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Understanding Controlled Group Rules

CAUTION: This is a simplified summary of complex rules. Controlled group status and associated
concepts must be independently evaluated by tax counsel.

Background

The Internal Revenue Code (IRC) was amended to include Controlled Group Rules in 1964 to stop a practice
where medium and large businesses took advantage of lower tax rates for small businesses by separating
their structure into multiple “separate” entities. The Employee Retirement Income Security Act (ERISA) was
later drafted to reference the IRC Controlled Group Rules so that employers could not combine or separate
entities to avoid certain coverage rules and/or nondiscrimination requirements. As a result, under ERISA all
employees of commonly controlled corporations are treated as employees of a single corporation or entity.
Within ERISA, additional flexibility is afforded to retirement plans operated along separate lines of business
(SLOB Rules). However, the SLOB Rules do not extend to health and welfare plans under ERISA.

Relevance to Health and Welfare Plans

Historically, employers sponsoring health and welfare plans needed to understand whether they were a part
of a controlled group to avoid covering employees of a non-affiliated entity and inadvertently creating a
Multiple Employer Welfare Arrangement (MEWA). Self-funded plans also need to understand their
controlled group status to complete non-discrimination testing under IRC section 105(h). Employers that fund
Health Savings Accounts and do not allow employees to make pre-
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Parent-Subsidiary

A parent-subsidiary controlled group exists where entities are connected through stock or other ownership
with a common parent. The common parent must own 80% or more of the total combined voting power of
all classes of stock of the other entity. These same rules apply to other business structures, such as
partnerships or proprietorships.

Parent-Subsidiary Example
Vino Corporation owns:

e 90% of the stock of Merlot Corporation,

e 80% of the stock of Chardonnay Corporation, and

e 60% of the stock of Pinot Corporation.
Unrelated persons own the stock not owned by Vino Corporation (10% of Merlot, 20% of Chardonnay,
and 40% of Pinot). Because Vino Corporation owns 80% or more of the stock of the Merlot and
Chardonnay Corporations, Vino Corporation is the common parent of a parent-subsidiary group
consisting of Vino, Merlot, and Chardonnay. Pinot Corporation is not a member of the group because
Vino Corporation’s ownership is less than 80%.

If Chardonnay Corporation also owns 80% of the Zinfandel Partnership, Vino Corporation is also then
the common parent of Zinfandel. The parent-subsidiary group then consists of Vino, Merlot,
Chardonnay and Zinfandel.
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Brother-Sister
Brother-sister controlled group determinations are a little trickier than parent-subsidiary determinations. A

brother-sister controlled group exists where five or fewer individuals, corporations, estates, trusts, or other
tax-recognized entities directly or indirectly own 80% or more of the total voting stock of each entity in the
group. Those same individuals, corporations, estates, trusts, or other tax-recognized entities must own more
than 50% of the total combined voting stock, but only taking into account each person’s interest at the

highest identical level.

Brother-Sister Example
Alpha Corp and Bentley Corp are owned by four shareholders (C, A, R, and S), in the following

percentages:

Shareholder Alpha Corp Bentley Corp

80% 20%
10% 50%
5% 15%
5% 15%

TOTAL 100% 100%
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NOTE: A third type of “combined group” consists of three or more organizations where each organization is a
member of either a parent-subsidiary or brother-sister group and at least one corporation is the common
parent of a parent-subsidiary and is also a member of a brother-sister group.

CAUTION: An entity created as the result of a joint venture will generally not be within the same controlled
group of either partner company. With a joint venture there is usually a separate company that is jointly
owned by two unrelated entities. The entities involved are not usually members of a controlled group.
Neither entity generally owns 80% of the new company and because the partners to the joint venture do not
typically have any ownership interest in each other there is no identical interest to create a brother sister
relationship.

Affiliated Service Groups

The IRC was also amended to expand the idea of controlled groups to separate but affiliated entities. Under
the revised rules, in addition to the controlled groups discussed above, all employees employed by
members of “an affiliated service group” are also treated under the IRC as if they were employed by a single
employer. Note, however, that this treatment may not extend to ERISA and DOL has cautioned that plans
sponsored by affiliated service groups may still be MEWAs.

Affiliated service groups can be comprised of two or more employers engaged in a joint activity or with a
combination of common ownership and joint activity. At least one employer must be a “service organization.”
Proposed regulations identify health, law, engineering, architecture, accounting, actuarial science,
performing arts, consulting, and insurance as possible service organizations. An affiliated service group must
also meet at least one of the following two conditions: (1) the company receiving services (or its highly
compensated employees) within the group must be an owner of the service organization, or; (2) one group
member must be a management organization whose principal business is to perform management functions
on a regular and continuing basis for the other member(s).
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An individual is generally considered to own any interest owned by their spouse or children under age 21. If
the individual is in effective control of an organization, then the individual also is considered to own an
interest in the organization owned by the individual's parents, grandparents, grandchildren, and children who
have attained the age of 21.

Attribution Rules Example

Alvin Adult, 30 years of age, has a 90% interest in Partnership P. Partnership P owns all of the
outstanding stock of corporation X. Corporation X owns 60 shares of the 100 outstanding shares of
corporation Y. The 60 shares of Y are constructively owned by the partnership. Therefore, Alvin is
considered to own 54 shares of the Y stock (90% of 60 shares). If Alvin acquires an option to
purchase an additional 20 shares of Y, Alvin would them be considered to own 74 shares of the Y
stock (90% of 60 shares (54 shares) plus the direct option on the 20 additional shares).

Non-Profits and Governmental Entities

Tax-exempt organizations do not have stock or other ownership interests, which makes the controlled group
rules difficult to apply. Regulations provide that tax-exempt organizations are under common control if at
least 80% of the directors or trustees of one organization are either representatives of, or directly or indirectly
controlled by, the other organization. These rules allow certain organizations to be combined or separated
under specified circumstances. Similarly, there are challenges in applying controlled group rules to
governmental entities. IRS has informally indicated that until guidance is issued, governments “may apply a
reasonable, good-faith interpretation” of existing law in determining which entities must be aggregated.

Private Equity and Venture Capital

Venture capital (VC) and private equity (PE) both describe arrangements that pool capital to invest in private
companies. Although there are differences in the types of companies PE or VC funds target and how much
of an ownership interest they tend to acquire, a common concern is whether this type of investment-based
ownership can create a controlled group. To the extent either one of these arrangements take certain levels
of ownership in various portfolio companies, the controlled group rules discussed above would apply as it
relates to the controlled group nature of those various portfolio companies. With respect to whether the VC
or PE fund(s) themselves are members of the controlled group, this issue has been heavily litigated in recent
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