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Uncertainty about the tax consequences of some special purpose acquisition company  (SPAC)
transactions for taking a private entity public could be tempered via alternative business
combination structures while the IRS contemplates possible guidance. 

Taking a private entity public via a business combination with a SPAC poses some challenges
in ensuring, to the extent possible, that the transaction satisfies the requirements for a tax-free
reorganization for both the investors and the target entity, according to William S. Dixon of
Citigroup Global Markets. 

Hitches in structuring transactions, the optimal structure, and the resulting tax consequences for
the business combination depend on, among other things, whether the target is a corporation or
a passthrough entity and whether the merger or acquisition involves a cross-border transaction,
such as a U.S. SPAC acquiring a foreign target or a foreign SPAC acquiring a domestic target, 
Dixon said during a July 8 webinar sponsored by Strafford. 

SPACs, or blank check companies, are formed for the purpose of raising funds to acquire a
private operating company, providing an alternative path to a traditional initial public offering. 

SPAC sponsors generally invest a nominal amount in exchange for class B common shares and
raise several hundred million dollars or more via an IPO. The shares automatically convert to 20
percent of the class A common shares outstanding after the IPO, and sponsors and public
investors typically acquire warrants in connection with the offering. 

The funds are held in a trust account, and the sponsor generally has 24 months, or perhaps
less time, to find a private operating company. That cash is often combined with private
investments in public equity closer to the time of the business combination, which is the
mechanism for the target becoming a public company, commonly referred to as a de-SPAC
transaction. 

If a target is found, the shareholders vote on the deal; otherwise, the funds are returned to
them. SPAC shareholders typically have an option to redeem their shares and forgo ownership
in the post-merger publicly traded operating company.  

“Despite the speed in which a SPAC brings a privately held target to market, navigating a
SPAC transaction raises various complex challenges, including the vetting of the potential
SPAC suitors, tax structuring, public company readiness, sophisticated business forecasting,
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[and] . . . due diligence,” Penny Mavridis of KPMG LLP said during a Tax Executives Institute
virtual meeting hosted by her firm June 24.

Tax-Free Structuring

Not surprisingly, many de-SPAC transactions are designed to qualify for tax-free treatment,
since the target retains a large equity stake and receives relatively little cash, said Devon M.
Bodoh of Weil Gotshal & Manges LLP, who joined Dixon on the Strafford webinar. 

SPACs also prefer nontaxable or tax-free transactions, particularly for the warrants, Bodoh
added. 

Dixon explained that the warrants — an important part of the capital structure — are “a top-of-
mind concern,” in part because SPAC sponsors are “very influential people in the negotiation
process . . . and having phantom income for that population sometimes isn’t so popular.” 

For target entities that are corporations, Bodoh noted three primary ways for them to achieve
their tax-free objective: the target formally acquires the SPAC; the SPAC acquires the target in a
tax-free reorganization; or the SPAC and target combine in a “big section 351 transaction”
through the creation of new entity. The last transaction is also known as a horizontal double
dummy. 

For transactions involving a U.S. SPAC and a U.S. target, the most common transaction is an
“A” reorganization under section 368, in which the target merges forward into a disregarded
entity wholly owned by the SPAC, Dixon said. He explained that “the tax law treats that like the
target merged directly into the SPAC.” 

Alternatively, the business combination could be accomplished via a two-step reorganization in
which the SPAC forms a transitory subsidiary that merges into the target and immediately after,
the target merges into the wholly owned disregarded subsidiary of the SPAC, Dixon said.
Because the tax law integrates that transaction, it treats the transaction as if the target merged
into the disregarded entity of the SPAC, which is an A reorganization, he added. 

Why take the extra step? Dixon explained that if, for some reason, the tax lawyers make a
mistake or have overlooked something resulting in the acquisition of the target violating the
rules for a valid tax-free reorganization, the tax law would recharacterize the transaction as a
taxable acquisition of the target’s stock followed by a tax-free liquidation of the target rather
than a fully taxable asset transfer by the target and a taxable transaction at the shareholder
level. 

In other words, a reorganization that fails the requirements for tax-free treatment results in a
double-taxed transaction, but under the two-step variation, if there’s a violation of a
requirement, there’s a shareholder-level tax, but there isn’t tax at the corporate level, Dixon
said. 

‘Cloud of Uncertainty’ 
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The direction of the acquisition or business combination — whether the SPAC in form will acquire
the target or the target will be the formal acquirer of the SPAC — can yield significantly different
tax consequences, according to Dixon. 

Dixon described common tax issues — familiar to practitioners outside of the SPAC context —
that can be relevant in structuring domestic and cross-border SPAC transactions. 

For example, satisfying the continuity of business enterprise (COBE) requirement, which applies
to all acquisitive tax-free transactions, can present challenges in structuring de-SPAC
transactions, Dixon said. 

Under reg. section 1.368-1(d), the COBE requirement is satisfied if the acquiring entity
continues the target corporation’s historic business or uses a significant portion of the target’s
historic business assets in a business. 

A corporation’s historic business is the business it has conducted most recently, but it isn’t one
the corporation enters into as part of a plan of reorganization. 

If the target company merges into the SPAC, “practically speaking there’s no [COBE] issue”
because there’s no doubt that the SPAC will continue the historic operating business of the
target, Dixon said. 

“But if, for some reason, we have to merge the SPAC into the target, life becomes more
complicated in terms of [qualifying for a tax-free reorganization] because there is some level of
uncertainty among practitioners as to whether or not that transaction readily satisfies the
continuity of business requirement,” Dixon warned. 

The debate centers in part on whether the SPAC is in a business and, even if it is deemed to
be, whether it’s a historic business, Dixon continued. Questions arise because the SPAC raises
money that goes into a trust; the funds are returned if the deal can’t be done; and when the
SPAC goes public, it’s uncertain what business the company will be in, Dixon explained. 

The same issues apply if instead the asset test is used to satisfy COBE, Dixon said. He added
that questions also persist on what it means to use “a significant portion” of the target’s historic
business assets. 

The limited understanding and guidance on this fundamental requirement for tax-free
reorganization transactions creates “a cloud of uncertainty in the case where the SPAC is
merging into the target, [and] in some cases, there’s no way around it,” Dixon said. 

For example, in some cross-border situations, because of the foreign laws, SPACs will merge
into a target via a reverse subsidiary merger and assume the risk on the COBE issue, Dixon
said. “But when we can avoid it, we clearly want to avoid that issue.” 

IRS Contemplating COBE 

Some practitioners have wondered whether the use of the cash — for example, for redemption
for SPAC investors that opt out of the merger transaction — is inconsistent with COBE or
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doesn’t matter because cash is fungible. 

Speaking during an American Bar Association Section of Taxation virtual meeting in January, 
Kelly Madigan of the IRS Office of Associate Chief Counsel (Corporate) said the agency has
“heard arguments for treating the holding of cash, the activities involving the [creation] of a
publicly traded entity, and the search for an acquisition or investment target as the SPAC’s
historic business.” 

Practitioners have also suggested that the cash should be treated as the historic business of the
target (the SPAC), which continues to be used in the acquiring corporation’s (the private
entity’s) business, Madigan said. 

But Madigan noted that if the COBE issues were resolved favorably for the taxpayer, another
issue potentially arises regarding “how the combined entity uses the cash from the SPAC,
meaning whether it’s used to pay business expenses or to invest in new assets, or instead
used to pay down debt or repurchase stock.” 

Robert Wellen, IRS associate chief counsel (corporate), who joined Madigan on the ABA panel,
pointed out that a situation like a SPAC transaction “simply wasn’t on the radar screen” when
the regulations were developed. 

The regs target an abuse that’s not germane to the SPAC context, according to Wellen. But he
said that before the IRS can “get to the bottom of this COBE issue and how it might apply here,
I think we need to go back and look at the history [to] be sure we’re not missing something that
the drafters of these rules had in mind.” 

According to Bodoh, strong arguments exist for COBE being satisfied in the de-SPAC
transaction, particularly if the money remains in the corporation. Although the IRS is looking at
the issue, “it’s a bit unpredictable” what regulatory guidance the government might
issue, Bodoh said, adding that there’s been no hint of which way it will go. 

Bodoh advised practitioners and taxpayers to proceed with caution and scrutinize COBE issues
as they arise in transactions. 

Horizontal Double Dummy 

If practitioners don’t have confidence that the tax-free reorganization rules can be satisfied for
the intended transaction because of the COBE requirement or another reason, the horizontal
double dummy structure — frequently used in the SPAC cross-border context — could be an
option for domestic transactions, according to Dixon. 

Generally, in a horizontal double dummy structure, the acquirer forms a holding company
(HoldCo), which forms two temporary merger subsidiaries. In simultaneous section 351
transactions, HoldCo acquires two historic corporations. One merger subsidiary merges with
and into the acquiring company, with its shareholders receiving HoldCo shares, and similarly,
the other merger subsidiary merges with and into the target entity, with target shareholders
receiving HoldCo shares. 
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Under section 351, no gain or loss is recognized for transactions in which property is transferred
to a corporation solely in exchange for its stock, and immediately after the exchange, the
transferors control the corporation, as described under section 368(c). 

Control under that provision means owning at least 80 percent of the total combined voting
power of all classes of stock entitled to vote and at least 80 percent of the total number of
shares of all other classes of stock of the corporation. 

Reorganizations via a section 351 transaction don’t have to satisfy the standard requirements —
including COBE and that substantially all the property is transferred — for tax-free treatment
under section 368 and its “different variants of the reorganization alphabet soup,” Dixon
explained. 

Dixon cautioned, however, that while section 351 transactions can result in tax-free transfers for
the shares received, that’s not the case for warrants, which will be taxable consideration
received for the SPAC warrant holders. 

When warrants are trading up — as they did early in the first quarter — that creates “incredible
sensitivity as to the taxation of the warrants,” which should be considered in the structuring of
the transaction, Bodoh advised.
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