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On August 9, 2004, the Internal Revenue Service 
(the “Service”) issued proposed regulations 
addressing the “continuity of interest” require-
ment.  The continuity of interest requirement 
basically mandates that, to qualify as a tax-free 
merger, a substantial portion of the consideration 
received by the target shareholders in exchange 
for their stock consists of an equity interest in the 
acquiring company. 

Amount of Equity in Acquirer Required 

The amount of equity in the acquiring company 
that constitutes a substantial portion of the con-
sideration sufficient to meet the continuity of 
interest requirement is unclear.  For purposes of 
issuing private letter rulings, the Service’s long-
standing position had been that the requirement 
was satisfied if target shareholders receive acquir-
er stock equal to at least 50 percent of the total 
value of consideration being paid for the out-
standing stock of the target corporation “as of the 
effective date of the reorganization.”  However, 
some cases have held that the continuity of inter-
est requirement was met when the equity in the 
acquiring corporation was as low as 38 percent 
of the total consideration being paid for the out-
standing stock of the target corporation. 

Although there is no specific guidance from the 
Service changing their view that the consideration 
required must equal at least 50 percent to obtain 
a ruling, one of the examples accompanying the 
new proposed regulations provides that the conti-
nuity of interest requirement is satisfied where tar-
get shareholders receive acquiring company stock 
equal to only 40 percent of consideration for the 
stock of the target corporation.  Since the Service 
drafts the regulations, this provides solid author-
ity for the proposition that only 40 percent of the 

acquisition consideration must consist of equity in 
the acquiring corporation to qualify as a tax-free 
merger.  Thus, a merger where each target share-
holder is paid 40% in acquirer stock and 60% 
in cash in the merger should qualify as a tax-
free merger.  In effect, the new regulations allow 
acquiring companies the flexibility to increase the 
amount of consideration that does not consist of 
their stock without jeopardizing the tax-free status 
of the merger. 

Timing of Testing Continuity of Interest 

In addition, the proposed regulations also clarify 
the timing of when the continuity of interest 
requirement should be tested.  The proposed regu-
lations provide the consideration to be exchanged 
for the equity interests in the target corporation 
should be valued as of the end of the last busi-
ness day before the first date there is a binding 
contract to effect the potential reorganization, 
provided the consideration to be provided to the 
target corporation shareholders is fixed in such 
contract and includes only stock of the acquiror 
and cash.  This is important, because it fixes the 
date at which the continuity of interest require-
ment is tested to the date of signing the definitive 
agreement and protects the tax-free nature of the 
merger from fluctuations in the acquiring compa-
ny’s stock prior to closing. 

Previously, in transactions where the target share-
holders received both cash and acquiror stock, it 
was not clear whether a transaction would fail to 
satisfy the continuity of interest requirement as a 
result of a decline in the value of the acquiror’s 
stock between the date the parties agree to the 
terms of the transaction (the signing date) and the 
date the transaction closed.  It was possible that a 
deal that consisted of 50 percent cash and 50 per-
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cent acquiror’s stock at the time of signing, would 
fail to qualify as a tax-free merger because the 
consideration ratio of cash to equity had shifted 
due to a decline in the acquiror’s stock at closing.
 
Continuity of Interest and Continuity of Business 
Enterprise not Required

In the past, the Service took the position that the 
continuity of interest and continuity of business 
enterprise requirements were necessary in certain 
tax-free recapitalizations and multiple party rein-
corporations.  However, on August 11, 2004, the 
Service issued proposed amendments to the regu-
lations governing tax-free reorganizations provid-
ing that continuity of interest and continuity of 
business enterprise is not required for a transac-

tion to qualify under code sections 368(a)(1)(E) 
(recapitalizations) and 368(a)(1)(F) (a change in 
identity or reincorporations).  

For questions, please contact any of the follow-
ing members of the Paul Hastings M&A Practice  
group:
 
Alexander Lee (714) 668-6226 
alexanderlee@paulhastings.com 
 
Goody Agahi (714) 668-6258 
goodyagahi@paulhastings.com 
 
Doug Schaaf (714) 668-6221 
dougschaaf@paulhastings.com
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StayCurrent is published solely for the 
interests of friends and clients of Paul, 
Hastings, Janofsky & Walker LLP and 
should in no way be relied upon or 
construed as legal advice.

For specific information on recent 
developments or particular factual  
situations, the opinion of legal counsel 
should be sought. Paul Hastings is a 
limited liability partnership.
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