
company cost savings, and the tax benefits of

incremental leverage.

E DCF. A party should consider whether its DCF

result will be viewed by the court as credible,

given the court’s now often-expressed skepti-

cism of DCF results that vary extremely from

the deal price in the context of an arm’s-length

merger. Notably, Norcraft suggests that the

court’s evaluation of whether a DCF result

above the deal price is credible may depend on

whether there is, in the court’s view, a reason-

able correlation between (a) the delta between

the DCF result and the deal price and (b) the

extent to which, in the court’s view, the sale pro-

cess was flawed.

Determining the prepayment amount in appraisal

cases. In deciding whether and how much to pre-pay

in an appraisal case to toll interest, the respondent

company should take into consideration the recent

significantly increased possibility of a below-the-deal-

price appraisal result and the potential for difficulty in

getting back pre-paid funds that ultimately turn out to

have exceeded the appraisal award.

Projections utilized in a DCF analysis. Interest-

ingly, in Norcraft, the parties’ respective experts did

not challenge the overall reliability of Norcraft’s

projections and the court was “satisfied” that they

were reliable, notwithstanding that Norcraft did not

prepare long-term projections in the ordinary course

of business. The key dispute relating to the parties’ re-

spective DCF analyses was whether the projections

should have been extended out an additional five

years. On this point, the court agreed with the respon-

dent company’s expert, who testified that a lengthier

period would be inappropriate given that Norcraft’s

industry (cabinet manufacturing) is cyclical (and fol-

lows the residential construction market) and that the

industry was projected to reach a “steady state” at or

before the last year of the period covered by the exist-

ing projections. Further, the court commented, “Inso-

far as Norcraft’s own management was not inclined to

project Norcraft’s financial results beyond FY 2019, I

see no basis to do so post hoc for the sake of reaching

a litigation result.”

ENDNOTES:

1C.A. No. 11184-VCS (July 27, 2018).
2C.A. No. 12080-CB (July 30, 2018).
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The Internal Revenue Service (IRS) and Depart-

ment of the Treasury recently proposed regulations

that shed light on how the new, expanded bonus

depreciation regime may work in the context of many

common acquisitions involving corporations and

partnerships. Pending the release of final regulations,

a taxpayer may rely on the proposed rules with respect

to property acquired and placed in service after

September 27, 2017.1 As such, these proposed regula-

tions should be of interest to businesses that may be

contemplating a reorganization, or a sale or acquisi-

tion of either individual assets or an entire business.
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As background, prior to the enactment of the Tax

Cuts and Jobs Act (TCJA), Section 168(k) of the

Internal Revenue Code2 provided an immediate write-

off of 50% of the cost of certain qualifying property

for the tax year in which the property was placed in

service by the taxpayer, but only if no one else had

ever used the property before in a trade or business.

TCJA expands on former Section 168(k)’s definition

of “qualifying property,”3 increases the amount of the

immediate deduction to 100% of such property’s cost

and for the first time allows taxpayers to claim bonus

depreciation for “used” property.4

Amended Section 168(k) imposes many of the

same limitations with respect to used property that ap-

ply under Section 179(d). For example, bonus depre-

ciation does not apply to used property where the

taxpayer has acquired the property: (i) from a trans-

feror that is related (within the meaning of Sections

267 or 707(b)); (ii) from a component member of a

controlled group; or (iii) in a transaction that results in

the taxpayer having a carryover basis. Thus, property

transferred in most Section 332, 351, 368, 721 and

731 transactions generally would not qualify. A

number of questions arose about the scope of these

limitations under amended Section 168(k). The pro-

posed regulations provide some clues as to what the

final answers might be.

Section 336(e) Elections

It seemed clear that otherwise qualifying “used”

property that is treated as acquired by the fictional

newly formed corporation (New Target) in a Section

338(h)(10) election would be eligible for bonus

depreciation under amended Section 168(k). It was

unclear, though, whether the same result applies for

property that is treated as acquired by New Target in a

Section 336(e) election. A Section 336(e) election

shares many of the same characteristics of a Section

338 election, an observation that the IRS made in the

preamble to the proposed regulations. The proposed

regulations would modify the Section 179 regulations

to permit Section 179 to apply to property deemed to

have been acquired by New Target as a result of a Sec-

tion 336(e) election, meaning that such property (if

otherwise qualifying) would be eligible for bonus

depreciation.5

Related Transactions Analyzed as One
Transaction

It also seemed clear that bonus depreciation would

be permitted for otherwise qualifying used property

acquired by a subsidiary from an unrelated seller,

where the parent of the subsidiary first contributes

cash to the subsidiary and the subsidiary then uses the

cash to purchase the property. On the other hand, there

was concern that the subsidiary would not be entitled

to bonus depreciation if the parent instead first pur-

chased the property directly and then contributed the

property to the subsidiary, because the subsidiary

technically would acquire a carryover basis in the

property in the second leg of the transaction. The

proposed regulations provide that the ordering won’t

matter. In the case of a series of related transactions,

the transfer of property would be treated as made from

the original transferor to the ultimate transferee, and

the relationship between the original transferor and

the ultimate transferee would be tested immediately

after the last transaction in the related series of

transactions.6 As a result, in the above scenario, the

subsidiary would be viewed as directly purchasing the

property from the unrelated seller, and thus the prop-

erty would be eligible for bonus depreciation.

Basis Redetermination Provisions

An asset acquisition may involve provisions that

would require the buyer to redetermine the basis of

the acquired property. For example, if an asset acquisi-

tion (or deemed asset acquisition pursuant to Sections

336(e) or 338(h)(10)) provides for earn-out payments,

these payments are generally considered additional

purchase price that would increase the basis of the

acquired property. Generally, the proposed regulations

provide that bonus depreciation for any such increase

in basis of qualifying property is to be computed at
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the bonus depreciation rate in effect for the taxable

year in which the qualifying property was placed in

service by the acquiring taxpayer.7 So, a taxpayer that

acquires property and places it in service in 2018

would still be able to claim 100% bonus depreciation

on an increase in the basis of the property from a later

earn-out payment, even if the payment is made after

2022 when the bonus depreciation percentage rate has

decreased.8

Likewise, if the basis of qualifying property is

reduced in a subsequent year, the taxpayer is required

to decrease the total amount of depreciation allowed

for all of the taxpayer’s depreciable property by the

excess of bonus depreciation that the taxpayer previ-

ously claimed. If the excess additional depreciation

deduction exceeds the total amount of depreciation

otherwise allowed to the taxpayer, the taxpayer is

required to take into account a “negative depreciation

deduction” (i.e., the taxpayer would essentially recog-

nize additional income). The excess additional bonus

deduction that the taxpayer claimed is determined by

multiplying the decrease in basis by the applicable

percentage for the taxable year the property was

placed in service by the taxpayer. In addition, the

amount of depreciation otherwise allowed to the

taxpayer with respect to the qualifying property is also

reduced over the remaining recovery period of the

property.9

Partnership Transactions

The proposed regulations also provide guidance

with respect to transactions involving partnerships.

Most notably, the proposed regulations take an aggre-

gate view in determining whether a Section 743(b)

basis adjustment meets the used property acquisition

requirement. Pursuant to this view, each partner is

treated as having owned and used only that partner’s

proportionate share of the partnership property. As a

result, provided the transferring partner and the

transferee partner are not otherwise related, the

transferee partner may claim bonus depreciation with

respect to the resulting Section 743(b) adjustment to

the extent such adjustment relates to property that

otherwise qualifies for bonus depreciation. This result

applies irrespective of whether the transferee partner

is a new partner or an existing partner purchasing an

additional partnership interest from an existing

partner.10 Similarly, the proposed regulations provide

that in a situation where a tax partnership is created as

a result of a third party acquiring a partial interest in

an entity previously treated as disregarded as separate

from its owner (such as a wholly owned limited li-

ability company),11 bonus depreciation with respect to

the undivided interest in any qualified property that

the transferee is deemed to purchase is generally avail-

able, but it is allocated exclusively to the transferee

(and not to the transferor).

On the other hand, the proposed regulations take a

narrower view with respect to other partnership

adjustments. For example, the proposed regulations

do not allow a bonus depreciation deduction with re-

spect to Section 704(c) remedial allocations and Sec-

tion 734(b) adjustments.12

This article is provided by Skadden, Arps, Slate,

Meagher & Flom LLP and its affiliates for educational

and informational purposes only and is not intended

and should not be construed as legal advice.

ENDNOTES:

1Prop. Reg. §§ 1.168(k)-2(g)(2) and 1.179-
6(b)(2).

2All section references are to the Internal Revenue
Code.

3Qualifying property generally includes tangible
Modified Accelerated Cost Recovery System property
with a life of 20 years or less, certain computer
software, certain water utility property, certain quali-
fied film or TV productions, qualified live theatrical
productions, certain botanical plants and so-called
qualified improvement property, provided that the
property is acquired after September 27, 2017, and
placed into service before January 1, 2027.
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4The bonus depreciation applicable rate is phased
out 20 percentage points a year over five years begin-
ning in 2023. Thus, 100% bonus depreciation is avail-
able only for the next five years. Certain other prop-
erty (sometimes called “longer production period
property”) also can be qualified property. For that type
of property, the placed-in-service deadlines and the
phase-outs of the bonus depreciation percentage are
different.

5Prop. Reg. § 1.179-4(c)(2).

6Prop. Reg. § 1.168(k)-2(b)(3)(iii)(C).

7Prop. Reg. § 1.168(k)-2(f)(2)(i).

8As noted above, the applicable bonus deprecia-
tion rate for bonus qualifying property acquired and
placed in service after September 27, 2017, and on or
before December 31, 2022, is generally 100%. The
applicable bonus depreciation rate is generally phased
down by 20% over five years beginning in 2023. If
the property was placed in service after December 31,
2022, in a tax year to which less than 100% bonus
depreciation was available (for example, in 2023 when
the rate is only 80%), then the amount of the subse-
quent basis increase that exceeds the amount of bonus
depreciation allowed or allowable for that increase
(i.e., 20% of the basis increase in the above example)
would be depreciated over the remaining recovery pe-
riod of the property. Id.

9Prop. Reg. § 1.168(k)-2(f)(2).

10Prop. Reg. § 1.168(k)-2(b)(3)(iv)(D).

11See Rev. Rul. 99-5, 1999-1 C.B. 434, (Situation
1).

12Prop. Reg. § 1.168(k)-2(b)(3)(iv)(A) and (C).
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In what appears to be a coincidence with respect to

the timing, Germany’s government (“Government”)

effectively blocked two transactions involving Chi-

nese investors on grounds of national security within

days of one another. Such actions come at a time when

Chinese investments in other jurisdictions also are be-

ing increasingly scrutinized, for instance by the Com-

mittee on Foreign Investment in the United States

(“CFIUS”).

On July 27, 2018, Kreditanstalt für Wiederaufbau

(“KfW”), a German state-owned development bank,

announced that it would acquire a 20% minority stake

in 50Hertz, a Berlin-based company running a high-

voltage transmission grid in Germany, from IFM

Investors. According to the German Ministry of Eco-

nomic Affairs and Energy (“BMWi”), KfW became

active to prevent SGCC, a Chinese state-owned util-

ity, from acquiring the 20% minority stake. The

BMWi justified the decision on grounds of national

security, arguing that 50Hertz is an important trans-

mission system operator in Germany and responsible

for the electricity supply to approximately 20% of the

German population. SGCC’s acquisition of the minor-

ity stake in 50Hertz could not have been blocked pur-

suant to Germany’s foreign direct investment screen-

ing regulation (“AWV”) because the AWV catches

only the acquisition of 25% or more of the voting

rights in a German company.

SGCC had tried to buy another 20% stake in

50Hertz from IFM Investors earlier this year. Ulti-

mately, however, Elia, the operator of Belgium’s

electrical grid and the other shareholder of 50Hertz,

acquired the stake (allegedly upon the request of the

Government).
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