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Disclaimer

IRS CIRCULAR 230 DISCLOSURE:
Unless explicitly stated to the contrary, this outline, the presentation to which it
relates and any other documents or attachments are not intended or written to be
used, and cannot be used, for the purpose of (i) avoiding penalties under the
Internal Revenue Code or (ii) promoting, marketing, or recommending to another
party any transaction or matter addressed herein.
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CRITICAL TAX CONSIDERATIONS IN M&A
TRANSACTIONS
I. Asset vs. Stock Sale
II. Loss Deduction Limitations
III. Interest Deduction Limitation
IV. Tips and Techniques for M&A

© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved

3

Asset vs. Stock Sales
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Asset Sales
• Generally, any sale of assets by a corporation is taxable.

• The timing of that gain can be delayed if an installment or
earnout sale is structured.
• In addition, an asset sale can sometimes be structured as
a like-kind exchange.
• However, for a regular corporation an asset sale almost
always triggers corporate level gain.

• And, if the goal is to distribute the asset sale proceeds to
shareholders, a second taxable event occurs.
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Taxable Asset Sale

Acquiror Shareholders

Target Shareholders

cash
Acquiror Corp

Target Corp
assets of Target
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Taxable Asset Sale
Acquiror Shareholders

Target Shareholders
cash dividend

Acquiror Corp
(with assets of
Target)

Target Corp (with
proceeds of asset
sale)

If Target Shareholders ever want to obtain the proceeds of the
asset sale, Target will have to distribute the proceeds up, which
generally will be taxed as a dividend.
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Taxable Asset Sale
Why enter into a taxable asset sale if it triggers two levels of tax?
• In some cases, there is no goal to distribute the proceeds to
shareholders.

• For example, if a company sells the assets of one of its divisions it
may re-invest the proceeds rather than distributing them.
• In other cases, the seller may have tax losses to shelter the gain.
• Finally, from a buyer’s perspective, a taxable asset sale is generally
desirable and warrants a higher price.
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Stock vs. Asset Sale – Example
• Buyer is prepared to pay $10mm for stock of Target Corp. All of
Target’s assets consist of IP and goodwill that have zero tax basis.
• If structured as an asset sale, Buyer will be able to “step up” the
basis of these assets and amortize them for tax purposes.

• Based on the PV of these tax deductions, Buyer might be willing to
pay $12mm for the assets of Target compared to $10mm for the
stock.
• This “premium” will vary depending on the type of assets, the PV
rate and the Buyer’s own tax situation.
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Stock vs. Asset Sale – S Corp
• In the case of an S corp, an asset sale triggers gain that is
taxed to the shareholder.
• A subsequent dividend of the sale proceeds will generally
be tax-free.
• If gain from the asset sale includes ordinary income rather
than capital gain income, an asset sale may trigger more
tax than a straight sale of the stock of the S corp.
• However, the asset sale premium may offset this detriment.
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“Deemed” Asset Transaction
• Frequently, a stock sale will be the easiest and quickest
way to dispose of a large and complicated business.
• However, in certain cases an asset sale will be the most
tax-efficient transaction format.
• There is a special tax election that permits the parties to
treat a stock sale as an asset sale solely for income tax
purposes.
• Until recently, this election was made under IRC Section
338(h)(10). A similar election is now available under IRC
Section 336(e). Generally, this latter election is easier to
make.
© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved

11

Deemed Asset Sale

Acquiror Shareholders

parties make
§338(h)(10)
or §336(e)
tax election

Target Shareholders

Cash
Target Stock
Acquiror Corp

Target Corp
Target continues as a
subsidiary of Acquiror
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Deemed Asset Sale
Acquiror Shareholders

Target Shareholders
(no stock; hold cash)

Acquiror Corp
BUT – for tax purposes,
Target treated as new
corporation for tax
purposes and its assets
are booked up to FMV.
Target Corp
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Deemed Asset Transaction
• The §338(h)(10) and §336(e) elections are subject to
many restrictions.
• Generally, they work best in three situations:
• seller is a corporation that is selling the stock of
subsidiary, or
• target is an S corporation, or
• seller has sufficient tax losses to shield the gain on
the sale
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S Corps – Deemed Asset Sales
• As noted, an S corp can make a special tax election to
treat a stock sale as an asset sale.

• Under this election, the shareholders can sell their
stock in the S corp, but will be taxed as if the assets of
the S corp were sold.
• This can be advantageous to both parties.
• Caveat – ordinary/capital income mix on sale.
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Asset vs. Stock Sale
• Tax Cuts and Jobs Act of 2017 (the “TCJA”) creates new
opportunities for asset sales, particularly for sellers of
businesses that are carried on in corporate form.
• Whenever a business owned by a corporation is sold, the
parties have to negotiate whether the transaction will be
structured as an asset sale or a stock sale.
• For tax purposes, asset sale treatment is generally more
attractive to a buyer, and may induce a buyer to pay a
premium over what it would pay for a stock purchase.
• Conversely, an asset sale will usually trigger higher tax
expense to the seller. Prior to the recent tax law change, the
increase in tax expense was usually greater than the premium
the buyer would pay, which meant that in practice corporate
asset sales were disfavored.
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Asset vs. Stock Sale
• However, starting in 2018, two significant changes
became effective that altered this analysis. First
and foremost, the federal corporate tax rate was
cut from 35% to 21%.
• And the lower corporate tax rate was
accompanied by a new regime that permits
immediate expensing of tangible assets.
Importantly, this regime also applies to used
assets acquired from unrelated parties in certain
types of asset transactions.
• The following table compares the results to the
seller of an asset sale versus a stock sale:
© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved

17

18

Asset vs. Stock Sale
$
$
$

stock sale
1,000,000 stock price
30% shareholder level tax rate
300,000 shareholder level stock sale tax
700,000 net to shareholder

$ 1,200,000
$ 500,000
$ 700,000
25%
$ 175,000

asset sale
asset sales price
asset tax basis
corporate-level gain
corporate tax rate
corporate-level tax

$ 1,200,000 sale proceeds
$ (175,000) corporate-level tax
$ 1,025,000 dividend
30% shareholder level tax rate
$ 307,500 shareholder level dividend tax
$
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Asset vs. Stock Sale
• The foregoing example incorporates a number of
assumptions, including a 20% asset sale premium
and results will vary depending on the specific
facts.
• That said, businesses with proportionately more
assets that are tax favored are the best candidates
for asset sale treatment. At the extremes, a
business whose assets consist solely of tangible
equipment, receivables and inventory will more
likely benefit from an asset sale than a business
whose assets consist solely of real estate or
intangible assets.
© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Asset vs. Stock Sale
CAVEATS
•

This discussion focuses only on the tax treatment of a particular transaction.
In fact, in some cases a transaction can be structured as a stock sale for
state law purposes and as an asset sale for tax purposes. This is
accomplished by making a special tax election.

•

A corporation with significant tax loss carryforwards or high asset basis is
more likely to benefit from an asset sale regardless of the specific mix of
assets (and this was the case prior to the tax law changes).
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Asset vs. Stock Sale
CAVEATS
•

This discussion addresses the sale of a business that constitutes
substantially all the assets of a corporation. If a corporation is selling off a
minor division or a subsidiary that represents a small part of the total assets
of the group, then it is often the case that the sale proceeds will be retained
inside the corporation for reinvestment and not distributed to shareholders.
In that case, an asset sale is often more efficient than a stock sale.

•

Our discussion is also limited to the case of a business carried on inside a
regular or “C” corporation. Different considerations apply to a business
carried on in an “S” corporation or in an entity taxed as a partnership.
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Asset vs. Stock Sale
CAVEATS
•

Finally, in recent months a significant trap for the unwary has arisen. As
noted, in some case a transaction will be structured as a stock sale for state
law purposes but as an asset sale for tax purposes. This is accomplished
by making a special tax election under either IRC Section 338 or 336. As
discussed above, a significant driver in favor of asset sale treatment is the
expansion of immediate expensing to used assets. To qualify for this
deduction, however, the buyer and seller have to be unrelated for tax
purposes.

•

Unfortunately, in certain rare fact patterns an election under IRC Section
336 (but not under IRC Section 338) is treated as a sale between related
parties. Although many observers assumed that this legal fiction applied
only for purposes of IRC Section 336, the IRS has announced that it also
applies for purposes of the immediate expensing rule, with the result that
certain transaction structured as asset sales will not provide the
contemplated tax benefits if an election is made under IRC Section 336.
This could have a substantial effect on the economics of a deal.
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Asset Expensing
• The TCJA permits 100% expensing of certain tangible
assets.
• Importantly, this regime also applies to used assets
acquired from unrelated parties in certain types of asset
transactions.
• However, most real estate assets will not qualify for this
provision.
• Some improvements to real property may qualify for
immediate expensing but this will not apply if the taxpayer
elects to come within the real estate exception to the
business interest expense cap.
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Loss Deduction Limitations
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NOL Deduction Limitation

• The TCJA bars carrybacks of net operating losses
(“NOLs”) by corporations.
• The TCJA permits indefinite carryforwards of NOLs.
• The TCJA provides that NOLs can offset only up to 80%
of a corporation’s taxable income (the unused loss
carries forward).
• These new rules put a premium on tax planning to
spread out deductions to better match losses to avoid
building up NOLs.
• For example, corporations may elect not to expense
purchases and take regular depreciation, which will
spread deductions over several years.
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NOL Limitation – CARES Act Changes
• The CARES Act made several changes to these
rules.
• NOLs that arise in 2018, 2019 and 2020 can be
carried back five (5) years.
• The 80%-of-income limitation does not apply to
carrybacks from these years.
• These rules apply to all taxpayers.
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Excess Business Losses
• The TCJA enacted a new limitation on the use of losses.
• New section 461(l) creates a new category of losses –
“excess business losses” (“EBLs”)
• Applies to all taxpayer except for C corporations.
• Generally, the new rules disallow overall losses from a
taxpayer’s trades or businesses to the extent they exceed
a threshold amount.
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Excess Business Losses
• Computationally, the taxpayer determines if the all of his
or her deductions for a given year for all trades or
businesses exceed all gross income or gain from such
trades or businesses.
• If there is an overall loss, the taxpayer determines his/her
threshold.
• The threshold amount is $250,000 ($500,000 in the case
of a joint return), and is adjusted for inflation each year.

• If the overall loss exceeds the threshold, then the excess
is an EBL. Conversely, the loss equal to the threshold is
not subject to the EBL rules.
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Excess Business Losses

• If there is an EBL, it is disallowed and carried over into
the following year as an NOL.
• Thus, an EBL that becomes an NOL is subject to the 80%
limitation described above.
• The rules sunset after 2025 (but see recent change to
this, below).
• The EBL rules apply after the passive activity loss rules.

• The EBL rules are applied at the partner or S corporation
shareholder level in the case of pass-through income
from trades or businesses.
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Excess Business Losses – CARES Act
Relaxation
• The EBL rules can pose a significant barrier to the
use of tax benefits.
• The CARES Act deferred the application of the EBL
rules until after 2020.
• Thus, for 2018, 2019 and 2020, the EBL rules were
suspended.
• Taxpayers who have filed for these years may be
able to file amended returns to reflect the change.
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Excess Business Losses – American Rescue
Plan
• The American Rescue Plan Act of 2021 extends the
EBL rules through the end of 2026, rather than
terminating such rules at the end of 2025.
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Interest Deduction Limitation

1.
2.
3.
4.
5.

General Rules and Overview
Exemptions from the Rules
Rules for Pass-Through Entities
Structuring Within the Rules
Alternatives to Debt
A. Lease Structures
B. Installment Sales
C. Partnership Preferred Equity
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Interest Expense Reform

• The TCJA changes the rules for interest expense
deductions.
• Under prior law, a business could deduct interest
expense, subject generally to accounting rules like OID.
• Starting in 2018, interest is deductible only to the extent
of 30% of the taxpayer’s EBITDA.
• Starting in 2022, the limitation drops to 30% of EBIT.

• Applies to C corporations, S corporations and entities
taxed as partnerships.
• But – some relief from these was rules was granted in the
CARES Act, described below.
© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Interest Expense Reform

• No grandfathering of existing debt or transition period
relief.
• However, businesses with annual gross receipts less than
$25mm are exempt, and certain real estate, farming,
regulated utilities, and certain other businesses are
exempt.
• Floor financing plans are exempted.
• For corporations, the 30% limit applies on a consolidated
basis.
• For pass-throughs, the 30% limit applies on an entity
basis.
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Interest Expense Reform

• The effect of this change is to defer, not re-characterize
interest.
• Any disallowed interest expense carries forward
indefinitely for use in future years.

• Note that unlike the EBL rule, a disallowed interest
deduction does not automatically become an NOL and
therefore would be subject to the 80% limitation. Instead,
the disallowed interest deduction is carried to the next
year and is treated as arising in that year. If it can be
deducted at that time, then there is a possibility that it will
create an NOL, etc., but a disallowed interest deduction
does not automatically get caught up in the NOL rules.
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Interest Expense Reform

• Also, the limitation is on net interest expense. Lending
businesses that both receive and pay significant amounts
of interest may not be affected.
• The limitation applies to business interest, not investment
interest. A pure investment partnership may not be
affected by this limitation (although there are other
limitations on investment interest).
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Interest Expense Reform
For a business that is raising new debt under these rules and is
worried that for all or some time the 30% limit will apply:
• For junior debt, consider treating this tranche as equity for tax
purposes.
• Consider use of partnerships to convert interest expense into
ordinary income allocation.
– this can be very attractive for debt-like investments from
private equity groups
• Use multiple partnerships to optimize debt ratios.
• May often make sense to treat the investment as debt for state
law purposes (note, security interest, etc.) but as equity for tax
purposes.
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Interest Expense Reform
• As a technical matter, the threshold amount is 30% of the
taxpayer’s taxable income, but computed without regard
to
– business interest income or expense

– NOL deductions
– income, gain, deduction, or loss which is not properly
allocable to a trade or business, and
– the 20% pass-through entity deduction
• Starting in 2022, this amount also excludes any deduction
allowable for depreciation, amortization, or depletion.
• Note that as used in the base computation, the threshold
amount is never less than zero.
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Interest Expense Reform – CARES Act
Changes
• The CARES Act significantly relaxes the interest cap
rules, but this only applies for 2019 and 2020.
• Instead of the 30% limitation noted above, the cap is
increased to 50% for these two years.
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Entity Based Caps
• As noted, there are specialized rules for interest incurred
by C corporations, S corporations and entities taxed as
partnerships.
• For corporations, the cap applies on a consolidated basis.
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Exemptions from the Rules
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$25 million Exception
• The new cap only applies to businesses with gross
receipts of $25 million or less per year.
• This test is imported from the gross receipts test set forth
in the cash method of accounting in IRC §448(c) and
incorporates all the caveats and details for that test.
• The cash method gross receipts test is applied at the
entity level. I.e., you test at the corporation or partnership
level. However, you are required to aggregate entities
that would be treated as a single employer under IRC
§52(a) or (b) or IRC §414(m) or (o).
• So affiliated partnerships will be treated as one entity for
these purposes. Ditto for consolidated groups, etc.
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Real Estate Exception
• The new cap contains a significant exception for an
“electing real property trade or business.”
• This is defined as any trade or business which is
described in IRC §469(c)(7)(C), and makes the required
election.
• IRC §469(c)(7)(C), covers “any real property
development, redevelopment, construction,
reconstruction, acquisition, conversion, rental, operation,
management, leasing, or brokerage trade or business.”
• The legislative history makes clear that this exception
applies to real property trades or businesses conducted
by a corporation or a REIT and applies to operating or
managing a lodging facility.
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Real Estate Exception
• There is an important quid-pro-quo for the real estate
exception.
• If a business makes the election, then it must compute tax
depreciation under the MACRS alternative depreciation
system (ADS) for nonresidential real property, residential
rental property and qualified improvement property.
• Note that in many cases the change in tax depreciation for
nonresidential real property and residential rental property
for MACRS versus ADS is not large, but it should be
factored into any modeling.
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Farming Exception
• A similar exception to the cap applies to farming
business.
• This exception incorporates the farming definition of IRC
§263A(e)(4) and requires the taxpayer to elect into the
exception.
• Like the real estate exception, there is a quid-pro-quo in
that electing farm businesses have to use ADS for any
assets with a MACRS recovery period of 10 years or
more.
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Regulated Utilities
• The cap is subject to an exception for certain regulated
utilities.
• To qualify, the business must

– involve the furnishing or sale of electrical energy,
water, or sewage disposal services, gas or steam
through a local distribution system, or transportation of
gas or steam by pipeline, and
– the rates for such furnishing or sale must be
established or approved by a state or political
subdivision thereof, by any agency or instrumentality
of the United States, by a public service or public utility
commission or other similar body of any State or
political subdivision thereof, or by the governing or
ratemaking body of an electric cooperative.
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Floor Plan Financing Exception
• The cap is subject to an exception for “floor plan financing
interest.”
• This is defined as interest paid or accrued on floor plan
financing indebtedness.

• Floor plan financing indebtedness means indebtedness
used to finance the acquisition of motor vehicles held for
sale or lease, and secured by the inventory so acquired.
• For these purposes, the “motor vehicle” includes:
– any self-propelled vehicle designed for transporting
persons or property on a public street, highway, or road;
– a boat; or
– farm machinery or equipment.
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Investment Interest Exception
• By its terms the cap only applies to “business interest.”
• Accordingly, it should not apply to interest categorized as
investment interest.

• A pure investment partnership may not be affected by this
limitation (although there are other limitations on the
deduction of investment interest).
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Rules for Pass-Through Entities
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Partnerships and S Corporations

• Special rules apply to interest expense that passes
through from partnerships and s corporations.
• Like the rule for corporations, the cap is applied at the
entity level, but in the case of pass-through entities there
are more complications.
• Finally, slightly different rules apply for S corporations
than for partnerships.
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Interest Cap for Partnerships – Ex. 1
• The deduction limitation on interest expense from a
partnership is determined at the partnership level.
• Example 1: XYZ corp is a 50% partner in Newco, a
partnership. Newco has $200 of non-interest income and
$40 of interest expense.
• Under the new limitation, Newco can deduct up to $60 of
interest expense. Because Newco has only $40 of
interest expense, the $20 difference is treated as “excess
taxable income” (“ETI”) and handled separately (see
below).
• Newco nets the $200 income against the $40 expense,
for net income of $160. $80 is allocated to XYZ.
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Interest Cap for Partnerships – Ex. 1
• Assume XYZ has zero net income from the rest of its
operations and $25 of interest expense. If it calculated its
interest expense with the benefit of XYZ’s $80 net
allocation from Newco, it would be double counting.
• Conversely, if XYZ is unable to get some benefit from the
fact that Newco has income in excess of what it needed
to absorb its own partnership-level interest expense, it
would hurt XYZ.
• To resolve this, XYZ is not permitted to include any
income from Newco’s partnership operations in XYZ’s
own calculations, except that XYZ is permitted to deduct
an amount of its own interest equal to its share of
Newco’s ETI.
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Interest Cap for Partnerships – Ex. 1
• Recall that Newco had $20 of ETI, which is allocated
among partners in the same ratio as each partner’s share
of nonseparately stated taxable income or loss.
• Thus, XYZ is allocated $10 of Newco’s ETI and can
deduct $10 of its $25 of entity-level interest expense.

© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved

53

Interest Cap for Partnerships – Ex. 2
• Example 2: Same facts, but Newco has $100 of noninterest income and $40 of interest expense.
• Thus, the partnership can only deduct $30 of interest
expense and the remaining $10 is treated as “excess
business interest” (“EBI”) and specially treated. As a
result, Newco has $70 of net income.
• In this scenario there is no ETI for the partnership, but the
EBI is allocated to each partner in the same proportion as
nonseparately stated taxable income or loss.
• In the case of XYZ, Newco allocates $35 of net income to
XYZ (50% x $70) and separately reports $5 of EBI to XYZ
(50% of $10).
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Interest Cap for Partnerships – Ex. 2
• In the next year, XYZ can deduct the $5 of EBI only to the
extent of ETI allocated to it by Newco. It cannot be offset
against other income or against ETI from a different
partnership. EBI is not carried forward by Newco into a
future year (but is carried forward at the partner level).
• Furthermore, XYZ’s basis in Newco is reduced (but not
below zero) by any EBI at the time it is allocated.
However, if and when Newco allocates ETI to XYZ in a
subsequent year and the EBI is deducted for tax
purposes, there is no additional basis reduction.
• If XYZ sells its partnership interest in Newco before any
EBI is deducted, any remaining basis reductions
attributable to EBI are eliminated (restored).
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Interest Cap for S Corporations
• The excess business interest (EBI) mechanism does not
apply to S corporations.
• Thus, if an S corporation cannot deduct all its interest
expense, the disallowed portion is carried forward within
the S corporation. The corresponding EBI basis
mechanics also do not apply to S corporations.
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Interest Cap for Pass-Throughs
• These rules will add additional complexity to the
operation of both partnerships and S corporations, but
partnerships will suffer a higher burden than S
corporations.
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Structuring Within the Rules
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Net Interest Structuring
• The cap on interest applies to the excess of total
business interest expense over total business interest
income plus floor plan financing interest expense.
• The use of separate entities to borrow funds and to hold
notes that are acquired with borrowed funds could cause
problems.
• In an economic sense, the interest income and interest
expense should offset each other. However, if these
activities occur in separate entities, then they may not
net.
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Net Interest Structuring
• Recall that the rules applicable to partnerships and S
corporations are different from the rules applicable to C
corporations.
• So interest income received by one entity may not offset
interest expense arising in a separate entity.
• Although testing for corporations is on a consolidated
basis, testing for pass-throughs is at the entity level, not
at the beneficial owner level.
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Net Interest Structuring
• Key – do no confuse the affiliated entity definition for the
$25 million gross receipts test with the rules on entitylevel disallowance.
• A partnership and a corporation may be aggregated
under the $25 million gross receipts test, but the interest
expense cap will be applied separately to these two
corporations.
• Some relief can be had by re-structuring partnerships into
affiliated corporations and/or restructuring entities to be
disregarded divisions of another entity. In both cases, the
re-structured entities will be able to net their income or
expenses against the parent entity’s expense or income.

© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved

61

Gross Receipts Structuring

• Another approach is to structure businesses so that they
will not be affiliated with other businesses. This will make
it easier to come with the $25 million gross receipts test
and thereby avoid application of the cap altogether.
• Caution – the affiliation rules under the $25 million gross
receipts test are far reaching and difficult to navigate. In
many cases it may not be possible to divide up an
existing business to come under the threshold.
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Accounting Method Planning
• The cap does not change the accounting method that
applies for purposes of determining the timing of interest
income and expense.
• Under the cash method, interest expense generally does
not get deducted until a payment is made. Interest
income is generally not included in income until received
in cash.
• Under the accrual method, expense and income amounts
are included on the basis of economic accrual.
• Remember that interest on debt instruments subject to
the OID rules will be included/deducted on an economic
accrual basis even if the taxpayer is on the cash method.
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Accounting Method Planning
• Careful analysis of the characteristics of debt instruments
held or issued by a given entity should be undertaken to
maximize the netting of income and expense.
• In some cases, it may make sense to elect to treat all
interest as OID so that income and expense match better,
or to elect into the accrual method.
• Also, be certain you are taking into account any interest
deferrals (for example, the related party interest expense
deferral rules under IRC §267(a)(2)).

© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved

64

Alternatives to Debt
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Alternatives – Lease Structures
• The cap only applies to interest.
• In some cases, it may be possible to restructure a
transaction so that it is taxable as an operating lease
rather than a loan for federal income tax purposes.

• In that case, the lease payments would not be subject to
the 30% threshold.
• Note, however, that if such lease payments create an
overall loss, the new excess business loss and 80% NOL
rules may pose barriers.
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Lease Structures – Example
• Assume Newco borrows funds to purchase equipment.
The interest on the loan is $45 in year 1. Assume
Newco’s specified income amount for purposes of the cap
is $100.
• Only $30 of the interest is currently deductible in year 1.
The balance – $15 – is carried forward into year 2 and
possibly beyond.
• Assume now that Newco instead leases the equipment
pursuant to an arrangement that qualifies as a lease
under federal income tax principles. Assume the lease
payment is $50 in year 1.
• Because the payment does not constitute interest, it is
deductible in full in year 1.
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Lease Structures – Example
• Often, a lessee will pay a different amount under a lease
arrangement than a loan arrangement.
– Although the lessee will lose the ability to take
depreciation/expensing/amortization deductions
associated with the underlying property, the lessor will
be entitled to them and will factor this tax benefit into
the rental rate.
– Overall, a lease represents more risk to the lessor than
a loan. Accordingly, the implicit finance rate is often
higher.
– A lease period is often faster than some commercial
loan periods – it will often be a function of the useful
life of the underlying property.
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Lease Structures – Example
• As noted the lessee will not be entitled to cost recovery
deductions associated with the underlying property.
• Also as noted, the interest cap is measured by 30% of the
taxpayer’s specified income amount.

• As a result, by eliminating interest expense and cost
recovery deductions, the threshold is increased with
result that the cap will apply to less of Newco’s remaining
business interest expense.
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Lease Structures – Example
• While a lease arrangement can avoid the interest
expense cap, it comes with more legal and accounting
complexity.
• In addition, if the lender is a foreign entity, this type of
arrangement may not work as a replacement to a loan.
• Often, interest on loans from foreign taxpayers can qualify
for an exemption from withholding under the portfolio debt
rules. This exemption may be critical to the deal
structure.
• But – certain tax treaties will exempt rental payments
associated with certain industries (aviation, maritime, etc.)
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Alternatives – Installment Sales
• Assume that Newco wants to borrow $100 to purchase a
piece of equipment for the same price. A bank would be
willing to lend the money at an interest rate of 10%.
• Newco, however, becomes concerned that the cap would
disallow some or all of the interest.
• Dealerco, a buyer and seller of similar equipment offers to
buy the exact piece of equipment that Newco wants and
then sell it over time to Newco for $105, with a stated
interest rate of 5%.
• The lower stated interest rate will produce less interest
expense that is subject to the cap.
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Alternatives – Installment Sales
• In effect, Dealerco is taking a price mark up as a tradeoff
for a market interest rate.
• From Dealerco’s perspective, it may be indifferent to the
tax characterization of a return as interest income or
dealer profit.
• From Newco’s perspective, the lower interest rate
minimizes the amount of interest that could be subject to
the cap. Effectively, half the interest will be converted into
basis in the equipment. This will either yield depreciation
deductions going forward or upfront expensing
deductions. In either case, Newco may be better off with
respect to this transaction and will preserve cap space for
existing interest expense obligations.
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Alternatives – Installment Sales

• This arrangement could be subject to re-characterization.
• If the interest rate is below market, then the IRS could try
to re-characterize some of the dealer mark up as
disguised interest.
• However, it would be common for a dealer to charge a
markup and if the stated interest rate is at least the AFR,
Newco could argue that further scrutiny is not required
under the installment sale rules.
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Alternatives – Partnership Preferred
Equity
• Another alternative is to replace debt with partnership
preferred equity.
• This approach is simplest to apply in the context of a
business carried on by a partnership but, with somewhat
more complexity, can also be applied in the context of a
corporate entity.
• In essence, the debt expense is replaced with a
partnership preferred return allocation that is treated as
equity for income tax purposes.
• From the preferred partner’s perspective, the receipt of
interest income and a preferred return are generally both
taxed as ordinary income, so the partner should be
indifferent to the characterization.
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Partnership Preferred Equity Example
• Newco is a partnership with several members. It desires
to borrow $100. Investco, a private equity group, is
willing to lend that amount at a 10% rate. Investco also
requires various warrants, etc.
• During the diligence process, Newco discovers that all the
interest on the loan will be subject to the cap and
disallowed.
• Moreover, the issuance of the warrants will create OID
that will increase Newco’s interest expense for GAAP and
tax purposes, all of which will be disallowed under the
cap along with the stated interest.
• The GAAP and tax consequences make the loan and
warrant approach a very hard to sell.
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Partnership Preferred Equity Example
• After much discussion, Newco and Investco agree on the
following arrangement:
– Investco contributes $100 as equity to Newco in
exchange for 100 preferred units.

– The units entitle Investco to a 12% cumulative
preferred return on the capital contribution. That is,
the units are entitled to this return if and to the extent
that Newco has sufficient cash flow and such
payments occur before any other equity payments.
– The units are convertible into Newco’s common units
and give Investco the same upside protection as
warrants would.

© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved

76

Partnership Preferred Equity Example
• For tax purposes, the preferred units are treated as
partnership equity. It is possible that they will also be
treated as equity for GAAP purposes, which would
strengthen Newco’s balance sheet.
• From Newco’s perspective, the allocation of preferred
return to Investco reduces the taxable income of the
partnership that would otherwise be allocated to the
common units. In effect, the preferred return is
“deductible” by Newco’s common unit holders.

• In addition, because the preferred return is treated as
equity, the OID rules do not apply. As a result, Investco is
only taxable if and when the preferred return is allocated.
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Partnership Preferred Equity Example
• From Investco’s perspective, the preferred return is likely
taxable as ordinary income, just like interest income
would be.
• Moreover, this arrangement effectively converts interest
expense that would otherwise be disallowed into income
allocations that eliminate the preferred return from the
taxable amounts otherwise allocated to the common
units.
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Closing Notes
• The interest cap likely will only be a problem for medium
size businesses (the $25 million gross receipts test).
• The application of the cap to pass-through entities will be
very complicated.

• Taxpayers will likely seek creative solutions around the
cap and the IRS will just as likely set reasonable barriers
to these efforts.
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Tips and Techniques for M&A
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Tips and Techniques for M&A
• Tax Law Uncertainty
– IRC 338/336 gross ups and truing up for actual rates
– earnouts, contingent payments and electing out of the
IM
– when to close – retroactivity and tax laws
• Tax Indemnities
– CPAR upends a very easy way to allocate pre- and
post-closing income tax liability
– R&W insurance
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Tips and Techniques for M&A
• Rollovers and 338/336
– going over 20%
– alternatives to QSP/QSD structures to get asset
purchase treatment
• S corps and Partnerships
– verify the status of the target
– applying a partnership transaction form to the
acquisition of an S corp can often create a stranded C
corp
• SALT Cap
• Carried Interest Reform
© 2021 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Thanks!

Joseph Mandarino
Smith, Gambrell & Russell, LLP
Promenade II, Suite 3100
1230 Peachtree Street, N.E.
Atlanta, Georgia 30309
www.sgrlaw.com
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KPMG TaxWatch

Critical Tax Considerations for M&A
Transactions: NOL Limitations, Deemed
Income, Withholding Tax on Sales, and
More

May 18, 2021
tax.kpmg.us

#KPMGTax

Notices
The following information is not intended to be “written advice concerning one or more
Federal tax matters” subject to the requirements of section 10.37(a)(2) of Treasury
Department Circular 230.
The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.
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Agenda

New minimum tax regimes for multinational groups

New withholding tax on the sale of partnership interests

Considerations for tax practitioners with regard to M&A Transactions
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New minimum tax
regimes for multinational
groups

#KPMGTax

Overview: Global Intangible Low Taxed Income
Summary


Observations

Taxes U.S. corporate shareholders on their
portion of a CFC’s global intangible low
taxed income



“Routine return” on QBAI reduced by
interest expense taken into account in
determining net CFC tested income

–

Current inclusion similar to subpart F



–

10.5% ETR threshold ratcheting up
to 13.125% ETR threshold for tax
years beginning after 12/31/25

Impact of Loss CFCs on FTCs and ETR
threshold



FTC Capacity

–

Effective for tax years of CFCs
beginning after 12/31/17



Very broadly, GILTI is the excess of the U.S.
shareholder’s share of each CFC’s nonsubpart F / non-ECI income over a 10% return
on tangible depreciable property



Allowable FTCs:
–

Capped at 80% of foreign taxes,

–

New separate basket, and

–

No carryforwards or carrybacks
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GILTI: High Level Computation – Inclusion
High Level Computations – Inclusion


GILTI

CFC Net Tested Income (aggregate basis)
Less: Net Deemed Tangible Income Return
Equals: GILTI


Observations


Computation done on a USSH-byUSSH basis, not CFC-by-CFC



Expense allocations important



QBAI determined on a quarterly
average basis using basis determined
under ADS principles



No QBAI from tested loss property



Interest Expense = interest expense
paid by CFCs outside of the USSH’s
chain

Net Deemed Tangible Income Return

Qualified Business Asset Investment (“QBAI”)
X 10%
Less: Interest Expense
Equals: Net Deemed Tangible Income Return

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
International Limited, a private English company limited by guarantee. All rights reserved.

7

#KPMGTax

GILTI: Tested Income
What is Tested Income?




Observations

Tested Income includes all gross income of a CFC
other than:
–

ECI

–

Subpart F income

–

Income meeting the high tax exception
under section 954(b)(4) (expanded by
the final regulations to include GILTI)

–

Dividends received from a related person

–

Foreign oil and gas extraction income

Less: deductions allocable to such gross income
under rules similar to section 954(b)(5)
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GILTI: High Level Computation – FTC and
Section 78 Gross Up
High Level Computations – Foreign Tax Credits
and Section 78 Gross Up


Deemed Paid Credit

Observations


Tested Foreign Income Taxes – only
those taxes which are properly
attributable to CFC’s Tested Income
(i.e., no taxes attributable to entities
with Tested Losses or to exempt
income)



Taxes are further hair cut by inclusion
percentage



Section 78 gross up included 100% in
GILTI



Separate FTC basket

80% of:
Inclusion Percentage
X
Aggregate Tested Foreign Income Taxes
Equals: Deemed Paid Credit


Section 78 Gross Up

Inclusion Percentage
X
Aggregate Tested Foreign Income Taxes
Equals: Section 78 Gross Up
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GILTI High-Tax Exclusion Final Regulations
— Applies section 954(b)(4) to certain gross tested income of a CFC
— Requires the determination of the “tentative gross tested income” (“TGTI”) and the “tentative tested income”
(“TTI”) item of each “tested unit” of the CFC, and the amount of current year taxes that are allocated and
apportioned to the tentative gross tested income item under the principles of Reg. 1.960-1(d)(3)
— The exception applies if the TTI item with respect to the TGTI item was subject to foreign income taxes at an ETR
that is greater than 90 percent of the rate that would apply if the income were subject to the maximum rate of tax
specified in section 11, currently 18.9%
𝑈𝑈. 𝑆𝑆. 𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑 𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎 𝑜𝑜𝑜𝑜 𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓 𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 𝑡𝑡𝑡𝑡𝑡𝑡𝑡𝑡𝑡𝑡 𝑝𝑝𝑝𝑝𝑝𝑝𝑝𝑝 𝑜𝑜𝑜𝑜 𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎 𝑤𝑤𝑤𝑤𝑤𝑤𝑤 𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟 𝑡𝑡𝑡𝑡 𝑡𝑡𝑡𝑡𝑡 𝑇𝑇𝑇𝑇𝑇𝑇 𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖
𝑈𝑈. 𝑆𝑆. 𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑 𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎 𝑜𝑜𝑜𝑜 𝑡𝑡𝑡𝑡𝑡 𝑇𝑇𝑇𝑇𝑇𝑇 𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 + 𝑈𝑈. 𝑆𝑆. 𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑 𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎 𝑜𝑜𝑜𝑜 𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓𝑓 𝑡𝑡𝑡𝑡𝑡𝑡𝑡𝑡𝑡𝑡 𝑝𝑝𝑝𝑝𝑝𝑝𝑝𝑝
𝑜𝑜𝑜𝑜 𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎𝑎 𝑤𝑤𝑤𝑤𝑤𝑤𝑤 𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟𝑟 𝑡𝑡𝑡𝑡 𝑡𝑡𝑡𝑡𝑡 𝑇𝑇𝑇𝑇𝑇𝑇 𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖
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Tax Proposals: Administration vs. Wyden

GILTI Proposals
Biden

Wyden

GILTI rate

Increase from 10.5% to 21%
(75% of proposed 28%
corporate rate)

Increase; notes prior proposals by Democrats ranging
from 60 to 100% of the corporate rate

Exemption for 10%
return on qualified
business asset
investment (QBAI)

Eliminate

Eliminate

Country-by-country

Apply country-by-country,
without details on the
mechanism

Apply country-by-country through either:
— Separate GILTI foreign tax credit (FTC) baskets for
each country, or
— Make the GILTI high-tax exception (HTE)
mandatory, with the rate set at the GILTI rate; 
apply GILTI only to income from low-tax jurisdictions

Expense allocation

No proposal

Treat expenses for research and management in the
United States as entirely domestic

2021 KPMG
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a Delaware
limited
liability
partnership
a member
firmorganization
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organization
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member
firms affiliated with KPMG International Limited,
© 2020 KPMG LLP, a ©
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firm of and
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International Limited, a private English company limited by guarantee. All rights reserved. NDP159368-3A
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Overview: Base-Erosion Anti-Abuse Tax
Summary






Broadly, a minimum 10% tax imposed on
U.S. companies having certain deductible
‘base erosion payments’ made to related
foreign companies
–

Applied in 2018 at a 5% rate

–

For tax years beginning after
12/31/2025, 12.5% rate of tax

Minimum tax liability equals excess of 10%
(or other rate) of the U.S. company’s
“modified taxable income” (“MTI”) over its
regular U.S. tax liability reduced by certain
allowable credits (but not R&D and certain
other credits)

Observations


The BEAT formula allows taxpayers to
retain, at least initially, the benefit of the
research credit and some benefit for the
three categories of applicable section 38
credits



Simple example
–

$21K: Pre-credit regular tax liability

–

$5K: Tax credits overall ($3K R&D
credits)

–

BEAT minimum tax liability must
exceed $19K ($21K - ($5K - $3K))
for there to be an additional tax
due under the provisions

Broadly, MTI is taxable income plus certain
“base erosion payments” and NOLs
attributed to such payments
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BEAT: General Application
 Potential addition to regular tax liability
 Targets taxpayers making deductible payments to related parties that are foreign
persons
 Two-tier trigger applies:
– If there is an Applicable Taxpayer, and
– To the extent the BEAT tax liability exceeds the regular tax liability
 Application effectively reverses a portion of deductions attributable to payments to
foreign related parties and certain tax credits
– Clawback of otherwise permitted base erosion
 Application for base erosion payments (discussed below) made in tax years beginning
after (“TYBA”) 12/31/17

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
International Limited, a private English company limited by guarantee. All rights reserved.
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Applicable Taxpayer
 A taxpayer that:
– Is a corporation other than a RIC, REIT, or S Corp
– Has average annual gross receipts for the 3 year period ending with the preceding
taxable year of at least $500M
•

Apply rules similar to sections 448(c)(3)(B), (C), and (D) to determine gross
receipts

•

Gross receipts of foreign persons are included only to the extent of ECI

– Has a base erosion percentage of at least 3% (2% for certain financials)
 Base erosion percentage (“BEPct”) = Base erosion tax benefits (“BETB”)/all deductions
for the year other than under sections 172 (NOL), 245A (participation exemption), or 250
(FDII/GILTI)
– Applied annually
– Sections 243 and 245 appear to be deductions
 BETB = deductions attributable to Base Erosion Payments (next slide)
© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
International Limited, a private English company limited by guarantee. All rights reserved.
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Base Erosion Payment
 Amounts paid or accrued to a related foreign person that
– Are deductible
•

Does not include COGS and other payments that reduce gross receipts

•

Includes interest expense – interest disallowed under section 163(j) is allocated
first to payments to unrelated persons

– Are for the acquisition of property that gives rise to a depreciation or amortization
deduction
– Are premium or other consideration for any reinsurance payments taken into account
under sections 803(a)(1)(B) or 832(b)(4)(A)
– Result in a reduction of gross receipts (including COGS) of the taxpayer if the
payments are made to a post-11/9/17 inverted company or a member of its
“expanded affiliated group” under section 7874.
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Base Erosion Payment (cont.)
 Exceptions
– Amounts paid for services that would qualify for the section 1.482-9 service cost
method safe harbor
•

Ignore the business judgment rule in determining whether services would qualify
− But presumably don’t ignore other regulatory requirements, including “blacklist”
of bad activities, restriction to low-margin activities, etc.

•

Only amounts that constitute total services cost with no "markup component"
− Statute is ambiguous, but better reading is that the exception is available to the
extent of the cost component of payments for qualifying services, even if a
markup is also paid
− Consistent with colloquy by Sens. Portman and Hatch suggesting that
payments for cost and markup be separated into two accounts

•

Conference report notes that must use the regulations in existence at enactment

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
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Tax Proposals: Administration vs. Wyden

BEAT Proposals
Biden

Wyden

Repeal

Replace with “SHIELD,” to deny
deductions on payments to foreign related
parties if the payment is subject to a low
effective tax rate (including by not being
subject to an acceptable global minimum
tax regime)

No proposal

Treatment of credits

No proposal -- but, because GILTI would
be an acceptable global min tax regime,
SHIELD is effectively a purely inbound
regime

—

Rate for defining a low-taxed payment and
acceptable minimum tax regime set by
multilateral agreement, but pending such
agreement, at the GILTI rate

—

Rate

—

—

Allow full value of domestic business
tax credits to reduce BEAT liability
Open question on relief for FTCs;
depends on BEAT revenue
Retain 10% rate for “regular” taxable
income
Increase rate for addbacks for
deductible payments
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of global
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with KPMG
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The OECD Unified Approach Pillars I/II: Background
In January 2019, the OECD Task Force on the Digital Economy issued a policy note identifying four proposals for
finding a long-term solution for the issue of the taxation of the digital economy, to be explored on a “without
prejudice” basis. The proposals were grouped into two pillars:
Pillar I
— Focuses on the allocation of taxing rights and a review of profit allocation and nexus rules.
— Contains 3 proposals addressing “user participation,” “marketing intangibles,” and “significant economic
presence.”
Pillar II
— Focuses on measures to achieve minimum effective rates of tax.

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
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Pillar II
Income Inclusion Rule:

Undertaxed Payments Rule

Subject to Tax Rule

— Parent includes income of
CFC if income of CFC is not
subject to minimum level of
tax
— Top-up tax
— Tax base to determine rate
of tax based on financial
accounts, modified to take
into account temporary and
permanent differences
— Jurisdictional vs. global
blending?

— Denies deduction or
imposes new tax if
deductible payment to
related party is not subject
to minimum level of tax
— Tax base to determine rate
of tax? Perhaps same as
income inclusion rule
— Parent income inclusion rule
appears to be ordered first,
though still some
uncertainty

— Denies treaty benefits if
payment not subject to
minimum level of tax
— May apply to payments to
unrelated parties

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
International Limited, a private English company limited by guarantee. All rights reserved.
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Tax Proposals: Administration vs. Wyden

General Corporate Proposals
Biden

Wyden

Corporate rate

Increase corporate to 28%

Not specified

Book-based
minimum tax

New minimum tax of up to
15% of book income on large
corporations reporting net income of
$2B or more

No proposal

2021 KPMG
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limited
liability
partnership
a member
firmorganization
of the KPMG
organization
of independent
member
firms affiliated with KPMG International Limited,
© 2020 KPMG LLP, a ©
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limited
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partnership
and
a member
firm of and
the KPMG
global
of global
independent
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International Limited, a private English company limited by guarantee. All rights reserved. NDP159368-3A
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Tax Proposals: Administration vs. Wyden

Anti-Inversion Proposals
Tighten inversion
rules

Biden

Wyden

Address inversions by:

No proposal

—

—

treating a foreign acquiring company
as US if it is either:
— managed and controlled in the US,
or
— owned more than 50% by former
shareholders of the US corporation
negotiate a global minimum tax to
remove incentives to invert
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limited
liability
partnership
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Inversion Example: Foreign SPAC Acquires US Target
Transaction Description
Public

1.

Sponsor
Founder
Shares

Foreign
SPAC

US
Merger
Sub

Class A
Shares and
Warrants

US
Target
SHs

Foreign SPAC forms US Merger Sub as a disregarded entity, and US
Merger Sub merges with and into US Target with US Target surviving
and the US Target shareholders receive Foreign SPAC shares in
exchange for their US Target shares

US International Tax Considerations
— Step 1 is intended to be treated as a B reorganization

US Target

— Steps 1 results in Foreign SPAC becoming a US corporation under
Section 7874(b), because all the Foreign SPAC shares owned by the
Sponsor and Public are disregarded under the disqualified stock rules
or excessive passive asset rules

Merger

Sponsor

Founder
Shares

US
Target
SHs

Foreign
SPAC
(US)

Public

Class A
Shares and
Warrants

— The domestication of Foreign SPAC is treated as an F and US persons
that own Foreign SPAC shares with an aggregate value of at least
$50,000 recognize income inclusions under Section 367(b)
-

US shareholders include an all E&P amount dividend

-

Non-US shareholders recognize gain, unless they affirmatively to
include an all E&P amount dividend

-

All E&P amount is likely immaterial since cash is in a trust account

US Target

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
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Inversion Example: Foreign SPAC Acquires US Target (con’td)
Additional Considerations
Public

— Foreign SPAC remains a foreign tax resident for foreign tax purposes

Sponsor
Founder
Shares

Foreign
SPAC

US
Merger
Sub

Class A
Shares and
Warrants

— If Foreign SPAC pays local country taxes, Foreign SPAC will have to
rely on the US FTC regime to alleviate double taxation

US
Target
SHs

— If Foreign SPAC were to generate losses, the US dual consolidated
loss rules would have to be considered
— Dividends to Foreign SPAC shareholders could be subject to US and
local country withholding taxes

US Target
Merger

Sponsor

Founder
Shares

US
Target
SHs

Foreign
SPAC
(US)

— Foreign SPAC could avoid the above complications if it domesticated
to the United States
Public

Class A
Shares and
Warrants

US Target

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
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New withholding tax on
the sale of partnership
interests
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Non-Publicly Traded Partnerships (non-PTPs) – General Rule
— A transferee is required to withhold 10% of the amount realized on any transfer of a partnership
interest unless an exception applies
− A transfer includes a sale or exchange or other disposition
− A transfer also includes any distribution from a partnership to a partner
- In this case, the partnership is the transferee
— The regulations generally are effective for transfers on or after Jan.29, 2021
− For rules applicable before that date transferees can rely on the proposed regulations or Notice
2018-29

Note: A separate set of rules (not discussed in this presentation) applies to transfers of publicly
traded partnerships.
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Exception – Certification of Non-foreign Status by Transferor
— No section 1446(f) withholding is required on a transfer if the transferee receives a
certification of non-foreign status from the transferor
− The certification must:
- State that the transferor is not a foreign person (i.e., is a U.S. person);
-

Provide the transferor’s name;

-

Provide the transferor’s U.S. taxpayer identification number (U.S. TIN);

-

Provide the transferor’s address; and

-

Be signed under penalties of perjury.

— A valid Form W-9 may be relied on as a certification of non-foreign status.
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Exception – No Realized Gain by Transferor
— No withholding is required on a transfer of a partnership interest (other than a distribution) if a
transferee receives a certiﬁcation from the transferor that states that the transfer of the partnership
interest would not result in any realized gain (including ordinary income arising from application of
section 751) to the transferor as of the determination date.
— A partnership that is a transferee because it makes a distribution may rely on its books and records,
or on a certiﬁcation from the transferor, to determine that the distribution would not result in any
realized gain to the transferor as of the determination date.
− The determination date is:
-

The date of the transfer;

-

Any day not more than 60 days before the transfer; or

-

For a partner other than a controlling partner, the date that is the later of the first day of the partnership’s
taxable year or the date before the transfer of the most recent reevaluation event under certain sections
of the §704(b) regulations.

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
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Exception – Less than 10% Effectively Connected Gain
by Partnership
— No withholding is required on a transfer (other than a distribution) if the transferee can rely on a
certiﬁcation from the partnership that states that:
1) If the partnership sold all of its assets at fair market value as of the determination date any of the following
would apply:
− The partnership would have no gain that would have been effectively connected with a U.S. trade or
business;
− The amount of the partnership’s net gain that would have been effectively connected with a U.S. trade or
business would be less than 10% of the total gain;
− The transferor would not have a distributive share of net gain from the partnership that would have been
eﬀectively connected with U.S. trade or business;
− If the transferor would have a distributive share of such gain from the partnership, the transferor's
distributive share that would be less than 10 percent of the transferor's distributive share of the total net
gain from the partnership; or
2) The partnership was not engaged in a trade or business within the United States at any time during the
taxable year of the partnership through the date of transfer.
— For a transfer that results from a distribution, a partnership may rely on its books and records to make
the above determinations
© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
International Limited, a private English company limited by guarantee. All rights reserved.
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Exception – Less than 10% Effectively Connected
Income
— No withholding is required for a transfer if, generally, a transferor certifies that:
(1) It was a partner during each year in a 3-year testing period;
(2) Its distributive share of gross effectively connected income was less than $1 million for each year;
(3) Its distributive share of gross effectively connected income was less than 10% of its total distributive share
of gross income; and
(4) Its distributive share was timely reported on a tax return and any tax due was timely paid.

— The Schedule K-1 is used to determine the $1 million and 10% thresholds.
— A partnership that makes a distribution may rely on its books and records to make the determinations,
but it must also receive certifications from the transferor regarding the timely filing of returns and
payment of tax.
— Other criteria apply to this exception.

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
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Exception – Certification of Non-recognition by
Transferor; Treaty
— No withholding is required if the transferor certifies that the transfer of the partnership
interest is subject, in whole or in part, to a non-recognition provision.
− If only a portion of the gain from the transfer is subject to a non-recognition, the transferee may
rely on a certification of maximum tax liability to avoid overwithholding (see, below).
− The certification must briefly describe the transfer and provide the relevant law and facts.
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Exception — Income Tax Treaty
— No withholding is required if the transferor certifies that the transferor is not subject to tax
on any gain from the transfer pursuant to an income tax treaty.
− If only a portion of the gain from the transfer is not subject to tax, the transferee may rely on a certification
of maximum tax liability to avoid overwithholding.
− The certification is made on Form W-8BEN/ W-8BEN-E.

— The transferee may rely on the certification only if it mails a copy to the IRS within 30-days
after the transfer.
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M&A Tax Considerations

M&A US Tax Considerations
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Tax profiles of Acquirer, Target, and their respective shareholders
a.

Section 338 elections

b.

Check-the-box elections

c.

Elimination of intercompany debts

d.

Available distributable reserves (e.g., distributions of excess cash or unwanted assets)

e.

Closing compliance (e.g., non-USRPHC statements)

f.

Application of BBA to target partnerships

g.

S corporation implications (e.g., available asset step-up, inherited C corporation liabilities)

Current and intended post-closing operating structure of Target and Acquirer
a.

Legal entity rationalization

b.

Integration of key assets (e.g., intellectual property) and functions

c.

Intercompany transactions and integration of services, personnel etc.

d.

Cash pooling and access to working capital

e.

Global equity compensation charge-out agreements

f.

Elimination of any “sandwich structures” (e.g., avoiding section 304 transactions, consolidation via CTB elections etc.)

g.

Evolving taxes (e.g., digital taxes) and impact to profit margins

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
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M&A US Tax Considerations (cont’d)
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Available tax attributes (both for pre and post-closing purposes).
a.

Change in control limitations

b.

Change in business limitations

c.

Change in control triggers (e.g., equity compensation deductions)

d.

Optimization and monetization of tax attributes

e.

Dual consolidated loss triggers

Impact of Earn-outs and Purchase Price Adjustments
a.

Adjustments to deductible basis (e.g., Section 338 and CTB elections)

b.

Stamp/transfer tax implications

c.

Classification of payment (e.g., compensation)

d.

Withholding taxes

Risk Mitigation
a.

Pre-closing tax indemnities, including escrow

b.

Contingent purchase price

c.

Working capital adjustments, including need for appropriate tax reserves

d.

Tax positions with change-of-ownership triggers (e.g., section 965 installments, dual consolidated loss elections)

e.

Definition of pre-closing items to include items deferred to post-closing period

© 2020 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
International Limited, a private English company limited by guarantee. All rights reserved.

34

M&A US Tax Considerations – Impact of TCJA






#KPMGTax

Repeal of Section 958(b)(4)
a.

“Springing” CFC US tax implications

b.

US reporting requirements (e.g., US GAAP and US E&P)

c.

Impact on US investors (especially 10% or more shareholders)

d.

Impact on GILTI and subpart F

e.

Allocating current year taxes (e.g., deemed closing the books or pro rata) for US Sellers & Buyers

f.

Cleansing pre-closing tax attributes via Section 338(g) or CTB elections

Impact of Section 163(j) limitations
a.

Carryforward of disallowed interest expense subject to Section 382 loss limitation

b.

No carryforward for excess limitation

c.

Impact of acquisition debt, and treatment debt transaction fees

d.

Assessing impact under US State and Local tax law

BEAT
a.

Application based on post-closing tax profiles of combined group

b.

Confirm excludable costs (e.g., SCM and COGs)

c.

Impact of excess foreign tax credits attributable to Target and impact on related DTA

d.

Impact on any post-closing intended inbounding of assets
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M&A US Tax Considerations – Impact of TCJA (cont’d)
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Section 965 Mandatory Inclusions
a.

Confirm that Target’s section 965 inclusion amount has been computed correctly and that proper elections (e.g., deferral of
payment) have been made.

b.

Confirm whether any acceleration events have occurred (note that SOL for installment payments can extend 6 years from
when the return reflecting the net tax liability was reported and filed).

c.

Section 965(h)(3) Agreement to assume Target’s remaining Section 965 payments

FDII
a.

Structure of deal (e.g., asset vs. equity purchase) could affect FDII calculations (i.e., FDII is reduced by depreciable basis
of US assets).

b.

Impact of Target NOLs (as otherwise limited) and other expenses (e.g., accrued interest) on Acquirer’s FDII benefit

Foreign Tax Credits
a.

Confirm Target FTC carryforwards, by basket, and appropriateness of expense allocation methodologies

b.

Consider CTB into the US to mitigate loss of GILTI credits

c.

Consider converting GILTI to subpart F to preserve FTCs
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M&A Global Tax Considerations
Topic

M&A Tax Diligence Considerations

EU Anti-Tax
Avoidance
Directive 1
and 2 (ATAD)

The EU Anti-Tax Avoidance Directive 1 and 2 (ATAD) requires EU Member States to implement certain tax
measures, including CFC rules, interest expense deduction limitations, exit taxes, anti-hybrids rules, and
general anti-avoidance measures. While ATAD requires certain minimum measures, different EU Member
States have implemented the rules in different ways.
 Consider whether any EU Member State’s ATAD rules apply to Target’s operations, with particular focus
on financing structures that might implicate hybrid instruments or entities. In addition, the anti-hybrids
rules often apply to an EU Member State entity that is disregarded for U.S. federal income tax
purposes and that is treated as owned directly by a U.S. domestic entity.

CIGA

Core Income Generating Activities (“CIGA”) and Tax Haven Substance Rules – Certain tax haven
jurisdictions (for example, the Cayman Islands and Bermuda) adopted legislation requiring the
performance locally of CIGA for IP, financing, and holding company activities. Failure to perform CIGA
locally will result in fines and, eventually, de-registering companies. Thus, IP and other activities may need
to be moved out, or significant activities moved into, such jurisdictions.

DEMPE

Development, Enhancement, Maintenance, Protection, and Exploitation (“DEMPE”) and Economic
Substance Considerations – DEMPE was first introduced as part of the OECD’s BEPS project (Actions 810). Generally, an IP owner is only entitled to a full entrepreneurial return if it participates in DEMPE of the
IP. Affiliates that participate in DEMPE functions are entitled an appropriate return. Many tax authorities
are interpreting “appropriate” to mean a profit split where significant DEMPE functions are performed
locally. As a result, historical IP ownership may need to be reconsidered.
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M&A Global Tax Considerations
Topic

M&A Tax Diligence Considerations

OECD
Multilateral
Instrument
(“MLI”)

The MLI was first introduced by OECD/BEPS Action 15 and is currently signed and ratified by many countries. The
MLI is intended to prevent treaty abuse, hybrid mismatches, and avoidance of permanent establishment status. As
a result, for example, PE exposures for a company may arise in new jurisdictions, as holding companies used for
reduced treaty withholding tax rates are now exposed to each signing countries’ adoption of the so-called principal
purpose tax test. This requires revisiting legacy holding company structures for adequate substance.

BEPS 2.0

The OECD’s ‘BEPS 2.0’ initiative has the potential to change the global tax landscape significantly by changing
how profits are allocated between jurisdictions (Pillar One) and a new regime for a minimum tax and anti-base
erosion measures (Pillar Two).

DAC 6

DAC 6 introduces an obligation to disclose “potentially aggressivetax planning arrangements” and provides the
means for tax administrations to exchange the information. Commonly known as mandatory reporting rules (MDR),
its scope of reporting includes all taxes of any kind with the exception of VAT; customs duties; excise duties and
compulsory social contributions. Reporting includes arrangements with at least one hallmark and concerning
more than one EU Member State or a Member State and a third country. Depending on individual legislation of
Member States reporting may also include domestic arrangements. Significant penalties can be assessed on failure
to file and will require the due diligence teams review the process by which the target complies with the rules and as
well the implementation of these controls and reportable filings to reviewed transactions. Note as well these MDR
rules have expanded to jurisdictions beyond the EU and will continue to do so.

Digital
Services Tax

Many jurisdictions have recently adopted digital services taxes (DSTs) or equalization levies, which impose a
gross-basis tax on revenues from certain digital services. The scope of these taxes vary widely by country. In
some countries, the DST targets primarily online advertising, online intermediation platforms, and social media,
while in other countries the tax may apply to most services delivered electronically. Various revenue thresholds
apply. (Consider whether any of Target’s revenues may be subject to a DST or equalization levy and to ensure that
any obligation to pay a DST or equalization levy is satisfied.)
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M&A Tax Considerations
– SPAC Transactions
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How do SPACs work?
 A publicly listed special purpose acquisition company (SPAC) is an acquisition vehicle whereby a sponsor team raises a blind pool of cash to
merge with an operating company

SPACs raise capital in an initial public offering (IPO) for
the sole purpose of consummating a business
combination – alternative to a traditional IPO

Listed “SPAC”

Target Company

Listed ‘Surviving’ Company

Equity /
Liquidity

Target
operating
company with
debt and
equity

Publicly
listed
operating
company with
debt and
equity

Upon going public, the SPAC’s shareholders usually have
a two-year timeline to identify, approve, and complete an
acquisition

Potential Targets

If an acquisition is not consummated within the specified
timeframe, the SPAC liquidates and cash is returned to
the SPAC’s shareholders

— Viable IPO candidates ‘in their own right’
— Most targets tend to be in high-growth industries (e.g., tech start-ups, medical, and financial
services, media)
— Companies that seek

SPAC legal entity can continue to be the legal registrant
post-merger with a name-change to a commerciallyrecognized variation of the acquired operating company;
or be merged into a publicly-traded newco. Jurisdiction of
Pubco may impact whether shares or ADRs are issued on
US exchange.

‒

‘Fast-track’ IPO with limited market/timing risk

‒

Ability to achieve earn out

‒

Access to sponsor team

— Seek an exit route and access to capital even in difficult debt and equity markets
— Want to keep significant interest and upside potential
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US vs. Foreign SPAC
Based on recent data:
Approximately 65% of SPACs are formed in the United States and 35% are formed in foreign jurisdictions (particularly, the
Cayman Islands or British Virgin Islands)
The following number of SPACs raised money and went public via an S-1 or F-1 filing in the indicated year*
2021

316

2020

248

2019

59

The decision of whether to form a US SPAC or a foreign SPAC generally is influenced by whether Target is expected to be a US or
foreign corporation
— US SPAC will be formed if Target is expected to be a US entity
— Foreign SPAC will be formed if Target is expected to be a foreign entity

The US international tax considerations for the SPAC, the SPAC Shareholders, Target, and the Target Shareholders will vary
depending on whether SPAC and Target are US or foreign entities, the identity of the Acquirer, and the tax profiles of the various
investors.
Provisions to consider include: (i) Section 7874; (ii) PFIC rules; (iii) Section 83; (iv) Section 338; (v) Sections 367/368

*Source, SPACinsider, by Theme Ansar
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Foreign Pubco Acquires Foreign Target and SPAC
Transaction Description
Target
Shs

Public
Sponsor
Founder
Shares

Stock
Exchange

— Pubco acquires Foreign Target either by: (i) merger of Foreign
Merger Sub into Foreign Target, with Foreign Target surviving; or
(ii) in a share for share exchange.

Class A
Shares and
Warrants

Foreign
SPAC

Merger

— SPAC merges into Foreign Pubco. SPAC shareholders received
Pubco shares and warrants in exchange for SPAC shares and
warrants.

— If boot is received by Target shareholders (e.g., through earn out
payments), the acquisition of Target may be taxable. In this case,
the tax profiles of Target shareholders need to be considered.

Foreign
PubCo

Foreign
Target

US Tax Characterization
— SPAC merger intended as an “F” reorganization

Merger

Foreign
Merger
Sub

— Acquisition of Target intended as a “B” reorganization or Section
351 exchange
US Target
Sub

— If qualified stock purchase, Section 338(g) may be available for
Target (consider non-USRPHC Certificate/Notice for US Target
Sub).
Additional Considerations
— Confirm PFIC status of SPAC and Pubco and impact to US
shareholders
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