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IRS Rules That Holding Period in Shares of Company Stock Being Sold to an ESOP Should Include
Holding Period in Company’s Predecessor
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The IRS recently issued a private letter ruling that makes it easier to qualify for the deferral of taxes in
connection with the sale of stock to an employee stock ownership plan (ESOP). In Private Letter Ruling
200827018, the IRS ruled that for purposes of deferring tax under Section 1042 of the Internal Revenue Code
(the Code), a shareholder’s holding period in the company’s stock includes the period during which the
shareholder held membership interests in a limited liability company that was the company’s predecessor.

Code Section 1042 allows a shareholder to defer long-term capital gains tax on the sale of stock to an ESOP if
the following requirements are met: (a) the shares of stock being sold to the ESOP are “qualified securities”;
(b) the selling shareholder has held the qualified securities for at least three years; (c) immediately after the
sale, the ESOP owns at least 30% of the outstanding shares of each class of stock or 30% of the value of all of
the stock; and (d) the selling shareholder purchases “qualified replacement property” during the 15-month
period commencing three months before and ending 12 months after the sale of the shares of stock to the
ESOP. The question addressed in this private letter ruling relates to the holding period requirement set forth in
(b) above.

“Qualified securities” are employer securities (x) that are issued by a C corporation that does not have any
stock that is tradable on an established securities market and (y) that were not received by the taxpayer via a
transfer from a qualified retirement plan or pursuant to certain options and rights to acquire stock in
connection with the performance of services. “Qualified replacement property” is generally a security issued
by an unrelated domestic operating company that did not have passive investment income in excess of 25% of
gross receipts during the preceding tax year.

In this private letter ruling, the shareholders owned all of the membership interests in a limited liability
company (LLC). The LLC created a new wholly owned corporation (NewCo), and the LLC was merged into
NewCo in a tax-free reorganization under Code Section 368(a)(1)(F), with NewCo being the surviving entity.
The shareholders received shares of stock in NewCo in the same proportions as their membership interests in
the LLC, and the basis of their stock in NewCo was the same as the basis of their membership interests in the
LLC. The shareholders desired to sell 30% of their shares in NewCo to an ESOP sponsored by NewCo and to
defer capital gains tax on the sale under Code Section 1042.

The IRS ruled that, since the tax basis of the shareholders’ stock was the same as their basis in their LLC
membership interests prior to the reorganization, the shareholders’ holding period in the NewCo stock would
include the holding period in their LLC membership interests for purposes of Code Section 1042. Thus, the
shareholders met the requisite holding period (described in (b) above) needed in order to take advantage of the
tax deferral provisions of Code Section 1042.



While private letter rulings are only directed to the specific taxpayers requesting the rulings and are not to be
used or cited as precedent, this ruling should provide comfort to those taxpayers electing to defer capital gains
tax under Code Section 1042 under similar circumstances, and its reasoning would likely apply to other

entities (e.g., partnerships) converted into C corporations.
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IRS Circular 230 Disclosure

To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax advice
contained in this communication (including any attachments) is not intended or written to be used, and cannot
be used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii) promoting, marketing
or recommending to another party any transaction or matter addressed herein. For information about why we
are required to include this legend in emails, please see http://www.morganlewis.com/circular230.

This LawFlash is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any specific
matter, nor does this message create an attorney-client relationship. These materials may be considered Attorney Advertising in some states.
Please note that the prior results discussed in the material do not guarantee similar outcomes.
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