Tax Implications on the Purchase Or Sale of A Business
One of the major considerations in structuring a sales transaction is the tax consequences to both the Seller and the Buyer. Like other terms of the agreement, what may be good for the Buyer, may not necessarily be good for the Seller, or vice versa. 

From a tax standpoint, the best strategy is to minimize the total taxes paid on the transaction, taking into consideration what the seller's taxes may be now and what the Buyer will ultimately have to pay. 

We have chosen to take a look at tax considerations from a Federal tax standpoint. One should always keep in mind, there may be state and local tax considerations. As always, we urge you to seek the advice of your own accountant prior to entering into any agreement. 

Buyer's Issues 

A Buyer is going to want to structure a sale as to reduce the after-tax cost of acquiring the business. As a result, a primary concern will be the allocation of the acquisition cost. The Buyer will want this cost to be allocatable to assets than can be expensed or depreciated quickly. In some instances the business may have a net operating loss (NOL) or tax credit carryforward that the purchaser may want to use for future use. To the extent a transaction can be structured favorably to preserve any carryforwards or minimize any future restrictions, may translate into a Buyer's ability to pay more for that business. 

Seller's Issues 

The Seller will want to structure the sale in a manner as to minimize taxes paid from the gain of the sale of the business. Timing of the taxable gain is certainly of concern. As an example, if the Seller finances a portion of the transaction or accept's purchaser's stock, the Seller wil want the transaction structured so that any tax paid on the gain is delayed until receipt of the installment payments or the sale of the stock is received. 

A send issue relates to the nature of the gain (ie.,capital gain versus ordinary income). The tax rate on capital gains is less than the tax rate on ordinary income. 

Stock Versus Asset Sale 

The consideration of what will be sold-the individual assets of a business or the stock in the corporation- can be paramount in determining the structure of a transaction. For the Buyer, this decision determines the tax basis in the assets to be acquired. For the Seller, this decision will affect not only the absolute amount of the gain, but its timing and character. 

A stock sale causes no change in the legal entity. There is no change in the tax entity. The tax basis of the corporation's assets remains unchanged, and all the corporation's tax attributes, including methods, tax year, corporate tax election, are preserved. Existing carryforwards are available to the purchaser. 

With an asset sale, the corporation's tax identity does not transfer to the purchaser. The acquired assets receive a new tax basis which is equivalent to the purchase. There are no NOL carryforwards or other favorable tax attributes available to the purchaser. 

The tax implications of a stock sale are fairly straightforward, unless it involves the sale of a subsidiary. The Seller's gain or loss is the difference between the amount received on the sale and the shareholder's tax basis in the stock (generally, the amount the shareholder paid for the stock initially). 

The Seller's tax basis in a company's stock is typically quite different from the company's tax basis. If a shareholder expects a sizeable gain on the sale, they will usually favor a stock sale rather than an asset sale. This is because the gain from the asset sale is taxed twice- the corporation must pay taxes on the gain from the sale of the business, and the shareholders pay taxes again when the net proceeds are distributed to them. 

The purchase of stock, from a Buyer's perspective, can under certain circumstances, be less than desirable. After all, the Buyer is required to assume the existing tax basis of a company's assets even though they may have paid far more for those assets. If the Buyer had bought assets instead, the value of the acquired assets could have been "stepped up" to their purchase price. 

The absence of a "step-up" can have a considerable affect to the Buyer. As an example, if the appreciated assets have short lives (eg., equipment, inventory, or receivables), of if the purchaser intends to liquidate the corporation or to sell some of the appreciated assets in the near future, the lower tax basis may result in a significantly higher future tax liability. 

Tax-Free Reorganization 

There are occasions where business owners see an advantage in combining forces with another entity rather than selling out completely. Continuity of ownership and continuity of the business are the essential elements of tax-free reorganizations. In order to meet the "continuity of interest" test the shareholders of the target company must receive equity in the acquiring company. The IRS likes at least 50% of the equity of the target company to be exchanged for stock in the acquiring company. Absence of meeting this continuity requirement, the merger will not be considered tax-free, and the corporation will have a taxable gain to the extent that the value of stock and cash they receive exceeds their basis in their old stock. 

The business merger must fit into one of five basis structures in order to avoid current taxation. 

PARTIAL DOCUMENT – THE REMAINDER IS VIEWABLY BY MEMBERS ONLY









PAGE  
3

