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The ETE-Williams Dispute Through A Tax Lens 

Law360, New York (August 22, 2016, 2:49 PM ET) --  
On Sept. 28, 2015, two gas pipeline companies, Energy Transfer Equity LP (“ETE” or 
the “partnership”), a Delaware limited partnership, and the Williams Companies Inc., 
a Delaware corporation, entered into an agreement and plan of merger.[1] Under 
the terms of the merger agreement, ETE would create Energy Transfer Corp. LP 
(“ETC”), a Delaware limited partnership, which would then merge with Williams, 
with ETC as the surviving entity.[2] 
 
The deal was “unusual” in that it was structured so as to provide Williams’ 
shareholders with publicly traded common stock rather than less liquid partnership 
units. To effectuate this, the merger agreement contemplated two transactions 
between ETE and ETC: the “cash transaction” and the “contribution transaction.” 
After these two transactions were consummated, Williams’ shareholders would own 
81 percent of outstanding ETC shares and $6.05 billion in cash, ETC would own a 57 
percent limited partnership interest in ETE, and ETE would own the Williams assets 
acquired in the transaction (the “Williams assets”) and the remaining 19 percent of 
the outstanding ETC shares. 
 
In terms of sequence, the first leg of transaction between ETE and ETC was the “cash 
transaction,” whereby ETE transferred $6.05 billion to ETC in exchange for 19 
percent of ETC’s outstanding shares, the number of shares being fixed as of the date 
of the merger agreement.[3] The $6.05 billion ETC was to receive via the cash 
transaction would then be distributed to former Williams shareholders. 
 
The second leg, the “contribution transaction,” was to consist of a contribution of the Williams Assets by 
ETC to ETE. In exchange, ETE would issue newly created Class E partnership units to ETC,[4] with the 
number of Class E units issued equal to the number of ETC shares held by ETE and the former Williams 
shareholders.[5] This contribution would need to qualify as a tax-free contribution under Section 721 of 
the Internal Revenue Code[6] for the merger to be economically feasible, and receiving such tax 
treatment was a condition of ETE’s obligation to close. Latham & Watkins LLP, counsel to ETE in the 
transaction, provided a preliminary determination that the merger would qualify under Section 721(a) 
as tax-free. ETE and Williams agreed that, as a condition precedent to closing, Latham would have to 
provide an opinion stating that the transaction “should” qualify under Section 721 as tax-free. A 
“should”-level opinion reflects a high level of confidence that the tax treatment will be upheld if 
challenged by the taxing authority. 
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The merger agreement required Williams to pay $1.48 billion if they decided to terminate the 
transaction.[7] ETE did not have a comparable termination provision. It merely had the ability to rely on 
the closing conditions, one of which was the opinion, if it were no longer interested in completing the 
transaction. Additionally, under the partnership agreement, ETE was required to indemnify ETC for 
adverse tax consequences resulting from the transaction which, if the transfer were taxable, amounted 
to $1.4 billion. If the transfer were taxable, ETC, by virtue of it being 81 percent owned by former U.S. 
stockholders, would be entitled to indemnification from ETE. 
 
When market conditions deteriorated later that year, the merger became less attractive to ETE, due to 
concerns about the $6.05 billion payment in exchange for roughly $2 billion of ETC common stock. 
ETE’s head of tax, Bradford Whitehurst, became concerned for a different reason: Realizing that a fixed 
amount of common stock was being bought for $6.05 billion, Whitehurst worried that the transaction 
could be mischaracterized as a “disguised sale” under Section 707 of the Internal Revenue Code and, 
therefore, not qualify as tax-free under Section 721(a) of the code. 
 
Section 707 and “Disguised Sales” 
 
Section 707(a) provides that “if a partner engages in a transaction with a partnership other than in his 



 

 

capacity as a member of such partnership, the transaction shall, except as otherwise provided in this 
section, be considered as occurring between the partnership and one who is not a partner.” Section 
721(a) further provides that “[n]o gain or loss shall be recognized to a partnership or to any of its 
partners in the case of a contribution of property to the partnership in exchange for an interest in the 
partnership.” The treatment of certain property transfers, such as the direct or indirect transfers of 
money or other property, is also governed by regulations issued by the Treasury secretary.[8] The 
applicable regulation here is Treasury Regulations Section 1.707-3. 
 
Under the applicable regulations section, unless otherwise provided in Treasury Regulations Section 
1.707-3, a transfer of property is treated as a sale if there is a transfer of property by a partner to a 
partnership and there is a transfer of money by the partnership to that partner (an “exchange”).[9] The 
consequence of this “exchange” is that the partner is deemed to be acting in a capacity other than as a 
member of the partnership, meaning the transfers are not a contribution and distribution to which 
Sections 721(a) and 731(a) apply.[10] 
 
A transfer that is considered a sale under Section 707 is treated as a sale for all purposes of the Internal 
Revenue Code, including gain recognition.[11] Whether an exchange is a sale, or alternately contribution 
and distribution, is determined based on all of the facts and circumstances surrounding that 
transaction.[12] The exchange will be considered a sale only if, based on all the facts and circumstances, 
the transfer of money or other consideration would not have been made but for the transfer of 
property; and, in cases in which the transfers are not made simultaneously, the subsequent transfer is 
not dependent on the entrepreneurial risks of partnership operations. 
 
Under the applicable regulations, there is a presumption that a transfer of money from the partnership 
to a partner within two years of a transfer of property from that partner to the partnership is a sale.[13] 
In order to overcome the presumption, the facts and circumstances must “clearly establish” that the 
transfers do not constitute a sale.[14] There is a list of facts and circumstances in Treasury Regulations 
Section 1.707-3 that “tend to prove” the existence of a sale.[15] 
 
In light of Section 707, Latham concluded it could not write an opinion that the contribution transaction 
should qualify under Section 721(a) as a tax-free transaction. Under Latham’s theory, the property that 
would be transferred to the partnership from a partner would be the Williams assets and the money 
transferred to the partner would be the roughly $4 billion surplus value of $6.05 billion over the value of 
ETC common stock. In essence, the two transactions would be stepped together. ETE asked Bill McKee, a 
former partner of Brad Whitehurst, and a partnership tax expert, to confirm Latham’s analysis. 
 
Latham’s Decision Not to Write the Opinion 
 
In Williams Cos. v. Energy Transfer Equity LP,[16] Vice Chancellor Sam Glasscock held that the parties’ 
intention was for the contribution transaction to qualify as a tax-free contribution pursuant to Section 
721(a).[17] The parties negotiated an assurance that “the Contribution and the Parent Class E Issuance 
should qualify as an exchange to which Section 721(a) of the Code applies” in the form of a tax opinion 
written by Latham.[18] Latham decided that it could not issue the tax opinion, reasoning that the 
relationship between the two legs of the transaction created a “perfect hedge.”[19] This was described 
as what it perceived as an inverse relationship between the two legs: as excess cash is generated by the 
cash transaction, the contribution transaction generates value by an equal but opposite amount. Latham 
refers to this relationship as the “perfect hedge. 
 
The risk raised by this analysis is not entirely clear, but it appears that it was that the hook stock 



 

 

eliminated risk and that there was a risk the IRS would not respect the two legs as separate transactions 
for tax purposes and, because of this risk, Latham could not write a tax opinion saying the transaction 
“should” be tax-free under Section 721(a).[20] Interestingly, McKee explained that he has never 
understood Latham’s “perfect hedge” theory, and that the decline in the partnership’s unit price is not 
legally relevant in his view. McKee was concerned that the IRS may conclude that the parties had 
specifically allocated the cash to the hook stock (and not the Williams assets) for tax purposes — a 
practice commonly referred to as “cherry picking” — and that the contribution transaction was likely 
taxable under Section 707 as a disguised sale. Cravath Swaine & Moore LLP, deal counsel for Williams, 
pointed out that specific allocations were allowed under the law and that the IRS abandoned regulations 
that would have prohibited such practice.[21] 
 
Cravath proposed two solutions, both of which were rejected by Latham. At trial, Cravath focused on a 
“fix” involving the use of another entity to receive and distribute the cash to former Williams 
shareholders.[22] Latham rejected this proposal as a solution on the grounds that the use of another 
entity would be purely for tax purposes and, therefore, disregarded by the IRS.[23] Williams 
(unsuccessfully) argued at trial[24] that ETE’s unwillingness to restructure the deal in a way that would 
allow Latham to write the opinion violated a clause that required ETE to use “commercially reasonable 
efforts to obtain the tax opinions.”[25] 
 
Interestingly, Whitehurst rejected a proposal by Latham that the parties waive the indemnification 
provision, allowing the Williams shareholders to decide whether to assume the tax risk. [26] 
 
Commercially Reasonable Efforts 
 
The agreement between Williams and ETE obligated ETE to use “commercially reasonable efforts” to 
obtain the tax opinion from Latham.[27] The court held that “Williams can point to no commercially 
reasonable efforts that the Partnership could have taken to consummate the Proposed Transaction; 
specifically, in this context, actions available to [ETE] that would have caused Latham, acting in good 
faith, to issue the 721 Opinion.”[28] Vice Chancellor Glasscock held that Latham acted in good faith in its 
decision not to issue the tax opinion. 
 
A factor that appears to have been significant in the court’s analysis was Latham’s reputation, and the 
fact that Latham’s reputation was damaged by not giving the opinion.[29] Latham’s preliminary 
determination that the deal would qualify under Section 721(a) and final determination that Latham 
could not write an opinion that says the deal “should” qualify was a boon for ETE but came at a cost to 
Latham’s professional reputation. 
 
Representation and Warranty 
 
In the merger agreement, both ETE and Williams agreed that neither party had “taken or agreed to take 
any action or knows of the existence of any fact that would reasonably be expected to prevent” the 
contribution transaction from qualifying under 721(a).[30] Vice Chancellor Glasscock held that this 
representation does not cover Latham’s analysis because it is a theory of tax liability, not a fact.[31] 
Furthermore, even if the theory were considered a fact, there was nothing in the record to indicate it 
was developed at the time of signing.[32] ETE had every incentive to effectuate the merger when the 
merger agreement was signed, and, if ETE had this knowledge at the time the merger agreement was 
signed and wished to preserve this “escape hatch,” both parties would still have the ability to use it. 
 
Tax Covenants Survey 



 

 

 
The covenant in the merger agreement requiring a tax opinion to be delivered by Latham specifically is 
common in merger agreements. In a sample of other merger agreements that were recently filed with 
the U.S. Securities and Exchange Commission, every deal required a tax opinion to be delivered by a 
specified firm. Only one agreement contemplated the substitution of a firm to give a tax opinion.[33] 
However, the substitute was to be chosen by the company receiving the tax opinion, and each company 
was to receive a tax opinion from their deal counsel.[34] Of the merger agreements found and listed in 
Appendix A, none used an objective standard in lieu of a tax opinion from an agreed-upon law firm. 
 
It is of note that in the ETE-Williams dispute, Cravath proposed that a neutral party, including Wachtell 
Lipton Rosen & Katz, be substituted for Latham, but ETE would not agree to such a change. 
 
We have not heard the last of this case, as promptly after Vice Chancellor Glasscock issued his decision, 
Williams filed an appeal. 

 
 
—By Peter J. Connors and Jason M. Halper, Orrick Herrington & Sutcliffe LLP 
 
Peter Connors is a tax partner in Orrick's New York office. 
 
Jason Halper, also a New York-based partner, is co-chairman of the firm's financial services litigation 
practice. 
 
The opinions expressed are those of the author(s) and do not necessarily reflect the views of the firm, its 
clients, or Portfolio Media Inc., or any of its or their respective affiliates. This article is for general 
information purposes and is not intended to be and should not be taken as legal advice. 
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