
ASSET ACQUISITION AGREEMENT
ISSUES FOR CORPORATE COUNSEL

I. INTRODUCTION

Acquisitions of assets from a corporation, including the purchase of a division or a subsidiary, involve common issues and revolve around an Asset Purchase Agreement between the buyer and the selling entity and sometimes its owners. The materials which follow are intended to illustrate the steps and background involved in the negotiation of an Asset Purchase Agreement and includes:

(A) An overview of the three basic forms of business acquisitions:

(B) Introductory matters concerning the reasons for structuring the transaction as an asset purchase.

(C) Certain key provisions of an Asset Purchase Agreement which focuses on the definition and solution of the basic issues in any asset purchase: (1) what assets are being acquired and what liabilities are being assumed and (2) what assets and liabilities are being left behind. While these matters are always deal fact specific, some generalizations can be made and common problems identified.


II. ALTERNATIVE STRUCTURES FOR SALES OF BUSINESSES

The actual form of the sale of a business can involve many variations. Nonetheless, there are many common threads involved for the draftsman. The principal segments of a typical agreement for the sale of a business include:

(1) Introductory material (i.e., opening paragraph and recitals);
(2) The price and mechanics of the business combination;
(3) Representations and warranties of the buyer and seller;
(4) Covenants of the buyer and seller;
(5) Conditions to closing;
(6) Indemnification;
(7) Termination procedures and remedies; and
(8) Miscellaneous (boilerplate) clauses.

There are many basic legal and business considerations for the draftsman involved in the preparation of agreements for the sale of a business. These include federal income taxes; state sales, use and transfer taxes; federal and state environmental laws; federal and state securities laws; the accounting treatment (pooling or purchase); state takeover laws; problems involving minority shareholders; the purchaser's liability for the seller's debts and contingent liabilities; insolvency and creditors' rights laws; problems in transferring assets (mechanical and otherwise); state corporation laws; stock exchange rules; pension, profit-sharing and other employee benefit plans; antitrust laws; foreign laws; employment, consulting and non-compete agreements; union contacts and other labor considerations; the purchaser's security for breach of representations and warranties; insurance; and a myriad of other considerations.

There are three basic forms of business acquisitions:

        i.    Statutory business combinations (e.g., mergers, consolidations and share exchanges); 
      ii.   Purchases of shares; and 
    iii.    Purchases of assets. 

A. Mergers and Consolidations

Mergers and consolidations involve a vote of shareholders, resulting in the merging or disappearance of one corporate entity into or with another corporate entity. Mergers and consolidations can be structured to be taxable or non-taxable for federal income tax purposes. Simply stated, if stock is the consideration for the acquisition of the non-surviving corporation, the merger can qualify as an "A" reorganization (Section 368(a)(1)(A) of the Internal Revenue Code of 1986, as amended (the "Code")). Thus, a shareholder of the target corporation receives stock in the purchasing corporation wholly tax-free. However, a shareholder of the target company who receives only "boot" (i.e., consideration other than purchaser's stock or other purchaser securities under certain circumstances) is normally taxed as if the shareholder had sold his stock in the target corporation in a taxable transaction. Generally stated, a shareholder who receives both stock and boot is not taxed on the stock received but is taxed on the boot. The boot is taxed either as a dividend or as a capital gain, but not in excess of the gain which would have been realized if the transaction were fully taxable.


B. Purchases of Shares

Purchases of shares of the target company can likewise be handled on a taxable or non-taxable basis. In a voluntary stock purchase, the acquiring corporation must generally negotiate with each selling shareholder individually. An exception to this is a mechanism known as the "share exchange" permitted by certain state business corporation statutes (see e.g. Texas Business Corporation Act Articles 5.02 and 5.06) under which the vote of holders of the requisite percentage (but less than all) of shares can bind all of the shareholders to exchange their shares pursuant to the plan of exchange approved by such vote.

Generally speaking, if the purchasing corporation acquires the stock of the target corporation solely in exchange for the purchaser's voting stock and, after the transaction the purchasing corporation owns stock in the target corporation possessing at least 80% of the target's voting power and at least 80% of each class of the target corporation's non-voting stock, the transaction can qualify as a tax-free "B" reorganization. See §368(a)(1)(B) of the Code.

Note that one disadvantage of an acquisition of the target corporation's stock is that the purchasing corporation does not obtain a "step-up" in the basis of the target corporation's assets for tax purposes. If the stock acquisition qualifies as a "qualified stock purchase" under §338 of the Code (which generally requires a taxable acquisition by a corporation of at least 80% of the target corporation's stock within a 12-month period), an election may be made to treat the stock acquisition as a taxable asset purchase for tax purposes. However, after the effective repeal of the General Utilities doctrine, discussed infra, §338 elections are seldom made unless the target is a member of a group of corporations filing a consolidated federal income tax return (or, since 1994, an S corporation) and the seller(s) agree to a §338(h)(10) election which causes the seller to bear the tax on the deemed asset sale, since the present value of the tax savings to the buyer from a stepped-up basis in target's assets is less than the corporate-level tax on the deemed asset sale.


C. Asset Purchases

Generally speaking, asset purchases feature the advantage of specifying the assets to be acquired and the liabilities to be assumed. A disadvantage involved in asset purchases in recent years, however, has been the repeal, pursuant to the Tax Reform Act of 1986, of the so-called General Utilities doctrine. Prior to then, the Code generally exempted a "C" corporation from corporate-level taxation (other than recapture) on the sale of its assets to a third party in connection with a complete liquidation of the corporation and the distribution of the proceeds to its shareholders. After the effective repeal of the General Utilities doctrine, a "C" corporation generally recognizes full gain on a sale of assets even in connection with a complete liquidation. Thus, if a purchasing corporation buys the target's assets and the target corporation liquidates, the target pays a corporate-level tax on its full gain from the sale of its assets (not merely the recaptured items). The shareholders of the target are taxed as if they had sold their stock for the liquidation proceeds (less the target's corporate tax liability). Absent available net operating losses, if the sale is a gain, the General Utilities doctrine repeal thus makes an asset sale less advantageous for the shareholders.

Generally speaking, for a non-taxable acquisition of assets, the purchaser must acquire "substantially all" of the target's assets solely in exchange for the voting stock of the purchaser. See §368(a)(1)(C) of the Code. Basically, a "C" reorganization is disqualified unless the target distributes the purchaser's stock, securities and other properties it receives, as well as its other properties, in pursuance of the plan of reorganization.

There are a number of other tax requirements applicable to tax-free and taxable reorganizations, too numerous to cover in this outline.

PARTIAL DOCUMENT – THE REMAINDER IS VIEWABLY BY MEMBERS ONLY









PAGE  
3

