
CORPORATE SEPARATIONS: AN ANALYSIS 

· OF TffF.: IR TAX IMPLICATIONS 

by 

George Frederick Lamberth 

Thesis submitted to the Graduate Faculty of the 

Virginia Polytechnic Institute 

in ~~rtial fulfillment for the degree of 

MASTER OF SCIENCE 

tn 

Accounting 

APPROVl~D: 
~-----c irman, · Dr. Ja.mes tt.. :McLean 

~ .----~-· . Dr. Norman L. Brown . . 

August.? 1968 

Blacksburg, Virginia 



TABLE OF CONTENTS 
~---=--~ 

ACKNOWI:EDGEMEN'rS • • • • • • • • • • • • ' . •· . • 

Chapter~ 

I. INTRODUC'rION • • • • • • • • • · • • • • • • • 

1">-urpose 
Methodology 
Chapter Synopsis 

II. HIS'I'ORICAL DEVELOPMENT OF rfA,'f. 'I'REA'IIJ\.rENT TO 
1954 & • • • • • • • • • • • • • • • •. • c 

Spin""Of f s 
Split ... tJps 
Split=Offs 

II!. C!illlHE1:f'l' AN'AJ,,YSIS OF TAX TREA'fMEN'I' 

D:i.stributio11 Requ:!.reme11ts 
D'cvice Requtl"(~m.ent 
Business Purpose Requirement 
Active Businc:iss Requirement 

• • 

Five-Year Business History Requirements 
Tax Effects 

• 

IV,, SUMM/_,J~Y AJID CONCLUSIONS • • ~ 0 • • • • • • 

APPENDIX 

Summary 
'J:lrends 
Recommendations 
Conclusion 

• • • • 0 • ~ • • • • " -0 • . " • • 

BIBIJIOGRJlPHY .. " • • • • c • • • • & • • • • 

VITA • 
& " • • • o o s • • e • e • • & • • 

ii 

Page 

iii 

1 

7 

21 

' 67 

83 

87 

95 



ACKNOWLEDGEMENTS 

The author wishes to express his sincere appreciation 

to the members of his graduate committee, Dr. James H. 

McLean, Dr. William J. Grasty, and Dr. Norman L. Brown. 

Their constructive criticisms and advice during the prep-
\ 

·a.ration of this thesis were mosthelpful. 

Special appreciation is extended to the autho1" 's par-

ents for their moral and financial support. Wit.hout their 

assistance, advanced study by the author would not have 

been possible. 

Finally, the author wishes to. especially thank his 

wife for her many coutributions in aiding the author to 

achieve his 'goal. Her unt11~1ng efforts and patience in 

typing the draft and final manuscript 9.re certainly appre-

ciated. 

iii 



CHAPTER I 

INTRODUCTION -----
The separation or di visiou of a corporat:lon and the 

related transfer to its shareholders of the separated part 

involves intricate corporate and tax procedures. Section 

eral statutory scheme of corporate separations. According 

to the related regulations, this section "provides for the 

separation, without recognition of gain or loss to the 

shareholders and security holders, of two or more existing 

businesses formerly operated, directly or indirectly, by 

a s:.i.ngle corporation. •:1 .Actually, Section 355 i~ecognizes 

tlrn.t a mere change in corporate for·m does not effect an 

economic change, and it thus perm.its the postponement of 

tax on the gain realized in the division of corporate 

structures. 

Basically, a corporate separation is an arrangement 

whi:;reby the shareholders of a single co1~poratton split up 

their investment among several corporate shells. This sepm, 

a.ration may take one of several forms, but it :must comply 

with the requirer11e:nts Ol~ Section 355 in order to achieve 

1 
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the tax-free status. ·· These several forms of corporate sep-

aration have become known as spin-offs, split-offs, and 

split-ups. 

In a spi.n-off one corporation distributes to its 

shareholders the stock of either an existing corporation 

or a newly created subsidiary corporation to which the .dis-

tributing corporation has conveyed a part of its assets. 

The shareholders receiving the distribution do not surren-

der any of their stock in the distributing corporation. A 

split-off j_s identical, except that on the distribution the 

shareholders receiving the stock of the subsidiary corpora-

tion surrender all or a part of their stock in the distri-

buting corporatione A split-up occurs when a corporation 

transfers its assets to two or more newly created corpora-

tions in exchange for their stock and then effects a com~ 

plete liquidation by transferring to its shareholders the 

stock in the new corporations in exchange for ·their distri-

bnting corporation's stocko 

'l'he economic result of each of these three forms of 

corporate separation is ultimately the sameo Before the 

division the shareholders own the stock of a corporation 

which conducts one or more businesses either directly or 

through subsidiariese After the separation, the same share-

holders own the stock of two or more corporat:ions, each of 

which conducts one or more businesses, either directly or 
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through subsidiaries~· The surviving corporations colleO-

ti.vely own the same. assets and conduct the same business 

or businesses that the predecessor corporation owned and 

controlled. 

Purpose 

The basic purpose of this thesis is to analyze Sec-

tion 355 of the Internal Revenue Code of 1954 in light.of 

subsequent developments in order to set forth the current 

tax treatment of corporate separations. This analysis 

seems to be necessary because of the many and varied court 

decisions and Revenue ruli.ngs which have occurred in recent 

years concerning th.e tax treatment of corporate separations. 

These court decisions and Revenue rulings have produced 

significant changes in and new interpretations of the tax· 

effects of corporate·separations. 

Also, through'this analysis, the basic trends which 

have developed in this area of tax law w11i be determined. 

These trends will concern the manner in which the Internal 

Revenue Service and the courts have treated .and l"Uled on 

the various requirements governing the tax treatment of. 

corpora\:€: separations. Furthermore, any recommendations 

which seem necessary will be presented and discussed. 
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Metho_dologx_ 

The primary method of study utilized in this thesis 

consists of library research. Numerous articles from var-

ious periodicals have been reviewed and studied in light 

of their relevance concerning the tax treatment and effects 

of corporate separati6ns. Section 355 of the Internal 

Revenue Code of .1954, along with the related regulations, 

have bec--;'!n studied and analyzed. Also, all subsequent Rev-

enue rulin_gs and court cases which are relevant to the 

purposes of this thesis have been reviewed and analyzed in 

order to determine their effects, both present and future, 

on the tax status of corporate separations. 

9papter SynoE,,si~ 

A synopsis of each chapter contained in this thesis 

is presented in this section in order to set forth the plan 

and the approaches utilized in achieving the stated purcw 

poses. 'I'he intent and content of each chapter is explained 

in the hope that this explanation will facilitate the read-

ing and understanding of the material presented in this 

thesis. 

Chapter I, the present chapter, needs no real expla-

nation since the material presented in mainly introductory 

in nature.. This chapter serves as the introduction to the 

thesis and includes an explanation of the purpose and the 

method of study, along with the present chapter synopsis. 
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Also included in this chapter by way of introduction is an 

explanation; of the corporate separation and its various 

forms, along with the basic purpose of Section 355 con-

cerning the tax-free status of corporate separations. 

In Chapter· II, the historical development of the tax 

treatment of corporate separations is piesent~d up to 1954 

when the currently effective ~venue C~ was 

enactedo The purpose of this history is to provide the 

necessary b~tckground material for the discussion and anal-

ysis of Section 355 of the 1954 Codeo Also, this material 

will be utilized where needed in the determination and 

analysis of the trends which have developed in th~ tax 

treatment of corporate separations. 

Chapter III presents an analysis of the current tax 

treatment of corporate separationsc · The focal point of 

this analysis is Section 355, which will be discussed and 

analyzed in light of the various subsequent developments 

which have occurred since the l954 Code was enactedo This 

analysis is divided according to the requirements of Sec-

tion 355 and its related regulations. Also, the tax effects 

of corporate separations are discussed in.this chapter. 

In the final chapter, Chapter IV, a concise strmmary 

of the requirements of Section 355 is presented, along with 

a brief historical outline of the pre-1954 tax treatment 

of corporate separationse Following this summary, the 
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trends which have developed in the tax treatment of cor-

porate separations are presented. Also, this chapter in-

cludes several recommendations which concern ways in which 

the present tax laws could be amended in order to simplify 

or improve the requirements currently being utilized to 

determine the tax status of corporate separations. 



CHAPTER II 
~---

HISTORIC_Al, DEVEIOPMENT OF TAX 

TREATMENT TO ::t954 

This chapter traces the historical development of 

the tax treatment of corporate separations up to the enact-

ment of the I11t~.r:E:al ~-gode of 1954. The purpose of 

this history is to provide the background material necessary 

in the discussion and analysis of Section 355 of the 1954 

Code and in the determination of the trends which .have 

developed in this area of taxatione 

Prior to the enactment of Section 355 of the 1954 

Code, the three types of corporate separations, spin-offs, 

split-ups, and spli t··offs, were treated as separate cases 

by the law and by the courtse The tax consequences of these 

three methods of dividing up a corpor~i,te investment were 

thus quite divergent, despite the fact that their economic 

consequences were ordinarily almost identicalo This chap-

ter will therefore separately trace the pre-1954 history 

of each of the three types of corporate separations. 

7 



8 

Spin-Offs 

Basically, a spin-off is a distribution by one cor-

poration of the stock of a subsidiary corporation. Under 

the 1954 Code, the stock of either an existing subsidiary 

or a newly created one can qualify for a tax-free spin-off. 

However, before 1954 the subsidiary had to be created for 

the purpose Of a corporate separation or, if 8.n existing 

subsidiary was used, the distributing corporation was re-

quired to transfer additional assets to it as part of a . 

plan Of reorganization • 

. Nonrecognition of gain to shareholders involved in 

a spin-off was f:trst provided for by Section 203(c) of the 

Revenue Act of l~.2.! .1 Prior to this provision a spin-off 

was considered to be a severance of assets of the distri-

buting corporation and, to.the extent that it could be 

measured by earnings and profits of the distributing cor-
r 

poration, was considered taxable on the stock distribution 

as an ordinary divide11d.2 
------ -·-----

ls .. Laurence Shaiman, "Corporate Di vi.sions: Does 
Section 355 Require the Existence of More Than One Separate 
.Active Business Prior to the Distribution of Stock?" Taxes, 
XLII (May, 1964), 281. (Hereinafter referred to as 11Cor-
porate Divisions.") 

2Alvin M .. Sim.on, ''Tax-Free Corporate Divisions: They 
Are Still a Danger Area After Ten Years," The Journal of 
Taxatio~, XX:III (July, 1965), 24. (Hereinafter referred 
to as 11Tax-Free Corporate Divisions.") 
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The Revenue Act of 1924 permitted a spin-off to be 

accomplished tax-free by providing that the transfer by a 

corporation of part or all of its property to a second 

corporation constituted a reorganization if the first cor-

poration or its shareholders (or both) were in control of 

the second corporation immediately after the transfer and 

that no gain was to be reeognized by the shareholders of 

the first corporation if stock of the second corporation 

was distributed to them as part of the reorganization plan.3 

Since there were no restrictions as to what could be spun 

off, this opened up the possibility of converting dividend 

income to capital gain. A corporation could transfer its 

~xcess liquid assets to a newly organized corpor~tion and 

distribute the stock of the new corporation to its share-

holders who would in turn liquidate this corporation and 

dispose of the assets, incurring only capital gains tax 

in the entire transactione 

Attempts were made by the Commissioner of the Internal 

Revenue Service to prevent the many abuses of this spin-off 

provision by argui11g in the courts that when the entire 

transaction lacks a business purpose other than mere tax 

avoidance, the transaction should be treated as a diV.idend 

3Boris I. Bittker and Ja..ines s. Eustice, Federal In-
come Taxation of Corporations and Sharehblders (2nd ed.; 
Hamden, Conn'.: =Federal T·a:ir-Press, 191IBJ';-~51. (Here-
inafter referred to as Federal Incom~ •raxation. ). 
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even though it fits within the literal language of the stat-

ute.4 In 1935 this position was upheld by the Supreme 

Court j_n 9:r~ggry v.. Htl~ng_, 5 one of the most far-reach-

ing and widely cited cases in the entire realm of Federal 

income taxation. 

In this case the Supreme Court held that full compli-

ance with the letter of the spin-off statute was not enough 

if the transaction was otherwise indistinguishable from an 

ordinary dividend.6 The taxpayer in this case, Mrs. Gre-

gory, owned all the stock of United Mortgage Corporation. 

This corporation in turn own.ed one thousand shares of stock 

in the Monitor Securities Corporation which the taxpayer 

desired to sell to a third party for her individual profit. 

In order to make the Monitor Securities stock available to 

Mrs. Gregory for sale with minimum tax, United Mortgage 

organized Averill Corporation and two days later trans-

ferred the Moni.tor Securities stock to Averill in return 

for Averill's stockj which the taxpayer rece:t ved,, A few 

days later Averill was liquidated and dissolved~ distri-

buting the Monitor Securities stock to Mrs. Gregory, who 

sold it the same day to the third party and reported the 

4sh.aimans "Corporate Divisions,u Po 282. 

5Gregory Vo Helvering, 293 U.S. 465, 14 AFTR 1191 
(1935) .. --~-·-·-~ --· --

6Bittirnr and Eustice~ Federal ~~~T~~ pp. 
451=52e 
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prof it realized as capital gain. 

A deficiency was determined on the theory that the 

net result of the actions taken by the taxpayer in this 

case was an ordinary dividend distribution of the Monitor 

Securities stock held by United Mortgage to Mrs. Gregory.7 

The Board of Tax Appeals, forerunner to the Tax Court of 

today, held for the taxpayer by stating that the distribu-

tion of the Averill stock was tax-free to Mrso Gregory 

under the spin-off provision in Section 112(g) of the Rev-

enu~Ac~, and that she realized a capital gain upon 

the liquidation of Averill CorporationG 8 

However, the Internal Revenue Service was successful 

in the Court of Appeals for the Second Circuit. This court 

reversed the Board's decision by finding that the.transac-

tion lacked business purpose and business continuity, and 

therefore was not a reorganization within the meaning of 

Section 112 of the applicable statute. Hence, United Mort-

gage's distribution of Averill's stock to Mrso Gregory con-

stituted a taxable dividenct. 9 The Supreme Court's affir-

mance made it clear that the spin-off provision need not 

7 Ibid o, p. 452 ~ 

8seymou.r s., Min.tz, 0 Divisive Corporate Reorganiza"" 
tions: Split-Ups and Split-Offs s 11 ~~-1::.9,~, VI (May, 
1951), 369. (Hereinafter referred to as 11Divisive Corporate 
Reorganizatj_onse 11 ) 

p. 370. 
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be feared as a vehicie of flagrant tax avoidance. 

While the Gregory case was moving from the Court of 

Appeals to the Supreme . ·court, Congress enacted the Revenue 

Act of 1934, which eliminated the previously tax-free 

treatment accorded a spin-off. The House Committee on 

Ways and Means had recommended this elimination of the 

statutory provision due to the fact that this provision 

had pe:i•mi tted corporations to pay what would otherwise be 

taxable dividends, thereby allowing their shareholders to 

avoid the payment of (any taxes on these dividends •1° Con .... 

gress thus reduced all spin-offs, whether serving business 

purposes or not, to the level of ordinary distributions 

taxable as dividends to the extent of the corporation's 

earnings and profits accumulated since 1913. 

Even though this legislative action in 1934 robbed 

the Supreme Court's decision in the Gregorx case of some .. 

of its i.mmedj.ate importance, this decision has since per-

meated much of tax law by disallowing tax avoidance as a 

valid business purpose in tax matters. Furthermore, this 

decision has had a special impact on the reorganization 
~ 

provisions of the Ir1ternal Revenue Code, and the later his .... 

tory of corporate separations has been constantly haunted 

by the fear that a divisive distribution may in fact be 

treated. as a ta.xable dividend .. 

10s1ttker and .E.'ustice, Federal Income Tti,xation, Pe 454. 
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·. . 

· After 1934 there were several unsuccessful proposals 

made to restore the tax-free treatment to spin-offs, with 

appropriate restrictions to prevent its use primarily for 

tax avoidance.11 In 1951 these efforts were finally suc-

cessful. Through Section 317 of the Revenue Act of that 

year, the Internal Revenue Code of 1939 was amended to 

restore in Section 112(b)(11) the tax-free spin-off of the 

common stock of· a subsidiary pursuant to a. Plan of reorgan-

ization. However, this legislation was cautious .in its re-

instatement of the spin-off in that a spin-off was not to 

be tax-free i~ it appeared that any corporation which was 

a party to such·a reorganization did not intend to continue 

the active conduct of a trade or business after the reorgan-

ization, and, also, if it appeared that the spin..,off of the 

subsid:J.ary' s stock was· used principally as a device for the 

distribution of earnings and profits to the shareholders 

of any corporation involved in the reo?gan1zationo 12 

The Senate Finance Committee which recommended the 

enactment of Section 112(b)(11) stated that as long as a 

spin-off :ts undertaken for legitimate business purposes, 

it is economically unsound to impede this type of corporate 

separation which breaks-up a business into a greater number 

11sha.iman, "Corporate Divisions," Pe 283. 

12simon, "Tax ... F'ree Corporate Divisions,'' p.. 24. 
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of enterprises.13 It was hoped that the limitations im-

posed as conditions for the nonrecognition of gain in a 

spin-off~ which were for the~ first time expressly stated 

in the Act itself, would prevent the tax avoidance which 

had resulted from the prior nonrecognition Pl"'Ovisions.14 

From the enactment of Section 112(b)(11) in 1951p 

nothing further was done to change the spin-off provisions 

until they were supplanted by the more elaborat~ provisions 

of Section 355 of the Internal Revenue Code of 1954e How.,,. 

ever, as wj.11 be seenp the 1951 legislation concerning 

sp1J1 ... offs did foreshadow several limitations which were 

iucorpo1"'ated into Section 355 of the currently effect:lve 

1954 Code., 

'l'he type of corporate seps,rat:i.on known as a spl:i.t-

up occurs when a single existing corporation is replaced 

by two or filOre new corporations, the stock in the new cor-

poratious b.'31ng distributed to the shareholde:rs of the 

existing corpo~ation~ which then effects a complete liq-

13He:t..-man Wolff f Jr., , nDi visive Raorga,niza tions ~is 
Af:fected by the ~venu~ oLJ.2§1.~ u ~~' XXXI (Septem. .. ~ 
ber ~ 1953) 9 717 <> (Hex~einaf ter reter1~ect to as nDi visive 
Reorganiz~.tions., u) 

14shaimansi "Corporate Divisions," p .. 283., 
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ization by Section 202(b) of the B_eve~_Act. of 1~1.§,. The 

rationale of Congress for this special treatment was to 

nullify the imposition of tax in certain purely paper trans-· 

actions,. thereby postponing the tax until there was a more 

final change of ~osition.15 

In 1934, when Congress stripped the spi11--,,off type of 

corporate separation from· its tax imnnmi ty, it took no ac-

tion against the non:recogn.i tion of gain upon the distribu-

tion of stock in a split-up.16 This seems rather strange 

since the split-up presented an opportunity for tax avoid.,• 

ance just as the spin~off did before the passage of the 

Re~~....!£:~· Perhaps the split-up was left tm~ 

touched in 1934 because the spin-off had most of ten been 

used as the method of distributing corporate earnings and 

profits without any incidents of tax falling upon the 

shareholders o The reason for this w~.s probably due to a 

desire to have the parent corporation continue in business 

bacause of the good-will it had developed, which, along 

with possible franchises and contractsj might be lost if 

the parent corporation was dissolved through a split-up.17 

15aoger Bo Harris, "Elimination of Certain Problems 
Undel. .. Section 355 ~ '~ M!.£~~~' LX (April, 1962), 
763., 

456., 

17sha~man~ "Corporate Divisions,• Po 283. 
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However, whatever the reason behind the lack of legislative 

action concerning this type of corporate separation, the 

Supreme Court's decision in the Q,Fegory case operated there-

after as a safeguard against the possible use of a split-up 

for tax avoidance purposes. 

The split-up has therefore, since 1918, been recog-

nized under tax law as a nontaxable method of dividing cor-

porations., However, before 1954p the parent __ corporation 

was required either to create the subsidiaries as part of 

a plan of reorganization or to transfer additional assets 

to existing subsidiariese18 Neither of these steps is now 

The split-off type of co:rport;;,te separation is iden-

tical with the spin-off~ except that the shareholders of 

the parent corporation surrender part of their stock in the 

pa:t:"ent in exchange for the stock of the subs:tdiary. How~ 

ever, the historical developm.ent of spli t-o:ffs as taxt'l,ble 

for the other two types of corpo:t"ate sep~.rations., 

The first statutory provision for the nonrecognition 

of gain to tl1e share11olders iri a corporate sepsi,rat1.on was 

451~ 

18Bittirnx· and Eustice, l!"'ederSi.l Income •11axatton~ Po 
~,,,.,,,.,,.,,,,~~~, ... -~~~ 
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This section provided tha:t in the case of a reorganization, 

consolidation, or merger, if a shareholder receives in place 

of stock or securities owned by him, new stock or securities 

of no greater aggregate par or face value, then no gain or 

loss shall be deemed to have occurred fl"Om the exchange .. 

However, if the new stock or securities were of greater 

aggregate par or face value, then gain was recognized to 

the extent of the difference between the fair market value 

of the new stock or securities and the basis for the old 

stock or securities .. 19 By its very terms, this section 

applied to the split-up transaction already discussed, and 

1 t definitely did not apply to the sp:ln=off tran.saction in 

which the shareholder does not relinquish any of his stoc!c 

or securities in the original coi~poration.6 

·It would also seem that this section should have ap= 

plied to a split-off transaction wherein the shareholder 

relinquishes part of hls stock in the orginal corporation .. 

However, this applic9,bili ty to split-offs is denied by 

those who assert that in a split~off transaction the pro 

rata t:ransfel"' to the orginal corporation of part of its own 

stock by its shareholders is a formal act not substantially 

affecting such corpo:r>ation ol" its ownership or operation, 

but merely reducing the number of its outstanding shares 

and hence, leaving tbe split-off essentially indistinguish~ 

19sha1man, "Corporate Divisions~" P~ 281. 
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able from the sp:tn-off. 20 The exact status of the split-

off in terms of the ~)le Ac! of 19!§_ is thus doubtful. 

This dubious status of the split~off continued until 

the pass21.ge of the Revenue Act of 1924, which granted the 

tax-free treatment of spin-offse From the passage of this 

act until the Revenue A_ct of 193~, ~hen the spin-off provi-

sion was eliminated making the spin-off transaction taxable, 

spli t~,offs were treated as tax-free., However!~, it is not 

clear whether they were accorded this status because they 

resembled ~~pli t-ups or because they were like spin..,,offs., 21 

When the spin-off was stripped of its tax immunity 

split~off, although it could be utilized as a substitute 

for the spin=off in achieving a tax~free distTibution to 

the sha~eholderso This seems even stranger than the situa-

tiou described above conc~1"ning the spl:i. t-up s since in a 

spli t•,.off t:rm1s~.ctiou the p~.:rent corporation remains in·_,, 

tact o Howeve1"', e'\r-en1 though no action was taken a.gaiust the 

split~off by the ~veB~__J..~~iP the Treasury DepaTt-

ment continued to rule f2wo1"'ably on this type of co~"pox·ate 
22 

sepa:eatio~o ·' 

So far as the langu~ge of the vm?ious Revenue Acts 

20uintz P f'Di v'~s:l ve Corpo:rate Reorgan.iza tions f '·' p., 367. 

21Jbi£09· PPe 368-69e 

22wolff' ~~Divisive Reo:rga11izati011s ~ fY p., 717 e 
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after 1934 and the Internal Revenue Code of 1939 were con-

cerned, the split-off transac~ion met the literal require-

ments of a tax-free reorganization. However, it was argu• 
able, as before, that a split-off was no more than a·spin-

off coupled with a surrender of stock in the orgin.al cor-

poration that was a meaningless gesture if pro rata.. 23 

Nevertheless, the Treasury Department generally accepted 

the split-off as a tax-free reorganization, at least where 

the Gregory case was not applicable, until 1948. This posi-

tion was taken because, due to the exchange feature of the 

split~off, it was considered as essentially the same as a 

split-up and therefore nontaxable.24 

In 1948, however, the Treasury Department discontin-

ued the issuance of favorable rulings on the split-off be-

cause of a divergence of opinion as to whether it was es-

sentially equivalent to a spin-off and, therefore, taxable 

at ordinary dividend rates, or whether it was essentially 

equivalent to a split~up and, therefore, a valid, tax-free 

reorganization. 25 Thus, starting in 1948, the Treasury 

Department refused to rule favorably as to distributions 

in split-offs, apparently in the belief that they were es-

456., 
23aittker and Eustice, F'ederal Income Taxation, p. 

24wolff, "Divisive Reorganizations,•g p. 717e 

25 Ibi9,o 11 Pe 717 e 
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sentially indistinguishable from spin-offso 26 

Within a few years after 1948, however, the courts 

had·put their stamp of approval on split-offs serving a 

business purpose, though the criteria for tax-free status 

was not entirely. clear. 27 '!'his approval probably stemmed 

from the passage of the Revenu~~~' which restored 

the tax-free treatment to spin-offs. Furthermore, in 1953, 

the Internal Revenue Service ruled favorably on a pro rata 

split-off serving a business purpose. 28 

Thus, on the eva of the adoption of the Interu:::i.l Rev·~ 
~--~~~ 

enue Code of 1954, the split-off, as well as the spin-off --
and split.,,up, were all recognized as tax~free corporate 

sepl).rations, subject to such judicial safegu~trds a.s the 

business purpose doctrine of the Gre~o~r case. The history 

of these three types oi corporate separations was then 

taI<:en into consideration by Cor1gress when it further a>.1-

tered and restricted them in enacting Section 355 of the 

1954 Code~ which is discussed and analyzed in the,next 

chapter. 

456., 

26Miritz, "Divisive Corporate .rteo:i:"ga11iz!:l,t:i.ons,u p. 371., 

27Bittker and Eustice, Efld~r~l IE_~l~n, Po 



CHAPTER III -
CURRENT ANALYSIS. OF TAX TREATMENT 

Section 355 of the.Internal Revenue Code of 1954 is 

discussed and a,nalyzed in this chapter .1 This analysis 

covers the basic requirements of S.ection 355, along with 

the pertinent Revenue rulings and cot.1rt cases which have 

occurred si.nce its enactment... The current tax treatment 

and tax implications of corporate separations is thus de-

veloped through this analysis, which is divided according 

to the distribution, device, business purpose, active bus:i.-

ness, and five-year business history requirements of Section 

355 a11d its rela.ted i~egulaticms. Also, at the end of this 

chapter,.· the tax effects of corporate separations are dis-

cussed., 

As explained in Chapter II, the spin-off, the split-

off, and the split .. ·up were httndled as s,eparate cases prior 

to the enactment of the 1954.Code., However, since the 

econ.omic result is substa.nti21.lly the same 1 ... egardless of 

the form. of the COl"'PPT~te separation, all three types are 
.:-.:._; .. 

now accorded the same treatm.ent and must meet the same 

!section 355 is given in its entirety in the Appendix 
to th:J.s thesis e 

21 
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statutory requirements as contained in Section 355. 

Basically, this section is comprised of a sing1e·set 

of tests designed to distinguish between those co1 .. porate 

separations which are deserving of tax-free treatment, and 

those which merely represent a means of distributing the 

earnings and profits of a corporation without incurring 

dividend treatment. In order to achieve this result, the 

requirements of section 355, which must be met before a 

corporate sep~.ration will be granted tax ... free status, were 

made very stringent, and are much more restrictive than 

the pre=1954 Code requirements governing corporate separa ... 

tions. 

pistri~!,~gn_Requiremen~ 

In order for a corporate separation to qualify under 

the rules of Section 355, there must be a distribution by 

the distributing corporation of stock or of stock and se-

curities of a corporation which it controls.immediately 

before the distribution. 2 'I'he distribution must include. 

either· all the distributing corpor8.tion's stock and securi ... 

ties in the controlled corporation or at least enough stock 

in the controlled corporation to constitute control with:l.n 

the meaning of Section 368(c).3 However, a distribution of 

2Internal Revenue Code of 1954, Section 355(a)(1}(A). 
(Unless" other,V:rse =noted, aI"i' future :re1:erev.ces to the Code 
or its Sections are to the Internal Revenue Code of 1954.,} 
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less than all the stock and securities will not be permitted 

unless the taxpayers involved establish to the satisfaction 

of the Commissio11er of the Inter11al Revenue Service that such 

retention was not in pursuance of a plan having as one of its 

principal purposes the.avoidance of Federal income tax.4 

Such approval can be difficult to obtain, however, because 

the Internal Revenue Service holds that the usual business 

reasons for a corporate separation ordinarily require a 

distribution of all stock and securities in the controlled 

corporationo 5 

Definitions of several of the terms used in Section 

355 are hereby given in order to help facilitate the under~· 

standing of this sectiono The term. ndistribut:I.ng corpora-

tion'' means the corporation holding the stock or securities, 

or both, in an existing corporation which it controls, or 

the corporat5.on holding stock or securities, or both, which 

it has received in exchange for assets transferred to a new 

corporation which it controlsc The term ncontrolled corpo-

ration" means the co1 .. poration whose stock is held, in an. 

amount constituting control, by the distributing corporation, 

or the newly organized corporation to which assets have been 

transferred by the distributing corporation in exchange for 
' 

the stock and securities of the new corporationo Finally, 

4..!!!!e!Ea! ~~~' Section 1~355-2(d)o 
5 Ibj.do 
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the term 0 control, 0 as defined in the Code, means trthe own-

ership of stock possessing at least eighty per cent of the 

total combined voting power of all classes of stock entitled 

to vote and at least eighty per cent of the total number of 

shares of all other classes of stock of the corporation. 0 6 

With regard to the control requirement, the Internal 

Revenue Service has issued one pertinent Revenue ruling, 

which also helps to illustrate the restrictive attitude 

taken by the Service in dealing with corporate separationso 

In this ruling, A ow11ed all the stock of X which owned 

seventy of the one hundred shares of Y stock. A contributed 

ten shares of Y stock to x, which then distributed all 

eighty shares of Y stock to Ae This distribution was not 

a tax~free distribution under Section 355. X did not have 

control of Y just before the distribution except in a tran-

sitory and illusory sensee7 

The actual distributio11 of the stock or the stock and 

securities by the distributing corporation may be either 

proportionate or nonproportionate with l~espect to its share-

holders., 8 As long as one shareholder receives a controlling 

portion of stock, the control requirement may be satisfiedo 

A frequent form of corporate separation is the proportionate, 

1963~2 CB 147. 

8T71+e-11RJ Peve1·u° Code _>.. '"' _.l . - ~ ...... _... "-~ • - .t v ' t,.. ' Section 355(a)(2)(A)G 
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or pro rata, spin-off. In such a spin-off, the shareholders 

of the distributing corporation receive stock· in the co11-

trolled corporation in proportion to thei.r shareholdings in 

the distributing corporatton. However, as already stated, 

the distrj.bution need not always be pro rata. That is, an 

existing corporation may split up into two separate corpo-

rations with one group of stockholders assuming the complete 

ownership of the stock of one corporation and a different 

group of stockholders assuming the ow11ership of the stock 

of the other., This type of transaction is often favored by 

the Internal Revenue Service. In fact, the Service has in-

dicated that it will apply less stringent active business 

tests in a non-pro rata corporate separationo9 

In practice, a non-pro rata co1"'porate separation may 

provide a means for the shareholde1 ... s of a small, closely-

held corporation to go their separate ways in a tax~wfree 

transaction. For example, all the shares of the controlled 

corporation might be distributed to one group of the share= 

holders in exchange for their shares in the distributing 

corporation. This group would now control the split-off 

corporation exclusively, while the remaining shareholders 

would own the distributing corporation free from any inter-
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ference .. lO 

There is one common situation, however, where the tax-

free separation rules of Section 355 may be unavailable to 

the shareholders involved., This situation arises in the 

case of brother-sister corporations in which two groups of 

shareholders each own fifty per cent of the shares of two 

corporationso In this case, a non-pro rata distribution 

may not be utilized to accomplish what is in essence a stock 

swap, resulting in each g1~oup of shareholders completely 

owning one of the two corporationso The regulations state 

that "Section 355 does not apply if the substance of the 

transaction is merely an exchange between shareholders or 

security holders of stock or securities in one corporation 

for stock or securities in another corporationo"11 Thus, 

such a transaction will constitute a taxable exchange be-

tween the two groups of shareholders of the stock which 

they respectively gave upc 

Under Section 355 of the 1954 Code~ a plan of reorgan-

ization is not required for the distribution of stock or 

securities of an existing controlled corporation or corpo-

10Martin Stephen Turner~ ''Splitting the Small Corpo~ 
ration by Divisive Reorganization~ Internal Revenue Codey 
SectiQns 355 and 368(a)(1)(D), 0 ~rsit of Florida I..aw 
Review, XVIII (Fall, 1965), 337,. (Hereinafter referred to as'1Splitting the Small Corporation.,u) 

11.!J!E_er!.1,~]-.~u,latt~ms, Section 1,.355=3(a) G 
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rations .12 Such a distribution is thus tax-fr.ee, whereas 

accord.lng to the pre-1954 law, the creation of, or a trans-

fer of assets to, the controlled corporation was e,n essen-

tial prerequisite to a tax~free distribution. 

Also, Section 355 differs from the pre-1954 law in 

permitting perferred stock as well as common stock to be 

distributed tax ... free, whereas Section 112(b)(11) of the 

1939 Code prevented a distribution of preferred stock in a 

spin .... off transaction.. The probable reason for this previous 

restriction was a fear that a tax-free distribution of pre-

ferred stock could be used to bail out earnings and profits ,c 

since the shareholders could sell the preferred stock, while 

retaining the comm.on stock in both corporationsc However, 

with the enactment of Section 306 of the 1954 Code as a 

sa)~eguard against the preferred stock bail-out in all of its 

aspects, it is not surprising that this restriction on pre-

ferred stock was not carried forward into Section 355 of 

the t954 Code.. Thus, pref erred stocic can now be distri bu·ted 

under Section 355, but such stock must run the gauntlet of 

Section 306e 

Another area of conce'.l:'n regarding the distributi011 in 

a corporate separation is that of 11boot., tf If anything else 

besides stock or securities is distributed in a corporate 

separation, it will constitute f'boot, 0 the tax treatment of' 
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which is prescribed by Section 356. 13 Boot includes money 

and any other property which cannot be distributed tax-free 

in a corporate separation. Securities of the controlled 

corporation will constitute boot to the extent that their 

principal amount exceeds the principal amount of the secur-

ities which are surrendered in the distribution. If no 

securities are surrendered, the full .fair market value of 

any securities received will be treated as bootQ Also 

treated as a boot distribution is the stock of a controlled 

corporation, if it vras acquired directly or indirectly 

within five years of the dj.stribution by means of any trans-

action in which gain or loss was recognized in whole or in 

part 0 14 However, any stock so acquired with.in the five-

year period is still considered as "stock" for the purpose 

of the requirement respecting the distribution of stock of 

the controlled corporation as provided in Section 355(a)(1) 

(D).,15 

When the shareholders of the distrj_buting corporation 

surre11.der stock in order to receive new stock or securities 

in the controlled corporation or corporations, as in a 

split-off or spli t=up, any gain that the rec:i.pients may 

have on the exchange shall b-~ recognizedp but in an amount 

13Ibide Section 355(a)(4)o . _, 
· 14Ibi<!o, · Sectio11 355 (a) (3) (B). 

151.!!i~LRevel!ue~_Beegu~~.; Section 1c355-2(f) (1). 



29 

not in excess of the ··value of the boot recei ved.16 This 

gain which must be recognized from any boot distribution is 

usually taxed as a dividend to the extent of each share• 

holder's ratable share of post-1913 earnings and profits.17 · 

The balance of this recognized gain, if any, is treated as a 

capital gain.18 Also, Section 356{c) prohibits the recogni-

tion. of any loss incurred by the shareholders in a tax-free 

corporate separation. This provision prevents the share-

holders from realizing losses by causing boot to be distri-

buted in an otherwise ta::c-free transaction. 

Whenever boot is ~eceived in exchange for'Section 306 

stock, the .fair market value of the boot is treated as a 

distribution of p1'operty under Section 301, regardless of 

whether the shareholder realizes gain or loss on the ex-

change e 19 This means that the boot will be taxed as a divi-

dend to the extent of the shareholder's ratable share of 

the distributing corporation's post-1913 earnings and pro-

fits. Furthermore, if boot is recelved in a c.orporat.e sepa-

ration in which no stock or securities are surrendered, as 

in a spin-off, then the boot is again treated as an ordinary 
' distribution of property under Section 301,.aud will be 

161nternal Revenue C~de, Section 356(a)(1). 

17Ibid. .. , Sectlon 356(a){2): 

18Ibid., . 

19Ibid., Section 356(e). 

~ '· .... 
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taxed as a dividend as above.20 

According to the regulations, stock rights or stock 

warrants ai"e not included in the term "stock and securities'' 

for the purpose of Section 355. 21 Thus, it would seem that 

an incidental distribution of stock rights or warrants would 

con.sti tute taxable boot.. Also, if stock rights or warrants 

are distributed instead of stock, it would seem that this 

distribution would not produce a tax-free corporate separa-

tion., This situation where stock rights were distributed 

instead of stock brings up two rather interest:i.ng and 5.m-

portant cases which are now before the Supreme Court await-

ing a decision. Both of these cases evolved from an idem-

tical set of facts. 

Pacific Telephone and Telegraph Company, an eighty-

nine per cent-owned subsidiary of the American Telephone 

and Teleg:raph Company, provided telephone services for Cali~ 

fornia and the Pacific Northwest., In 1961 Pacific's manage-

ment decided, for a number of valid business reasons, to 

transfer. its non""'California operations to Pacific Northwest 

Bell Telephone Company, a corpor~,tio:n which Pacific formed 

for the purpose o:f conducting those operations., In i~etm:•n 

for Pacific's non~California assets 9 Northwest gave Pacific 

a demand note and all of its stocI-i;:., Also, i:n Ol"'der to pro.,.; 

20Ibido 1 - Section 356(b)c 

21~ng).~..f'~~LR~E!~~ion~~ Section 1.,355-1 (a)., 
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vide e.dditional capital to finance Pacific's operations in 

California, Pacific offered it.s shareholders rights to buy 

the stock of Northwest below fair market value. 

T\'-10 of Pacific's shareholders, Ba.an and Gordon, exer-

cised their ~tock rights in 1961 and did not report as ordi-

nary income the difference between the price·at which they 

purchased the stock and its fair market value, claiming that 

the transaction was tax-free under Section 3550 The· Tax 

Court sustained the taxpayers' contention by.holding that 

the transaction qualified as a tax-free spin~off .22 This 

decision primarily involved the requirement of distribution 

of "solely stock or securities" of the controlled corpo-

ration.,23 The court in its decision disregarded the expli-

cit language of the regulations24 by stating that the exer-

ci.se of stoc!( rights is equivalent to the distribution of 

stock and that this is the only possible reading of the 

Code which is in accordance with the intent of Co:ngress.25 

The Corrc~issioner of the Internal Revenue Service then 

appealed this decision to each of the taxpayers' jurisdic-

22~j· 45 TC 71 (1965). 

23111te1"p..fil Revenu!?_Q2de~ Section 355(a)(1)(A)~ 

24Inter~~~R~fillla~, Section 1e355=1(a). 

25charles J., Roedersb.eimer, 11 Income Taxation.,., ... Reorgan-
ization-=Exercise of H.ights Received in Spin ... Off Held Non.~ 
taxable=-Sale of Rights Taxable as Dividend, ' 1 Unive:rsgz 
of Cincinnati Law Review, XXXV (Spring, :1.966), 256 • . ~ .. ·. 
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tions. In Commissimier v. Baan, 26 the Ninth Circuit re• 

versed the decision of the Tax Court by holding that the 

t~ansaction was not a tax-free spin-off since there was not 

a single distribution as required by Section 355. This 

court apparently premised its decision on the fact that 

Section 355 was designed to cover all transactions that 

Congress intended to be ta::ic-free. 27 

On the other hand, the Second Circuit in Commissioner 

v. Gordon,28 took a different view of the transaction and 

upheld the same Tax Court decisiono This court seemed to 

be interested in the substance rather than the fortll of the 

transaction and whether it conformed nin spirit 11 to the 

nonrecognition provisions of Section 355029 

The final decision of the Supreme Court should settle 

this question concernj_ng whether a corporation may disti•i-

bute to its shareholders rights to acquire stock :i.n a sub-. 

sidiary in a tax-free spin-off under Section 355. If the 

Supreme Court sides with the Tax Court and the Second Cir-

27 t:circui ts Split on the Use of Rights i11 a ·r~.x-Free 
Spin-Off, u .TP~ Yl'?.i.!!nal £L~~i!Q!!, XXVII (October, 1967), 
210 ~ (Hereinafter referred to as "Use of Rights i11 a Tax~ 
Free Spino-Off., 11 ) 

28commiss ioner v" Gordon, 382 F ~ 2d. 499 jl 20 .AJ?'rR 2d. 
5255 (CA=2,i967~ 

29!fUse of Rights in a Tax-· Free Spin-Off," p. 210. 
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cui t, then the ta":-free spin-off could become a valuable 

financing device. 

D~vice Requirement 

Section 355(a)(1)(B) of the 1954 Code requires that 

the corporate separation must not be used principally as a 

device for the distribution of the ear11ings and profits of 
the distributing corporation or the controlled corporation 

or both. This restriction is a carry over from the pre-

1954 spin-off provision of Section 112(b)(11) of the 1939 

Code. 

Basically, the purpose of this provision is to pre-

vent shareholders who receive the stock. of a controlled 

corporation from selling the stock of or liquidating one 

of the post-distribution corporations.; thereby converting 

corporate earnings into cash at the capital gain rateo The 

economic effect of a stockholder receiving property in this 

manner may well be equivalent to his receiving a dividend. 

Consequently, where part or all of the stock or securities 

of either corporation are sold or exchanged pursuant to an 

arrangement n.egotia ted or agreed upon prior to the distri-

bution, the corporate separation will ordinarily be treated 

as a device to distribute earnings and profits, which will 

deny the benefits of Section 355 to the shareholders in-
. 30 volved. 

301nterna1 RevenueRegulat;to~, Section 1.355-2(b)(l)~ 
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Generally, such a sale is considered to have been 

made pursuant to an arrangement agreed upon prior to the 

separ~.tion transaction where enforceable rights to buy or 

sell existed before the corporate separation, or where, if 

no enforceable rights existed, the facts and circumstances 

indicate an arrangement had been negotiated. 31 A literal 

interpretation of the statute appears to deny the benef5.ts 

of Section 355 to any corporate separation which is part of 

a prearranged plan to sell or liquidate one of the partici-

pating corporations even though there is no actual conver-

sion of dividend income to capital gaino Furthermore, where 

a sale is made shortly after a corporate separation, even 

though it is not pursuant to a previously negotiated agree-

ment, it may still be considered as evidence that the trans-

action was used principally as a device for the distribution 

of earnings and profit~o 32 

There have been several Revenue rulings concerning 

this device requ:i.rement which have helped to clear up var~ 

ious issues regarding the effects and interpretation of this 

provisionc One such ruling held that the distribution of 

a parent's stock in its subsidiary just before completion 

of negotiations for a sale of the parent's stoc!·.: by the 

parent's shareholders is not tax free., A sale of the par~ 

Section 1o355-2(b)(1)o 
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ent 's stocI..: under circumstances where the negotiations for 

the sale were already in process is thus generally con-· 

sidered as sufficient evidence that the distribution is a 

device for distributing e3.rnings and prof its. 33 Another 

situation which will be treated as a device occurs when 

the earnings of one business are used to enlarge another 

business, which is then spun-off •34 

On the other hand, several of these rulings have il-

lustrated situations in which there is no principal device 

to effect a distribution of earnings and profits. In one 

situation concerning a split-off, it was held that the 

transfer of cash to one corporation to make the value of 

the assets distributed to it correspond to that distributed 

to the other corporation will not cause the transaction to 

lose its tax-free statuse 35 Another situation illvolved the 

sale of a minority stock interest to a key employee prior 

to a proposed split-off, thus giving the employee an inter~ 

est in the business., This sale did not make the transaction 

a device for distributing ea:r:nings and profits e 36 

Several court decis:lons . have also been related to the 

33g_eveml£_jhll i1l,g_§~, 1955~1 CB 31., 

34Revenue Rulil?:_ZL 59 ... 400$ 1959~2 CB 114., 

35Revenue l11:!JJ-ng 56..,,655, 1956-2 CB 214G - .-_,-; 

36::aevenue Ruling 59-197, 1959-1 CB 770 
-~~~ 
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device requirement. .·In Patricia W. Btu"'ke, 37 the Tax Court 

held that the, spin-off of a branch business in order to 

allow the branch manager to invest in the business was not 

a device to distribute earnings and profits. Also, in 

Sidney L. Olson,38 it was decided by the Tax Court that the 

transfer by distributee-stockholders of stock received in 

a spin-off to trusts they had created for the benefit of 

their wives did not indicate that the stock distribution 

was used principally as a device for the distribution .of 

the ear11ings a11d profits of either the distributing or the 

controlled corporation. 

A further aspect of the device requirement concerns 

a particular evidence test employed by the regulations to 

deterrn.i11e whether a corporate separation is or is not a 

device to distribute earnings and profitso This test in-

volves the percentage of active business assets of each of 

the post~distribution corporations. If substantially all 

of the assets of each of the corporations are and have been 

used in the active conduct of trades or businesses, an in-

ference arises that the corporate separation was not used 

principally as a device.,39 A contrary inference may thus 

be created vn1en only a small percentage of either of the 

37Patricia W c Burice, 42 TC 1021 (1964)., --=-- ·=.....-002:""'1.~ 
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corporation's assets consists of active business assets,. as 

opposed to investment assets. Generally, it seems ;that a 

good rule to follow is to have the active business assets 

of the distributing corporation and of the controlled corpo-

ration constituting more than half of each of their assets 

in order to satisfy the device requiremente Also, it should 

be realized that this percentage test may cause a corporate 

separation to be treated as a device for the distribution 

of earnings and profits.even if the stockholders do not sell 

the stock distributed to them. 

In contrast to this percentage test, the Internal 

Revenue Service has ruled that a non-pro rata split-off 

met the device requirement of Section 355 even though less 

than fifty per cent of the assets of one of the corporations 
40 were active business assets., However, in thi.s type of 

corporate separation the shareholders who participate in 

the non=p:ro rata exchange will usually qualify for capital 

gain treatment under section 302(b) if Sect:i.on 355 does not 

apply. Thus, when this situation ar:i.ses in a non~pro rat9. 

corporate separation :i.nvolving an exchange of stock, the 

tr~.nsaction will probably not be considered as a. device for 

the distribution of earnings and profits at capital gain 

rates., 
----
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Busin£,?_§_~!Pose Requi!2~~nt 

In addition to the negative requirement that a corpo-

rate separation must not be used as a device for the distri-

bution of earnings and profits, there is an affirmative re-

· quireme:nt that there be a valid business purpose for the 

distribution.41 T'ne doctrine of business purpose was first 

enunciated in the classic Grego1-z case, which was discussed 

in Chapter II. Although no express business purpose lan-

guage exists in Section 355 itself, there is considerable 

authority for the application of this doctrine to corporate 

separations through the courts and the Internal Revenue 

Service in their support of the Gr~ decision. · 

Numerous examples of business purpose which would 

qualify as valid in a corporate separation have been given 

in various Revenue rulings and coui~t cases. Some examples 

from the Revenue rulings include: segregation of a risky 

or speculative enterprise from a more stable one;42 parti-

tion of a business where the shareholders are in disagree.,. 

ment;43 separation of a business to allow employees to share 

in ownership or profits;44 provision of a greater incentive 

1956~2 CB 198. 

1956-1 CB :t80c 
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. to the manageiient of the separated company; 45 separation 

to permit shai:-eholders interested in only one corporate 

business to restrict their investment to that business; 46 

and separation of a corporation's two businesses to elimi-

nate customer friction. 47 

The decisions in various court cases involving corpo-

rate separations have provided several other examples of a 

valid business purposeo In Bond~ v. Commissioner,48 the _, ____ _ 
business purpose test was met where the main pm.~pose of the 

separation was to guard against cancellation of a valuable 

car dealership o In Patricia_[o Btg'!_c.!§;_, 49 the spin~off of a 

branch store was tax:~free, with the business purpose being 

to allow the branch manager to invest. in the brai,nch outlet 

only. Also, in Sidney Lo Olson~ 50 the desire to contain 

the spread of union organizing activities was held to be a 

valid business reason for the spin-off involvede Several· 

other·valid business purposes could be to comply with state 

or local law requiring two businesses to be separated, to 

45,g_eve.~~~56~4~P 1956-2 CB· 208. 

46~~eLenue ~ul~ng_56:.6.5S,, 1956=2 CB 214. 

47 ~yen-q!a BfilE_g 56-450 $ 1956°'2 CB 201., 

48B~..!.~~;ss.l2~~!,, 269 F.2d 463, 4 AFTR 2d 5362 
(CA·,.,4, 1.959) .. 

49~~~~ 42 TC 102l (1964) c 

50s~dn~y=!~_Q_Ison, 48 TC 855 (1967)~ 
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separate a regulated ·enterprise from an unregulated one, 

and to comply.with an antitrust decree. 

Very frequently, _the purpose of a corporate-separation 

is actually to resolve personal problems of the shareholders 

involved. In the past, such a purpose has not been co.nsid-

ered as valid. However, it now appears that the business 

purpose may be either corporate or shareholder motivated. 

In Parshelsky's Estate v. Commissioner,51 the distributing 

corporation was engaged in a successful lumber business. 

Its sole owner caused the real estate used in the business 

to be spun-off to a newly.formed subsidiary, whose stock 

was then distributed. The stockholder in this case wanted 

the real estate to be a separate part of his estate when he 

died. The Second Circuit held that this personal business 

purpose was val.id and that the spin-off should be tax-free. 

The business purpose doctrine was thus broadened when this 

court.held that a spin-off could be tax-free if prompted by 

either a corporate or shareholder purpose which would mo• 

tivate a reasonable businessman to effect a spin-off. 

In addition to broadening the business purpose doc-

trinep the Second Circuit in P•rshelsky indicated that the 

purpose, whether corporate 01" shareholder, must be one which 

requires a distJ•ibution and not merely the formation of a 

51parshelsky's Est:ate v. Commissioner, 303 F.2d 14, 
9 AFTR 2d 1382 (CA-2, 1962)., 
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new subsidiary. The court pointed out there should be valid 

reasons not only for the separation, but also for the direct 

ownership by the shareholders. Thus, where the shareholder 

or corporate business purpose can be readily achieved by a 

transaction whj.ch does not require a distribution, the 

choice of a plan requiring a distribution may well result 

in a· taxable corporate separation. 52 

The Ninth Circuit emphasized the affirmative require-
( 

ment of the business purpose doctrine in Cormnissigner Vo 

Wilson. 53 In this case a corporation in the retail furni-

ture business found itself selling a substantial quantity 

of furniture under conditional sales contractso It decided 

that the business should form its own fimu1ce company. 

This was ~ccomplished by transferring to a new corporation 

all conditional sales contracts and certain other assets 

in exchange for the latter's stock, which was then distrib~ 

uted to the shareholderso 

The Tax Court had decided that the transaction was 

not a device to distribute earnings and profitss thus meet-

ing the requirements of Section 355(a)(1)(B)o However, the 

Ninth Circuit sidestepped the device question and read into 

Section 355 the business purpose requirement of ~i2!:.t• 

52Richard G., Cohe11, 11Ct1r1:ent Partial Liquidation and 
Spin-Off Problems,"~:> XLI (December, 1963), 776. 

53Commissioner v .. Wilson, 353 F$2d 184, 16 AFTR 2d 
6030 (CA::g;= :l9b"5T-~ ~--.-· -~ 
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No valid business purpose was found to exist, and the Ninth 

Circuit thus ~eld that the separation did .not qualify for· 

tax-free status under Section 355. 

In rendering its decision, the Ninth Circuit held that 

a good business purpose is a necessary restriction to off-

set the natural advantage which a spin-off affords. It was 

unwilling to leave the shareholders with the ever-present 

tempting opportunity to liquidate the new corporation when-

ever they so chose, thus achieving capital gain treatment. 

Thus, even though there was no tax avoidance or device 

motive, the spin-off in this case was still not ·tax-free· 

since no valid corpo1~ate or shareholder business pu1 .. poses 

were advancedc 

It can :therefore be stated that without a valid cor-

porate o:r shareholder business purpose, a corporate separa-

tio11, even though it complies literally with every provi-

sion of Section 355, will not be granted tax-free status. 

Furthermore, in order to insure that the business purpose 

will be considered as bona fide, the taxpayers involved in 

a corporate separation should be able to show that it ex"" 

isted at the time of the transaction rather than constitut-

ing a mere after thought created when the transaction is 

under examination by the Internal Revenue Service or in-

volved in litigatio11., 
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Active Business Re9J!!!'ement 

In seeking to prevent any tax abuse in corporate sep-

arations, Section 355 further requires that the distributing 

corporation and the controlled corporation or corporations 

must be engaged immediately after the distribution in the 

active conduct of a trade or business. 54 This provision 

applies to the spin-off and split-off types of corporate 

separations. In the case of a split~up, only the controlled 

corporations are required to conduct active trades or busi-

nesses immedtately after the distribution, provided that 

the distributing corporation had no assets other than stock 

or securities in the controlled corporations immediately 

before the distribution. 55 

This active business requirem.ent constitutes the very 

heart of Section 3550 Also, it is a carry over from the 

pre-1954 lawQ The g2ve~~-_b._Et of J.9!21~ which restored the 

tax-free treatment of spin-Offst required that the tax-free 

spin-off be limited to situations in which each of the cor= 

porations involved in the reorganization intends to continue. 

the active conduct of a trade or business after the reorgan-

ization., 

Section 355 itself does not provide a definition for 

the crucial term 1~acti ve conduct of a trade or business." 

541nternal Revenue Code~ Section 355(b)(1)(A),, 
==---:~ 

55~"$ Section 355(b)(1}(B)c 
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However, the related regulations do provide the following 

definition: 

• -•• for purposes of Section 355, a trade or business 
consists of a specific existing group of activities being 
carried on for the purpose of earning income or prof it 
from only such group of activities, and the activities 
included in such group must include every operation which 
forms a part of, or a step in, the process of earning 
income or profit from such group. Such group of activ-i-
ties ordinarily must.include the collection of income 
and the payment of expenses.56 

The regulations go on to exclude from the concept of "active 

trade or busi11ess1' the following activities: the ho~di11g 

of stocks securities, land, or other property for invest-

ment purposes; 57 the ownership and operation of ·1and 01~ 

buildings used in the owner's trade or business; 58 and a 

group of activities that do not independently produce 

income, even though capable of doing so with the addition 

of other activities or with an expansion in previously 

incidental activitiese 59 

The regulations also state that "Section 355 does not 

apply to the divlsion of a single busi11esse 060 However, 

this provision was held invalid by the Tax Court in Eamund 

57/ Ib. -2.St<>, Section 1 .. 355-l(c) (1) e 

58Jbide, Section 1c355-1(c)(2)e 

59lli,s1o' Section 1.,355-1(c) (3)., 
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Ps™~adx_.61 In this case, because of management differ-

ences between Christopher and Coady, fifty per cent stock-

holders in a construction company, the company was cut in 

half by the use of the split-off type of corporate separa-

tion. Half the company assets went to the Coady Company, 

a newly formed subsidiary, and in exchange for all of his 

construction company stock, Coady became the sole owner of 

the new companyo Each firm continued the construction 

business that had long been actively carried on. Coady 

reported no gain on receipt on his stock, but the Commis-

sioner, relying on the above mentioned regulati6ns, dis-

agreed o The Tax Court, in siding with the taxpay·er, found 

that, while Section 355 prohibits the tax~free separation 

of one corporation into an active and an inactive business, 

nothing in the statute bars such treatment for separations 

of a single active business into two that continue active. 

On appeal, the Sixth Circuit affirmed this decision of the 
T C . 62 ax OU!'l:o 

Despite th:ts aff irmance by the Sixth Circuit, the 

I11ternal Reve:nue Service maint~.tned that it would i1ot follow 
63 the Coad.z decision., Hmvever ~ in 1963 the CoE;5t~ decision 

61~~' 33 TC 771 (1960)0 

62coady v~ Corrnnissioner, 28f) F.,2d 490, 7 AF'rR 2d 1322 
( CA-6 1 196:[):,==-==~ =~·-

63E-ev~nu~,Sul~g_§l.::}-9.§ j 1961-2 CB 61 Q 
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was upheld by the Fifth Circuit in United States v. Marett.64 

This case inv?lved Famous Foods, which processed pork skins 

for resale in three plants. Approximately seventy-five 

per cent of its pork skins were sold to one customer, while 

the balance were sold to competitors of that customer. In 

order to satisfy the objections of its pri~cipal customer, 

Fai11ous J?oods placed all the assets of one of its plants, 

which had only recently been opened, into a newly formed 

corporation and distributed all of the stock of that corpo-

ration to its shareholders~ The Fifth Circuit held this 

spin~off to be ta,x-free, and in so doing, held the regula-

tions65 to be invalid insofar as they deny the benefits of 

Section 355 to a di vision of a single business., This deci~· 

sion thus applied the Coa_Q~ decision to a distribution which 

was pro ratae 

Also, in ~~ste~,66 the Tax Court re-

affirmed. its ruling in .££€iill:o This case involved a spin-

off of the wholesale operati011s from the retail operations 

of a distributor of automobile parts a11d equipment.. The 

court held that the wholesale and retail activities did 

qualify as separate businesses prior to the separation even 

6 4n it d S' t ' u kt ~95 w nd 28 ~~' !_?.~§! ~~' . .:l~t J! o<tJ I f 

5900 (CA-5, 1963). 
12 A"FTR 2d 

65rnternal Revenue Regulations, Section 1.,;355~1(a)o • ==-~-==~-...~~~ . 



47 

though they were conducted at the same location with the 

same employees and maintained only one set of books. Even 

though the court decided that two separate businesses did 

in fact exist, it still emphasized that it was immaterial 

whether only one.integrated business was involved since the 

£.oady decision was correct iri allowing the division of a 

single business. 

Finally, in 1964, the Internal Revenue Service yielded 

to the rationale of the ~oa£x., Marett, and !-ester decisions 

by stating that it will follow ~ and Marett to the ex-

tent they hold invalid the regulations barring Section 355 

treatment to the division of a single business.67 The pre-

vious ruling was thereby revoked, and the la,st trace of re-

sistance by the Service in this area has been eliminated. 

This is evident in the case of Patricia Vi., Bu1·R:e, 68 in which 
~ . 

the Service agreed that Section. 355 applies to a division 

of a single business., 

However, the acquiescence by the !nte1"nal Revenue 

Serv:tce in ~ and 1[gre_tt. does not mean that any and 1'1~11 

activities, irrespective of their nature and scope, may be 

treated as an active trade or business. It should be noted 

that the £2~Y, doctrine, which now allows the di vision of 

a single business, does not protect a separation that 

67aeven~9 1964=:!. CB 1360 

68~!£.!c~W. Burke, 42 TC 1021 (1964). 
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actually involves the start of a new business activity or 

the separation of an activity that was not a business. 

According to the active business requirement, each group 

of activities must independently and actively produce in-

come after the corporate separation has taken place. Thus, 

where a group of activities is an investment of, a function 

of, or incidental to the principal business, an attempted 

separation of these activities will fail to achieve tax-

free status~ 69 

An excellent example of an attempted separation of 

an incidental activity and an investment occurred in ~nsal'.L_ 

Jr. Vo Com.missi2nero70 In this case, a distributor of 

floor covering materials owned the building used in its 

business., A small portion of the space in this building 

had been leased to one tenant for the preceding ten years 

for less than the fair rental value of the premiseso A 

small adjoining building had not been leased for any sub-

stantial period of time during the three years immediately 

preceding the attempted spin-off of both parcels., The 

Second Circuit held that the rental activity in the larger 

building, carried on as an accomodation to' the lessee and 

69nonald S .. ,Jacobs, 1'IRS Now Cm1cedes That a Single 
T::i'Usiness 1<.Iay Be Divided Under Section 355, 11 The Journal of 
T3:~tJ.oE., X.XI (July, 1964), 22. 

70:s.::>nsall i .Jr o Ve Commissio11er, 317 · F. 2d 61.$ :ll AFTR 
2d :J.447 {cA-2, l963f:m==Q -"- ·=~- . 
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not an independent income-producing activity, was an inci-

dental activity to the distributing business. Also, the 

court held that the rental activity in the case of the 

smaller adjoining building was so sparse that the parcel 

became an. investment •. Thus, since the rental activities 

did not result in the active conduct of a trade or business, 

the attempted spin-off was held taxable. 

In relation to the other cases previously discussed 

in this section, it can easily be observed that the con-

struction activtties in £2.~~~' the food processing activi-

ties in ~' and the wholesale and retail activities in 

~met the requirements of an active conduct of a tr~,de 

or business. In each of these cases, each group of activi-

ties independently and actively produced income after the 

separat:ton, whereas in Bo11s11l!. this result was not achieved, 

The QQlL_qz and M~re!! cases also illustrate a vertical 

separation of a business. In such a separation, a business 

is divided into two or more parts, with each part auto~ 

matically including every operation which forms a part of, 

or a step iii, the p:rocess of making income. A vertical 

separation is thus generally considered as satisfying the 

active business requiremento 

Seve1~a1 eJrn .. mples of such tax-free corporate separa-

tions are contained in the regulationso Where a corpora-

tion ma:rmfac·tures and sells ice cream at a plant in State 
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X and at another plant in State Y, the transfer of tne plant 

and related activities in State Y to a new corporation and . . 

a distribution of the latter's stock qualify.71 In a simi-

lar qualifying situation, a manufacturer of steel containers 

is involved, with sales of one plant going exclusively to 

a single customer.72 Likewise, where a corporation has 

separate suburban and downtown stores, each.with their own· 

managers having control over purshases, a spin-off of one 

of the stores will qualify.73 .Also, the Internal Revenue 

Service has ruled that the separation of a furniture branch 

and an appliance branch of an existing corporation was tax-

free .74 Furthermore, where a corporation published .four 

trade magazines, one of which served the metal industry and 

the rest the electrical industry, the spin-off of the metal 

industry magazine was tax-free.75 
/ 

While a vertical separation will divide a business 

into two or more parts, a horizontal separati.on may simply 

separate out an investment, incidental activity, or function. 

71_tnternal Revep}le ~Regulations, Section 1.355-l(d), 
Example s. 

72Ibid,,, Section 10355-l(d), Example 13. 

73Ibido, Section 1.355..:.l(d), ·Example 10. 

74:aevenue Ruling 56-655 . , 1956-2 CB 214. 

75Revenue Ruling 56-451, 1956-2 CB 208. 
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Unless the active business requirement is sati_sfied, the 

horizontal separation, as in Bonsall, wil~ be held taxable. 

With regard to investments, their ownership does not 

qualify as the active conduct of a trade or business, even 

·though they independently produce income.76 As the hdldirig 

of the vacant building in Bonsall was an investment, so 1.;oo 

is the holding of investment securities,77 vacant land,78 

or mineral rights.79 Also, the Service has ruled that the 

ownership and management of an investment portfolio of 

stocks and bonds does not constitute the act:i.ve conduct of 

a business despite the size of the portfolj.o or the amount 

of activity involved in its management.BO 

Incidental activities and functions are both active 

but neither independently produces income, and both are 

dependent upon. the business enterprise for survival. Such 

groups of activities thus do not qualify as the active con-

duct of a trade or business. 81 Basi.cally, an incidental 

.· activity is an adjunct to a business, whe1~eas a function 

is an integral part of a business • 

. 761nternal Revenue Re$;ulati~, Section 1.,355-1(c) (1). 

771bg., Section 1.355m1(d), Example lo 

78~., Section 1.355-:t(d), Example 6. 

79_!.lli., Section 1.,355 ... 1(d), Example 7. 

80Reve~e Ruling 66-20_!, 1966~2 CB 113. 

f?l.Internal Revenue ReP,;ulations, Section 1o355-1(c)(3). 
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An example of an incidental activity would be the 

operation of an executive dining room at a profit.82 Also, 

the rental of a small area in a building principally occu-

pied by the lessor would constitute an incidental activity. 83 

. Furthermore, in two court cases it was held that an inciden-

tal rental activity does not amount to the active conduct 

of a business for the purposes of Section 355.84 However, 

if the rental activity is more than merely incidental, it 

may be co11sidered as a separate acti.ve business. The regu-

lations give such an example where a ba11k utilizes one 

floor of a21 eleven-story office building in the conduct of 

its banking business, with the remaining ten floors being 

rented and managed by the banI~' s rea1 estate department .. 

Both the banking and rental activities are considered to 

constitute active businesses 0 85 'I'he Internal Revenue Ser-

vice has also ruled favorably in a similar situationo 86 

Several examples of integrated functions which do 

not constitute active businesses include the research de-

82Ibi~.,, Section 1.,355-1(d)1l Example 16e 

Section 1.355=1(d), Example 4e 

84xsabel A., Elliott~ 32 TC 283 (1959); Theodore Fo 
fil?l!J.2.£x., 35~fcQ 7 55 ·= (1961)., ----==--== 

Section 1o355-1(d), 
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partment of a manufacturing business,87 the sales opera-

tions of a ma~ufacturing business, 88 and the operation of 

a coal mine by a steel manufacturer, the coal being used 

to meet the fuel requirements in the manufacture of steei,89 

. Also, the exploration and drilling activities of a petro-

leum company were held by the Service as not constituting 

an active trade or business.90 ' 

Furthermore, the regulations state that the owner-

ship and operation of real estate, all or substantially all 

of which is used and occupied by the owner, does not con-

stitute a separate active trade or business. 91 ·To this 

effect, the Internal Revenue Service has issued two rulings 

which hold that a spin~,off of such real estate is not a 

tax-free transactiono 92 

Another aspect of the active business requirement was 

brought out in two recent cases in which opposite decisions 

were reached on a similar set of circumstanceso In ~ 

87rnte12~~~$ Section 1.355-1(d), 
Exarnple 5. 

88IbicL,, Section 1-c355-1(d), Example 11; Revenue 
~' :t958-1 CB 1810 . -

8911!.te!E~:..11.e,y~:£~~~' Section 1e355~1(d), 
Example 12., · 

90Revenue Rul:i.!}liL_ §~, 1.957 =2 CB 247 c 

91rnte!'.!0=1=~~~~' Section 1G355=l(c) (2). 

92Revem .. 1e Ruling 56~266, 1956-1 CB 184; Revenue 
~ng _ 57'=46?-f;l9b"7=2-l!:~r2'4'4:" 
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v. United States, 93 the situation involved the m~rger of 

two corporations that were competitors in the school supply 

and stationery business. The surviving corporation did i1ot 

want a warehouse that was operated as a separate active 

business by one of the two merging corporations. There-

fore, as a pa1~t of the over-all plan, the corporation which 

owned the warehouse formed a new corporation, transferred 

the warehouse to it, and spun off the stock of the new cor-

poration to its shareholders. The Sixth Circuit, i~ sus-

taining the Commissioner, held that the spin-off followed 

by a prearranged statutory merger of the distributing cor-

poration into an unrelated corporation did not qualify 

under Section 355 011 the grounds that the distributil1g cor-

poration went out of eiEiste11ce as a part of the merger and·, 

therefore, was 11not engaged immediately afte1~ the distrj.bu-

tion in the active conduct of a trade or business o 1194 

In .QgmiJ1i..§~_=l,Ql}~.!.!J.s Tru§t, 95 the situation in-

valved the consolidation of a state bank with a national 

banko The state bank had an insurance business which, al~ 

though permissible under state laws, could not be conducted 

by a national bankc This insurance business qualified as 

93curtis v., United States, 336 F. 2d 714, 14 .A.F1,R 2d 
5ess <cA~e,=1964 B 

94~'11..,.i~,, Section 355 (b) (l) (A) Q 

95commiss~t~ner v c Morris 'l'ru.st, 367 F .,2d 794, 18 AFTR 
2ct 5843 Tt:rA--=-q;=:r~:rt:nn. == -~ 



55 

a separate active business. The state bank thus disposed 

of it by transferrin$ it to a newly created corporation 

and spinning off the stock of this new corporation to its 

shareholders as an integral part of the plan of reorganiza-

tion e The new corporation continued the operation of the 

insurance businesso The Fourth Circuit upheld the tax-free 

status of the spin~off. In doing so, the court stated that 

the merger subsequent to the spin-off did not effect a 

discontinuance of the distributing corporation's banking 

business, and, therefore, the underlying principles of 

Section 355 had not been violated. Also, the Fourth Cir-

cuit stated that there was an adequate continuity of inter-

est in the state bank's shareholders, and that it made no 

difference whether the distributing corporation or the other 

party to the reorganization was the surviving corporation 

in the reorganizatione 

The main issue involved in both of these case is 

whether or not Section 355 as a whole contemplates the corn. ... 

bining of a merger with a spin-off e ~ehe Fourth Circuit 0 s 

direct contradiction of the Sixth Circuit's reasoning thus 

creates a conflict that necessarily will produce trouble.,. 

some and costl~r delays in the use of this type of plan of 

reorganization until the issue is decided by the Supreme 

Court or until the Commissioner decides to rule in favor 

of a plan of this typeo 
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Five-Year Business Hi§_~pry R~g};!irements 

In addition to requiring that each corporation emerg-

ing from a corporate separation must conduct an active 

trade or business, Section 355 further requires that such 

trade or business must have been acti.vely conducted for 
o.a 

five years preceding the distributionovo Furthermore, such 

trade or business must not have been acquired, directly or 

indirectly, within five years of the distribution in a 

transaction in which gain or loss was recognized in whole 

or in part. 97 

These five-year business history requireme'nts were 

not contained in any of the pre-1954 tax lawso They were 

introduced into the 1954 Code in order to further restrict 

corporate separations by rendering ineligible for tax-f1·ee 

separation any business either begun or purchased by the 

distributing or controlled corporations within the five 

years preceding the separationo Basically, the purpose of 

these requirements is t6 provide additional restrictions 

which. further limit the potential use of a corpo1"ate sepa~ 

ration for the purpose of avoiding dividend taxeso If a 

business has been conducted actively fo1~ five years~ it 

was probably not created for tax avoidance purposes., 

In order to implement the requirement that a btlsiness 

96 xnt~_l"l~e~£~, Section 355(b) (2)(3) o 

97.!l?_icL,, Section 355(b)(2)(C)j(D). 

) 
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be operated actively for five years, the date on.which 

active b~siness was begun, or from which it is properly 

measured, must be known.. As a general rule, the active 
-

conduct of a trade or business will com1nence on the date 

that all the --income producing activities of the business 

are present.98 If there is a considerable lapse of tim~, 

however, between the date on which j_ncome producing capac"'."" 

ity is prese~t and the date on which the first sale receipts 

are received, the latter date will probably be of primary 

considerationo 99 

When the distributing corporation's acquisition of 

an active business, or of a corporation conducting such 

business, is the result of a tax~free transaction, the 

history of such business is included in computing the re-

quired five-year business history period.. An e'w.mple of 

such a situation occurred in the case of Co~_Qp.er Ve 

Wi~so~~!OO in which a business that was conducted by a part-

nership for three years was acquired by the distributing 

. corpo:t"ation in a tax-free e:?t:ehange of assets for stock c 

The distributing corporati011 conducted the business for two 

more years, thus satisfying the five...,,,year business h:i.story 

981u1,nerj "Splitt:lng the Small Corporation,u Po 345., 

99Revenue Ru.ling 57-492~ 1957""2 CB 2470 
~-=-~-.... --·-. ==~ 
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requirement •. Also, the Internal Revenue Service h~s ruled 

favorably in a similar situation concerning the acquisition 

of control of a corporation through a nontaxable transac-
tion .101 

It must be.remembered, however, that a business ac• 

quired in a taxable transaction must be conducted by the 

acquiring corporation itself for the full five-year period 

in, 01"der to meet the requirements of Section 355(b) (2). 

The date of acquisition determines the start of the five-

year period in this situat:f.on. This date is either the 

date of execution of an unconditional contract t'o purchase, 

or the date of actual physical receipt of the.purchased 
. 102 assets if the contract is conditional. 

An interesting application of the five-year business 

history requirements occurred in W. Eo Gabriel Fabrica~ 

co.103 In this case, the corporation temporarily trans ... 

ferred all the assets of two of its three businesses to one 

of its two principal shareholde:t."'s fourteen months prior to 

the distribution in a planned split-up. This was done in 

order to expeditiously eliminate the shareholder from the 

corporation while the details of the corporate separation 

ware being worked out. When the corporation was.prepared 

101~yen;ie ~~lin~. 56-_!_1.7, 1956-1 CB 18~-· 

102Edward H., Russell, 40 TC 810 (1963). 

103yr .. E. Gabriel Fabricat!2._n_C.2.!.,, 42 TC 545 (1964). 



,·-. ',:'·-

59 

to place the two businesses in a controlled corporation, 

it reasse~ted authority over their assets. Since the share-

holder had continued the active conduct of the two busi-

nesses during the· fourteen month period, the Tax COUJ."'t held 

that the transfer. did not·term.inate the conduct of those 

businesses for purposes of satisfying the five-year re-

quirement. There had been no taxable transaction involved 

in the transfer of th.e assets of the two businesses or· in 

the reassertion of physical authority over them, and, thus, 

the corporation was entitled to include .the fourteen month 

period in determining the five-year history of the two 

businesses. 

It is also interesting to note that the requirement 

concerning the.five-year time factor is being followed ex-

plicit~y. In Edward H. Russell, 104 the .distributing corpo-

ration split off a business it had acquired in. a taxable 

transaction. The stock of the controlled corporation had 

been held for about six weeks less than the required five 

years, and the Tax Court thus held the distribution. to be 

taxable. 

The application of the five-year requirement is fur-

ther complicated by several problems regarding the creation 

of a new business. If a business is not substantially the 

same as it was on the date from which the fi;ve-year period 

104Edward H. Russell, 40 TC 810 (1963)e 
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is prope1~1y measured, it has become a new business and the 

five-year period must be measured from the date of the 

transformation. 105 

The regulations state that changes in the business 

during the five-year period shall be disregarded, nprovided 

the changes are not of such a character as to constitute 

the acqu:i.si tion of a new or different business. u106 Several 

examples of changes which do not disrupt the continuity of 

a business include: merely changing the form of the organ-

ization in which business is conducted;107 changing the 

productive capacity of a business;108 adding new or drop-

ping old product lin.es; 1o9 and shifti11g the location of a 

businessellO Also, a lull or cessation of business activ.,. 

i ty due to clrcumstances beyond the control of the co1 .. pora-

tion does not terminate a business if the ovmers intended 

all along to resume business activities when circumstances 

permittedc In this respect, a cooperative fruit market was 

1051\dortimer Caplin, "Corporate Division Under the 
1954 Code: A New Approach to the Five=Year 'Active Busi-
ness' Rule," .Yl!:gi,ni~J!eviel!9 XLIII (April, 1957), 
403-04 .. 

l.06111ternal Revenue Regulillons 9 Section 1.355°a4(b)(3). 

107.Yk_!:,.!_ _9ab1:-J.~1..L~l:!.i£~.!!21L.££.!.' 42 TC 545 (1964)., 

· 108!.I!~!:lU!'?_~, section 1.,355=4(b) (3) c 

109Ibide 

110R~venue~!_~~ 1956~2 CB 195e 
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not viewed by the Internal Revenue Service as engaging in 

a new business when it resumed its mariteting operations, 

which had been severely reduced for several years due to 

adverse weather conditions. 111 

On the other hand, the Service has ruled that the 

acquisition by a dealer of a second franchise for the sale 

and service of a similar brand of automobile til:.~es con-

stituted the start of a new five-year business history per~· 

iod for the second franchisec 112 Also, the Fourth Circuit 

has held that if the activities of a business have declined 

to a virtual standstill~ the business is over. ·A revival 

of the defunct business will thus constitute the begin-

ning of a new business, with the five=year period being 

measured from a poi11t no earlier than this new beginning.,l13 

.The Service has further indicated that if a business 

finances·its own growth through plowed.,,back earnings, it 

will not be converted into a new business by substantial 

expansion., as long as the essential character of the busi~ 

ness is maintain.ede 114 Howeversi if two businesses can be 

identified and the earnings of one have been employed to 

111!!.,~_,Yep~!].i,__~g ~1::,;t26$ 1957~1 CB 123e 

112~£..~!L~~~~,, 1957-1 CB 1210 

113Pride~ v.., Comnlissioner, 345 Fe 2d 35, 15 
AF'rR 2d 8S3 (cA-4, :i.965f; ~ 

:i.14!.'l2..Y,E>;E::~~ Ru.=L_ipg 5~.=40Q., 1959-2 CB 114" 
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finance substantial growth in the other during the five;.,,; 

year period, the Service may assert that Section 355 cannot 

be used to effect-a tax-free separation of the two busi-

nesses. In this respect, the Service has ruled that Sec-

tion 355 did not.apply to the spin-off of a rental real 

-estate business where the earnings of a separate hotel 

business were used to finance the growth of the rental 

businesso The rental business became a new business on the 

date that the other business of the corporation contributed 

assets to it that composed more than fifty per cent of its 

value.115 This latter situation could also be attacked on 

the grounds that :i. t constitutes a device for the distri bu-

tion of earnings and profits through the translation of 

the hotel earnings into marketable rental propertyo 

In relation to the expansion of a single business 

whose character is maintained$ there is also the question 

of whether a newly opened branch business constitutes a 

new business which must independently satisfy the five= 

year business history requirement, or whether it consti= 

tutes an expansiou of the pre.,,,existing activity and is not 

a new business., The Commissioner, in Patr:tcia_L~t l:tS 

took the former position when a corporation attempted to 

spin off its brauch outlet located in another cityo How-

1151.P.!£· 
116pat_ric,ia W o •• }2!:!!!~, 42 TC 1021 (1964) e 
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ever, the 'l'ax Court approved the spin-off by holding that 

the branch business was not a new business started within 

five years, but was merely the continuance of an existing 

business, and, as such, had been operated for the full five 

years as required. 

Likewise, in Lockwood's Estate v. Commissioner, :1.17 

the Eighth Circuit held that a branch office set.up in 

another state was an integral part of the business of the 

corporation, and~ therefore, did not have to be separa-

tely aged, but could inherit the business hsitory of the 

entire corpo1•ation. Furthermore, the court stat'ed tha1t the 

test is not whether active business has been carried 011 in 

the geographical area later served by the controlled cm:-po-

ration, but j) simply, whether the dist1•i bu ting corporation 

had been conducting the business for the required five 

years., Thereforesi it now seems that the Commissioner can 

no longer allege that a branch operation constitutes a new 

business if it is geographically separated from the rest 

of the corporation., 



64 

Tax Effects· -
When all the requirements of Section 355 are met, a 

taxpayer who receives stock or securities in a corporate 

separation does not recognize any gain or loss on the dis-

tribution e 118 Where, however, anything else is distributed, 

it will constitute boot, the tax treatment of which was 

discussed earlier in this chapter under "Distribution Re~ 

quirements& 11 

The basis of property received by a shareholder or 

security holder is prescribed by Section 358(a) and (b). 

If no boot is received, the aggregate basis of the or:tginal 

stock or securities of the distributing corporation will 

be spread over both the distributed and the retained stock 

and securities~ in proportion to their respective market 

valueso If boot is received, then the basis of the quali~ 

fied stock and securities is decreased by the fair market 

value of the boot plus any cash received, and-inc~eased 

by any gain recognizedo The boot itself takes a basis 

equal to its fair market valueo 

The taxpayer's holding period for any qualified stock 

or securities received under Section 355 ordinarily in-

eludes the period he held the original stock or securities 

in the distributing corporation. 119 The holding period of 

1:t8~~~ ~~~$ Section 355(a) (:t) .. 

119l,2i£e, Section 1223(1)0 
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boot, however, commences with the determination of its 

basis at the time of the distribution. 

When a corporate·separation does not qualify under 

Section 355 and is taxed to the shareholders of the dis-

tributing corporation, the tax consequences will depend 

upon the type of corporate separation that was employed. 

In the case of a spin-off, the fair market value of the 

stock or securities distributed to a shareholder of the 

distributing corporation is treated as a dividend to the 

extent of the corporation's current and·post-1913 accumu-

lated earnings ~nd profits,120 and as a return 6f capital 

if it exceeds themo121 With respect to a split=off, which 

requires the surrender of stock i.n the distributing corpo-

ration, the exchange of stock or securities will be treated 

as a capi t~,l gain or loss if the transaction can qualify 

as a partial liquidationp 122 as a non-liquidating redemption 

not ess1:mtially equivalent to a dividends 123 or as a 

termination of the shareholder's i:nterest. 124 · Otherwise, 

the distribution will be treated as a dividend to the ex-

tent of available earnings and profits. Finally, in the 
~~=,..~ 

120.!bid~' Sectio11 301(b)". 

12:l.I!?J,..£" ' Section 301 (c) (2) e 

122r . d ~ ... , Section 346 (a) (2). 

l23~.,, Section 302(b) (2) .. 

124rb .. d ~n.-Q J' Section 302{b)(3)e 
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case of a split-up, the transaction should result in capi-

tal gain or loss treatment since actually it is a complete 

liquidation of the distributing corporation. 125 

125Ibid., Section 331(a)(1). 



CHAPTER IV _ .. ·-----·-
§..V¥Af 1\!_Y AND CONCI,US IONS 

This concluding chapter presents a concise summary 

of the basic requirements which must currently be met in 

order to achieve a tax-free corporate separatione Also 

included in this summary is a brief historical outline of 

the tax treatment of corporate separations prior to the 

enactment of the In~al R~y~nue Code £! 1:_954. 

Following this sum.'1'.iary, the trends which have devel-

oped in the tax treatment of corporate separations are pre-

sentedo These trends are both general and specific in na-

ture i:u1d are primarily concerned with the manner ,Jn which 

the Internal Revenue Service and the courts have treated 

and. ruled on the various requil"'ememts governilig the tax 

treatment of corporate separationso Furthermore~ the di·,. 

rection of these trends is analyzed in order to make pre-

dictions con~ernJng the general tax treatment of corporate 

separations in the future~ 

After the trends have been considered, several spe-

cific rE1conm1snda tions 2.::re given which concern ways in wh:i.ch 

the pi~sent tax laws could be amended in order to simplify 

or imp:i:·ove the requirements currently being utilized to 

67 
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determine the tax status of a corporate separation. Basi-

cally, these recommendations are made in the hope of im0 

proving the equitableness of the taxation of corporate 

separations in view of the economic results involved. 

Finally, a·general concluding statement is made. 

This statement sums up the conclusions reached in this 

chapter and closes with a suggestion regarding the ac-

tual employment of a corporate separationo 

~~ar.z 

A corporate separation is basically an arr.angement 

whereby the shareholders of a single corporation split up 

their.investment among several corporate shells. The tax 

treatment of a corporate separation is governed by Section 

355 of the Internal Revenue Code of 1954. This section 

allows the separation of two or more existing businesses 

of a single corporation to be tax-free if certain require-

ments are met., 

Before the :t954 Code was enacteds howeverg the t~.x · 

treatment of a corporate sep21.ration varied according to 

the form wh:tch the separation tookp even though the eco= 

nom.ic r'!J:su.l ts were substantially the same in a.11 cases. 

The several forms whj,ch a corporate separation m.::fliy take 

include the spin-off, split-up, and split-off c 

In the case of a spin-off, which is basically a dis-

tribution by one corporatio:n of the stock of a subsidiary 
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corporation, the first provision for the nonrecognition of 

gain to the shareholders involved occurred in the Revenue 

Act of 1924. However, in 1.934, it was eliminated on the 

ground of being p1•oducti ve of tax avoidance, and, until 

1951., any distribution in a spin-off was held taxable as a 

dividend. In 1951, the spin-off was restored as a tax-free 

corporate separation subject to the active business and 

device restrictionsc 

The type of corporate separation known as a split=up 

occurs when a single existing corporation is replaced by 

two or more new corporationsQ This type of separation was 

first.recognized as tax-free by the Reve~ A.ct of 1918., 

Even though a split-up represents an opportunity for tax 

avoidance just as the spin-off does, no action was taken 

against it in 1934 when the tax-free spin-off was elimi-

nated~ The split-up has thus maintained its tax-free 

status since 19180 

The spl:lte•o:ff type of corporate separation is identi-

cal with the spin-off, except that the parent corporation's 

shareholders surrender part of their stock in exchange for 

the stock of the subsidia1~y 9 whe:r,eas in a spin-off no such 

surrender is rnadee The historical tax treatment of split-

offs is not very clear-cut., However, it is known th~,t they 

were ti:;.eated as tax-free from 1924 until 1948 g when the 

Treasury Department discontinued the issuance of favorable 
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rulings on this type of corporate separation. F'rom around 

1951 on, however, a split-off serving a business purpose 

has been approved as tax-free. Thus, on the eve of the 

adoption of the Internal Revenue Code of~, all three 

types of corporate separations were recognized as tax-free. 

Under Section 355 of the 1954 Code, the three types 

of corporate separations are now accorded the same treat-

ment, and must meet the same statutory requirements in 

order to achieve tax-free statuso This section is basi-
I 

cally comprised of a single set of tests designed to dis-

tinquish between those corporate separations which are de-

serving of tax-free treatment, and those which, in sub-

stance, merely represent dividend distributionse The re-

quirements of this section and its related regulations have 

been undergoing significant changes and new interpretations 

through the many pertinent court cases and Revenue rulings 

which have occu1·red since the enactment of the 1954 Codee 

According to the distribution requirements of Section 

355, the distributing corporation must distribute either 

all of its stock and securities in the controlled corpora= 

tion or at least enough stock to constitute eighty per cent 

control o The actual distribution of the stock or the stocic 

and securities may be either proportionate or nonpropor-

tionate with respect to the shareholdersc If anything else 

besides stock or securities is distributed~ it will consti-
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tute "boot," which will usually be taxed as a dividend. 

The distribution requirements are generally strictly en-

.forced. 

The device requirement requires that.the corporate 

separation must notbe used prinqipal1y as a device for the 

distribution of earnings and profits. Where part or all 

of the stock or securities of any of the corporations in-

volved in the separation are sold or exchanged pursuant to· 

a prearranged plan, the corporate separation will ordinar-

ily be treated as a device, which will cause the distri-

bution to be taxable. Furthermore, even if no prearranged 

plan existed, such a sale or exchange may still be consid-

ered as evidence that the transaction was a device. 

In addition to tne negative requirement that a corpo-

rate separation must not be used as a device for tax avo:f.d-

ance purposes, there is an affirmative requirement that 

there be a valid business purpose for the distribution. 

This business purpose requirement grew out of the decision 

in the classic Gregory case. It has now been decided, 

however, that the required business purpose need not al-

ways ba corporate oriented~ but may also be shareholder 

oriented .. 

Section 355 further requires that the co~porations 

which emerge from a separation be engaged immediately after 

the distribution in the active conduct of a trade or busi.,,. · 



.'.'··: 

72 

ness. In order to qu·alify as an active business for the 

purpose of satisfying t}lis requirement, .. the business must 

consist of an existing group of activities which indepen;... 

· dently and actively produce income. A vertical division 

of a single business is generally considered as resulting 

in two separate active businesses for the purpose of satis-

fying this active business requirement. However, invest-

ment or incidental activities do not constitute an active 

business, and a separation of such an activity will thus 

1ail to qualify as tax-free • 

. The last basic requirements· to be satisfied in a cor-

porate separation ~re the five-year business history re-

quirements. In addition to the active business requirement, 

Section 355 further requires that the business must have 

been actively conducted for at least five years preceding 

the distribution. Also, such business must not have been 

acquired, diredtly or indirectly, within five years of the 

distribution in a transaction in which gain or loss was· 

recognized in whole or in part. In relation to a branch 

business, the courts have held that opening a branch does 

not constitute the start of a new business, and, therefore, 

the.branch can inherit the business history of the entire 

corporation in order to satisfy the five-year business his-. 

tory requirements. 

When all of these requirements are satisfied, the 
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taxpayers involved in a corporate separation will not rec-

ognize any gain or loss 011 the distribution of stock or 

securities, unless boot has also been 'distributeds If one 

or more of the requirements are not satisfied, the corpo-

rate separation will fail to achieve tax-free status, with 

the shareholders being taxed according to the type of sepa-

ration that was employed., 

Trends 

The underlying theory behind the tax-free treatment 

of corporate separations was very aptly described by the 

Senate Finance Committee which recommended the restoration 

of the tax-free spin-off in 19510 In effect, this commit-

tee stated that it is economically unsound to impede cor-

porate separation.s which break~up businesses into a greater 

number of enterprises, as long' as they are undertaken for 

legitimate business purposese 

The economic effects of corporate separations are 

beneficial in that they result in the formation and expan-

sion of new corporations which are owned by individualse 

However,- due to the tax=free status accorded corporate sep~ 

arations, they nmst be policed in order to prevent the 

shareholde1"s from feast1-ng on corporate earnings and profits 

at capital gain rates instead of ordinary income tax rates~ 

Viewed iii this context, the t3\,X treatment of corporate 

separations, a.s p1~ovided for by Section 355 of the l!!,tez:!~J,;.. 
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Re~n~~ Code o.1_!95~, essentially reflects an unresolved 

conflict within itself. This section desires to encourage, 

through tax deferment, those corporate separations which 

are motivated by valid business reasons, while at the same 

time it desires to impose ordinary income tax at the share-

holder level in the case of those corporate separations 

which are disguised steps in a plan to distribute corpo-

rate earnings and profits without incurring the proper 

dividend treatment thereon. 

Due to the desire to prevent any corporate sep~.ration 

from being utilized as a device to distribute earnings and 

profits, Section 355 was therefore made.very restrictive 

in natu~ee Unless all of its specified requirements are 

absolutely complied with, a corporate separation will prob-

ably not be granted tax-free statuso Also 9 even though a 

corporat~ separation may be held as not constituting a de-

vice to distribute earnings and profits, it will still not 

be considered as tax-free if it fails to meet any of the 

other requix•ements Q 

This restrictive attitude has always been exhibited 

by the Internal Revenue Servj.ce and the various courts to 

some degree., However, after the enactment of the 1954 Code, 

it has become especially prevalent, and~ as such, it con-

stitutes the primary trend which has developed in the tax 

treatment of corporate separations todayo Also~ in addition 
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to this general trend of a restrictive attitude, the Service 

and the· courts seem to be keeping ir1 mind, to some extent, 

the desirable economic effects of a corporate separation 

by discontinuing certain requirements which were not· effec-

tive or useful as restraint measureso 

In relation to the distribution requirements, the 

trend seems to be in favor of a very strict compliance with 

the statutory provisions. This is evident in a ruling made 

by the Service in which it held that the control require-

ment was not met except in a transitory and illusory sense.1 

Also, the device requirement has been, and still is, 

very -strictly enforced.., This restrictive provision is a 

carry-over from the pre-1954 spin-off provision of the 1939 

Code. It serves as a tax avoidance t~st in preventing the 

corporate separation from being utilized as a device for 

the distribution of earnings and profitso The regulations 

further bolster this requirement by stating that any sale 

or exchange, even if not prearrangedt of stock or secur-

ities afte1 .. a corporate separation will be considered as 
. 2 evidence of a device. 

The business purpose doctrine was first enunciated 

1Revenue H~li~.g 63-260, 1963-2 CB 147. 

2111ternal Revenue Regulations·, Section 1.355-2(b) (1) e 
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in the famous Q.!:ego:r_l, case of 1935, 3 and has since been 

strictly adhered to. As a result of a recent case, this 

doctrine is now even more strictly enfo:rced. 4 The court 

in this case held that a good business purpose is a neces-

sary restrict:ton to offset the natural advantage which 

a corporate separation affords. Also, this restrictive 

attitude was present in another court decision in which 

the court indicated that the business purpose must be one 

which requires a distribution$ 5 The trend in the appli-

cation of this requirement thus seems to indicate that 

the business purpose doctrine will continue to be· strictly 

appl:i.ed, and will probably be even more restrictive in the 

futureo 

With regard to the active business requirement, it 

is observed that a strict interpretation is placed on the 

meaning of what constitutes an active trade or. bus:tness., 

Each group of activities must independently and actively 

prodt1ce income after the corporate separation has taJcen 

place in order to sat:isfy this·requirement., However, the 

requ:trement that a single business cannot be divided has 

4co:mmissioner v., Wilson~ 353 F.,2d 184, 16 Al7TR 2d 
6030 (CA:'=9,· 19~65)~ 

5parshelsI<:yfs Estate v., Comm.issioner 303 Fe2d 14, 
~~~!~~~~'"'=~~' 

9 AFTR 2d 1382 (CA=2s 1962)0 
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now been eliminated by the courts and the Internal Revenue 

Service. This single business restriction had in the past 

unnecessarily prohibited the tax-free separation of an 

otherwise valid corporate separation. Thus, even though 

the trend is restrictive concerning the requirements for 

an active business to be present, the elimination of the 

single business restriction indicates that the disirable 

economic effects concerning the underlying purpose of Sec-

tion 355 are still being considerede 

Finally$ in relation to the five-year business his-

tory requirements, which were incorporated into the 1954 

Code as additional restrictions against the improper use 

of a corporate separation, it is evident from the various 

court cases and Revenue rulings that these restrictions 

are also interpreted rather strictlyo This strictness and 

rigidity is evident in the decision of the Tax Court that 

an active business held for six weeks less than five years 

did not qualifye 6 However, the underlying trend to further 

consider the actual economic results is also observed with 

respect to these requirements as evidenced by two recent 

court decisions which held that a branch business can in-

herit the business history of the entire corporation.7 

6~~1-!.!?~l!,, 40 TC 810 (:t963) e 

7~!ciaJ~~s 42 TC 1821 (l964); ~d's 
Estate v .. Com.r11issioner, 350 Fo2d 7'12 9 16 AFTR 2d 5592 
~s ;==rmrg=y;--·-.. --
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Thus, regarding all of the basic requirements con-

cerning corporate separations, it is fundamentally observed 

that the Internal Revenue Service and the courts have taken 

a restrictive attitude toward the tax treatment of corpo-

rate separations. This restrictive attitude has resulted 

from the possible use of corporate separations to distri-

bute earnings and profits at capital gain rates. Also, 

for the same reason, it is likely that this restrictive 

attitude will continue to persist in the future. 

However, in opposition to this restrictive trend, 

there is also an underlying trend to further consider the 

economic effects of otherwise valid corporate separations 

in cases where an unnecessary restrictive technicality 

blocks their tax-free statuse This underlying trend will 

probably become more and more important in the future as 

new cases bring out various aspects of the corporate sepa-

ration requirements which unduly restrict the tax treatment 

of corporate separations in light of the basic economic 

purpose for their tax-free statuse Perhaps these two trends 

.will. someday combine to provide a more equitable and better 

understood set of requirements for the tax treatment of 

corporate separationso 
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··Reco.m...'tJlendatlons 

In Chapter III, two rather interesting cases were 

discussed which concerned the question of whethe1~ or not 

a corporate separation may distribute to its shareholders 

rights to acquire stock in a subsidiary i11 a tax-free 
. 8 spi11-off under Section 355. The two courts involved 

reached opposite decisions on the same set of facts. These 

cases are now before the Supreme Court. 

With regard to the trends previously discussed in 

this chapter, it appears that one of the two circuit courts 

involved tooir the restrictive attitude while the other took 

the"'attitude concerning the actual economic restilt based 

on the intent of Section 355. In view of the fact that the 

corporate separation involved in these cases neither con-

tains nor threatens to create the evil that ~he require-

mer1ts in Section 355 were designed to prevent, it is recom-. 

mended that the transaction in this situation, and in all 

future transactions sim.ila1~ to it, be considered as tax-

free. Furthermore, Section 355(a)(1) should be amended to 

include the distribution and exercise of stock rights as 

a qualifying distribution for the.purpose of granting tax-

free status to a corporate separatione However, it should 

also be stipulated that the rights must be exercised within 

8Gommissione1· v .. Baan, 382 Fe2d 485,- 20 .AFTR 2d 5268 
(CA-9, l967); C01ilmi~i'Oiierv. Gordon, 382 Fe2d 499, 20 
A.FTR 2d 5255 (Ca=~, 1967ro·= ---- -
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a reasonable length of time, say a year, in. an. amount suf-

ficient to constitute at least eighty per cent cont~ol. 

Two other court cases which involved conflicting de~ 

cisions yet to be resolved were also discussed in Chapter 

III. 9 The main issue involved in these two cases was 

whether or not Section 355 contemplates the merger of a 

distributing corporation with another unrelated corporation 

·pursuant to a spin-off of an unwanted business of the dis-

tributing corporation. 

Considering the situation involved in these two cases,. 

it is recommended that the difference between a taxable 

distribution and a tax-free distribution should not depend 

upon whether the distributing corporation is kept alive 01" 

technically terminated, but rather on the end results of 

the transaction as viewed in the light of the intent of 

Section 355. It is unsound to make the tax consequences of· 

a corporate separation turn wholly upon fo~t":malist:i.c re-

sults. Therefore, Section. 355(b)(1)(A) should be amended 

to :require the controlled corporation and the distributing 
-

corporation, or its successor in a qualified reorganiza-

tion, to be engaged imrn.ediately after the distribution in 
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the active conduct of a trade or business.lo 

One final recommendation concerns the u11necessa1•ily 

restrictive attitude imposed by the five-year business 

history 1 .. equirements. As it stands now; these requirements 

may prevent the tax-free treatment of a corporate separa-

tion which satisfies the economic intent of Section 355. 

·An amend..'llent should therefore be made to allow a corporate 

separation which does not meet the rigid five-year require-

ments, but which satisfies the other necessary requirements, 

to be granted tax-free status. However, there should still 

be a pre-distribution business history for each of the 

businesses separated. The length of the period in.valved 

should be made flexible. 

From what has been previously discussed, it can 

therefore be seen that Section 355, because of its rigid-

ity, could in many instances do an injustice to corporate 

separations which, although not tax motivated, would fail 

·to qualify. Unless the statute is made more flexible, 

there will be many situations in which corporate separa-

tions meriting tax ... free status will be denied that privi-

lege., 

10There have been no court cases or Revenue rulings 
to date concerning how long after the distribution the con-
trolled and distributing corporations must be engaged in 
the active conduct of a trade or business. Tb.e author 
recommends that a definite period be required for this pur-
pose in order to make the active business 1 .. equirement less 
vague .. 
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Conclusion 

In order to successfully achieve a tax-free corpo-

rate separation, the requirements of Section 355 of the 

Internal Revenue Code of 1954 and its related regulations 

must be adhered to in light of the subsequent changes and 

new interpretations which have occurred through court deci-

sions and Revenue rulings. Basically, the trend in the tax 

treatment of corporate separations is for these requirements 

to be interpreted strictly and rigidly. However, there is 

an underlying trend developing to further consider the 

economic results of corporate separations in light of the 

basic intent of Section 355. 

There are still many unanswered questions concerning 

the tax treatment of corporation separationse Because of 

the uncertainty of this treatment and the problems and in-

t1•icacies involved in corporate separations, .and in view 

of the restrictive attitude usually taken by the Internal 

Revenue Service and the courts, a taxpayer seekir1g to sep-

arate a corporation should obtain a ruling before proceed-

ing under Section 355, unless the situation is free of any 

doubtc 



APPENDIX 

.!!::fERNAJ ... R~JENUE-™. OF 19§j, SEC!,!OW 355: 

DISTRIBUTION OF STOCK AND SECURITIES 
-~ = 

OF A CONTROLLED CORPORATION - ,._. ., ~~ .. ..-...-

(a) Effect on Distributees.--

(1) General Rulese--If-~ 

(A) a corporation (referred to in this section as the 
"distributing corporation°)--

(i) distributes to a shareholder, with respect to 
its stock$ or 

(ii) distributes to a security holder, in exchange 
for its securities, solely stock or securities of a 
corporation (referred to in this section as "control-
led corporation11 ) which it controls immediately be= 
fore the distribution, 

(B) the transaction was not used principally as a 
device for the distribution of the earnings and profits 
of the distributing corporation or the controlled cor-
poration or both (but the mere fact that subsequent to 
the distribution stock or securities in one or more of 
such corporations are sold or exchanged by all or some 
of the distributees (other than pursuant to an arrange~ 
ment m:~gotia ted or agreed upon prim:~ to such d:lstri bu-
t ion) shall not be construed to mea11 that the transac-
tion was used principally as such a device)t 

(C) the requirements of subsection (b) (relating to 
active businesses) a.re satisfied, and 

(D) as part of the distribution, the distributing 
corporation distributes--

Ci) all of the stock and securities in the con-
trolled corporation held by it immediately before 
the distribution or 

(ii) an ~w-riount of stock in the controlled corpo-
ration constituting control within the meaning of 

83 
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section 368(c) ,: and it is established to the satis-
faction of the Secretary 01~ his delegate that ,the 
retention by the distributing corporation of stock 
(or stock and securities) in the controlled corpo--
ration was not in pursuance of a plan having as one 
of its principal purposes the avoidance of Federal 
income tax, 

then no gain or loss shall. be recognized to (and no amount 
shall be includible· in the 'income of) such shareholder or 
security holder on the receipt of such stock or securities. 

(2) Non Pro Ra.ta Distributions, Etc.--Paragraph (1) shall 
be applied without regard. to the following: 

(A) whether or not the distribution is pro· rata with 
respect to all of the shareholders of the distributing 
corporation, 

(B) whether or not the shareholder surrenders stock 
in the distributing corporation, and 

·cc) whether or not the_ distribution is in pursuance 
of a plan of reorganization (within the meaning of sec-
tion 368(a)(l)(D)). -

(3) Limitation.--Paragraph (1) shall not apply if-~ 

(A) the principal &~ount of the securities in the 
controlled corporation which are received exceeds the 
principal anount of the securities which are surrendered 
il1 connection with such distribution, or 

(B) securities in the controlled ,corporation are re-
ceived and no secm:i ties are surrendered in connection 
with such distributiono 

For purposes of this section (other than paragraph (l)(D} 
of this subsection) and so much of section 356 as relates 
to this section, stock of a controlled corporation acquired 
by the distributing corporation by reason of any transac-
tion which occurs within 5, years of the distribution of 
such stock and in which gain or loss was recognized in whole 
or in part, shall not be treated as stock of such controlled 
corporation, but as other property. 

(4) Cross Refe:t'ence .. --

For treatment of the distribution if any property is 
received which is not permitted to be received under 

,-
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this subsection (including an excess principal ataount 
of securities received over securities surrendered), 
see section 356. 

(b) Requirements as to Active Business.--

(1) In General.--Subsection (a) shall apply only if 
either--

(A) the distributing corporation, an.d the controlled 
corporation (or, if stock of more than one controlled 
corporation is distributed, each of such corporations), 
is engaged immediately after the distribution in the 
active conduct of a trade or business, or 

(B) immediately before the d.istribution, the distrib-
uting corporation had no assets other than stock or se-
curities in the cont1•olled corporations and each of tI:te 
controlled corporatior1s is engaged immediately after 
the distribution in the active conduct of a trade or 
business. 

(2) Definition.-~For purposes of paragraph (1), a cor~ 
poration shall be treated as engaged in the active conduct 
of a trade or business if and only if-= 

(A) it is engaged in the active conduct of a trade 
or business, or substantially all of its assets consist 
of stock and securities of a corporation controlled by 
it (immediately after the distribution) which is so en-
gaged, 

(B) such trade or business has been actively conducted 
throughout the 5-year period ending on the date of the 
distributions 

(C) such trade or business was not acquired within 
·the period described in subparagraph (B) in a tran8action 
in which gain or loss was recogni:?;ed in whole or in part, 
and 

(D) control of a corporation which (at the time of 
acquisition of control) was conducting such trade or 
business~-

(i) was n.ot acquired d:i.rectly (or through one or 
more corporations) by another corporation within the 
period described in subsection (B), or 

(j_:l) was so acquired by a11othe1" corporation within 
such period$ but such control was so acquired only 
by reason of transactions in which gain or loss was 
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not recognized· in whole or in pa1--t, or only by reason 
of such transactions combined with acquisitions be-
fore tbe beginning of such period. 
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AN .ANALYSIS 

OF THEIR TAX IM:PI.JICATIONS 

by 

Geo1"ge Frederick Lamberth 

ABS'rRAC'r --
A corporate separation is an arrangement whereby the 

shareholders of a single corporation split up their invest-

ment among several corporate shells through 3. spin-off, 

split=off, or spli t .. »UPo "firn tax treatment of a corporate. 

~ue w.£0c;l:d _of .J._25_1, which 9.llows the separation of two or 

more ex:lsting businesses to be tax-free provided certain 

This thesis discusses and analyzes Section 355 and 

its :roelated regulattons in light of the various subsequent 

developments in order to expound the currErnt tax trea t:ment 

of corporate separationso Also~ the historical develop..,. 

ment of the tax trc~atment of corpo:i'."ate separations up to 

:i.954 :ts presented as backg:t·ound mate1·:i.al .. 

Basically 1 Sf;.cticm 355 des:tres to encm1:r.age; through. 

va:ted by valid business rea.sons, while ~~t the same time 



imposing ordinary income tax on the shareholders in the 

case of those.corporate separations which are nterely being 

utilized as a device to distribute corporate ea1"nings and 

profits at capital gain rates. 

Due to the possible use of a corporate separation 

for tax avoidance purposes, Section 355 was made very re.,., 

stricti.ve and has usually been strictly interpreted by the 

I11ternal Revenue Service and the courts. This general re-

strictive trend will probably continue to persist in the 

future. However, there appea1:s to be an underlying trend 

developing to fm:ther consider the econom:i.c J:."esul ts of 

othe1•wi,se valid corporate separattons in cases wh<,~re ai1 

m111ecessary restrictive technicality blocks their tax:-free 

statusc 
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