supra, at 1282. See also Kanter, Cash in a "B"
Reorganization: Effect of Cash Purchases on "Creeping" Reorganization, 19 TAX L. REv. 441
(1964).

24. TaEAs. REG. §1.368-2(c).
25. American Potash & Chem. Corp. v. United States, 402 F.2d 1000, 1967-2 U.S.T.C.

29650 (Ct. Cl. 1968). In a series of stock-for-stock transfers over a fourteen months period,
American Potash acquired control of another corporation, which was later liquidated. It was
alleged that this series of acquisitions qualified as a tax-free "B" reorganization. The court

held that all of the separate acquisitions that formed a series of stock-for-stock acquisitions
over a period in excess of 12 months did not qualify as tax-free under the reorganization
provisions unless the entire series proved to have been part of a continuing offer to purchase.
Consequently, the case was remanded to ascertain the facts surrounding the relationship be-
tween the two offers, the several exchanges, and the ultimate liquidation. Cf. Rev. Rul. 72-354,
1972 Cum. BuLL. 216. See also Carlson, supra note 15; Dailey, The Voting Stock Requirement
of B and C Reorganizations, 26 TAX L. REv. 725 (1971); King, How to Combat the Current
I.R.S. Attack on Validity of "B" Reorganizations, 36 J. TAXATION 286 (1972).

1975]
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UNIVERSITY OF FLORIDA LAW REVIEW

be "old and cold" by the time the later stock-for-stock exchanges are consum-
mated. A recent revenue ruling may provide an alternative solution if the
acquiring corporation has obtained 20 percent or less of the stock of the ac-
quired corporation by purchase. In Revenue Ruling 72-354, 21 the Service ruled
that the solely-for-voting-stock requirement will not be violated if the acquir-
ing corporation unconditionally sells the stock it previously acquired by pur-
chase to an unrelated third party and there is no agreement to reacquire such
stock.

The solely-for-voting-stock restrictions of section 368(a)(1)(B) are only ap-
plicable to acquisitions of stock of the acquiring corporation. Thus, if the
acquiring corporation issues its own debt securities in exchange for the debt
securities of the acquired corporation, the exchange will not remove the trans-
action from section 368(a)(1)(B), although it may prove troublesome if debt
securities of the acquired corporation are held solely by stockholders of the
acquired corporation.27 The exchange of debt of the acquiring corporation for
debt of the acquired corporation may also result in taxable income to the
debtholders.

2
8

If, after the acquisition of control by means of a voting-stock-for-stock ex-
change, the acquiring corporation liquidates the acquired corporation, the
Service contends that the transactions should be combined and tested as a type
"C" reorganization (exchange of voting stock for assets) under the step trans-
action doctrine.

2 9

TYPE "C": STOCK-FoR-ASSETS REORGANIZATIONS

The type "C" reorganization involves a transfer of substantially all of the
properties of one corporation solely in exchange for voting stock of either the
acquiring corporation or of a corporation in control of the acquiring corpora-
tion. The "C" reorganization is sometimes referred to as a "practical merger"
since the economic consequences are essentially the same as a merger, although
the statutory requirements are far more restrictive.

Nature of Consideration

Just as in a "B" reorganization, section 368(a)(1)(C) requires that the con-
sideration used by the acquiring corporation be solely voting stock of either
the acquiring corporation or a corporation in control of the acquiring corpora-
tion, but not both.30 Section 368(a)(1)(C) expressly provides that for the pur-

26. 1972-2 CuM. BULL. 216.

27. See Rev. Rul. 69-91, 1969-1 CuM. BULL. 106; Rev. Rul. 69-142, 1969-1 Cumt. BULL. 107.
28. See text following note 51 infra, and accompanying notes 53-60, infra.

29. Rev. Rul. 67-274, 1967-2 Cum. BULL. 141; cf. American Potash 8c Chem. Corp. v.
United States, 402 F.2d 1000, 1968-2 U.S.T.C. R9650 (Ct. Cl. 1968); Resorts Int'l., Inc. v. Com-

missioner, 511 F.2d 107, 1975-1 U.S.T.C. 119405 (5th Cir. 1975).
30. Helvering v. Bashford, 302 U.S. 454, 1938-1 U.S.T.C. 190 (1938); Groman v. Com-

missioner, 302 U.S. 82, 1937-2 U.S.T.C. 119533 (1937). See also Maxwell, Continuity of Interest
in Recapitalizations and Merger, 40 TAXES 1003 (1962); Pomeroy, "'C" Reorganization-Ex-

change of Stock for Assets, 19 CASE W. RES. L. REv. 998 (1968). See note 14 supra.
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ACQUISITIVE REORGANIZATIONS

poses of determining whether the exchange is solely for voting stock, the as-
sumption of liabilities by the acquiring corporation or the transfer of property
subject to liabilities shall be disregarded. Section 1.368-2(d)(1) of the Regula-
tions cautions, however, that if liabilities are assumed to such a degree as "to
place the transactions outside the purposes and assumptions of the reorganiza-
tion provisions," it may result in the disqualification of the transaction under
section 868(a)(1)(C). If, for example, the net worth of the transferor target
corporation is negligible and the assumption of liabilities constitutes the pri-
mary consideration for the properties of the target corporation, the transaction
will lack continuity of interest and may be treated as a taxable purchase rather
than a tax-free reorganization.-'

In contrast to the stringent "B" reorganization solely-for-voting-stock rule,
some flexibility is built into the "C" reorganization solely-for-voting-stock re-
quirement by virtue of the "boot relaxation rule" of section 368(a)(2)(B). This
section provides that cash or other boot may be used in a "C" reorganization
as long as assets having a fair market value equal to at least 80 percent of the
total fair market value of all assets (whether acquired or not) of the target
corporation are acquired solely in exchange for voting stock. Solely for the
purposes of making this computation, however, all target corporation liabil-
ities that are assumed, as well as the amount of any liabilities to which any
transferred property is subject, will be treated as the equivalent of cash. The
treatment of liabilities as cash materially reduces the usefulness of the section
868(a)(2)(B) "boot relaxation" provision since the debt of most corporations
exceeds 20 percent of the fair market value of their assets. Thus, if the target
corporation has assets with a fair market value of $100,000, subject to liabil-
ities of $25,000, all of which are assumed in the exchange, no boot may be
used since, treating the assumption of liabilities as cash consideration paid by
the acquiring corporation, it would be impossible to acquire 80 percent (in
fair market value), or $80,000, of assets "solely for voting stock." If, on the
other hand, the liabilities of the target corporation were only $15,000, then
boot could be used to the extent of $5,000. Obviously, an error in computing
the fair market value of the target corporation's assets could prove fatal if the
assets were undervalued and the parties attempted to use the full 20 percent
boot relaxation margin.3 2 The prudent tax planner will always be conservative
in this area. There is one additional caveat: if any assets are to be retained by
the target corporation, as is permissible within certain limits in a "C" reor-
ganization, the retention will reduce the amount of assets that may be ac-
quired for cash or other boot since section 368(a)(2)(B) requires that 80 percent

31. See B. BrrrKE, & J. EusricE, supra note 1, at 14-46. Cf. Helvering v. Alabama As-

phaltic Limestone Co., 315 U.S. 179, 1942-1 U.S.T.C. 19245 (1942), in which creditors of an

insolvent corporation acquired its assets through a new corporation which issued stock to the

creditors in exchange for that corporation's assets. The court found that the "continuity of
interest" test was satisfied even though stockholders of the old corporation were eliminated

because the creditors who received the new stock had been in effective control of the corpora-
tion at the time of the reorganization.

32. For example, if the assets of the target corporation are valued at $100,000 and, based
upon that valuation, the acquiring corporation transfers "boot" of $20,000, the entire reor-
ganization will be disqualified if the assets are worth less than $100,000.
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in fair market value of all assets of the target corporation be obtained in ex-
change for voting stock. 33 Thus, in the example above, if $5,000 of assets were
retained by the target corporation, only $15,000 of boot (rather than $20,000)
could be used under section 368(a)(2)(B) since the acquiring corporation must
still obtain $80,000 of assets in exchange for voting stock.

Creeping Acquisitions

As in the "B" reorganization already discussed, a problem may arise in a
"C" reorganization with respect to the solely-for-voting-stock requirement
when the acquiring corporation already owns stock of the target corporation.
In Bausch & Lomb Optical Co. v. Commissioner,34 the acquiring corporation
owned 79 percent of the transferor corporation. Voting stock of the acquiring
corporation was issued in exchange for substantially all of the properties of
the target corporation, and the target corporation was then liquidated, re-
sulting in a distribution of the acquiring corporation's stock to the stockhold-
ers of the target corporation (including 79 percent to the acquiring corpora-
tion) on a pro rata basis. It was held that the acquiring corporation had not
acquired substantially all of the properties of the target corporation in ex-
change for its voting stock, but rather had obtained such assets primarily in
exchange for stock of the target corporation that it previously held. In other
words, the court held that the transaction was more in the nature of a liquida-
tion than a "C" reorganization and should be taxable as such.

The Bausch & Lomb case presents a problem only for the unwary or un-
informed since there are several means of accomplishing the desired result
without the adverse tax consequences of that case. For example, if the trans-
feror target corporation had been allowed to continue in existence rather
than being liquidated, the solely-for-voting-stock requirement would not
have been violated. Likewise, pursuant to Revenue Ruling 57-278, 3 5 the ac-
quiring corporation may transfer its voting stock to a new subsidiary, which
then acquires substantially all the assets of the target corporation in exchange

33. This is known as the "substantially all the properties" test. Because "C" transactions
were deemed tax-free to accommodate transactions that had the effect of mergers, the pos-
sibilities of effecting such a tax-free separation of assets in this area are quite limited. But see
Rev. Rul. 57-518, 1957-2 Cu,. BULL. 253, which provides that the nature and the purpose of
the property retained rather than a percentage determines whether it is "substantially all."
See note 40 infra.

34. 267 F.2d 75, 1959-1 U.S.T.C. 9468 (2d Cir. 1959), cert. denied, 866 U.S. 835 (1959).
This case might well justify a refusal to give independent significance to the transfer of assets
for that portion of the parent corporation's stock that was subsequently to be returned as a
liquidating dividend, particularly since the agreement permitted the parent to transfer only
enough shares to provide for the liquidating distribution to minority shareholders. The court
did not speculate on the tax consequences had the subsidiary not been liquidated, but treated
the liquidation as the determinative factor in causing the exchange to be taxable. Compare
Rev. Rul. 54-396, 1954-2 Cum. 'BULL. 147, which held a similar exchange taxable but em-
phasized prior purchases of the subsidiary's stock instead of liquidation. See Fager, Acquisition
of Partly-Held Corporations, N.Y.U. 18TH INST. ON FED. TAX. 799 (1960); 72 HARV. L. Rv.
1378 (1959).

35. 1957-1 Cum. BULL. 124.
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for voting stock of the parent corporation. Following acquisition, the target
corporation is liquidated. Revenue Ruling 57-278, however, was later amplified
in Revenue Ruling 69-48,36 which conditioned Service approval of the above-
described transaction upon a finding that stock of the target corporation had
not been recently acquired by the acquiring corporation as part of a single
plan. An additional alternative available to the acquiring corporation might
be to sell the stock of the target corporation to an unrelated party prior to the
stock-for-asset exchange.37

"Substantially All of the Properties"

Section 868(a)(1)(C) requires that the acquiring corporation obtain "sub-
stantially all of the properties" of the target corporation. The Service stated
in Revenue Procedure 74-2638 that the substantially-all-of-the-properties re-
quirement will be satisfied if there is a transfer of at least 70 percent of the
fair market value of the gross assets, and 90 percent of the net assets of the
target corporation. These percentage formulae, intended only to establish a
"safe harbor" area for ruling purposes, do not establish the minimum legal
requirements to meet the substantially-all-of-the-properties test. 9

While early court decisions seemed preoccupied with similar percentage
tests, the courts have recently taken a less mechanical approach to the problem
and have placed primary emphasis upon the nature of the assets retained by
the target corporation. The prevailing view seems to be that the operating or
business assets must be transferred, but that the corporation may retain cash or
passive investment-type assets in reasonable amounts.40 The current posture of
the courts can best be appreciated when it is recalled that the "C" reorganiza-
tion was designed as a practical merger and was intended to have the same
economic consequences as a merger, which involves the assimilation of the en-
tire business (or businesses) of the target corporation by the acquiring corpo-

36. 1969-1 Cu. BULL. 106.
37. Rev. Rul. 72-354, 1972-2 Cum. BUL. 216. Were it not for the limited exception of

§368(a)(2)(B), the only permissible type of consideration in a type "C" reorganization would
be voting stock plus the assumption of debt. Darrell, The Use of Reorganization Techniques
in Corporate Acquisitions, 70 HARv. L. Rlv. 1183, 1208 (1957). But this is a very limited ex-
ception since it imposes a ceiling upon "assumed debts," which are normally unlimited in
amount under a type "C" reorganization. For alternatives to the restrictions upon the con-
sideration that may be utilized in a type "C" reorganization, see B. Brramx & J. EusricE,
supra note I, at 14-8, 14-48. See also Rev. Rul. 57-278, 1957-1 CuM. BULL. 124, concerning the
use of a subsidiary as the acquiring corporation.

38. Rev. Proc. 74-26 (§3.01), 1974-36 INT. REV. BULL. 19, superseding Rev. Proc. 66-34
(§3.01), 1966-2 CuM. BuLL. 1232. The only change made by the 1974 Revenue Procedure is the
addition of a provision for payments to dissenters. Thus, all payments to dissenters and all re-
demptions and distributions, excluding regular and normal distributions, made by the corpo-
rations immediately preceding the transfer and which are part of the plan of reorganization
will be considered assets held by the corporation immediately prior to the transfer.

39. Rev. Proc. 66-34 (§2.03), 1966-2 Cum. BULL. 1232.
40. See, e.g., Gross v. Comm., 88 F.2d 567 (5th Cir. 1937); Western Industries Co. v.

Helvering, 82 P.2d 461 (D.C. Cir. 1936); Milton Smith, 34 B.T.A. 702 (1936) (Acq); and
Vrooman, Corporate Acquisitions - (C) Reorganizations 79-2d Tax Mgt. (B.N.A.).
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ration. Thus, if operating assets are retained by the target corporation -and

especially if the target corporation remains in existence, as it is allowed to do
in a "C" reorganization - the transaction will have many of the trappings of
a divisive reorganization and should, therefore, be subjected to the special re-
strictions of sections 368(a)(1)(D) and 355, which Congress designed specifically
for divisive transactions.41

While the nature of the retained assets has been given primary emphasis by
the courts, the percentage-of-total-assets test is still alive, and the retention of a
significant amount of assets by the target corporation, even if they are only in-
vestment assets, may prove fatal. This is especially true if the retained assets
are not earmarked for specific and valid business purposes such as the pay-
ment of liabilities that were not assumed by the acquiring corporation.4 2 In-
terestingly, the Service recently ruled that the target corporation may remain
in existence and retain liquid assets for the purpose of acquiring and operating
a new business. 43 The percentage test, however, apparently will be applied
more rigorously if the target corporation continues its existence than if it is
liquidated immediately after the transfer. 44

The application of the substantially-all-of-the-properties test takes into
account all of the assets of the target corporation, including goodwill and other
intangible assets. This is true even if existing goodwill is not reflected on the
balance sheet.

Ordinarily the substaniially-all-of-the-properties requirement is measured
at the time of the exchange. However, if the target corporation disposes of part
of its assets preparatory to a "C" reorganization, the result may be the failure
of the acquiring corporation to obtain substantially all the properties of the
target corporation. This result is especially likely if the prior disposition was
accomplished in a tax-free transaction. In Helvering v. Elkhorn Coal Co.,45 the
target corporation first transferred certain assets to a newly formed corporation
and then distributed the stock of the newly formed corporation to its stock-
holders in a tax-free spin-off under the predecessors of sections 368(a)(1)(D) and
355. According to a prearranged plan, the target corporation then transferred
all its remaining assets to another corporation in exchange for stock of that
corporation. The court determined that the acquiring corporation had not ob-

41. See generally B. BrrrKER & J. EusriCE, supra note 1, at 14-42.
42. Thurber v. Commissioner, 84 F.2d 815, 1936-2 U.S.T.C. 19420 (1st Cir. 1936) (com-

bination of two banks was held to be a nontaxable merger notwithstanding the fact that the
assets of the merged bank were reduced by a distribution to the stockholders prior to the
consummation of a merger); cf. National Bank of Commerce v. United States, 158 F. Supp.
887, 1958, 1958-1 U.S.T.C. 19278 (E.D. Va. 1958) (in a stock-for-stock transfer from one bank
to another where a premium was given in exchange for the target bank's goodwill, the assets
retained by that bank were ordinary business assets; the court held the transfer was a sale,
not a tax-free reorganization). See generally Seplow, Acquisition of Assets of a Subsidiary:
Liquidation or Reorganization?, 73 HARV. L. REV. 484 (1960).

43. Rev. Rul. 73-552, 1973-2 CUM. BULL. 116.
44. See, e.g., James Armour, 43 T.C. 295 (1964), where retention of 49% of the net assets

(all investment assets) did not violate the "substantially all" test of §354 when the target cor-
poration was liquidated. See also Rev. Rul. 57-518, 1957-2 CuN. BULL. 253; B. BntKER &
J. EUSTICE, supra note I, at 14-42 through 14-44.

45. 95 F.2d 732, 1937-2 U.S.T.C. 19501 (4th Cir. 1937), cet. denied, 305 U.S. 605 (1938).
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7ACQUISITIVE REORGANIZATIONS

tained "substantially all of the properties" of the target corporation under the
theory that the prior spin-off was part of one integrated transaction, and that
the spun-off assets should still be treated as part of the "properties" of the cor-
poration for the purposes of the substantially-all test.

TRIANGULAR AND REVERSE MERGERS

In the foregoing discussion of type "B" and type "C" reorganizations, it was
noted that it is permissible for an acquiring corporation to utilize either its
own voting stock or voting stock of its parent corporation as consideration for
the stock or assets of the target corporation. In either instance, stock of the
parent corporation may be received tax-free since the parent is treated as a
"party to a reorganization" under section 368(b). Prior to October 24, 1968,
however, if the target corporation was merged into the acquiring corporation
and stock of the acquiring corporation's parent was utilized as consideration,
such stock could not be received tax-free since section 368(b) did not provide
for the treatment of the parent as a "party to a reorganization" in type "A"
mergers.

46

Effective October 24, 1968, Congress amended section 368 to provide equal
opportunity for statutory mergers (but not consolidations) and added section
368(a)(2)(D) to the Code. This addition to the statutory definition of a reor-
ganization provides that a merger of the target corporation into the acquiring
corporation, where stock of a corporation in control of the acquiring corpora-
tion is utilized as consideration, will qualify as a type "A" merger if (1) sub-
stantially all of the properties of the target corporation are transferred to the
acquiring corporation, (2) the transaction would have qualified as a type "A"
reorganization if the target corporation had been merged directly into the
parent corporation, and (3) no stock of the acquiring corporation is used in
the transaction. Simultaneously, section 368(b) was amended to make the
parent corporation a "party to a reorganization."

In January 1971 section 368 was again amended to authorize another sub-
sidiary merger technique, sometimes referred to as a "reverse merger," in which
the acquiring corporation is merged into the target company, and stock of a
corporation in control of the acquiring corporation is used as consideration.
This is important if business considerations require that the target corporation
should continue in existence. Section 368(a)(2)(E) provides that a "reverse
merger" will qualify as a type "A" reorganization if (1) after the merger the
target corporation holds substantially all of the properties of both the acquir-
ing corporation and itself and (2) stock of the target corporation possessing at
least 80 percent of the voting power of that corporation has been exchanged
for voting stock of the parent corporation in control of the acquiring corpora-
tion.

While both sections 368(a)(2)(D) and (E) purport to be mere modifications
of a type "A" reorganization, it is evident from the requirements Congress

46. See Helvering v. Bashford, 302 U.S. 454, 1938-1 U.S.T.C. f19019 (1938); Groman v.
Commissioner, 302 U.S. 82, 1937-2 U.S.T.C. 1f9533 (1937); see note 14 supra. See also Sefeire,
Recent Developments in Acquisition and Reorganization, 48 TAXES 829 (1970).
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added to these provisions that they are hybrid reorganizations, incorporating
some of the features of types "A," "B," and "C" reorganizations. Realistically
they should be considered as separate forms of acquisitive reorganizations.

Section 368(a)(2)(D) Direct Triangular Mergers

The direct triangular merger combines the features of a type "A" merger
and a type "C" stock-for-assets reorganization. As noted above, the acquiring
corporation must obtain "substantially all of the properties" of the target
corporation, just as in a type "C" reorganization. Proposed section 1.368-2(b)(2)
of the Regulations provides that the term "substantially all of the properties"
in section 368(a)(2)(D) has the same meaning as in section 368(a)(1)(C) (the
type "C" reorganization). Unlike the "C" reorganization with its "solely for
voting stock" requirement, however, the direct triangular merger permits the
use of either voting or nonvoting stock of the parent corporation. In addition,
the use of boot is freely permitted, subject only to the continuity of interest
limitations that have been judicially grafted onto the type "A" reorganization.
The boot may be provided by both the parent corporation and the acquiring
(subsidiary) corporation, and both corporations may assume liabilities of the
target corporation. 47 Thus, the direct triangular merger has considerably more
flexibility than the "C" reorganization.

The provision of section 368(a)(2)(D) requiring that the transaction would
have qualified as an "A" reorganization if the acquired corporation had been
merged directly into the parent corporation (rather than into the subsidiary-
acquiring corporation) is interpreted in Proposed Regulation section 1.368-2
(b)(2) to require the transaction to meet the requirements of a type "A" merger
(continuity of interest, business purpose, etc.) in addition to the special re-
quirements of section 368(a)(2)(D). The Proposed Regulation goes on to state
that "it is not relevant whether the [hypothetical] merger into the controlling
corporation could have been effected pursuant to state or Federal corporation
law."48 While the hypothetical merger of the target corporation into the
parent corporation need not be possible under state law, the direct merger of
the acquiring corporation into the target corporation utilizing the stock of the
parent corporation (the direct triangular merger) must be effected in accord-
ance with the applicable provisions of state law. Unfortunately, the merger
statutes of many of our states are not broad enough to encompass such a re-
organization transaction.

The requirement that no stock of the acquiring (subsidiary) corporation
be used is reminiscent of the similar requirement in a "B" or "C" reorganiza-
tion when stock of a parent corporation is used. While stock of the acquiring

47. Proposed Treas. Reg. §1.368-2(b)(2), 37 Fed. Reg. 7163 (1972); Rev. Rul. 73-257, 1973-1
Cm. BULL. 189.

48. In Rev. Rul. 74-297, 1974-1 Cum. BULL. 84, the Service ruled that a merger of a do-
mestic corporation into a domestic subsidiary of a foreign corporation qualifies under §368
(a)(2)(D), notwithstanding that a direct merger of the acquired domestic corporation into the
foreign parent corporation could not have been effected under state or federal law.
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corporation is not permissible consideration, cash or other nonstock assets of
the acquiring subsidiary corporation may be used.49

Section 368(aX2XE) Reverse Mergers

The reverse merger is similar to types "A," "B," and "C" reorganizations.
Just as in the case of the direct triangular merger, the reverse merger incorpo-
rates a substantially-all-of-the-properties requirement but broadens it to en-
compass substantially all of the properties of both the target corporation and
the acquiring (subsidiary) corporation. In addition, section 368(a)(2)(E) re-
quires that at least 80 percent of the outstanding voting stock of the target
company be exchanged for voting stock of a corporation in control of the ac-
quiring corporation. This requirement is similar to the voting-stock-for-stock
requirement of a "B" reorganization. Unlike the "B" reorganization, however,
the use of boot is permissible in a reverse merger so long as stock representing
"control" 50 of the target corporation is obtained for voting stock of the parent.
On the other hand, the requirement that control be obtained "in the trans-
action" under section 368(a)(2)(E) is much narrower than even the require-
ments of the "B" reorganization and would apparently prevent a reverse
merger in a situation in which the parent corporation already held more than
20 percent of the stock of the target corporation.

The combination of the substantially-all-of-the-properties requirement of
the "C" reorganization, the solely-for-voting-stock requirement of the "B"
reorganization, and the general requirements of an "A" reorganization, as well
as additional requirements unique to the reverse merger, raises numerous
problems beyond the scope of this article. Unfortunately, the Treasury has not
yet issued proposed regulations that might shed some light on these problems.51

TREATMENT OF SHAREHOLDERS IN A REORGANIZATION - SECTION 354 AND 356

Recognition of Gain or Loss

Section 368, which defines the various types of reorganization, does not pro-
vide tax-free treatment to the shareholders who exchange stock pursuant to a
reorganization. This function is reserved to sections 354 and 356. Under sec-
tion 354, if a stockholder exchanges stock or securities of a corporation that is
a party to a reorganization solely in exchange for stock or securities of another
corporation that is also a party to a reorganization, and if the exchange is ef-
fected pursuant to a plan of reorganization, the stockholder will recognize
neither gain nor loss on the exchange. The requirement that the exchange be
made "pursuant to a plan of reorganization" simply means that the transac-
tion must fit within one of the categories defined in section 368(a) - that is, in
the case of an acquisitive reorganization, it must be a type "A," "B," or "C"

49. Proposed Treas. Reg. §1.368-2(b)(2), 37 Fed. Reg. 7163 (1972).
50. See note 22, supra.
51. For an excellent discussion of these problems, see Ferguson & Ginsberg, Triangular

Reorganizations, U. So. CAL. 1972 TAx INsT. 24, 28 TAX L. Rrv. 159 (1973).
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reorganization or a triangular or reverse merger.5 2 Although section 354 refers
to exchanges of stock or securities, section 354(a)(2) considerably tightens this
provision by providing that section 354 will not apply to the extent that the
principal amount of any securities (bonds or other indicia of debt) received
exceeds the principal amount of any securities surrendered or if securities are
received and no securities are surrendered.

Section 356(a)(1), picking up where section 354 leaves off, provides that if
the stockholder receives excess securities or other boot in an exchange trans-
action that otherwise would have been within section 354, then his gain will
not be recognized except to the extent of the boot (including excess securities)
received. For the purpose of section 356, "boot" includes the fair market value
of the excess of the principal amount of securities received over the principal
amount of any securities surrendered.53 If, however, the stockholder suffers a
loss in a reorganization exchange in which he receives boot, his loss will not be
recognized.

54

If gain is recognized under section 356(a)(1), the gain may be treated as a
dividend to the extent of the stockholder's ratable portion of the accumulated
earnings and profits55 of the target corporation if the exchange "has the effect
of the distribution of a dividend." Any gain to be recognized under section
356(a)(1) that either does not fit within this dividend equivalence category or
exceeds the stockholder's ratable share of earnings and profits will generally be
treated as capital gain.56 The Service, relying on Commissioner v. Bedford's
Estate5 7 for many years took the position that any gain recognized by virtue of
section 356(a)(1) would automatically be treated as a dividend under section
356(a)(2) to the extent of the stockholder's ratable share of the earnings and
profits of the acquired target corporation. However, in two 1974 rulings the
Service abandoned this approach and applied the dividend-versus-sale criteria
incorporated in section 302, which deals with corporate redemptions, in de-
termining whether the recognized gain should be treated as a dividend.58 In
Revenue Ruling 75-8359 the Service reaffirmed that the section 302 criteria

52. If the §368 reorganization provisions are not satisfied, the operative provisions are in-
applicable. For instance, if the stock of one corporation were exchanged for the stock of an-
other corporation and money pursuant to a plan of reorganization, the exchange would not
be solely for voting stock and would thus not be entitled to tax-free treatment.

53. INT. REV. CODE OF 1954, §356(d).
54. INT. REV. CODE OF 1954, §356(c).
55. The term "accumulated earnings and profits" has been construed to include current

earnings and profits. Vesper Co., Inc. v. Commissioner, 131 F.2d 200, 1942-2 U.S.T.C. [9734
(8th Cir. 1942).

56. One caveat should be noted: INT. REv. CODE OF 1954, §341 (collapsible corporation
provision).

57. 325 U.S. 283, 1945-1 U.S.T.C. 119311 (1945). In this case the executor of an estate re-
ceived cumulative preferred stock, common stock, and cash in exchange for other cumulative
preferred stock in a plan of recapitalization. The primary issue was whether the cash was
taxable as a dividend, as the Service contended, or as a capital gain, as the taxpayer argued.
The court held that a distribution of earnings and profits pursuant to a reorganization "has
the effect of the distribution of a taxable dividend." Id. at 292, 1945-1 U.S.T.C. at 11,185.

58. Rev. Rul. 74-515, 1974-2 CuM. BULL. 118; Rev. Rul. 74-516, 1974-2 Cus. BULL. 121.
59. 1975-11 INT. REV. BULL. 6.
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would be applied in testing for dividend equivalency under section 356(a)(2),
and also announced that the determination under section 302 would be made
as if the transferor corporation had redeemed its stock prior to the reorganiza-
tion. On the other hand, the Eighth Circuit Court of Appeals in Wright v.
United States60 held that the section 302 determination should be made as if
the acquiring corporation had made the redemption. Since substantially dif-
ferent results may flow from these two approaches, the tax planner should be
aware of this conflict and what the Service's position is likely to be.

It should be noted that in a type "C" reorganization, if the transferor cor-
poration is liquidated and the stock and securities plus boot of the acquiring
corporation are distributed to the stockholders of the transferor corporation
pursuant to a plan of reorganization, the stockholder's gain will be governed
by the provisions of sections 354 and 356 rather than the general liquidation
provisions.

Basis

Section 358(a)(1) provides that the tax basis of stock or securities received
without recognition of gain under either section 354 or section 356 will be the
same as that of the old stock or securities surrendered, minus the value of the
boot (including excess securities) received, plus the amount of recognized
gain,61 whether treated as capital gain or as a dividend under section 356(a)(1).
If several classes of stock or securities other than boot are received, the ag-
gregate basis will be allocated among such classes of stock and securities in
proportion to their relative fair market values at the time of the exchange. 62

TREATMENT OF CORPORATE PARTIES TO A REORGANIZATION

Target Corporation - Sections 361 and 358

Section 361(a) bestows nonrecognition (tax-free) treatment upon a target
corporation that transfers property (as in an "A" or "C" reorganization) solely
in exchange for stock or securities of another corporation that is a party to a
reorganization. Just as in section 354, nonrecognition treatment under section
361 is conditioned upon the exchange being made "pursuant to a plan of re-
organization," meaning one of the categories of reorganizations set forth in
section 368. Only stock and securities of a "party to a reorganization" may be
received without recognition of gain. Unlike section 354, section 361 provides
for nonrecognition of gain upon receipt of securities of the acquiring corpora-
tion, or of a corporation in control of the acquiring corporation, even if no
securities are surrendered or if the principal amount of the securities received
exceeds the principal amount of any securities surrendered.

While section 361(a) purports to provide tax-free treatment to the target
corporation only if property is exchanged solely for stock or securities, section

60. 482 F.2d 600, 1973-2 U.S.T.C. 29583 (8th Cir. 1973).
61. INT. REv. CODE oF 1954, §358(a)(2).
62. INT. REv. CODE OF 1954, §358(b)(1); Treas. Reg. §1.358-2(b)(2).
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361(b) relaxes this rule somewhat. Under section 361(b)(1), if boot is received
in addition to stock or securities, the target corporation may still escape recog-
nition of gain if all of such boot is distributed to its stockholders pursuant to

the plan of reorganization. Gain will be recognized, however, to the extent of

the value of any boot retained. The "distribution" that enables the target cor-

poration to escape taxation must be made to its shareholders; the application
of any portion of the boot to discharge liabilities not assumed by the acquiring
corporation will not suffice but will be treated as having been retained by the
target corporation.

Under section 357 the assumption of liabilities of the target corporation

will not be treated as taxable boot unless such assumption is motivated by tax

avoidance purposes."' Moreover, just as in section 354, no loss will be recog-

nized by the target corporation regardless of whether any boot is received. 4
Where, in a "C" reorganization, a portion of the target corporation's assets

are not transferred to the acquiring corporation and are subsequently sold to

third parties, some commentators have argued that gain from the sales should
go unrecognized under section 337 (negating taxable gain to the corporation
in the case of a so-called twelve-month plan of liquidation) if the transferor is

to be liquidated under the plan of reorganization.65 The courts and the Service

have thus far rejected this position, however, and have held that any such gains

must be recognized by the target corporation even though it is to be liquidated
within twelve months.66

Basis

If the target corporation is not liquidated, as in a "C" reorganization, its

basis for the stock and securities received in the reorganization exchange will

be equal to the basis of the property transferred, decreased by an) boot re-
ceived and increased by the amount of gain recognized.6 7 If liabilities of the
target corporation are assumed by the acquiring corporation, such liabilities

will be treated as boot solely for the purposes of determining basis under sec-

tion 358(d).

Treatment of Acquiring Corporation - Sections 1032 and 362(b)

The acquiring corporation will not recognize any gain or loss upon the ex-

change of its stock for property or stock of the target corporation by virtue of
section 1032.68 It is noteworthy that the nonrecognition treatment provided

under section 1032 is not conditioned upon the existence of a "plan of reor-
ganization." Thus, if for some reason an exchange fails to qualify as a reor-

63. INT. REV. CODE OF 1954, §357(b).
64. INT. REV. CODE OF 1954, §361(b)(2).
65. See B. BITTKER & J. EusricE, supra note 1, at 14-81.
66. See, e.g., American Mfg. Co., 55 T.C. 204 (1970).
67. INT. REV. CODE OF 1954, §358.
68. For a discussion of §1032 see Carlisle, Treasury Stock and Section 1032, 23 GEO. WASH.

L. REv. 558 (1955); Comment, Sale or Exchange by a Subsidiary Corporation of Its Parent
Corporation's Stock, 47 TAxEs 146 (1969).

[Vol. XXVlI

18

Florida Law Review, Vol. 27, Iss. 4 [1975], Art. 3

https://scholarship.law.ufl.edu/flr/vol27/iss4/3



ACQUISITIVE REORGANIZATIONS

ganization under section 368, the acquiring corporation will nevertheless be
protected from recognition of gain under section 1032. While there is no
specific statutory authority, it appears clear that the issuance of securities of
the acquiring corporation will also be exempt from taxation.69

If stock of a parent corporation is transferred to a subsidiary corporation
and is subsequently transferred by the subsidiary in exchange for stock or as-
sets of the target corporation, as in the case of a triangular or reverse merger,
section 1032 will not be applicable since it provides nonrecognition treatment
to a corporation only upon the issuance of its stock. However, Revenue Ruling
57-27870 states, without citing any authority, that the subsidiary will not recog-
nize any gain if the parent's stock is issued and exchanged pursuant to a plan
of reorganization. If the transaction should fail to qualify as a reorganization,
however, the Service may well refuse to extend the ruling to cover nonrecogni-
tion treatment to the subsidiary. Consequently, if state law permits, it is
usually better to have the parent corporation issue its stock directly to the
target corporation or to its stockholders rather than contribute such stock to
the subsidiary preparatory to an exchange by the subsidiary. 71

Under section 362(b) the acquiring corporation will receive a tax basis in
the acquired property equal to the basis of such property in the hands of the
target corporation, increased by the amount of gain recognized by the target
corporation in the exchange. Thus, if any boot is transferred by the acquiring
corporation, its basis in the acquired properties will be increased if the target
corporation fails to distribute the boot to its stockholders. 72 If, on the other
hand, the target corporation distributes all of the boot to its stockholders, the
fact that the stockholders of the target corporation must recognize gain under
section 356 will not result in an increase in basis to the acquiring corporation
since any such increase is conditioned upon the target corporation (and not
its stockholders) recognizing gain.7 3

Section 362(b) would also apply in a type "B" stock-for-stock exchange, but
it is explicitly made inapplicable to the target corporation in a type "C" stock-
for-assets exchange.

CARRYOVER OF TAX AnmuTEs OF TARGET

COR'ORATION - SECTIONS 381, 882, AND 269

In a type "A" reorganization, including triangular and reverse mergers, or
a "C" reorganization, the tax attributes of the target corporation will carry
over to the acquiring corporation under section 881. "Tax attributes" include

69. B. BrrrK.R & J. EusncE, supra note 1, at 14-83.
70. 1957-1 CuM. BuL. 124. See also Greene, Proposed Definitional Changes in Reorgani-

zations, 14 TAx. L. REv. 155 (1959); MacLean, Creeping Acquisitions, 21 TAx L. Rlv. 345

(1966); Seplow, Acquisition of Assets of a Subsidiary: Liquidation or Reorganization, 73 HARv.

L. REv. 484 (1960).
71. See Ferguson & Ginsburg, supra note 51.
72. INT. REv. CODE OF 1954, §361(b).
73. Schweitzer & Conrad, Inc., 41 B.T.A. 553 (1940).
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such items as net operating loss carryovers,7 4 earnings and profits,"5 methods of
accounting,7- and methods of depreciation. 7 The tax attributes of the target
corporation will not be carried over to the acquiring corporation in a type "B"
reorganization, however, since the separate existence of the transferor corpora-
tion will be preserved.

If the acquiring corporation desires to utilize and preserve the net operating
loss carryovers of the target corporation in a type "A" or type "C" reorganiza-
tion, the stockholders of the loss corporation must receive 20 percent (in terms
of fair market value) of the outstanding stock of the acquiring corporation or
of a corporation in control of the acquiring corporation. 78 For every percentage
point less than 20 percent, the acquiring corporation will lose five percent of
the target corporation's net operating loss carryovers. This limitation will not
apply, however, if both the acquiring corporation and the target corporation
are owned by substantially the same persons and in essentially the same pro-
portions, as would be the case in a merger of two controlled subsidiaries. 79

If the acquisition of assets pursuant to a type "A" or "C" reorganization is
principally motivated by tax avoidance - for example, by the desire to obtain
the net operating loss carryovers - the favorable tax attributes of the acquired
corporation may be forfeited under section 269(a)(2) even if the mechanical 20
percent test of section 382(b) is met. In addition, the Supreme Court's decision
in Libson Shops, Inc. v. Koehler,s° may present a problem. This decision held
that net operating losses of one business may not be offset against the income of
a separate business following a merger. Revenue Ruling 58-60381 states that
Libson Shops is not applicable to a type "A" or "C" reorganization under the
1954 Internal Revenue Code (Libson Shops was decided under the 1939 Code),
but the Service appears to have backed away from this position in a subsequent
ruling.8 2 Whether Libson Shops has continuing vitality under the 1954 Code
appears to be an unsettled question.8 3

74. IINT. REV. CODE OF 1954. §381(c)(1). But see INT. REV. CODE OF 1954, §§269, 382(b);
Swiss Colony Inc., 428 F.2d 49, 1970-1 U.S.T.C. 119439 (7th Cir. 1970) (loss carryover disal-
lowed on §269 acquisition to avoid taxation). See also INT. REV. CODE OF 1954, §382, which
disallows net operating loss carryovers where 50% of the corporate stock changes hands and
the corporation changes its trade or business.

75. INT. REV. CODE OF 1954, §381(c)(2); A. Snida, 274 F.2d 165, 1955-1 U.S.T.C. 19523 (1st
Cir. 1955) (Massachusetts fund with substantial deficit was reorganized into a corporation
without a change of shareholders or operation in a tax-free exchange).

76. INT. REV. CODE OF 1954, §381(c)(4).
77. IN. REA. CODE OF 1954, §381(c)(6).
78. INT. REV. CODE OF 1954, §382(b); Commonwealth Container Corp. v. Commission, 393

F.2d 269, 1968-1 U.S.T.C. 119319 (3d Cir. 1968) (deduction of only 65% of net operating loss
was allowed because stockholders of loss corporation owned less than 20% of fair market
value of the acquiring corporation's stock).

79. INT. REV. CODE OF 1954, §382(b)(3). Wofac Corp. v. United States, 269 F. Supp. 654,
1967-2 U.S.T.C. f19532 (D.N.J. 1967).

80. 353 U.S. 382, 1957-1 U.S.T.C. 19691 (1957).
81. 1958-2 Cum. BULL. 147.
82. Rev. Rul. 63-40, 1963-1 Cum. BULL. 46.
83. Compare Maxwell Hardware Co. v. Commissioner, 343 F.2d 713, 1965-1 U.S.T.C. 19332

(9th Cir. 1965) (the Libson Shops doctrine is wholly inapplicable under the Internal Revenue
Code of 1954), with Vulcan Materials Co. v. United States, 446 F.2d 690, 1971-1 U.S.T.C.
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ELIMINATION OF UNWANTED ASSETS OF THE TRANSFEROR CORPORATION

For various reasons, the acquiring corporation may not want all of the as-
sets of the target corporation or, in the case of a type "B" reorganization, may
only be willing to acquire stock of the target corporation if it first disposes of
unwanted assets. There are several methods of eliminating unwanted assets,
but careful research and planning are always necessary.

Taxable Dispositions

The unwanted assets may be disposed of in several forms of taxable trans-
actions. For example, the transferor corporation might declare a dividend of
the unwanted assets and distribute them to its shareholders prior to the reor-
ganization exchange. Such a procedure probably would not affect the status of
a type "B" reorganization14 or a type "A" reorganization, but it may well re-
sult in disqualification of a type "C" reorganization or a triangular or reverse
merger under the rationale of Helvering v. Elkhorn Coal Co.,85 because of the
substantially-all-of-the-properties requirement incorporated into these types
of reorganization. With respect to a type "A" or type "B" reorganization, the
dividend procedure may be highly desirable if the stock of the target corpora-
tion is owned by a domestic corporation that is entitled to either the 85 percent
or 100 percent dividends-received deduction under section 243.86

Another form of taxable disposition is accomplished by redemption of a
portion of the target corporation's stock in exchange for the unwanted assets
simultaneously with, or immediately following, the reorganization exchange.
This procedure parallels the sale-redemption technique first sanctioned in con-
nection with a taxable purchase of stock in Zenz v. Quinlivan.83 Such a re-
demption should not endanger a type "A" or "B" reorganization unless the
amount of unwanted assets is so substantial that it will result in violation of
the continuity of interest requirement at the corporate level. However, a prob-
lem may again exist in a type "C" reorganization or a triangular or reverse
merger for the same reasons discussed above with respect to dividends.

If a pre-reorganization redemption is utilized by the target corporation in
connection with a type "A" or "B" reorganization, the redemption may result
in taxable income to the target corporation under section 311(d) if appreciated
property is distributed, and also under the recapture provisions of sections
1245, 1250, 1251, and 47 if depreciated property is distributed. If the redemp-
tion is part of a plan of reorganization and if all the stock of the target cor-
poration's shareholders is disposed of by redemption or in the reorganization

19449 (5th Cir. 1971), and Home Constr. Co. v. United States, 439 F.2d 1165, 1971-1 U.S.T.C.
19267 (5th Cir. 1971), and Clarksdale Rubber Co., 45 T.C. 234 (1965), which indicate that
Libson Shops may have some vitality, but do not define the scope of its current applicability.

84. See Rev. Rul. 70-172, 1970-1 Gum. BULL. 77.
85. 95 F.2d 732, 1937-2 U.S.T.C. 119501 (4th Cir. 1937), cert. denied, 305 U.S. 605 (1938).
86. One caveat is the uncertain effect of Casner v. Commissioner, 450 F.2d 379, 1971-2

U.S.T.C. 19651 (5th Cir. 1971).
87. 218 F.2d 914, 1954-2 U.S.T.C. 19445 (6th Cir. 1954). See also Rev. Rul. 55-745, 1955-2

CuM. BuLL. 223, in which the Service announced its acceptance of the holding in Zenz.
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exchange, the stockholders may be entitled to capital gains treatment under
section 302(a) on the redemtpion.8s But if the redemption does not comply
with section 302(a), the price tag is dividend treatment to the redeeming share-
holders.8 9

A partial liquidation is still another possible, although very limited, means
of disposing of unwanted assets in a taxable disposition.9 The effect of a
partial liquidation upon the qualification of a transaction as a reorganization
is essentially the same as that of a redemption.

Tax-Free Dispositions

In very limited situations, the transferor corporation may "spin off" its un-
wanted assets to a new corporation, followed by a pro rata, tax-free disposition
of the shares of the new corporation to its shareholders preparatory to the re-
organization exchange. If the spin off meets the very stringent requirements of
section 355, the target corporation, stripped of its unwanted assets, may then
be merged into the acquiring corporation.91 This procedure, however, may
abort any attempted "C" reorganization as well as a triangular or reverse
merger because of the substantially-all-of-the-properties limitation contained
in sections 368(a)(1)(C), 368(a)(2)(D), and 368(a)(2)(E).92

PROS AN]) CONS OF A TAX-FREE ACQUISITION

One of the primary advantages of a tax-free reorganization is the oppor-
tunity afforded the purchaser to make an acquisition without the necessity of
using much needed corporate funds or borrowed monies except to the extent
that boot may be involved. Viewing the transaction from the seller's stand-
point, a tax-free reorganization affords him the opportunity to dispose of his
interest in the target corporation without recognition of gain for tax purposes
(or with a minimum recognition of gain attributable to boot received in the
exchange).93 A tax-free reorganization is also generally the best method of pre-
serving and utilizing the favorable tax attributes of the target corporation, such

88. Arthur D. McDonald, 52 T.C. 82 (1969); but see Rev. Rul. 75-360, 1975-37 INr. REv.
BULL. 11, wherein the Service, in lieu of acquiescing in McDonald, explains why it does not
consider that case to be an appropriate precedent. See also United States v. Davis, 397 U.S.
301, 1970-1 U.S.T.C. §9289 (1970). INT. REv. CODE OF 1954, §341 may also be applicable in
this situation.

89. INT. REV. CODE OF 1954, §302(d); cf. United States v. Davis, 397 U.S. 301, 1970-1
U.S.T.C. ]]9289 (1970).

90. Partial liquidations are governed by INT. REV. CODE OF 1954, §346.
91. Commissioner v. Morris Trust, 367 F.2d 794, 1966-2 U.S.T.C. I9718 (4th Cir. 1966).

The Service announced that it would follow the decision in Morris Trust in Rev. Rul. 68-603,
1968-2 Cua. BULL. 148. Compare Rev. Rul. 70-225, 1970-1 Cut. BULL. 80, with Rev. Rul. 70-
434, 1970-2 CuM. BULL. 83.

92. See Helvering v. Elkhorn Coal Co., 95 F.2d 732, 1937-2 U.S.T.C. §f9501 (4th Cir. 1937).
93. See generally Chisholm & Phelan, Corporate Reorganizations: Three Main Routes

May be Used to Avoid Tax on the Transaction, 10 TAXATION FOR ACCOUNTANTS 196 (1973);
Marx, Practitioner's Guide to the Analysis and Structuring of Tax-Free Acquisitions, 38 J.
TAXATION 194 (1973).
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as its net operating losses or assets with a basis in excess of fair market value.
In addition, a tax-free acquisition may also qualify for "pooling of interests"
accounting treatment, which may be extremely important to the acquiring cor-
poration if the target corporation has high earnings that the purchaser would
like to have reflected on its financial statements, or if the purchase price ex-
ceeds~the value of the underlying assets of the target corporation.94

There may, however, be less salutary effects of tax-free acquisitions. The
use of stock of the acquiring corporation as consideration for the acquisition
may result in a substantial dilution of the equity of the acquiring corporation's
shareholders. In addition, if the target company was acquired for its potential
future earning power (as opposed to its past performance), the immediate re-
sult may be a lower earnings per share for the acquiring company. Moreover,
the preservation of corporate attributes of the target corporation may be a
double-edged sword since unfavorable tax attributes, such as fixed assets whose
depreciable basis has been exhausted or excessively high accumulated earnings
and profits accounts, will also be preserved within the acquiring corporation.

One major nontax consideration which must often be reckoned with in a
tax-free reorganization is the effect of federal and state securities laws upon the
issuance of stock and securities in connection with a reorganization exchange
and upon the ability of the recipient stockholders of the target corporation to
dispose of their stock or securities at a later date. The issuance of stock or
securities by the acquiring corporation will generally constitute a "sale" of a
security which, unless it falls within one of the exemptions provided under the
Securities Act of 1933 and comparable state laws, will require registration.95

If the target corporation is a small corporation with relatively few stockhold-
ers, and if the stockholders intend to hold the stock of the acquiring corpora-
tion for investment purposes, the issuance of the acquiring corporation's stock
may be exempt from federal registration under the private offering or intra-
state offering exemptions. 96 If, on the other hand, the target corporation is
either publicly held or has a large number of stockholders, a registration prob-
ably will be necessary.

Prior to 1973 the Securities and Exchange Commission took the position
that mergers, consolidations, and type "C" stock-for-assets reorganizations Were
not "sales" within the meaning of the Securities Act of 1933. This position,
based upon the theory that the stockholders of the target corporation were
involuntarily forced to exchange their shares in a reorganization exchange
engineered by the management of the target corporation, was set forth in
former Rule 133.97 Effective January 1, 1973, however, Rule 133 was, with cer-
tain exceptions, rescinded. Rule 145 now treats such exchanges as "sales" under
the Securities Act, thus requiring a registration unless the issuance of such

94. Opinion Nos. 16, 17 (Aug. 1970), OPINIONS OF THE AccouNTING PRINciPLES BOARD
(Amer. Inst. of Certified Public Accountants). See also Accounting Principles for Pooling of
Interests, 25 TAx LAw. 29 (Fall 1971).

95. Rule 145, 17 C.F.R. §230.145 (1974) provides a simplified federal registration on form
S-14.

96. See Securities Act of 1933, §§3(a)(11), 4(2), 15 U.S.C. §§77(b)(11), 77(d)(2) (1970).
97. 17 C.F.R. §230.133 (1974).
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stock or securities qualifies under one of the exemptions provided under that
Act.9

If the sellers receive letter stock (requiring investment representations)
or a sufficient amount of stock to cause them to be classified as "controlling
persons," disposing of unregistered shares in subsequent transactions may be
difficult. Rule 144, 99 which became effective in 1972, provides some reliefiO°

but requires a minimum holding period of two years in most cases and sub-
stantially restricts dispositions even after that time. Consequently, it may be-
hoove the sellers to bargain for mandatory registration or "piggy-back" rights
from the acquiring corporation.

In addition to the securities law considerations arising out of a tax-free
acquisition, there may also be antitrust (in a taxable or nontaxable acquisi-
tion), labor and other considerations as well. In this connection, the Federal
Trade Commission (FTC) recently issued a release requiring the filing of
notification with the FTC in the case of acquisitions involving consideration
of $10 million or more.1°1

Planning for Contingencies

Occasionally the parties to a tax-free reorganization may consider it neces-
sary to have the benefit of hindsight in order to establish the value of the ac-
quired or acquiring corporation. This might be the case, for example, where
the acquired corporation has substantial contingent liabilities, where a closely
held corporation is the subject of the acquisition and its shares are not readily
susceptible of valuation, or where the parties simply cannot agree on the value
of the common stock to be issued by the acquiring corporation in the transac-
tion.

One method of dealing with these problems in a tax-free reorganization in-
volves the use of contingent stock, which amounts to the issuance of rights to
acquire additional stock upon the occurrence of certain specified events. In
both Carlberg v. United States °2 and James Hamrick,103 it was held that the

98. 17 C.F.R. §230.145 (1974).
99. 17 C.F.R. §230.144 (1974).
100. The two-year holding period applies with respect to "restricted securities" as defined

in Rule 144. Rule 145(d) eliminates the holding period for shares acquired in reorganization

exchanges pursuant to that rule.
101. Fed. Reg. 35717 (1974).
102. 281 F.2d 507, 1960-2 U.S.T.C. ff9647 (8th Cir. 1960). In Carlberg, the court held that

because the "certificate of contingent interest" could produce nothing other than stock and a
continuity of interest, the certificate qualified as "stock" under §354(a)(1) rather than "other

property" within the meaning of §356(a)(1). See also Tillinghost, Carlberg Shows Possible
Ways to Allow for Unsettled Claims in Tax-Free Merger, 13 J. TAXATION 348 (1960).

103. 43 T.C. 21 (1964), acquiesced in, 1966-1 Cuwt. BULL. 2. Hamrick agreed to transfer
his patent rights in return for 25 1/2% of the issued stock as well as the right to receive ad-

ditional shares if the earnings for a year exceeded 10% of the outstanding stock, up to a limit

of 1/3 of the total shares issued. The additional shares received pursuant to this agreement
fell within the nonrecognition provision of §351(a). See also Tillinghost, Contingent Stock

Pay-Outs in Tax-Free Reorganizations, 22 TAx LAW. 467 (1969).
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issuance of contingent rights to acquire additional stock did not constitute
taxable boot in a reorganization exchange. The Service has published guide-
lines for the issuance of a favorable ruling on the use of contingent stock in
Revenue Procedures 66-34,104 74-26,105 and 67-13.106 These guidelines may be
summarized as follows:

1. There must be a valid business reason for the use of contingent
stock1 07

2. All stock must be issued within five years.
8. The maximum number of additional shares which may be issued

must be fixed.
4. There must be an initial distribution of at least 50 percent of the

maximum number of shares of each class of stock.
5. Either the agreement must prohibit assignment of the rights to re-

ceive additional stock 08 or such rights must not be readily marketable. 09

6. The additional shares may only be those of the acquiring corporation
or of a corporation in control of the acquiring corporation.

It should be noted that the issuance of contingent stock rights in a reorganiza-
tion will be subject to the imputed interest provisions of section 488 unless
interest of at least six percent per annum is provided in the exchange agree-
ment."" Because of the position taken in Opinion 16 of the Accounting Prin-
ciples Board of the American Institute of Certified Public Accountants that
the use of contingent stock will preclude the availability of pooling of interests
accounting, the use of contingent stock in reorganizations has lost much of the
popularity it enjoyed in the late 1960's."'

If an evaluation of all the circumstances indicates that a tax-free acquisition
route is preferable to a taxable transaction, the parties must next determine
which of the alternative tax-free routes best suits their needs.

104. 1966-2 CUm. BULL. 1232.
105. Rev. Proc. 74-26, 1974-2 CuM. BuLL. 478.
106. 1967-1 CUm. BuLL. 46.
107. An example of a valid business reason is "the difficulty in determining the value of

one or both of the corporations involved in the reorganization." Rev. Proc. 74-26, 1974-2 CUM.
BULL. 478, 479. This difficulty may be caused, for instance, by the existence of "unresolved but
potentially substantial liabilities," Carlberg v. United States, 281 F.2d 507, 510, 1960-2 U.S.T.C.
179647, at 77,737 (8th Cir. 1960).

108. Of course, assignments by operation of law are valid. Rev. Proc. 74-26, §3.03(1),
1974-2 Cuss. BULL. 478, 479.

109. Also, the right to receive additional stock must not be evidenced by negotiable
certificates of any kind. Id.

110. Rev. Rul. 70-300, 1970-1 Cum. BULL. 125; Rev. Rul. 73-298, 1973-2 Cum. BULL. 173.
The minimum interest rate on deferred payment sales under §483 was recently changed from
4% to 6% under PROPosED TiutAs. RE. §IA83-1.

111. Other procedures for dealing with contingencies and providing for "look-back" ad-
justments include the use of escrowed shares, back-out rights, put-back rights, and various
other rescission techniques. For a discussion of these procedures, see B. BrTrKERt & J. EUSTiCE,

supra note 1, at 14-145 through 14-149. For guidelines regarding advance rulings for reorgani-
zations involving escrow agreements see Rev. Proc. 75-11, 1975-8 INT. RV. Bum 26.
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ACQUIRING CORPORATION'S CONSIDERATIONS IN A

TAX-FREE REORGANIZATION

The type "A" reorganization is the most flexible form of tax-free acquisi-

tion available to the acquiring corporation for the reasons noted above. The

acquiring corporation may use its voting or nonvoting stock, whether common

or preferred, and boot of up to 50 percent or more of the total consideration.
If the issuance of solely voting stock in the acquisition would result in loss of

control of the acquiring corporation, the "A" reorganization would be the best

means of effecting the acquisition since the acquiring corporation could use
nonvoting stock, boot, or both to the extent necessary to preserve control.

Moreover, if it is necessary to dispose of unwanted assets in connection with

the reorganization, the parties could utilize either the type "A" or type "B"

reorganization methods, although the "A" reorganization may be preferable
because of its flexibility.

If the acquiring corporation is a publicly held company, or if its stock is
held by a large number of stockholders, the "A" reorganization may prove un-
workable because of the requirement of most state corporation codes that the
acquiring corporation first obtain the approval of at least a majority of its
stockholders. Those burdens might be avoided by the use of a triangular or
reverse merger, the so-called hybrid "A" reorganizations, but the additional
restrictions built into these reorganization techniques, which are not present in
a normal "A" merger or consolidation, may preclude their use. Another po-
tential problem in an "A" reorganization is that the purchaser may be assum-
ing contingent or undisclosed liabilities of the target corporation. It is, of
course, possible to obtain warranties from responsible parties to protect against
this possibility, but if such protection is not acceptable, the acquiring corpora-
tion may be forced to utilize one of the other forms of reorganization that
would provide additional protection. A related problem that should be con-
sidered is the possible existence of a mortgage with an after-acquired property
clause that might expose the combined assets of the acquiring and target cor-
porations to additional financial risks. If the target corporation has such a
mortgage with a substantial unpaid balance, the acquiring corporation may
opt for a "B" or "C" reorganization utilizing a subsidiary corporation, or even
a triangular or reverse merger, that would insulate its assets from the addi-
tional risks arising out of such a mortgage.

The type "B" reorganization may be desirable if the acquiring corporation
wishes to preserve the target corporation as a separate entity. Possible reasons
for such preservation include the following: to insulate its assets from undis-
closed liabilities, to avoid the necessity of qualifying to do business in states
where the target corporation has operated (which would be necessary in a type
"A" or type "C" reorganization), or to preserve valuable leases or other rights
that might be nonassignable. Although some of these objectives might also be
accomplished by a triangular or reverse merger, the "B" reorganization may
provide more flexibility than these forms of reorganization because of the ab-
sence of any substantially-all-of-the-properties requirement. The "B" reor-
ganization will also permit the acquiring corporation to deal separately with
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different stockholders of the target corporation, if necessary, provided that
only voting stock is used as consideration. There must be some commercial
justification for any such arrangements, however, and any separate arrange-
ment with individual shareholders of the target corporation should not be
tied to compensation for past or future services. The "B" reorganization also
lends itself to a prior disposition of unwanted assets in connection with the
plan of reorganization.

The disadvantages of a "B" reorganization to the acquiring corporation are
primarily attributable to the inflexible restrictions incorporated in section
368(a)(1)(B). Thus the solely-for-voting-stock requirement, as well as the
necessity of meeting the 80 percent control test, may render a "B" reorganiza-
tion impractical. Moreover, the favorable tax attributes of the target corpora-
don will not be directly available to the acquiring corporation.

The "C" reorganization may provide the acquiring corporation with the
ability to obtain merger-like results when a formal merger or consolidation is
not possible because of either business reasons or the peculiarities of state law.
In certain situations the "C" reorganization may produce more desirable re-
sults than a merger since the acquiring corporation has the ability to choose
which liabilities of the target corporation it will assume, thus affording it pro-
tection against contingent or undisclosed liabilities. Although the "C" reor-
ganization does not permit the use of nonvoting stock and securities as in an
"A" reorganization, the boot relaxation rules of section 368(a)(2)(D) provide
slightly more flexibility than the rigid "B" solely-for-voting-stock require-
ments. The "C" reorganization may also have the advantage of avoiding the
necessity of dealing with dissenting stockholders of the target corporation.

There may be a number of disadvantages to a "C" reorganization insofar
as the acquiring corporation is concerned. A type "C" reorganization is ordi-
narily the most complicated type of transaction in terms of preparing docu-
ments of transfer; it may also require compliance with the bulk sale statutes of
most states. Since the assets of the target company do not automatically pass
to the acquiring corporation by operation of law, as in a merger, the "C" re-
organization may require deeds, transfer taxes, and state and local income
taxes. If the acquiring corporation has a mortgage with an after-acquired prop-
erty clause, the "C" reorganization may also be undesirable. In addition, if the
acquiring corporation owns stock in the target corporation before the reorgani-
zation exchange, the possible effects of the -Bausch & Lomb decision must be
considered.- 2 Moreover, the "substantially all" requirement makes it extremely
difficult to dispose of unwanted assets in connection with a "C" reorganization.

TARGET CORPORATION'S CONSmERATIONS IN A TAX-FREE TRANSFER

From the standpoint of the target corporation (and its stockholders), the
type "A" reorganization is also appealing in its simplicity and flexibility. The
ability to obtain boot in addition to stock might be advantageous, particularly
if the dividend consequences of section 356(a)(2) can be avoided.1' If the stock-

112. See text accompanying notes 34-37 supra.
113. See text accompanying notes 55-60 supra.
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holders of the target corporation want protection against the risks of new man-
agement, they might take preferred stock in an "A" reorganization, or even in
a triangular merger; if they also desire to share in the growth of the acquiring
company, the preferred stock could be made convertible into common stock.
One additional feature of an "A" reorganization that may be important to the
sellers is that minority stockholders of the target corporation will ordinarily
have appraisal rights in an "A" reorganization (which may or may not be con-
sidered an advantage). However, a merger or consolidation may not be possible
because of restrictions incorporated in various state laws; similarly, various
business considerations may force the sellers to use one of the other reorganiza-
tion methods.

A "B" reorganization may appeal to some selling stockholders since they
will deal with the acquiring corporation directly rather than through the
management of the target corporation as in an "A" or "C" reorganization. The
type "B" reorganization also affords the target corporation the opportunity to
dispose of unwanted assets, an opportunity not available in a "C" reorganiza-
tion or in a triangular or reverse merger. On the negative side, the inflexible
solely-for-voting-stock requirements rule out the use of boot or convertible,
nonvoting stock, which could be used in an "A" or a triangular merger. In
addition, the "B" reorganization is vulnerable to attack by the Service where,
for example, excessive salary agreements or noncompetition agreements might
be treated as additional consideration that would disqualify the transaction
for nonrecognition treatment. Moreover, and perhaps most importantly, if 21
percent or more of the stockholders of the target corporation oppose the re-
organization exchange, this will prevent the remaining stockholders from en-
joying a tax-free stock-for-stock exchange (unless one of the other forms of
reorganization that require a lower percentage of stockholder approval is
available) since the acquiring corporation must obtain 80 percent control.

A type "C" reorganization will often enable the sellers to effect a tax-free
exchange with merger-like consequences where state law or other business
reasons would otherwise make such a transaction impossible. Although limited
in scope, the boot relaxation rules of section 368(a)(2)(B) may nevertheless be
sufficient to facilitate a cash buy-out of dissenting stockholders of the target
corporation, thereby paving the way for an otherwise tax-free exchange. Never-
theless, the complexity of a "C" reorganization with its attendant high legal
costs, transfer fees, and state and local taxation problems may be a major
drawback to a transfer of assets for stock.

The triangular or reverse mergers often appeal to the sellers since either
method will enable the acquiring corporation to maintain the separate ex-
istence of the target corporation, while offering the selling stockholders the op-
portunity to participate in an exchange for stock of the parent of the acquir-
ing corporation in much the same fashion as a "B" reorganization, but without
some of the attendant risks or restrictions of a "B" reorganization. However,
the additional built-in restrictions in the triangular and, particularly in the
reverse merger, may make these methods impractical.
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CONCLUSION

Court decisions testify to the many corporate reorganization plans that fail
to meet the client's objectives. One is reminded of Gus Scavigligi, who received
an award for his civic work and then asked what he could do with an engraved
plaque with his name misspelled. The defective plaque can be thrown away
without significant loss, but the defective reorganization plan is a fait accompli
that creates tax liabilities for the corporate parties and their often numerous
shareholders. The documents cannot be changed; the exchange transfers can-
not normally be reversed. Therefore, at the outset of the negotiations it is im-
portant to be aware of the various available means of acquiring or disposing
of the corporation business. Selection of the proper route should be made only
after careful evaluation of all of the available alternatives.
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