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l. Introduction

The recent increase in private financing transactions
with a dividend, redemption, secondary sale, or other
“take-out” component is well documented. Once the
province of a relatively limited subset of sponsors

and targets, the so-called “recap” financing has gone
mainstream. Reliable data tracking the number of such
fransactions is somewhat scarce. But over the past
three years, the percentage of financing transactions
handled by our firm with a liquidity component has
increased dramatically. With potential increases to
capital gains tax rates on the horizon, we expect an
even greater focus on liquidity for transactions closing
through the end of 2012.

Take-out transactions take many forms. We focus
here on transactions in which the target company is a
corporation' and remains intact as a legal entity, the
new investor acquires between 20% and 70% of the
company's fully-diluted ownership, and a significant
portion of the investment dollars end up in the hands
of the company’s existing stakeholders. This article
will explain the typical structuring alternatives for these
fransactions, the key tax considerations for the various
potential participants, and certain other important
considerations.

For purposes of illustration, several examples are
provided. Unless otherwise indicated, the examples
assume the facts below. For bravity and ease of

1 Although the basic structuring alternatives for a non-corporate transaction are
the same, the tax consequences of a transaction involving a partnership or
limited liability company can differ dramatically for both existing owners and
the new investor.
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Historically, recap
transactions were most
often a liquidity opportunity
for founders. More recently,
the primary objective of
the take-out is often
replacement of existing
investor ownership
with new investor
ownership.

reference, we will employ the same capitalized names
and terms throughout the text.

e Company is a corporation with 40 million shares
of stock outstanding:

o 20 million shares of Common Stock owned by

Founder, a U.S. individual who has owned his
shares for more than 1 year; and

0 20 million shares of Series A Preferred Stock
purchased for $1.00 per share by Criginal
Investor, a U.S. investment fund organized
as a limited partnership with various types of
partners including U.S. individuals, non-U.5.
persons and U.S. pension funds.

s Company has issued employee options on 10
million shares of Common Stock with a strike
price of $.50 per share.

¢ The Series A Preferred Stock has a per share
liquidation preference of $1.00.

* New Investor will invest $100 million to acquire
shares of Company stock.

¢ New Investor expects to own a majority of the
fully-diluted Company stock.

¢ New Investor is willing to alow up to $80 million
of its investment to be paid to existing Company
owners and option holders, with up to $20 million
payable to Founder and up to $4.5 million payable
to option holders.

http://www.cooley.con/files/VCR_2012_Final1.pdf

ll. Structuring Alternatives

Numerous structuring permutations are available for
financings with a liquidity component. This section
describes the most typical alternatives.

T
- T3

New Investor’s transaction may take the form of an
investment in Company (or in some cases, a new entity
formed to acquire Company) in exchange for newly-
issued (typically) preferred stock (a “primary” issuance)
or a direct purchase of cutstanding stock from selling
stockholders (a “secondary” purchase). Occasionally, a
secondary purchase will be followed by New Investor's
surrender of the acquired stock in exchange for newly-
issued preferred or common stock.

In a primary issuance scenario, Company would
distribute a significant portion of the new money to
existing stockholders, as described in more detalil
below. In a secondary transaction, the existing
stockholders will of course receive New Investor's
money directly.

Recipients of the take-out dollars may include Criginal
Investor, Founder, Company option holders and other
Company employees. Sometimes all groups will
participate, sometimes only one. Historically, recap
fransactions were most often a liquidity opportunity
for founders. More recently, the primary objective of
the take-out is often replacement of existing investor
ownership with new investor ownership.

Numerous considerations inform the decision about
which Company stakeholders participate in the take-
out and how to allocate take-out dollars.

These include:

¢ New Investor's ownership requirements
(e.g., majority vs minority stake)

¢ Current owner wilingness to relinquish a
controlling stake in Company

¢ Demands for liquidity by Founder and
Original Investor

¢ Willingness of both New Investor and company
management to allow employee participation,
taking into account the motivational pros and
cons of employee liquidity

¢ Company's operational funding requirements
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Participation of Company stakeholders in the take-out
can take any one or maore of the following forms:

¢ Company redeams outstanding stock by paying
cash to selling stakeholders

s Existing stockholders sell their cutstanding
Company stock to the new investor for cash (a
“secondary” sale)

e A statutory cash-out merger with a “rollover” of
equity by continuing stakehaolders

s Company distributes cash (as a “dividend”) to
some or all holders

¢ Compensation paid to company employees

¢ A loan from the company, sometimes coupled
with one or more options to acquire or sell stock

The transaction may also involve a recapitalization of
existing Company stock. For example, Company’s
Series A Preferred Stock might be reconstituted as
Common Stock, or existing Common Stock might be
subject to a reverse stock split.

1. Hedemption

In a take-out structured as a redemption, New Investor
typically will invest money directly into Company,
generally in exchange for the Series B Preferred Stock,
and Company will use some or all of the investment
dollars to redeem existing Company shares. Existing
stockholders may be given the option to elect to
participate in the take-out, or the participants may be

http://www.cooley.con/files/VCR_2012_Final1.pdf

predetermined by agreement of Company's board,
managemeant and/or New Investor.

After the redemption is complete, New Investor will
own its desired percentage of Company. and the take-
out participants will have achieved some measure

of liquidity with respect to their ownership stakes in
Company.

)

ndary Sale of Outstanding Stock to New Investor

Although sellers often prefer the tax consequences

of selling their shares directly to a new investor,
recapitalization transactions are frequently structured
as a purchase by New Investor of newly-issued shares
from Company, followed by a redemption of Company
stock. There are a few key reasons for this:

* As described above, in certain situations, the
tax consequences of a redemption can be more
favorable for one or more seling shareholders.

s Typically, the business deal is that the new
investors will acquire a series of preferred
stock that has different terms from the existing
preferred stock.?

2 This sometimes can be achieved [y first purchasing outstanding shares
directly fram the sellers and then exchanging the purchased shares for the
new series of preferred stock. It can also be accomplished by reconstituting
the purchased shares as a new series of preferred stock, However, a primary
purchase from Company followed by a redemption typically is a more direct and
straightforward route from a corporate law, mechanical and tax perspective,
whereas the mechanics of exchanging or reconstituting shares often involves
numerous steps, more nuanced fiduciary considerations and the involvement of
more stakeholders. These considerations are discussed in Part [V,
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A key issue in any redemption transaction is
whether stockholders’ surrender of outstanding shares
in exchange for cash will be treated as a “distribution” with
respect to their remaining stock of Company, or will instead
be treated as a sale or exchange of the
redeemed stock.

¢ New Investor may prefer to deal with only one
entity (the corporation), rather than numerous
individual sellers.

However, a secondary sale sometimes is used —

either because it is most tax-efficient for the selling
stockhaolders, or because New Investor does not
demand a new series of stock, or simply because New
Investor and the sellers prefer to negotiate the terms

of their transaction with minimal interference from
Company.

Sometimes, a secondary purchase will be followed by
an exchange. For example, if New Investor purchases
Common Stock and Series A Preferred Stock, New
Investor might immediately exchange that stock for
newly-issued Series B Preferred Stock.

3. Cash-0ut Merger

A statutory cash-out merger may be utilized in cases
where it is not possible to easily obtain signatures
from all of the participating Company stockholders
(as would be required in a more straightforward

sale transaction), either due to the number of

existing Company stockholders or because certain
stockholders may be unwiling to sign. Such a merger
transaction is often structured in the following manner
(or some variation thereof):

* New Investor organizes a new entity to be the
acquirer (“Newco”) in the merger and makes its
investment into Newco in exchange for newly-
issued Newco preferred stock.

¢ Certain Company stockholders contribute their
existing Company stock to Newco in exchange
for newly-issued Newco stock having (usually) the
same rights as the contributed Company stock.

¢ Newco forms a wholly-owned “shell” subsidiary
(“Mergersub”).

¢ MergerSub merges with and into Company.
Company is the surviving entity in the merger.

s Newco acquires al of Company’s remaining
shares in the merger in exchange for cash paid to
Company’s stockholders.

4. Dividend

Instead of using New Investor’s funds to redeem
Company'’s existing shares. Company could use

those funds to declare and pay a dividend on existing
shares. Depending on Company's charter or articles of
organization, a dividend could be paid on Company’s
existing common stock, preferred stock or both.

By declaring a dividend, Company can provide a
certain amount of liguidity to everyone owning the
classes of share receiving the dividend. While this
solution can mitigate some issues invelved in picking
participants for an oversubscribed take-out, it also can
end up providing liguidity to investors that may not
otherwise demand it.

5. Compensation Paid to Company Employees

Company could use New Investor's funds to pay
bonuses to certain Company employees. If only
employee shareholders are seeking liquidity, a bonus
can put cash in their hands without going through
the process of declaring and paying a dividend or
redeeming stock. The bonuses would be run through
Company's payroll procedures and could be made
disproportionately without any effect on Company’s
ownership structure.

6. Combination

Sometimes Company might choose to use a
combination of compensation and redemption to
achieve all of the stakeholder’s goals. With this option,
Company can rearganize its capital structure through
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the redemption portion of the take-out and also issue
compensation to the extent it wants to reward certain
employees beyond the value of those employees’
redeemed shares.

7. Treatment of Stock Option Holders

Company may also want to provide liquidity to its
option holders in a take-out. There are a few different
ways to do this:

s Permit option holders to exercise all or a portion
of their options (either through payment of the
exercise price or through a “cashless” exercise),
allowing them to participate as stockholders in the
liquidity transaction; or

s Permit option holders to surrender all or a
portion of their unexercised options in exchange
for liguidity proceeds calculated based on the
difference between the option exercise price and
the fair market value of the underlying stock.

8. Other Liguidity Options

Of course, the alternatives for structuring cash
transfers to existing Company owners are not limited
to those described in this article. For Founder and

key employees, in particular, numercus alternative
approaches (from the simple to the very creative) have
been utilized over the years. For example:

* New Investor or Company might loan money to
Founder. Typically, the loan would be secured by
Founder's Common Stock. The loan may be fully
recourse, fully nonrecourse, or partial recourse,

¢ Aloan coupled with a call option on Founder’s
company stock. In this variation, New Investor
is typically the lender and holds the call option.
Often, the call option cannot be exercised for
some period of years, and the strike price of the
option may be significantly higher than the current
value of the Common Stock, reflecting the parties’
expectations (or at least hopes) about the future
value of that stock. Typically, the loan in this
approach would be fully (or mostly) nonrecourse.
In some cases, Founder may also have a put
option, effectively creating a “collar” on the
Common Stock.

Other variations are also possible, including a “prepaid
forward” sale of the stock. Each variation (and each
component choice within each variation) involves

http://www.cooley.con/files/VCR_2012_Finall.pdf

different — and sometimes very sophisticated — tax
considerations. Those considerations are beyond
the scope of this article, but should be addressed
with a tax advisor before any of these variations are
implemented.

[ll. Tax Considerations

¥ b

) Py

The key tax issues that may arise as a result of
aredemption fransaction in connection with a
recap financing are discussed below. To aid in the
explanation, we will refer to the following sample facts:
Example 1
New Investor will pay its investment dollars to Company
in exchange for n sued Series B Preferred Stoc
Compary will use 575 milion of New Investor’
to redeem a portion of its outstanding equity, as fi

¢ 15 million shares of Series A Preferred Stock redesmed at a

¢ 10 million shares of Common Stock redeemed at a $2.00
per share price ($20 million totaly; and

¢ Options on 3 million shares, netting $1.50 per option share
after deduction of strike prices ($4.5 million total).

1. Distribution vs Sale Treatment — Why it Matters

Akey issue in any redemption transaction is whether
stockholders’ surrender of outstanding shares in
exchange for cash will be treated as a “distribution”
with respect to their remaining stock of Company,

or will instead be treated as a sale or exchange of
the redeemed stock. The determination of sale or
distribution treatment is explained below. But first, it
is important to understand the stakes involved in this
guestion. They include:

e For U.S. individuals (including U.S. individual
partners of an investment fund), whether (or
at least when) basis in Company’s stock can
be used to reduce taxable income from the
transaction, as well as the tax rate applicable to
the transaction.

¢ For non-U.S. shareholders (including non-U.S.
partners of an investment fund), whether U.S.
withholding tax wil be imposed in connection with
the transaction.

¢ For U.S. corporate shareholders, whether a
“dividends received deduction” is available to
reduce tax from the transaction.
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In Example 1, Criginal Investor may have limited
partners comprising all three of the above categories
(U.S. individuals, U.S. corporations and non-U.S.
persons). While U.S. corporate partners of Original
Investor may have a preference for distribution
treatment because of the possible dividends received
deduction, non-U.S. partners often will prefer sale
treatment because sale treatment generally will avoid
U.S. withholding tax for their share of the redemption
proceeds. If distribution treatment applies and if some
or all of the “distribution” is treated as a dividend for tax
purposes (as explained further below), Criginal Investor
typically would be required to withhold U.S. withholding
tax with respect 1o its non-U.S. partners’ share of the
dividend income at rates up to 30%.2

U.S. individuals often prefer sale treatment because of
the ability to use their basis in the redeemed shares to
offset taxable income from the transaction. In Example
1, Founder has no basis in his shares of Common
Stock, having received those shares for future services
upon Company's inception when they had no value.

In addition, Founder is eligible for the 15% federal tax
rate on “qualified dividends,” the same rate that would
apply to long-term capital gain he would recognize on
a sale of his shares. Accordingly, Founder is likely fo be
indifferent as between dividend and sale treatment for
his redemption. On the other hand, Founder may prefer
sale treatment if he lives in a state with a reduced tax
rate on capital gains or if federal income tax rates on
dividend income increase.

In contrast to Founder, U.S. individual partners of
Original Investor likely will not be indifferent as between
sale and distribution treatment. Original Investor has an
aggregate basis of $15 million in its redeemed shares. If
sale treatment applies, Original Investor will recognize a
tax gain on the sale of $35.5 million - that is, its $50.5
million of “sale” proceeds less its $15 million basis in
the redeemed shares. Because of Original Investor's
ability to utilize its $15 milion basis to reduce its gain
under sale treatment, Original Investor's U.S. individual
partners may well prefer sale treatment to distribution
treatment.

However, in some situations, U.S. individuals may prefer
distribution treatment. If the redemption is treated as a

3 Theactual withholding tax rate for a given partner of Original Investor will depend
on the partner's home country residence and on whether that country has a tax
treaty with the LS. that reduces the regular withholding tax rate on dividends.
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distribution for Original Investor, then its actual
tax consequences are determined based on a three-
tiered filter.

First, if Company has current or accumulated “eamings
and profits” (or “E&P")* then the distribution would result
in dividend income for Criginal Investor up to Original
Investor's alocable share of the E&P> Original Investor
may not use its basis in the shares to offset the dividend
income.

Second, if Criginal Investor’'s redemption proceeds
exceed its share of Company’s current and accumulated
E&F. the next redemption dollars are treated as a tax-
free return of basis up to Original Investor’s basis in

its Company shares. In some cases, this may cause
Original Investor and its partners to prefer distribution
treatment. Under this second tier of the analysis,
Original Investor may use its basis in both the redeemed
shares and its retained shares. As compared to sale
treatment, this potentially allows Original Investor to
receive an additional $5 million of redemption proceeds
free of tax. For example, if Company has no current or
accumulated E&F, Original Investor would presumably
prefer distribution treatment, which would allow

Original Investor to receive $20 million of its redemption
proceeds free of federal income tax. Under sale
treatment, Original Investor may use only its $15 million
basis in the redeemed shares as an offset.

Third, if Original Investor's redemption proceeds exceed
both its share of Company’s E&P and its entire $20
million tax basis in the Series A Preferred Stock, then
any remaining redemption proceeds will be treated as
capital gain. If Company has no current or accumulated
E&P. Criginal Investor would have $30.5 milion of
capital gain under distribution treatment, as compared
to $35.5 million under sale treatment.

Determining whether a redemption should be classified
as a distribution or a sale is equally complex, and
not entirely objective in every case. However, certain

4 There is no clear definition of E&P in the tax code. It is not synonymous with
gither taxable income or GAAP retained earnings. However, it is often relatively
close to the corporation’s net taxable income (or loss), as reduced by previous
dividends distributed by the corporation. Dividend treatment may apply it Company
has either current-year E&P, or E&P for all prior years combined, Thus, dividend
treatment may apply even if Company hasno accumulated E&P (for all prior years
combined), if Company has E&P for the current year viewed in isolation.

Each shareholder of a corporation will be allocated a certain portion of the
corporation’s E&P based on the relative ownership and distribution rights inherent
in their stock.

on



VCR_2012_Finall.pdf

7 of 14

objective safe harbors are available. A complete
redemption of a shareholder’s interest in a corporation
is one safe harbar (although even this test is not as
simple as it sounds, due to the potential application
of certain share ownership “attribution” rules). The
“substantially disproportionate” redemption is another
safe harbor. Under this test, the shareholder’s
percentage ownership of both outstanding common
stock and outstanding voting stock after the
redemption must be less than 80% of its percentage
ownership prior to the redemption. Various other
nuances apply, including certain stock ownership
attribution rules and a requirement that, immediately
after the redemption. the stockholder must own less
than 50% of the corporation’s total voting power.

In Example 1, Criginal Investor’s initial common-
equivalent and voting percentage of the outstanding
stock is 50%. To gualify for the substantially
disproportionate test, Original Investor's ownership
after the redemption must be less than 40% (i.e., less
than 80% of 50%). In the above example, Criginal
Investor's percentage of the outstanding common-
equivalent and voting power after the redemption

is approximately 14% and therefore satisfies the
substantially disproportionate test, meaning Original
Investor's redemption should be treated as a sale
of shares for income tax purposes, rather than a
distribution.

Similarly, Founder's percentage ownership of

the outstanding stock decreases from 50% to
approximately 29% after the redemption and should
also qualify as substantially disproportionate. As noted
above, Founder may be indifferent as to whether the
redemption is treated as a sale or redemption for

tax purposes.

If neither the “substantially disproportionate” nor the
“complete redemption” safe harbors are available, a
redemption may in some cases still be classified as

a sale for income tax purposesif it is “not essentially
equivalent to a dividend.” However, this analysis is
based on the facts and circumstances of each case
rather than on objective criteria. The case law generally
reguires a “meaningful” reduction in the stockholder’s
interest in the corporation, but the courts and the
RS have varied interpretations of what qualifies as
“meaningful.” Accordingly, tax practitioners prefer

not to rely on this category in advising on the tax
consequences of redemptions.

http://www.cooley.con/files/VCR_2012_Final1.pdf
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In contrast to redemptions,
the tax consequences of
a direct sale of stock by
existing stockholders to

New Investor are often
straightforward.

3. Possible Recharacterization

In addition to determining the general tax treatment of
a redemption as either a sale or distribution, in some
cases a redemption transaction may raise other tax
characterization questions. In particular, if Company
redeems shares held by employees, there may be a
guestion about whether some or all of the redemption
price could be characterized as compensation for

tax purposes. This is usually a somewhat subjective
analysis and can be a very sensitive and important

issue for both the selling employees and the company.

For Company, one key question is whether a tax
withholding obligation may exist with respect to

some or all of the payments to employee sellers.

The tax deductibility of such payments will also

be a consideration for Company. A payment of
compensation is deductible by Company, whereas
the redemption price for stock is not. For the selling
employees, compensation treatment usually will result
in a significantly higher tax burden for the transaction
proceeds, given that compensation is taxed at federal
income tax rates up to 35% (possibly increasing in the
future) and is subject to employment taxes as well.

The compensation guestion often arises in situations
where the redemption price to be paid for — in our
examples — Company Common Stock is equal o (or
very close to) the price being paid by New Investor for
Series B Preferred Stock. This situation highlights the
guestion because the Series B Preferred Stock has
economic features (such as a liquidation preference
and dividend rights) and other rights that seemingly
make it far more valuable than the Common Stock.
On the other hand, in many cases, &l the parties to
the transaction believe that the agreed redemption
price for the Common Stock does represent its true
fair market value. There are several factors that tax

http://www.cooley.con/files/VCR_2012_Final1.pdf

practitioners identify as relevant in determining whether
redemption proceeds may be characterized in whole
or in part as compensation. These include:

e All available information about the valuation of the
Common Stock.

¢ The expected financial accounting treatment of
the redemption price paid to employee-sellers.

¢ Whether the redemption price for the Common
Stock is viewed as an arm’s-length, negotiated
price.

¢ \Whether any portion of the Common Stock is
being sold by persons who provide no services
to Company (for example, if Original Investor also
held Common Stock and was selling it to New
Investor at the same price as Founder).

¢ \Whether dividend treatment might be a mare
appropriate recharacterization than compensation.

The tax analysis should take into account all of the
foregoing factors.®

In cases where some or all of the redemption price
payable to employee-sellers is determined to be
compensation, the redemption payment mechanics
should be revised for the compensation portion of the
payments. The compensation portion should be run
through Company's payroll processing procedures
(internal or external). Income tax withholding and
employment taxes should be withheld from that
portion of the payment. The resulting amount (net of
withholding) can then be paid to the employee sellers.
Of course, any portion of the amounts payable to
employee-sellers that is determined to be equal to the
frue fair market value of Company's Common Stock
can be paid outside those compensation procedures.

Example 2

Assume Company's board of directors determines (by
issioning an independent appraisal) that the fair market
mmon St is $1.75 per share, rather
stock.

oard determin s sultations with tax
C (cess portion of the payment for Founder's
Common Stock will be treated as Tpensation to Founder,
Founder is being paid $2 per share, so $0.25 per share will be

considered compensation.

6 Tax practiioners may occasionally consider the relative incentive of a taxing
authority to characterize the common stock redemption price as compensation.
Sometimes, the overall tax revenue generated by the transaction would be lower
with compensation treatment because of the resulting corporate tax deduction.
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¢ RHedemption: Since the fair market value of the s
is $1.75 per share, that portion --f vas payment v
treated as a sale o ( "Hmmu Founder's
satisfa f the )
redemption test des
15% federal long-term capital umn._. tax ratc. [_Iu state

ocal taxes, For purposes of this example,

tate and local tax rate on both capital gains ¢
ordinary income. Thus, in this example, Founder will pay

75 millionin tax n the “purchase” portion of his

eeds. Since no withholding would occur for this tax

, Founder would be well advised to set aside funds

for payment of these taxes, either through estimated tax

payments during the remainder of the year or by the due
date for his tax return, at the latest.

_ompensation: As noted above, $2.5 million of the total
nsideration payable to Founder is determined to be
compensation. Company will run this amount through its
sayroll provider, deduct applicable income and employment
taye‘:. 'JI'Id remit the balan Founder, Assuming federal

- 3 tax rate and all other

( al an additional 12%
approxXime 47% (0 H1 1“3 m||||, ) of the amount treated
'“mren ation will be withheld and remitted to the

icable taxing authorities by Company. Also, Company
will be entitled to a tax deduction equal to the $2.5 million of
compensation. This deduc ften a significant windfall
o Company (assuming Company has net taxable income
agains use the deduction) that was not anticip:

at the outset of the transaction and was created with no net
cash outflow from the Company. In some cases, the parties
ma_-,- have originally expected that all of Founder's
W ,uld e J&:ed sital gain. Insuch ca

amount to
taxes and

In contrast to redemptions. the tax conseguences

of a direct sale of stock by existing stockholders

to New Investor are often straightforward. In our
example, if Criginal Investor sells 15 million shares to
New Investor for $50.5 million, Original Investor will
recagnize a capital gain of $35.5 million, which is the
difference between the $50.5 million purchase price
and Original Investor's $15 million tax basis in the

15 million shares sold. As noted above, this typically
will be Original Investor’s preferred tax outcome

(as compared to distribution treatment). Similarly, if
Founder sells 10 million shares directly to New Investor
for $20 million, Founder likely will recognize a capital
gain of $20 million.

7 This assumes that Founder's other compensation exceeds the wage base limit
for Social Security taxes,
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However, secondary sale transactions are not entirely
free from tax uncertainty. There still can be a question
about whether some of the purchase price payable to
employee-sellers represents compensation. This often
surprises transaction participants. Intuitively, it would
seem that if no payments are made by Company to
its employees, then no portion of the sale price could
be treated as compensation. Moreover, participants
often note that a price negotiated by unrelated buyers
and sellers should be respected as fair market value.
On the other hand, where the facts indicate that there
is some compensatory element to the agreed price
(based on the various factors described previously),
most tax practitioners believe that a taxing authority
would not be swayed merely by the “form” of the
fransaction as a secondary sale. And certain tax
regulations support this belief.

In cases where it is determined that some portion

of the secondary sale price does represent
compensation, it is usually easiest to restructure that
portion of the payment. Typically, this takes the form
of a payment by New Investor to Company, followed
by Company's payment to the employee-sellers after
deduction of applicable withholding taxes. Often,
New Investor's payment to Company is restructured
as the purchase price for newly-issued preferred
stock. In some cases. the parties may find it easier to
restructure the entire transaction as a primary issuance
of stock by Company. folowed by a redemption
payment to selling shareholders.

Example 3

Instead of purchasing newly-i

Mew Investar purch y outstanding « harc fram

Fo -|n|dcr Ume also that Comp sommaon Stock has an
tively determined fair market value of $1.75 per s han:

and that the parties, including Compary ard of directo

determine that the exc .25 per share payable to F-:-l.n'|der

represents compensation due to Founder's status as a key

employee.

ed stock from Company,

e Treatment of the Purchase of Founder's Common Stock:
Ir| thi‘ uation, rather than having Mew Investor pay the
er share directly to Founder, a better approach

is typically to bifurcate the investment as follows:

o $17.5 million paid dire
for 10 million shares of
$1.75 per share; and

to Founder in exchange
under's comman stoc

'rUm[JJH, in ';Y hange

o The other $2.5 m|||| on [,md tor
for a primary issuz likely
the Series B o d in “‘Ic Base
Example, l’JﬂIcl’HIJIIJddIII--IICﬂ common stock).
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the $2.5 million through
:: to Founder in the same
. The ultimate tax

mar ner d|_

results of this apy -,-J_h f rF urrder and & ':mr-a uld
e equivalent to : e,
Mew In or may e unwilling to hold the commaor k<

purchased from Founder and may require that the common
stock be exchanged for new Series B Preferred Stock,
As noted in Part lILA1 above, a secondary sale might
facilitate a better (or worse) tax result for Original
Investor or Founder, depending on various factors.
Example 4
sume now that Original I ragrees to sell fewer
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of its tax inthe Series A Preferred &
However, if the transaction were structured as a se
sale of Series A Preferred S
Original Inves ould use a portion of its tax ke
reduce the taxable amount. This may
Original Investor's desire for a be
Series A Preferred Stock to New
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with different rights and pri
may be able to &

s percentage fre
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The tax issues arising in a cash-out merger transaction
are particularly complex, and a full discussion of those
issues is beyond the scope of this article. Depending
on the precise structure used, the cash paid in a cash-
out merger may be treated as “sale” proceeds for tax
purposes, or as “redemption” proceeds (which in turn
may result in dividend income, recovery of basis or
capital gain), or as so-called “boot” in a stock rollover
transaction, each with their own unique tax results.

Perhaps the most critical question in such a
transaction is whether the “rollover” component will
be tax-free to the rollover participants. Because this
component involves the exchange of Company stock
for illiquid stock of Newco, it is typically important to
the participants that the rollover be nontaxable. The
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tax analysis of a rollover depends in part on whether
Newco is a corporation or an entity classified as a
partnership for income tax purposes (typically a limited
liability company, or “LLC"). If Newco is an LLC, the
rollover usually can be structured as a nontaxable
fransaction.

If Newco is a corporation, the rollover participants
and New Investor together must own at least 80% of
Newco's voting power and total stock value in order
for the rollover to be eligible for nontaxable treatment.
However, “nontaxable” treatment for a rollover to
corporate Newco is not necessarily what it seems.
Depending on various factors, a rollover participant
who also receives some cash in the merger may end
up with approximately the same overall tax liability as
if the rollover were a fully-taxable transaction, even if
the rollover itself satisfies the 80% test. Again, a full
explanation of this phenomenon is beyond the scope
of this article.

Most of the tax considerations applicable to a dividend
payment are addressed above in Part lllLA. As noted
above, Company’s dividend of cash may represent a
nontaxable return of stockholder basis in Company
stock or may be taxable as dividend income. A special
low federal income tax rate (15% under current law)
applies to “qualified” dividend income received by
individuals.®

As with redemptions and secondary sales, a dividend
may raise the question of compensation treatment
for employee-stockholders. However, the tax analysis
is somewhat different because a dividend does

not involve a sale of shares — either in form or in
substance. Accordingly, the question of valuation is
less relevant in this context. Rather, the tax analysis
focuses on the rights of the parties to dividend under
the corporate charter, relative shareholdings, arm’s-
length compensation and other factors. Arguably,

a dividend structure renders the already subjective
compensation analysis even less clear. Depending
on the circumstances, there may be less inclination
to recharacterize a dividend as compensation than in
other contexts both on the part of tax advisors and

(=]

In order to qualify, the stock on which the dividend is declared must be held by
the stockholder for more than 60 days during the 121-day period beginning on
the “ex-dividend" date {generally, the last date on which one must have owned
the stock in order to become eligible for a declared dividend).
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taxing authorities. On the other hand, if dividend tax
treatment would result in whally or mostly tax-free
proceeds (because the company has no E&P and the
dividend recipients have tax basis in excess of the
dividend amount), one should take into account the
increased incentive of a taxing authority to challenge
dividend treatment in such circumstances.

w that Company wi

3 N Lt 540 milion of Mew Ir
trment as a div Idcfld to Founder and Criginal Iy
me $30 million of this amount is distributed to
and $10 million is ibuted to Founder, /£
20 million of current year E&P

Origin IJ|

sume that Company has S
and no accumulated E&P,

ll’l’cllt
er's distribution

ma_-,- ha-,-c N
year E&F will render a po
taxable as dividend i sume 25% of
the current year E&P is allocable to Founder {i.e., $5 million)
and therefore that $& million of Founder's distribution will be
taxed as a dividend. If Founder had tax basis in his £
the other $5 million would first reduce Founder's
before being tchtcd apital gain. In this case,
Founder's is 50, the other $5 million will
e taxed as long-term capital gain. Because dividends and
long-term capital gains are currently taxed at the same 15%
federal tax rate, and uming 10% state and local tax,
Founder's dividend will be subject to aggregate tax of $2.5
million. Again, since this tax is not withheld by the Company,
Founder should ider setting aside a portion of the
distribution to cover taxes when they become due. In future
years, if the federal dividend rate and capital gains rate vary,
Founder may find this dividend approach to be a less tax-
efficient liquidity alternative.

Old Investor Series A Preferred Stock Tax Treatment:

Assume Company's remaining E&P (515 million) is allocated
to Old Investor and therefore $15 million of '“'Id Ir '5 530
million dis tr|t ution will be tchtcd as a divi or income
tax pur| VES subject to the

arate ta»’ trcatmcnt for dividends discuss dinPartlll.Aad.
e (U.S. individuals subject to federal tax of 15%; non-
: sject to US tax withholding at rates up to
sorations may be able to benefit from a
received deduction”). The other $15 million of Old
ividend will be treated as a tax-free recovery of
vestor's basis in its Series A Preferred Stock (reducing
that pasis from $20 million to $5 million.

“div Idclld

The tax implications of a payment intentionally
structured as compensation to Company employees
are addressed elsewhere in this article. The payment
generally should be run through the company’s payroll
procedures and applicable taxes should be withheld.
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If Company option holders do participate in the
proceeds of a take-out transaction, it is often most
convenient to simply pay them in exchange for their

stock options. This approach does not require the
employee to write a check for the option exarcise
price, or the issuance of stock certificates.

Payments to employee option holders for unexercised
stock options will always be characterized as
compensation for tax purposes, and tax withholding
will apply whether the options in guestion are so-called
“incentive stock options” (commonly referred to as
“ISOs™)? or “nonstatutory stock options.”

On the other hand, employees who hold 1SOs should
at least consider whether tax savings can be achieved
by first exercising their ISOs and then participating in
the liquidity transaction as a stockholder. For example,
if the liquidity transaction is structured as a secondary
sale directly to the new investor or as a redemption

of shares qualifying as a “sale” for tax purposes, the
exercise of an 1SO followed shortly thereafter by a sale
of the underlying shares will be treated as a so-called
“disgualifying dispaosition.” Although this approach
results in the same federal income tax rate as the net
“cash-out” approach described above for unexercised
options, the exercise of an IS0 and sale of the 50
shares allows the employee to avoid income tax
withholding and employment taxes. Employees who
use this approach wil need to plan appropriately for
payment of the income tax by the time they file their
income tax returns for the year of the payment (at the
latest), and in some cases may need to make interim
estimated tax payments in order to avoid interest
penalties.

However, in some cases, exercising an 1SO may not
be the optimal approach. 1S0s generally must be
exercised with a cash payment (rather than through
a cashless exercise). And, if the liquidity transaction
is structured as a distribution taxed as a dividend,
the option holder may end up triggering alternative

9 1505 are employee stock options that mest certain requirements and qualify for
special tax treatment under the Internal Revenue Code.
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minimum tax (“AMT") by exercising the 1ISO' and may
be taxed at the same time on the dividend income.
Thus, exercising an 1ISO may result in 3 layers of cash
cost for the employee — the exercise price, AMT and
the dividend tax. The liquidity amount may or may not
cover the entire cash outlay. Accordingly, the decision
to exercise an 1ISO as part of such a transaction should
be made only with the help of a tax advisor.

Example 6

ers to participate in liquidity
1o 2 million shar y either
ions for their net “spread” value
and participating in the trans
ons are 150s. The 1ISOs have an
hare, so $1.50 will be paid for
each unexercised option surrendered.

Certain option holders wish to avoid empl-:-'-_-,-'ment taxes on
es). Those employees
in advance of the
hares
Wy for a total of $2 million. Assume
s a sale for tay purposes.

liquidity tran-: ction. |r|thv transactio r| their 1 milion s
are rcdccmcd ;

alled “disqualifying
n” The erm.- oyees will owe ordinary income taxes
oread between their exe price and the sale
price. Assuming a o federal income tax rate and a 10%
state tax rate, that would equate to approximately $67
mpensation income
v r, uming the
option holders’ are already above the Social 5 "um
wadge limit, the employees will avoid the Medicare tax !
tax would be withheld from the payments to these ho |dcl’ 5.
Rather, they should consider setting aside $675,000 for
payment of the tax when it becomes due.

wadges

The employees who accept $1.5 million in exchange for
canceling unexercised options on 1 million shares N
the same amount of income tax (assuming the same ir
: Mcdr re tax (and Social Security tax, if
wolld be withheld from the $1.5 million.

10" The alternative minimum tax may ultimately be offset against capital gains taxes
inafuture sale of the shares, but if the future sale is aloss for tax purposes, the
AMT may never be fully recovered.

1T At the current 1.45% Medicare rate, the employees would save $21,750, and
the Company would save an equal amount. The Medicare rate is scheduled to
rise for some taxpayers, beginning in 2013.
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V. Other Considerations

Although this article focuses primarily on structure
and tax considerations, additional issues must be
considered. In a “take-out” transaction structured

as a redemption, Company’s board of directors

must consider the advisabhility of issuing the Series

B Preferred Stock in the first instance, and then the
advisability of using the proceeds to repurchase
existing shares. Often, there are several legitimate
reasons for approving these transactions, including
the need to align Original Investor (and possibly
Founder) with the strategic plan adopted by the
board and management. Stockholders who are no
longer interested in Company as an investment, who
require very near-term liquidity, or who simply do not
“buy-in" to management's strategy will often disrupt or
otherwise negatively impact the management team’s
efforts. A prudent board will seriously consider a
liquidity transaction to minimize these disruptions and
negative effects.

While there are often several legitimate reasons for
approving a “take-out” transaction, during the approval
process a board must also be mindful of self-interested
motivations and/or the appearance of impropriety.
Faiure to do so may raise guestions (and in some
cases, legal claims) from Company stockholders.

When the fransaction is structured as a redemption

of shares held by insiders (including investment funds
affiliated with board members), courts will often
scrutinize these transactions more carefully. If liguidity
is available only to a select group of stockholders,
Company’s board should be prepared to justify the
rationale for the limitation. Often, in order to avoid the
appearance of impropriety, a board will require that the
redemption be made available to all holders of capital
stock on a pro rata basis, with a nondiscriminatory
“cut-back” mechanism if participation is over-
subscribed. However, by making the redemption
available to a broader number of individuals or entities,
the securities law rules for tender offers may be
implicated — adding an additional level of complexity to
the transaction.
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While there are often several legitimate reasons for
approving a “take-out” transaction, during the approval process
a board must also be mindful of self-interested motivations
and/or the appearance of impropriety. Failure to do so
may raise questions (and in some cases, legal claims)
from Company stockholders.

In summary, when approving a “take-out” transaction
structured as a redemption, a board should carefully
consider each of the following:

¢ What is the corporate or business rationale for the
redemption/liquidity transaction?

¢ YWho wil benefit from the liquidity?

¢ Are there any conflicts of interest around the
board table? Wil any board members receive
significant proceeds in the transaction?

s |sthere a class or group of stockholders who are
not being offered the chance to sell their shares?

¢ At what price should Company repurchase
shares? How does this affect option pricing?

¢ Wil Company have adequate capital to operate
its business after the transaction? Does the
transaction satisfy state law limitations on share
repurchases and dividends?

¢ Are there restrictions in Company’s contracts
(including investor documentation and/or debt
documentation) that limit Company’s ability to
repurchase shares?

* Has Company satisfied its disclosure obligations
in connection with the repurchase?

¢ Are there any compensatory payments being
made (or any deemed compensatory payments
being made)? |s Company satisfying its tax
withholding obligations?

The considerations applicable to a take-out transaction
structured as a secondary sale are similar, but not
entirely the same. In many cases, Company will not
be involved in the decision to sell or set the sale price,
and Company may try to avoid becoming involved

in the process. The board’s actions are less likely to
be scrutinized if Company is only minimally involved.
Company’s involvement may be limited to approval of
an exchange of Series A Preferred Stock or Commeon
Stock purchased by New Investor for newly-issued
Series B Preferred Stock, and the authorization

and issuance of the Series B Preferred Stock.
Company may be required to disclose maore extensive
information if there are several selling stockholders
and/or if the tender offer rules apply. Company may
determine that it is appropriate to prepare a disclosure
document. However, in many cases the board’s
fiduciary obligations will require a full analysis of the
factors listed above.

If New Investor's purchase of Series A Preferred Stock
or Common Stock is followed by an exchange for
newly-issued Series B Preferred Stock, other issues
arise, such as:

s Whether the board may, in the proper exercise of
its fiduciary duties, approve the exchange and/or
grant New Investor additional stockholder rights.

¢ What the terms of the Series B Preferred Stock
should be.

¢ What the exchange ratio should be.

¢ Whether there is an effect on the valuation of
Company’'s Common Stock and correspondingly
on the pricing of Company’s stock options.

s Whether the exchange triggers any preexisting
rights held by Criginal Investor, such as rights of
co-sale, or rights of first refusal.
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¢ The tax consequences of the exchange (both for
New Investor and possibly for Original Investor
and Founder).

Conclusion

A financing transaction with a stockholder liquidity
component generates opportunities to raticnalize a
company's capital structure: bring in new investors
with fresh ideas, energy and capital to move the
company forward; provide liquidity for founders and
other stakeholders; take advantage of various tax
benefits; and eliminate or diminish the presence of
distractive stakeholders. These transactions also
involve potential costs and complexities — both tax
and nontax. Accordingly, such transactions must be
carefully planned, and counsel should be consulted
early in the process to identify and work through the
potential opportunities and traps. =
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