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Understanding Tax
Recelvable Agreements

nder a tax receivable agreement {TRA), a newly
public company pays the pre-1M0O cquity holders
{the historic equity owners) for the value of the
corporation’s tax attributes as those tax attributes are used
after the IPO. This creates a market dynamic that permits
value to be extracted from the corporation after the 11O,
apparently without decreasing the value of the corporation

in the offering,

This article examines the structural context, |:-I'lr|-:'IE'|.'|| terms

and pperation ol the most common ty pes of TRAs, as well as
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the tax treatment of TRAs to the pavor-corporations and the

pavee historic eguity owners

TRAs AND IPO VALUATION

In the IPCY market, TR As do not appear to impact the valuation
ol a corporation in its [PO), c|x'.~|nlr xhitlm_y_ value from the
corporation to its historic cejuity ow ners, There are several pos
sible l.':\.l:l...'ll'l.'ll.il'l'.“ for why the value is not adjusted downwards
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It has hecome conventional wisdom that puldic stockholders tend
not to assign full value to the tax attributes ol a corporation.
Similarly, public stockhalders apparently do not discount the
value ol a corporation to account Fully for future pavments to
be made under a TRAL A possible explanation for this is that
the tax attributes, and especially the terms of TRAs, are not
fully understood by public stockholders, even though these
agreements are publicly disclosed.

In addition, public company valuations generally are based
on EBITDA {carnings belore interest, taxes, depreciation
and amortization) which disregards tax attributes because
EBITDA does not take account of taxes. Another reason may
be that tax attributes are dillicult to value accurately, becanse
any valuation would rl.'l}' on income |‘J.|‘ui'l."t'lii.ll'|'\ and other
assumptions about the corporation’s ability to use the tax
attributes in the future.

In TRAs where the .\IJl‘t'i.nl.'iI tax attribute is basis in the cor-
|mr=1tinr|'1~' assets, the payments are sometimes viewed as
COMpensation 1o historic couily dwners who incur an u|pf'rcml.
tax on the sale of their eqjuity in connection with the IPO and
who agree Lo structure the transaction so that it delivers an
asset basis step-up [or the corparation. Often, however, this
tax would be incurred rrgu.nlh'm of whether the transaction
resulted in a basis step-up to the COrporation.

Thereflore, it mav be that TRAs relate simply to value,
Through the TRA, the IPO corporation pavs for a valuable
tax attribute (for example, a basis step-up), just as a buyer of
assets would normally pay more than a buyer of stock because
of the basis step-up that a buyer obtains in an asset sale. In
a stock sale, the corporation’s basis in its assets generally

remains unchanged.

an the tax treatment o
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COMMON TYPES OF TRAs

'['}'pira“_'.', a corporation enters into a TRA with the owners
immediately prior to the 1PO of the equity of the business
|wlng sold. lwestors who purchase stock in the nlﬂ‘ring do
nat enter into the TRA,

Under aTRA, the corporation agrees to miake payments o the
historic Uity owners in an amount L-qu.:] to a pereentage of
the benetit the corporation derives from certain sln-:'iﬁq,-d tax
attributes, if, as and when realized, The speciticd tax attribute
is most often basis in the corporation's asscts {a Basis TRA),
A corporation’s basis in its asscts generates amortization andd
depreciation deductions over time. In other deals, the :.lwuil'inl
tax attribute is a met operating lovss {NOHLY existing at the time
of the TPO fan NOL TRAY. NOLs can be used over time to
reduce a g'urr.mmlinn'i taxable income. In at least one deal,
the specificd tax attribute was a deduction arising from the
exercise of compensatory stock options {a Stock Option TRA).

BASIS TRAs

In a Basis TRA, the specified tax artribute results from a pre
PO} restructuring specifically designed to deliver a fair market
value basis in the public company’s assets. This tvpe of [Py is
sometimes referved to as a “supercharged™ IPO and generally
takes one of two forms:

® Internal Revenue Code {(IRC) Section 338(h)(10)

transaction
® Lp-C structure,
In both the Section 338(h){10) transaction and the Up-l:_'
structure, the valuable tax attribute is an asset basis step-up
for the |1u|1|i|; company. The value of a basis step-up lies in the
n--c'ullin!_:‘ incremental increase in 1|¢F:n-q_'i.1liu|1 or amaortization

tax deductions,

Basis attributable to goodwill and certain other intangibles is
especially valuable, both because these assets can be amortized
over 15 years and because these assets tend to represent a
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In addition to providing a path to a step-up in asset basis, the

Up-C structure also allows pre-IPO owners to preserve their

# retained ownership in the business through a pass-though
entity for US federal income tax purposes, which generally

avoids an entity level corporate tax.

sigmilicant portion of the value of many businesses. In certain
cases, the amortization of intangibles can be subject to limita-
tions under so-called anti-churning rules in TRC Section 197,
which should be carefully analyzed. Certain tangible assets
{for example, real property (other than land, which is not
IZ|I."|Jh‘i'Lah|1:]} have 1I:-pr1.-q.-ial.i:m ].h'riuﬂs lungrr than 15 years.

Section 338(h){10) Transaction

In an IRC Section 338(h)i 10} transaction, the stock ol the
historic operating corporation is contributed w a |1-=:“'|:,'-
formed corporation, which will serve as the ]J-uH'u;.' company.
The contribution (lug_i:lhu:r with the suh.-i::f.luunt sale of stock
Loy ]:rul:]if.' investors) iniclliiu:u"}' fails IRC Scction 351 and any
other tax rules that would otherwise treat the contribution as
a tax-free transaction {often referred to as a busted Section
151 transaction). Instead, the contributors and the transferee
make a joint clection under Section 338(h) 10) to treat the
contribution as a taxable decmed sale of assets Tor US federal

income tax PurPUFn.'PS, an:] not as a S-il.l.l..‘ Uj. H-L(J(.'l:..

This structure results in a fair market value basis in the pul?“:.‘
u:m|un}"ﬁ assets, To bust the tax-free Section 351 transaction,
the historic Couity owners often must sell a [rortion of their
stock in the |1u|::||1.' Company as part of the IPCY, In addition, the
]'lul:l]il.: COmpany may also issue stock o the |:n.|.h|i:: in a primary
:rﬁ’t'ring. An E‘K:II'I'I.E:I]I.' ol a Basis TRA using a Section 338k 1
transaction is the TRA entered into in connection with the IPO
|r:.' Conper Industrics, Inc. of its :iu]r.-ii:liar}', Belden Ine. General
Electric also used this structure in connection with the PO of
its Genworth :iuh.lil':liar].‘.

Up-C Structure

Rn:'rrntl_v, Partnc‘rsl'll'p or "'].I]'.t-("' structures have also achicved
a lair market value asset basis in connection with 1POs of
husincsses hl'stnrl-ra".:.' ﬂ]:t:*rah‘:i as partnrrshi]’m. Linder this
structure, a nvw]}'-['nrmﬂl corporation is nrgnnir.c'd to serve
as the ]1|_1|J-]'L:' {'nmp:m}'.T'hf puHir company uscs cash it raiscs
to |m:.' interests in the F.lrtnrrshlp or limited |1'a.11'||1't_1.' comparny
{LLC) (the opcrating ]urtnrr.-ihipl from the pre-1PO owners
ol the apcrating F:ern-:'rship. The pre-1PO owners gﬂu:'rallj'

retain {Jp-c'rating partm‘r.-il'lip interests as well.

Economically, the operating partnership interests retained by
the ]In'-lf’ﬂ OWHETS are rl:'t'apitaliﬂ.'d Lo create parity in value
between the operating partnership interests and the public
company stock. Those operating partnership interests are
also made exchangeable into the public company stock. This
gives the pre-IPO owners liquidity in their retained operating
partnership interests,

A critical element of an Up-C structure is an election by the
operating partnership under IRC Section 754 This tax clection
provides a purchaser of partnership interests with a fair market
value basis in the assets of the parinership o the extent of
the proportionate share of the purchased interest. As a result,
when the pre-1PCY owners sell operating partnership interests
o the public company in comnection with the IPO, or exchange
operating partnership interests for public company stock in the
future by exercising the exchange right, the public company (as
purchaser) obtains a fair market value basis in a proportionate
share of the assets of the operating partnership,

The Up-C structure has been especially popular in connection
with the IPOs of assct management companies (for example,
The Blackstone Group LP and Fortress Investment Group
LLC) because these types of businesses tend to be operated
as partnerships prior to an PO, Other examples include the
IPOs of Dult & Phelps Corporation and Graham Packaging
Company Inc. {which also entered into an NOLTRA, as
mentioned below).

In addition to pmvi[ling a path to a step-up in asset basis, the
Up-C structure also allows pre-1P0 owners to preserve their
retained ownership in the business Ihmugh a pass-thtmgh entity
for LIS federal income tax purposes, which gﬂnr‘ra]l}' avoids an
entity level corporate tax,

¢ ™™ For more information on the taation of pass-through enlities, search
i Temation of Pass-through Entifies on aur websile.

NOL TRAs
Undler an NOLTRA, a corporation with 5igniﬁ:‘ant MW =
agrees to make payments to the historic equity owners over

TO Iu.m.- M1 | Pru'l.in:n"an.n:-m £ 2 3 Thomson Rearers. Al rllgku ragerved,
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time, grm'ra"_\r n:lu:Ll to a portion of the tax benelit of NOLs

as they are used by the rﬂrpnrati:m to offset taxable income,

While the IRC limits the use of NOLs following a “change of
control,” including a change of control resulting from a primary
or secondary stock offering, a tax benefit often is still available
fram NOLs following an TPO, First, the IPO might not result
in a change of control that would trigger the IRC Section 382
loss limitation rules, Second, the IRC Section 382 loss limita-
tion rules impose an annual ceiling on the use of NOLs, rather
than a complete disallowance of those losses,

}-} For more informeation on NOLs and Bha IRC Section 382 loss limitation
i rules, search Stock Acquisitions: Tax Overview and Tax Traps inan
Acouisstion of a Fnancally Distressed Tarpet on our website

Az discussed above, conventional wisdorm is that the value of a
corporation’s NOLs is not fully reflected in the price assigned
by public investors to the corporation. As a result, entering
into a TRA based on pre-IPO NOLs, despite being fully dis-
closed in offering documents, is belicved not o decrease the
valuation ol the corporation in the IPO by an amount equal to
the value of payments made under the TRA. Examples of [POs
that included NOL TRAs are Spirit Airlines, Inc., Vantiy, Inc.,
Graham Packaging Company Inc., and most recently, Berry
Plastics Corporation.

STOCK QPTION TRAs

In at least one publicly filed TRA, the specified ax attribute
was a deduction arising from the exercise of compensatory
stock options. In connection with becoming a public company
{achicved through a merger with a smaller, publicly traded
industry participant), Endo Pharmaceuticals Holdings Inc.
entered into a TRA with an LLC w which certain equity own-
ers contributed their shares of Endo stock.

Certain employee stock options were amended in connection
with the transaction to provide that they would be exercisable
for the shares held by the LLC (as distinguished from new
shares issued by Endo). Nonetheless, Endo would obtain a de-
duction upon the exercise of the stock options, because it was
the emplover of the individuals exercising the stock options.
The payments under the TRA were caleulated by reference
to the deduction obtained by Endo upon the exercise of the
emplovee stock options.

PRINCIPAL TERMS OF A TRA

While TRAs may relate to different specified tax attributes,
the agreements typically operate in similar ways. The principal
terms are explained below.

COMPUTATION OF TAX BENEFIT

TRAs vypically caloulate pavments using a “with and without™

approach. In other words, the actual tax liability of the cor-
poration is compared o a hypothetical wx liabilivy compured

MECORPORATE & SECURITIES

as il the relevant tax benclit {amortization or :]{"[:rm:i.lti:m
deductions in the case of a Basis TRA and NOL deductions
in the case of an NOLTRA) did not exist, The excess ol the
h}']mt]‘u‘tit::l tax |i.1|'.t'1||'t_\.' over the actual tax liabilit v for each
tax year is the tax benefit on which the amount of the annual

pavment is hased .

For example, Corporation A, currently owned by Financial
Sponsor X, has $500 of NOLs and is contemplating an PO,
In conmection with the IPO, Corporation A enters into a TRA
with Financial Sponsor X relating to the $500 of NOLs, Under
IRC Section 382, Corporation A is limited to using only $50
of NOLs cach vear alter the IPO. In the first post-1PO tax
vear, Corporation A has $100 of income (without regard to
the NOL). Assuming a tax rate ol 40%, Corporation A’ s actual
tax liability is $20 (5100 of income minus $50 of NOL deduc-
tions times a 0% tax rate), Corporation A's hypothetical tax
liaility without the benefit of the NOLs would be 40 (100
of income times a 40% tax rate). Therefore, the tax benefit for
that vear would be 520 (540 minus 520), As further discussed
helow, 85% of tax henefits are typically paid under the TRA,
Therefore, the payment under the TRA for that year would be
S17 {520 times 85%).

Omne eflfect of the “with and without™ method is that all the
corporation’s other items of deduction and credic are used first
before taking into account the specified tax attribute (which is
taken into account last). For instance, in the example set [orth
above, il Corporation A also had 575 of interest deductions,
its actual tax liability would be equal to 30 (8100 of income
minus 575 ol interest deductions minus §25 of NOL deduc-
tions times a #0046 tax rate). Corporation A's hypothetical tax
liahility without the benefit of the NOLs but with the interest
deduction would be equal to 510 (3100 of income minus $73
of interest deductions times a 40% tax rate). The tax benefit of
the NOL is only §10. Therelore, the payvment under the TRA
for that vear would be 3850 (510 times 853%),

I pavments under a TRA are treated for US lederal income tax
purposes as additional consideration for the sale of parinership
interests or assets (as may be the case in a Basis TRA), the
calculation of the tax benelit can include an iterative element.
Because the consideration paid for the partnership interesis
or assels increases as a result of the TRA pavment, the asset
basis giving rise to the tax benelit increases by a corresponding
amount (except with respect to any portion of the payment
treated as imputed interesty. This in trn increases the amount
of the tax benefit and the payments under the TRA. A similar
phenomenon occurs with respect to any imputed interest,
because imputed interest gives rise o additional deductions
and therelore additional TRA payments.

AMOUNT OF PAYMENT
TRAs customarily provide for a payment of 85% of each
vear's tax benefit o the relevant historic equity owners. This

2 200 3 Thowmson Reurers. Al nd'.l:lrl reserved. Practical Law The journal | Transactions & Business | l1.ll'|.l.' k. 1

EFTA_R1_01967201
EFTA02676205



SPOTLIGHT ON

percentage is itself arhit'r.;r_\' and certain agreements prm-'i:h-
for other percentages f_i'm' rx.a.mp]r, the !'i]':r:int Adrlines TRA

]'In’n':itl:‘{l for 90%%),

Paying less than 10074 of the tax benefit aligns the interests of
the payor-corporation and the payee-historic equity owners,
Both the pavor and the pavees have an economic incentive to
maximize the value of the relevant tax attributes. For example,
a corporation that is entitled to a portion of the economic
benelit of its NOLs is more likely to protect the availability
ol that NOL by monitoring any activity that could result in a
limitation on its use,

TERMINATION AND CHANGE OF CONTROL

TRAs frequently accelerate pavments in certain circumstances,
including a mutual early termination of the agreement by the
parties and certain material breaches of the agreement by the
pavor-corporation. Some TRAs also accelerate payments upon
a change of control of the pavor-corporation.

Altermatively, other TRAs provide that following a change of
control of the payor-corporation, payments, while not ac-
celerated, are caleulated by making certain assumptions {for
example, that the corporation will have sufficient income in
each subscquent year to fully utilize the relevant tax atrribute
in that vear).

I the pavments under a TRA are accelerated, the termination
payment generally equals the present value (hased on an agreed
discount ratey of the tax benefit payments that would otherwise
be paid after the termination. The calculation of the tax benefit
pavments is based on certain assumptions (for example, that
the corporation will have sufficient income in cach year o
fully wilize the relevant tax attribute and that the applicable
tax rates will not change).

IMPUTED INTEREST

Pavments under a TRA that are treated lor US federal income
tax purposes as additional consideration lor partnership interests
or assets may be subject wo rules applicable to delerred
payments {lor example, IRC Sections 453 and 483). Whether
any resulting pain is recognieed by the recipient uplront or over
time as pavments are received depends on whether the install-
ment method of reporting under IRC Section 453 applics {see
brelow Tax Treatment).

In addition, a portion of cach deferred payment generally is
recharactericed as interest o acoount [or the time value ol
moncy, Any imputed interest pavments would gencrally be
deductible to the payor-corporation and includible in income
to the pavee-historic coquity owners,

Basis TRAs generally provide that the deduction arising
from any imputed interest is taken into account in the
caleulation of the tax benefit and therefore gives rise to ad-
ditional pavments under the agreement . In the current low

interest rate environment, any im]:utvd interest payments

'l.'r'li]'l,.l.] I:! grnu.-r:l":,; bt' 5m.11].

TAX TREATMENT

The US lederal income tax CONSECUEnCes of aTRA dq.'p-rn{l on
the type of TRA and the form of the transaction,

TAX TREATMENT OF BASIS TRAs

Pa}'nwnts under 2 Rasis TRA are gc‘ncra“_\' treated as additional

(::1115ir||;'|'atinn lhr;

® The sale or t"u'hangv of operating partnership interests
{rither at the time of the IPO or upon an exchange of
operating partnership interests for public company stock)
in the case of an Up-C strocture,

# The deemed sale of assets in a Section 338(hy(10)

transaction.

The recipient should be able to report the payments u.-iing
the installment method of reparting (1RC § 453). Because
the amount of the payments is not determinable at the time
of the transaction, the contingent payment installment sale
rules apply to determine how much basis is allocated to each
payment, As discussed above, a portion of each payment would
grncr.:l.":.' be recharacterized as interest to account for the time
value of money,

i

If the installment method is inapplicable and the “closed”
transaction method applies, the fair market value of the right
to receive payments under the Basis TRA is generally treated
as consideration realized upfront (as of the date of the sale or
exchange) and the sellers should recognize any resulting gain
at that time, Going forward, pavments made under the TRA
(other than any portion recharacterized as interest) give rise to
additional income or gain at the time of receipt, to the extent
those payments exceed the amount taken into income upfront,
Potentially, such excess payments would be characterized as
ordinary income or capital gain by reference to the sale or
exchange. However, this tax treatment is uncertain because
sale or exchange treatment may be at odds with the closed

transaction method,

The “open”™ transaction method may serve as an alternative
way for a seller to report g.\in.'l"hc open transaction method
pl_'-rmil_s. gain I'L_‘L'llgl'li.ljﬂl'l ::nl:..' when payments are received
or fixed (depending on the applicable method of accounting
and with basis being recovered first). However, the apen
transaction method can gcm:r.a“}l ﬂlll.:.' be used in those rare and
extraordinary cases where the [air market value of the payment
obligation cannot be “reasonably ascertained.”

Regardless of whether the installment methodd .1|}p|i¢.~s-‘~, the
gain resulting from a Basis TRA (other than any imputed
interesty should gcncrall:.- be characterized as capital gain rather
than ordinary income (with cortain exceptions, such as asset

TR ]'u.l:u.- M1 | r.!ru'l.in:n"a'.\.n'-m £ 2 3 Thomson Rearers. Al rllgbu ragerved,
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level g:n'n n‘hting to du.-pr{'('i;m'nn recapture or in\-rntnr}'j,
The rapital g:lin should qua]ill}' as I:}:ng term 1::||11't3.| gain il the
u[wr:n'iung pnrtnrrship interests or assets were held for more

than one vear,

In addition, regardless of the method chosen by the seller for
reporting the transaction, the public company generally obtains
additional basis in the underlving assets as payments under the
Basis TRA are made, As discussed above, both the corpora-
tion's incremental basis and its deduction of imputed interest
generally give rise to additional pavments under the agreement,

TAX TREATMEMNT OF NOL TRAs

The tax treatment of an NOL TRA is less clear, The act of

entering into the TRA may itself be viewed as a distribution

from the corparation to the historic equity owners in respect

ol their stock, In this case, the fair market value of a historic

equity owner’s rights under the TRA (which is based on a

discounted present value of future payments under the TRA)

would be taxed as follows:

m Dividend income up to the amount of the corporation’s
arnings and profits,

® MNon-taxable recovery of hasis to the extent of the historic

|:‘-:|u1't1.' owner's hasis in the stock,

B Any remaining amounts as L‘.n]:r'lta] gain,

Gioing forward, payments made under the TRA that exceed
the amount already taken into account should apparently be
treated as ardinary income, but the method for recovering
basis in the contract right {(for example, first, last or pro
rata) is unclear,

:‘|L|lcrnati1.'f|._\'~ if the stock held h:r a historic cquity haolder is
n:r.;\pi'ta.lim:d intos a new class of stock to which the Tigl'll.'i-
under the TRA attach, the transaction may qua|iﬁ' as a tax-free
reorganization under IRC Scction 368, In this casc, no gain is
ru_::gmnccl I}'r the -_qult.v haolders at the time of the ruapltalw.i
tion, When payments are made under the TRA, lhn} should be
treated as taxable distributions from the corparation,

Tor bolster this tax treatment, the TRA and the stock must gen-
erally be “stapled " This means that if a historic equity owner
transters the stock, the historic equity owner must alsoe transfer
its rights under the TRA, and vice versa, However, upon a sale
of the stock to the public, as a practical matter, the stock and
the TRA must detach from one another,

The treatment of the detachment for US federal income tax
purposes is not completely clear. One possibility is that the
historic equity owner is treated as receiving a distribution
in respect of its stock in the form of the right to receive
the remaining payments under the TRA. Alternatively, the
detachment of the stock and the TRA could be treated as a
recapitalization with taxable boot to the historic equity owners
consisting of the TRA,

2003 Thomson Beurers. All righrs reerved. e g.f.l‘mruul’ Luw wohseres and services i -uhm': ta the Terms of
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Another .I]'ll'.lnl!‘ﬂ.li'h to -:11'.!'.'r,ri|1-1,ltiub the NOL TRA to historic
ecquity oWners may he to ht'l]i. the TRA as a class of stock of
the corporation an{! :]wtrﬂmh that stock to the historic eruity
owners, That is, the TRA would contain the same terms that
it would otherwise have but it would be in:'nrr.luratrrl in the

q'nr]'mntinn'ﬁ charter, rather than be in the form of 2 contract,

Ins this case, IRC Section 305 may treat the stock distribution as
tax-free. I so, a historic cquity owner's basis in its stock in the
corporation would be allocated between the historic stock and
the new NOLTRA stock, Going forward, payments under the
TRA may be viewed as distributions by the corparation to the
historic equity owners in respect of the new NOLTRA stock,
which may be taxed in whole or in part as dividend income
{ordinary income to the recipient),

TAX TREATMENT OF STOCK OPTION TRASs

In the Endo TRA, the parties agreed to treat any payments
under the agreement as redemptions of stock under IRC
Section 302, This treatment provided the equity owners with
capital gain treatment (unless the distribution was found
to be essentially equivalent to a dividend), However, this
tax treatment seems to be specific to the structure used in
that agreement as the shares against which the options were
exercisable were those held by the payee under the TRA.

TRAs IN PRIVATE TRANSACTIONS

Although TRAs have generally been entered into in connection
with IPOs, TRAs or similar arrangements can also be used in
connection with other types of transactions, including private
company sales. It is not uncommon for the seller of a business
to seck an ingrease in purchase price in exchange for valuable
tax attributes of the sold business (for example, a basis step-up
or NOL) or to compensate the seller for incremental tax
liability resulting from a transaction that delivers a basis step-up
in the business” assets to the buyer (for example, a stock sale
with a Section 338(h)i 10y election),

However, agrecing on the value of these tax attributes upfront
may be difficult because the value depends on assumptions
about the ahility of the huyer to utilive the tax attributes in
the future. Instead, aTRA can provide for additional payments
by the buyer to the seller if, as and when the relevant tax
attributes vield a tax benefit for the hu:.'ur.

As the wse of TRAs becomes more common in the 1PO context,
Wi Cah expect Lo see these arrangements used in an increasing
number of other types of transactions, as a means for sellers to
monetize the value of their buginess” tax attributes,
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