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q101 Structuring Venture Capital Transactions
9101 NATURE AND USE OF THIS TREATISE

This treatise addresses (1) the general nature of venture capital, private equity,
and entrepreneurial transactions and (2) the legal, tax, accounting, economic, and
practical concerns in structuring these transactions.

This treatise is suitable for use by a lawyer, accountant, investment banker,
venture capitalist, private equity investor, subordinated debt lender, mezzanine
(“mezz”) lender, or anyone dealing with these professionals who desires to learn
more about the nature of these transactions and the principal considerations in
structuring them. It is also suitable for a law school or business school course
focusing in whole or in part on venture capital, private equity, and entrepreneurial
transactions.

This treatise covers many of the entrepreneurial transactions in which private
equity and venture capital (“PE/VC”) investors typically engage, including:

® Structuring a start-up transaction.

* Using a tax flow-through entity, such as an 8 corporation, a partnership,
or an LLC, rather than a C corporation which attracts tax at both the
corporate and the shareholder levels.

° Structuring a growth-equity investment in an existing company.

® Structuring a leveraged or management buyout of:

= a wholly owned subsidiary or division of a big company,

s a free-standing privately held company (i.e., a company which is neither
publicly traded nor a subsidiary of a big company),

= a publicly held company, or

= any company in a fransaction designed to qualify for no-purchase
accounting.

® Structuring an industry consolidation.

® Structuring a bankruptcy or non-bankruptcy workout of an over-leveraged
or troubled PE-financed portfolio company, including a turn-aroun: imvest-
ment into such a company. -

® Designing subordinated debentures, mezz debt, preferred stock, various
types of common stock, warrants, and convertible securities suitable for
purchase by PE/VC or other investors.

® Designing an equity-based executive compensation arrangement for a
PE/VC-financed portfolio company.

 Effectuating PE/VC’s exit from a successful investment.

® Structuring the formation of a venture capital, private equity, or buyout
fund (a “PE/VC fund”).

The abbreviations most frequently used in this treatise are set forth at J108.

Most of the precedents necessary for an understanding of the principles dis-
cussed in this treatise are reproduced in the Appendix, including tax, SEC, bank-
ruptey, fraudulent conveyance, and Delaware corporate, partnership and LLC
statutes, as well as tax and SEC regulations and rulings, a few court decisions,
key articles, and other precedents.
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Scattered throughout this treatise as “Appendix References” are citations to those
precedents most relevant to the topic being discussed which can be founc_i in the
Appendix to this treatise (except that referenced portions of the 5-volume Ginsburg
Levin and Rocap, Mergers, Acquisitions, and Buyouts treatise [updated and repub-
lished by Wolters Kluwer semi-annually] are not reproduced in the Appendix).

Unless otherwise specifically stated, this treatise assumes that all individuals
are either U.S. citizens or residents, that all entities are formed in the U.S., and that
all businesses and assets are located in the U.S. (i.e,, this treatise generally does not
deal with the complexities of cross-border transactions).

q102 GENERAL DESCRIPTION OF PRIVATE EQUITY
AND VENTURE CAPITAL INVESTING

The PE/VC community includes PE, VC, and merchant banking subsidiaries
(or divisions) of large institutions, such as BHCs, insurance companies, investment
banks, vr even large industrial companies. The PE/VC community also includes
many free-standing specialized investment entities formed solely or principally to
inake PE/VC investments, such as publicly held or privately held SBICs, publicly
held BDCs, and privately held PE/VC funds formed (generally as partnerships or
LLCs) to make such investments.

A PE/VC fund generally raises its capital from a limited number of sophisticated
investors in a private placement (including publicand private employee benefit plans,
university endowment funds, wealthy families, sovereign wealth funds, bank holding
companies, and insurance companies) and splits the profits achieved by the fund
between the PE/VC professionals and the capital providers/investors on a pre-nego-
tiated basis (typically with 20% of the net profits allocated to the PE/VC professionals
as a carried interest and the remaining 80% of the profits allocated among the PE/VC
professionals and the capital providers in proportion to the capital supplied by each).

PE/VC professionals generally plan and execute PE/VC transactions, includ-
ing start-ups, growth-equity investments, leveraged and management buyouts, lever-
aged recapitalizations, industry consolidations, and troubled-company turn-arounds.

9103 DISTINGUISHING PRIVATE EQUITY/
VENTURE CAPITAL INVESTING FROM
OTHER TYPES OF INVESTING

The first feature tending to distinguish PE/VC investing is the PE/VC professional’s
active involvement in identifying the investment, negotiating and structuring
the transaction, and monitoring and guiding (but not managing on a day-to-day
basis) the portfolio company after the investment has been made. Often the PE/VC
professional serves as a board member and /or financial adviser to the portfolio com-
pany. Hence, PE/VC investing is significantly different from the purchase, holding,
and sale of a diversified pool of stock and debt investments by a mutual fund or other
money manager.
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A second feature tending to distinguish PE/VC investing is that PE/VC invest-
ments generally are not intended to be held indefinitely. Rather, they are intended
to be held for a limited number of years with the expectation that there will be
substantial growth in equity value followed by a sale. For example, a PE/VC fund
ordinarily has a limited term, often 10 to 13 years, and hence goes through cycles,
with PE/VC investments being made during the first 5 years, value-added mon-
itoring and growth continuing during the several years following each investment,
most investments sold within 3 to 7 years after the original investment in the
portfolio company, and all investments sold (or occasionally distributed in kind
to the investors) within 10 to 13 years after the fund’s formation.

The PE/VC investor normally does not intend to maintain long-term control
over the portfolio company or to build a career running the portfolio company.
Rather, the PE/VC investor generally evaluates alternative exit strategies when
making the initial investment in the portfolio company. Often the original invest-
ment documents contain the terms, or at least the outline, of the PE/VC investor’s
anticipated exit strategy. Hence, PE/VC investing is significantly different from
acquiring a company with the intent of managing it for the indefinite future and
profiting indefinitely from the operating cash flow produced by the business.

A third feature tending to distinguish PE/VC investing is that the securities

purchased are generally privately held by a small group as opposed to
publicly traded.

When a PE/VC investor organizes a new business start-up, the newly
formed company (“Newco”) is almost always privately held at the outset.
Where a PE/VC investor makes a growth-equity investment in an existing
company (“Oldco”), Oldco is usually privately held.

In those few circumstances where PE/VC makes a growth-equity
investment in a publicly held Oldco, PE/VC generally buys a class of Oldco
securities that is not publicly traded. For example, where Oldco’s commos
stock is publicly traded, PE/VC may buy Oldco (1) convertible preferred stock
or convertible subordinated debentures (convertible into Oldco ctivion
stock) or (2) non-convertible preferred stock or non-eonvertible subsi-Enated
debentures together with warrants to purchase Oldco common stock.

And even when PE/VC infrequently buys a class of publicly traded
Oldco common stock, PE/VC typically acquires such stock from Oldco in a
private placement subject to SEC restrictions and with additional negotiated
rights (e.g., registration rights, preemptive rights, warrants to buy
additional Oldco stock at a fixed price, one or more board seats, etc.) which
make PE/VC’s stock different from Oldco’s publicly traded common stock.
Even where the target company in a buyout is publicly held (before the
buyout), the new company formed to effectuate the buyout (“Newco”) is
almost always privately held immediately after the buyout, i.e., the buyout
transaction takes the target company private.

In sum, a PE/VC investment is normally made in a privately held company,
and in the relatively infrequent cases in which the investment is into a publicly
held company, PE/VC generally holds non-public securities.
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While PE/VC’s exit strategy often involves taking the portfolio company Pubhc
and ultimately selling PE/VC’s stock into the public market, public tradlng of
the portfolio company’s stock is generally part of ’Ehe end game, not the opening
gambit. Thus, PE/VC investing is considerably different from buying, holding,

elling publicly traded equity securities.

anisfourtf fltjeature 3t[ending toqdistinguish PE/VC investing is that PE/VC gener-
ally undertakes risky investments in order to obtam. a very high return on its
capital. PE/VC does not purchase debt instruments 51.mp1.y to obtalp an interest
yield. Rather, the principal goal of a PE/VC transaction is to obtain geometric
returns when the portfolio company is successful and its common .stock or
common equivalents soar in value. Hence, a PE/VC transaction generally involves
the purchase of one or more of the following:

e Common stock. _ _

e Convertible preferred stock or convertible subordinated debt .w1th a rgla-
tively low yield (all or a portion of which may be deferred) but with attractive
features allowing conversion into common stock. . ‘

« Non-convertible preferred stock or non-convertible subordinated debt with
a relatively low yield but accompanied by warrants to purchase common
stock.

¢ Debt instruments that can be purchased at a deep discountl to face, generally
because the portfolio company is over-leveraged or fir}anmally troubled and
PE/VC plans to participate in a turn-around transaction.

PE/VC generally purchases a relatively risky slice of the po?tfoh'o company’s
capital structure (and is frequently subordinated to a substanh@ amount of th_e
portfolio company’s leverage, i.e., debt), risks losing most or all of its investment if
the portfolio company does not prosper, and expects to be_ handsomely rewarded
if the portfolio company does prosper. PE/VC requires a high return on s.ucc_essful
investments to cover its losses suffered on portfolio companies which faﬂ.—Le., to
provide a high compound internal rate of return (“IRR”) on its aggregate invested
capital to compensate for the high risk of such investmept.s. _ .

This feature—purchasing risky equity-oriented securities and seeking a }_ugh
compound yield on successful transactions—distinguishes PE/VC transactions
from the purchase of debt securities. _

One type of transaction which falls just short of the PE/VC transactions featgred
in this treatise is mezz lending, ie., a layer of financing which is more risky
than senior bank debt but less risky than the PE/VC investment, thus placing the
mezz investment between PE/VC’s common and preferred stock investment and the
bank’s senior debt investment (as the mezzanine in a theater sits between the groulnd
floor and the balcony). The mezz lender (like PE/VC) generally employs active
investment professionals who negotiate the purchase of privla.tely placed securities
in PE/VC transactions, such as buyouts, but the mezz securities are normally pur-
chased directly from the portfolio company and are pre(?lommantly debt securities,
generally high-yield subordinated debt (or possibly senior preferred stock), w1t_h a
relatively small equity kicker, i.e., a slice of common stock, warrants, converm'on
rights, or contingent additional interest to compensate the mezz lender for the risk
of buying subordinated debt.
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The senior bank lender generally locks in its entire yield in the form of contrac-
tual interest payments (albeit often at rates which fluctuate with market interest
indexes) and specified fees, although infrequently the senior lender may take a
small equity kicker when financing a buyout. The mezz lender, by contrast,
normally takes a portion of its yield in the form of an equity kicker, and thus
shares an expectancy (with PE/VC) in the portfolio company’s future equity
appreciation. However, mezz debt is at least one level more senior in the capital
structure than PE/VC'’s investment and hence is significantly less risky than
PE/VC’s investment. Moreover, the mezz lender's focus, more like the senior
lender’s and less like PE/V(C’s, is on its high interest yield and relative safety of
debt principal. The mezz lender’s equity kicker is designed to augment its interest
yield but does not play the central role that it does with PE/VC.

The PE/VC investor, on the other hand, focuses on common stock or common
equivalent securities, with any purchase of subordinated debentures and /or pre-
ferred stock generally designed merely to fill a hole in the financing or to provide
PE/VC with some priority over management in liquidation or return of capital.

A fifth feature tending to distinguish PE/VC investing is that PE/VC generally
invests in a portfolio company only when convinced that the company has (or that
PE/VC has recruited) a superior management team. PE/VC generally cannot be
induced to put its money behind a management team in which it does not have
confidence, no matter how attractive the portfolio company’s product, concept, or
business plan. A frequently heard PE/VC maxim is that an attractive portfolio com-
pany has 3keyatiributes: superior management, superior management, and superior
management.

Where PE/VC disregards this maxim and backs weak management,
PE/VC too often is soon faced with an unpalatable choice: either continue with
suboptimal management and risk the portfolio company’s falling behind its busi-
ness plan or fire management and seek superior replacements, risking significarit
business disruption during which well-managed competitors often can overcotne
the portfolio company’s early lead. A second, but less obvious, reason to avoid weak
management is that, when management must be replaced sid-stream, PE/V( must
devote an inordinate amount of time recruiting and fraining new management,
diverting PE/VC from its other portfolio companies.

A sixth (although not inevitable) feature tending to distinguish PE/VC invest-
ing is that PE/VC often seeks control of the portfolio company in the early years
or, if control is not obtainable, at least board representation. This is because
PE/VC does not view itself as supplying capital alone, but also as providing
important advice on financial and strategic planning and oversight for the portfolio
company’s management in order to add value to PE/VC’s investment.

Where a portfolio company needs more money than the lead PE/VC is willing to
commit, the lead PE/VC may bring one or more additional PE/VCs into the deal.
Thelead PE/VC normally plays the principal role in structuring and negotiating the
investment, but each PE/VC (at least each PE/VC with a substantial investment)
monitors its own investment, and PE/VCs do not mevitably act in concert (except
insofar as their interests coincide) on issues involving the portfolio company.

In recent years, hedge funds have begun to invade the PE/VC turf. Hedge funds
(like PE/VC funds) are generally private partnerships, composed of wealthy,
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isti i i i ital by using aggressive
histicated investors, seeking very high returns on capl 5 :
?J?Eesltsment strategies. However, a hedge fund (unlike a PE/VC fund) traditionally:

i inci i i tocks, bonds, currency

1) invests principally in publicly traded assets (e.g., s ”

& futures,Pinter(fst rate futures), in which the fund may tak(.e both long and
short positions, and generally uses substantial leverage (ie., debt) at the
fund level, - .

(2) plans to continue forever, i.e., does not sell 1nvestmgnts and return inves-
tors’ capital (and profits) by a specified date, while a PE /VC fund by
contrast generally completes its investment cycle within 3-to-5 years
after formation, completes its sale cycle within 10-to-13 years after forma-
tion, and then dissolves, so that the PE/VC principals generally form a new
PE/VC fund every 3-to-5 years, and '

(3) allows investors to withdraw capital and/or profits quarterly after an
initial (approximately 1-to-2 year) lockup period (or to contribute new
capital quarterly).

Howrever, as competition for traditional hedge fund high-vyield mvestmentskhas
inteisified, resulting in a decline in hedge fund y1e1ds, marny he.dge fungs,\?ge ing
higher yields, have increasingly devoted a portion of their capllta.l to P /h '-l’ypl?
non-traded investments, while concomitantly impgsmg a restriction on t ehulwes
tors’ right to withdraw quarterly the portion of th.elr capital devoted to such long-
term PE/VC investments (so-called side-pocket investments).

q104 HIGH COST OF PRIVATE EQUITY/VENTURE
CAPITAL MONEY

money may not on its face cost the portfolio company as much as a
barlel]j 1{)21(1:, a privzte playcement of senior debt securities, ora pu‘blic issuance of secrluglf;
debt securities. That is, there frequently are few or no f1xed interest or de
service payments on PE/VC money. However, if the portfolio company is succ;e}?s-
ful, PE/VC money is inevitably more expensive to the polrt.foho cpmparlly’ 50 Er
common shareholders. This is because PE/VC, as a condition .to mvestmgr in the
portfolio company, demands a substantial portion of the port'foho company’s c}?.ml;
mon equivalents—common stock, warrants, and/or Fonversmn privileges—whic
will have substantial value if the portfolio company is successfu!. B b

Hence, as a general rule, where a portfolio company can obtain tradltlonallde t
financing, it finds this route less expensive to its existing common s}}areho ers
than PE/VC financing. However, the very factors which make a portfolio cox_npafny
attractive to PE/VC—a speculative situation with substantial opportunity for
value enhancement if (but only if) the business succeeds—often make t.h'e porti}l;c;
company too risky to qualify for unsupported bank or othe.r trgd1t1on:ﬁ e
financing. Once the portfolio company obtainslPE /VC financing, it usually cal;
leverage its new-found PE/VC equity by obtaining bank (or subordinated/mezz

ior to the new PE/VC money.
loal?/foisler?r., obtainingaPE/VC investoz generally bringsthe portfolio_ company m;i*e
than capital. As discussed above, one or more top-flight PE/VC professionals generally
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serve on portfolio company’s board, providing the portfolio company with high qual-
ity financial and strategic advice and management oversight. Thus, a PE/VC relation-
ship gives the portfolio company substantial benefit not normally obtainable through a
traditional bank financing or a private or public debt floatation (although strong-willed
portfolio company management not desiring any such PE/VC oversight may not
appreciate the benefit). Such advice can, of course, be a two-edged sword and,
where PE/VC obtains control and the portfolio company then fails to meet its business
plan, can leave portfolio company’s management seeking new jobs.

9105 TYPICAL PRIVATE EQUITY/VENTURE
CAPITAL TRANSACTIONS

9105.1 Traditional Start-Up Transaction

The phrase “venture capital” is sometimes used narrowly to refer only to
financing the start-up (or early stage growth) of a new business, a transaction
which generally involves negotiation between one or more professional VCs and
one or more entrepreneurs seeking to start the business. Such a Newco start-up
transaction is discussed in Chapter 2, and the pros and cons of organizing Newco
as an S corporation, a partnership, or an LLC, rather than as a traditional C corpora-
tion, are discussed in Chapter 3.

Such start-up transactions can be categorized into (1) seed money and (2) early
stage. Seed money refers to financing a potential business requiring substantial
research, development, and/or other threshold activities before the entrepreneur
can begin revenue-generating activities. Early stage venture capital, on the other
hand, refers to financing an entrepreneur who has passed the seed-money stage
and is ready actually to begin (or has recently begun and now seeks to expansl)
revenue-generating activities.

Start-up transactions can further be broken down into high tech, low'tech; and
no tech, depending on the degree of cutting edge technology necessary for the
business to succeed. Businesses financed by VC investors can range from a high-
tech bio-genetic engineering company to a low-tech manufacturing enterprise to
a no-tech retail or fast food chain.

Naturally, a VC investor is more likely to supply start-up money where the
entrepreneur is a successful inventor and / or executive with a proven track record.

9105.2 Growth-Equity Transaction

Frequently, an existing business enterprise needs money for expansion—to
build a new plant, to develop a new product, to begin national distribution of a
local or regional product, to acquire an add-on business, etc. The enterprise’s
capital requirements may exceed the amount it is able to raise from traditional
sources, such as a secured loan from a bank lender, a private placement of debt
with an insurance company, a private offering of equity to Oldco’s shareholders
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and their friends and family, or a public offering of debt or equity securities '(or,
with respect to the last alternative, it may.be premature for Oldlco to go public).

In these circumstances, a business seeking money for expansion might turn-to
2 PE investor to supply its capital needs, or perhaps to s_upply.enough equity
capital to serve as a base for borrowing thel remam(.ie'r of its capital Eleeds fforln
traditional lenders. Such a PE investment m an existing company (“Oldeco”) is

-equity investment.

Calﬁ%ﬂ?eg;%ﬁtgriﬁﬁequity investment is generally into a privately held Oldco,
PE may under certain circumstances invest in a pub_licly traded Oldco. In this
case, PE is likely to buy securities of a type not publicly traded (e.g., preferred
stock convertible into publicly traded common stock). Less comn}only, PE may
buy securities (directly from Oldco) of the publicly tre.lded class (typlcally common
stock), but at a substantial discount from the pubhc-market price and/ or lw1th
other valuable rights (e.g., preemptive rights, options or warrants to buy gddlﬂgnal
stock at a fixed price, one or more board seats, etq.). Although Oldc.o is pubhclny
traded,“uch stock acquired in a private transaction (rather than in the puk?hc
market)\is subject to SEC restrictions on resale, 50 that PE normally obtains
registration rights from Oldco as a condition of making the investment. ‘

Where the investment in Oldco is relatively large, PE may organize a consorpgm
orsyndicate of PE investors, who will usually co-invest in thesame strip of securities.

While a growth-equity investment is genera]ly demgped to provn?le Oldco Wli.:h
expansion capital, there are cases where Oldco is tﬂ.eekmg the new investment in
order to redeem (for cash) Oldco stock from existing large shargholders. One or
more Oldco shareholders may be seeking such a stqclf redemption to pay estate
tax (where a large shareholder has died) or fOI'.liquldltY (where the shgreholder
has recently retired or is engaged in estate planmng). Suc1_1 a growth-equlty invest-
ment to finance a redemption is called a recapltayza‘tmr.l and, when financed
primarily with borrowed money, a 1everagec} recapitalization. .

Because Oldco in a growth-equity investment is generally more mature than is Newco
in a start-up, a growth-equity transaction is often called a later-stage investment (as
compared to a seed-money or early stage growth investment in a §ta11-up or young
company). Where the investment is into a more mature Oldco seeking gr_owth—eqmty
money, PE’s investment risks and potential gains are gener.ally lowgr than in a start-up.

A traditional growth-equity investment into Oldco is examined in Chapter 4.

In many proposed growth-equity investments, PE concl-udes that .the key man-
agement executives do not own sufficient Oldco stock to incent t_helr future per-
formance, i.e., that too large a percentage of Oldco’s stock is in the hands of
passive shareholders and too small a percentage is in the hands of key.managers.
In this case, a front-end restructuring of Oldco’s equity ownership is often an
essential step to induce PE to invest in Oldco. Chapter 4 discusses several methods

for achieving this equity restructuring objective.

q105.3 Troubled-Company Turn-Around Investment

Occasionally, PE may make a growth-equity investment -in a company
(“Badco”) which is suffering losses, is over-leveraged, and/or is expe_rlencmg
other financial or business reverses. PE may also purchase Badco distressed
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debt trading at a deep discount with the goal of obtaining equity in, and even
control of, Badco through a bankruptcy or other restructuring of Badco.

PE may make such a “turn-around” investment into an unrelated Badco in
which PE has not previously invested. Or PE may have been Badco’s original
sponsor, i.e., today’s Badco may, a few years ago, have been the Newco which,
with much optimism and with PE’s money, acquired Target in a highly lever-
aged buyout.

Whether or not PE made a prior investment in Badco, PE’s new turn-around
investment generally presents the same issues, except that, where PE was Badco's
original sponsor, there is greater pressure on PE to make the new turn-around
investment, to protect both its original Badco investment and its business reputa-
tion. Such turn-around financing into a troubled Badco is almost always riskier
than traditional growth-equity financing of a sound, well-managed company.

A turn-around investment in an over-leveraged, financially troubled Badco is
analyzed in Chapter 8.

91054 Leveraged or Management Buyout

When an established business (“Target”) is for sale, there are at least 3 classes
of potential buyers:

® A strategic buyer is a company which already owns a business similar or
complementary to Target’s and believes that combining the buyer’s existing
business with Target’s business will produce a synergistic increase in value.

° A long-term investor is a person or group desiring to enter Target’s industry
(e.g., a company engaged in other businesses seeking diversification or the
former managers of another company in Target’s industry seeking a new situs
for their talents) which has (or can borrow) the capital necessary to buy Target:

* A financial buyer is a PE investor (or group of such investors) able to raise
the funds necessary to buy Target, generally with the goal of holding Terget
for 3 to 7 years, improving Target’s business performance, and thenresc!ling
Target at a substantial profit.

Where a PE investor (or group) is planning a leveraged buyout (an “LBO"),
PE generally forms a new company (“Newco”) to buy Target, arranges for Newco
or Target to borrow a majority of the necessary funds (hence the use of the term
“leveraged” buyout), and contributes a minority of the necessary money as equity
capital. In one LBO variation PE does not form Newco but instead invests directly
in Target, which borrows additional funds and redeems most of its old share-
holders with the new equity and debt money, in a manner designed to avoid
push-down purchase accounting (i.e., to avoid restating upward the accounting
book value of Target's assets on Target’s financial statements and hence to minimize
post-buyout depreciation/amortization reductions in Target’s accounting earnings).

Newco frequently arranges its LBO borrowings in several tranches—from se-
nior lenders, senior subordinated lenders, and junior subordinated lenders. In
order to obtain each successively more junior layer of debt financing, Newco must
offer a progressively higher interest rate and/or a progressively larger equity
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kicker (Newco common stock, warrants, a conversion privilege, or contingent
additional interest based on Newco's results) to each more subordinated layer.

However, the essence of an LBO is that only Newco and/or Target is liable to
the lender for the borrowed money. That is, PE typically does not guarantee any of
Newco’s debt (other than possibly a guarantee with recourse only to Newco's
stock owned by the guarantor, which does not expose the PE’s assets other than
its Newco investment).

Typically, as part of the LBO arrangements, PE obtains top management talent
(either newly recruited executives or Target’s most talented existing executives)
to run Newco-Target after the LBO and incents them with cheap common stock
or with common equivalents, such as stock options, often subject to complex time
and/or performance vesting.

Sometimes, Target's management (rather than PE) originates the deal, and
Target's management executives then seek to recruit a PE (or group) to provide
equity financing for the acquisition. This most often happens where Target’s old
owners hiave offered to sell Target to Target’s existing management team if they
can raise the necessary financing. In such case, the transaction is generally called
a raanagement buyout (an “MBO”).

Throughout this treatise the term “buyout” is used to include both traditional
Pi-led LBO and a management-led MBO.

Buyouts come in at least 3 varieties, with the applicable tax, SEC, accounting,
and other legal and practical implications of each varying significantly from the
other 2 variations:

e The simplest version of a buyout is the purchase of a Target division or
wholly owned subsidiary from a large corporation (“Bigco”), often where
Bigco acquired Target to diversify (when Bigco was seeking to become a
conglomerate) but Bigco has since concluded that Target no longer fits Big-
co’s Jong-term—back to core business—strategy.

* A somewhat more complicated buyout variation is presented where Target
is privately held by a family or relatively small group of persons, i.e., Target
is not a Bigco division or consolidated subsidiary.

e The most complicated buyout variation is presented where Target is itself
a publicly traded corporation, often with stock trading at a disappointing
price, so that Target’s board of directors decides to maximize shareholder
value by selling Target, in which case Newco’s purchase of public Target is
called a going-private transaction.

These 4 buyout variations are discussed in Chapter 5.

Chapter 6 discusses the terms and tax ramifications of debt and equity securities
frequently used in buyouts, as well as all the other PE transactions described above
and below.

9105.5 Industry Consolidation

Often PE identifies a fragmented industry, i.e,, an industry in which there are
many small or relatively small competitors and no or few market leaders have

1-11




q105.5 Structuring Venture Capital Transactions

appeared. PE then recruits a top-flight management team with experience in the
industry and, together with the management team, forms Newco as a “platform”
to assemble a significant, or perhaps even leadership, presence in the fragmented
industry by (1) acquiring selected strategically located industry players in a series
of buyouts or roll-ups, (2) starting up new businesses in those markets where
there is no desirable target business or the existing businesses in such market are
overpriced, and (3) amalgamating the buyouts and start-ups into a regionally or
nationally important player in the otherwise fragmented industry.

Often the term “platform” is used where the consolidation begins with a reason-
ably large buyout of an established business, followed by numerous add-on acqui-
sitions, and the term “roll-up” is used where there is no large initial acquisition
but only a series of reasonably small acquisitions.

Chapter 7 discusses industry consolidations, including the advisability of using
a holding corporation, holding partnership, or holding LLC as an umbrella entity
over the various business enterprises being assembled.

Y105.6 Exit Strategies

When PE/VC invests in a transaction of the types identified above, its goal is
to liquefy the investment at a substantial profit when portfolio company’s value
has been maximized through astute management supplemented by PE/VC’s su-
pervision and advice, add-on acquisitions, and the like (i.e., when portfolio com-
pany has matured to the point where its value is no longer growing geometrically),
generally 3 to 7 years after PE/VC's initial investment in portfolio company.

When structuring its original investment—in a start-up, growth-equity, buyout,
industry consolidation, or troubled company—PE/VC is already planning its
ultimate exit strategies. Indeed, contracts signed at the time of the initial invest-
ment generally give PE/VC certain future rights to control its exit strategy. Thic
is especially important where PE/VC will not (or may not) control portfolio
company at the back end when the exit strategy is executed. Even where I'H/VC
will control portfolio company at the time of the end game, the actual exit Strategy
employed (e.g., a sale of portfolio company’s stock) may require cooperation from
some shareholders who will not (or may not) be in agreement with the timing,
price, or other terms as proposed by PE/VC. For these reasons, it is important
that PE/VC obtain, at the front end when making its investment, contractual
rights to control the back-end exit strategy.

PE/VC's exit scenarios may include (1) sales of portfolio company stock to the
public in an IPO or a post-IPO registered offering or pursuant to SEC Rule 144
or (2) sale of portfolio company to a large company (“Bigco”) in exchange for
Bigco stock (in a tax-free reorganization), for cash, or partly for cash and partly for
Bigco debt instruments on the installment method or (3) sale of PE/VC’s
securities back to portfolio company, possibly at a fixed time and price (e.g,, a sched-
uled redemption of PE/VC’s preferred stock) or possibly at PE/VC’s option and for
FV determined by appraisal or by formula (e.g., a common stock variable-price puth.

Chapter 9 discusses exit strategies.
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q105.7 Formation of Private Equity, Venture Capital, or
Buyout Fund

Where PE/VC professionals are employed by a large institution, suf:h asa l.)an’k
holding company or an insurance company, they generally invest the 1.nst1'tu.t1on s
money and hence do not form a fund. Frequently, however, a group of-md.1v1d‘ua}s
experienced in PE/VC investing (often former executives of a Iargﬁ institution’s
PE/VC operation) form a PE, VC, or buyout fund (a “PE /VC funq )

In this case the PE/VC professionals often raise capital from a limited number
of sophisticated investors, including public and private employee ‘-beneﬁt plans,
university endowment funds, wealthy families, insurance companies, and I?ank
holding companies. Such a PE/VC fund is generally formed as a par‘tnershlp or
LLC (to avoid entity level taxation) and generally splits the fund’s profits between
the PE/VC professionals and the capital providers/investors on a pre-ne.goﬂated
basis, typically with 20% of the net profits going to the PE/VC professionals as
a carried. interest and the remaining 80% to the PE/VC professionals and the
capitel providers in proportion to the capital supplied.

ATFE/VC fund may in limited circumstances seek to qualify as an SBIC.

{Decasionally a PE/VC fund offers equity interests to the public (rather than
only to a limited number of sophisticated investors), in which case the fund
generally qualifies as a publicly held BDC. _ _

The PE/VC fund generally makes new investments into portfolio companies .for
a limited period of time, e.g., 5 years after formation, engages in value—e'lddmg
monitoring during the several years following each investment, sells each invest-
ment as soon as it matures, distributes the proceeds to the fund’s partners as sales
occur, and completes the sale of virtually all its investments (or distributes 'm.kind to
theinvestors) within 10to 13 years after the fund’s formation. Hence, approximately

4 to 5 years after a PE/VC fund’s formation, the PE/VC professionals, if they have
developed (or are able to convince investors that they are developing) a successful
track record, generally seek to form a second fund, so that they have money for
future investments, with future funds to follow every 4 to 5 years or so.

Chapter 10 discusses the formation of a new PE/VC fund.

9106 HISTORY OF PRIVATE EQUITY/VENTURE
CAPITAL INVESTING

J106.1 Ancient History

While professional PE/VC investing as described above is a fairly recent phfa—
nomenon, “private risk capital” investing has existed in one form or another in
every society that had significant commercial activity. A few examples:

e Marcus Licinius Crassus, reputedly the richest man in Julius Caesar’s Rome,
financed many enterprises, including a private fire department. Though
most of Rome’s buildings were made of wood in the first century B.C,,
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republican Rome lacked a public fire department. Crassus capitalized on this
deficiency: When a building caught fire, his business agents and firefighters
would repair swiftly to the scene of the conflagration. If they believed the
building (or the adjoining structures) worth saving, the agents would offer
to buy it (or them) for cash (at an appropriate discount). If the owner
refused, the firefighters would leave without taking remedial action. If the
owner agreed to sell, Crassus’ agents would close the purchase and his
firefighters would then attempt to save the building. While not every such
Crassus investment was a success, Crassus apparently did very well on a
fully distributed portfolio basis.

e In 1492, Christopher Columbus obtained from Ferdinand and Isabella of
Spain the PE/VC capital necessary to finance his exploration of the New
World.

¢ In 16th and 17th century England, aristocrats and other wealthy families
financed risky commercial and industrial enterprises—mostly foreign trade,
exploration, and privateering, constituting the high-tech of that era—and were
known as “adventurers.” For example, the Merchant Adventurers, licensed by
Henry VII, played an important part in opening trade with “Muscovy” and
served as a model for companies formed later to exploit the New World.

9106.2 Industrial Revolution and Merchant Bankers

With the 19th century industrial revolution, banks became the main source of
business financing. Business enterprise had become so common that it was no
longer viewed as inherently high-risk.

Hence, PE/VC began to focus on financing a business that lacked access to
bank financing, frequently by providing equity capital as the underpinning for
bank loan. As in earlier times, such equity financing was largely provided. by
amateur venture capitalists—wealthy families, the entrepreneur’s friends. 'cral
business acquaintances, etc.

However, as the scale of business endeavors, and_ hence their carital needs,
escalated (building transcontinental railways, shipping wheat from the Ukraine
or the American West to growing European cities, etc.), PE/VC became more
institutionalized. In England, merchant banks emerged as the principal providers
of high-risk capital to business enterprises around the world, investing both capital
obtained from their partners and capital obtained from other rich individuals and
families. While the English aristocracy and other wealthy English families had
long invested in risky business enterprises, the merchant banks were more profes-
sional and could raise more capital than the amateur investors.

English merchant banks helped to finance the U.S. industrial revolution and
provided a model for U.S. merchant banks (such as ].P. Morgan) financing new
industries, like steel and oil. However, merchant banks tended to focus more on
new enterprises requiring substantial capital from the start than on small business.
Hence, small businesses continued to rely on family, friends, and wealthy ama-
teurs willing to take a flyer on a new enterprise.
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9106.3 LS. in the 1940s and Thereafter

PE/VC investing in the U.S. today largely reflects the marriage of the 2 tradi-
tions discussed above: “professional” merchant banking and “amateur” venture
investing by wealthy individuals and families.

Beginning in the 1940s, several very wealthy American families began the move
from amateur to professional PE/VC status by developing the continuity of focus
and the staffing which enabled them regularly to find, evaluate, consummate,
and monitor risk-oriented investments.

Passage of the Small Business Investment Actin 1958 was a critical event, because it
gave public recognition—and government financial backing—to professional PE/
VC investing as an independent, profitable activity. The Act also permitted banks
(and BHCs) to invest in SBICs. The entry of banks into PE/VC investing in the late
1950s, and the growth of these endeavors through the 1960s and 1970s, were key steps
in the formation of a professional, institutionalized, PE/VC industry inthe U.S5. Many
professicnals throughout the PE/VC industry obtained their training at bank SBICs.

Beginning in the late 1970s, private and public employee benefit plans and
univessity endowment funds began investing a small (but steadily increasing)
portion of their enormous available funds in PE/VC funds. As this huge pool
of previously risk-averse capital began to seek skilled PE/VC professionals to
handle a slice of their investment capital, the formation of PE/VC funds—often
staffed by experienced former executives from the PE/VC subsidiaries of banks
and insurance companies—received a tremendous boost.

Today the PE/VC industry is an extraordinary mixture of institutional PE/VC
subsidiaries (investing money supplied by a parent bank or insurance company),
private funds (investing money supplied by sophisticated investors, including
public and private employee benefit plans and university endowment funds,
wealthy U.S. families, insurance companies, banks, wealthy foreign families,
and foreign governments), and wealthy individuals and families (angel investors)
investing their own money. These institutional PE/VC subsidiaries and private
funds focus on a wide range of risk-oriented investment opportunities from seed
money and early stage start-ups to later-stage growth-equity investments, recapi-
talizations, buyouts, turn-arounds, and industry consolidations, while angel
investors typically focus on smaller seed money and early stage investments.

PE/VC funds formed in the late 1970s were generally $100 million or less in size
and made investments ranging from a few hundred thousand dollars to a few
million dollars. Many recent PE/VC funds have capital exceeding $1 billion (and a
few exceeding $10 billion), and make equity investments exceeding a billion dol-
lars. Thus the PE/VC industry has moved from specialty financing into the top
ranks of mainstream American (and global) business.

1107 THE SHIFTING SANDS OF FEDERAL TAX RATES

Most of the transactions discussed in this treatise (e.g., a PE/VC fund formation,
a Newco start-up, or an LBO), if effectuated now, would produce tax ramifications
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far into the future. However, predictions as to whether future top individual or
corporate tax rates will rise or decline are unfortunately pure guesswork because
of the conflicting political and economic philosophies of the U.S.’s two principal

political parties.
The top 2016 corporate income tax rate (for OI or CG) is 35%.

The top 2016 individual income tax rates are 39.6% for OI, 20% for qualified
dividend income (“QDI”), and 20% for LTCG (with an even lower rate for LTCG

i

on

rates apply not only to income directly earned by an individual, but also to part-

nership, LLC, and S corp-level income flowing through to an individual equity
owner.

Discussion of individual tax rates throughout this treatise, unless
otherwise specifically stated, takes into account only regular income
taxes and does not take into account (a) the uncapped Medicare tax on
compensation and self-employment income, (b) the uncapped Medicare
tax on passive income, (c) the 3%-of-AGI itemized deduction
disallowance, or (d) the personal exemption phase-out, all of which
increase the effective tax rate as discussed at 107(4).

Unless otherwise stated, when this treatise discusses the LTCG tax

rate for an individual taxpayer, we are referring to the regular LTCG rate,
not to the reduced §1202 rate.

(1) The top federal income tax rate for an individual’s OI and STCG (i.e, gain
on disposition of a capital asset held over one year or less), 39.6% for many years
before 2001, was reduced (in several steps) to 35% where it remained thro
2012, but returned to 39.6% for 2013 and thereafter.

(2) The top federal income tax rate for an individual’s LTCG (ie., gain from
disposition of a capital asset held more than one year), 20% for many years before
2003, was reduced to 15% from 5/03 through 2012, but returned to 20% for 2013
and thereafter.

However, for an individual’s LTCG on sale of “qualified small business stock”
held more than five years there continues to be a reduced federal income tax rate
(14%, 7%, or 0%, depending on the qualified stock’s acquisition date) and a tax-
free rollover on sale of stock that would have qualified for this reduced rate (except
that the necessary holding period for rollover is more than six months rather than
more than five years) where the proceeds from the stock are reinvested in new
qualified small business stock within 60 days after the stock sale. See 1907 for
discussion of these qualified small business stock tax breaks.

ugn

9107 'For this purpose, “individual” generally includes a trust or the estate of an individual.
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(3) The top federal income tax rate for an individual’g QD], long the same as
the individual tax rate on other types of OI, was reduced in 2003 Eo the same ratg
that applies to LTCG, i.e., 15% from 2003 through 2012 and 20% for 2013 an

g, .
the(ge[ggtreneans dividends (out of corporate E&P”) taxable to an 'individuf?l (dg‘ejctlg
or through a flow-through entity) from either a U.S. corporation or a “qualified

-U.S. corporation. .
noggiiic';enlzl from a non-U.S. corporation can qualify for QDI tax treatment if (a)
the stock (including ADRs) on which the dividend is paid is rea'dﬂy. trladable onan
established U.S. securities market, or (b) the non-U.S. C'orp(‘)r:dtlon is mcorporated
in a U.S. possession, or (c) the non-U.S. corporation is eligible for bgneﬁts qf a
comprehensive U.S. income tax treaty which includes an excha_nge of information
program, but in each case only if the corporation is not, in the dividend year or the

i 1, a passive foreign investment company. .

Pl‘lzl‘ giideng (from a U.%. or qualifying non-U.S. corporation) constitutes QDI
only if anindividual holds the stock (directly or thr(?ugh a flow-through entity)
more than 60 days during the 121-day period beginning 60 days befo.re the stock
goes ex-dividend (for certain preferred stock, more tha.n _90 days durlr_1g the 181-
day period beginning 90 days before the stock goes ex—d1mden§). For this purpose,
the period an individual is treated as holding stock does not.mdude any day on
which the individual has a contractual obligation (or an 0pt1on)‘tc_) sell substan-
tially identical stock. As a result of this rule, a divid.end the ex-dividend date for
which is subsequent to the date the individual enters into acontract to sell the stock
(e.g., where an individual sells stock of a target corporation and the sales cqntract
permits the target corporation to pay a dividend to the selling sharehglders imme-
diately before closing) may fail to qualify for QDI treatment—even if the indivi-
dual has held the stock for a long period before entering into the contract to sell the
Stozlzditionally, a dividend does not qualify to the extent tl’lle shareholder is under
an obligation (whether pursuant to a short sale or otherwm_)e) to 'ma!ke payments
related to the dividend with respect to positions in substantially similar or related
erty.’ .
prcgl)) Sbi(sguised additional federal individual income-based taxes. The effectlve
federal tax rates for an individual are higher in many cases than the regular income
tax rates discussed in (1) through (3) above (e.g., 39.6% Ol rate and 20% LTCG and
QDI rate for 2013 and thereafter) because of additional federal income-based taxes
and deduction phase-outs discussed in (a) through (e) below.

?E&P—earnings and profits—is a concept similar to accounting retair.\ecl earningg b.ut d.eter;mnid
in accordance with tax principles, and is calculated in two components (wltlhout duplication): (1) G_r t le
entire year in which the dividend is paid (current E&P) and (2) cumulatlve_ly from »the corporation’s
formation or 1913 if later (accumulated E&P), with the dividend treated as first commg.ot.lt of curre}?t
E&P, including current B&P attributable to the portion of the year after payment of the dividend, to the
extent thereof and then out of accumulated E&P to the extent thereof. .

*A dividend from a regulated investment company (“RIC”) or a real estate I.nvestment h;usc;
(“RETT")—entities generally not taxed at the RIC or REIT corporate level but rather su_b]ect toa @0;11 LED .
form of flow-through taxation—generally qualifies only to the extent the RIC or REIT itselfreceived Q
from another corporation.
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1504.6.4 Avoiding Target-Corp-Level Push-Down
Accounting While Achieving Tax SUB for

Target Corp’s Assets Without Double Tax
on Sale 5-160

1504.7 Key Accounting Issues and References 5-161

The existing owners of a reasonably successful business (“Target”) have decided
to dispose of the business. PE (a fund which purchases operating businesses, gen-
erally using leverage) would like to acquire Target.

In 1501, Target is a wholly owned subsidiary of Bigco, a large C corp which
operates many businesses as subsidiaries and divisions. Bigco acquired
Target during Bigco’s conglomerization phase but now wishes to sell Target
during Bigco's back-to-core-business phase.

In 4502, Target is variously a C corp, S corp, partnership, or LLC owned by
an individual or group, and is not a Bigco subsidiary. Target's principal
shareholders, unable to locate the fountain of youth, are focusing on estate
planning and would like to liquify their estates.

In 9503, Target is a publicly traded corporation. Target’s board of directors
has concluded that (1) although Target’s business is sound, the stock market
does not properly value a company of Target's modest size in Target's
industry and (2) Target's shareholder value can be maximized by selling
Target. In addition, Target’s CEO and largest shareholder (owning 15% of
Target) has tired of the game and is ready to seek sunnier climes.

In each of these circumstances, PE (or a group of PEs) believes that, with
additional post-acquisition capital for expansion, some add-on acquisitions over
several years, proper PE supervision, and more equity incentives for Target's
younger executives (or new executives for Target located by PE), Target’s business
will rise geometrically in value. Hence PE purchases Target’s stock (or forias
Newrco to purchase Target’s assets or stock).

In this Chapter 5, unless otherwise stated, Target is, and long has been, &G corp
subject to double tax under the U.S. federal income tax system, and unless other-
wise stated Newco (created by PE to acquire Target) is also formed as a C corp. If
either (or both) of Newco and/or Target is a tax flow-through entity, i.e., an S corp,
a partnership, or an LLC, none of which are subject to double tax,’ many of the
applicable tax rules are different, as discussed in 9502.1.2 (S corp) and 502.1.3
(partnership/LLC) as well as in Chapters 3 and 7 and in J406.

'Throughout this treatise, whenever a partnership’s or an LLC’s income tax considerations are
discussed, we assume (unless otherwise stated) that the entity is taxed as a partnership for federal income
tax purposes because: (1) the entity has not elected to be taxed as a corporation under the Code §7701 check-
the-box regulations (or, if the entity is organized cutside the US. with no equity owner liable for the entity’s
Liabilities, the entity has made an affirmative election to be taxed as a partnership, which, if not made, would
cause the non-U.S, entity to be taxed as a corporation), (2) the entity is not a PTP (which PTP status would
generally cause the entity to be taxed as a corporation), and (3) the entity does not have only a single equity

owner (which would cause the entity to be disregarded for federal income tax purposes). See 13024 and
q303.2.
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]
Discussion of individual tax rates throughout t};is treatllss,i;l:;iz
i ifi kes into account only regula
otherwise specifically stated, ta _
taxes and dI(J)es not take into account (a) the uncapped I\/Iedmillrl.\s/I ;?;
on compensation and self-employment income, (b) t.he ;gcz:ippf‘ o
i ive i the 3%-of-AGI itemized deduction dis-
icare tax on passive income, (c) : 5
allowance (}))r (d) the personal exemption I;I?S;?;ut’ all of whic
: i i d at i

increase the effective tax rate as dlscpsse : ;
mCUnless otherwise stated, when this treatlse. discusses the IITCEr (l'jaé
cate for an individual taxpayer, we are referring to the regular
ate, not to the reduced §1202 rate.

|

q501 BUYOUT OF BIGCO SUBSIDIARY OR
DIVISION

In 2hie 501 (as described above) Bigco, a large C corp operating flnrzzzsb;ﬁll:;;izz
o subsidiaries and divisions, now wishes to sell Targe..-t, a.C corp nless otherwse
?‘L;\;dr—originaﬂy acquired during Bigco’s congloﬁeréaac:; 1;}:2151; ) F;Es) beﬁgve
¢an now concentrate on Bigco's core buglgesses, whi (f PE(ra gIoup o e addion
that Target's business Wﬂl—‘z\-fl.th additional capital 0f Tp o ,Oun s
isiti PE supervision, and more incentive for Larget sy g
?iiz%??zoﬁ‘:vpzigiﬁves Ilzcated by PE)—rise geometrically in vialuet. 'il‘}Lusij%r;z 1-?5
several PEs—along with Target's management (or new executives Toc]::a :t . g/m F
several lenders—begin the task of structuring Newco to acquire larg

PES memer-msmmmmommm=asasaamars E
Mezz lenders =-=======s==mc==u=== :
Rides Target management=======-=-===" .
Banks ==---=-s=mmmmmsmmmnmmnm== 1

A

idi Newco formed
Tar%ertds;:igisll)cr!]lary } """""""""""" > 1o buy Target

¢501.1 Financing $100 Million Buyout

q501.1.1 Financing Structure

ievi i illi 11 its subsidiary, Target, for $100
believing Bigco would be willing to sell 1ts s : :
miﬁiisﬁ }?alfz lfo{%meg Newco and arranged $100 million of financing for Newco

corp in 4 tranches:
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Structuring Venture Capital Transactions

Securities to Be Issued Millions
Senior bank debt ...........o.ooea $50
Subordinated /mezz debt ....... 20!
Preferred stock ...oooooevvvviennn. 29
Common stock (1,000 shares) .. 1
1" —————— $100?
|
Millions
Non-
ot Non- convertible
convertible
Sources of Funds financing debt prsefer!?d iy
Bank lenders .....cooooevvevovi, $ 50.0 $5 B —
lSjl}.;bordinated/ mezz lenders .... 20‘1 28
B ettt e . *
Management ..o, 29.; 2 ;
Total ............ ; $70 $29 -
| Totl $100.0 @2 $29 $1.0

9501 'The $20 million of subordi
. ordinated or i ,,
of subordinated mezzanine (“mezz") debt might ;
$100 million) by ];IIZ lztoii']l{}elf’f by or:(e or more mezz funds, or (if Newco 11§ m:];eaﬁlgli:)led jby ahgroup
: orm o 11 8 i raise the fu
possibly preferred stock). seller paper or seller financing (genera]]y subordinated debf b:tl

*This i implici
example ignores for simplicity the additional amounts Newco must

expense i . .
P s and working capital, raise for transaction
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Split of Securities Normal Transaction Alternate Transaction

Bank lenders $50 million of non- Same
convertible debt

Subordinated/ $20 million for non- $20.1 million for subordi-
mezz lenders convertible subordi- nated /mezz debt plus war-
nated /mezz debt plus $.1 rants or conversion rights to
million for 100 common acquire 100 common shares
shares (i.e., 10% of in exchange for either (a) $.1
Newco’s common) million of such debt or (b)
¢.1 million cash

PEs $29 million for non- $29.7 million for preferred
convertible preferred plus warrants or conversion
plus $.7 million for 700 rights to acquire 700
common shares (i.e., 70% commeon shares in exchange
of Newco's common) for either (a) $.7 million of
such preferred or (b) $.7
million cash

Management $.2 million for 200 Options to buy 200 common

commuon shares (i.e., 20% shares for $.2 million, in

of Newco’s common) which case Newco must (in
order to obtain the full $100
million) raise an additional

¢ 2 million elsewhere

q501.1.2 Magic of Leverage

By borrowing 70% of its acquisition price for Target (i.e., $70 million out of the
$100 million Target purchase price), Newco leverages its yield from its ultimate
sale of Target (or Newco’s equity owners leverage their yield from their ultimate
sale of Newco).

If Newco does not borrow any of Target's $100 million purchase price and if the
Newco/Target business rises in FV by (e.g.) 30%—i.e., if Newco's owners invest
$100 million of equity in Newco and ultimately resell Newco for $130 million—
Newco's equity owners (viewed as a single group) make only 30% on their $100
million unleveraged investment (assuming Newco makes no distributions to its
equity owners out of its operating income).

However, if Newco borrows 70% of the purchase price—so that Newco's equity
owners invest in Newco only 30% ($30 million) of Target's purchase price—the
Newco equity owners’ yield ona successful resale of Newco is greatly magnified, a
concept called the magic of leverage. Thus, if the Newco/Target business—bought

5-11




q501.1.2 St i
ructuring Venture Capital Transactions

with $30 million equit illi

| y and $70 million debt—rises i

e ; : rises in FV b i

l1\T ewecvg’co 1s ultimately sold for $130 million, Newco’s equity )c:vf;gl) 30'%} e
s common and preferred shareholders together, as a sin o (Vlewmg

100% on their $30 million investment, as demonstrated below: Bl group) make

Magic of leverage—30% FV appreciation

Newco’s original purchase price for Target.........

Sale price if Newco FV appreciates 30%. ... -
Debt payoff (assuming interest was paid periodicla:ﬂ.lli;;; accrued) o
Proceeds for Newco’s equily owners..........., "
Original equity IVeStNERt oo Q
Ratio of equity proceeds to original equity investn.r;elr;lt ...................... @
Conclusion: 30% FV increase = 100% equity profie :

1501.1.3 Nightmare of Leverage

o , ;
o dzgii\:*i, ;;t\l;e I:.Lewlr\cl:o /Target investment is not successful—i.e., if Newco,/Tar
—the Newco equity owners’ lossissimi fiif ]
; ssissimilar]
Ifl (io;: example) Newco/ Target declines 30% in FV, so S’trajt/ ﬁagmﬁEd o le‘ferag?-
ately sold for $70 million, Newco's equity o ‘ o g ot

lose 1009% of heir $30 millon everagert o wiers (again viewed as a single group)

estment, as demonstrated below:

Nightmare of leverage—30% FV decline

Newco’s original purchase price for Target.............
Sale price if Newco FV declines 30% ... o
e e e ———— $ 70

ebt payoff (assuming interest was paid periodically as accrued) 7
Proceeds for Newco's equity owners........ o 5
Original equity investment ... . i:()

- A 3

Ratio of equity proceeds to original equity investment -
Conclusion: 30% FV decline = 100% equityloss' =

Obvi()usly lf t 1 p()]tl() Oj WCO 5 puICha e P”(e alc ed [)y EVEIagE
7 1 Ne S

5 . i s i .
exceeds : DO-/U, th.e Illaglllf ylllg effeCt (upslde or 0%1151(316) 15 h]‘g 18T t]:la“ deSCIIbEd

abO ve. SlIIlﬂaIly lf f:hE‘ le verage 1s belo W : 0 30 the o e S1 or
7

iMoney on money or MOM ratio = 2x.
Money on money or MOM ratio = 0x.
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q501.1.4 PE’s Limited Exposure

Another important aspect of the $70 million of leverage (i.e., debt) incurred to
purchase Target: PE almost always structures the acquisition debt so that only
Newco and /or Target are liable to the lenders (the banks and the subordinated /
mezz lenders), and PE is not liable (either as borrower or guarantor).

Thus, if Newco/Target fails, PE’s maximum loss on the transaction is the $29.7
rmillion PE invested in Newco’s preferred and common stock, and the other equity
owners’ maximum loss is the $0.3 million they invested in Newco common stock.
The remaining $70 million of potential loss (i.e., the $70 million of borrowed money,
to the extent not repaid by Newco/Target, either from operating cash flow or the
proceeds from sale of the Newco/Target business) is borne only by the lenders.

A financing structure under which PE both leverages its upside yield and limits
its loss on the downside is the essence of a leveraged buyout.

q501.1.5 Bifurcated Capital Structure

T+ Mewco's $30 million of equity financing were structured solely as common
stock, each 1% of Newco’s common stock would cost $300,000 G.e., 1% of $30
million). Thus, for example, if management wanted to buy (and PE wanted to
incent management by selling them) 20% of Newco’s common stock (giving man-
agement 20% of the transaction’s upside potential), management would have to
invest $6 million, a very substantial amount. By instead structuring 97% of New-
co’s equity (by dollar amount) as non-convertible preferred stock ($29 million
preferred stock out of $30 million total equity), management is able to buy 20%
of the transaction’s upside potential by investing only $200,000 (ie., 20% of $1
million aggregate common stock).

Similarly, if all $30 million of Newco's equity were common stock (i.e., Newco
issued no preferred stock), the subordinated /mezz lenders who are buying an
upside equity kicker consisting of 10% of Newco’s common stock would have
to invest $3 million, again a very substantial amount. By instead structuring
97% of Newco's equity as non-convertible preferred stock, the subordinated /
mezz lenders can buy a 10% upside equity kicker (i.e., 10% of Newco's common
stock) for only $100,000.

Finally, if all $30 million of Newco's equity were common stock (i.e., Newco
issued no preferred stock), any subsequent distributions to Newco’s shareholders
wonild be shared between PE, management, and the subordinated/mezz lenders.
By instead structuring 97% of Newco's equity as preferred stock held by PE ($29
million preferred stock out of $30 million total equity), PE has priority over all of the
common stockholders with respect to the first $29 million (plus preferred stock
yield) of distributions (just as VC has priority to the first $940,000 [plus subordinated
debt and preferred stock yield] in the start-up capital structure described in 1202).°

5Gee 501.5.4.2 for discussion of tax reasons the parties might want to reduce the percentage of
Newco's $30 million equity instrument which is represented by preferred stock from 97% ($29 million
out of $30 million) to a less aggressive (e.g.) 90% (ie., $27 million out of $30 million).




1501.2

1501.2 Three Separate Transactions

A buyout is really 3 separate transactions, each complex and time consumin
and all mutually interdependent in their consummation, as described below.

1501.2.1 Acquisition

The first transaction—Newco’s ac
of the issues inherent in any corpor.

(1) Negotiating the purchase price for the Target business.
(2) Negotiating representations, warranties

closing conditions, non-compete covenants, transition services agreement,
etc. between Newco and Bigco.

(3) Newco’s due diligence on the Target business.

(4) Structuring federal income tax aspects of the acquisition transaction,
including:

ate acquisition:

® The pros and cons of structuring the acquisition as an asset purchase,

a stock purchase, or a forward or reverse merger.

Whether the structure selected results in single tax or double tax to
the seller.
[ ]

Whether the structure selected gives Newco asset SUB or asset COB.

(5) Analyzing other legal aspects of the acquisition transaction, including:

® Liabilities to be inherited b
tingent liabilities.

¢ Transferability of Targe

Sales and transfer taxes

State income tax issues.

y Newco or its subsidiaries, including con-

t's assets, including contract rights.

Acquisition issues are discussed further in 1501.3.

1501.2.2 Debt Financing

The second transaction—Newco’s $70 million
tion—includes negotiating the terms of Newco’s
debt, as well as any seller financing,
LBO acquisition.

Debt financing issues are discussed further in 1501.4.

debt financing for the acquisi-
senior and subordinated /mezz
and is critical to consummation of the

1501.2.3 Equity Financing

Newrco's equity financing is the third transa
$30 million equity financing arrangements is
negotiating the equity structure of a start-
discussed in Chapters 2 and 4, including:

ction. Negotiating Newco’s complex
similar to (but more complex than)
up or growth-equity investment, as
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quisition of Target from Bigco—presents all

, and indemnification provisions,

501.2.3
Chapter 5. Structuring Buyout

¢ The common stock split among PEs, management, mezz lenders, and possi-
1ler. . Y
s 1t\j\li?ii::}tii;eﬂ-lanagermf:n’c (a) buys common stock to obtain LTCG taxtzgah%%ls
(b) receives ISOs, with possible LTCG treatment, or (c) is gran ;
sulting in Ol tax treatment. . _ .
o %zr::ili?él);;:angemgents on management’s stock or options, including Code
tax issues. ’ ]
° 383}(:31)::5(]3 123R accounting issues presented by management's stock pur
option grants. . -
e \C/iili-ise?choerr IlIDewcogs securities are structured 50 that PEs are entlﬂgivf;?bé
receive back their investment plus a fixed yiel_d .(through ngn—c1 e
debt and /or straight preferred stock) before splitting the residua
stock) profits with management and the mezz lenders. e s Kemam
¢ Board control of Newco and veto powers for PEs and/o
ity owners and creditors. . o
® i?::litiy of PEs and/or other Newco equity owners to mandate or veto a
witimate Newco sale or IPO. ' y
e V\lfilig’iiaier Neweco is formed (1) as a regular C corp subject to dou‘t];ie t:i;(oo(?; r(11 )
as a flow-through entity (i.e,, an LLC, partnershilf;,T orS iotrp%lsli; e]reé0 o0 b)é
i i i rget to
i n which case ultimate sale of Newc.o a
Zﬁi;t:;d 1to deliver asset SUB to BuyerCo with single (not double) tax to
Newco and its equity owners.

Equity financing issues are discussed further in T501.5.

q501.2.4 Key Issues and Appendix References on Buyouts in
General

s
How does a buyout differ from other mergers or acquisitions:
References:

e Ginsburg Levin and Rocap Mé&A treatise 1101 (buyout definition) and 102

What does it mean when one layer of invested money (dei:{)t or Pﬁiﬁertsci[ ;ﬁzc;r)l
is “subordinated” to another layer? Why would an 1nvestor e willir z it
}S e t (debt or preferred stock) which is subordinated to -other 1ns u >
ms‘t,:;ilr;ce;e the typicI:)al terms of the debt and equity securities issued in a buyout?

References:

e Chapter 6 of this treatise
. ‘ﬂlogof this treatise (defining mezz debt and mezz lender)

Why is Newco’s capital account bifurcated, with PEs buyin%< 7bo‘rh preferred
and co}inmon stock, while management buys only common stock?

Appendix references:

i i i t of a
e See 202 of this lreatise, discussing the same issue in the contex
start-up transaction
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® See Levin, Perl, and Hirschtritt, Divide and Conquer: Why and How to

s Equity Structure (Venture Capital Review, Winter-
quently updated to cover developments through pub-

Bifurcate Your LBO’
Spring 2004, as subse
lication of this treatise)

Will all of the interest on Newco's d
ebt b :
tax hurdles must be overcome? B dladustible Tor

References:

. . )
T601.1.6 of this book (regarding terms and tax ramifications of subordinated

debt) and the precedents cited therein

Was the highly leveraged buyout craze of the late 1980s good for America?

Was the high-tech and Int
s o Kt ernet start-up craze of the late 1990s thru early 2001

Was the over-levera

America? ging binge of the first decade of the 21st century good for

Do our current tax laws encoura ;
e hieh 1 ol
Should our tax laws be chang.c-_d?g gh leverage?

Appendix references:

* Testimony Before the House Wa
2/2/89

® American Law Institute, Federal Income Tax Project, Reporter’s Study Draft

6/1/89 Subchapter C
o 10 pter C Supplement Study, by Professor William D. Andrews,

ys & Means Committee of Jack S. Levin

1501.3 Key Acquisition Issues

1501.3.1 Purchase Price and Related Issues

¥501.3.1.1 Purchase Price

After the parties have a i
After greed on the n i
pricing issues still remain to be negotiated,‘:;:cll?fgilg3 UlfChaSE RIS 5 MR of
El; Amount payable in cash. ¥
2) Amount payable in the form of
. N l
(o, veler pape oo o ewco subordinated debt or preferred stock
s ﬁ;)etl?;zzlgﬁse p;lce CiadjI.I'S.Itments to reflect such items as (a) Bigco’s retention of
on hand at closing or (b) changes in Target's
‘ . net b
Work1‘ng. capital between date of Target's financial ?tatement o\l
negotiating the purchase agreement and closing.

s relied upon in

Requirement of an audit and right of appeal to (a) an independent CPA

7 4 T (C) L&, i
! - (8] 0 ourt [30 1'9501 ve an dlS Llf:ed UIChaSE PI].. ce
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tax purposes? What

Chapter 5. Structuring Buyout 1501.3.1.1

o Reference to GAAP consistently applied or to Target’s accounting principles
consistently applied to calculate any purchase price adjustment.

Where there is no purchase price adjustment for Target's closing date net book
value or net working capital, it may be desirable (although not as effective) for
Newco to seek covenants (a) forbidding distributions from Target to Bigco prior
to closing and /or (b) obligating Bigco to conduct Target’s business prior to closing
in the ordinary course and in accordance with past custom and practice, especially
with respect to activities the deferral of which would allow Bigco to generate and
retain more cash from Target’s business, including covenants:

Requiring normal repairs, maintenance, cleanup.
Requiring normal purchases of new capital assets.
Requiring normal purchases of inventory.

Prohibiting accelerated or discounted inventory sales.
Prohibiting accelerated or discounted receivable collection.
Reatiring normal trade creditor payments.

If (he parties cannot agree on a fixed purchase price, they may want to use a
contingent purchase price or earnout based on the future performance of Target's
Susiness, although such an approach generally raises complex issues as to (a)
whether buyer or seller controls management decisions during the earnout pe-
riod, (b) whether adjustments to actual earnings will be made for unanticipated
events, including strikes or fires, recessions, and increases or decreases in discre-
tionary expenditures such as advertising, (¢) whether to include earnings (losses)
from subsequent Target add-on acquisitions (and, if not, how to allocate certain
expenses between Target's original businesses and any businesses subsequently
acquired), and (d) the like.

§501.3.1.2 Representations, Warranties, and Indemnification

Representations and warranties (“R&W?”) are a series of statements in the
acquisition contract confirming, for example, that (except as set forth in a disclo-
sure schedule to the acquisition agreement prepared by Target's owners—here
Bigco) Target has no liabilities, Target's financial statements are accurate, Target's
assets are in good condition, etc. (as described in more detail below). There are
at least 4 reasons Newco seeks such contractual representations and warranties

from Target's owners (here Bigco):

e Disclose information useful to Newco in deciding (a) whether to buy Target,
(b) what price to pay for Target, and (c) whether to insert specific contract
clauses dealing with specific items.

 Back up Newco's R&W toits lenders who are financing Newco's acquisition
of Target.

o Allow Newco to call off the deal after contract signing and prior to closing
(where signing and closing are not simultaneous) if the contractual represen-
tations and warranties are incorrect.
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* Allow Newco to seek money damages from Target's owners (here Bigco),

or in an extreme case to rescind the transaction, if the representations and
warranties are incorrect.

Some key R&W Newco may seek from Bigco:

(1) T.here are no Tax:ge‘_c _liabilities (and no facts or status which could give
rise to a Target liability) not shown on Target’s balance sheet (including
known and unknown contingent liabilities), such as:

¢ Environmental/pollution violations or cleanup obligations.

® Employment discrimination claims.
® Pension underfunding or unfunded retiree medical or insurance
benefits.
Uninsured or under-insured product liabilities.
e Product warranties.
* Patent/copyright/trademark infringements.
Antitrust violations.
Tax deficiencies.
Breach of contract claims.
OSHA violations.
Guarantees.

Other lawsuits, claims, or contingent liabilities.

2) Target'si i i i
ES; Targzt’s mve_ntc})jrly is good anel sal'able in th_e ordinary course of business.
get's receivables are collectible in the ordinary course of business within
a specified period.
(4) Target’s plants, equipment, and othe i i
: ; ; r tangible assets are in good i
condition and without defect. sooc operaing
(5) Target's fi'nancial statements are either true and correct or fairly present
Target's financial condition and operating results in accordance with
GAAP, consistently applied.
(6) Target has good title to its assets and Bigco has good title to Target’s scock.
(7) Target. has _committed no violations of law or governmental regu.ations
(especially important where Target is engaged in a regulated industry).
(8) No governmental or third-party consents are necessary to complete the
buyout, except as listed on a schedule.

Each R&W generally contains an exception for matters listed on the disclosure
sehedule prepared by Target’s owners. Thus, when Target and its owners (here
Bigco) list an exception in the disclosure schedule, they shift the risk for that
matter (e. g contingent liability, questionable inventory, doubtful receivable
GAAP variation, violation of law, etc.) to the buyer (here Newco), absent a contrac:
tual indemnification clause explicitly shifting the risk back to B’igco.
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Bigco’s R&W can be unqualified or can be qualified by references (a) to Bigco's
knowledge (or to the knowledge of specified Bigco executives) or (b) to a material-
ity standard or (c) to both.

Only if Bigco’s R&W survive the closing can Newco make a contractual claim
against Bigco for damages, in which case the 3 principal issues are (1) the time
period permitted to make claims, (2) the stated basket (either a deductible amount
or a threshold amount which must be reached before a claim can be made for the
entire amount), and (3) the maximum claim amount.

Security for Newco claims against Bigco (e.g., escrow portion of purchase price,
holdback portion of purchase price, right to set off against seller paper (debt or
preferred stock), lien on Bigco assets) is more or less important, depending on
Bigco's financial health.

Newco might also seek third-party insurance against a specific Target contin-
gent liability, depending on the premium a third-party insurer would charge for
a specified amount of protection and whether the insurer can underwrite and
issue the policy in time to meet Newco's acquisition time schedule.

Person: who are interested in the extent of Bigco’s R&W, and Newco’s rights
to re¢over for breach, include not only Newco and its shareholders, but Newco’s
lendzrs as well.

The parties’ negotiating positions on these issues are generally as follows:

o Extent of R&W. In the typical negotiation, Newco seeks extensive R&W
from Bigco regarding Target. Bigco, however, seeks to give Newco far fewer
R&W (or possibly none at all—i.e,, an “as is” sale) and to qualify them
with concepts of materiality and knowledge.

e Survival. Newco seeks to have the R&W survive the closing for a lengthy
period (possibly forever) and seeks to have Bigco indemnify Newco against
any breaches Newco discovers during the survival period. Bigco, however,
secks to have the R&W expire at the closing (i.e., to give Newco no right
whatsoever to sue Bigco after the closing for breaches of R&W) or, at least,
to have the R&W survive only for breaches discovered by Newco within
a short period (e.g., 6 to 12 months after the closing).

o Deductible and/or ceiling. Newco seeks indemnification which begins with
the first dollar of damages from breach and is unlimited in amount. Bigco,
however, seeks to have its indemnification obligation subject to (1) a deduct-
ible so that Bigco pays claims only in excess of (e.g.) $1 million (or if Bigco
cannot obtain a deductible, at least a substantial minimum threshold which,
if exceeded, will result in payment of the full amount), (2) a ceiling so that
it pays no more than a specified dollar amount or percentage of Newco's
purchase price for Target, and (3) where Target has more than one owner,
several, rather than joint and several, liability (so that each owner is liable
for only a pro rata share).

e Escrow or other security. Newco seeks security for Bigco's indemnification
obligation, e.g., a holdback of part of the purchase price, escrow part of
the purchase price, set off rights against any seller paper, and/or liens
against Bigco assets. Bigco, however, does not desire to provide any such
security for its indemnification obligation.
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e Assgr_nption of liabilities. Newco seeks to assume responsibility for onl
spec1f1ed.Target ordinary-course-of-business liabilities and to leave behing
the rema.mder (including unknown and contingent liabilities) for Bigco to
pay (or, in a stock purchase, to have Bigco agree to indemnify Newc%) and
Target for such non-assumed liabilities). Bigco, however, desires that Newco
assume responsibility for all of Target’s liabilities, known and unknow
liquidated and unliquidated, fixed and contingent. "

9501.3.1.3 Closing Conditions

Newc_o seeks expansive closing conditions allowing Newco to bow out of th
fransaction (a_ft?r the acquisition agreement has been signed) if things do not (‘i
as N‘_awco anticipated (i.e., Newco seeks a contract which is in effect an o tiongt
acquire Target). Some of the closing conditions Newco may seek includel'3 ’

® Failure of Newco’s debt or equity {inancing (i.e., a financing out).

* Unsatisfactory completion of Newco’s due dili inati

: e diligence exa

(i.e., a due diligence out). i Rahon Target
Failure to comply with all appli i i

: pplicable laws and regulations, includi -

chtt-Rod1no antitrust clearance from FIC. i e Hart
Faﬂurg to obtain necessary third-party consents.
Material adverse change to Target’s business.

Bigco genf‘era.lly resi_sts both a financing out and a due diligence out or at least
attempts to limit the time during which Newco can exercise such outs.

7501.3.1.4 Transition Services

t 1\1\]IEWCO may seek a contract obligation for Bigco to supply transition services
0 Newco/Target for a reasonable period after the acquisition at reasonable prices

Computer and information management.

® Purchasing.

Payroll and employee benefit administration.
Insurance administration.

Space rental.

Accounting services.

Receivables collection or payables management.

9501.3.1.5 Seller Paper

If Newco cannot raise all the financin
-annot . g necessary to purchase Target, N
?ay need to fillits financing hole by issuing seller paper (i.e., Newco su%ordir?;;rsg
ebt or preferred stock) to Bigco as part of the purchase price. See {501.4 for some
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of the issues such seller paper raises, including subordination to, and maturity
after, Newco’s other financing.

q501.3.2 Transferring Target Assets and Contracts
§501.3.2.1 Hard to Transfer Assets and Contracts

Where Newco is purchasing Target’s assets, some properties may present ditfi-
culties in effectuating the transfer from Target to Newco, including:

(1) with respect to a Target contract right (e.g., a technology license or real
estate leasehold), a prohibition in the contract between Target and the other
contracting party (the “OCP") on Target's transfer of the contract without
the OCP’s consent (in which case the OCP may demand a substantial
consent fee where Target's rights under the contract are valuable and
are being transferred),

(2)(" With respect to a governmental license, a prohibition in the license (or in
governmental regulations) on Target’s transfer of the license without the
consent of the governmental agency, and

(3) with respect to real estate, vehicles, aircraft, patents, trademarks, copy-
rights, and other assets the transfer of which must be registered with a
governmental agency, the preparation and filing of papers with (and the
payment of fees to) the governmental agency.

Examples of such hard to transfer assets:

» Long-term low-rent leasehold.
* Long-term low-interest borrowing.
e Long-term low-royalty patent or other technology license.
» Governmental license or permit.
e Large number of vehicles or aircraft.
» Large number of real estate parcels.
Large number of patents, trademarks, or copyrights.

Where Target is a Bigco subsidiary (rather than a Bigco division), structuring
the acquisition as a purchase of Target's stock by Newco or a reverse subsidiary
cash merger of a Newco subsidiary into Target (rather than a purchase of Target’s
assets) generally eases the burdens of transferring such Target assets, unless the
contract or license (or governmental regulations regarding a government license)
treats a change in Target's control (here from Bigco to Newco) like an asset transfer
and hence requires consent of the OCP or governmental entity.

A forward cash merger of Target into Newco or a Newco subsidiary may ease
the burdens, depending on the contractual language (or governmental regulations
regarding the license) and whether state law applicable to the contract or license
treats a conveyance by operation of state merger law as a transfer.

It is necessary to read each contract or license (or governmental regulation
regarding a license) to ascertain whether a third-party consent is necessary for a
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stock sale, a reverse subsidiary merger, a forward merger, an asset sale, and,
where the contract or license (or governmental regulation) is silent, to review
applicable state law precedents.

However, buyer may decide to ignore a contractual provision requiring advance
consent for transfer of a contract if the contract is not material to the business,
perhaps in the expectation that the other contracting party will have no interest

in canceling such a contract or, if the other contracting party does cancel, that it
can be easily replaced.

9¥501.3.2.2 Sales Taxes and Real Estate Transfer Taxes

Many states impose sales tax (often 6% to 8%) on a sale of tangible assets
which will not be held by the buyer for resale, i.e., machinery, equipment,
furniture, and other fixed assets. Some states also tax transfers of computer
software.

However, some states exempt the sale of a business in bulk or other casual sale.

Some governmental entities impose real estate transfer tax (state, county and/
or municipal) at rates which vary greatly from jurisdiction to jurisdiction.

Where such a sales tax or real estate transfer tax is imposed, it generally applies
to a sale of assets. Whether the tax applies to a forward cash merger depends on
state transfer-tax law. Such tax generally does not apply to a sale of stock or a
reverse subsidiary merger, except that some jurisdictions (e.g., New York) impose
real estate transfer tax on a change in control of an entity owning real estate while
other jurisdictions (e.g., Illinois) impose such tax on an entity’s change in control
only if the entity’s assets consist predominantly of real estate.

9501.3.2.3 Real Estate Title Insurance

Normally relatively clean title insurance can be obtained on real estate incliided
in an asset purchase.

It is often possible to obtain an additional endorsement (at extra cost) giving
relatively clean title insurance on real estate in a stock purchase or merger.

If real estate is pledged as collateral to secure acquisition financing, the lender
generally requires title insurance payable to the lender, in which case an additional
owner’s policy to protect Newco can be obtained for a nominal additional charge.

Premium costs vary significantly from state to state (e.g., between $1 and $5
per $1,000 of coverage).

9501.3.2.4 Union Contracts

A union contract may contain a successor clause or otherwise seek to bind

Newco even in an asset purchase. In any event, Newco probably must deal with
Target’s unions.
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acquisition as described in 9501.3
investment or acquisition excee

9501.3.3

q501.3.3 Hart-Scott-Rodino Antitrust Filing for Acquisition

§501.3.3.1 Filing and Waiting Period

i i i i tment or
ili i DOJ is required if (1) the size of an 1nves.
g g iy .13.2 e:lcceeds $312.6 million or (2) the size of an

ds $78.2 million and the size-of-person test
with at least $15.6 million and one with gt
d by annual net sales or total ‘assets) also 156
s for exemption as described in ‘I-[S.O‘l 334.

d (before closing the acquisition) after
hich period is extended if FTC/

described in §501.3.3.3 (one person
least $156.3 million generally measure
satisfied, unless the transa;tion qgéiﬁe o
enerally is a 30-day waiting p
theT;l;:Eegs have rzade their requir(?d HSR {ilings w
DOJ requests additional information.
Newco must pay a filing fee:

f "\ Fee Transaction value
$ 45,000 greater than $78.2 million but less than
$156.3 million
$125,000 at least $156.3 million but less than $781.5
million

$280,000 $781.5 million or more

If other HSR reportable events are occurring, additiorft;l filing]'3 ff:; tﬂlainlﬁ il:lteéf
i t file a subs
rties to an HSR reportable transaction must 1ie a : f
infgflrift?on with FTC/DQJ, including (1) any confldentlallfmfogﬁ\lztéi?s trsr;eil;gzg—
i h function if no ,
“CIM") (or other document(s) serving suc 1 :
igo(f iieth)er the CIM discusses market shares or compenhon—relfaf’.ced top:icii,e 22;
(2) each study, survey, analysis, and report prepa}red by or foran o 1cefr glr irector
(or person exercising similar functions for an unmcorporai;ed ent1ttr3cr))1 lci)n : pgarént "
i i i director of a con
Newco, including by or for an officer or : :
%ggt?;]led subsidiary, which was prepared for the purpose of evah;?h‘ng é)ire Sar:})g)
ing the transaction with respect to either (a) synergies and/ or e 1c1enkEt e B
mgrkets market shares, competition, competitors, or the pj)tgnhal folr(S rimax; o DEQI-S’
sion (eitiuar geographic or with new products), irllcludmg Iﬁfgf&fd pac; Rl
i tants, or o S
books” prepared by investment bankers, consu ;o1 ;
eic;?Ler dlflrirlzg an engagement or for the purpose of seeking an engagement

: : forth in text

The size of various HSR tests are adjusted annually fC?r 1nﬂat1‘on, and :h:f ;Ts&gseﬁécﬁve iy
flect the 2/25/16 adjustment applicable to any transacﬁo{x: closm.g"({n o 2 G b SR
re EFIC/DOI staff takes the expansive position that (1) an “analysis 1r.1c1u ‘es any i
andum, handwritten nate, correspondence, email message, computer - lihde ptffssif—irclin’s coImPetitive
i 5 document contains even a brief evaluation or analf‘ls of ¢ : s, ired to be filed
miptestgh here such document contains substantial other information not require et .
?;Vfirilfs;g: ié)ei\;ecr;fcvieeany such analysis may render the FISR fﬂjlng ;?ﬁcir;:';rocﬂ;?: E?;;Ives :Z:i S t;‘;
. s un ’
period restarts when the omitted analysis is subsequently submitte P
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pany’s stock) may require cooperation from other shareholders who may not (or will
not) be in agreement with PE/VC’s timing, price, or other disposition terms.

In addition, state corporate law generally imposes fiduciary obligations on a major-
ity shareholder (and on the board of directors) with respect to the treatment of min-
ority shareholders, which may inhibit PE/VC’s ability to obtain certain desired
advantages over other shareholders (e.g., priority in a public offering) where PE/
VC controls Portfolio Company at the back end. Such a fiduciary duty would not,
however, extend to or adversely affect PE/VC’s back-end invocation of contractual
rights PE/VC obtained in connection with its initial investment in Portfolio Company.

Thus, it is important at the front end, when PE/VC is making its investment in Port-
folio Company, that PE/VC obtain contractual rights to control back-end exit strategies.

Other M .
shareholders anagemen
""" > |PO and subsequent public stock sales

--------- » Tax-free merger with BuyerCo
............. » Sale to BuyerCo

Exit strategies

PE/NC-financed
portfalio
company

For that reason, it is typical for PE/VC to insist at the front end that Portfolio
Company and its other shareholders sign (e.g.) a registration rights agreement
Suchanagreementmay give PE/VC control over the timing of a future IPO, selection
of underwriters, priority over other shareholders in the public resale of its stoek,
the right to demand additional SEC registrations subsequént to the PO and the
right to have PE/VC’s IPO and subsequent registration expenses paid by Portfolio
Company. See §207.7 regarding SEC aspects of reselling PE/VC’s Portfolio Com-
pany securities and 207.7.3 regarding a front-end registration rights agreement.

Similarly, where PE/VC is Portfolio Company’s majority shareholder (or per-
haps merely Portfolio Company’s largest single, although not majority
shareholder), it is typical for PE/VC to insist that Portfolio Company and its other
shareholders sign “drag-along” agreements, giving PE/VC the right to find a
buyer or several buyers for part or all of Portfolio Company’s stock (or a merger
partner or asset buyer) and binding Portfolio Company and its other shareholders
to cooperate in effectuating such transactions. See 7206.

Particularly where PE/VC is a minority investor, PE/VC will often want “tag-
along” rights to sell alongside management and other principal shareholders if
they sell their Portfolio Company stock (or a significant portion of their stock).

PE/VC’s exit strategy may include (1) sales of Portfolio Company stock to the
public in an IPO or a post-IPO registered offering or (2) sales of restricted
Portfolio Company stock to the public pursuant to SEC Rule 144 or (3) distributions
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in kind of Portfolio Company stock to PE/VC’s limited peilitne;s,lza:ﬁeosft ;\;klic;r:l(zz)iz
i ' imitati hether to sell or ho
hen decide, subject to Rule 144 limitations, w h Gl
ZaTél of Portfoh'oJCDmpany to a large company é Buyeli(Ccf) ) in ;hta;::illi sfe:)lre Cc;rsfl1
izati i for BuyerCo stock, for cash,
tax-free reorganization, in exchange e R
k, or partly for cash and partly fo y

and partly for BuyerCo stock, or e e e
i tax purposes on the ins

instruments reportable for federal income tax pu . men nocs

i i 1 investment in Portfolio Company
inally, PE/VC may (at the time of its initia . :
seeigaright to put its stock back to Portfolio Company at some fllltudre Ft\lime either
at a formula price (e.g., 10 times earnings per share)_ or at appraise d.l -
In this Chapter 9, unless otherwise stated Portfolio Company is, an Ogg .

been, a C corp. If Portfolio Company is a tax flow-through entity, i.e., an 5 corp,

nership, or LLC, not subject to double tax, many of the applicable tax rules are

L q502.1 and 406.

different, as discussed in Chapters 3 and 7 and

Discussion of individual tax rates throughout this treatllse,‘ungsz
otherwise specifically stated, talkes into account only regdq ar 12;\( ne
taxés and does not take into account (a) the uncapped Me 1;a}rj di,care
cémpensation and self-employment income, (b? the uncappe d':auow_

. tax on passive income, (c) the 3%-of-AGI itemized dedu-c‘ﬁoln ; allow
! ance, or (d) the personal exemptif])l?ol:;?:)se-Oth, all of which incr
i rate as discussed at 1
eff[le;:l‘;:zstaciherwise stated, when this treatise_ discusses the IITC]EST(t:aé
rate for an individual taxpayer, we are referring to the regular

rate, not to the reduced §1202 rate.

q901 INITIAL PUBLIC OFFERING

....... secondary, ,
e offering ™

primary "~ )
.= offering stock

PE/VC-financed

portfolio
company 0
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7901.1 Methods for Reselling Restricted Securities

Generally PE/VC and others originally acquired their Portfolio C ompany secu-
rities without SEC registration in a Reg. D private placement or a Rule 701 unre-
gistered sale to service providers as described in 1207. Hence their Portfolio
Company securities are generally “restricted securities.” A holder of “
securities” can generally resell such securities only:

restricted

in a public offering registered with SEC under the 1933 Act (requiring a full-
blown 1933 Act registration statement), or

in an unregistered public sale of restricted stock under SEC Rule 144 (gen-
erally after Portfolio Company has already become a 1934 Act reporting
company, as defined in §207.3.2(2)), or
where Portfolio Company is not already a 1934 Act reporting company,
public sale pursuant to a Reg. A offering statement filed with SEC (whi
far shorter and less complex than a full-blown 1933 Act registration), usable
for only a limited amount of secondary securities, as described in 1207.6(8), or
in a private sale (in which case the buyer receives and holds restricted secu-
rities) pursuant to 1933 Act implicit exemption §4(a)(1%4), 1933 Act explicit
exemption §4(a)(7), or SEC Rule 144 (as described in T904), or

in a Reg. S “offshore transaction” (with sales solely
U.S. residents, no “directed selling efforts”
to such securities, and the securities restric
for a specified period [one year in the case
days for Newco debt securities]).

ina
chis

to persons who are not
into the U.S. market with respect
ted from resale to a U.S. resident
of Newco equity securities and 40

7901.2 1933 Act Registration Statement on Form S-1

The most likely mode for effectuatin
Company is a full-blown 1933 Act regi
registration statement on Form S-1, whic
sive, must be effective when the securit

Since only the issuer of a security can
holder of Portfolio Company restricted
folio Company (at the time of

g an IPO for a privately held Portfolio
stration statement on Form $-1. Suck o
h is generally time consuming and e peti-
ies are actually sold to the public.

register such security under the 1933 Act, a
stock would be wise to obtain from Port-
purchase) contractual SEC registration rights, obli-
gating Newco to register with SEC the holder’s resale of the restricted securities

either at the holder’s demand (a “demand registration right”) or as an add-on to

another SEC registration statement being filed by Newco (a “piggyback registra-
tion right”), as discussed at §207.7.3.

T901.3  Underwritten Offering

The most common approach to an IPO is for PE
to arrange for an underwriter (or group of underwriters) to buy Portfolio Company
stock from Portfolio Company or from its existing shareholders or from both when
the 1933 Act registration statement becomes effective and resell them to the public.

The lead underwriter generally places a limit (“an underwriting limitation”)
on the number of Portfolio Company securities which can be sold in the offering.
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In addition, the lead underwriter undoubtedly requirefs tlhatc Portleril; (Sisg-lllr:);irg
i 11 additional Portfolio Comp
and each major holder agree not to sell add O o toilis
i i 4) for a specified (and often lengthy, e.g.,
(including under SEC Rule 144) e o ld rach
casionally longer) period after the underwrit

d:ifii)gz)c,)cOften thgr registration rights agreement obligates }'mlders oéferecl:—liti\z
I;pport'unity to take part in the offering not to sell (other than in the underw
offering) during the hold-back period.

§901.4 Primary vs. Secondary Sales

To the extent that Portfolio Company is seeking gevgl 'mct)ngydi%rt e;ggn;:ﬁg
i = d preferred stock or subordinate 3 :
e I 'TPO inch “pri * securities to be sold by Portfolio
te purposes, the IPO includes “primary” sec : oy P :
E:O()I]I:?‘lor:n; pTolzt)he extent PE/VC and the other holders are seeking to 11”C1Lllfy ti}:fé;
holdil;gs c;f Portfolio Company securities, the IPO includes “secondary” secur
1d by existing shareholders. o ]
* ';ips(;\f ntl);f inan Enderwritten [PO, the underwriters insist thz:it all or at sibs’;.;zt
Netion © i i i ecurities (to demonstrate
ial portion of the offering consist of primary s
iii\"%@h() Company is improving its financial position) and that at Fno?: a cslmriléix_'
vortion (or possibly none) of the IPO consist of secondary's-ecurmte)s o de
strate that Portfolio Company’s existing holders are n(])lt baﬂﬁlfdc:iw mmg _—
i i there is generally an
In an underwritten offering, because e ot
' iti hich can be sold, the parties should agree
tion on the number of securities w . e
i ’s initial i t (or where there is no front-end reg
the time of PE/VC’s initial investmen . . i
i f the underwritten offering
i agreement, they should agree in advance o .
glgeh;srofated amount of primary securities to be sold by Portfolio Company and
secondary securities to be sold by the selling holders.

q901.5 Stock Exchange Listing vs. Nasdaq Stock Market

Portfolio Company and PE/VC must decide whether to seekslisti:ll%/l ;fkgtlf
securities on a national securities exchange (e.g., I:]\t(SE 9;181\I:ssdeat.qan§)c;l | incomé
i ires i i angi
h of which requires issuers to meet certain ne . ‘
f}?;es}ct)ol‘gs and cgrtain corporate governance rules to be adf}:ltmd (;)iz ;:é)lr;tll?sutff;
i i i i ble to meet the app
for trading. Alternatively, if an issuer is una ki
it i ible to be traded on the over-the
dards of such markets, it is poss1b. .
i:':rlkzt (i.e., the Over-the-Counter Bulletin Board [OTCBB] Pink Sheets).

9901.6 Simplified Form for Small Business Issuer

As an alternative to filing a full-blown SEC registration statement '?fn'tFOH;]j?i-;;
Portfolio Company can utilize a simplified SEC Form E‘TB—l or 5B-2 if it qu
as a “small business issuer.” A “small business issuer” is:

e a U.S. or Canadian entity, .
e with revenues of less than $25 million, and
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® a public float (t'he aggregate market FV of voting stock held by non-affiliates

Eenerally meaning persons who are not board members, officers, or large share—l
olders with the power to influence company policy) less than $25 million.

If an issuer is engaged in an PO, the fl i
, tt i
anbcipated o oat test is calculated on the basis of the
The primary benefit to using F i impli
rim g Forms 5B-1 and SB-2 is a simplified disclosure
fi)rmat sumlar.to that of SEC Reg. A (see 1207.6) and less stringent financial
s l;altemen‘c requirements. -In addition, following its IPO, a small business issuer is
?‘1. e to satisfy its periodic 1934 Act reporting requirements (see §207.3.2(2)) b
i 1[1;g”FornI:}sb10-KSB and 10-QSB, which also allow simplified disclosure :
small business issuer” ceases to qualify for the simplified di :
_ sclo f
once 1ts revenue exceeds $25 million for two consecutivfe) years or it :zz:ec(l);T}?;

$25 million public float test for two consecuti
cutive years (t ithi
days after the end of its fiscal year). yeors flested on a date within 60

9901.7 Short-Form 1933 Act Registration Statement for
Subsequent Resales

Normally, Portfolio Company’s IPO i
) y's IPO is a full-blown long-Form S-1 registrati
statement. Subsequent 1933 Act registered offerings can be on shor%er rIiloromn

S-3 once Portfolio Company satisfi . ;
such form. See J902. pany isfies SEC’s requirements for the use of

7901.8 Blue Sky Compliance

In addlt.lon to the SEC rules, any offering of Portfolio Company securities must
lcorpply. with all applicable state blue sky laws. However, under 1996 federal
eglsl.:it‘lon, where Portfolio Company or a Portfolio Company shareholder zeils
securities to be traded on the NYSE, Nasdaq Stock Market, or any other p:n’;n;i

eCcu t es ex ange deSI ated b SE( , O State mpo. mer
ma 1 Se lt review or

7901.9 Neo Gun Jumping

Prior to filing the preliminary registration statement with SEC, Portfolio Com-
pany .a_nd its holders must avoid statements which could be viewed as offers to sell
securities and any unusual publicity about Portfolio Company designed to con-

dition the market for the public offering (“gun ; ing” i
um ithi
before filing the registration statemen%. BUnJAmPIE), copecially within30 days

7901.10 Balanced Prospectus

II: 18 dESlIable fOI the SEC I‘Eglsl'[atlﬂ 1 State el t a“d P] USI eCtuls to g] ve an
DptIII llSth faVOI able V1ew f I T f 1[ y t ssist 1 Se] l 11 g [ e Seq ritie
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to the public. However, it is essential that the prospectus also adequately describe
any unfavorable aspects of Portfolio Company and set forth the risk factors, so
that Portfolio Company, its directors, its control persons, and the selling holders
are not liable to public buyers of Portfolio Company securities if the securities
subsequently decline in value.

Hence, a well-balanced prospectus, fully describing all favorable and unfavor-
able aspects of Portfolio Company, its business, and its competitive and legal
situation, and accurate in all material respects, is essential.

9901.11 IPO Where Portfolio Company Was Formed as a
Partnership or LLC

(1) Traditional IPO. If Portfolio Company was originally formed as a partner-
ship or LLC and later desires to go public, it must generally first incorporate,
because bublic investors are more familiar and comfortable with the corporate
form

Incorporating would have the disadvantage of triggering gain for any equity
owmer who has received partnership or LLC distributions and/or deducted flow-
tiirough net losses exceeding the sum of such equity owner’s investment in the
partnership/LLC plus the equity owner’s share of partnership income, thus creat-
ing a “negative” outside basis in such equity owner’s Portfolio Company stock
received in exchange for the partnership/LLC interest, triggering gain equal to the
amount of “negative” basis. This result follows because while Portfolio Company
is a partnership or LLC each equity owner can add his share of the entity’s liabil-
ities to his outside basis in the entity (thus generally avoiding “negative” outside
basis) but cannot do so once Portfolio Company is incorporated.

As discussed in 1302.4.1, even if the partnership/LLC does not incorporate
before its IPO, the Code generally treats a publicly traded partnership/LLC as a
corporation, in which event the IPO (and resulting deemed incorporation) would
trigger gain for a negative-tax-basis equity owner as described above.

(2) Up-C structure. As an alternative to simply incorporating the partnership/
LLC in anticipation of an IPQ, the parties may utilize an “Up-C” structure to raise
funds in the public markets in a manner that generally produces more favorable
tax consequences and also enables the entity to continue conducting its business as
a partnership/LLC:

* The partnership/LLC (the “old partnership/LLC") first recapitalizes its
equity into a single class of common units, with each existing equity owner’s
recapitalized common units reflecting the relative value of his or her pre-
recapitalization partnership/LLC equity.

e A new corporation (“Newco-C”) is formed and issues common stock pur-
suant to an IPO.

o Pursuant to a pre-existing contract, Newco-C uses its IPO cash proceeds to
purchase newly issued old partnership/LLC common units directly from
old partnership/LLC (to the extent old partnership/LLC is to receive the
cash for working capital, debt repayment, or expansion) and/or to purchase
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Previou_sly outstanding old partnership/LLC common units from the exist-
Ing equity owners (to the extent the equity owners are to receive proceeds)

with the existing equity owners retaini i
ng a portl g
LLC’s common units. &2 portion of the old partnership/

Public
2
$ IPO
shares
v
Old
equity Newco-C

old
partnership/
LLC units

owners

$

newly issued

partnership/LLC
Oid units
partnership/

LLC

) Newco-C ar.ld.partnership /LLC’s old equity owners also typically enter into an
grﬁement en‘nth'ng thc? partnership/LLC’s old equity owners to effectuate future
;)T«: angés of their retained partnership/LLC common units for publicly tradable
ewco-C common stock, thereby providing liquidity for their retained partner-
ship/LLC equity. i
= Twoﬁmgr}[iﬁcant 1iax benefits can be achieved by using an Up-C structure as an
ernative to simply i i i i
et b0 s ply incorporating the old partnership/LLC in a tax-free Coda
(a) Newco-C obtains stepped- is in i
’ ped-up tax basis in its share of the old partnersiv
LLC ;, assets L’mder Code §7f13(b): (i) upon Newco-C’s initial purchasEe) of o;d };:ﬁt/-
nership/LLC’s common units from existing equity owners and (ii) upon any sub-
sequent exchange‘ of old partnership/LLC common units for Newco-C common
stock (each of which exchange is taxable to the old partnership/LLC exchanging
eqli_st); owner). If Newco-C Purchases newly issued partnership/LLC common
:l)n; s; t;;l;] (tjhe 01? palljrmersmp /LLC, Newco-C can obtain tax benefits equivalent
ed-up tax basis in its sh f i :
ot e are of old partnership/LLC’s assets under the
Tewckc])i—c often’ agrees (in a so-called tax receivables agreement) to pay to the old
pﬁ: rIlfrrs p/LLC s selling equity owners a percentage (e.g., 85%) of any tax ben-
; ;ri etﬁfo}(i Etecr:lllzes from the asset basis step-up produced by these sales of old
ners i i
parete P common units, with such payments made as the tax benefits are
. (I?) The portion of old partnership/I.LC’s future taxable income allocated to its
lcqulty owners other than Newco-C is not subject to corporate-level tax and there-
ore is taxed only once at the old partnership/LLC equity owner level. Any such
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taxable income not distributed to old partnership/LLC’s equity owners increases
the basis of their old partnership/LLC common units, so that the gain they recog-
nize on subsequent dispositions of their old partnership/LLC common units is
correspondingly reduced.

¥901.12 Post-IPO Obligations

After the IPO, when Portfolio Company is publicly traded, it is important that
Portfolio Company, its board, and its principal shareholders pay attention to a
number of legal obligations imposed on public companies, including:

* TFiling of periodic SEC reports—annual 10-Ks, quarterly 10-Qs, and periodic
8-Ks for many events.

e Filing SEC proxy statements, and mailing them to shareholders, in connec-
ticn'with each shareholder vote.

¢ ~Timely public announcements of material developments.

s 1934 Act §16(b) disgorgement to Portfolio Company of short-swing profits
on a purchase and sale (or a sale and purchase) of Portfolio Company stock
(or certain derivatives) within a six-month period by a person who is an
executive officer, director, or 10% beneficial owner of Portfolio Company.

e SEC Rule 10b-5 prohibition on a person in possession of material non-public
information about Portfolio Company (an “insider” or a “temporary insi-
der”) using such information to buy or sell Portfolio Company securities or
to “tip” others who do so. Information is “material” if a reasonable investor
would consider it relevant to his or her investment decision.

= Portfolio Company should adopt a policy statement prohibiting all offi-
cers, directors, employees, and agents (1) from buying or selling Portfo-
lio Company securities when in possession of material non-public
information or (2) from disclosing such information to any third party
not authorized by Portfolio Company to receive it.

= Portfolio Company should consider prohibiting insiders and temporary
insiders, i.e., persons possessing such information, from ever buying or
selling Portfolio Company securities except:

(a) during a specified trading window period, generally beginning two
business days after the Portfolio Company’s quarterly or annual
earnings report and ending a specified number of business days
(e.g., 10 to 20 business days) after such report or

(b) pursuanttoanSEC Rule10b5-1 pre-arranged binding contract (e.g., with
a buyer) or written plan (e.g., with a broker) satisfying all the following
requirements: the contract or plan (i) was adopted before the insider
became aware of material non-public information, (ii) was not thereafter
altered or deviated from, and (iii) either (x) specifies the amount of secu-
rities to be purchased or sold and the date for such purchase or sale or (y)
contains a formula for determining the amount of securities and the price
and date or (z) grants to a third party not possessing material non-public
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information authority to purchase or sell the securities and does not
permit the insider to exercise, after adoption of the contract or plan,
any subsequent influence over such purchase or sale.

If such a 10b5-1 contract or plan is promulgated during Portfolio Company’s
trading window period (or at another time) and when as the insider is not in
possession of material non-public information, shares can be purchased or
sold for the insider’s account (in accordance with the contract’s or plan’s
terms) outside a normal trading window period and/or at a time when the
insider is in possession of material non-public information.

An insider is generally permitted to amend or revoke such a contract or
plan. However, SEC views an amendment as the adoption of a new contract
or plan and hence the insider must not be in possession of material non-
public information at the time of the amendment. While SEC views
revocation when in possession of material non-public information as not
violating Rule 10b-5, a Rule 10b5-1 contract or plan must be entered into on
good faith and not as part of a plan or scheme to evade Rule 10b-5s
prohibitions, so SEC would view as a Rule 10b-5 violation a pattern of
adopting a contract or plan, then revoking when in possession of material
non-public information, and then adopting another.

Generally trading under any contract or plan should not commence before
expiration of an adequate seasoning period after adoption or amendment
(e.g., at least 30 days), nor should a new contract or plan be adopted after
revocation of a prior plan until expiration of an adequate post-revocation
seasoning period with trading under such new contract or plan not
commencing until expiration of an adequate seasoning period after adoption.

1934 Act §13(k)(1) prohibition on Portfolio Company extending or maintain-
ing credit, or arranging for the extension of credit (with arranging interpreted
by SEC as more than ministerial or administrative activities by Portfolio Com-
pany), in the form of a personal loan to any executive officer or director, which
includes an executive officer’s note to Portfolio Company,as the purchaseirice
(or as part of the purchase price) for Portfolio Company stock, or the Porifolio
Company’s guarantee of a loan to the executive from a third party lender.

= This prohibition applies once Portfolio Company becomes an “issuer,”
generally a company with publicly issued or publicly traded securities or
a company which has filed with SEC a 1933 Act registration statement
covering either equity or debt securities that has not yet become effective
but has not yet been withdrawn, as described in more detail in 1501.5.4.3.

1934 Act§10Dmandatory claw back of incentive-based compensation from execu-
tive officers of company listed on national securities exchange because of material
misstatement of financial information, once proposed SEC rules finalized.

= Proposed 7/15 SEC rules (once final) would impose strict liability on all
executive officers of a company listed on a national securities exchange to
give back incentive-based compensation (including stock options and
compensation where vesting or amount is based on any type of financial
information), calculated on a pre-tax basis, if the company restates its
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financial performance on account of a matgrial error, even if sui?nerfl(:;
was inadvertent and such executive had no 1nv01\_fement in prelfa % L
financial statements, to the extent the compensation exceecfls the almtate_
the officer would have received based on the re'stated fman:la snt
ments, for the three completed fiscal years preceding the restatement.

» Many additional obligations imposed by SOX (anc.i . by. stocfk e:i((:)k;zlgl%s_
following SOX's enactment), including CEO/CFO c.:ertjﬁcat_mn o dpe B
Qand 10-K reports, auditor independence rules, audit committee md ep ] e
rules, board and other board committee indepe.ndence‘ rules, boau(fil an poare
committee charter rules, codes of conduct for F)fﬁcers, chrector.s, an temp yees,
internal control certification, adoption of whistleblower hotlines, etc.

902 1933 ACT REGISTERED PUBLIC RESALES
SLIBSEQUENT TO IPO

§902.3 Short-Form Registrations

i i i any (as defined in
C Portfolio Company is a 1934 Act reporting compan
125;1; 3(2)) it may quaI]Jify for a short-form 1933 Act reg1strat1c‘1)n statimsr;ct) é(;ﬂ
5 llowi i Iders of its restricted securitie
5-3) allowing Portfolio Company or ho g
llz(c))lx-‘i?olio Compangg/ securities with less delay and at less expense than a full-blown

- istration statement. ' . . )
> 181;:?‘1]?981.6 for a description of the simplified form available if Portfolio Com

pany qualifies as a small business issuer.

§902.2 Form S-3

SEC Form S-3 allows Portfolio Company to inmrg}?filtf f1.'111.ost ir:rfgr;z% flg
i i 4 iodic 19 ct filings.
ly referring to Portfolio Company’s periodic ‘ .

fEr(l)erl;(; ySig Por’?folio Company must satisfy both of the following Registrant

Requirements: |
(1) Portfolio Company must have been a 1934 Act reporting com};lany
(as defined in 1207.3.2(2)) for at least 12 calendar months .and muslt gvi
timely filed with SEC all of its 1934 Act filings for the prior 12 calenda

onths, and ‘ o
(2 gz)rtfolio Company and its conselidated and unconsolidated subsidiaries

must not have failed to make any dividend or sinking fund Paymenlts ori
preferred stock and not defaulted on repayment of borrowings or long
term lease rental payments for approximately a year.

In addition to meeting both of the Registrant Requirements, an offering on Form
S-3 must meet one of the following 3 Transaction Requirements:

(a) For a primary or secondary offering of Portfolio Company gecurities fo;
cash, the aggregate market value of the voting and non-voting commo
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equity held by Portfolio Company non-affiliates (generally meaning per-
sons who are not board members, officers, or large shareholders with the
power to influence company policy) must be at least $75 million (calculated
as of any date within 60 days of the SEC filing).

(b) For a primary offering of Portfolio Company securities by Portfolio Com-
pany for cash, Portfolio Company must have a class of voting or non-vot-
ing common equity securities listed and registered on a national securities
exchange, must not be (or in the past 12 calendar months have been) a shell
company, and must not sell more than the equivalent of one-third of its
public common float in primary offerings pursuant to this (b) during the
prior 12 calendar months (including this offering).

(¢) Forasecondary offering of Portfolio Company securities by Portfolio Com-
pany shareholders, Portfolio Company must have the same class of secu-
rities listed and registered on a national securities exchange.

1902.3 Demand and Piggyback Registrations

In a front-end registration rights agreement signed when PE /VC made its
original investment in Portfolio Company (as discussed at 1207.7.3), PE/VC fre-
quently obtains the right to periodic demand registrations of its Portfolio Company
restricted securities once Portfolio Company has completed its IPO and any con-
tractual underwriter hold-back period has expired. In addition, PE /VC frequently
also obtains the right to piggyback on SEC registrations filed by Portfolio Com-

pany in which Portfolio Company or any of its shareholders are selling Portfolio
Company stock to the public.

1903 SEC RULE 144 UNREGISTERED PUBLIC RESALES,
GENERALLY BUT NOT EXCLUSIVELY AFTER IPO

Once Portfolio Company has completed its TPO and any contractual hold-back
period imposed by the underwriter in the IPO or in a subsequent underwritten regis-
tered offering has expired, PE/VC and other holders can begin public resales of their
restricted securities (i.e., their Portfolio Company restricted securities not previously
registered with SEC, e.g,, purchased from Newco in private placements under SEC
Reg. D—see §207.3 and 1207.7) without filing an SEC registration statement for those
securities, so long as all the requirements of SEC Rule 144 (as described below) are met.

The Rule 144 requirements that must be satisfied vary depending on (1) whether
Portfolio Company is a 1934 Act reporting company, (2) whether the selling share-
holder is a Portfolio Company affiliate (i.e., a member of Portfolio Company’s control
group, generally meaning each person who is a board member, officer, or large share-

holder with the power to influence company policy), and (3) the length of the selling
shareholder’s holding period for the Portfolio Company stock being sold.

Rule 144 is an SEC safe harbor (1) allowing anyone (whether or not a Portfolio
Company affiliate) to resell Portfolio Company restricted securities (as described
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in this 903) and (2) allowing a Portfolio Company aflﬁliate to resell Portfolio
Company unrestricted securities (as described in T905).

9903.1 Public Information

i ! folio Company must have been a
T alify under Rule 144’s safe harbor, Port !
19340133 regorting company (see 1207.3.2(2)), for at least 90 days prior to the sta]ig
and have filed with SEC all reports required to be filefdlby (t:he 1934 Acta(iiglfimd
i iod as Portfolio Company w
ceding 12 months (or such shorter perio
F(:‘ iile sufh reports), although Portfolio Company need not have made such SEC
ilings timely.” . .
: 1;goswever,yif the selling shareholder is not (and has not at any time during b’che '3;
months preceding the sale been) a Portfolio Compgny affiliate (i.e., not a mfimbe;r od
Portfolio Company’s control group, generally meaning ea(?h fllaerson who Iljsal;tlt; 1&; ’ 1ci)cy)
i i to influence com s
ber. cfficer, or large shareholder with the power 1y
?k:fslzur ?;t publicinformation requirement ceases toapply once the rllon—afg]ia)lte hasa
1-year lolding period for stock being sold (measured as described in 7903.4).

1903.2 Volume Limitation

No volume limitation applies to a selling shareholder who is not (and hasf?iclaitrc1 i:
any time during the 3 months preceding the salg been) a Portfolio Coméaany ein it
and who is selling after the 6-month no-sale pz_erlod fora1934 Act.repor gg If?][ ; (1]33 4)y
or the 1-year no-sale period for a non-reporting company (as dlscussizh S1 reCEdi.ng.

For a selling shareholder who is (or at any time d_urmg. the 3 mct);l = r}; eceding
the sale was) a Portfolio Company affiliate and who is selling after 1e nonth no-
sale period for a 1934 Act reporting company or the 1—ye?rhno(-:sa e }:Iel e
non-reporting company (as discusse<f:1 1111 ﬂItiOf'.él),é,uc};l;E;t (S)tofék c()irgflu d}:lrn e

sell only a limited amount of Portfolio Com j
zzt};ricted anc){ unrestricted stock—s}(ie t111905) n’; atny ;—rrgloox;t?h?::z:{ag:f:;;gs
144, generally the greater of 1% of the class outstanding o7 1ge reporied
i over the 4-week period prior to filing the Rule
:«Vrietiké%ga(g;nc{gezgﬁa?; in 9903.5). SEC stIzJiff takes the position that such reported

903 'If such a person were to publicly resell such securi.ties (ie,ifa Portfo?{;)l i(;;)em‘gzliytzﬁ:‘l;aetﬁ
were to resell any Portfolio Company securities or a Portfolio 'Company nor;l-'a e st
Portfolio Company restricted securities) without Rucie 144_ tc;rr;;f)l;ﬁzc;ﬂ:ﬁﬂ;eﬁng Semonsﬂaﬁng e

ishi n-underwril ot
o thﬁ‘burdlfn :}foelif:? Eﬁg:ﬁz&aj :111;1 Zecurities with a view to publicly resell{'.rtg them).
suc?;lieruri’gﬁsvgy an extensive amount of information about Portfolio Company spec1f1§d :n SE? ;}1:53
must be publicly a’vailable. With one exception, a company not r.eportmg under tgﬁ ;1-933]11 ;01:: (r)lofurthe{
i ol i i Ofdthe Pubﬁc fg:;;i‘igf’;?:ﬁ;??:};ﬁz :;?ofmationyrequirement as
mention the alternative prong and generally her . st e
simply that Portfolio Company must be a 1934 Ac;r ;;Etjit;?feco(ﬁ?n}gompanyr B e
Cor.nltmng thhiath??ijlc]lj rlf)frl\)ésf btl;tfze\:Zre C}i:;nb:{)]ﬂa purchasers, Eut wgs therea.tfter required ]Jy i‘;s Jf?:cl
Izglcjnilﬁe togbegcl)me a “voluntary filer” (i.e., a company required by i]ts5 Tgenture to file 1934 Ac
reports with SEC but not required to do so by law), as discussed at 501.5.4.3.
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trading volume must be reduced by any shares sold by the selling shareholder
during the 4-week measurement period.

Under certain circumstances public sales by more than one person are aggre-
gated for purposes of this Rule 144 volume limitation, e.g., all persons acting in
concert in the sale of Portfolio Company securities, a donor and a donee, and a
deceased person and his or her estate. SEC staff takes the position that the reported
trading volume must be reduced by any shares sold by any aggregated person
during the 4-week measurement period.

Securities sold pursuant to an effective 1933 Act registration statement or under
Reg. A or in a §4(a)(2) private placement or in a Reg. 5 “offshore transaction” (with
sales solely to persons who are not U.S. residents, no “directed selling efforts” into the
U.S. market with respect to such securities, and the securities restricted from resale to
a U.5. resident for a specified period [one year in the case of Newco equity securities
and 40 days for Newco debt securities]) do not count against the volume limitation.

7903.3 Manner of Sale

A sale of stock by a selling shareholder who is (or at any time during the 3
months preceding the sale was) a Portfolio Company affiliate (who is selling after
the 6-month no-sale period for a 1934 Act reporting company or the 1-year no-sale
period for a non-reporting company as discussed in 1903.4) may be made only in
certain types of transactions to or through a broker or market maker that involve
no solicitation of buyers (referred to as transactions directly with a market maker
or brokers’ transactions or riskless principal transactions).

No such requirement applies toa selling shareholder who is not (and has not at any
time during the 3 months preceding the sale been) a Portfolio Company affiliate.

¥903.4 6-Month or 1-Year Rule 144 Holding Period

No sales of restricted stock are permitted before the selling shareholder Tiasa
6-month Rule 144 holding period (measured as described below) where Portfolio
Company is a 1934 Act reporting company also satisfying 7903.1 or a 1-year hold-
ing period (measured as described below) where Portfolio Company is not such a
1934 Act reporting company.

Where Portfolio Company is a 1934 Act reporting company also satisfying 7903.1 and

the selling shareholder has a 6-month Rule 144 holding period for the restricted
stock being sold:

* If the selling shareholder is not (and has not at any time during the 3 months

preceding the sale been) a Portfolio Company affiliate (i.e., not a member of
Portfolio Company’s control group, generally meaning a person who is not a
board member, officer, or large shareholder with the power to influence
company policy), then once the 6-month holding period has been met for
the restricted stock being sold, such a non-affiliate may sell restricted stock of
21934 Act reporting company also satisfying 7903.1 without regard to any of
the conditions described in 1903.2 (volume limitation), Y903.3 (manner of
sale), and 9903.5 (SEC notification).
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e Ifthe selling shareholder is (or at any time during the 3 months preceding Fhe
sale was) a Portfolic Company affiliate, then once t-he 6-month holding
period has been met, such an affiliate may sell rest.ncted stock O.f a 193ﬁ
Act reporting company also satisfying 903.1 Olnly if the sale satisfies a
the conditions described in 903.2 (volume limitation), 7903.3 (manner of
sale), and 1203.5 (SEC notification).

Where Portfolio Company is not a 1934 Act reporting company .also satisfying 3[5_903.1
and the selling shareholder has a 1-year Rule 144 holding period for the restricted
stock being sold:

o If the selling shareholder is not (and has not at any time Fiuring the 3 mgnths;
preceding the sale been) a Portfolio Company aff111zj1te (ie, nota member 0
Portfolio Company’s control group, generally meaning a person w}}o isnota
board member, officer, or large shareholder with the. power to influence
company policy), then once the 1-year Rule 144 holdlpg period has been
mef for the restricted stock being sold, such a non—afflh.ate may sg]l sugh
Yesiricted stock without regard to any of the cgnditlons described in
9903.1 (public information), §903.2 (volume limitation), 1903.3 (manner of

e), and 9903.5 (SEC notification). .

® ;’_?‘1h)e sellinﬂé shareholder is (or at any time during the 3 months preceding t}clle
sale was) a Portfolio Company affiliate, then once f[he 1-year Rule 144 Ilu?l -
ing period has been met for the restricted stock bentlg .sold, such an aff.ﬂ_late
may sell such restricted stock only if the sale satisfies all the For}d1t.1on5
described in 903.1 (public information), T903.2 (volume limitation),
9903.3 (manner of sale), and 7903.5 (SEC notifi;at.ion), _ .
= 50 that with respect to 903.1’s current public mfprma’uon requlremer}t,

since Portfolio Company is not a 1934 Act reporting company, Por.tfokljlo
Company must satisfy the alternative prong b-y making pubhcl:ly availa le
the extensive amount of information specified in SEC rules, which Portfolio
Company is generally unlikely to do (as discussed in the footnote to 7903.1).

No 6-month or 1-year holding period is required, however, if the selling share-

holder is the estate of a deceased shareholder (or a beneficiary thereof) unless the
ici is i i ffiliate.
estate (or beneficiary) is itself a Portfolio Company a '

Although a person who is (or at any time during the 3 months pre.cedlng the sale
was) a Portfolio Company affiliate must meet certain Rule 144 requirements when
selling unrestricted (i.e., registered) Portfolio Company stock (see 1905), th-e.hold;
ing period rules described in this 7903.4 do not apply to such sales by an affiliate o
unrestricted stock.

1903.4.1 Commencement of Holding Period

If the selling shareholder previously purchased the res?‘ricted securities from 1;011*-t—
folio Company or from a Portfolio Company affiliate (ie., a member of Port E io
Company’s control group, generally meaning each person who is a board Ilzlerln 121;
officer, or large shareholder with the power to influence company policy), the Rule
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holding period generally begins when the purchaser has paid the full purchase price,
although a full recourse note from the purchaser, secured by assets (other than the
Portfolio Company securities being purchased) with an FV at least equal to the note,
starts the holding period, so long as such note is paid before resale of the securities.

1903.4.2 Purchase from Person Other Than Portfolio
Company or Portfolio Company Affiliate

Where the selling shareholder purchased the restricted stock from a person who
was not a Portfolio Company affiliate (i.e., did not purchase the stock from Port-
folio Company or from a Portfolio Company affiliate), the selling shareholder
inherits the accumulated holding period of his or her seller and all previous
holders (i.e., the holding period tacks), except that if any prior holder was Portfolio
Company or a Portfolio Company affiliate, the holding period of Portfolio Com-
pany or such Portfolio Company affiliate and prior holders does not tack.

1903.4.3 Exchange or Conversion

Where the selling shareholder held Portfolio Company convertible debt or con-
vertible preferred stock, the Rule 144 holding period for the Portfolio Company debt
or preferred stock tacks to the Portfolio Company common stock into which the debt
or preferred stock is converted, so long as the holder makes no payment in connec-
tion with such conversion (other than surrendering Portfolio Company securities).

Even where a Portfolio Company debt or preferred stock was not by its terms
convertible into Portfolio Company common stock, but is nonetheless exchanged
for Portfolio Company common stock, the holding period for the surrendered
security tacks to the new Portfolio Company common stock, so long as the holder.
makes (or made) no payment (other than surrendering a Portfolio Company secur:

ity) for the privilege of exchanging or as consideration for amendin g the security'is

permit such exchange.
>

® See I501.5.2.3 for discussion of the similar IRS tacking rule for such'a con-
vertible instrument (used in determining whether a holder has satisfied the
more-than-1-year tax holding period necessary for LTCG).

1903.4.4 Warrant

Where the selling shareholder held a Portfolio Company warrant, a new Rule
144 holding period generally starts at warrant exercise,

However, in two circumstances tacking is permitted in connection with a warrant
exercise: First, if the warrant exercise price is paid solely by surrender of other
securities of the same company (e.g., Portfolio Company debt, preferred stock, or
common stock) (i.e., a gross cashless exercise), the holding period of the surrendered
Portfolio Company securities tacks to the new Portfolio Company common stock.

Second, if the Portfolio Company warrant is instead surrendered for Portfolio
Company common stock with an FV equal to the warrant spread (ie., a net
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cashless exercise with no payment of the warrant exercise price), the warrant’s
holding period tacks to the new common. . .

These two warrant tacking rules apply even if the warrant terms did not prov1§1e
for such a gross or net cashless exercise, so long as the holder m.akes no payment in
connection with amending the warrant to allow such an exercise or in connection
with the exercise (other than surrendering Portfolio Company securities).

These tacking rules do not, however, apply to an employee option (where lthe
holder had no investment risk before exercise). For such an option, the ho}dmg
period does not start until exercise (or later if the full option price is not paid [or
adequately secured] at exercise). .

Where the selling shareholder sold a business to Portfolio Compe.my (or to Port-
folio Company’s affiliate)—either a sale of a business’ assets or equity securities—
and subsequently receives from Portfolio Company a co-n.l‘ractually reqmrefl con-
tingent payment of Portfolio Company securities as additional purchc?\se price for
such business, the Rule 144 holding period for such contingent Portfolio C(.Jmpany
securiti®s begins when the selling shareholder sold such business‘ to Portfolio Com-
pany (ov its affiliate). However, this rule does not cover Portfolio Company_ secu-
rities-1ssued as compensation for the selling shareholder’s elnl’lployment with, or
nei-compete covenant to, Portfolio Company (or with its affiliate).

o See 1501.5.2.2 for discussion of the complex IRS tacking rules for a warrant
(used in determining whether a non-corporate holder has satisfied the more-
than-1-year tax holding period necessary for LTCG).

9903.4.5 Other Tacking Rules

There are also tacking rules for a stock dividend, stock split, recapitalization,
holding company formation, pledge, gift, or transfer to or from a trust or estate.

q903.4.6 Unvested Securities

When a Portfolio Company executive receives restricted Portfolio Com;'aan’y
stock subject to vesting, SEC's rules do not indicate whether tht_a executive’s
Rule 144 holding period begins when the Portfolio Company restricted stock is
issued to him or her or only when the stock ultimately vests. N }

In 1979, SEC published its position that where restricted securities are issued
pursuant to “an employee benefit plan which requires the plan par‘h.(:lpants to
remain as employees for a specified period of time before the securities . .. vest
...[, the Rule 144] holding period...will commence when the securities are
allocated to the account of an individual plan participant [and the] fact that the
securities may not vest until some later date does not alter thg fesult.” It has long
been widely believed that this salutary rule applies to all securities granted or sold
to employees pursuant to a formal or informal plan. .

However, the SEC staff created uncertainty in an early 1994 no-action letter
where Portfolio Company granted stock to a number of executives pursuant. to
substantially similar individual contracts approved by the board (under which
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the stock would vest pro rata over 5 years, based on continued employment)
The staff stated that “if the restricted securities are not issued pursuant to ar;
employee benefit plan, the holding period does not begin to run until the date
of vesting,” and the staff then declined to determine whether the contracts consti-
tuted an employee benefit plan.

SEC rules define “employee benefit plan” extremely broadly, as including a
“contract, authorization or arrangement, whether or not set forth in any formal
documents, . .. [even if] applicable to one person.” Hence, there is no rational
reason for SEC to distinguish between a formal employee benefit plan and one
or a set of individual contracts intended to incent one or more employees.

Discussions with SEC staff indicate that this early 1994 no-action letter was
meant merely to restate SEC’s long-standing policy that it would not comment
on whether a particular employment agreement constitutes an employee benefit
plan and such determination must be made by the issuer and its counsel based
on the facts and circumstances of each case. Hence, it appears that SEC meant no
inference in the no-action letter that the situation then presented fell short of
constituting an employee benefit plan.

If Portfolio Company’s original issuance of the stock to the executives qualified
under SEC Rule 701, the stock can be sold free of most Rule 144 restrictions once
Portfolio Company has been a 1934 Act reporting company (as defined at
31207.3.2(2)) for at least 90 days. Hence, when Rule 701 covered Portfolio Compa-
ny's 01"1gina1 issuance of the executive’s stock and Portfolio Company has been a
reporting company for at least 90 days, the Rule 144 issue as to when the executive’s
6-month/1-year Rule 144 holding period commences is not relevant. See 9903.7.

9903.4.7 Incorporation of Partnership or LLC

If Portfolio Company was originally formed as a partnership or LLC (e.g., in
order to obtain flow-through tax treatment) and was later transformed int:) a
corporation (e.g., in anticipation of an IPO), SEC takes the illogical position tha:

(1) the holders’ Rule 144 holding period in the partnership or LLC interests Clu&S
not tack to the corporate stock received in exchange, because the decision to
Incorporate is a new investment decision,

(2) except that the holders’ Rule 144 holding period does tack where (i) at the
time of the holder’s original investment in the partnership or LLC, a written agree-
ment contemplated that the entity would be transformed into corporate form in
connection with an IPO, and (ii) no additional consideration is paid at the time of
the tfaljlsforrnation, and (iii) the incorporation causes no shift in the holders’ eco-
nomic interests not contemplated by the original documents,

but SEC takes the position that tacking is not permitted for any equity
owner of the partnership or LLC who had a veto power or other voting
power with respect to Portfolio Company’s transformation (e.g., Portfolio
Company’s general partner), and that even where the decision to incorporate
is made by Portfolio Company’s board (not by any group of Portfolio Com-
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pany’s equity owners), a Portfolio Company controlling equity owner with
power to elect Portfolio Company’s board is not permitted to tack.”

9903.5 SEC Notification

If the amount of securities to be sold in reliance on Rule 144 during any 3-month
period will exceed 5,000 shares or $50,000, the selling shareholder must file a Form
144 with SEC and give notice to the principal exchange on which the security is
listed. For such notice to be valid (i.e., to establish the time for measuring trading
volume as described in 1903.2), the selling shareholder filing the notice must have
“a bona fide intention to sell the securities” covered by the notice within “a reason-
able time after the filing of such notice.”

No such requirement applies to a selling shareholder who is not (and has not
at any time during the 3 months preceding the sale been) a Portfolio Company
affiliate (i.e., not a member of Portfolioc Company’s control group, generally mean-
ing 2 pierson who is not a board member, officer, or large shareholder with the
power to influence company policy).

9903.6 Partnership Fund Distribution in Kind

If a closely held PE/VC Fund (or other entity) distributes Portfolio Company
restricted securities in kind to PE/VC Fund'’s equity owners pro rata, each PE/VC
Fund equity owner tacks PE/VC Fund’s Rule 144 holding period for the restricted
Portfolio Company securities even if PE/VC Fund was a Portfolio Company affili-
ate (e.g., owned a very large percentage of Portfolio Company’s stock and/or
furnished a director of Portfolio Company), notwithstanding that the normal hold-
ing-period measurement rules (discussed in §903.4) would not allow PE/VC
Fund'’s transferee to tack PE/VC Fund’s holding period (because PE/VC Fund
is a Portfolio Company affiliate).*

Thus, once the tacked holding period for restricted securities distributed in-
kind reaches 6 months (for a 1934 Act reporting company also satisfying 9903.1) or
1 year (for a non-reporting company), PE/VC Fund's distributees are treated as
satisfying the holding period requirement discussed at 7903.4.

31f Portfolio Company partnership or LLC has an IPO (see Code §7704) or checks the box for corporate
tax treatment (see §302.4.2), Newco is thereafter (although still a partnership or LLC for state law purposes)
treated as a corporation for federal tax purposes, but no new Rule 144 holding period begins, because there
has been no non-tax change in Portfolio Company’s form of organization (i.e., Portfolio Company is still a
partnership /LLC for all non-tax purposes). However, this technique does not transform Portfolio Com-
pany into a state law corporation (a transformation generally desirable for IPO purposes).

Rule 144's literal language, as amended in 1990, permits tacking after a transfer of restricted secu-
rities except where the transferor is an affiliate of the restricted securities’ issuer. However, a line of SEC
no-action letters (commencing before the 1990 amendment to Rule 144 and continuing since) concludes
that where an entity which is “closely held,” and thus has an “identity of interests” with its equity
owners, makes a pro rata distribution of an issuer’s restricted securities to the entity’s equity owners
without receiving consideration, the distributee equity owners are entitled to tack the entity’s holding
period regardless of whether the entity is an affiliate of the issuer of the restricted securities.
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Chapter 3. Structuring Newco as Flow-Through Entity

E and VC have reached agreement on the economic and certain of the structur-
ing terms of the Newco start-up discussed in Chapter 2. However, they are now
exploring whether Newco should be formed as a regular C corp subject to double
tax under the U.S. federal income tax system (as Newco was structured through-
out Chapter 2) or whether it might be more advantageous to form Newco as a tax
flow-through entity, i.e., an S corp, a partnership, or an LLC.

As discussed throughout this Chapter 3, there are (a) many tax and legal
differences between a C corp on the one hand and a flow-through entity on the
other and (b) many tax and legal differences between the several types of flow-
through entities. Three of the principal differences are:

(1) From a federal income tax standpoint, a flow-through entity (unlike a C corp)
is generally not subject to entity-level income tax. Rather a flow-through entity’s
earnings are taxed to its equity owners (with the entity’s O, LTCG, QD], etc.
retaining its entity-level character on the equity owners’ federal tax returns).
And, unlike a C corp, no additional (or second) federal income tax is imposed
when a flow-through entity distributes earnings to its equity ewners. An equity
owner’s tax basis in a flow-through entity is flexible, increasiing by the amount of
the entity’s income (which flows through to and is taxed 1o-the equity owners),
decreasing by the amount of the entity’s losses (whickflow through to and are
generally deductible by the equity owners), and decréasing by the amount of the
entity’s distributions to the equity owners (again-unlike a C corp where an equity
owner’s basis in the entity is generally a frozertamount equal to the equity owner’s
capital contributions to [or cost of purchasiag the equity interest in] the C corp
entity).

(2) Some types of entities are disqualified from flow-through federal income
tax treatment by arbitrary rules—eig;, an S corp is generally disqualified and
treated as a C corp if it has more than one class of stock (ignoring voting power
distinctions) or has a sharehdlder who is a corporation, partnership, LLC,! or
individual not a U.S. citizen or resident or has more than 100 shareholders,
while a partnership or LLC is generally disqualified and treated as a C corp if it
has any publicly traded-equity interests.

(3) Whether soiie ot all of a flow-through entity’s equity owners are liable for
the entity’s unpaid liabilities—or whether all the equity owners enjoy limited
liability, i.e., are generally insulated from such unpaid entity-level liabilities (as
with a C corp)—turns on the type of flow-through entity employed. An LLC or an
S corp is most likely to shield all the equity owners, and a carefully structured

partnership generally can achieve a similar result.

"Except that an § corp may have as a shareholder a single member (and thus disregarded) LLC
owned by a U.S. individual or other person qualified to be an & corp shareholder.
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Discussion of individual tax rates throughout this treatise, unless
otherwise specifically stated, takes into account only regular income
taxes and does not take into account (a) the uncapped Medicare tax on
compensation and self-employment income, (b} the uncapped Medicare
tax on passive income, (c) the 3%-of-AGI itemized deduction disallow-
ance, or (d) the personal exemption phase-out, all of which increase the
effective tax rate as discussed at J107(4).

Unless otherwise stated, when this treatise discusses the LTCG tax
rate for an individual taxpayer, we are referring to the regular LTCG
rate, not to the reduced §1202 rate.

301 NEWCO AS S CORP

Shareholders

Det vwarrant
hoiders

Newco
(S corp)

¥301.1 Limited Liability and General Characteristics
9301.1.1. eneral

An S corp is a corporation incorporated in the normal manner (by filing appro-
priate incorporation papers with a state agency, generally the secretary of state of a
U.S. state) which then elects (by a filing with IRS) to be taxed pursuant to subchapter
S of the Code, in which case the S corp is taxed as a flow-through entity for federal
income tax purposes, although the S corp flow-through rules are not identical to the
partnership or LLC flow-through rules discussed in 4302 and 9303.

1301.1.2 Limited Liability
An insolvent S corp’s shareholders have the same limited liability protection from

corporate unpaid creditors as the shareholders of a regular C corp.' Thus, neither S
nor C shareholders are personally liable for the corporation’s debts, absent invocation

1301 'See, e.g., Del. Gen. Corp. Law §102(b)(6) making no distinction between a C and an
S corp.
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of the veil-piercing doctrine or a statutory-liability doctrine or shareholder participa-
Hon in a negligent or wrongful act, which exceptions to corporate limited liability
apply equally whether Newco is a C or an 5 corp.

q301.1.2.1 Veil Piercing

Under the traditional common law doctrine of piercing the limited liability
veil, there is a slight risk that one or more Newco shareholders may be held
responsible for Newco’s labilities, although the veil-piercing standards for an 5
corp do not appear to differ from those for a C corp. Some of the significant factors
that could lead to such a finding of responsibility are:

e Undercapitalization of Newco.

s Newco’s failure to observe corporate formalities (such as regular board and
shareholder meetings, maintenance of corporate records, etc.).

e Commingling of the shareholder’s and Newco’s funds orother assets.

e Failure to maintain an arms-length relationship between Newco and the
shareholder (or the shareholder’s other businesses).

» Common business enterprise between Newco ard te shareholder, i.e., both
engaged in portions or segments of an integrated business activity.

» The shareholder’s fraudulent intent to aveia liability.

In a well-structured VC ftransaction, thete should be little risk of weil-
piercing liability.

9301.1.2.2 Environmental Cleanup

Under CERCLA (the principal federal environmental cleanup statute), each
person who is an “owner e operator” of a contaminated facility is liable for
cleaning up the facility.

Addressing a long-iunning dispute whether Newco’s CERCLA liability may
reach a Newco coifiel shareholder otherwise protected by Newco’s corporate
shield, the Supreme Court in 1998 held it could, but only in limited circumstances
where the Newco shareholder is involved in Newco's pollution-related operations
(ie., the shareholder exercises control over Newco's operations involving leakage
or disposal of hazardous waste or over decisions about Newco’s compliance with
environmental regulations) and takes actions outside the norms of corporate
behavior or beyond those actions consistent with mere investor status. See the
discussion of this topic at 501.5.3.2.

9301.1.2.3 Pension Plan and Other ERISA Liabilities

Where an entity shareholder owns 80% or more of Newco (as defined below),
such entity shareholder (as well as any other entity in such entity shareholder’s 80%
ERISA control group) is generally liable for (1) Newco's delinquent pension con-
tributions, (2) Newco’s liability for a terminated underfunded pension plan,
(3) Newco's multiemployer union pension plan withdrawal liability, (4) Newco's
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delinquent PBGC premiums, and (5) Newco’s continuation medical coverage
(“COBRA") obligations, all as described in more detail in §501.3.5.2 and 501.5.3.12

In determining whether the entity shareholder owns 80% or more of Newco
(or of any other subsidiary), so that Newco or any other lower-tier entity is a
member of the entity shareholder’s ERISA control group, a lower-tier entity is a
member of an upper-tier entity’s ERISA control group where the upper-tier entity
owns 80% or more of the lower-tier entity’s (1) stock by vote or value if the
lower-tier entity is a corporation or (2) capital or profits if the lower-tier entity is
a partnership or LLC.

In applying this 80%-or-more test, (1) an upper-tier entity (e.g., VC) is generally
treated as owning a pro rata portion of an equity interest owned by a lower-tier
entity in which the upper-tier entity has an equity interest, (2) a person is treated
as owning an outstanding equity interest owned by a third party where the person
has an option to purchase such equity interest, (3) a person is not treated as
owning unissued equity interests the person could acquire from the issuer upon
exercise of warrants, conversion privileges, or the like, and (4) if an upper-tier
entity (e.g., VC) owns 50% or more of a lower-tier.cniity, certain equity interests
in the lower-tier entity owned by third parties are excluded from the denominator
(ie, treated as not outstanding) including, most importantly, (a) a lower-tier
entity interest owned, subject to vesting, ©puion, right of first refusal, or other
transfer restriction, by an employee of the lower-tier entity and (b) a lower-tier
entity interest owned by an officer, ditector, or 5% owner of the upper-tier entity.

For example, where VC owns 75% of Newco and a Newco executive owns the
other 21% of Newco and one-hali the executive’s 21% equity interest in Newco is
subject to vesting, option, righ*+of first refusal, or other transfer restriction, VC
is treated as owning approximately 88% of Newco (79 = [100 — 10.5]).

Newco
executive

21%, of which'/z is

79% subject to transfer
\ restriction
Newco

7301.1.2.4 Shareholder Participation in Negligent or Wrongful Act

The doctrine of corporate limited liability protects a Newco shareholder from
Newco’s unpaid liabilities merely because he or she is a Newco shareholder
(absent invocation of a superseding doctrine such as those discussed above), but
does not absolve a Newco shareholder from liability along with Newco where
the shareholder (in his or her capacity as a Newco officer, director, employee,

*Other ERISA and Code provisions (such as non-discrimination testing requirements for qualified
pension benefit plans and certain welfare benefit plans) are also applied to the ERISA control group.
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agent, or otherwise) actually participates in Newco’s negligent or wrongful act
toward a third party, in which case such shareholder would generally be directly
liable to the third party.3 The same is true where a non-shareholder (e.g., a Newco
officer, director, employee, agent, or other person who owns no Newco stock)
actually participates in Newco's negligent or wrongful act toward a third party.

q301.2 Federal Income Tax Aspects
q301.2.1 No Entity-Level Tax

Newco as an S corp is generally nof subject to federal income tax on its income at
the entity level. Rather each of Newco's shareholders reports on his, her, or its tax
return a pro rata share of Newco's profits—whether or not distributed—and (sub-
ject to numerous qualifications) a pro rata share of Newco’s losses. Thus, Newco is
not subject to federal corporate tax (at rates up to 35%); instead each Newco share-
holder is taxed at the appropriate federal rate—e.g., up to 39.5% lor an individual
Newco shareholder’s flow-through OI (slightly less for bu<iness net income from
U.S. production activities—see J107(6)) and 20% for an inidividual Newco share-
holder’s flow-through LTCG and QDL

Normally a tax-exempt organization (a “TEO”) bwes no federal income tax on its
income. However, a TEO does owe federal incoine tax on its unrelated business
taxable income (“UBTI”). All of a TEO's income fism an S corp is automatically treated
as UBTI, i.e., S corp income of any type (whethe -active business or passive investment
income) flowing to the TEO as well as the TAO’s gain or loss on disposition of the S
corp’s stock (with certain exceptions for «n S corp shareholder which is an ESOP).

A newly formed corporation can inake an S election by filing Form 2553 with
IRS signed by all of its shareholders {including with respect to a shareholder residing
ina community property state. such shareholder’s spouse®) no later than the fifteenth
day of the third month aftex the corporation’s formation (effective from formation),
and an existing C corp ¢ar: make an S election for a taxable year by filing such form
with IRS no later tharittie fifteenth day of the third month of such taxable year.

1301.2.2 S Corp Compared to C Corp

(1) The tax on an 5 corp’s taxable income (payable by its shareholders, based on the
percentage of stock owned by each, not payable by the corporation) is generally at
mndividual tax rates (with a 39.6% top federal rate for flow-through OI and a 20% top
rate for flow-through LTCG and QDI), as opposed to a 35% top federal corporate rate
on all of a C corp’s income (both OI and CG), although a lower rate [generally 10.5% ]
applies to a C corp’s dividend income.

?For example, Del. Gen. Corp. Law §102(b)(6)'s absolution of a corporation’s shareholders from the

corporation’s debts expressly states “except as [the shareholders] may be liable by reason of their own
conduct or acts.”

Some states impose even more extensive liability on shareholders of a corporation engaged in one
or more specified professional activities, e.g., shareholder liable for legal malpractice committed by
shareholder or by person under shareholder’s supervision.

*Treas. Reg. §1.1362-6(b)(2)(1).
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Hence Newco S generally distributes cash to its shareholders equal to 39.6% of
its OI plus 20% of its LTCG and QDI (plus an additional amount to cover state
income tax). Indeed, a minority S corp shareholder would be well advised to seek a
mandatory distribution agreement with the 5 corp requiring the S corp periodi-
cally to make distributions to all shareholders approximately equal to the income
tax liabilities attributable to 5 corp stock ownership (generally at a single uniform
rate for all shareholders, because of the S corp one-class-of-stock rule).

(2) While an 5 corp’s losses generally flow through to its shareholders for federal
income tax purposes, there are significant restrictions on a shareholder’s ability to
deduct the flow-through losses, including the basis limitation rule of Code §1366(d),
the at-risk rules of Code §465, and the passive activity loss rules of Code §469.

(3) There is generally no double taxation of 5 corp earnings distributed to share-
holders, because 5 corp dividends are generally treated as a tax-free recovery of the
shareholder’s basis in his or her stock.

(4) There is also no double taxation when an S corp shareholder realizes on
previously taxed accumulated 5 corp income by selling his or her stock, because
undistributed S corp income is added to the shareholder’s basis in his or her stock
as earned. With a C corp, by contrast, a shareholder’s basis in the C corp stock is
generally his or her original cost for the stock (plus aity subsequent contributions
to the C corp), i.e., C corp frozen stock basis. fiswever, with an S corp, a share-
holder’s tax basis in the S corp stock is flexible, generally consisting of:

® original cost (either the shareholder"t initial capital contribution to the § corp
where he or she acquired newly issued stock [generally measured by the tax
basis of property contributedi'in kind] or the price the shareholder paid to a
third party from whom he or she purchased the S corp’s stock),

e plus the shareholder’s stutisequent capital contributions to the S corp (gen-
erally measured by tiie tax basis of property contributed in kind),

¢ plus the 5 corp’s tuxable income (and any S corp tax-exempt income) alloc-
able to the sharehoelder,

® less distribufiens by the S corp to the shareholder,

® Jess the 5 corp’s taxable losses (and non-deductible non-capitalizable
expenses) allocable to the shareholder.”

(5) When the S corp’s business is ultimately sold, the sellers can deliver asset
SUB to the buyer while recognizing only one tax (i.e., S corp status avoids double
federal income tax on a sale of the business), unless Code §1374 applies as dis-
cussed below. By contrast, when a C corp sells its business in an asset sale designed
to deliver asset SUB to the buyer, the sellers generally recognize double tax, i.e., the
C corp recognizes gain on the asset sale (equal to sales proceeds less asset basis)
and, when the C corp liquidates and distributes its after-tax asset-sale proceeds to
its shareholders, the shareholders recognize gain on the disposition of their stock,
generally LTCG (equal to liquidation proceeds in excess of basis in the C corp’s
stock).

*With either a C oran S corp, when a shareholder dies, his or her estate or beneficiaries take SUB for
the stock although in the case of an S corp there is a basis reduction equal to the decedent’s share of any
Code §691 income-in-respect-of-a-decedent items held by the 5 corp. A similar rule applies when the
flow-through entity is a partnership or an LLC taxed as a partnership. Code §1367(b)(4), §1014(a), (c).
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With an S corp, the sellers can deliver asset SUB to the buyer with only single tax
on the sellers using any of four techniques:

(a) sale of S corp’s assets to buyer followed by liquidation of 5 corp and dis-
tribution of asset-sale proceeds to the shareholders,

(b) forward taxable merger of S corp into buyer,

(c) sale of S corp’s stock to a corporate buyer where both the buying corpora-
tion and all of S corp’s shareholders (including any non-selling share-
holders and, with respect to any shareholder residing in a community
property state, such shareholder’s spouse) jointly elect under Code
§338(h)(10) to treat the stock sale as an asset sale for federal income tax
purposes, or

(d) sale of 5 corp’s stock to one or more buyers (individual, partnership, LLC,
or corporate), where S corp and all of § corp’s shareholders (including any
non-selling shareholders and, with respect to any shareholder residing in a
community property state, such shareholder’s spouse) elect under
Code §336(e) to treat the stock sale as an asset sale fer federal income
tax purposes.

This asset-SUB-with-one-tax result is achieved for two reasons:

e First, as discussed above, an S corp’s taxable income (including its asset-sale
gain) is not subject to federal income tax at the 5 entity level, but only at the
shareholder level.

e Second, the mechanics of subchapter S—:icreasing the S corp shareholder’s
stock basis by his or her share of tiie 5 corp’s taxable income—protect the
shareholders from liquidation gaii. (as described immediately below).

Under Code §331, a shareholder (¢t ¢ither a C or an S corp) has CG equal to the
excess of his or her liquidating disiributions from the corporation over his or her
basis in the corporation’s stotis A C corp shareholder has frozen stock basis (as
described in (4) above, genervally the shareholder’s cost of acquiring the C corp
stock) and thus recognizes CG equal to the C corp’s liquidating distribution (gen-
erally the asset-sale.wrdceeds after corporate-level tax) less the shareholder’s fro-
zen tax basis in his or her stock.

However, an S corp shareholder has flexible stock basis (as described in (4)
above), which stock basis increases by his or her share of the S corp’s asset-sale
gain. Accordingly, when the 5 corp liquidates and distributes the asset-sale pro-
ceeds to its shareholders, they generally do not recognize liquidation gain under
Code §331.

(6) For a person who is an S corp shareholder from the corporation’s
formation and whose percentage ownership remains the same throughout, his or
her basis in the S corp’s stock is (by virtue of the flexible S corp stock basis rules
described above) generally exactly equal to the liquidation proceeds received on
the S corp’s post-asset-sale liquidation, so that (after taking into account his or her
flow-through asset-sale gain or loss) he or she recognizes no further Code §331
liquidation gain or loss. However, in several circumstances there is not congruity
between an S corp shareholder’s liquidation proceeds and his or her tax basis in the
S corp’s stock:
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1501.2 Structuring Venture Capital Transaeys,

§501.2 Three Separate Transactions

A buyout is really 3 separate transactions, each complex and time congypy
and all mutually interdependent in their consummation, as described belgy,

1501.2.1 Acquisition

The first transaction—Newco's acquisition of Target from Bigco—presengs »
of the issues inherent in any corporate acquisition:

(1) Negotiating the purchase price for the Target business.

(2) Negotiating representations, warranties, and indemnification Provisig
closing conditions, non-compete covenants, transition services agree
etc. between Newco and Bigco.

(3) Newco's due diligence on the Target business.

(4) Structuring federal income tax aspects of the acquisition transaction
including:

® The pros and cons of structuring the atgisition as an asset purchase

a stock purchase, or a forward or reverse merger.
® Whether the structure selected r<sults in single tax or double tax
the seller.

* Whether the structure selectod-gives Newco asset SUB or asset COB,.

(5) Analyzing other legal aspects of the acquisition transaction, including;
Y = f

* Liabilities to be inherited by Newco or its subsidiaries, including con:
tingent liabilities.

* Transferability of Target's assets, including contract rights.
¢ Sales and travsier taxes.

® State income tax issues.

Acquisition iss:ies are discussed further in 1501.3.

1501.2.2 Debt Financing

The second transaction—Newco’s $70 million debt financing for the acquisi
tion—includes negotiating the terms of Newco’s senior and subordinated/
debt, as well as any seller financing, and is critical to consummation of
LBO acquisition,

Debt financing issues are discussed further in 1501.4.

1501.2.3 Equity Financing

Newco’s equity financing is the third transaction. N egotiating Newco's complﬁ?i
$30 million equity financing arrangements is similar to (but more complex than)

negotiating the equity structure of a start-up or growth-equity investment, as
discussed in Chapters 2 and 4, including;:
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e The conumon stock split among PEs, management, mezz lenders, and possi-
bly the seller.

o Whether management (a) buys common stock to obtain LTCG tax treatment,
(b) receives ISOs, with possible LTCG treatment, or (c) is granted NQOs,
generally resulting in Ol tax treatment.

s Vesting arrangements on management’s stock or options, including Code
§83(b) tax issues.

e Any FASB 123R accounting issues presented by management’s stock pur-
chase or option grants.

¢ Whether Newco's securities are structured so that PEs are entitled first to
receive back their investment plus a fixed yield (through non-convertible
debt and/or straight preferred stock) before splitting the residual (common
stock) profits with management and the mezz lenders.

e Board control of Newco and veto powers for PEs and/or other Newco
equity owners and creditors.

e Right of PEs and/or other Newco equity owners to mandate or veto an
ultimate Newco sale or IPO.

e Whether Newco is formed (1) as a regular C corp subjest to double tax or (2)
as a flow-through entity (i.e., an LLC, partnershir, or 5 corp) subject to only
single tax, in which case ultimate sale of New(o/ rarget to BuyerCo can be
structured to deliver asset SUB to BuyerCoy rith single (not double) tax to
Newco and its equity owners.

Equity financing issues are discussed filrther in 1501.5.

q501.2.4 Key Issues and Appenix References on Buyouts in
General
How does a buyout differ irom other mergers or acquisitions?
References:
o Ginsburg Levinand Rocap Mé&A treatise 101 (buyout definition) and 102

What does it mean when one layer of invested money (debt or preferred stock)
is “subordinated” to another layer? Why would an investor be willing to take an
instrument (debt or preferred stock) which is subordinated to other instruments?

What are the typical terms of the debt and equity securities issued ina buyout?

References:

» Chapter 6 of this treatise
e {108 of this treatise (defining mezz debt and mezz lender)

Why is Newco’s capital account bifurcated, with PEs buying both preferred
and common stock, while management buys only common stock?

Appendix references:

o See 202 of this treatise, discussing the same issue in the context of a
start-up transaction
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® See Levin, Perl, and Hirschtritt, Divide and Conquer: Why and How to
Bifurcate Your LBO’s Equity Structure (Venture Capital Review, Winter-
Spring 2004, as subsequently updated to cover developments through pub-
lication of this treatise)

Will all of the interest on Newco’s debt be deductible for tax purposes? What
tax hurdles must be overcome?

References:

* 9601.1.6 of this book (regarding terms and tax ramifications of subordinated
debt) and the precedents cited therein

Was the highly leveraged buyout craze of the late 1980s good for America?

Was the high-tech and Internet start-up craze of the late 1990s thru early 2001
good for America?

Was the over-leveraging binge of the first decade of the 21st century good for
America?

Do our current tax laws encourage high leverage?

Should our tax laws be changed?

Appendix references:

* Testimony Before the House Ways & licans Committee of Jack S. Levin,
2/2/89

® American Law Institute, Federal Income Tax Project, Reporter’s Study Draft
6/1/89 Subchapter C Supplemerit Study, by Professor William D. Andrews,
pp- 13-37

§501.3 Key Acquisitici Issues
91501.3.1 Purchase Frice and Related Issues
%501.3.1.1 Puvclase Price

After the parties have agreed on the nominal purchase price, a number of
pricing issues still remain to be negotiated, including:

(1) Amount payable in cash.

(2) Amount payable in the form of Newco subordinated debt or preferred stock
(i.e., seller paper or seller financing).

(3) Purchase price adjustments to reflect such items as (a) Bigco’s retention of
Target’s cash on hand at closing or (b) changes in Target's net book value or net
working capital between date of Target’s financial statements relied upon in
negotiating the purchase agreement and closing.

* Requirement of an audit and right of appeal to (a) an independent CPA
firm, (b) arbitration, or (¢) court to resolve any disputed purchase price
adjustment.
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o Reference to GAAP consistently applied or to Target's accounting principles
consistently applied to calculate any purchase price adjustment.

Where there is no purchase price adjustment for Target's closing date net book
value or net working capital, it may be desirable (although not as effective) for
Newco to seek covenants (a) forbidding distributions from Target to Bigco prior
to closing and/or (b) obligating Bigco to conduct Target's business prior to closing
in the ordinary course and in accordance with past custom and practice, especially
with respect to activities the deferral of which would allow Bigco to generate and
retain more cash from Target’s business, including covenants:

¢ Requiring normal repairs, maintenance, cleanup.
Requiring normal purchases of new capital assets.
Requiring normal purchases of inventory.

Prohibiting accelerated or discounted inventory sales.
Prohibiting accelerated or discounted receivable collection.
Requiring normal trade creditor payments.

e & ® ®

If the parties cannot agree on a fixed purchase price, they may want to use a
contingent purchase price or earnout based on the future performance of Target's
business, although such an approach generally raised complex issues as to (a)
whether buyer or seller controls management decisions during the earnout pe-
riod, (b) whether adjustments to actual earnings wiil be made for unanticipated
events, including strikes or fires, recessions, fincreases or decreases in discre-
tionary expenditures such as advertising, (¢) whether to include earnings (losses)
from subsequent Target add-on acquisitions (and, if not, how to allocate certain
expenses between Target's original businesses and any businesses subsequently
acquired), and (d) the like.

501.3.1.2 Representatious, Warranties, and Indemnification

Representations and. warranties (“R&W”) are a series of statements in the
acquisition contract.confirming, for example, that (except as set forth in a disclo-
sure schedule to the acquisition agreement prepared by Target's owners—here
Bigco) Target has no liabilities, Target's financial statements are accurate, Target's
assets are in good condition, etc. (as described in more detail below). There are
at least 4 reasons Newco seeks such contractual representations and warranties
from Target’s owners (here Bigco):

e Disclose information useful to Newco in deciding (a) whether to buy Target,
(b) what price to pay for Target, and (c) whether to insert specific contract
clauses dealing with specific items.

e Back up Newco’s R&W to its lenders who are financing Newco's acquisition
of Target.

o Allow Newco to call off the deal after contract signing and prior to closing
(where signing and closing are not simultaneous) if the contractual represen-
tations and warranties are incorrect.
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® Allow Newco to seek money damages from Target's owners (here Bigco),

or in an extreme case to rescind the transaction, if the representations and
warranties are incorrect,

Some key R&W Newco may seek from Bigco:

(D

2
(3)

4
)
(6)
)
8

There are no Target liabilities (and 1o facts or status which could give
rise to a Target liability) not shown on Target’s balance sheet (including
known and unknown contingent liabilities), such as:

Environmental/pollution violations or cleanup obligations.
Employment discrimination claims.

e Pension underfunding or unfunded retiree medical or insurance
benefits.

® Uninsured or under-insured product liabilities.

® Product warranties.

® Patent/copyright/trademark infringements.

® Antitrust violations.

* Tax deficiencies.

® Breach of contract claims.

¢ OSHA violations.

® Guarantees.

® Other lawsuits, claims, or contiisent liabilities.

Target’s inventory is good and salable in the ordinary course of business.
Target’s receivables are collectihle in the ordinary course of business within
a specified period.

Target’s plants, equipment, and other tangible assets are in good operating
condition and witheut defect.

Target's financial statements are either true and correct or fairly present
Target’s financiai, condition and operating results in accordance with
GAAP, consistently applied.

Target has geod title to its assets and Bigco has good title to Target’s stock.
Target has committed no violations of law or governmental regulations
(especially important where Target is engaged in a regulated industry).
No governmental or third-party consents are hecessary to complete the
buyout, except as listed on a schedule.

Each R&W generally contains an exception for matters listed on the disclosure
schedule prepared by Target's owners. Thus, when Target and its owners (here
Bigco) list an exception in the disclosure schedule, they shift the risk for that
matter (e.g., contingent liability, questionable inventory, doubtful receivable,
GAAP variation, violation of law, etc.) to the buyer (here Newco), absent a contrac-
tual indemnification clause explicitly shifting the risk back to Bigco.
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Bigco's R&W can be unqualified or can be qualified by references (a) to Bigco's
knowledge (or to the knowledge of specified Bigco executives) or (b) to a material-
ity standard or () to both.

Only if Bigco’s R&W survive the closing can Newco make a contractual claim
against Bigco for damages, in which case the 3 principal issues are (1) the time
period permitted to make claims, (2) the stated basket (either a deductible amount
or a threshold amount which must be reached before a claim can be made for the
entire amount), and (3) the maximum claim amount.

Security for Newco claims against Bigco (e.g., escrow portion of purchase price,
holdback portion of purchase price, right to set off against seller paper (debt or
preferred stock), lien on Bigco assets) is more or less important, depending on
Bigco’s financial health.

Newco might also seek third-party insurance against a specific Target contin-
gent liability, depending on the premium a third-party insurer would charge for
a specified amount of protection and whether the insurer can. underwrite and
issue the policy in time to meet Newco’s acquisition time schedule.

Persons who are interested in the extent of Bigco's R&W, 2and Newco's rights
to recover for breach, include not only Newco and its shareholders, but Newco's
lenders as well.

The parties’ negotiating positions on these issuts are generally as follows:

o Extent of R&W. In the typical negotiati, i, Newco seeks extensive R&W
from Bigco regarding Target. Bigco, hawever, seeks to give Newco far fewer
R&W (or possibly none at all—i.e!. «n “as is” sale) and to qualify them
with concepts of materiality and xnowledge.

¢ Survival. Newco seeks to have the R&W survive the closing for a lengthy
period (possibly forever) anti seeks to have Bigco indemnify Newco against
any breaches Newco discavers during the survival period. Bigco, however,
seeks to have the R&W expire at the closing (i.e., to give Newco no right
whatsoever to sue bigco after the closing for breaches of R&W) or, at least,
to have the R&" curvive only for breaches discovered by Newco within
a short period ‘e.g., 6 to 12 months after the closing).

¢ Deductible and/or ceiling. Newco seeks indemnification which begins with
the first dollar of damages from breach and is unlimited in amount. Bigco,
however, seeks to have its indemnification obligation subject to (1) a deduct-
ible so that Bigco pays claims only in excess of (e.g.) $1 million (or if Bigco
cannot obtain a deductible, at least a substantial minimum threshold which,
if exceeded, will result in payment of the full amount), (2) a ceiling so that
it pays no more than a specified dollar amount or percentage of Newco's
purchase price for Target, and (3) where Target has more than one owner,
several, rather than joint and several, liability (so that each owner is liable
for only a pro rata share).

* Escrow or other security. Newco seeks security for Bigco’s indemnification
obligation, e.g., a holdback of part of the purchase price, escrow part of
the purchase price, set off rights against any seller paper, and/or liens
against Bigco assets. Bigco, however, does not desire to provide any such
security for its indemnification obligation.
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of the issues such seller paper raises, including subordination to, and maturity
after, Newco's other financing.

9501.3.2 Transferring Target Assets and Contracts
9501.3.2.1 Hard to Transfer Assets and Contracts

Where Newco is purchasing Target's assets, some properties may present diffi-
culties in effectuating the transfer from Target to Newco, including:

(1) with respect to a Target contract right (e.g., a technology license or real
estate leasehold), a prohibition in the contract between Target and the other
contracting party (the “OCP”) on Target’s transfer of the contract without
the OCP’s consent (in which case the OCP may demand a substantial
consent fee where Target’s rights under the contract are valuable and
are being transferred),

(2) with respect to a governmental license, a prohibitior| 1 the license (or in
governmental regulations) on Target’s transfer of the license without the
consent of the governmental agency, and

(3) with respect to real estate, vehicles, aircrafi, catents, trademarks, copy-
rights, and other assets the transfer of wiich must be registered with a
governmental agency, the preparation at.d filing of papers with (and the
payment of fees to) the governmental Agency.

Examples of such hard to transfer asseis:

e Long-term low-rent leasehola

e Long-term low-interest bexrowing.

o Long-term low-royalty paient or other technology license.
e Governmental license\or permit.

e Large number of vebicles or aircraft.

e Large number i real estate parcels.

e Large number of patents, trademarks, or copyrights.

Where Target is a Bigco subsidiary (rather than a Bigco division), structuring
the acquisition as a purchase of Target’s stock by Newco or a reverse subsidiary
cash merger of a Newco subsidiary into Target (rather than a purchase of Target’s
assets) generally eases the burdens of transferring such Target assets, unless the
contract or license (or governmental regulations regarding a government license)
treats a change in Target’s control (here from Bigco to Newco) like an asset transfer
and hence requires consent of the OCP or governmental entity.

A forward cash merger of Target into Newco or a Newco subsidiary may ease
the burdens, depending on the contractual language (or governmental regulations
regarding the license) and whether state law applicable to the contract or license
treats a conveyance by operation of state merger law as a transfer.

It is necessary to read each contract or license (or governmental regulation
regarding a license) to ascertain whether a third-party consent is necessary for a
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Chapter 5. Structuring Buyout 1501.3.3
q501.3.3 Hart-Scott-Rodino Antitrust Filing for Acquisition
q501.3.3.1 Filing and Waiting Period

An HSR filing with FTC/DO]J is required if (1) the size of an investment or
acquisition as described in 1501.3.3.2 exceeds $312.6 million or (2) the size of an
investment or acquisition exceeds $782 million and the size-of-person test
described in 1501.3.3.3 (one person with at least $15.6 million and one with at
least $156.3 million generally measured by annual net sales or total assets) also is
satisfied, unless the transaction qualifies for exemption as described in 9501.3.3.4.°

There generally is a 30-day waiting period (before closing the acquisition) after
the parties have made their required HSR filings which period is extended if FTC/
DOJ requests additional information.

Newco must pay a filing fee:

Fee Transaction value

$ 45,000 greater than $78.2 million but less thau
$156.3 million

$125,000 at least $156.3 million but less thaa 481.5
million

$280,000 $781.5 million or more

If other HSR reportable events are occuiring, additional filing fees may be due.
The parties to an H5R reportable tvansaction must file a substantial amount of
information with FIC/DO], including (1) any confidential information memoran-
dum (“CIM”) (or other documertis) serving such function if no CIM exists), regard-
less of whether the CIM discusses market shares or competition-related topics, and
(2) each study, survey, aniysis, and report prepared by or for an officer or director
(or person exercising sdler functions for an unincorporated entity) of Bigco, Tar-
get, or Newco, including by or for an officer or director of a controlling parent or
controlled subsidiary, which was prepared for the purpose of evaluating or analyz-
ing the transaction with respect to either (a) synergies and /or efficiencies or (b)
markets, market shares, competition, competitors, or the potential for market expan-
sion (either geographic or with new products), including “pitch books” or “bankers’
books” prepared by investment bankers, consultants, or other third-party advisers
either during an engagement Or for the purpose of seeking an engagement.’

5The size of various HSR tests are adjusted annually for inflation, and the amounts set forth in text
reflect the 2/25/16 adjustment applicable to any transaction closing on or after such effective date.

7FTC/DO] staff takes the expansive position that (1) an “analysis” includes any interoffice memor-
andum, handwritten note, correspondence, email message, computer file, slide presentation, or board
minutes, if such document contains even a brief evaluation or analysis of the acquisition’s competitive
advantages, even where stich document contains substantial other information not required to be filed,
(2) failure to include any such analysis may render the HSR filing deficient, so that the HSR waiting
period restarts when the omitted analysis is subsequently submitted (unless FTC staff waives restart),

(footnote continues)
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Chapter 10. Structuring Formation of Private Equity Fund q1001.1

¢ PE Fund’s dividend income from a C corp flows through to PE Fund’s

individual partners as QDI if all the QDI requirements discussed at
T107(3) are satisfied, so that such an individual GP or LP owes federal
income tax at a 20% top rate on PE Fund’s QDI allocable to such indi-
vidual partner (rather than the normal 39.6% top Ol rate).

A Ccorp partner in PE Fund (a “corporate partner”) is entitled to a 70% or
80% DRD with respect to the corporate partner’s allocable share of PE
Fund'’s dividend income from U.S. C corps, so that the corporate partner’s
federal income tax on such dividend income is reduced to 35% multiplied
by either 30% or 20% of the dividend income.

(4) Flow-through taxation of PE Fund’s OI

® A PEFund individual partner is taxed on his or her allocable share of PE

Fund'’s Ol (generally income other than CG or QDI) at a 39.6% top rate,
while a PE Fund corporate partner is generally taxed at a 35% top rate.
PE Fund’s losses flow through to its partners, e.g., in the early years when
PE Fund’s management fee and other expenses excesd 'E Fund's income.
However, Code §67 disallows (under the 2% -of-4GI disallowance rule
discussed below) a portion of PE Fund's expenses (including the
management fee) to the extent allocable 0 1 individual LP (but not
to a corporate LP) where PE Fund is it for tax purposes, viewed as
engaged in a business to which such >xpenses are allocable (but rather
engaged merely in an investment activity). This 2%-of-AGI disallow-
ance (1) does not apply to the exient a fund expense is allocable to a fund
business activity, possibly iacluding the fund’s indirect interest in a
business activity conducted-through a non-disregarded partnership,
LLC, or other flow-throtgh entity,' but (2) does apply to fund-level
expense allocable to'a business activity indirectly owned by the fund
through a C corp {i.»., non-flow-through) entity.

Under this 2%-0f-AGI disallowance rule an individual’s aggregate
miscellanecas. itemized deductions (principally employee business
expenses atid investment [i.e.,, non-business] expenses) are reduced
by 2% of his or her AGI, so that such individual can deduct
miscellaneous itemized deductions (including investment expenses)
only to the extent such expenses in the aggregate exceed 2% of his or
her AGI, regardless of whether PE Fund operates at a net profit or net
loss for the year, unless PE Fund is viewed as engaged in a trade or
business to which such expenses are allocable.

1001 'IRS precedents in analogous situations are inconsistent on this peint. Compare Rev. Rul.
2007-42, 2007-2 C.B. 44 (corporation owning one-third of an LLC treated as engaged in the active
conduct of a trade or business for purposes of Code §355 spin-off as a result of LLC’s business, even
though the LLC’s employees carried on all management and operational functions with respect to the
LLC’s business), with Rev. Rul. 2008-39, 2008-31 LR.B. 252 (upper-tier partnership not treated as
engaged in business under Code §162 as a result of owning limited partnership interests in lower-
tier partnerships engaged in business activities for purposes of classifying management fees paid by the
upper-tier partnership).
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q1001.1 Structuring Venture Capital Transactions

(5) PE Fund’s partners are entitled to receive tax-free distributions of cash or
property from PE Fund.

* A partnership can generally distribute cash or property to its equity
owners without triggering income tax to either the partnership or the
recipient equity owner, as further described below.

* On a partnership’s distribution of cash to an equity owner, the equity
owner’s tax basis in the equity owner’s partnership interest is reduced
by the amount of cash distributed but the recipient equity owner recog-
nizes no taxable gain.” Only when cash distributed to the equity owner
exceeds his or her basis in the partnership interest does the recipient
equity owner recognize taxable gain, i.e., the equity owner’s basis in the
partnership is first reduced (to but not below zero) by the cash
distributed, and the excess of the cash distributed over the equity own-
er’s basis in the partnership triggers gain to the equity owner, which
generally constitutes CG (LTCG if the equity owmner has a more than 1
year holding period for the partnership intertst).

* On a partnership’s distribution of properiy (including appreciated
property) to an equity owner, neither ihe partnership nor the equity
owner generally recognizes taxable(goin. Rather the equity owner’s
basis in the equity owner’s partne:chip interest is reduced by the part-
nership’s basis in the property distributed (but not below zero) and the
equity owner takes a basis.in the distributed property equal to the
reduction in the equity owsiei’s basis in the partnership interest.

e A partnership’s distrituuon of “marketable securities” (expansively
defined) to an equity.owner is treated as a distribution of cash in an
amount equal to thé securities’ FV for purposes of applying the above
rules (so that the distributee equity owner recognizes gain to the extent
the FV of martketable securities received by such equity owner exceeds
the equity. owner’s basis in the partnership). In this case (a) the recipient
equityavaier’s basis in the partnership is first reduced (to but not below
zeiw) by the FV of the marketable securities distributed to the equity
owner, (b) the FV of marketable securities in excess of the equity own-
er’s basis in the partnership triggers gain to the recipient equity owner
(generally CG), and (c) the marketable securities take a basis in the
equity owner’s hands equal to FV.

There are, however, several important legislative limitations and
exceptions to this rule that marketable securities are treated as cash for
this purpose:

2q[302.2.2 and 301.2.2(4) explain the calculation of an equity owner’s basis in his or her partnership
interest, i.e., generally the equity owner’s original cost for such interest, plus the equity owner's
subsequent contributions to the partnership, plus partnership taxable (or tax-exempt) income allocated
to the equity owner, less distributions by the parinership to the equity owner (measured by the basis of
property distributed or the amount of cash distributed), less partnership taxable loss (and non-deduc-
tible non-capitalizable expense) allocated to the equity owner, plus increases in the equity owner’s share
of partnership liabilities, less reductions in the equity owner’s share of partnership liabilities (with such
liability reductions treated as a cash distribution for purposes of the equity owner-level gain recognition
rule described in text).
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Structuring Formation of Private Equity Fund 110011

Marketable securities distributed to an equity owner are not treated
as cash to the extent that gain would have been allocated to such
equity owner if the partnership had sold all the marketable securities
of the same class. Hence where marketable securities are distributed
pro rata to the equity owners, ie, in the same ratio as the
gain on a sale of such securities would have been allocated if the
partnership had sold such securities, only the cost basis of the
marketable securities is treated as a cash distribution.

If the partnership is an “investment partnership,” i.e., has never
engaged in a business and substantially all its assets have always
consisted of money and/or securities, the marketable securities
distributed are not treated as cash. Under the regulations, PE
Fund would not be disqualified from this investment-partnership
exception (i.e.,, would not be treated as engaged in a business)
because of “any activity undertaken [by PE Fund] as an investor
..., including the receipt of commitment fees, ditector’s fees, or
similar fees ...customary in and incidental to”~E Fund’s invest-
ment activities.

Moreover, where an entity taxed as.a‘partnership (e.g., GP
Entity) receives “reasonable and cusfomaly fees” for rendering
“reasonable and customary manageirent services” to an invest-
ment partnership (here PE Fundi; such fee income does not dis-
qualify GP Entity from this~investment-partnership exception
when in turn it distributes rieiketable securities to its partners.

However, a partnership otnerwise qualifying as an investment
partnership (e.g., PE Fund) would generally be disqualified from
this investment-partnersnip exception where PE Fund owns a 20%
or greater capital o1 profits interest in (or actively and substantially
participatesinthe inanagement of) one or more flow-through entities
engaged in business (e.g., PE Fund owns an interest in one or more
operating postfolio companies formed as partnerships or LLCs),
becausd P'E Fund would be treated as engaged in the business of
each such flow-through entity .’

Under regulations, marketable securities are not treated as cash if
(a) when the partnership acquired the securities, the issuing entity
had no outstanding marketable securities, (b) the securities acquired
by the partnership remained non-marketable for at least six months
after the partnership acquired them, and (c) the partnership distrib-
utes the securities within five years after they became marketable.

Securities that were contributed to the partnership by an equity owner
are not treated as cash when distributed back to the same equity owner.

(6) For a PE Fund LP which is a tax-exempt organization (a “TEQ"):

e Normally a TEO owes no federal income tax on its income. However, a
TEO (other than a pension plan for state or local government employees,
which is exempt from the UBTI rules) does owe federal income tax on its

*Treas. Reg. §1.731-2(e)(4).
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Chapter 10. Structuring Formation of Private Equity Fund q1001.1

listed types of income, when received incident toan investmentactivity,
should not constitute an active business for UBTI purposes.

e There are numerous complex UBTI structuring solutions (and partial

solutions), depending on the factual situation, including:

= PE Fund purchases portfolio company convertible debt, or

= a blocker C corp is interposed between PE Fund and a UBTI-gen-
erating portfolio company, or

s a blocker C corp is interposed between a TEO LP and PE Fund, or

= a group trust (as described in Rev. Rul. 81-100°) is interposed be-
tween PE Fund and pension plan and IRA LPs, so that the group
trust (rather than the TEOs investing through the group trust)
reports and pays the tax on any UBTL, or

= TEOs buy a derivative security, the value of which is based on PE
Fund’s LP interests (rather than buying an LP interest).

It is increasingly common for TEOs to invest ir"a PE fund which is
permitted to make UBTI-generating investments, although in some
cases TEOs insist that the portion of such PE fund’s capital commit-
ments which can be invested in UBTI-genaiating investments limited to
(e.g.) 25% to 35% of the fund’s capital.commitments.

A state government organization, apriar ently including a state employ-
ees pension plan, is not subject 10 1iie UBTI tax.

(7) For a PE Fund LP which is a fefe;gh (ie., non-U.5.) person (an “FI'"):

e An FP owes no federal incoime tax on PE Fund's CG allocable to the FP,

so long as (a) the CG.it not “effectively connected” with an active U.S.
business (as opposéd:to a mere investment activity) conducted by PE
Fund, by a PE Fund portfolio company formed as a partmership or LLC,
or by the FP ¢nd (b) the PE Fund portfolio company generating the CG
does not rredominantly own U.S. real estate (generally as determined
under a 50%-by-FV-at-anytime-in-the-past-5-years test, but treating as a
reduction in the FV of such property any mortgage liability or other debt
secured by any property and either (i) “incurred to acquire” or (ii)
“incurred in direct connection with” such property). See 302.7.
Dividend and interest income allocable to an FP and not “effectively
connected” with an active U.S. business is subject to a 30% withholding
tax, unless (1) the normal 30% withholding rate is reduced by an applic-
able tax treaty or (2) in the case of interest, the interest qualifies for the
“portfolio interest” exemption from withholding,.

Where PE Fund’s dividend income, interest income, or CG allocable to
an FP is “effectively connected” with an active U 5. business (as opposed
to a mere investment activity) conducted by PE Fund, by a PE Fund
portfolio company formed as a flow-through entity, or by the FP, the
FP is subject to regular U.S. tax on such “effectively connected” income.

51981-1 C.B. 326.
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Chapter 10. Structuring Formation of Private Equity Fund 11001.4

q1001.4 Industry Standard Generally Limited
Partnership Form

Most PE funds are formed as limited partnerships for the reasons discussed in
q1001.1 through T1001.3.

q1001.5 Key Tax Issues and Appendix References

Should PE Fund be structured as a limited partnership,an LLC, a Ccorp,oran$S
corp?

e See precedents cited in Chapters 2 through 8 regarding taxation of these
three types of entities.

How is an equity owner that is a TEO or FFP taxed?

¢ See precedents cited in Chapter 3.

91002 PROFIT AND LOSS ALLOCATIONS BETWEEN
GP AND LPs

q1002.1 Profit Allocation

Industry standard #1—no LP prefereniai return: 20% of net profits allocated
to GP as carried interest and remaining 8( % of net profits allocated according to
contributed capital.

Industry standard #2—disappearing LP preferential return: 100% of net prof-
its allocated according to coniributed capital until PE Fund achieves specified IRR
(e.g., 8%), and thereafter 100% (or less frequently 80% or even less frequently
50%) of net profits exceeding such IRR allocated to GP as carried interest until
GP catches up (i.e., until GP is allocated an amount equal to a full 20% carried
interest in all net profits), and thereafter 20% carried interest in net profits allo-
cated to GP and remaining 80% of net profits allocated according to contributed
capital.

Alternative approach—permanent LP preferential return: Far less commonly,
100% of net profits allocated according to contributed capital (with no carried
interest for the GP) until PE Fund achieves specified IRR, with 20% of residual
net profits allocated to GP as carried interest and remaining 80% of net profits
allocated according to contributed capital (with no carried interest catchup).

q1002.2 Loss Allocation

Industry standard: Net losses (including net losses attributable to fund
expenses, such as management fees paid to GP) allocated same as net profits

10-13



P————

Chapter 10. Structuring Formation of Private Equity Fund q1006.4

91006.4 Taxation of PE Principal on Partnership’s Flow-Through
Income and on Gain from Sale of GP Entity: Carried
Interest Taxation

(1) Partnership character-flow-through rules. When a service provider (e.g., a
PE principal) (a) holds an equity interest in the GP entity formed as a partnership or
LLC (either a capital interest or a carried interest?), (b) such equity interest is fully
vested or the PE principal made (or was deemed to make) a §83(b) election with
respect to such equity interest, and () the GP entity, either directly or through a GP
or LP interest in PE Fund, subsequently recognizes profitor loss from the GP entity’s
or PE Fund’s operations or asset sales, the PE principal is (under long-standing
federal income tax rules) allocated his or her share of such item and the tax character
of the item in the partnership’s hands (e.g., OI, OL, QDI, LTCG, STCG, LTCL, or
STCL) passes through to the PE principal, i.e., the equity interest holder."”

GP principals
(service providers)

GP entity
(partnership or LLC)

PE Fund
(partnership)

Thus, a capital interest or a carried interest share of LTCG is treated as
LTCG; a capital interest or a carried interest share of QDI is treated as QDL
and a capital interest or a carried interest share of interest or other OI is
treated as OL

However, when a service provider holds a partnership (or LLC) interest subject
to vesting without making an actual or deemed §83(b) election, the service provi-
der is not viewed as a partner for tax purposes (and hence has no partnership
allocations with respect to such unvested partnership interest) until after vesting.
Rather, the share of income tax items that would have been allocated to the
unvested service partner is allocated for tax purposes among the other partners

70 the extent a partner’s interest in the partnership’s future profits is proportionally larger than his
share of the partnership’s capital, it is generally called a “carried interest” or “profits interest.” Such an
interest is frequently offered to the partnership’s key service providers.

105pe Code §702; Wheeler v. Commissioner, 37 T.C.M. 883 (1978); IRS TAM 9219002 (1/27/92).
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e as compensation OI for 2013 and subsequent years 75% of the amounts
described in (1) through (3) above.

A very similar (but not identical) 2010 Senate bill (not passed by the Senate)
would have taxed as compensation OI for 2011 and all subsequent years 75% of the
type of income covered by the House-passed 5/10 bill (as described in (1) through
(3) above), except that the 2010 Senate bill’s OI portion would have been only 50%
(for 2011 and all subsequent years) for certain types of income attributable to
specified types of assets held at least 5 years (e.g., portfolio companies and
Code §197 intangibles [generally GP entity’s goodwill], as further described
below).”

The 25% or 50% portion of income not converted by §710 to compensation OI
would, under the 2010 bills, have continued to receive character-flow-through
treatment.

This carried interest legislation was not enacted in 2010 or 2011, but may well
reappear in the future.

Investment services partnership interest. If either the 2010 House or Senate bill
had been enacted in its most recent version, proposed Cace §710 would have
treated a partnership/LLC interest as an “investment.-éerices partnership inter-
est” if it is reasonably expected at the time the partriet sequires the interest that the
partner (or any “related .. _person”"?) will proyide idirectly or indirectly) a sub-
stantial quantity of any of the following types &= services (herein called “invest-
ment management services”)™ with respect t¢ the partnership assets:

“(A) Advising as to the advisability ¢¢ investing in, purchasing, or selling any
specified asset.

| “(B) Managing, acquiring, or.cizposing of any specified asset.

“(C) Arranging financing with respect to acquiring specified assets.

“(D) Any activity in suppert of [such services].”

“Specified asset” yas defined as (a) corporate stock, (b) interests in partnerships
or LLCs (but not athinterest in a partnership or LLC 100% owned by a single
| individual or entity and thus constituting a tax-disregarded entity, as discussed
' at 303.2), (c) debt instruments, (d) notional principal contracts, (e) real estate held

for rental or investment, (f) commodities, and (g) certain options, derivatives, and

12We do not here explore the wisdom of changing the long-standing carried interest tax rules to the
detriment of investment and real estate partnerships, although one of the authors has testified against
the proposed legislation. See Carried Interest Taxation: Hearing Before H. Comm. on Ways and Means,
2007 Leg., 110th Congress, 1st Session Serial 110-58 (statement of Jack S. Levin).

B Related generally means a family member or a more-than-30%-owned entity.

14]f 4 partner receiving a partnership interest (and his related persons) are not expected at the outset
to provide substantial such services but there is a subsequent change in the services, see “Change in
services” below.
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carried interest (extremely bro
regarding the upper-tier entity’s purchase, sale, or financing of the lower

equity (or debt) or (2) manage the upper-tier entity’s equity (or debt) investment in

the lower-tier entity.

In such case, although the upper-tier and lewer-tier entities viewed a
not in the investment or real estate business,

Management partner

giving advice on
purchase/sale/financing
of lower-tier entity

Upper-tier partnership/LLC
(holding company)

Lower-tier N

partnership/LLC or corporafion
(operating business,

)

91006.4

adly defined) is reasonably expected to (1) advise
-tier entity’s

s a whole are
such management partner might be

viewed as covered by §710 becaugé ite upper-tier entity’s interest in the lower-tier

entity is literally a specifi
Second, with respeck to 1

ed assztowned by the upper-tier entity.
he ninture of the service provider’s services: even where a

partnership owns specifica assets, a partner’s interest is an “investment services

partnership interest”
expected to perform (

management services wit

only i

f the partner (or a related person) is reasonably
directly or indirectly) a “substantial quantity” of investment
h respect to such specified assets. Application of this excep-

tion should generally be clear where the partner performs no investment manage-
ment services—for example, where the partner is engaged solely in marketing,
production, or R&D activities in connection with the parinership’s operating

business.'®

Application of this exception whe
tional activities) performs some inve
specified assets is not entirely clear,

re the partner (in addition to his/her opera-
stment management services with respect to
because the bill does not define “substantial

quantity.” Nonetheless, the exception should generally apply where a partner’s

investment management services with respect to

158¢e the examples contained in Jo
Provisions Contained in “American Job

the Floor of the House of Representatives, p.269 (5 /28/10).

specified assets are only an

int Committee on Taxation, Technical Explanation of the Revenue
s and Closing Tax Loopholes Act of 2010,” for Consideration on
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