
rule, of course, will cause a stock acquisition 
in which the acquired corporation becomes 
a subsidiary SAG member to be treated as an 
asset acquisition. That means a corporation 
which is engaged in a trade or business 
should be able to expand its existing trade 
or business by acquiring stock (including 
stock of a controlled corporation) that is also 
engaged in a trade or business in the same 
line of business, provided that the acquisition 
results in the acquired corporation becoming 
a subsidiary SAG member. 

On the other hand, a corporation is not 
allowed to rely on the trade or business of a 
non-SAG subsidiary (even if the corporation 
controls the subsidiary) to satisfy the active 
trade or business requirement. This will 
effectively preclude stock expansions where 
the acquired corporation does not become a 
subsidiary SAG member.

For Better, for Worse
If it sometimes seems that the definition of an 
active trade or business has gotten narrower and 
narrower, take heart. In some places, there are 
significant liberalizations. For example, the IRS 
and the Treasury have extended the principles 
of Rev. Rul. 79-394, 1979-2 CB 141, and Rev. 
Rul. 80-181, 1980-2 CB 121. Those rulings had 
concluded that the controlled corporation will 
satisfy the active trade or business requirement 
even if all of the operational activities of 
the business are conducted by an affiliate's 
employees for the distribution. 

The proposed regulations would 
expand this notion to the performance of 
management, in addition to operational 
functions by employees of an affiliate. 
Thus, under the proposed regulations, 
in determining whether a corporation is 
engaged in the act of conduct of a trade or 
business, activities (including management 

and operational functions) that are performed 
by employees of the corporation that are 
affiliates (including non-SAG members) are 
taken into account.

Last Gasp 
These proposed regulations are proposed to 
apply to distributions that occur after the 
date they are published as final regulations 
in the federal register. Interested parties are 
invited to comment, and it seems clear that 
Code Sec. 355 will continue to evolve. 

Interestingly, one significant "hot stock" 
rule was not addressed in the proposed 
regulations. If the distributing corporation 
and the controlled corporation are involved 
in the same active trade or business, and 
the distributing corporation makes a cash 
purchase of 100 percent of the outstanding 
stock of controlled, what happens? Well, 
distributing was already in the same business 
as controlled. That should mean this purchase 
is merely an expansion of the distributing 
corporation's historic business. Therefore, 
it should not be in violation of Code Sec. 
355(b)(2)(C) or (b)(2)(D). 

However, note that the so-called hot stock 
rule of Code Sec. 355(a)(3)(B) tells you that 
if the controlled corporation is acquired in 
a capital transaction in the five-year period 
before the spin-off, then the distributed stock 
will be treated as boot. Ouch! The proposed 
regulations do not deal with this nettlesome 
topic. There have been some suggestions 
that the hot stock problem might be dealt 
with in various ways. It seems unlikely that 
the proposed regulations are going to deal 
with this anytime soon. 

This latest spate of proposed regulations 
adds a new vocabulary to the M&A and tax 
lawyer repertoire, a kind of clever SAG-
speak. With it, comes a new set of concerns. 

The last several years have seen a tremendous 
rise in the number and prominence of private 

equity funds. From garden variety venture 
capital funds to large hedge funds, from 
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leveraged buyout funds to funds of funds, 
there is no shortage of private equity funds. 
These days some funds exceed $1 billion in 
capital and acquire large public companies. 
Mr. Schell’s book is a good primer on the 
fundamental issues raised in forming and 
operating of a private equity fund, written as 
much for a lawyer as for investors. 

After a brief introduction into typical private 
equity structures, Schell addresses the key 
economic provisions and arrangements of 
private equity funds. A fundamental driver 
is the sponsors’ incentive compensation, 
often called the “carried interest.” Using a 
benchmark of 20 percent, Chapter 2 addresses 
establishing and calculating carried interests. 
Issues covered include management fees and 
whether they are an expense in calculating 
profits subject to the carried interest. 

Chapters 3 and 4 address domestic fund 
structures. Sensibly, the formation and 
structural issues focus on Delaware law. 
Typically, private equity funds are structured 
as limited partnerships as much for their 
business flexibility as for the tax transparency 

(that is, tax is not imposed at the entity 
level; rather, tax is only imposed on the 
partners). Given that a general partner has 
unlimited liability, most funds establish a two-
tier structure, where the general partner is 
organized as a limited liability entity. Chapter 
4 discusses the use of several forms of limited 
liability entities. 

Chapters 5, 6 and 7 provide an overview 
of taxation of private equity funds, their 
investors and general partners. This is not a 
resource one would use to find a definitive 
answer to a tax matter, but it is a good 
starting point to understand the general 
issues involved in establishing and operating 
a private equity fund. For instance, Chapter 6 
has a nice introduction into the thorny issues 
of a general partner’s receipt of a private 
equity interest. There is a good discussion of 
receipt of a capital versus profits interest. 

PRIVATE EQUITY FUNDS: BUSINESS STRUCTURE 
AND OPERATIONS is a comprehensive reference 
book that practitioners and investors alike 
may find useful. It is available for $279.00 
from www.lawcatalog.com, or (800) 603-6571. 


