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Maureen E. Linch ~ mlinch@mofo.com Right now, we are seeing a lot of deal activity. 2018 was the third busiest
WASHINGTON, D.C. year ever for mergers and acquisitions (“M&A”), with more than $3.8 trillion

in announced deals.! While worldwide deal-making is down somewhat overall

Philip M. Tatarowicz ptatarowicz@mofo.com

so far in 2019, deal volume is up 2% from the same period last year in

North America, with approximately $470 billion of announced deals in the

first quarter.? While the deal market remains hot, the non-state and local tax
IN THIS ISSUE (“SALT”) folks running the deals at your company may not be aware of the
IMPORTANT SALT CONSIDERATIONS IN various potential SALT issues that need to be considered. It is critical that they
M&A: ARE YOU EXPOSED FOR SALT? be made aware of the importance of involving SALT people early and often.
Page 1 With that in mind, we review some often overlooked but important SALT
UPCOMING SPEAKING ENGAGEMENTS considerations that need to be addressed when your company is buying, selling
Page 2 or restructuring.
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Upcoming Speaking Engagements

May 15, 2019 June 20, 2019
STARTUP Spring Conference California Lawyers Association Webinar

New York, New York e “California Sales and Use Tax Issues for Nonprofit
e “State of the States Update” Organizations”
Craig B. Fields and Nicole L. Johnson William H. Gorrod

May 15 - 16,2019 July 24,2019

Georgetown University Law Genter, 2019 Advanced S.F. Quarterly SALT Update
State and Local Tax Institute San Francisco. California

Washington, D.C. o William H. Gorrod
e “Alternative Apportionment”

Craig B. Fields July 26,2019

o “State Tax Conformity with Federal Tax Reform: New York University's July Tax Conferences, Advanced
What Does the State Tax Landscape Look Like Subchapter S
18 Months after the TCJA?” New York, New York
Mitchell A. Newmark * “State Income Taxation of S Corporations”

May 22,2019 Mitchell A. Newmark and Eugene J. Gibilaro

Energy Tax Association: 28th Annual Meeting October 28 - 30, 2019

New York, New York Vanderbilt University Law School’s 26th Annual
¢ “Significant Developments in State and Local Taxation” Paul J. Hartman State and Local Tax Forum
Craig B. Fields and Nicole L. Johnson Nashville, Tennessee

¢ “Top Ten Income Tax Cases”
June 1, 2013 o o Hollis L. Hyans
New York State Bar Association Tax Section Spring e “To Be Or Not To Be — Judicial Deference

Meeting — Harwich : P
in State Tax Controversies
Cape Cod, Massachusetts Craig B. Fields

* “New York Taxation of GILTI”

Inwin M. Slomka e “Local Taxes and Other Unwelcome

and Unexpected Taxes”
June 4, 2019 Mitchell A. Newmark

Council On State Taxation/OFIl, 2019 U.S. Forum on State November 5, 2019

fgrt]idl(;ﬁ,cg}l(Taxes for European Companies San Franclsco Tax Club

« “U.S. Federal Tax Reform and What It Means for the States?”  San Francisco, Galifornia
Mitchell A. Newmark * William H. Gorrod

o “State Taxes — Constitutional Limitations on the State’s Jurisdiction
to Tax Businesses and Certain Types of Business Income”
Mitchell A. Newmark

SUCCESSOR LIABILITY

To ensure compliance with requirements imposed by the IRS,
When the stock of a corporation is acquired, the

corporation will generally continue to be liable for its
previously existing tax liabilities. Therefore, stock-deal
buyers generally ensure that appropriate language is
included in the purchase agreement to protect against
buying unknown or concealed liabilities. The unwise
think asset deals leave them with no worries.

Morrison & Foerster LLP informs you that, if any advice concerning
one or more U.S. federal tax issues is contained in this publication,

such advice is not intended or written to be used, and cannot be

used, for the purpose of (i) avoiding penalties under the Internal

Revenue Code or (ii) promoting, marketing, or recommending to

another party any transaction or matter addressed herein.
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It is equally important for an asset buyer to protect itself
against the historic SALT liabilities of a target. Note that
buyers of partnership and LLC interests are deemed asset
buyers for federal income tax purposes.3 Moreover, for
asset deals, states do not typically follow the federal
income tax rule that there is no successor liability for a
buyer unless the transfer constituted a fraudulent
conveyance under state law.+ State successor liability
statutes typically apply more broadly, do not require a
fraudulent conveyance in order for successor liability to
apply and may apply to more taxes than just sales and use
taxes. State liabilities can be for all taxes.5 Just because
you found the sales and use tax bulk sale law does not
mean that you found all the tax bulk sale laws in the state.
The laws can be contained in other tax statutes.®

Just because you found the sales and use
tax bulk sale law does not mean that you
found all the tax bulk sale laws in the state.

The majority of states have bulk sales laws that require

a purchaser of assets to follow notice and withholding
requirements. For example, in New York, a purchaser
must notify the Department of Taxation and Finance

(the “Department”) of a pending purchase of business
assets from a person required to collect sales tax at least
10 days before the purchase.” Within 5 business days after
receiving notice, the Department will issue either:

(a) a release if the seller does not have any unpaid sales
taxes and an additional review or audit is not necessary; or
(b) a claim if the seller owes unpaid sales tax, is scheduled
for a review or is under audit. A purchaser that receives a
claim from the Department must place the full amount of
the purchase price in an escrow account or become liable
for the amount of the claim. The Department will alert the
purchaser to the amount of sales tax due within 9o days of
receiving notice of the sale and the purchaser must pay the
amount due out of the escrow account. If the purchaser
fails to comply, then it is liable up to the amount of the
purchase price. However, the purchase-price cap is not
universal and, in some states, the purchaser can assume
liabilities in excess of the purchase price of the assets.®

In some states, the purchaser can assume
liabilities in excess of the purchase price
of the assets.

Finally, compliance with the bulk sales requirements
contained in a state’s enactment of the Uniform
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Commercial Code (“UCC”) is not the same as compliance
with the state’s bulk sales requirements for tax purposes.
For example, under California’s enactment of the UCC, a
purchaser is only required to withhold for a seller’s
outstanding liabilities in asset deals where the purchase
price is $2 million or less and no UCC bulk sales
requirements apply at all if the value of the assets sold
exceeds $5 million.? However, neither of these limitations
applies with respect to California’s tax bulk sales
requirements for sales tax purposes. A purchaser will be
liable for the seller’s historic sales tax liabilities if it fails to
comply with California’s tax bulk sale requirements
regardless of the purchase price or value of the assets.™

Compliance with the bulk sales requirements
contained in a state’s enactment of the
Uniform Commercial Code is not the same
as compliance with the state’s bulk sales
requirements for tax purposes.

INCOME TAX CONSIDERATIONS

While federal income tax practitioners are often brought
in early in the deal process to evaluate the federal income
tax consequences of the deal’s proposed structure, state
tax practitioners often are not. This is a value loss to the
company because, while states often follow the federal
result for income tax purposes, this is not always the case.
For example, in a spin-off or restructuring, if Company A
distributes its subsidiary’s stock with an appreciated value
to its parent, then Company A will have gain for federal
income tax purposes.* However, Company A’s gain is
deferred if the companies are members of the same federal
consolidated tax group.'? The answer, however, is tricky for
states that require separate company reporting, states for
which the combined filing group is different from the
federal consolidated group and states that do not follow
the specific federal consolidated return regulations.

In taxable transactions, there will always
be apportionment considerations that are
unique to SALT.

Moreover, in taxable transactions, there will always

be apportionment considerations that are unique to
SALT. These considerations include whether the gain
from the sale of a business is apportionable under the
U.S. Constitution and, if so, whether the gain is required
to be apportioned under the apportionment law in each

continued on page 4



state. For constitutional purposes, the analysis focuses
on whether the business sold was part of the seller’s overall
unitary business.’ When analyzing the sale of assets, we
ask whether the asset was used in the operation of the
business.™

SALT-specific considerations arise in
acquisitions in which the parties elect for
the transaction to be deemed an asset sale
for federal income tax purposes pursuant to
Internal Revenue Code Section 338(h)(10).

For state law purposes, the analysis typically focuses on
whether the gain constitutes business income that should

be apportioned or nonbusiness/non-operational income that
should not be apportioned under the state’s specific definitions
of those terms. Cases in this area focus on whether selling a
business or a business segment is an integral part of the
seller’s overall business such that requiring apportionment

of the gain from that sale is appropriate.

In California, the parties can elect out of

a federal Section 338(h)(10) election or,
conversely, elect a California-specific
Section 338(h)(10) election in the absence
of a corresponding federal election.

Other SALT-specific considerations arise in acquisitions

in which the parties elect for the transaction to be deemed
an asset sale for federal income tax purposes pursuant

to Internal Revenue Code (“I.R.C.”) Section 338(h)(10)
(“Section 338(h)(10)”). While many states follow the federal
treatment of Section 338(h)(10) elections through their
conformity with the L.R.C., there are a number of state-specific
quirks to consider. For example, in California, the parties
can elect out of a federal Section 338(h)(10) election or,
conversely, elect a California-specific Section 338(h)(10)
election in the absence of a corresponding federal election.*®
Moreover, there is typically no mechanism that allows the
target’s gain from the deemed sale of assets in a Section
338(h)(10) transaction to be transferred to its parent

in states that require separate company reporting.”

A potential solution could be to reduce the purchase price
or make some similar financial adjustment between the
parties though, to be clear, such an adjustment would only
resolve the economics between the parties and would not
likely affect the party from which the state can collect the tax.
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NON-INCOME TAX CONSIDERATIONS
A. SALES AND USE TAX

Sales tax should not apply in deals where the purchaser
acquires the stock of the target for consideration because what
is being purchased is an intangible interest and sales of
intangibles are traditionally not subject to sales tax

(this result is pure legislative grace). However, sales tax could
potentially apply in any type of deal where there is

a transfer of taxable assets for consideration. Moreover, given
the broad definitions of “sales” in most states, sales tax will
likely apply unless a specific exemption exists for the
transaction. These exemptions are typically drafted narrowly
and must be strictly complied with in order to apply inasmuch
as sales tax rules generally follow form over substance.

Sales tax could potentially apply in any type
of deal where there is a transfer of taxable
assets for consideration.

For example, in New Jersey, a sales tax exemption applies
for “[t]he transfer of tangible personal property to a
corporation, solely in consideration for the issuance of

its stock, pursuant to a merger or consolidation effected
under the laws of New Jersey or any other jurisdiction.”®
However, what if the transfer of the taxable assets is solely
in consideration for the issuance of the stock of the
acquiring corporation’s parent? While this factual variation
may not be consequential for federal or state income tax
purposes, here it would result in the loss of the New Jersey
sales tax exemption. This is just one example of the kinds of
issues that may be missed unless SALT people are involved.

Some states impose controlling-interest
transfer taxes even when the transfer
results in no change in the ultimate
beneficial ownership of the real property.

B. REAL ESTATE TRANSFER TAXES

More than a dozen states impose their real estate transfer
taxes when a controlling interest in an entity that owns real
property is transferred.” Therefore, these controlling-interest
transfer taxes (“CITT”) could potentially apply to stock deals
depending on where the target’s real property is located.
Moreover, some states will look through multiple tiers of
subsidiaries to an ultimate change in ownership at the
parent-level for purposes of imposing CITT.* In these states,

continued on page 5



CITT could potentially apply even if the target does not
directly own real property, but owns interests in other entities
that own real property. Conversely, some states impose CITT
even when the transfer results in no change in the ultimate
beneficial ownership of the real property.?* In these states, a
corporate restructuring could potentially trigger the tax.

C. UNCLAIMED PROPERTY

Unclaimed property (for example, uncashed payroll checks,
uncashed payable disbursements and negative receivables),
though not a tax, is typically an area that is left to SALT
people to think about during deals. A tax indemnity
provision in a stock purchase agreement may not include
unclaimed property liabilities because unclaimed property is
not a tax — it is an obligation to remit abandoned property to
a state. For an asset deal, a negative account receivable may
be part of the purchase. Unfortunately, this is not free money
for the buyer. It is a potential liability to be reported and
remitted if the applicable dormancy period has passed.

Companies that are not including SALT
people on their deal teams may be exposing
themselves to unnecessary risks.

CONCLUSION

The above is just a sample of the multitude of SALT issues
that could potentially arise during a deal. With the deal
market as hot as it is right now, companies that are not
including SALT people on their deal teams may be
exposing themselves to unnecessary risks and potentially
missing out on significant opportunities. For those
companies, the time is now to start staffing SALT people
on their deal teams.
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