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The Need for Employers to Get “Control”
of IRS Controlled Group Rules

By Mark E. Bokert and Alan Hahn

Business owners have wide discretion in determining the best cor-
porate structure to use in setting up their businesses. Some use a
single entity, while others use multiple entities, which can take the form
of corporations, partnerships, and limited liability companies. Regardless
of form, however, if a business owner uses multiple entities to structure
their business, then the different entities may need to be combined for
certain employee benefit purposes under applicable Internal Revenue
Service (IRS) and Department of Labor (DOL) rules. Those controlled
group rules describe the conditions under which common ownership,
or common control, among businesses result in a single “controlled
group,” under which the entire group would be treated as if it were a
single entity or employer. This would be important, for example, if an
employer wanted to provide better (discriminatory) employee benefits to
its employees at one entity as compared to a related entity. If the entities
must be aggregated as a single “controlled group,” then providing better
benefits to employees at one entity will become much more difficult,
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unless that entity can pass applicable discrimination testing measuring
benefits at all of the controlled group members.

Determining that a business is a single controlled group can have
profound implications for purposes of retirement plans and health and
welfare plans and related purposes, even beyond the discrimination test-
ing concerns described above, and can even affect the availability of
certain tax credits. For example, the IRS controlled group rules are incor-
porated under the Affordable Care Act (ACA) regulatory scheme to deter-
mine the size of the employer, for purposes of determining whether and
how the ACA applies.! Additionally, the controlled group rules will have
applicability in determining an employer’s eligibility under the Employee
Retention Credit (ERC) available under the Coronavirus Aid, Relief, and
Economic Security Act (CARES Act).?

Unfortunately, the IRS and DOL rules relating to controlled group
determinations were last issued approximately thirty years ago,® includ-
ing that the last substantive regulatory action taken by the IRS was to
rescind certain proposed rules, as described below.* Moreover, the pub-
lished rules leave open questions when it comes to modern-day corpo-
rate forms. For example, the IRS controlled group rules generally divide
the world into corporations and partnerships and do not mention LLCs at
all, and applying the rules to newer types of groups, like joint ventures,
private equity or hedge funds can become very tricky, as described fur-
ther below.

The IRS rules relating to controlled group determinations are found in
Section 1563 of the Internal Revenue Code of 1986, as amended (Code)
and focus on corporations. When Congress enacted the Employee
Retirement Income Security Act of 1974 (ERISA), these rules were incor-
porated in Code Section 414(b) and replicated for partnerships under
Code Section 414(c) to prevent employers from evading certain aspects
of the law by establishing different entities.?

This column provides an overview of the controlled group rules and
certain considerations that taxpayers may want to have in mind when
applying these rules to their modern-day corporate structures, including
with respect to the ACA and the ERC.

Traditional Controlled Groups

The traditional IRS controlled group rules set forth the guidelines for
aggregating entities as a single employer in the following forms:

(i) A parent-subsidiary controlled group;°
(i) A brother-sister controlled group;” or

(ii) A combined group of organizations.®
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A parent-subsidiary controlled group, generally, is one or more chains
of organizations where the common parent organizations owns at least
80% of the total combined voting power of all classes of stock entitled to
vote, or at least 80% of the value of all classes of stock of each organiza-
tion.” In the case of an organization which is a partnership, ownership of
at least 80% of the profits interest or capital interest of such partnership.°

A brother-sister controlled group, generally, is two or more organiza-
tions where: (1) five or fewer persons who are individuals, estates, or
trusts own at least 80% of the total combined voting power of all classes
of stock entitled to vote, or the total value of shares of all classes of
stock' of each organizations, and (2) the same five or fewer persons,
taking into account ownership only to the extent that it is identical with
respect to each entity, own more than 50% of the total voting power of
all classes of stock entitled to vote, or total value of shares of all classes
of stock!? of each organization.??

A combined group of organizations is three or more organizations,
each of which is a member of either a parent-subsidiary or a brother-sister
controlled group, and at least one of which is both the common parent
of a parent-subsidiary controlled group and a member of a brother-sister
controlled group.'*

While these categories of controlled groups may seem straight forward,
determining each person’s ownership percentage in an organization can
be complex. Specifically, in calculating the ownership percentage of
each person for purposes of a controlled group analysis, certain attribu-
tion rules may apply depending on the form of the controlled group.
Based on these attribution rules, an individual will be deemed to own
indirectly all interests that are attributed to him or her.” These attribution
rules include:

* A spouse is generally considered to own the organization inter-
ests of his/her spouse, although certain exceptions apply.'®

* A parent is generally considered to own the organization inter-
ests of his/her children under the age of 21.Y

e Generally, individual owners or partners of corporations or
partnerships are considered to own the interests held by the
corporations or partnerships, provided the owner or partner
has at least a 5 percent ownership stake in the corporation or
partnership.'®

e If a person has a unilateral right to acquire any outstanding
interest in an organization (e.g., an option), such interest shall
be generally considered as owned by such person.?

* A grantor of a revocable trust is generally deemed to own the
outstanding interests held by such trust.?°
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e If organization interests are held in a trust or an estate, then
any beneficiary of such trust or estate who has an actuarial
interest of 5% or more in such organization interest is generally
deemed to own the outstanding interests held by the trust or
estate, to the extent of such actuarial interest.?!

Further, shares and interests can be attributed using a combination of
different attribution rules,?* so an organization should undertake a care-
ful review of its organizational structure with its legal counsel to get a
better understanding of how these attribution rules affect its controlled
group.

While the attribution rules will impact the number of shares or inter-
ests that an individual is deemed to own either directly or indirectly, not
all shares or interests are counted for purposes of calculating an indi-
vidual’'s ownership percentage in an organization for controlled group
determinations,® including:

* Treasury stock;*
* Nonvoting preferred stock;*
* Certain stock held by officers;*

* Certain stock held by employees that are subject to certain
restrictions on the owner’s right to dispose of the stock or
interests.”’

However, these excluded stock rules can only be applied for purposes
of creating additional controlled groups.?® Meaning, these excluded stock
rules cannot be used as a basis for breaking a controlled group that
exists without applying these rules.

Affiliated Service Groups

In addition to traditional controlled groups, an “affiliated service
group” is treated as a single employer based on rules related to the
performance of certain services by one service organization for another
or by one service organization in association with another for third par-
ties, even if one entity does not otherwise have sufficient ownership or
control of the other entity.? Affiliated service group determinations are
based more on facts and circumstances than the bright-line rules that
apply to traditional controlled groups.

Although there are no final regulations to assist taxpayers in determin-
ing if two or more entities form an affiliated service group, the Treasury
Department has issued proposed regulations and announced that tax-
payers may rely on these proposed regulations until regulations are
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finalized.®® For example, these proposed regulations provide guidance
regarding what constitutes a service organization — an organization that
engages in specified industries®® or if capital is not a material income
producing factor for the business of the organization.*

Finally, Code Section 414(m)(5) provides that a “management controlled
group” is considered a subset of an affiliated services group. A manage-
ment controlled group is established based on rules related to the perfor-
mance of certain management services by one entity for another, even if
the entity does not have any ownership or control of the other entity to
form a controlled group.”® However, while the Treasury Department has
issued guidance in the form of proposed regulations regarding other affili-
ated service groups, there is no formal guidance regarding management
controlled groups. In fact, the Treasury Department issued proposed reg-
ulations detailing how a management controlled group is established,
but these proposed regulations were withdrawn in 1993 and have not
been replaced with any new regulations.* As a result, taxpayers are left
with the plain meaning of the statute and limited case law to navigate the
murky waters of what constitutes a management controlled group.

Application of the Controlled Group Rules

All entities in a controlled group or affiliated service group are treated
as a single employer for a growing number of purposes under the Code.
For instance, for tax-qualified retirement plan purposes, all entities within
a controlled group or affiliated service group are aggregated and treated as
a single employer when conducting nondiscrimination and coverage test-
ing.* Further, all members of a controlled group can be jointly and severally
liable if one member of the group were to withdraw from a multiemployer
pension plan. Similarly, when determining if a group health plan is main-
tained by more than one employer and constitutes a multiple employer
welfare arrangement, a modified version of the traditional controlled group
rules apply (and the affiliated service group rules are not referenced).

The application of the controlled group rules have expanded over
time. For example, in determining if an entity is subject to the ACA,*” an
entity’s full-time employee equivalent headcount is determined based on
the headcount of all members of its controlled group or affiliated service
group.’® Applying the controlled group rules for ACA purposes can come
as a surprise to employers that otherwise think they are a “small” employer
and exempt from the ACA. This is especially true in the context of a corpo-
rate transaction where a small employer is acquired by a large employer
and now becomes subject to the ACA because of the transaction.

Most recently under the CARES Act, Congress applied a slightly modi-
fied version of the controlled group rules for purposes of calculating the
size of an ERC for eligible employers.*” The ERC calculation is deter-
mined based on an eligible employer’s average full-time employee head-
count in 2019.% For this calculation, all entities that are treated as a single
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employer under the modified controlled group rules* will have their full-
time employee headcounts aggregated when calculating their ERC.*? For
example, an eligible employer deemed to be a “small”® employer may
be eligible to take a credit for wages paid regardless of whether their
employees were providing services during the applicable period, while a
“large” employer may only be eligible to take a credit for wages paid with
respect to which an employee is not providing services. The nuances of
these controlled group rules can dictate if an eligible employer will be
able to collect an ERC, which can be worth millions of dollars depending
on if an eligible employer is a small or large employer.

Due to an influx of applicants that were ultimately determined to be
ineligible for an ERC, the IRS has paused the program while it reviews
and establishes procedures to combat fraud.* Further, the IRS has com-
menced audits of employers claiming an ERC. In reviewing the calcula-
tions of an eligible employer’s ERC, an IRS auditor may request supporting
documentation regarding the eligible employer’s full-time employee
headcount, which can include a review of the eligible employer’s con-
trolled group. Therefore, taxpayers who believe they are eligible for an
ERC should document with legal counsel how they determined their
controlled group so that they are prepared to respond to an IRS inquiry
if they are selected for an ERC audit.

As the controlled group rules applications have broadened over time,
taxpayer’s corporate structures have gotten more complex. These cor-
porate structures require a careful controlled group review by qualified
legal counsel. For instance —

* Private equity firms frequently divide their ownership interests
across different funds. Depending on the structure of these
funds and the portfolio companies within each fund, certain
interests may still be aggregated for purposes of a controlled
group analysis.

* Taxpayers who place their ownership interests in trusts for
estate planning reasons may still be treated as the owner of
these interests under the controlled group rules.

* Employers considering granting key employees equity awards
(including profits interest awards) should be aware of how the
design of these awards may impact whether these interests can
be excluded when reviewing the employer’s controlled group.

Conclusion

The IRS and DOL controlled group rules provide the founda-
tion for several key provisions under the Code and ERISA, affecting
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determinations made for retirement, health and welfare, and other tax
purposes, including the ACA and ERCs under the CARES Act. Controlled
group determinations can be complex due to the various attribution
and excluded stock rules and modern day corporate forms. Regulatory
bodies, insurance carriers, auditors and others can be expected to ask
about an employer’s controlled group. Therefore, a taxpayer should
engage legal counsel to conduct a thorough review of its controlled
group and update the analysis from time to time as their corporate
structure changes.
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