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Selling Your Twinkie And Eating It Too 

Law360, New York (July 18, 2016, 10:55 AM ET) --  
Less than four years ago, the news shook the nation: there would be no more 
Twinkies. Hostess Brands Inc., baker of the Twinkie and other iconic snack cakes, was 
in bankruptcy and had failed to reach a crucial deal with the bakers union. Since that 
time, however, the company has undergone a remarkable turnaround. Earlier this 
month, the company’s current owners agreed to sell interests in Hostess to a special-
purpose acquisition company (SPAC) in a transaction that appears to be the first step 
to taking Hostess public. Because the SPAC will be acquiring interests in a partnership 
that will have an election in place under Section 754 of the Internal Revenue Code, 
the SPAC will receive a “step-up” in the tax basis of the SPAC’s proportionate share of 
the Hostess assets. This stepped-up basis has the potential to generate significant tax 
benefits for the SPAC for years to come. 
 
In connection with the acquisition, the SPAC entered into a “tax receivable 
agreement” (TRA) with the sellers pursuant to which the SPAC will make payments to 
the sellers as and when it realizes tax benefits attributable to the tax-basis step-up 
generated by the purchase of partnership interests, proving that you can sell your 
Twinkie and eat it too. 
 
The Hostess transaction is the latest example of a growing trend in which tax 
attributes of the target company are monetized for sellers’ benefit. Legacy business 
owners have increasingly (1) engaged in pre-initial public offering restructuring 
transactions to generate significant additional future tax benefits for the IPO 
company, and (2) entered into TRAs with the IPO company pursuant to which the IPO 
company agrees to make annual payments to the legacy owners equal to a 
percentage (typically 85 percent) of certain tax benefits actually realized by the IPO 
company. Recent examples of publicly filed IPO TRAs include, among others, 
GoDaddy, Shake Shack, Skinnypop, VTv Theurapeutics, LoanDepot, Virtu Financial 
and InVentiv Health. 
 
In M&A transactions, too, sellers frequently seek compensation for tax benefits that 
may be enjoyed by the buyers, including those resulting from deductible payments 
that are economically borne by sellers (e.g., change-in-control compensatory 
payments and other deductible transaction expenses), tax assets of the target 
company (e.g., net operating loss carryforwards, or NOLs, tax-credit carryforwards, unamortized basis) 
and tax assets created as a result of the transaction structure (e.g., a tax-basis “step-up”). 
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Structuring for a Step-Up 
 
In certain circumstances, it can be tax-advantageous to restructure a business prior to an IPO. For 
example, in a “carveout” IPO of a consolidated or affiliated subsidiary, the subsidiary may be transferred 
to a newly formed IPO corporation in a transaction that intentionally fails to qualify as a tax-free transfer 
under Section 351 of the IRC, and if a sufficient percentage of the IPO corporation stock is sold to 
unrelated parties in the IPO, an election may be made under Section 338(h)(10) of the IRC to treat the 
stock transfer as an asset sale for tax purposes. As a result of this asset sale treatment, the IPO 
corporation receives a step-up in the tax basis of the subsidiary’s assets. This basis step-up can be 
amortized by the IPO corporation. One downside of this transaction is that it triggers tax on the sale of 
100 percent of the business even if the sellers retain an interest in the target corporation. 
 
An even more tax-efficient result is possible if the existing business is conducted through an entity 
classified as a partnership for tax purposes — like the Hostess partnership described above. A 
partnership may make an election under Section 754 of the IRC to cause a purchase of an interest in the 
partnership from an existing partner to result in a step-up in the tax basis of the purchasing partner’s 
proportionate share of each of the partnership’s assets. This feature of the partnership rules may be 
utilized in an IPO by causing a newly formed IPO corporation (the SPAC, in the Hostess transaction) to (1) 
raise cash from the public and (2) use that cash to purchase partnership interests from the legacy 
partners. 
 
Ordinarily, the legacy partners retain a portion of their partnership interests (as well as voting control of 
the operating partnership), which become exchangeable for shares of the IPO corporation. This 
structure, commonly referred to as an “Up-C structure,” generates a basis step-up to the IPO 
corporation both at the time of the IPO corporation’s initial purchase of operating partnership units and 
upon each subsequent exchange of partnership units by the legacy partners for IPO corporation stock. 
The Up-C structure permits the legacy owners to continue to hold their interest in the business through 
a “pass-through” structure and to sell down their interest over time, triggering tax only as and when 
partnership units are exchanged for stock of the IPO corporation. 
 
Compensation for the Step-Up 
 
As compensation for delivering to the IPO company a basis step-up as described above, legacy owners 
often enter into a TRA with the IPO company under which the legacy owners (TRA beneficiaries) receive 
future payments as the IPO company realizes the resulting tax benefits. TRAs similarly have been used to 
compensate legacy owners for valuable pre-existing tax assets of a target corporation, such as net 
operating losses. In the case of an NOL TRA, legacy owners are compensated even though no IPO 
restructuring is involved and the legacy owners incur no upfront restructuring tax. 
 
TRAs are premised on the theory — generally accepted by underwriters — that the public markets do 
not properly value tax assets. More specifically, IPOs are typically priced using an income approach (e.g., 
a multiple of EBITDA, or earnings before interest, taxes, depreciation and amortization) or market 
approach (e.g., comparable public company valuation) that by definition does not account for the 
existence of the IPO company’s tax attributes. Rather than deliver a windfall to the new public 
shareholders, TRAs are viewed as a means of compensating those who are responsible for creating the 
tax assets (the TRA beneficiaries) while permitting the IPO corporation to share (to a lesser degree) in 
the tax benefits realized from those tax assets. 
 
Payments under a TRA involving a sale or exchange (e.g., an Up-C structure) are treated by the parties as 



 

 

having two components for tax purposes: (1) the payment of additional purchase price for the legacy 
business assets and (2) imputed interest. The TRA beneficiary generally reports capital gain income with 
respect to the purchase price component and ordinary income with respect to the imputed interest. The 
IPO corporation garners additional tax basis for the purchase price component (also recoverable over 
the life of the asset to which it relates, producing a further tax benefit of up to 35 percent of the amount 
of the tax asset that is utilized) and obtains a current deduction with respect to the imputed interest 
payment. It is market practice for these additional benefits to trigger further payments under the TRA. 
Certain TRA arrangements not involving a sale or exchange, however, such as payments for a 
corporation’s existing NOLs, are treated as a distribution (rather than increasing the purchase price), 
taxable at the time the TRA is executed to the legacy owners. 
 
Typical TRA Terms 
 
In recent years, TRAs have converged into a recognizable form with a number of key provisions. The 
most significant of these include: 

 Definition of “Hypothetical Tax Liability.” TRA payments are typically calculated 
on a “with and without” basis — that is, the TRA payment is equal to a 
percentage of the difference between the corporation’s actual tax liability and 
the liability it would have had absent the relevant tax assets. The hypothetical 
“without” liability is calculated by using “non-stepped up” tax basis (in the case 
of a step-up transaction) as a baseline for depreciation and amortization 
deductions and excluding deductions for imputed interest payments deemed to 
be made to the TRA beneficiaries on the deferred payment of purchase price. 
NOL TRAs, naturally, calculate the hypothetical liability without regard to “pre-
IPO NOLs.” In other cases, the hypothetical calculation may exclude deductions 
resulting from the exercise of compensatory stock options outstanding as of 
the date of the IPO, deductions resulting from IPO expenses, research and 
development tax credits, alternative minimum tax credit carryforwards, or even 
pre-existing tax basis. 

 Amount of Payments. The TRA typically will charge the IPO corporation with 
preparing a schedule upon the conclusion of each taxable year (subject to 
review by the TRA beneficiaries and a dispute resolution mechanism) setting 
forth the calculation of the tax benefits recognized by the corporation with 
respect to that taxable year attributable to the relevant tax assets. The amount 
of the TRA payment to a TRA beneficiary with respect to a given taxable year is 
typically the excess of (x) 85 percent of the cumulative net tax benefits realized 
by the corporation with respect to that beneficiary in the current and prior 
taxable years over (y) the aggregate amount of all tax-benefit payments made 
to such beneficiary under the TRA. The beneficiary ordinarily is not required to 
return payments received in prior years, even if amounts previously received 
exceed the cumulative net tax benefit realized by the corporation (e.g., if the 
IRS subsequently disallows the use of the tax benefit by the corporation). In 
addition, the corporation frequently is required to pay interest to the TRA 
beneficiary if the corporation files for an extension of time in which to file its 
tax returns, thereby delaying the date on which the tax benefit payment will be 
made to the TRA beneficiary. 



 

 

 

 Accelerated Payment Clauses. Most recent TRAs include a provision requiring 
the IPO corporation, upon (1) an early termination of the TRA by the IPO 
corporation, (2) a change-of-control transaction, or (3) a breach of the TRA by 
the IPO corporation (including a breach by operation of law, such as the 
rejection of the TRA by a bankruptcy court), to pay the TRA beneficiaries the 
net present value of all future payments that would have been due under the 
TRA. In a departure from the general “with and without” methodology 
applicable to ordinary TRA payments, these termination payments are 
calculated using certain valuation assumptions, usually including an assumption 
that the IPO corporation will have sufficient taxable income to fully utilize the 
tax assets, that it will be subject to tax at the maximum statutory rate in effect 
at the time of the termination and that, in the case of a change of control, 
limitations imposed as a result of the transaction, e.g., Section 382’s annual use 
limitation, do not apply. 

 
Conclusion 
 
Sellers are increasingly seeking payment for target company tax assets. Before considering an IPO or sale 
transaction, the savvy principal or executive should consult its tax adviser to develop a strategy to 
ensure the sellers will be compensated for any existing tax assets as well as for any additional tax assets 
that may be generated in the transaction. 
 
—By Alan S. Kaden, Michael J. Alter, Shane C. Hoffmann and W. Reid Thompson, Fried Frank Harris 
Shriver & Jacobson LLP 
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