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[2002-1 USTC ¶50,389], NovaCare, Inc., Corporate reorganization: Mergers: Continuity of interest: Stock later sold: Step transaction doctrine: Summary judgment.--, (Mar. 25, 2002) [Abbreviated version]
U.S. Court of Federal Claims, 97-234T, 3/25/2002  [Code Secs. 368 and 7422 ]

Continuity of interest: Stock later sold: Step transaction doctrine: Summary judgment.--Genuine issues of material fact precluded the entry of summary judgment in determining whether two corporations' merger and subsequent sale of one company's stock constituted (1) a tax-free reorganization under Code Sec. 368 or (2) a cash purchase. The characterization of the merger as a reorganization or a cash purchase was determinative of the taxpayer's basis in a rehabilitation services corporation (RSC) which it used to calculate its gain or loss on the subsequent sale. The Court of Federal Claims determined that continuity of interest is not disrupted based solely on post-merger sales. The government's contention with respect to the intent of the parties at the time of the merger was not dispositive. Furthermore, the taxpayer raised factual questions regarding the intent of the parties. Thus, the court concluded that the case was not ripe for summary judgment. 

OPINION
The case involves plaintiff, NovaCare, Inc.'s, merger with Rehab Systems Company (RSC) in 1991 and NovaCare's subsequent sale of all of its RSC stock to HealthSouth for cash in 1995. NovaCare's claim is dependent on whether its merger with RSC was a cash purchase or a reorganization. 

FINDINGS OF FACT
At the time of the merger at issue, NovaCare was a corporation which provided contract rehabilitation services to health care institutions, principally nursing homes. NovaCare's stock was traded on the NASDAQ National Market System (NASDAQ). Seven months after NovaCare's merger with RSC, NovaCare stock began trading on the New York Stock Exchange (NYSE). RSC operated rehabilitation hospitals and community rehabilitation programs. Prior to the merger, substantially all of the RSC stock was owned by five individual founders (RSC Founders) and nine limited partnerships and corporations that had invested in the company (RSC Investors). There was no public market for the stock.

On May 17, 1991, NovaCare made an offer to RSC's board of directors to acquire RSC for $90,000,000.00, 1 payable in shares of NovaCare stock. In the two weeks following the offer, NovaCare, RSC Acquisition Corporation, a wholly owned subsidiary of NovaCare, and RSC negotiated an Agreement and Plan of Merger, which representatives from the parties executed on June 3, 1992. Under the agreement, RSC stockholders received 25.7879 shares of NovaCare stock for every one share of RSC stock they held. In addition, the parties agreed to register the stock with the SEC as promptly as possible. In this regard, NovaCare filed a Registration Statement on Form S-4 with the SEC on June 19, 1991. Additionally, NovaCare filed an Amended Registration Statement on July 31, 1991. According to the joint stipulations submitted to the court, the parties also agreed to treat the merger as a "pooling of interests" 2 for accounting purposes and as a tax-free reorganization for federal income tax purposes.

The merger closed on August 9, 1991, resulting in RSC merging with RSC Acquisition Corporation and continuing in existence as a subsidiary of NovaCare. In connection with the closing, the RSC Investors signed representations which the parties intended would ensure that the merger would qualify as a tax-free reorganization and meet the continuity of interest requirement set forth in Treasury Regulations §§1.368-1(b) and 1.368-2(a) (1991) and applicable case law. The representations signed by representatives of the RSC Investors were identical and stated: "The undersigned hereby represents that it has no present plan or intention to sell or otherwise dispose of more than 25% of the shares of Common Stock, par value $.01 per share, of NovaCare, Inc. which the undersigned will receive in the Merger." In order to ensure that the merger would be accounted for as a pooling of interests, those stockholders who were deemed "affiliates" of NovaCare or RSC signed "Affiliates Agreements." In those agreements, the affiliates promised not to sell any NovaCare stock acquired through the merger until NovaCare had publicly released a report including the combined financial results of NovaCare and RSC for a "pooling period" of at least thirty days of combined operations. All except one of the RSC Investors and all of the RSC Founders signed affiliates agreements.

When the merger closed, the RSC stockholders tendered their RSC shares to NovaCare and received approximately 6,000,000 shares of NovaCare stock in exchange. After the merger, certain former RSC stockholders sold the shares of NovaCare that they had acquired through the merger to third parties on the NYSE or NASDAQ. The first wave of sales occurred when RSC stockholders who were not bound by affiliates agreements sold approximately 661,632 shares of NovaCare stock before the end of the pooling period. These sales amounted to approximately eleven percent of the NovaCare shares of stock transferred to RSC stockholders in the merger.

The pooling period ended on October 17, 1991 when NovaCare publicly released its earnings report for the quarter ending on September 20, 1991. The next day, RSC stockholders sold or transferred as gifts 2,031,340 shares of NovaCare, accounting for approximately thirty-three percent of the shares of NovaCare stock distributed in the merger. By the end of 1991, RSC stockholders transferred an additional 473,695 shares.
In 1992, RSC stockholders sold 1,032,405 shares of NovaCare stock and gave 46,400 shares of NovaCare stock as charitable contributions and gifts. Finally, RSC Investors distributed 997,162 shares of NovaCare stock to their partners in the same year. Thus, by December 31, 1992, RSC stockholders had transferred approximately 5,242,634 shares of NovaCare stock, or roughly eighty-seven percent of the shares of the NovaCare stock, they had received in the merger.

On May 19, 1995, NovaCare sold RSC to HealthSouth in a taxable transaction for $217,852,000.00. NovaCare's consolidated federal income tax return for the taxable year ending on June 30, 1995 reflected the sale of the RSC stock to HealthSouth. On that return, NovaCare calculated its gain or loss on the sale of RSC stock to HealthSouth under the assumption that NovaCare's merger with RSC was a tax-free reorganization pursuant to section 368 of the Internal Revenue Code (Code) (1994). 3 Accordingly, plaintiff used the "carry-over" method for calculating its basis in the RSC stock, by which a subsequent owner's basis in acquired property is the same as the basis the prior owner held in the property. Thus, NovaCare used the basis of the RSC stockholders as its own tax basis. Using the carry-over basis, NovaCare realized a gain on the sale of RSC to HealthSouth.

On April 3, 1996, NovaCare timely filed a tax refund claim with the IRS claiming a refund of $31,976,787.00 plus interest for the taxable year ending on June 30, 1995. In the refund claim, NovaCare calculated its gain or loss on the sale of RSC stock to HealthSouth based on the conclusion that NovaCare's merger with RSC had been a cash purchase. 4 In its tax refund claim NovaCare used a "stepped up" basis, by which a subsequent owner's basis in appreciated property is increased from the prior owner's basis to the price of the property at the time of the transfer. Thus, NovaCare calculated its basis reflecting its purchase price for the RSC stock. Under this method, NovaCare realized a loss on the sale of RSC stock to HealthSouth. The District Director for the IRS disallowed NovaCare's refund claim. NovaCare then filed suit in this court. Subsequently, plaintiff filed a motion for partial summary judgment and defendant filed a cross-motion for summary judgment.
DISCUSSION
The issue currently before the court is whether the merger between NovaCare and RSC was a reorganization or a cash purchase. The characterization of the merger as a reorganization or a cash purchase is determinative of NovaCare's basis in RSC, which plaintiff should use to calculate its gain or loss on the sale of RSC to HealthSouth. 5 If the merger between NovaCare and RSC is termed a reorganization, NovaCare's basis in stock acquired in the reorganization would be the same as it would be in the hands of the RSC stockholders. I.R.C. §362(b). As a result, NovaCare would recognize a gain on its sale of RSC to HealthSouth and no refund would be due to the plaintiff. If the merger is labeled a taxable purchase, NovaCare would be entitled to a "stepped-up" basis equal to the fair market value of the consideration it paid to the RSC stockholders in the merger. I.R.C. §1012. According to plaintiff, 6 applying a "stepped-up" basis to its sale of RSC to HealthSouth would result in a loss to NovaCare. Ultimately, the court must determine whether the merger satisfies the continuity of interest requirement referred to in the Treasury Regulations, sections 1.368-1(b) and 1.368-2(a), and case law, in order to qualify as a tax-free reorganization under section 368 of the Code.

Plaintiff argues that the rapid transfer of NovaCare stock by RSC stockholders following the merger is sufficient to prove that the RSC stockholders did not maintain a continuity of interest in the surviving corporation, as required by Treasury Regulations §§1.368-1(b) and 1.368-2(a) and Supreme Court case law for a merger to constitute a reorganization, and that, therefore, the merger should be termed a cash purchase. 

The Internal Revenue Code contains specific provisions designed to relieve certain corporate mergers from an income tax when there is merely the " " 'recasting of the same interests in a different form.' " As the United States Court of Claims has stated:

[C]ertain transactions constitute corporate readjustments and are not the proper occasion for the incidence of taxation. Congressional policy is to free from tax consequences those corporate reorganizations involving a continuity of business enterprise under modified corporate form and a continuity of interest on the part of the owners before and after, where there is no basic change in relationships and not a sufficient 'cashing in' of proprietary interests to justify contemporaneous taxation.

King Enters., Inc. v. United States [69-2 USTC ¶9720], 189 Ct.Cl. at 473, 418 F.2d at 515.

Recognizing that "the mere purchase for money of the assets of one company by another is beyond the evident purpose of the provision [of the Code on reorganizations], and has no real semblance to a merger or consolidation[,]"Consequently, the Court confined the benefits of the Code provisions on reorganizations to those transactions which not only satisfied the literal terms of the Code, but also furthered their purpose by requiring "that the taxpayer's ownership interest in the prior organization must continue in a meaningful fashion in the reorganized enterprise" for a transaction to qualify as a tax free reorganization. 

Now known as the continuity of interest doctrine, the requirements articulated by the Supreme Court are codified at Treasury Regulations §§1.368-1(b) which states:

Under the general rule, upon the exchange of property, gain or loss must be accounted for if the new property differs in a material particular, either in kind or in extent, from the old property. The purpose of the reorganization provisions of the Code is to except from the general rule certain specifically described exchanges incident to such readjustments of corporate structures made in one of the particular ways specified in the Code, as are required by business exigencies and which effect only a readjustment of continuing interest in property under modified corporate forms. Requisite to a reorganization under the Code are a continuity of the business enterprise under the modified corporate form, and . . . a continuity of interest there ***** on the part of those persons who, directly or indirectly, were the owners of the enterprise prior to the reorganization. …The Code recognizes as a reorganization the amalgamation (occurring in a specified way) of two corporate enterprises under a single corporate structure if there exists among the holders of the stock and securities of either of the old corporations the requisite continuity of interest in the new corporation, but there is not a reorganization if the holders of the stock and securities of the old corporation are merely the holders of short term notes in the new corporation. In order to exclude transactions not intended to be included, the specifications of the reorganization provisions of the law are precise. Both the terms of the specifications and their underlying assumptions and purposes must be satisfied in order to entitle the taxpayer to the benefit of the exception from the general rule.

Treas. Reg. §1.368-1(b) (1991).

The step transaction doctrine is a " " 'judicial device expressing the familiar principle that in applying the income tax laws, the substance rather than the form of the transaction is controlling.' According to the step-transaction doctrine, "interrelated yet formally distinct steps in an integrated transaction may not be considered independently of the overall transaction." "By thus 'linking together all interdependent steps with legal or business significance, rather than taking them in isolation,' federal tax liability may be based 'on a realistic view of the entire transaction.' " 

The Court of Appeals for the Federal Circuit recognizes two tests for determining when separate incidents may be collapsed into a single transaction for tax purposes: the end result test and the interdependence test. 9 According to the end result test, courts will apply the step transaction doctrine when it appears that formally distinct steps " 'were really component parts of a single transaction intended from the outset to be taken for the purpose of reaching the ultimate result.' " Thus, if the separate steps are designed and executed as parts of a plan to achieve a specific result, the steps will be consolidated and treated as a single transaction. 

The interdependence test joins formally distinct steps for tax purposes when, " 'on a reasonable interpretation of objective facts the steps were so interdependent that the legal relations created by one transaction would have been fruitless without a completion of the series.' " Separate steps will be consolidated if "it is unlikely that any one step would have been undertaken except in contemplation of the other integrating acts." 

The step transaction doctrine cannot be described in general terms and then applied to a fact pattern without reference to the specific tax code provisions involved. "It has been persuasively suggested that 'the aphorisms about "closely related steps" and "integrated transactions" may have different meanings in different contexts, and that there may be not one rule, but several, depending on the substantive provision of the Code to which they are being applied.' 

The primary case applying the step-transaction doctrine to post-merger sales was McDonald's Restaurants of Illinois, Inc. v. Commissioner [82-2 USTC ¶9581], 688 F.2d 520 (7th Cir. 1982). In that case, McDonald's Restaurants sought to acquire the McDonald's franchises owned by a group of investors. The investment group wanted cash, while McDonald's Restaurants wished to acquire the franchises for stock.  As a compromise, the parties agreed that the franchises would merge into McDonald's Restaurants and the investors would receive 361,235 shares of unregistered common stock in McDonald's Restaurants. Under the agreement, the investors "could participate in McDonald's planned June 1973 registration and underwriting or in any other registration and underwriting McDonald's might undertake within six years" of the merger. Id. In addition, the group had a onetime right to demand registration if McDonald's Restaurants did not effect a registration in the first year following the transaction.  Although the investors were not obligated to sell the stock, they intended to do so.  Within a year of the merger, McDonald's Restaurants proceeded with a registration, at which time the investment group sold virtually all of the stock acquired in the transaction. 

In McDonald's Restaurants of Illinois, Inc. v. Commissioner, the United States Court of Appeals for the Seventh Circuit analyzed the facts presented utilizing the step transaction doctrine to determine whether the merger was a reorganization or a cash purchase. Beginning by applying the end result test, the McDonald's court found that the separate steps of the transaction had been taken to cash out the investment group, even though McDonald's Restaurants sought to structure the transaction like a reorganization for accounting purposes. Id. at 524. In making its determination, the court took into account a number of factual circumstances. Id. For example, the court stated:

Admittedly, not every transaction would be as pellucid as this one, but here, the history of the parties' relationships, the abortive attempt to buy some of the group's holdings, the final comprehensive deal, and the [investment] group's determination to sell out even in the face of falling prices in the stock all are consistent and probative.
Id. (footnote omitted). Thus, to determine whether the parties intended the steps to result in a cash out of the investment group, the court took into account the totality of the circumstances surrounding the merger.

The McDonald's court also analyzed the case under the interdependence test. Id. The court found that when applied to post-merger sales and the continuity of interest requirement, the test "would ask whether the merger would have taken place without the guarantees of saleability. . . ." Id. The court looked to the positions of the parties during the negotiations and certain characteristics of the merger agreement in making its decision. Id. at 525. The court found that "[t]he very detail of the provisions about how McDonald's would ensure free transferability of the [investment] group's McDonald's stock shows that they were the quid pro quo of the merger agreement." 

Two Tax Court decisions have applied McDonald's to factual patterns involving post-merger sales, Penrod v. and Estate of Elizabeth Christian. These cases, however, are not binding on this court and are less persuasive than they might otherwise have been because they appear inconsistent with each other, and with the McDonald's decision, in their application of the step transaction doctrine as it relates to post-merger sales and the continuity of interest requirement.

In Penrod, an investment group, referred to by the Tax Court as the Penrods, owned a number of McDonald's franchises which McDonald's Restaurants wished to acquire, 88 T.C. at 1417-18. Because McDonald's Restaurants wished to use the pooling of interest method of accounting, McDonald's Restaurants offered to purchase the Penrods' McDonald's franchises for stock in McDonald's Restaurants. Id. At no time did the Penrods request cash for their franchises. Id. Moreover, as part of the agreement, certain members of the Penrods sought assurances that they would be allowed to remain and manage the McDonald's franchises. Id. at 1419. Under the final agreement, the Penrods received stock which SEC regulations required to be registered if sold in the first two years of ownership. Id. Accordingly, the agreement required McDonald's Restaurants to give the Penrods written notice of any proposed registration of stock and to include the Penrod stock in the registration if so requested. Id. In addition, the Penrods could inquire if McDonald's Restaurants planned a registration at a certain time, and if McDonald's Restaurants had not planned a registration in the near future, the Penrods could demand that McDonald's Restaurants register their stock at that time. Id. Finally, the Penrods obtained an opinion from their attorneys which described the agreement and stated that the Penrods did not intend to sell their McDonald's stock. Id. at 1420-21. After the merger, it became clear that McDonald's Restaurants did not wish the Penrods to remain involved in the management of the restaurants. Id. The Penrods decided to form their own fast-food restaurant chain and to sell their McDonald's shares to fund this new endeavor. Id. at 1421-23. The Penrods exercised their demand rights and McDonald's Restaurants subsequently registered the Penrods' McDonald's Restaurants stock, which was then sold. Id. at 1423.

The Tax Court applied the step transaction doctrine to the Penrod transaction and determined that the post-merger sales did not disrupt continuity of interest and that the transaction qualified as a reorganization. Id. at 1437. The court identified the end result test as based upon the intent of the parties at the time of the merger. 

Estate of Elizabeth Christian, a Tax Court memorandum decision, was another decision by the Tax Court which applied the step transaction doctrine to the issue of post-merger sales and continuity of interest. Elizabeth Christian involved a different acquisition of franchises by McDonald's Restaurants. McDonald's Restaurants, as in Penrod, offered the franchise owners stock in return for the franchises.. At no time did the franchise owners request cash. The franchise owners, however, insisted on registration rights to the McDonald's Restaurants stock they would receive. The merger agreement also allowed the franchise owners to force McDonald's Restaurants to conduct a public offering in which the franchise owners could sell all or some of their stock if McDonald's Restaurants had not conducted an offering by a specific time. Notes from the franchise owners' attorney documented that the franchise owners did not intend to sell their McDonald's Restaurants stock. After the merger, however, the franchise owners decided to sell and did sell most of their stock at a McDonald's Restaurants public offering. 

The Tax Court in Elizabeth Christian applied the step transaction doctrine to the facts presented and found that the merger satisfied the continuity of interest requirement and constituted a reorganization. After laying out the step transaction tests, the Tax Court in Elizabeth Christian focused on determining the intent of the parties. Estate of Elizabeth Christian. After considering a number of factual circumstances, the Elizabeth Christian court determined that the franchise owners did not intend to sell their McDonald's shares at the time of the merger. 

Determining the intent of the parties, however, did not resolve the issue in Elizabeth Christian as it did in Penrod. Instead, the Elizabeth Christian court performed a brief, but separate, analysis for each test drawing on evidence beyond the intent of the parties. With regard to the end result test, the Tax Court in Elizabeth Christian found that the absence of the factors present in McDonald's Restaurants of Illinois, Inc. v. Commissioner, such as the " 'history of the parties' relationships, the abortive attempt to buy some of the group's holdings, the final comprehensive deal, and the [investment] group's determination to sell out even in the face of falling prices in the stock,' " when "coupled with petitioners' lack of intent to sell from the outset, augurs for the inapplicability of the end result test to reach a determination that the instant merger and stock sale be stepped together." Estate of Elizabeth Christian. In analyzing the transaction under the interdependence test, the court in Elizabeth Christian applied the test designed in McDonald's, which asked whether the merger would have taken place without the guarantees of saleability. After answering that question in the affirmative the Tax Court tacked on an additional intent requirement, stating: "This lack of negative response, coupled with petitioners' intent not to sell, leads to our conclusion that the interdependence test is not appropriate to step together the merger and stock sale before us.". Consequently, there is a question as to whether the Elizabeth Christian decision is consistent with either the Penrod decision or the McDonald's decision. The Elizabeth Christian opinion does not consider the intent of the parties at the time of the merger dispositive, as the Penrod decision did, and added an explicit intent requirement to the interdependence test, not mentioned in McDonald's.
The end result test, generally, requires the court to look to the intent of the parties. As applied to post-merger sales and their effect on continuity of interest, the end result test requires the court to determine whether the steps were taken with the intent to cash out the target stockholders. This court must take into consideration the totality of the circumstances.  (taking into account "the history of the parties' relationships, the abortive attempt to buy some of the group's holdings, the final comprehensive deal, and the [investment] group's determination to sell out even in the face of falling prices in the stock. . . ."). The end result test, therefore, requires the court to look beyond post-merger sales to determine whether continuity of interest was disrupted.

The interdependence test, as described in McDonald's, also requires the court to look beyond post-merger sales. In determining whether the merger would have taken place without the guarantees of saleability, the court must look to the terms of the agreement and the parties' positions in the negotiations. McDonald's Restaurants of Ill., Inc. v. Commissioner. The requirement acts to maintain the objective nature of the interdependence test by comparing the separate events in question with those which might occur in normal business settings. The interdependence test, like the end result test, thus, requires the court to look at evidence other than the post-merger sales to determine whether continuity of interest was disrupted.

Finally, the application of the step transaction doctrine to the continuity of interest requirement, as described in McDonald's, is consistent with the approaches used to analyze whether post-merger sales violate continuity of interest in an earlier Tax Court case and an earlier IRS Revenue Ruling. See Heintz v. Commissioner. Rather than applying the step transaction doctrine, Heintz looked to what is now codified at section 354(a)(1) of the Code 10 and focused on whether the post-merger sales demonstrated that there was no "plan of reorganization.". An analysis of Heintz shows that, by focusing on the plan of reorganization, the Tax Court conducted a similar analysis to the one conducted under the end result and interdependence tests and found that a plan of reorganization requires consideration of both the intent of the parties and the relationship between the separate steps of the transaction. In Heintz, the sole shareholders of Jack & Heintz, Inc. wished to sell their shares in the company for cash. Id. at 134. Because they were unable to find a cash buyer, the shareholders accepted an offer from a purchasing group of $5,500,000.00 in cash and $2,500,000.00 in preferred stock in a holding company to be formed for acquiring Jack & Heintz. The shareholders of Jack & Heintz accepted the offer on the condition that the stock they would receive in the merger would be the same as additional preferred stock offered to the public at a later date and that the stock they would receive would be sold at the same time as the public shares. The Jack & Heintz shareholders viewed the stock they would receive as a deferred payment. . Contrary to this intent, the shareholders agreed to take steps necessary to qualify the merger as a reorganization. For example, at the closing, the shareholders gave written representations that the stock they received in the merger was for investment purposes and not for distribution. Id. at 138. In addition, the draft merger documents described the merger as a reorganization. Due to problems encountered with underwriters and a deteriorating market for the stock, the shareholders were not able to sell the shares they received in the merger within the time intended. Subsequently, the purchasing group arranged for a private sale of the shareholders' stock.

The Tax Court in Heintz found that the transaction was a sale and not a merger.  The court found that "[t]he essential element which must be shown if this transaction is to be termed a statutory reorganization is that the exchange took place 'pursuant to a plan of reorganization.' "  The court cited a number of factors which supported its decision that the transaction was a cash purchase:

The terms of the instant plan did not contemplate the petitioners' maintenance of a proprietary interest in the continuing corporation. The record convinces us that petitioners wished to dispose of their entire interest in Jack & Heintz, Inc. When they were unable to obtain 'an all cash deal,' they settled for cash plus preferred stock in the purchasing corporation, but only after obtaining the promise of the promoters of such purchasing corporation that their preferred stock in that corporation would be sold together with a public offering of that corporation's stock within 30 days. Due to various unforeseen difficulties, the public offerings were delayed and, when finally made, the underwriters prevented the sales of petitioners' stock at that time. However, within a month, private sales were arranged by the purchasing group on petitioner's [sic] behalf and petitioners disposed of all but the 10,000 shares then held in escrow. This was no mere readjustment of corporate structure. The old proprietors were stepping out; they were being paid in cash plus the preferred stock of the purchasing corporation; and most important, the preferred stock which they received was to be held only temporarily until its sale was arranged for by the purchasing group.

Id. at 142-43.

The approach in the Heintz case is similar to an analysis under the end result test because it focused on the "principal objective of the parties[,]" namely "the purchase and sale of Jack & Heintz, Inc." The Heintz court came to this conclusion based on a number of factors, such as the initial attempt to complete a cash sale and the private sale set up by the purchasing group, which convinced the court that the essential nature of the transaction was a cash sale. The McDonald's court analyzed a number of similar factors, to conclude that the shareholders wished to cash out. McDonald's Restaurants of Ill., Inc. v. Commissioner [82-2 USTC ¶9581], 688 F.2d at 524. The Heintz opinion mirrors the McDonald's opinion's application of the interdependence test because Heintz focuses on the characteristics of the merger in relation to the post-merger sales. For example, the Heintz court cited how the terms of the merger agreement contemplated the post-merger sales. Moreover, the guarantees that the stock could be sold shortly after the transaction were essential to the agreement. The Heintz court appeared convinced that the sales would not have occurred without the guarantees of "saleability," the same consideration relied on in the McDonald's case. 

Revenue Ruling 66-23 addressed whether the continuity of interest requirement was satisfied when:

[U]nder a plan of reorganization, a shareholder of the transferor corporation received stock in the transferee corporation subject to a court order to dispose of all of the stock received within 7 years . . . if the shareholder at the time of the reorganization has no preconceived plan or arrangement for disposing of the stock received.

1966-1 C.B. at 67. Revenue Ruling 66-23 is brief and does not explain the standard on which the ruling is based. Id. Moreover, the facts of the transaction are only briefly outlined. The ruling, however, did take into account a number of facts that were present in concluding that continuity of interest was not disrupted. The revenue ruling considered the fact that the shareholder at issue had no intent to sell its shares at the time of the merger, that the shareholder had complete discretion as to whether it would retain or dispose of the shares it received in the merger for a period of seven years and that the shareholder would possess all the benefits and would be subject to all the risks of ownership of the stock for those seven years.. Thus, similar to the analysis performed by the Tax Court in Heintz the analysis undertaken by the IRS in Revenue Ruling 66-23 looked to the totality of the circumstances to determine whether continuity of interest was disrupted and therefore mirrored the end result test as applied by the court in McDonald's Restaurants of Illinois, Inc. v. Commissioner.

After careful consideration, the court denies defendant's cross-motion for summary judgment 

According to the Notification of Merger issued in relation to the merger between RSC and NovaCare, the RSC Board opted for the merger in part because the valuation of RSC in the merger was "significantly in excess of the IPO valuation." Moreover, the Notice of Merger between RSC and NovaCare lists the liquidity of the NovaCare stock as another of three factors "weighted most heavily by the Rehab [RSC] Board in support of the Merger." The RSC Investors' interest in the liquidity of the NovaCare stock demonstrates that the RSC Investors were concerned about ensuring the ability to sell their stock, a concern which demonstrates no loyalty to the concept of reorganization and raises the issue of the RSC stockholder's intent to sell even immediately after the merger.

In addition, according to selections from John Foster's deposition testimony, as well as from the deposition testimony of NovaCare's Chief Financial Officer, Timothy E. Foster, the market for NovaCare stock was a critical concern during the merger negotiations, as NovaCare was worried that the RSC stockholders would quickly dispose of their stock and cause a dip in the price. According to Timothy E. Foster's deposition testimony, because the RSC Investors were "overwhelmingly venture capitalists," NovaCare was concerned that the NovaCare stock would become "volatile and problematic." Consequently, NovaCare requested that the RSC Investors not sell or distribute more than twenty-five percent of that stock in each of the four quarters after the pooling period ended. NovaCare's attempt to create a structure to slow the RSC Investor's sale of the stock received in the merger can be interpreted to demonstrate that at the time of the merger, NovaCare feared that a significant amount of the RSC Investors would attempt to sell their shares in NovaCare following the close of the pooling period.

Finally, the post-merger sales are also probative of the parties' intent given their scope and timing. Thirty-three percent of the shares received by RSC stockholders in the merger were sold the day after the close of the pooling period. A little more than a year after the merger, roughly eighty-seven percent of the shares received in the merger by RSC stockholders had been transferred…. According to the defendant, Mr. Kruis and Mr. Paese sold their shares because they were concerned that ninety percent of their net worth was in one stock, NovaCare. Plaintiff notes that RSC's merger with NovaCare "did not represent a change of circumstances after the Merger, since their net worth had been similarly concentrated in RSC stock before the Merger."

CONCLUSION
Pursuant to the above discussion, the court DENIES both plaintiff's motion for partial summary judgment and defendant's cross-motion for summary judgment.

IT IS SO ORDERED.
1 The numbers used in the Findings of Fact section of this opinion are based on the numbers provided to the court by the parties in their Joint Stipulations of Facts and Joint Exhibits.

2 Two methods for combining financial statements of merged companies are the purchase method and the pooling of interests method. See Gary W. Emery, Corporate Finance: Principles and Practice 835 (1998). Under the purchase method:

The acquired company's assets are recorded in the acquiring company's books at the cost established by the merger. . . . This cost usually is higher than the assets' book values and the difference is recognized as goodwill. . . . Consequently, using the purchase method of accounting reduces reported earnings per share but has no effect on cash flows.

Id. Under the pooling of interests method, "[t]he book values of the two companies' assets are simply added together. . . . No goodwill is created . . . consequently, there is no effect on either cash flows or earnings." Id.
3 Generally, a reorganization occurs when two corporations merge resulting in a modification of form and continued involvement by the owners of both corporations with "no basic change in relationships and not a significant 'cashing in' of proprietary interests to justify contemporaneous taxation." 

4 Generally, a cash purchase occurs when two corporations merge and the transaction involves the purchase by one corporation of the assets of another. See Pinellas Ice & Cold Storage Co. v. Commissioner [3 USTC ¶1023], 287 U.S. 462, 469 (1933). The owners of the purchased organization have "cashed-in" and are no longer involved in the business. 

5 According to section 1001 of the Internal Revenue Code, the gain or loss from a sale or disposition of property is determined by subtracting the adjusted basis from the amount realized. I.R.C. §1001. The basis of property is the cost of such property at the time it was acquired, or as otherwise provided in the Code. Id. §1012. The amount realized is generally the sum of any cash received plus the fair market value of any property received in the sale or disposition. Id. §1001(b).

6 Defendant has claimed that, assuming that the merger between RSC and NovaCare was a cash purchase, NovaCare improperly calculated its "stepped up" basis. The parties agreed to set aside this issue for resolution at a later time, if necessary. Defendant also has argued that, under Commissioner v. Danielson, plaintiff cannot recover previously paid taxes by contradicting the express language of the Agreement and Plan of Merger between NovaCare and RSC after its execution. The court will consider defendant's Danielson argument following the issuance of this decision.

7 On January 28, 1998, the IRS issued a regulation requiring courts to disregard "a mere disposition of stock of the issuing corporation received in a potential reorganization to persons not related . . . to the issuing corporation" when engaging in a continuity of interest analysis. Continuity of Interest and Continuity of Business Enterprise, 63 Fed. Reg. 4174, 4180 (Jan. 28 1998) (codified at Treas. Reg. §1.368-1(e)(1)(i)). This regulation forecloses an argument using plaintiff's theory for any transaction occurring after January 28, 1998.

8 In a footnote, the King Enterprises court stated:

In coping with this and related problems, courts have enunciated a variety of doctrines, such as step transaction, business purpose, and substance over form. Although the various doctrines overlap and it is not always clear in a particular case which one is most appropriate, their common premise is that the substantive realities of a transaction determine its tax consequences.

King Enters., Inc. v. United States [69-2 USTC ¶9720], 189 Ct.Cl. at 474 n.6, 418 F.2d at 516 n.6.

9 Many courts recognize, but seldom apply a third test known as the "binding commitment test." See True v. United States [99-2 USTC ¶50,872], 190 F.3d 1165, 1175 n.8 (10th Cir.), reh'g en banc denied (1999); Associated Wholesale Grocers, Inc. v. United States [91-1 USTC ¶50,165], 927 F.2d 1517, 1523 n.6 (10th Cir. 1991); Gaw v. Commissioner [CCH Dec. 50,989(M)], T.C.M. (RIA) 1995-531, n.101 (1995). Under the binding commitment test, courts only apply the step transaction doctrine " 'where the taxpayer is subject to an obligation or binding commitment, at the time the first step is entered into, to pursue the successive steps in a series of transactions,' usually spanning several years." True v. United States [99-2 USTC ¶50,872], 190 F.3d at 1175 n.8 (quoting Jacob Mertens, Jr., The Law of Federal Income Taxation §43.256 (1997)). The binding commitment test generally is only applicable to cases in which a substantial period of time has passed between the steps examined. Id. In King Enterprises, Inc. v. United States, the United States Court of Claims expressly rejected the application of the binding commitment test to the step transaction doctrine. [69-2 USTC ¶9720], 189 Ct.Cl. at 476-77, 418 F.2d at 518. The court stated that the United States Supreme Court case, Commissioner v. Gordon [68-1 USTC ¶9383], 391 U.S. 83, 96 (1968), from which courts have derived the binding commitment test:

contains not the slightest indication that the Supreme Court intended the binding commitment requirement as the touchstone of the step transaction doctrine in tax law. Nor is there any indication that the Court intended to overrule any prior decisions applying the step transaction doctrine to other types of transactions where there were no binding commitments. On the contrary, the opinion addressed a narrow situation (a D reorganization) involving a specific statutory requirement (divestiture of control), and limited the potential for dilution and circumvention of that requirement by prohibiting the indefinite extension of divestiture distributions. Its interpretation should be so limited. Clearly, the step transaction doctrine would be a dead letter if restricted to situations where the parties were bound to take certain steps.

King Enters., Inc. v. United States [69-2 USTC ¶9720], 189 Ct.Cl. at 477, 418 F.2d at 518 (footnote omitted).

10 "No gain or loss shall be recognized if stock or securities in a corporation a party to a reorganization are, in pursuance of the plan of reorganization, exchanged solely for stock or securities in such corporation or in another corporation a party to the organization." I.R.C. §354(a)(1) (1994).

