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hypothetical buyer and seller would negotiate 
with the understanding that the election to 
increase basis would be made. Thus the court 
suggested that the price itself would not reflect 
a discount for built-in gains. 

Of course, as this case involved a partnership, 
Code Sec. 754 allows a general partner to elect to 
increase a buyer’s basis in the partnership’s assets 
to equal the basis in the acquired partnership 
interest. The buyer would thereby avoid future 
tax liability. In Temple, the court sensibly looked 

to the fact that no adverse tax consequences 
would arise for pre-existing partners. As there 
were also no significant administrative burdens 
from a Code Sec. 754 election, no discount for 
built-in gains was allowed. 

Conclusion
Businesses and investors clearly take built in 
tax liabilities into account in the real world. 
Interestingly, the courts in tax cases are 
following suit. Amen!

In LTR 200747006, released on August 22, 
2007, the IRS ruled (to the obvious delight of 
the taxpayer) that the questioned transaction 
qualified as a tax-free C reorganization. 
Code Sec. 368(a)(1)(C) provides for tax free 
treatment of an acquisition by one corporation 
of substantially all of the properties of another, 
in exchange for all or a part of the voting stock 
of the acquiring corporation. 

The Target in question was a privately 
held, personal holding company that sold 
its operating assets and invested the cash 
proceeds in marketable securities. Target 
subsequently sold the securities, using 
the proceeds to purchase common stock 
of Acquiring, which at that time was a 
privately held corporation. After the sale 
of its operating assets, Target’s only assets 
were a minimal amount of cash and shares 
of Acquiring common stock. 

Steps to the Reorganization
Acquiring conducted an initial public offering 
and is now a widely held, publicly traded 
corporation. Acquiring had only one class of 
stock outstanding (voting common). Target 
and Acquiring entered into an agreement 
and plan of reorganization consisting of the 
following steps:
•  Prior to closing, Target would distribute 

to its shareholders, pro rata, all of its cash, 
less an amount sufficient to discharge all 
existing liabilities.

•  Target would transfer the remaining assets 
(primarily consisting of the shares of 
Acquiring stock) to Acquiring, in exchange 
for newly issued Acquiring common 
stock, issued in the names of the Target 
shareholders. Acquiring would not assume 
any of Target’s liabilities.

•  Within 30 days of the asset transfer, Target 
would distribute the newly issued Acquiring 
common stock to its shareholders.

•  Target would then dissolve within 180 days 
of the asset transfer.

Acquiring planned to acquire at least 90 
percent of the fair market value of the net assets 
and at least 70 percent of the fair market value 
of the gross assets held by Target immediately 
prior to the transaction. 

Downstream Deal
The IRS ruled that this transaction qualified as 
a C reorganization. Thus, Target and Acquiring 
avoided recognition of gain on the exchange 
of old Acquiring shares for new Acquiring 
shares. Plus, Target avoided recognition of 
gain on the distribution of the new Acquiring 
shares to its shareholders. However, the Target 
shareholders will recognize gain to the extent 
of the cash received when they exchange their 
Target shares for new Acquiring shares. [Code 
Sec. 356(a)(1).] 

This all sounds appropriate. Yet, for all 
intents and purposes, the facts of this letter 
ruling evidence a private company that sold 
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all of its operating assets (essentially a sale 
of the business) and invested the proceeds in 
another private company. Soon after Target 
purchased shares in Acquiring, Acquiring 
(quite fortuitously) went public. 

The alternative would presumably have been 
for Target to sell its old Acquiring shares, paying 
tax on the appreciation. Thereafter, Target would 
dissolve, distributing the proceeds from the sale 
of the old Acquiring shares to its shareholders 
in redemption of their Target shares. The Target 

shareholders would, of course, be taxed on the 
dissolution proceeds. 

Conclusion
By swapping out its old and rusty Acquiring 
shares for new and shiny Acquiring shares, the 
Target here avoided taxation on what would 
otherwise have been a simple redemption of 
the Acquiring stock. As an additional benefit, 
the Target shareholders now hold stock in a 
publicly traded company. 

No, this is not an article about spin-offs, 
though here at the M&A TAX REPORT, we admit 
that we like that topic. Instead, this article is 
about yet another iteration of the prevalence of 
INDOPCO in our consciousness. If a company 
embarks on investigation of various proposed 
transactions, it is important to segregate, to 
parse, to winnow.

If you do not, you may end up capitalizing 
it all. That is the lesson, or perhaps the theme, 
of Technical Advice Memorandum 200749013 
(Aug. 14, 2007). 

Scuttling Deals
The issue in this TAM was whether costs incurred 
by the taxpayer in investigating and pursuing 
potential restructuring deals that were not 
consummated were deductible as business expenses 
under Code Sec. 162, could be deducted as losses 
under Code Sec. 165, or rather (uggh!) were 
nondeductible capital expenditures under Code 
Sec. 263. The ruling has somewhat predictable 
facts, a taxpayer with messy restructuring plans. 
The IRS field personnel apparently said, “None of 
it is deductible,” and the taxpayer said essentially 
the opposite. The TAM laboriously describes each 
of the transactions, but a fairly simple explanation 
is enough to get the gist of what happened here.

Just the Facts
The company was stagnant and, faced with this 
lack of growth, explored strategic restructuring 
alternatives to focus on core activities. The 
company hired a consultant and investigated 
the following:

•  Maintaining the status quo
•  A leveraged recapitalization, or a full 

recapitalization with a spin-off of lesser 
business divisions

•  A divestiture of the lesser divisions (This 
third divestiture option contained various 
subparts, including a targeted stock offering, 
or an IPO with a split-off or spin-off.)

The three proposals were presented to the 
board by the consultant. The board voted 
to eliminate the status quo choice, and to 
eliminate the leveraged or full recapitalization. 
Thus, as of the board vote, only the divestiture 
proposal (with its subparts of a targeted stock 
offering or an IPO, with a split-off or spin-off) 
remained under consideration.

Time After Time
The next relevant date in the timeline was a board 
meeting where the company’s board eliminated 
consideration of a spin-off or targeted stock 
offering. That left only an IPO with a split-off. The 
same day, the board approved a reorganization 
to form two companies, including a subsidiary 
that would consist of all of the lesser divisions. 

Consequently, the taxpayer then contributed 
the assets and liabilities of these lesser divisions 
to a new subsidiary. Thereafter, the subsidiary 
registered for an IPO with the SEC. Finally, 
the taxpayer finalized its decision to divest the 
subsidiary through an IPO and split-off, and 
the IPO of the common stock of the subsidiary 
was completed. 

The taxpayer then turned to a split-off, in 
which certain shareholders holding stock in 

Divide and Conquer?
By Robert W. Wood • Wood & Porter • San Francisco


