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HIGHLIGHT: 
Transactions executed under the Morris Trust concept involve a complicated and time-consuming mixture of spin-offs, mergers, and other features. But the technique is versatile enough to be applied to a wide range of deals and rewarding enough to produce substantial tax savings for acquirers and divestors. 

BODY: 
THE MERGER of Beecham Group PLC and SmithKline Beckman Corp. and the transaction involving Holiday Corp. and Bass PLC demonstrated the lengths that merger partners can, or will, go to shield themselves and their stockholders from taxation. Both deals combined two increasingly popular m&a tax techniques -- tax-free spin-offs coupled with tax-free stock-swap acquisitions. But the financial engineering was even more complex because the acquiring companies were foreign. As a result, each deal featured a special "wrinkle" to ensure that all flanks were guarded along the tax front. 

In both cases, the basic elements were pinioned on the principles of the Morris Trust transaction, a deal format that offers tax advantages to buyers and sellers but requires more time and effort than a straightforward cash or stock deal. Other Morris Trust variations include two divestitures by Tyler Corp., Affiliated Publications Inc.'s shedding of its interest in McCaw Cellular Communications Inc., and, most recently, the spin-off/merger involving Collins Foods International Inc. and PepsiCo Inc. Companies using Morris Trust variations often aim at maximizing shareholder value from their deals as well as securing tax advantages. SmithKline Beckman and Beecham merged in 1989 in a deal valued at $ 8.3 billion to form a global giant in the pharmaceuticals field. To focus the combined company on drugs, SmithKline spun off its Allergan Inc. skin care and Beckman Instruments Inc. laboratory systems units prior to the merger. The wrinkle in this deal was a newly minted class of preferred stock distributed to SmithKline shareholders as a tax-free stock dividend. That presents them with an income-producing vehicle whose payments are not subject to withholding taxes in the combined company's United Kingdom domicile. 

In addition, the preferred stock was "stapled" to the Beecham ordinary shares issued to SmithKline holders. The stapling was carefully structured to avoid tax law penalties that apply when more than 50% of the beneficial ownership in each of a U.S. and foreign corporation are represented by "stapled interests." If that occurs, a foreign corporation is treated for U.S. tax purposes as a domestic corporation and is subject to all American taxes associated with that dubious designation. 

A deal with a different character that underscored the versatility of the Morris Trust approach was Holiday's divestiture of its Holiday Inn chain to U.K.-based Bass. It began with the spin-off of Holiday's gaming operations and other hotels, including Embassy Suites Inc., Hampton Inns Inc., and Homewood Suites Inc., into the publicly traded Promus Cos. The old Holiday Corp., left with only the Holiday Inn chain, then was acquired by Bass for $ 125 million worth of common stock and the assumption of about $ 1.8 billion in debt. 

As a follow-up wrinkle, Promus was leveraged to obtain money for paying a special dividend to stockholders. A substantial part of this payout is eligible for treatment as a tax-free return of capital. That is because a portion of Holiday's pre-transaction Earnings & Profits (the tax source for dividend payments) remained with the entity acquired by Bass. Thus, those funds are not available to classify Promus' disbursement as a dividend. 

The spin-off/merger typically involves a deal in which a corporate "buyer" wants only part of a target company's assets. In the pure merger format -- such as SmithKline and Beecham -- the target spins off the parts of its business that the acquirer doesn't want. In a divestiture -- such as Holiday and Bass -- the selling company spins off the assets it wants to retain into a new firm, leaving the old concern with the business that will be divested. 

The basic approach emerged as a viable technique in the wake of a favorable 1966 decision by the U.S. Tax Court in the case of Morris Trust vs. Commissioner. The decision went against the position of the Internal Revenue Service which, nonetheless, followed its defeat by issuing Revenue Ruling 68-603 and effectively agreeing to refrain from challenging future users of the strategy. 

Of course, the utility of the transaction primarily is dependent on satisfaction of the rules regarding tax-free spin-offs. that are embodied in Section 355 of the Internal Revenue Code. These requirements were clarified in the final regulations issued by the IRS in January 1989. They have assumed greater prominence following the 1986 repeal of General Utilities, which subjected cash mergers, acquisitions, and divestitures to increased tax liabilities. At present, the tax-free spin-off and its progeny, the split-off and split-up, represent the only sanctioned method for extracting appreciated assets from a corporation on a tax-advantaged basis. 

In effect, had Allergan and Beckman been sold for cash (by Beecham after the merger or by SmithKline before the deal was completed), taxes would have had to be paid. Similarly, taxes would have been due had Holiday chosen to divest Holiday Inn in a simple cash deal. 

Other companies have gotten the same message. Tyler boiled itself down to a pipe manufacturer by not one but two Morris Trust transactions -- both involving foreign firms. In a 1988 deal, Tyler spun off everything but its Reliance Universal specialty coatings unit, which then was acquired by Akzo NV of the Netherlands for $ 268 million in stock. The following year, Tyler went through the same drill to transfer its Atlas Powder Co. explosives operation to Imperial Chemical Industries PLC of the U.K. for $ 193 million worth of American depository receipts (ADRs). 

Moving in the other direction, Collins Foods International, a restaurant concern, used the Morris Trust technique to prepare for its merger with PepsiCo. Collins was to spin off all of its assets except for Kentucky Fried Chicken restaurants into a new company and then merge the KFC business into PepsiCo. Interests of the new company include a 66% stake in publicly traded Sizzler Restaurants Inc., and its plans call for buying out the public's interests in an exchange of shares. 
  
Exiting a troublesome investment 

Perhaps the most innovative Morris Trust variation was the resolution of the strategic/financial dilemma confronting Affiliated Publications because of its 47% stake in McCaw. Like most cellular telephone companies, McCaw has great growth potential that is highly valued by the stock market but has no earnings. Thus, Affiliated, publisher of the highly profitable, cash-generating Boston Globe, saw the value of its McCaw holding surge from an original $ 75 million investment in 1981 to $ 2.2 billion by 1989, but its earnings were pummeled when it accounted for its share of McCaw's losses. Retaining the McCaw shares dragged Affiliated's own stock price, but selling the huge block meant paying $ 700 million to $ 800 million in taxes. 

Under the tax-avoidance format, Affiliated spun off the Boston Globe and other publishing interests, leaving the stub company with only the McCaw block. The old company then distributed the McCaw shares to its holders and went out of existence. Both deals were tax-free. 

In each case, the deals managed to meet the battery of requirements for distributing a subsidiary's stock under Section 355. 

For openers, the parent corporation must be in control of the subsidiary immediately prior to the spin-off. For tax purposes, moreover, "control" means ownership of stock possessing at least 80% of the "voting power" of all classes of voting stock and 80% of the total number of shares of each class of nonvoting stock. This can be contrasted with the more familiar financial accounting standard of control which merely requires the ownership of a majority voting interest in a subsidiary. 
  
Meeting IRS challenges 

In addition, the parent must distribute to shareholders an amount of the sub's stock that at least constitutes control. Further, if any sub stock is kept by the parent, it must demonstrate to the IRS that this retention is not motivated by a tax-avoidance plan. The IRS will not challenge a retention of stock if: 
* There is a business purpose for the continued interest; 
* The stock will be disposed of at the time the business purpose is satisfied but in no event later than five years after the initial distribution; 
* No parent officers or directors will serve in a similar capacity at the sub; and 
* The parent's stock will be voted in proportion to the votes cast by the sub's public shareholders. 

Meeting these requirements was a factor in the 1989 spin-off of Kaufman & Broad Home Corp. by Kaufman & Broad Inc. The parent, later renamed Broad Inc. and reconstituted as a life insurance and financial services firm, initially spun off 89% of its home building subsidiary. The plan passed muster because Broad intended to keep the remaining interest only on a temporary basis. 

The kicker in the PepsiCo-Collins deal offers a potential control problem of another kind. The company owning the spun-off interests of Collins must not issue more than 20% of its stock to retire the public interest in Sizzler. If the follow-up deal involves more than 20% of the stock in the new concern, the initial spin-off would become a taxable transaction since, under the Section 355 guidelines, former Collins shareholders no longer would be in control. 

A spin-off also must satisfy the so-called "active business" requirements. Thus, both the parent and sub must be engaged, immediately after the distribution, in the active conduct of a trade or business. Further, these businesses must have been: 
* Actively conducted throughout the five-year period preceding the distribution; and 
* Not acquired, except in a wholly tax-free transaction, within that five-year period before the distribution. 

For that purpose, a holding company not itself engaged in an active business nevertheless can attain "active" status, if "substantially all" (at least 90%) of its assets consist of the stock of controlled subsidiaries which themselves are engaged in active businesses. In a spin-off/merger transaction, the parent -- subsequent to the spin-off but prior to the merger -- must continue to conduct at least one active business. It cannot rely on the acquirer's active business to satisfy this requirement. This verity was made explicit in the spin-off/merger involving Affiliated Publications and McCaw. Affiliated, after spinning off the Boston Globe, was required to retain at least one active business (a bookstore chain) for the spin-off to qualify for tax-free treatment. 

The spin-off also must be undertaken for a valid corporate business purpose. Shareholders' purposes, such as to attain estate planning objectives, will not suffice. In the case of a spin-off/merger, however, the IRS willingly has accepted as a business purpose an assertion by the acquirer that it is not willing, for legal or other reasons, to consummate the merger unless the target divests itself of the "unwanted" assets distributed in the spin-off. On the theory that the merger accomplishes objectives "germane to the business" of the target, a spin-off necessary to accomplish the deal is considered a valid purpose. 
  
Caution on creating a "device" 

The final requirement for spin-off treatment, and the one that occupies the buld of the IRS regulations, is the so-called "device" requirements. A spin-off will not achieve tax-free classification if it is used principally as a device for the distribution of Earnings & Profits of either corporation. The objective is to ensure that the tax law's dividend provisions are not being circumvented by a transaction that allows a conversion of dividends into capital gains through a sale of the stock of one of the spin-off parties together with a retention of the stock of the other. Although the regulations list a host of device and non-device "factors," the key concern in the spin-off/merger is the prohibition on sales of the stock of either entity subsequent to the spin-off. If such a sale is pursuant to an arrangement "negotiated or agreed upon" prior to the spin-off, that sale creates "substantial" evidence of a prohibited device. 
  
Securing the tax exemption 

Notwithstanding these rules, a prearranged sale of stock is not indicative of a device if the sale is accomplished for stock of an acquiring corporation in a transaction that qualifies as a tax-free reorganization. The theory for this exemption is that Earnings & Profits remain in corporate solution and the shareholders' relationship to those Earnings & Profits remains intact, albeit through the stock of the acquiring corporation, in a different form. Thus, the spin-off/merger will meet this well-accepted exception to the anti-device rules. And in light of the satisfaction of the other spin-off requirements detailed earlier, it attains the tax exemption initially granted by the IRS when it accepted the court's conclusion in the Morris Trust decision. 

The merger aspect of the transaction normally will not raise difficult tax issues. Even in cases in which the acquirer is foreign and the transaction is an "outbound" combination that removes assets from the U.S. taxing jurisdiction, the IRS rules are generally quite accommodative. The transaction is tax-free for the U.S. shareholders except for persons who emerge with more than 5% ownership of the voting power or value of the acquirer's stock. These significant shareholders nevertheless can avoid current taxation if they enter into a "gain recognition agreement" which requires them to report the deferred merger gain only if the acquiring entity disposes of the stock or the assets of the target. In cases in which the U.S. transferors own less than 50% of the buyer's voting power and stock value, the gain recognition agreement need only have a five-year term. 

In addition, as in the SmithKline situation, steps may be taken to provide the U.S. shareholders with a income-producing security that is free of the withholding taxes normally associated with dividends remitted to Americans from a foreign corporation. This goal, normally attained through a preliminary stock dividend of preferred shares in the U.S. entity, appears to be a straightforward tax-free disbursement. As indicated, potential dangers lurk if such stock is stapled to that of the acquirer -- so that it trades as part of a unit -- if the stapled interest represents too large a portion of the buyer's aggregate equity value. 

From the buyer's perspective, local accounting conventions allow for the transaction to be structured on a largely nondilutive basis. This is because in the U.K. and in the Netherlands, goodwill created in an acquisition may be charged directly to shareholders' equity. In the U.S., of course, such goodwill must be reflected as an asset on the balance sheet and amortized against aftertax earnings (since goodwill is never deductible for tax purposes) over a period not exceeding 40 years. For this reason, foreign bidders can almost always prevail vis-a-vis their U.S. counterparts. 

Moreover, although the hit to shareholders' equity does initial violence to a foreign buyer's debt-to-equity ratio, this hole can be promptly filled courtesy of a second bit of accounting sleight of hand. Foreigners are permitted to create tangible assets, such as brand names, and record such assets on their financial statements. Accordingly, the goodwill charged to equity promptly reappears on the balance sheet in the guise of brand names. The net effect of this series of steps is a permanent capitalization of goodwill. 

In summary, the spin-off/merger is a trend that may have staying power. Business exigencies, together with accounting and tax advantages, represent a formidable combination. 
