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CHAPTER I

INTRODUCTION

The separation or division of a corporation and the
related transfer to its shareholders of the separated part

involves intricate corporate and tax procedures., Section

355 of the Ianternal Revenue Code of 1954 governs the gen-

eral statutory scheme of corporate separvations, According
to the related regulations, this section “provides for the
separation, without facognition of gainr or loss to the
shareholders and security holders, of two or more existing
businesses formerly operated, directly or indirectly, by
a single corporaﬁion.“1 Actually, Section 355 recognizés
that a mere change in corporate form does not effect an
economic change, and it thus permits the postponement of
tax on the gaiﬁ realized in the division of corporais
structures, |
Basically, a corporate separation is an afrangemébt
whereby the shareholders of & single CO?peration split up
their investmeﬂt‘amangvsevéral corporate shells, This sep=-
aratiaﬁ‘may take one of several forms, but it must comply

with the reguirements of Section 355 in order to achieve

1internal Hevenue Regulations, Section 1.355-1{a).

1



 the tax-free status. These several forms of corporate seb—_'
baratlon have become known as spln-offs, splltwoffs, and
split-ups.,. | |
~In avspinmoff 6né’corporation distriﬁutes to its
' shareholders the'stbck of either an'existing corpdration
or a newly created sub31d1ary corporatlon to which the dis-
'trlbutlng corpora»zon has conveyed a part of 1ts as sets.j
- The shareholders recelvlng ﬁhe_dlstrlbutlon do not;sufﬁené} .
der any of their stockbin-the’distribﬁtina.cbrporatioﬂ.i’A » 
split%cff is identical, except that on the dlstrlbutlon the
Sh areholders recelv1ng the stock of the sub31d1ary corporawf
- tion surrander all or a part of thelr stouk in the dlSurlw
buting corporailone’ A Spllt“up occurs when a CO?pO”&thn
'transférs its assets to two or more newly created cosporam
tions in'exchagge}fOr their stock and then effects’é}comé
plete liQuidation by transferring to its shareholders the
stock in the néwlcofporations in exchange for'their,distrim_
uting corporation’s stock. | 5 |
The economic resu]t of each of these three forms of
corporate separaslon is ultlmately the sameob Before the"
division the sharehclders own fhe stock of a corporafion
Which conduCts-oné-or‘morﬁ businésSés’eiﬁher directly or
- through subs idiaries, 'After the separation,‘thevSame share=
holders own the_stﬂék of’tWoror'more corporations, each of

which coanducts oune or more businesses,; either directly or
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through subsidiaries. The surviving corporations collec=
tively 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 treaiment of corporate separétions. This analysis
- seems to be necessary because of the many and varied court
decisions and Revenue rulings which have oécurred in récent
~ years concerning the tax treatment of corporate separations,
TheSe court decisions and Revenue rulings have produced
significant changes in and new interpretationslof tbé Tax
effects of corporate separations, |

Also, through’ this analysis, the basic trends which
haVe‘develéped in this area of tax law will be determined.
These trends will concern the manner in which the Intefnal
Revenue Service and the courts have tréated and ruled on
the variocus requirenents gove?ning thé.tax treatment of
corporate separations, Furthermére; any fecammendations

‘which seem necessary will be presented and discussed,
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Methodology

The primary method of study utilized in this thes'is"
consists of library reséafch. Numerous articles from var-
ious periodicals have been reviewed and stﬁdied in light |
of their relevance éoncerning the tax treatment énd effects
of corporate separations. Section 355 of the Internal

Revenue Code of 1954, along with the related regulations,

have been studied and analyzed., Also, all subsequent Rev-
enue rulings and court céses 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.

Chapter Synopsis ,

A synopsis of each chapter contained in this thesis
is presented in this section in order to set forﬁh the plan
and the approaches utilized in achieving the stated pur-~ |
poses, The 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‘inclﬁded in this chapter by way of introduction is an
explanationiof the_corporéte separation’and»its various
forms, along with the basic purpose of Section 355 con=- |
cerning the tameree}status of corporate separatidﬁs.

| In Chapter II, the historical development of the tax
treatment of corporate-separations is presented up to 1954

when the currently‘effecﬁive Internal Revenue Code was

enacted. The purpose of this history is to provide the
necesééry background material_for fhe diséusSion'aﬁd angl~
- ysis of Section 355 of the.1954-00de} ‘Alsd, this material
will be utilized where needed in the determination and
analysis of the trends which‘have developed in the tax
treatment of.corporate’separationse(

Chapter IiI presents an analysis of'the cufrent tax
treatment of corporate seéarations; " The focal point of
this analysis is Section 355, which will be diséussed and
anslyzed in light of the various subseguent deVeiopments 
which have oécurred since the 1954 Code was enacted, This
analysis is divided according to the réquiremenﬁslof SeCm'
~ tion 355 and its related regulations. Also,‘ﬁhe‘tax effects
of corporate separations are discussed in. this chapter.

In the final chapter, Chapter IV,va concige summary
- of the requirements of Section 355 is presented, along with
arbrief historical cutline of the pre-~1954 tax.treaément

of corporate separations. TFollowing this summary, the
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trends whiéh have deVelopedvin the tax treatment of cor=
porate separations are presented. Also, this chapterrin?
cludes severalyrecommendatibns Which éoncérn'Ways in which
the presenf tax laws could be amended in order to siﬁplify
or improve the‘requiremeﬁts;currehtly»beinggutiiized to. |

determine the tax status of corporate separations,



CHAPTER 11

’HIsTORICAL DEVEIOPMENT OF TAX

TREATHENT TO 1954

This chapter traces the historical development of
the tax treatment of corporate separations up to the enact=-

ment of the Internal Revenue Code of 1954, The pur?ose of

this history is to provide the background material necessary
in the discussion and analysis of Section 355'0f the 1884
Code and in the determination of the trends which have
developed in this area of taxation.
Prior to the enactment of Section 355 of the 1954

Code, the three types of corporate separations, spin-ofis,
split-ups, and‘SPlit»offs, were treated as separate cases
by the law and by the courts. The tax conseguences of these

three methods of dividing up a corporate investment were
thus quite divergent, despite the fact that their economic
consequences were ordinarily almost identical. This chap=~
ter will therefore separately trace the pre-~1854 histofy

of each of the three types of corporate separations,



Spin-0ffs

Basically; a spin-off is a distribution by one COrn-
poration of the stock of a subsidiary corporation. Uﬁder
the'1954.Code, the stock of either an existing sussidiary
or avnewly created one can qualify for a tax-free spin=off.,
However, before}1954 thé subsidiary had to be created for
the éurpose of a corporate,Separation or, if an existing
subsidiary was used, the distributing corporation was re-=
quired to transfer additional assets tb it as part of a
plan of feorganizationo

HNonrecognition of gain to shareholders in&olved in

a spin-off was first provided for by Section 203(c) of the

Revenue Act of 1924.1 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
neasured by earnings and profits of the distributing cor-
poration, was considered taxable on the stock distribution

as an ordinary dividend.?

1s. Iauvence Shaiman, *'Corporate Divisions: Does
Section 355 Require the Existence of lore Than One Separate
Active Business Prior to the Distribution of Stock?” Taxes,
XLII (May, 1964), 281, (Hereinafter referred to as "Cor-
porate Divisions.") :

2A1vin M, Simon, "Tax~Free Corporate Divisions: They
Are Still a Danger Avea After Ten Years,” The Journal of
Taxation, XXIXI (July, 1965), 24. (Hereinafter referred
to as '"Tax=Free Corporate Divisions.”) '
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The Revenue Act of 1924 pérmitted:a spin-off fo be

accomplished tax~free by providing that the transfer by a
corporation of part or all of its property’fo a secbnd |
corporation constituted a reorganization if the first cor-
poration or'its shareholders (or both) were in control of
the second corpqration.immediately after the transfer and
that no gain was to be recognized 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 opene& up the possibility of convertiﬁg dividend
income to capital gain. A corporation could transfer its
excess liguid assets to a newly ofganized corporatioﬁ and
distribute the stock of the ﬁew corporation to its share-
holders who would in turn liquidate this corporation and
dispose~6f the assets, incurring only capital gains tax
~in the entire transaction. |

Attemﬁfs were made by the Commissioner 6f the Intexrnal
Reveﬁue Service to prevent the maﬁy abuses of this spin-off
provision by arguing in the Courts that when the entire |
transaction iacks a business purpose}other‘than nere tax

avoidance, the transaction should be treated as a dividend

3Boris I. Bittker and James S. Eustice, Federal In-
come Taxation of Corporations and Shareholders (2nd ed.;
Hamden, Conh.: federal lax Press, 196b), p. 451, (Here=
inafter referred to as Federal Income Taxation.)
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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 in Gregory v. Helvering,5 one of the most far-reach-

ing and widely cited cases in the entife fealm of Federal
income taxation.

In this case the Supreme Cqurt 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.® The taxpayer in this casé, ﬁrs. Gre=
gory, owned all the stock of United HMortgage Corporation,
This corporation in turn owned one thousand shares of stock
in the lonitor Securities Corporation which the taxpayer
degired to sell to a third pérﬁy for her individual profit.
In order to make thé Honiter Securities stock available to
Mrs. Gregory for'sale with minimum tax, United Mortgage
organized Averill Corporation and two days later trans-
ferred the Monitor Securities stock to Averill in return
for Averill's stock, which the taxpayer receéived. A few
days later Averill was liguidated and dissolved; distri-

- buting the Honitor Securities stock to Mrs., Gregory, who

's0ld it the sgame day to the third party and reported the

4Shaiman, “Corporate Divisiouns,” p. 282.

5Gfegory v, Helvering, 293 U.S. 465, 14 AFTR 1191
(19353 .

6pittker and Eustice, Federal Income Taxation, pp.

27 an
451=52,
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profit 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 distributioﬁ of the MonitOr
Securities stock held by United Mortgage to Mrs, Gregory.7
The Board of Tax Appeals, forerunner to~the Tax Court of
toda&, held for the taxpayer by stating that the distribu~
tion of the Averill stock was tax-free to Mrs. Gregory

 under the spin-off provision in Section 1i2(g) of the Rev=

enue Act of 1928, and that she realized a capital gain upon
the 1iquidation of Averill Corporationoe

However, the Internal Revenue Servicé was successful
in the Court éf Appealsvfor the Second Circuit. This coﬁ:ﬁ
reversed the Board's decision by finding that the transace
tion lacked business purpose and business continuity; and
fherefore was not a reorganization within the meaning of
Section 112 of the applicable statute. Hence, United Mort-
gage's disﬁribﬁtion of Averill's stock to Mrs. Gregory con=

°

stituted a taxable dividend.® The Supreme Court's affire-

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

Tibid., p. 452.

BSeymeur S. Mintz, "“Divisive Corporate Reorganiza-
tions: Split-Ups and Split-0ffs,” Tax law Review, VI (May,
1851), 369. (Hereinafter referred to as "Divisive Corporate
Reorganizations.’)

o

ibid., p. 370.
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‘be fesred as a vehicle 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

treatﬁemt accorded a spin-off, The House Committee on
Ways and Meaus had réchmended this elimination of the
statutory ﬁrovision due to the fact that thls provision
had permitted corporations to pay what would otherwise be
taxable dividends, thereby alléwing their shareholders to
avoid the paymnent of<any taxes on these dividends,lo Cone
gress thas reduéed all spin-offs, whether serviﬁg 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 Gregory case of some
of itg immediate importance, this decision has}sinc@ pPeye
neated nmuch of tax law’by disallowing tax avoid&nce as a
R valid business purpose in tax matters, Fuf%hermof@, this
decision has had a special impact on tﬁe r@@rganization

pf@visions of the Internal Revenue Code, and the later hisg-

tory of corporate separations hag baen constantly hﬁﬁﬁ%@d |
by the fear that a divisive distribution may in fact be

- treated as & taxable dividend,

10pittker and Bustice, Federal Income Taxation, p. 454,
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After 1934 theve were several unsuccessful propeéais
made to restore the tax-free treatment to spin~offs, with
appropriate restrictions to prevent its use primarily for
ii

tax avoidance, In 1951 these efforts vere finally suc~

cessiul, Through Section 317 of the Revenue Act‘of'that

year, the Internal Revenue Code of 1939 was amended to

restere in Section 112(b)(11i) the tamx-free spin-off of the
common stoek:of'a éubsidiafy pursuant t0 & plan of reorgan—
ization., However, this legislation was cautiouslin its re=
instatement of th@_spinweff in that avspinmoff Wasvnci to
bs tag=free if i% app@a?ed that any cofpé@ation.which was
a party ﬁo such & reovganization did not intend to éon%inu@
- the active conduct of a trade or business aiter the reorgan-
ization, and, also, 1f it appesared that the spin-off of the
subzidiary®’s stock was used principally as a device for the
distribution of earnings and profits to the shareholders
of any corporation invoived in the reafganizaﬁienoiz

‘ The S@ﬁ&t@»Finan@@ Committee which recommended the
ensctment of Section 112(bj {i1) stated that as long as a
spin=cff¥ is undertaken for l@gitiﬁate business purposes,
it is economically ﬁnseund to impede this type of corporate

separation which breaks-up a business into a greater number

ilghainan, “Corporate Divisions,” p, 283,

125imon, "rax-Free Corporate Diviglons,” p. 24.
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of enterprises.13 It was ﬁoPed that the limitations im-
posed as conditions for the nonrécbgnitibn cf galn in 2 |
spin-o0ff, which were for the first time expressly stated

in the Act itself, would prevent the tax avoidance which
had resulted from the prior nonrecognition pfOViSi0ﬁ$i14

From the epactment of Section 112(b)(i1) im 1951,

nothing further was done to change the spin-0ff provisions
until they were supplanted by {the mofe elaborate prcvisiegs'

of Section 355 of the Internsl Revenue Code of 1954; Howe

ever, &5 will be seen, the 1951 legisliation concerning
spin-offs did fcreshadow several limitations which were
incorporated into Section 355 of the currently effective

1954 Code.

Split=Ups
The type of corporate separation koown as & spiitm
up occurs when & single existing corporation is replaced
by two or more new corporations, the stock in the new core
‘porations being distributedvﬁo‘tne sharveholders of the
exlsting corporation, which thenveffects a complete lig-
nidaﬁiono Thig transfer of céfpﬁrate asgets to two or mayé

new corporations was first recognized as a tax—free reorgan=

13H@ﬁman Wolff, Jdr., “Divisive Reorganizations as
Affected by the Revenue Act of 1951,% Taxes, EXXI (Septem=
ber, 1953}, Ti7. (Hereinsfter referred to as “Divisive

. Reorganizations.®)

t4ghaiman, "Covporate Divisions,” p. 283,
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ization by Section 202(b) of the Revenue Act of 19i8. The

rationale of Congress for this special treatment was to
nullify the imposition of tax‘in certain purely paper transe
actions,.thereby postponing the tax until there was.a more
finzl change of position.ls ,

In 1934, when Congress stripped the spin-off type of
corporate separation from its tax immunity, it took no ac-
tion against the nonrecognition of gain upon the distTibum
tion of stock in a splitnup,16 This seems rather sfrénge

since the split-up presented an opportunity for tax a?oidw
énce just as the spin-~off did before the passagé of the

Revenue fAct of 1934, Perhaps the split-up was lefi un-

touched in 1934 because the spin-off had most often baen
used as the method of distributing corporate earnings and
profits without any incidents of tax falling upon the
shareholders. The reason for this was probably due to 2
desire to have the parent corporation continue in business
bscause of the good-will it had developed, which, along
with possible Iranchises and contracts, might be lost if

the parent corporation was dissolved through a spl*twup.17

15Roger B. Harris, "Elimination of Certain Problems
Under Section 355,% Michigan Law Review, LI (April, 1962),
763, : - ‘

1GBittker,and Bustice, Federal Income Tazation, p.

- 17ghaiman, “Corporate Divisions,” p. 283,
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However, whatever the reason behind the lack of legislative

action concérning this fype of corporate separation, the

- Supremne Court's decision in the Gregory case operated thgren
after‘as a safeguard against the possible ﬁs@ of a split-up

for tax avoidance purposes.

- The split-up has therefore, since.1918, béen‘recogm
nized under tax law as a nontaxable method of dividing cor=-
‘poraﬁions. However, before 1954, the parent,corpcfaticnv
vas required either to create the subsidiaries aé part of
a plan of reorganization or to transfer additional aséets

18

to existing subsidiaries. Neither of these steps is now

reguired under the Internal Hevenue Code of 1954,

Split=0ifs

The splitmqfi fype of corporate separation is lden~
tical with the spinm@ff, except that the shareholders of-
the parent corporation surrender part of their stock in the'
parent in exchange for the stock of the subsidiary. How=
ever; the historical ﬁevelmﬁmént of spli@moffs as taxzable
oir pontaxable reovganizations is not as clear-cut as it is
for‘the @thar two types of corporate separations,

The £irst statutory provision for the nonrecognition
oF gain‘ﬁc the shafeﬁ@lde%s in a corporate separvation was

contained in Section 202(b) of the Revenue Act of 1918,

18Bit%ker and Eust10@9 Federal Income Taxation, p.
451, ,
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This secﬁion provided that in the case of a reorganization,
- consolidation, or mergef, if a shareholder receives in plaCev‘
of stock or securities owned by him, new stock or securitiés
of no greater aggfegate par or face value;~thenvno gain or
loss shall be deemed to have occurred from the exchange,
However, if the new stock or securities ware of greater
aggregate par or face'vélue, then gain was recoghized to

the extent of the difference between the fair market value
of the new stock oy securities and fhe basis for the old

stock or secnritiesolg

By its very terms, this section
applied to the split»ﬁp transécticn already diséussed, and
it definitely did not apply te.the spipn=of{ transaction in
which the shaf@holdef_daes not relinquish any of his stéck
or securities in the original ccrporation,

1t would alsoc seem that this section should have ap=
plied'to a spliimeff”traﬂsaéﬁion wherein the shareholder
- relinguishes part of his stock in the orginal cerpsration;
However, this applicabiiity to split-0fis is‘deniéd by
those who assert that in & split-off transactioa the pro
rata transfer to the orginal corporation of pért of its own
stock by its shaveholders is a formal act not substantially
affecting such corporation or its ownership or operation,
but merely reduciﬁg ﬁh@}numbef of its outstanding shaves

and hence, leaving the split-offi essentially indistinguish-

 1%mhaiman, "Corporate Divisiémsyﬂ p. 281,
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able from the spinmoff,zo' The exact status of the spiit4

off in terms of the Revenue Act of 1918 is thus doubtful,

This dubious status of the split-off continued until

the passage of the Revenue Act of 1924, which granted the

tax~iree treatment of spin-offs. From the passage of this

act until the Revenue Act of 1934, when the spin-off pfovi-
sion'ﬁas eliminated making the spin-off transaction taxable,
split-ofis were treated as tax-free. However, it is not
cleaw Wheth@r they were accorded this status becéuse they
regembled split-ups or becasuse they were like spinmofstZI

When the spin-0ff was stripped of its tax‘immunity

by the Revenue Act of 1934, no action was taken on the
split-0ff, although it cauld.be utilized as a substitute
for tﬁe spin=0ff in achieving a tax-free distribution to
the ah&réhaldefs; This seems even stranger than the situgn
tion describsd above concerning the splitéup, since in &
split=0L7 transaction the parent covporation remalnsg ine-

tact., However, even though no action was token against the

split-0ff by the Revenue Act of 31934, the Treasury Depari-
went continued to rule f&vorabl? on this type of corporate
séparatieﬁegg

So far as the language of the variocus Revenue Acts

Zgﬁintz, fipivisive Corporate Reovrgamnizations,” p. 367,
2ijpid., pp. 368-69,

22W@1ff9 "pDivigive Reorganizations,” p. 717,
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after 1934 and the Internal Revenue Code of 1939 were con—

4cerned, the split-off transaction met the literal require-
nents of a tax~free reorganization., However, it was argu=-
able, as before, that a split-off was no more than a spine
off coupled with a surrender of stoc& iﬁ the orginal coxre-
poration that was a meaningless gesture if pro rata.za
Neveftheless, the Treasury Departnent generally accepted
the split~off as a tax=-£ree 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 essentislly the same as a
split-up and therefore nontaxable,Z4

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 esge=
sentially equivalent to & spin-0ff and, therefore, ﬁaxéble .
at ordinary dividend rates, or whether it was essentially
equivalent to & splitmup and, therefore, a valid, tax-iree
reorganizationeza Thus, startiang in 1948, the Treasury
Department réfusgd to rulé favorably as to distributions

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

23Bittker and Eustice, Federal Income Taxation, p.

4586,

24Wolff, “Divigive Reovganizations,” p. Ti7.

251bid., pe T17.
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sentially indistinguishable from spin-offs,Z%

Within a few years after 1948, however, the courts
had -put their stamp ofvapproval on splitméffs serving a |
business pﬁrpose,‘though the criteris for-faxﬂfree Statusf
was not entirely clear.2! 7his approval probably stemmed

~ from the passage of the Revenue Act of 1951, which restored

the tax-free treatment to spin-offs, Furthermore, in 1953,
the Internal Revenue Service ruled favorably on a pro rata
split--0ff serving a business purposeozg

Thus, on the eve of the adoption of the Internsl Rev-

enue Code of 1954, the split-off, as well as the spin-off

and splitmﬁp, were all recoghnized as tax-free cerpcrate
separations, subject to such judicial safeguards as ﬁhe'
business purpose doctrine of the Gr@gary case, The history
‘of these three types of cerpafate separations was then
taken into cansideration by Congress when it fuvrther ale
tered and restyricted them in enacting'Section 355 ot the :
1954 Code, which is discussed ané analyzed in the next

chapter,

26yintz, "oivisive Corporate Reorganizations,” p. 371,

2¥pittker and Fustice, Fedsral Income Taxation, p.

2831big.,



CHAPTER IXI

CURRENT ANALYSIS OF TAX TREATMENT

Section 385 of the Internal Revenue Code df‘1954 is

discussed and analyzed in this chapter;l Thig analysis
covers the basic réquirements of &ectidn 355, along with
the pértiﬁent Revenue rulings and court cases which have
océarred since its enactment. The current tax treatmentm
and tax implications of corporate separations is thug de-
veloped through this analysis, which is divided according
fe the distribu%i@n, deviée, business purpesse, active bugie
ness, and fivawyear bugipess history requirememﬁs of Section
355 and ite related regulations. Also, at the end of this
chapter, the tax effects of corporate separations ave dig-
cussad,

As explained in Chapter II, the spin-off, the split-
off,'and the @plitmup were handled as sepaf&te'cases prior
to the enactment of the 1984 Code. However, since the
economic result is substantislily the same regardless of
the form of the corporate ceparation, all three types ars

now accorded the same treatment and must meet the same

igsetlion 355 i
to this thasis.

@

given in its entivety im the Appendix
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statutory requirementé,as contained in Section 355,
Basically, this section is comprised of a single set
of tests designed to distinguish between those cofporate'
separatioﬁs which avre deserving of_taforée treatnent, and
those which merely represent a meansvof distributing the
earnings and profits of a coyporation without incurring
dividend treatment. In order to achieve this result, the
requirements oﬁ Section 355, which must be net before a
'corpcrate separation will be granted tax-free status, were
nade very stringent, and are much more restrictive than
the ﬁrem1954 Code reguirements goveraing corporéte sepafam

tions,

Distyribution Bequirements

In order for a corporate separation to qualify undex
the rules of Section 355, there must be‘a distribution by
the distributing corporation of stock or of stock and se-
curities of a2 covporation which it caﬁtrels‘imm@diately ,
before fhe distfibatiéﬁczk The distribution must include
either all the distributing corporation's stock and secuéin
ties 1n the controlled carporatidn or at least enough stock
in the contyrolled COE§OTatiOEVﬁO constitute control within

the meaning of Section 368(@}03 However, a distribution of

_ Z2internsl Revenue Code of 1954, Section 355(a)(1)(A).
(Unless otherwise noted, all Iuture relerences to the Code
or its Sections ave to the Internal Revenue Code oFf 1954,)

Sibid., Section 355(a)(1)(D).
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ieSS'than all the stdckAand securities will not be permiftedb
unless the.taxpayérs involved establish to the satisfgction
of the Cqmmissioner of the Internal Revenue Service that such
'retenfion was not in pursuance of a plan ﬁaving,as one of its
principal purposes the avoidance of Federal income tax.4
-Such approval can be difficult‘to obtain, however, because
the Internzl Revenue Service holds that the usual business
reasons for a corporate separation ordinarily require a
distribution of all stock and securities in the cqntrolied
corpdiationos

Definitions of several of the terms used in Section
355 are hereby given in order to help facilitate the under-
standing of this section. The term Yaistributing corpora=-
tion” means the corporation holding the stock or securities,
oy both, in an existing ccrpdration which it COnfrols, or
the corporation holding stocﬁ or securities, or both, which

it has recelved in excharge for assets transferred to a new

corporation which it controlse The term "controlled corpo-

- ration® means the corporation 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 cqrporaticno Finally,

4internal Revenue Regulations, Section 1.355-2(d}.

21bid,
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the term 'control,* as defined'in.the_ééde, neans “fhe owﬁm
ership of stock possessing at least eighty per qent of the
total combined voting power'of ai1 classes of stock entitled
to vote and at least eighty per cent 6f the total number of
shares of all other classes of Sfock of the cofporation.”ﬁﬂ
With regard to the contrél requirement; the Internal
ﬁeveﬁue Service has issued one pertinent Revenue ruling;
which also helps to illustrate the reétfictive}attitude
taken by the Service in dealing with corporate éeparétionso
In this ruling, A owned all the stock of X which owned
seventy of the one hundred shares of ¥ stock; A contribvuted
lfen shares of Y stock to X, which then distributed all
eighty shaves of Y stockvto>A, This distribution was not
}a.tameree disﬁribuiion under Section 355, X did not have
control of Y just before the distribution except in a tran=
sitory and illusory sense,7 |
The actual distributidn of the stock or the stock and
securities by the distribufiug corporation may be eithex
proportionate or nonproportionate with respect to its share-

h01deTSoS

As long as one shareholder receives a controlling
portion of stock, the control requirement may be satisfied,

A fregqueunt form of corporate separation is the proportionate,

Sinternal Revenue Code, Section 368(c).

TRevenue Ruling 63-280, 1963=2 C3 147,

Sinternal Revenue Code, Section 355{a){(2)(A).
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6r'pro rata, spin-off, ‘In_such a spin-off, the shafehqidefs
- of the &istributing corporation receive stoek'in,the con=
trolled corporation in proportion to their shareholdings in
| thé.distributing corporation., However, askalready stated,
the distribution need not always be pro rata. That is, an
existing corporation may split up intb two separate COrpo-
rations with one gfbup of stockholders assuming the complete
ownership of the sfock of one corporation and a different
group of stockholders assuming'the ownership of the stock
~of the other. This type of transaction is often favored by i
the Internal Revenue Service. In fact, the Service has in=
dicated that it will apply 1ess.stfingént active businéss
tests in a non=pro rafa corporate separaticn,Q

In practice, a non-=pro rata corporate separation may
provide a means for the shareholders of a small, closely=
held corﬁoration to go their separate ways in a tax-free
transaction,  For example, all the Shares of the controlled
corporation might be distributed to one group of the share-
holders in exchangé for their shares in the distributing
carporationo‘ This group would now control the split-off
corporation exclusivély, while the remaining shareholders

would own the distributing corporation ffee from any inter-—

SRevenue Ruling 64-102, 1964-1 CB 136,
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ferenceo;o

Therevis one common situation,,however, Where the tax-
freé sepafation rules of Seétidn‘355 nay be unavailable to
the sharehdlders involved, This_situation arises in the
case of brother-=gister corporations in which two gréups of
>shareholders each own fifty per cent of fhe shares of two
corporations., In this case, 2 ﬁonwpro rafa distfibuticn
may not be utilized to accomplishvwhat is in essence a stock
éwap, resulting in each group of shareholdéfs completely
owning one of the two corporations. The regulatidns state‘
that ¥Section 355 does not apply if the substance of the
transaction is merely an exchange between sharsholders or
security holders of stock or securities in one corpoyation |
for stock or securities in another corporation."ii Thus,
such g transaction will constitute a taxable‘exchange bae
tween the two groups of shareholders of the stock which

they respectively gave up.

Under Section 355 of the 1954 Code, a plan of rearganm N

ization is not required for the distribution of stock or

securities of an existing controlled corporation or corpo=

10xartin Stephen Turner, "Splitting the Smail Corpo-
ration by Divisive Reorganization: Internal Revenue Cods,
Sections 355 and 358(a)(1)Y(V),” University of Florida law
Review, XVIiI (Fall, 1965), 33‘7a (Hereinafter referred to
as "Splitting the Smail Corporation,’)

1itnternal Revenue Regulations, Section 1.355=3(a).
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rations.12 Such a distribution is thus tax-free, whéfeas ‘
according to the pre-=1954 law, the creation of, or a trans-
fer of assets to, the controlled corporation was an essen=
tial prerequ151te to a tax-free dlstribution.

~ Also, Section 3o5 differs from the pre~1954 Jaw 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=o0ff transaction. The probable reason for this previous
restriction was & fear that a tax=free distribution of pfe«
ferred stock could be used to bail cut earnings and profits,
since the shareholders could sell the preferréd'stock, while
retaining the common stock in both corporations, Howevér,
wi£h>the enactment of Section 303 of the 1954 Code 2as a
safeguard against the preferred stock bkail-~out in ail of its
aspects, it is not surprising that this restriction on pre-
ferred stock was not carried forward into Section 355 of
the 1954 Code, Thus,'preierfed stock can now be distributed g
under Section 355, but such stock must run the gauntlet of
Section 306,

Another area of concern regarding the distribution in
a corporate separaticn is that of “boot.” If anything else
besides stock or securities is distributed in a corporate

separation, it will comstitute "boot,"” the tax treatment of

123internal Revenue Code, Section 355(a)(2)(C).
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which is prescribed by Section 356.13 Boot includes noney
and any othexr property whicﬁ 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 reéeivéd will be treated as boot. Also
treated as a2 boot distribution is the stock of aicontrolled
corporation, if it was acquired directly or indirectly
within five years of the distribution by means of any transe
action in which gain or loss was recognized in whole or ié
part,14 However, any stock so acquired within the five=
year period is gtill considered as Y"stock™ for the purpose
of the requirement réspecting the distribution of stock Qf
the controlled corporation as provided in Section 355(a) (1)
)19

When the shareholders of the distributing corporation
surrender stock in order to receive new stock or securities
in the controlled corporation or éorpOfations, as in a
split=0ff or split-up, any gain that the recipients may

have on the exchange shall be recognized, but in an amount

131vid., Section 355(a)(4).

143pid., Section 355(a)(3)(®).

15Inte?na1 Revenue Regulations, Section 1.355=2(£)(1).
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.v not in excess of the value of the boot received.16 This
gain:which musﬁ be recognized ffom any boot distributiog isv
usuaily taxed as a dividend'to the extent of each shérew'
holder's ratabié share of post-1913 earnings and profifs.17
The balance of thlS recognlzed gain, if any, is treated as a |

‘capital ga1n.18

Also, Section 356(c) prohibits the recogni-
tion of any loss incurred by the shareholders in a tax~frée
corporate separation. This provision prevents the share-
}holders from realizing losses by causing boot to.be distri-
buted in an otherwise tax-free trénsaction.

Whene#er boot is received in exchange for Section 306
stock, the fair market value of the boot is treated as a
distribution of property under Section 301, regard;ess of
whether the shareholder realizes gain or loss on the ex~
change,19 This means that the boot will be taxed as a divi-
dend to the extent of the shareholder's ratable share of‘
the distribuﬁing‘corporation's post~1913 earnings and pro-
fits., TFurthermore, if boot is received in a corporate sepa-
ration ih 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, and will be

_361nﬁerna1 Revenue Code, Sectlon 356(&)(1)

171bid., SeCtJOﬁ 356(a)(2) .
18ypiq,

191bia,, Section 356(e).
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taxed as a dividend as above.zq

According to the regulations, stock righté or stock

warrants are pot included in the term "stock and securities®

for the purpose}bf Section 355.21 Thus, it would seem that
an incidental distribution of st&ck rights or warrants would
constitute‘ﬁéxable boot. Also, if stock righﬁs or warrants
are distributed instead of stock, it would seem that this
distribution would not prdduce a tax-free corporate separén
tiqn, This situation where stock rights were diétributed
instead of sfock brings up two rather interesting and ime
portant cases which are now before the Supreme Court await-
ing a decision, Both of these cases evolved from an iden=
tical set of facts.,

Pacific Telephone and Telegraph Company, an eighty=-
nine per cent-owned subsidiary of the American Telephone
‘and Telegraph Company, provided telephone services for Cali-
fornia and the Pacific Northwest. In 1861 Pacific's_manage»_
 ment decided, for & number of valid business reasons, to
transfer its non<California operations to Pacific Northwest
Bell Telephone Coupany, a corppraﬁion which Pacific formed
for the pﬁrpose of conducting those operations. In return
for Pacific’'s non-California assets, Northwest gave Pacific

o demand note and all of its stock, Also, in order to pro=

 201pid., Section 356(b).

2%internal Revenue Regulations, Section 1.355-1(a).
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vide additionai cabital to'finénce Pacific's operations in
California, Pacific offered its shareholders rights to buy
the stock of Northwest below fair market value.

Two of Pacific's shareholders, Baan and Gordon, exer-
cised their stock rights in 1961 and did not report as ordi-
| nary income'the differgnce between the price at which they
purchased the stock and its fair market vaiue, clainming fhat
‘the transaction was tax-free under Sectiom 355, Thé Tax
Court sustained the taxpayers' contenﬁion by holding that
the transaction qualified as a tax-free spin-off,22 This
decision primariiy involved the requirement of distribuiion
of ¥Ysolely stock or securities” of the controlled corpo-
ration.23 The court in its decision disregarded the expli-
cit language of the regula'i::i.oms?*4 by stating that the exer~
cise of stock 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‘Congress;25

The Commissioner of the Internal Revenue Service then

appéaled thisg decision to each of the taﬁpayers' Jjurisdice=

220scar E, Daan, 45 TC 71 (1965).

23 nternal Revenue Code, Section 355(a)(1)(A).

24Internal Revenue Regulations, Section 1.355-1(a).

25Charles J. Roedersheimer, "Income Taxaltion--Reorgan-
Cdzation-=Ixercise of Rights Received in Spin-0ff Held None
taxable-=8Sale of Rights Taxable as Dividend,” University

of Cincinnati Law Review, XXAV (8pring, 1966}, 256,
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. g 5 " . . :
tions. In Commissioner v. Pasn,?® the Ninth Circuit re-

versed the decision of the Tax Court by holding that the
transaction was not a tax-free spinnoff since there was not
a2 single distribution as required by Section 355.. This
court appafently premised its decision on the factvthat
Section 355 was designed to cover all transactions that

27

Congress intended to be taxz=-free,

On the other hand, the Second Circuit in Commissioner

v, Gordon,2?8 took a different view of the transaction and
upheld the same Tax Court decision, This court seemed to
be interested in the gsubgstance rather than the £orm of’the
transaction and whether it conformed "in spirit" to the
nonrecdgnition provisions of Section 355.29

The f£inal decision of the Supreme Court should settle
this question cocncerning whether a corporation ﬁay distii-
bute to its shareholders rights to acquire stock in a sub=

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

Supreme Court sides with the Tax Court and the Second Cipe

Z28Connissioner v, Baan, 382 F,2d 485, 20 ATTR 2d 5268
(C4=~9, 1557,

21ecipcuits Split on the Use of Rights in a Tax-Free
Spin-0ff,"” The Journal of Taxation, ZXVII (Cctober, 19387),
210, Herveinafter referred to as "Use of Rights in a Taxe-
Free Spin~0fZ.”)

28Comnissioner v. Cordon, 382 F,2d 499, 20 AWIR 2d
5255 (CA=2, 16673, |

80, ) . ' -
49%Use of Rights in a Tax~Free Spin-Off," p, 210,
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cuit, then the tameree.spin-off could become a valuable

financing device,

Device Requirement

Section 355(a)(i)(8),of the 1954 Code requires that
the corporate separation must not be used.principally-as a
devicevfor the distribuﬁion of the earnings and profits of
the distributing corporation or the contrélled corporation
- or both. ‘This restriction is a carry overifrom the pre-
1954 spin-off provision of Section 112(b){1l) 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 liguidating one
of the poét»distribuﬁion corporations, thereby conﬁerting
corpo?ate earnings into cash at the capital gain rate. The
economic éffect of a stockholder receiving property in this
nanner nay well be equivalent to his receiving a dividende
Consequently, Whefe partbor all of the stock ox securitieé
of either corporation are éold or exchanged pursuant to an
arrangement negotiated or agreed upon p?iqr to the distriw
bution, the corporate sevaration Will‘ordinarily be treated
as a device to diséribﬁ%e earnings and prbfitsg which willl
deny the benefits of Section 355 to the shareholders in-

velvedooo

 3Cinternal Revenue Regulations, Section 1.355-2(b)(1).
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Generally, sudh é sale is considered to have been
'made pursuant to an arrangement agreed upon'prior,to théﬁ
separation transaCtion where enfdrceable rights fo buy or
sell ekisted beforé the corporate separation, or whefe, if
no enforceable rights existed, the faéts and circumstances
indicate an arrangemént had been negotiated.si A literal
intefpretation of the statute appears to deny the benefits
- of Section 355 to any corporate separation which is part of
a prearranged plan to sell or liquidate one bf the par%icie |
"pating corpbfations even though tﬁere is no actual conver-
sion of dividend income to capital gain. Furthérmore,vwhefe
a sale is made shortly after a corporate separation, even
though it is‘uot pursuant to.a previously negctiated agreg=.
ment, it may still be considered as evidence that the trang-
action was uséd principally as a device for the'distribution
' of earnings and prOfitéegz | |

There havé'been several Revenue rulings concerning
this device requirement which have helped to clear up var-
ious iséues regarding the effécts and intéfpretaiion of this
provision, One such ruling held that the distribution of
a parent‘’s stock in its subsidiary just before completion
- 0f negotiatiocns for a sale of the pafent’s étock by the

pavent’s shareholders is not tax free. A sale of the par-

3lybid,, Section 1.355=2(b){2).

321pid., Section 1,355-2(b}{1).



35

ent‘s stock under cifcumétances where the negoﬁiatidns for}
the sale were already in'process is thus generally con¥'
’Sidexed as sufficient evidence that the distribution is a
device forvdistributiﬁg earnings and profits.53 Another
situation which will be treated as a device occurs when
the earnings of one business are used to enlarge another
busi#ess, which is then spunaoff.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. 1In one
”situation concerning a split-~off, it was held that the
transfer of cash to one corporation.to mnake the value of
the assets distributed'to,iﬁ correspond to that distrivuted
to the other corporation will not cauée the transaction to

35 Another situation involved the

lose its tax~free status,
sale of a minority‘stock interest t0 a key employee prior

to a proposed split-off, thus giving the employée’an inter
est in the business, This sale did not make the transaction
a device for distributing éarnings and pfofiisesﬁ |

Several court decisions have also been related to the

33pevenue Ruling 55-103, 1855-1 CB 31,

3436veﬁue Ruling 59=400, 1858<=2 CB ilée

35nevenne Ruling 56-655, 1956=2 CB 214,

36nevenue Ruling BO-197, 1955-1 CB 77.
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- device requirement., "In Patricia W, Burke,37 the}Ta%‘Couif
held that the spin-off of a bfanch busiﬁess in order‘to
allow the brancﬁ manager to invest in the businesé was not:‘
a,devicé 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 tfﬁsﬁs thej had created for the benefit of
théir wives did nof indicate that the sfoc& distribﬁtion
was}used principally as a device for the distribution‘of
the earanings énd profits of either the distributing or the
Controlled corporation; |

| A further aspect of the device requirement concerns
a particuiar evidence test employed by the regulations to
détermine whether é corporate separation is 6r is ﬁot a
device to distribute earnings and profits, This test'inm
‘volves the percentage of active business assets of each of
the postmdistribution corporations. vasubsﬁaﬁtially all
of the assets of each of the corporations are and have been
'used‘in the active conduct of trades or businesses, an in-
vfefencevarises ﬁhat the\corpO?aﬁe Separaﬁion was not used
principally as a‘devicee39 A contrary‘inference may thus

be created when only a small percentage of either of the

3Tpatricia W. Burke, 42 TC 1021 (1984),

38gidney I, Olson, 48 TC 855 (1967).

.392nﬁerna1 Revenue Regulations, Section 1.355-2(bj(3).




a7
 corporation's assets consists of active business assets, as
6pposéd‘to investment assets, Generally, it seems that a
good rule to follow is to have the active buéiness éssets.
of the distributing corporation and of the controlled corpé-
ration constituting more than half of each of their assets
in order to satisfy the device requirement; .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 then.

in contraét to this percentage test, the internal
Revenue Service has ruled that a non-pro rata split-off
net the device requirement of Section 355 even though less
thén fifty per cent of the assets of one of the corxporations
were active business assets,40 However, in this type of
corporaté separation the shareholders who participate in
the non=pro rata exchange will usually qualify for capitai
gain treatment under section 302(b) if Section 355 does not
app1y¢ Thus,; when this situation arises in a non=pro ratsa
corporate separation involving an exchange of stock, the
transaction will probably not be coﬁsidered as a device for
the distribution of earnings and prdfits at capital gain

rates,

“0povenue Ruling 64=102, 196441 C3 136,
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Business Purpose Requirement

In addition to the negative requirvement that a cofpo~.
rate separation must not be used as a deviée for the distrie=
bution of earnings and profits, there is an affirmative re%
quirement that there be a valid business pﬁrpose for the
distribution.4l The doctrine of business purpose was first
enunciated in the classic Gregory 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 courté and the InternalnRevenue
Serfice in their support of the ggegorz»decision,»

Numerous examples of business purpose which would
qualify as valid in a corporate separation have been given
in various Revenue rulingé and court cases. Some examples
from the Revenue rulings include: segregation of a riskyr
or speculative enterprise from a more stable one;42 parti=-
tion of a business where the shareholdérs arve in disagree=
ment;43 separation of a business to allow employees td share

in owbership or profits;4é provision of a greater incentive

41 Internal Revenue Regulations, Section 1.355-2(c),

42pevenue Rulins 56-554, 1956-2 CB 193,

43revenue Ruling 56~3117, 1956~1 CB 180,

44Revenue Ruling 59=197, 1959=1 CB 77.
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- to the management of the separated‘company;45 séparation

tb permit shareholders interested in only one corporate
business to restrict their investment tO‘that business;46
and sepafaﬁion of a corporation's two businesses to elini-
nate customer'friction.47 |

The decisions in various court cases involving cofp0~’

rate‘separ&tions»have.provided’several other examples of a

valid business purpose° In Bondy v.‘Commissioner,48 the

business purpose test was met where the main purpose of the
separation was to guard against cancellation of a valuable

car dealership. In Patricia W, Burke,49 the spinmoff of o

branch store was tQXufree, with the business purpose being
to allow the branch manager to invest in the branch outlet

only. Also, in Sidney L. Olson,® the desire to contain

the spread of union organizing actiyities was held to be a
valid business reason for the spin-off involved. Several’
other valid business purposes could be to comply with state

or local law requiring two businesses to be separated, to

45Revenue Ruling 56-451, 1956-2 CB 208,

46Revenue Tuling 56-655, 1956=2 CB 214,

4TRevenue Ruling 56-450, 1956-2 CB 201.

48zondy v. Commissioner, 269 F.2d 463, 4 AFIR 2d 5362
(Chm4 1858), v

49patricia W. Burke, 42 TC 1021 (1964).

°Csidney L. Olson, 48 TC 855 (1967).
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separéte a reguiafed'enterprisevfrom‘an unregu1ated oné,
~and to comply with an antitrust decree.

Very frequently, the purpose of a corporate separation
is éctually to resolve perSonal problems of the sharehoiders_
involved. 1In the past, sﬁéh a purpose has‘nof been conside
ered as valid. However, it now appears that the business

purpose may be either corporate or shareholder motivated.

In Parshelsky's Estate v, Commissiomer,Slvthe distributing

corporation was engaged in a successful lumber business,
Its sole owner caused the real estate used in the business
to be spun=o0ff to a newly formed subsidiary, whdse'stbck
was then distributed. The stockholder in this casé wanted
the real estate to be a‘separate part of his estate whén he
died. The Second Circuit held'that'this personal business
purpose was valid 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 corporsie or shareholder purpose which would mo-
tivate 2 reasonable businessman to effect a spinmoff,

In addition to broadening the busiﬁess purpose doce=

trine, the Second Circuit in Parshelsky indicated that the

purpose, whether corporate or shareholder, must be one’which»

requires a distribution and not merely the formation of a

5iparshelsky's Estate v. Commissioner, 303 F.2d 14,
9 AFTR 2d 1382 (CA-~2, 1962), :
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- new subsidiary. The court pointed out there shoﬁld 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 which does not require a distribution, the
vchoice of a plan requiring a distribution may Well result

in a taxable corporate separation,?Z |

The Ninth Circuit emphasized the affirmative reguire-

ment of the business purpose doctrine in Commissioner v,

Wilson,°3 1In this case a corporation in the retail furni-
ture business found itself selling a substantial quantity
of furniture under conditional sales contracts. It decided
that the business should'form its own finance company..
‘This was accomplished by transferring to a new corporation
all conditional sales contracts and certain other assets

in exchange for the lstter's stock, which was then distribm,
uted to the shareholders.,

The Tax Court had decided that the trahsaction was
not a device to distribute earanings and profits, thus meétn
ing the reguirements of Section 355(&)(1)(8)o However, the
Ninth Circuit sidestepped the device question and read into

~Section 355 the business purpose requirement of Gregory.

- 52Richard G. Cohen, *Current Partial Liguidation and
_ SplﬁuOff Prob?ems,” Taxes, XLI (December, 1963), 776,

53Commissioner v, Wilson, 353 F.2d 184, 16 AFTR 2d
6030 (cama 10857 '
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No valid‘businéSS“purpdse wasifbund’fo eﬁiét aﬁd thé'Viﬁ%h 
vCircuit thus held that the separation did not qualily for
tax-free status under Section 355,

In rendering its decision, the Ninth Circuit held’that
a gbod busineés purposé is‘a necessary restriction to off-
‘set the natural advantane which a spinaoff affords. It was
unwilling to leave the shareholders with ﬁhe ever~present
vtempting opportunity to 1iqu1date the new corporatlon when-
‘ever they so chose, thus achieving éépital gain treétmenﬁa
Thus, even though there was no tax avoidance or device
motive, the spin-off in this case was still mot tax-free
| since 1no valid corpbraté or shareholder‘business purposes
were advanced. o

It can therefore be stated that without a valid cor-
porate or éharéholder business puipose, a corporatelseparam
tion, even though it complies literally with every proviw
sion of Section 355, will not be granteduﬁax»ffee_staﬁus;
Furthermore, in order»to'insure that the busineSs purpose
' ’will'be considefed as béna ﬁ:i.de\y the taxpayéﬁs involvéd in
| a’corpcrate-Sepafaéion shouid bé able fo show7fhét ii eimv
isted at the time of the transaction rather than comstitute
| ing-é mere after'thdught created when the transaction is |
under examination by‘thé Internal Reveﬁue Service or ine- |

- volved in litigatioﬁo
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Active Business Requirement

In seeking to prevent any fax abuse in corporate sepé.
arations,; Section 355 further requires that the distribufing
corporatioﬁ apd the controlled corporation orx corporations
nmust 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.Splitmup, only the controlléd
corporations are required to conduct active trades or bﬁsia
nesses immediately after the distribution, provided that
the distributing corporation had no assets other than stock
or securities in the controlled corporations immédiately»
before the distributioncss |
vThis active business requirement constitutes the véry

heart of Section 355, Also, it is a carry over from the

pre-~1954 law. The Revenue Act of 1951, which restored the

tax-free treatment of spin-offs, required that the tax-free
spin=0ff be limited to situations in which each of the cor-
porations involved in the reorganization in%eﬁdé to-cbﬁtinue
the active conduct of a trade or business after.ﬁhe reorgan~
ization.

Section 355 itself does not provide a definition for

the crucial term "active conduct of a trade or business,”

S43¥nternal Revenue Code, Section 355(b)(1)(A).

551pid., Section 355(b)(1)(B).
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However, the related regulations do provide the‘following

definition:
« e 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 profit
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 earuning
income or profit from such group., Such group of activi-
ties ordinarily must include ghe collection of income
and the payment of expenses.5 o '
The fegulations go on to exclude from the concept of ”active
trade or business®” the following activities: the holding
of stock,; securities, land, or other property for invest-
ment purposes;57 the ownership and operation of‘land or
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
df other activities or with an expansion in previously
incidental ac%iviﬁiesosg
The regulations also state that "Section 355 does not
apply to the division of a single business .60 However,

this provision was held invalid by the Tax Cou?t in Edmund

56 Internal Revenue Regulations, Section 1.,355-1(c).

S731pid., Section 1.355-1(c)(L).
5831bid., Section 1.355-1(c)(2).
991bid., Section 1.355=-1(c)(3).

60ibid., Section 1.355-1(a).



45

E;mSQEQX'Sl In this~casé, because of management differ~
vences between Christopher and Coady, fifty per cent stock-
- holders in a conétruction cdmpany, the company Was cut in
half by the use of the split-off type of corporate separaa
tion, Half the company assets went to the Coady Company,
a newly formed sﬁbsidiary, and in exchahge for all of his
construction company stock, Coady became the sole}owner bf
the new company. anch firm contiﬁued the construction
business that had long been actively carvied on.' Coady
reported no gain on receipt on his stock, but the Commis-
sioner, relying on the above mentioned regulations, dis=
agfeed° The Tax Coﬁrt, in siding with the taxpayer, 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 activé, N
On appeal, the Sixth Circuit affirmed this decision of the
Tax Courte62
Despite this affirmance by the Sixth Circuit, the
Internal Revenue Service maintained that it would not follow

the Coady decision, % However,; in 1963 the Coady decision

61Egmund P, Coady, 33 TC 771 (1960,

62¢ondy v, Commissioner, 289 F,2d 490, 7 AFTR 2d 1322
(CA-6, 1961). | »

63

Revenue Ruling 61-198, 1961-2 CB 61,
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was upheld by the Fifth Circuit in United States v. Marétﬁ;64

This case invql#ed Famous Foods, which processed pork skins
:forﬂresale in three plants. Approximately seventyéfive

pef cent of its pork skins were sold to one customer; While
the balance were sold to competitors of that customer, In
oxder to satisfy the objections of its principal custoﬁer,,
Famous Foods placed_ali the assets of one of its7p1ants,

which had’only recéntly been opened, into a newly formed ‘
corporaﬁion‘and distribuﬁed all of the stock of that COrpo%
ration to its shareholders. The Fifth Circuit held this

spin~off to}be %ax«free,band in so doing, held the regula-

tionsG5 t

o0 be invalid insofar as they deny the benefits of
Section 355 to a division of a single business@. This decie
sion thus applied the Cozady decision to a distribution which
was pro rata. | |

Also, in H. Grady Ilester, Jre,aa the Tax Court re-

affirmed its ruling in Qgﬁglﬁ This case involved a spin-
off of the wholésale operations from the retail operations
of a distributor of automobile parts and equipment. The
court held that the Wholeséle aﬁd retail activities did

qualify as separate businesses prior to the separation even

64ynited States v. Havett, 325 F.2d 28, 12 AFTR 2d
5900 (CA~5, 1963).

65 mternal Revenue Regulations, Sectiom 1,355~=1(a).

665, Grady lLester, Jr., 40 TC 947 (1963).
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thbugh they were_cdndﬁcted at the sameilocatidn with the
same employees and maintained only_onevset of books.‘ Even
'thOughvthe court}decided that two separaté businesses did
in fact exist, it still emphasized that it was immaterial
whether only oné~integrated business was involved'since theA '
Coady decision was correct in allowing the division of a |
single business. |

‘ Finally; in 1964, the Internal Revenue Service yielded

to the rationale of the Coady, Marett, and ILester decisions}
by stating that it will follow Coady and iarett to the ex-

“tent they hold invalid the_regulations barring Section 355_
treatment to the division of a single business.®? The pre-
vious ruling was thereby revoked, and tﬁe last trace.of.rea

sistance by the Service in this ares has been eliminated,

This is evident in the cése of Patricia W, Burke,as in which
the Service agreed that Section 355 appliés to a division
of a single business,

However, the acquiescence by the>1nterna1 Revenue
Service in Coady and Harett does not uean that ény and 21l
activiﬁies, irrespective of their nature and scope, may be
treated as an active trade or business, ;it should be noted

that the Céadg doctrine, which now allows the division of

a single business, does not protect a separation that

672evenue Ruling 64-147, 1964-i CB 138.

68patricia W, Burke, 42 TC 1021 (1964).
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actually involves the Stéft of a new business‘activity’of'
the separation of an activity that was not a_buSinéss.
Apcording»to the active busineSS requirement, each group
- of activities must independently and activelj producé in; ‘
~ come after»the’corporate séparation'has'taken place. Thus,
where a2 group of activitiés is an investment of, 2 function
of, 6r incidental to the principal business, an attempted
- separation of these activities will fail to achieve tax»v
free statusoag |
An excellent examplé of an attempted separation of

an incidental activity and an investment occurred in Bonsall,

70

Jr. v. Comissioner, 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
vhad been leased to one tenant for the preceding ten years
for less than the fair rental value of thé prenmises, A‘

- small adjoining building had not beén leased for any sub-
stantial period of time during'the three yeafs immediately
preceding the attempted spin=0ff of both parcels, The
Second Circuit held that the rental activity'in the 1arger

building, carried on as an accomodation to the lessee and

69ponald S. Jacobs, "IRS Now Concedes That a Single
Business May Be Divided Under Section 355,” The Journal of
Taxation, XXI (July, 1964}, 22.

| ‘T0monsali, Jr, v. Commissioner, 317 F.2d 61, 11 AFTR
24 1447 (Ci-2, 1963).
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not an independént ihcome~prodﬁcing activity, was an'inéié
dental activity to the distributing business. Also, the
court;heid that the réntal 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 cqﬁduct of a trade or.business, 
the attempted spin-off was held taxable.

In relation to the othér casés previously diécussed
in this section, it can'eésily be observed that the con= m'
struction activities in Coady, fhe food processing activi-
ties in Marett, and the wholesale and retall activities in
jester met the reqﬁiremenﬁs‘of an'active conduct of a trade
or busiﬁessv in each‘of these cases, each group_of activle
ties independently and actlvely produced income after the
separation, whereas in Bonsall this result was not achieved,

The Coady and Marett cases also illustrate a vertical
separation of g business. In such a separation, a business
‘is divided into two or more parts, with each part auto-
matically including every OperatiOﬁ which forms a part of,
or a step in, the prdcess of makiﬁg‘incomeo A vertical
separation is thus generally~comsidered.as satisfying the
active businéss reguirement,

Several examples dfbsach éax»free corporate separa-
tidns are contained in the regﬁlations@ Where a corpora=

tion manufactures and sells ice cream at a plant in State
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X and at another plant in State Y, the tramsfer of the plant
and related activities in State Y to a new-corpéraﬁion and
a distribution of the latter's stock qualify.7i' In ajsimi—
lar qualifying situation, a manufacturer of steel contéiners
- is involved, with sales of one plant going exclusively'to |
a single customer,72 Likewise, where a corporation'has
separate suburban and downﬁown stores, each with theirvown‘
managers having cdhtrol over pﬁréhases, a spin-off of one

of the stores will qualify.’S

‘Also, the Internal Revenue
Service has ruled that the separation of a furniture branch
and an appliaﬁée branch of an ewisting corporation was tax-
free,74 Furthermore, where & corporation published four
trade magazines, one of which served the metal industry and
- the rest the électrical industry, the spin-off of the metal
industry magazine was @amereeo75
While a vertical separationbwill divide a business
into two br noye parts, a horizontal separation may simply

‘separate out an investment, incidental activity, or function,

Tiinternal Revenue Regulations, Section 1,355-1(d),
Example 8. : ‘ :

"21pid., Section 1.355-1(d), Example 13.
731pid., Section 1.355-1(d), Example 10,

T4pevenue Ruling 56-655, 1956-2 CB 214,

"Shevenue Ruline 56-451, 1956-2 CB 208,
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Unless the active business reqpirement is satisfied,-the
horizontal separation, as in ansall, wil;Abe held taxable,

With regard to investments,‘their ownership does not
quaiify as the activé conduct of a trade or business, even
- though they independently produce incéme.76 As the hoiding
of the vacant building in Boansall was an investment, SO>tOO
is the holding of investment securities,77 vacant 1and,78
or mineral rights.?’® Also, the Service has ruled that the
ownership and management of an investment portfolio Qf
stocks and bonds does not constitute the active conduct of
a business despife the size of the portfolic Ov.the anount
of activity involved in its management.ao

Incidental activities and functions are both active
but neither independently produces income, ahd both are
dependent upon the buéiness enterprise for survival. }Suchw
groups of activities thusvdo not qualify as the active con=~
duct of a trade or busiﬁesso81 Basieally, an incidental
‘activity is an adjunct to a business, whereas a function

is an integral part of a business.

T631nternal Revenue Regulations, Section 1.355-1(c){1).
T1pid., Section 1,355~1(d), Example 1.
781bid,., Section 1.355-1(d), Example 6.
791bid., Section 1.355-1(d), Example 7.
80psvenue Ruling 66=204, 1966-2 C3 113.

8linternal Revenue Regulations, Section 1,355-1(c)(3).
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An example of an inéidental activity;ﬁOuld be‘thé"‘
bperatiqn of an executive dihing_room at a‘prbfit.sz, Alsg,
the rentél of a small avea in a building principaliy o#bu«
pied by the lessor would constitute an incidental activit§.83
”Furthermoré, in twd_court cases:it wasAhéld that an inciden-
tal rental activity does not amount to the aétive conduc%
of a business for the purposes of Section 355,84 HoWé%ér,

'_ if tﬂe rental activity is mére than merely incidental, it..
may be considered as a separate acﬁive business;' The regum
:laﬁions give such an example where a bank utilizes one

flooi of an elevenmstéry office building in the conduct 6f'

its banking business, with the remaining ten floors veing.

rented and nanaged by the‘bahk's real estate department, |

Both the banking and renta1 activities are considered to

vconsﬁiﬁute active businesses,8 The Internal Revenue Sere

vice has alsc ruled favorably in a similar situati@ne85

Several examples of integrated functions which do

not constifute active businesses include the research de-

821bid., Section 1.355-1(d), Example 16,
831bid., Section 1.355-1(d), Example 4.

 B43capel A, Zllioth, 32 TC 283 (1959); Theodore F,
Apoleby, 35 TC 758 (16617. |

. 85 1nternal Revenue Regulations, Section 1.355=1(d),
Example 3. :

86novenue Ruling 56-555, 1956-2 CB 210,
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partment of a manufacturing business,®? the sales opera-

88 and the operation of

}tions of a manufacturing buSiﬁess, |
a coal mine by‘a steel manufadturer, the coal being used
to meet the fuel reduiréments in the manufacture of steel.89
~Also, thé‘exploration'and drilling activities of a petro=
leunm éompany were held by the‘Service as not coanstituting
an active trade or_business.go ' |

Furthermore, the regulations Stafe that the ownérw
ship and operatibn 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,%t 'To’this
effect, the Internal Revenue Service has issued two ruliags
which hold that a spin=-off of such real estate is not g
tax~Tfree transacﬁlonogz

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 circumstances. In Curtis

87 Internal aevenue nevulatlons, Sectlon 1.355=-1(d),
" Example 5,

8°Ib1a,, Section 1. 350~1(d), uxample 13 Revenue
Ruling 58-54, 1958=-1 CB 181,

89Tnternal Revenue nevulatlong, Section 1.355=1(a),
Example 12, :

%Ozevenue Ruling 57-492, 1957-2 CB 247,

Siltnternal Hevenue'Réguiations, Section 1.355-1{c){(2).

92Revenue Ruling 56-266, 1956-1 CB 184; Revenue
Ruling 57=454, 1857=2 C3 244, ~ :
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v. United States,?? the situatiom involved the merger of

two corporations thaf_were competitbrs in the school supply
and stationery business. The survi#ingygorporation'did not
want a warehoﬁse that was operated as a separéie active”
business by one of the two merging corporationso’ Tﬁerew
fore, as a part of thevovermall plan, the corporation which
owned the warehouse formed é new corporation, transferred
the warehouse to i%, and spun off the stock of the new dorn
poration to its shareholders. The Sixth Circuit, in suse
taining the Commissioner, held that the épinmoff foilowed
by a prearranged statutory merger of the distributing core
poration into an unrelated corporatidn did not qué;ify
under Section 355 on the grounds that the distributing éorm
poration went out of existence as a part of the merger and,
therefore,; was "not engaged immediately after the distribu=-
80"94

tion in the active conduct of a trade or busines

In Commissioner v, Morris Trust,% the situation in=-

volved the consolidation of a state bank with a national
bank, The state bauk had an insurance business which, al-
though permissible under state laws, could not be conducted

by a national bank, This insurance business qualified as

9Bcurtis v. United States, 336 F,2d Ti4, 14 AFTR 2d
5685 (CA=G, 1064).

94iInternal Revenue Code, Section 355(b) (1) (A).

98Commissioner v. Horris Trust, 367 F.2d 794, 18 AFTR
2d 5843 (Ch=2, 10667"
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a separate active business. The state bank thus disposed
of it by transferring it to a newly created corporation
and spinning off the stock of this ﬁew corporation to its
shareholders as an integral part of the plan of reorganiza-
tion. The new cerporétion continued thé operation of the
.insurance business. The Fourth Circuit upheld the tax-free
status of the spin-=off. In doing so, ﬁhe court stated thatu
'the nmerger subsequent to the spin-off did not effecf a
discontinuance of the distributing corporation's banking
business, and, therefore, the underlying principles of
Section 355 had not been violated. Also, the Fourth Cire
cuit sﬁated that there was an adequate continuity of inter-
est in the state bank's shareholdefs, and that it made no
difference whether the distributing corporation or the other
party to the reorganization was the surviving corporation
in the reorganization. |
The main issue involved in both of these case is
whether or not Section 355 as a whole contemplates the con=
bining of a mergef with a spin-off. The Fourth Circuit's
direct contradiction of the Sixth Circuit's reasoning thus
creates a conflict that necessarily will produce trouble-
some and costly delays in the use of this type of plan of
reorganization until the issue is decided by the Supreme
Couxrt or until the Commissioﬁer decides to rule in favor

of a plan of this tyve.
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Five=Year Business History Requirements

In addition to requiring that each corporation émerg;
ing from a corporate separation'must'conduct an acfive
trade or business, Section 355 further requires that such
trade or business must have been actively conducted for
five years preceding the distribution,96 Furthermore, such
trade ox business must.not have been acquired, directly or
indirectly, within five years of the distribution in a
transaction in which gain ox loss was fecognized in whole
or in part.97

These five~year business history reguirements were
not contained in any of the pre«igﬁé tax laws. They were
introducéd into the 1954 Code in ordexr to further restrict
corporate separations by rendering ineligible for tax-firee
separation any business either begun or purchased by the
digtributing or controlled corporations within the five
vears preceding the separation. Basically, the purpoée of
these requirements is to provide additional restrictions
which. further Jimit the potential use of a corporate sepa-
‘ration fof the purpdse of avoiding dividend taxes, If a |
business has been conducted actively Jfor five years, it
was probably not created for tax avoidance purposes,

ar

In order to implement the requirement that a dbusiness

9 tnternal Revenue Code, Section 355(b){2)(2}.

T

T 1bid., Section 355(b)(23(C), (D).
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‘be operated,acti#ely'for iivé years, the date onﬁwhich
activé business was beguﬁ, or from which it'is properly
measured; must be known., As a general rule, the active
conduct of a trade or business will commence on the date
that all theiiﬁcome producing activities of the business
are presen%.gs If there is a considerable lapse of timg;;
however, between the date on which inComé producing capac-
ity is present and'{he date on which the first sale receipts
‘are‘received,'the latter date will probably be of primary
consideration.?® |

VWhen the‘distributing corporation's acquiéitiOﬁ of
an active business; or of a corpgfatioﬁvconduc%ing such
business, is the result of a tax-free transaction, the
5istory 6f such business is included in computing the re-
quired five-year business history period; An example of
such a_situation occurred in the case of Commissidner'vov
0

Wilsongi0 in which‘a:buSiness that was éonducﬁed‘by a part-
ﬁership for three years W&S‘&uni?ed by the»disﬁributing.
;corpbfatién in a tax-free exchange of assets for sﬁocke

The distributing corporation conducted the 5usiné$s for two

more years, thus satisfying the five-year business history

gaTuraer, BSplitting the Small Corperafion,? D 345,
99nevenue Ruling 57-492, 19572 CB 247,

100commissioner v, Wilson, 353 I'.2d 184, 16 AFTR 24
6030 (CA-9, 1965).
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requirement; Also, the Internal Révenue Service_hasbruiéd
favorably in a similar.situation concerning the acquisition
of control of a corporatidn through a nohtaxable_trahsac%-
tion.lol |
It must be .remembered, howevér,‘thét a busiheés aém'
quired in a taxable trénsaction must be conducted by the
écquiring co?poration itself for the fﬁll five=year period
in order to meet the requirements of Section 355(b)(2).
The date df acquisitibn determines the start of the five-
year period in this'situation. This date is either the
date of executlon of an unconditional contract fo purchase,
or the date of actual physical receipt of the purchased
102 '

assets if the contract is conditional.

An interesting application of the fiVemyearvbusiness

history requirements occurred in W, E, Gabriel Fabrication

co, 10

in this case, the corporation temporarily trans-
ferred all the assets of two of its three businesses to one
of its two principal shareholders fourteen months prior to
the distribution in & planned split-up. This was done in
order to expeditiously eliminate the shareholder from the

corporation while the details of the éorpefatevseparation

were being worked out. When the corporation was prepared

~d

10ipgvenue Ruling 56=-117, 1956-1 CB 180,

1025gwara H, Russell, 40 TC 810 (1963).

103y, B, Gabriel Fabrication Co., 42 TC 545 (1964).
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to place the two/businesses in a controlled corporation, -
itvreasserted authority over their assets, Sinde the share-
holder had continued the active conduct of the two busi-
nesses during the fourteen month period, the Tax Court held
that the transfer did not terminate the conduct of fhose
businesses for purposes of satisfying the five-year fém
quirement. There had been no taxable transaction involved
in the transfer of thé assets of the two businesses or in
the reassertion of physical authority over them, and, thus,
the corporation was entitled to include the fourteen nmonth
period in determining the five=year history of the two
businesses. |

it is also interesting to note that the requiremeﬁt
concerning the five-~year time factor is being followed ex=

plicitly. In Edward H, Russell, 0% ¢he distributing corpo-

ration split off a business it had acquired in a taxable
transaction. The stock of tﬂe contfolled corporation had
been held for about six weeks less than the required five
years, and the Tax Court thus held the distwibutién to be
taxable, |

The application of the five-year requirement is fure
ther compliéated by several‘problems regavrding the creation
of a new business, If & business is not substantially the

same as it was on the date from which the five-year period

104zgward H., Russell, 40 TC 810 (1963).

[}
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is propefly‘meaéured; it has becdme a new business and théi '
five=year period must be meésured from the date of thev
‘transformation.los ‘ | |

The regulations state that chapges iﬁ,the businéss
during the five-year pefiod shall be‘disrégarded, provided
-the changes are not of such a character as to Qonstituté
the chuisition of a néw or différent business."lo6 Several
fexamples of changeé which do not disrupt the conﬁinuity’éf
é business include: merely changing the form of the organ
ization in which business is conducted;107 changing the |
productive capacity of a bﬁsiness;los adding new or drop-

ping o0ld product lines;109

and shifting the location of a
businessoiio Also, a‘lull'or cessation of businéss active
ity due to Qircﬁmstances beyond the control of ﬁhe corpcraé
tion does not terminate a business if the cwners intended
all along to resume business activities when'circumstances

permitted. In this respect, a cooperative fruit market was

108yortimer Ceplin, "Corporate Division Under the
1654 Code: A New Approach to the Five=Year ‘Active Busi=
ness' Rule,?” Virginig Law Review, XLIII (April, 1957),
403-04, ' , : ' '

108 nternal Revenue Regulations, Section 1,355-4(b)(3).

107y, B, Gabriel Fabrication Co., 42 TC 545 (1964).

‘108Interna1 Revenue Regulations, Section 1,355«4(b}(3)0
1097pig, | |

110zevenue Ruling 56-344, 1956-2 CB 195,
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not viewed by the Internal Révenuelsérvice as engaging in
-a new business when it resumed its marketing operatioans,
| 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 dealei of a second franchise for the gale
and service of a similér brand of automobile tires con=-
stituted the start of avnew five-year business history per-
iod for the second franchise.112 Also, thé Fourth Circuit
has held that if the activities of a business have declined
to a virtual standstill, the business is over, A revivél
of the defunct business will thuchonstituﬁe the begin-
ning df 2 new business, with the five-year period being
neasured from a point}no earlier than this new beginning.113

.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
expansioh, as long as the essential character of the busi-

114

ness is maintained. However, if two businesses can be

identified and the'earnings of one have been employed to

1ilgevenue Ruling 57-126, 1957-1 CB 123,

112pevenue Ruling 57-190, 1957-1i CB 121,

113pyjidemark, Inc, v, Commissioner, 345 F.2d 35, 15
ATTR 2d 853 (CA~4, 1985), |

114pevenue Ruling 59-400, 1959-2 CB 114,
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finanee'éubétanfial Qrowth in the other during‘the fivéif
year period, the Service‘may assert fhat'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 2 fental feal
‘estate business Where'thévearnings of a separate hotel
business were used to finance the’growth 6f the rental
business, The rental business became a new business on thé
date that the other business of the corporation contributed
assets to it that composed more than fifty pef cent of its
value, 1% fThis latter situation cou1d a1so be attacked on
the grounds that it constituteg-a}device for thé distribuQ
tion of earnings and proiits ﬁhrough the translatidn of‘
the hotel eafﬁings into marketable renfal property.

In rélaﬁion to the expansion of a single}business
vhose character is maintained, there is also the questién
of whether 2 newly dpened branch business constitutes a
ﬁéw‘business which must independently satisfy the five-

yeay business history reguirement, or whether it‘constim
“tutes'an expansion of the pre-existing activity and is not

a new business. The Commissioner, in Patricia W. Burke,116

took the former position when a,cofporation’atiemptéd to

spin off its branch outlet located in ancther city. How=

1157piq.

116patricia W, Burke, 42 TC 1021 (1964).
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ever, the Tax Court approved the Spinnoff by holding that
the branch business was not é'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. Commiésioner;1177

the Eighth Circuit held that a branch office set up in
| another state was an integral part‘of the business of Pﬁe
corporation, and, therefore, did not have to be éeparam
tely aged, but could inherit the business hsiﬁory of the
entire corporation. Furthermore, the court stafed that the
test is not whether active business has been carried on inﬂ.
the geographical ares 1ater served by the controlled corpo-
ration, but, simply, whether the distributing corporation
had been conducting the business for the required five
yeéﬁsa Therefore, it now seems that the Commissioner caﬁ
no longexr aliege that a branch operation constitutes a new
business if it is geographicallyvseparated £rom the rest

of the corporation,

1175 0ckwood's Estate v. Commigsioner, 350 F.2d 7iZ,
16 ATTR 24 5592 (CA=8, 1965). :
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Tax Eifects’

When all the requirements of Section 355 are met, a
taxpayer who receives stock or securities iﬁ a corporate N
separation does not recdgnize any gain or loss on the dise-
tributioﬁ.ll8 Where, however,'anything else is distributed,
it will constitute boot, thé tax treatment of which was
discussed earlier in tﬁis chapter under "Distribution Re=
quirements.” |

The basis of property received by a shareholder or
security holder is prescribed by Section 358(a) and (b},

I£f no boot is received, the aggregate basis of the original
stock or securities of the distributing corporation will
be spread over both the distributed and the vetained stock
and securities, in proportion to their respective market
values, If boot is received, then the baéis of the quali~
_fiéd stock and securities is decreased by thé fair market
value of the boot plus any cash received, and increased
by any gain recdgnizedo The boot itself takes a basis
egual to its fair market value,

| 'The taxpayer’s holding period for any qualified stock
or securities réceived under Section 355 ordinarily in-
cludes the'period he held the ofiginal stoék or securities

in the distributing corporation. t® The holding period of

1i8internal Revenue Code, Section 355(a)(1).

- 1193p34d., Section 1223(1).



65
 boot, however, commences with the detérmination 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 fhe case of a spinééff, the fair market value of the
stock or securiﬁieé 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 and brofits,120 and as a return of capital
if it exceeds them.12l With respect to a split=off, which
requires the surrender of stock in the distributing corpo-
ration, the exchange of stock oy securities will be treated
as a cgpital gain or loss if the transaction can qualify

122 as a non=liquidating redemption

‘as a partial liquidation,
not essentially eqﬁivalent to a dividend,?3 or as a

termination of the shareholder's interest.124 Ctherwise,
the distribution will be treated as a dividend to the ex=

“tent of available eafnings and profits. Finally, in the

1201bid., Section 301(b).
1231pid., Section 301i(c)(2).
1221p1q,, Section 346(a)(2).
1231pid., section 302(b)(2).
'i2§££ig,, Section 302(b)(3).
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case of a split-up, the transaction should résult,in capi-

tal gain or loss treatment since actually it is a éomplete

liquidation of the distributing corporation,lZo

1251bid., Section 331(a)(1).



CHAPTER IV

smmam AND CONCLUSIONS

This councluding chapter presents a concise summary
of the basic requirements which must currently be met in
oréer to achieve;&‘tax~fréé corporate separation. Also
included in this summary is’é brief historical outiine of

‘the tax treatment of corporate separations prior to the

‘enactment of the Internal Revenue Code of 1954,

Foliowing‘this summafy,vthe trends which have deve1« 
oped in thevtax treatment of corporate sépafations are pre-
sented. These‘trends'are both general and specific in ﬁae-
ture and are primarilyvconcerned with the manneyr in which
the Internal Revenue Service and the courts have treated
and ruled on the various requiremeﬁts gOVGrniﬁg the tax
treatm@ﬁ%'af corporate sep&ratioﬁs. Furthermore, the di-
rection of these trends is anzlyzed in order to make pre-=
dic%ibns concerning the general tax.treatment of corporate
separations in the future.

After the trends have Seem coﬁSidef@d, séveralksp%m
cific racﬁmm@mdations_&re giV@n which concern WAy s in which
the présent tax laws could be amended in order to simplify

or improve the reguirements cufreﬁtlyvbeing utilized to

67



| 68

determine the tax status of a corporate separation, Basi-
éally, these recommendations are made in the hope of im-
rprdving the equitableness of the tazation of corﬁorate
»separatidns in view of the economi¢ fesults in%olved;.v

Finally, a-general concluding statement is made.
This statement sums up the conclusidﬁs reached in this
chapter and closes with a suggestion regarding the ac-

tual employment of a corporate separation.

Summary
A corporate separation is basically an érrangement
whereby the shareholders éf a single corporationvsplit'up
thei?‘investment'among»several corporafe shells., The tax

treatment of a corporate separation is governed by Section

355 of the Internal Revenue Code of 1954o This section
allowé the se?aration of two or more exiétiﬁg businesses
of a single corporation to be tameree‘if certain require-
~ments are ﬁete | |
Before the 1954 Code was enacted, however, the tax
’-trea%ment of a corporate separétien varied according to
{he forﬁ which the Separatioﬁ took, even though the eco=-
nomic results were substantially the sanme in all cases.
The several forms which a corporate separation m&y take
include the spin-off, split-up, and split~off, |

£§ the case of a spin-off, which is basically 2 dige

tribution by one corporation of the stock of avsubsidiary
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corporation, the firét*prcviéion for the nonrecognitioh'of

: gain'tovthe shareholdérs involved occufred in the Revenue

Act of 1924, However, in 1934, it was eliminated on the

ground‘of being producéivé of tax avoidaﬁce, and, until
1951, any distribution in a spin-off was‘held taxable as a
dividend. In 1951, the spin=off was restoréd as a taxéfree
corporate separation subject fo the active business ahd
device restrictions,

The type of corporate separation kKnown as a spiitmup 
| occurS'ﬁhen a'single existing corporation is replaced by
two or more new corporatibﬁse This type of sepafatidn was

firs%,recdgnized as tax-free by the Revenue Act of 19i8.

Even though a splitéup represenﬁs’an opportunity for tax
avoidande 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
 sﬁatus since 1918.

The splitmoif typ@ of éorporate separation is iéentim
.‘cal with the spin=0ff, except that the parent corporétioﬁ's
shareholdér@ surreﬁder part of their steck in exéhange for
the stock of the subsidiary, whereas in a spin-off no such
surrender is made. - The historical tax treatment of splitw‘
offs is not very clear=cut, However, it is known that they
were treated as tax-free from 1924 uatil 1948, when the

Treasury Department discontinued the issuance of favorable
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rulings on this type of corporaﬁe separation, From around
1951 on, however, a split-off serving a business purpose
has been approved as tameree. Thus,'on the}everof the

adoption of the Internal Revenue Code of 1954, all three

- types of corporate separatiocns were recognized as tax-free,
| Under Section 355 of the 1954 Code, the three types
of corporate séparations are now accorded the same treat-
ment, and must meeéithe same statutory reqﬁirements in
~order to}achieve tax-free sfatus, This section is basi~-
caily comprised of & single sét of tests deéigned to dis-
tinguish bétﬁeeﬁ those corporate separations‘whiéh are de-
serving of tax“ffee‘treaﬁment, and those which, in sub-
stance, nmerely represent dividend disfributions. The re-
quirements of this section and its related regulations have
been undergoing significant changes and new;interpr@tatidns
through the many pertinent court casés and Revenﬁé'fulings
which have occurred since the enactment of the 1954 Code,
‘According to the:distribuﬁion réquiremeﬁts of Section
355,'the digtributing corporation must disﬁ?ibuﬁe either
all of its sﬁock and securities in the contrélied corpora=
tion or at least enoﬁgh‘stock to c0ﬁstiﬁu%e»eight§ per»ce@t
control. The actual distribu{ion of’the stock or the stock
and securitlies may be_either proportionate or noupropor=
tionate with respect to the sharéholderso- if anything else

besides stock or securities is distributed, it will ccﬁstia
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tute ”boot;"~which~w111 usuélly be taxed as'avdividend;
The distributioh requirements are generally strictly en-
‘forced. | |

The device requireﬁent requireé_that’the corporate
| separatioh must not be used principally as a device for the
~‘distribu€ion of eérnings'and profits. Wherevpart 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,‘thé corporatevseparation will ordinafa
ily be treated as a device, which will cause the distri-
bution to be taxable, Furthermore, even if no ﬁrearranged
plan existed, such a sale or exchange may still be’consid%
ered as evidencé fhat the transaction was a device.

In addition to the negative requirement that a corpo-
rate separation must not be used as a device fdr tox avoid-
ance purposes, there is an affirmative requirement that
there be a valid business purpose for the distribution.
This business pufposé requiremenf 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 be corporafe oriented, but nay also be sharveholder
oriented. |

Section 355 further requires that the corporations
which emerge ff&m a separation be engaged immediately after

the distribution in the active conduct of a2 trade or busie
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ﬂess. In order to qualify as an éctive busiﬂess for thé'
purpose of satisfying this requifement;&the'business must
consist of an existingrgroﬁp,of activities wﬁich indepén&
dently and actively’produce income, A vertical division
of a single,busineés is generally considered as‘resuiting |
.in two separate active bﬁsinesses for the purpose of satise-
fying‘this active business requirement. ‘However, invest-
ment or incidental activities do not constitute ah,activé
business; and a separation of such an gctivity will thus
fail to qualify és tanffee}

,Thé last basic re@uirementS‘to be satisfied in 2 cor-
porate separation are the fivemyear busimesé history re=
- quirements. In addition to fhe active business requirement,
vSection 355 further requires that the business mﬁst have
‘been actively conducted for af least five years preceding
the disﬁribution; Also, such business must not have beeﬁ '
acquired, directly br indirectly, within five years of ﬁhe
distribution in a transaction in which gain or loss was
’vrecognized in whole or in part. In relation to a branch
- busginess, the courts have héld that opening & branch dées
not constitute {he start of a new‘business, and, therefore,
ﬁhé b?anch can inherit the business history of the entife
corporation in order to satisfy the five~year business hige
tory requirements,

Wher all of these requirements are satisfied, the
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taxpayers 1nvolved in a corporate separatlon will not rec-
- ognize any oain or 1oss on the. dlstrlbut1on of stock or
securities, unless boot has also been‘distributed.‘ If one
or more of the reqdirements are noﬁ satisiied; the corpo=-
rate separation will fail to achievé taxmfree status, with
the shareholders being taxed accordlng to the type of sepa-

"ration that was employed.

Trends

" The underlying theory behind the taxéfree treatment
of ¢orporate separations was very aptly described by ﬁhe
Senate Finance Committee which recommended the restoration
of the tax-free spin-ocff in 1951; In effect, this commita
tee stated that it is economically unsound to impede core=
- porate separations which break-up businesses into a greater
ﬁumber of enterprises, as long as they are undertaken for
legitimate business purposes. |

The economic effeCts of‘carporate separations are
beneficial in that they resuit in the formation and expan@
sion of new corporations whiéh are owned by individﬁals.
However, dué to the tax-=free status accorded corporate sep—
arations, they must be policed in order to prevent the
shareholders from feasting on corporate earnings and profits
at capital galin rates insﬁéad of ordinary incomé tax rates,

" Viewsd in thie cantéxt the tax treatment of cofporate

separations, as p°0v1ded for by SGCtlon 355 of the Internal
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Revenue Code of 1954, essentially reflectS’ah“unres61ved._'

éonflict within itself, This secfion desirés‘to encourage,
through tax deferment, those corporate separations which 
are notivated by valid business réasons, while at the same
time it desires to impose ordinary income tax at the shafew
holder level in the case of thoée corporate separations
which are disguised steps in a plan to distribute corpo-
rate earnings and ﬁrofits without incurring the proper
dividénd treatment thereon. | |
Due to the desire to prevent any corporate separation

- from being utilized as a device to distribute edrnings and
profits, Section 355 was therefore made very restrictive

in natufeo Unless all of its specifiied requireménts are
absolutely ccmplied with, a corporate Separa%ion'Wili prob=
| ably not be granted tax-free status. Also, even though a
corporate separation,may be held as not constituting 2 dee
vicevto distribute earnings aﬁd profits,Ait Wiil still nof
be considered as tax-~free if it fails to meet any of fhe
other requirements, | |

| - This restrictive attitude has always‘been eihibited
by the Internal Revenue Service and the various courts to
éome degree, However, after the enactment of the 1954 Code,
it has become especially prevalent; and, as such, if con=
stitutes the pri&ary trend which has developed in the tax

treatment of corporate separations today. Also, in addition
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to this generalltrend of a resfrictivevattitude,'the Sefvice
and thé'courts seem to be keeping in mind, fo some extent,
the dééirable economic effects of a corporate separation

by discoﬁtinuing certain requirements which were ndt‘effeém
‘tive or useful as restraint measures,

In velation 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 contrbl reQuiré«
nent was not met except in a transitory and illusory sense , 1

Also, the device requirement has been, an& still is,
very strictly enforced, This restrictive proviéion is a
carry=over frdm thevprem1954 spin=0ff provision of the 1939
Code. It serves as a tax avoidance test in prevehtiﬁg the
corporate separation from being utilized as a device for
the distribution 6f earnings and profits. The regulations
further bolster this reduirement by stating that any sale
or exchauge, eveﬁ if not prearranged, of stock or secur-
ities after a corporate separation will be considered as
evidence of 2 device,?

The business purpose doctrine was Tirst enunciated

Irevenue Ruling 63-260, 1963-2 C3 147.

2¥nternal Revenue Regulations, Section 1.355-2(b)(i).



in the famous Gregory case of 1935,3 and has siﬁce been
vsﬁrictiy adhered to. As a result of a recent case, this
doctrine is now even more strictly.enfoyced.4 The court
in this case held that a good business purpose 1is a neceSnr
sary restriction to offset the,naﬁﬁfal advantage which
a co*povaue senaratlon aflords. Also, this restrictive
attitude was presenﬁ'in another court decision in which
the court indicate& that the business purpose nust be one
which requires z distribution.’ The trend in the appli-
cation of thié‘requiremeﬁt'thus seems to indicate that
the business pufpose doctrine will continue to be'strictly
applied, and wili probably be even more restrictive in the
future. |

With rezard fo the active business requirement, it
- is observed that 2 strict interpretation is placed on the
meaning of what constifutes an active tradé or business, 
Each group of activities must independently and activély
produce income after the corporate separation has taken
place in order to sati sfy this requirenment. However, the

requirenent that a single business cannot be divided has

Sgregory v. Helvering, 293 U.S. 465, 14 AFTR 1191
(1935) .

4commissioner v, Wilson, 353 F.2d 184, 16 AFTR 2d
6030 (Ch~0, 15657,

' Sjax%nelsxy 8 mstabe Ve Comm;351onef, 303 F.2d 14
9 AFTR 2d 1382 (CA-2, 1862).
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‘now been éliminated‘by the cOurts and the Internal Revehuép
Service. This single business restrictlon had in the past
unnecessarily prohibited the tax»free sepavatlon of an
otherwise valid corporate separation. Thus, even though
the trend is restrictive concerning the requirements for
an active bﬁsiness to be preseunt, the elimination,of'the
-single business restriction indicates that the disirable
economic effects concerning the underlying purpose of Sec-
- tion 355 are still being considered,

Fiaally, in relation to the five-year business hiSw 
tory requirements, which ﬁere incorpdrated iﬁﬁo.the 1954
Code as additional restrictions against the improper usé
of a corporate separation, it is evident from the various
éourt caées and Revenue rulings that these restrictions
‘are also interpreted rather strictly, This strictness and
rigidity is evident in the decision of the Tai Court that
an active business held for siwieeks_less than five years
did not qualify.? However, the underlying trend to further
- consider the actual economic results is also observed with
respect to these faqulrements as ev1denced by two recent

court decisions which held that 2 branch business can ine

herit the business history of the entire corporaﬁion.7‘

Szdward H, Russell, 40 TC 810 (1963).

Tpatricia W. Burke, 42 TC 1821 (1964); Lockwood's
Egtate v, Commissioner, 350 F.2d 712, 16 AFTR 2d 5592
(CE-¥, 19657,
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Thus, regarding all of the basic requirements con=~
cerning corporate separations, it is fundamentally observed
thaf the Internal Revenue Service and the courts have taken
a restrictive attitude toward the tax treatment of corpo-
rate separations, This restrictivevattitude has resultéd
_from the possible use of corporate separations to distri=
bute‘earnings and profits at capital gain rates., Also,
for the sane reason, it is likely that this restrictive
attitude will continue to persist in the future.

However, in opbosition to this restrictive trend,
there is also an underlying trend to further consider the
economic effects of otherwise #alid corporate separations
in cases where an unnecessary”restrictive technicality
blocks their tax-~free status. This underlying trend will
probably become more and more important in the future as
new cases bring out various aspects of the cdrporate sepa=- .
ration requirements which unduly restrict the tax treatment
of corporate separations in light of the basic economic
purpose for their tax-free status. DPerhaps these two trends
will someday combine to provide a more equitable and better
‘understood set of requirements for the tax treatment of

corporate separations.
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"Recommendations

In Chapter III, two rather interesting cases were'
'discussed‘which concernéd thé question of whether or not
‘a corporate separation may distribute to its shareholders
’righﬁs to acquire stock in a subsidiary}in a tax-free

spin-off under Section 355.?

The two courts involved
'reachéd opposite decisions on the same set of facfs. Thesev
~cases are now before the Supreme Court,

With regaxrd to the trends previously discuésed in
this chapter, it-appears that one of thé two circuit courts‘
involved took the restrictive attitudevwhile the other took
thewatﬁitude concerning the actual econcmic fesult based
on the intent of Section 355} In view of the fact that the
corporate separation involved in theseEcases neither cone
tains nor threatens to create the evil that the require=-
ments in Section 355 were designed to prevent, it is recom=
nended that the transaction in this situaﬁiﬁn,‘and in ail
future transactions similar to it, be considered as tax-
free, TFurthermore, Section 355(a){1) should be amended to
include the distribution and exercise of stock rights as
a gualifying disffibu%ian for the purpose of granting tax-
free status to a corporaté'separationo However, it should

also be stipulated that the rights must be exercised within

8tommissioner v. Baan, 382 F.2d 485, 20 AF¥TR 24 5268
(CA-9, 1857); Commissioner v. Gordon, 382 ¥,2d 489, 20
AVTR 2d 5255 (CA=Z, 195877. -
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a reasonable length of time, say a year, in an anount suf-

ficient to constitute at‘ieast eighty per cent control,
Two other court cases which involved conflicting dem

~cisions yet to be resolved were also discussed in Chapter

111,°

The main issue involved in these two cases was
whether or not Section 355 contemplates the mergér of a
distfibuting éorporaﬁion-with anofher unrelated corporation
’pursuaﬁt to a spinwoff'of anvunwanted business‘oi the dis=
tributing corporatioh.

Considering the situation involved ih these two casés;A
it is recommended that the difference between a‘ﬁaxable
distribution and 2a fameree diétribution should not depend
upon whéther the distribuﬁing corporation is kept alive or
fechniéally 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 donsequences of-
a corporate separation turn wholly upén Tormalistic re=
sults. Thereforé; Section 385(b)(1)(A) should be amended
to require the controlled corporation'and_the distributing
'cdrperation, or its sucéessor in a quaiified reofgéﬁizaw ’

tion,’to be engaged immediately after the distribution in

9curtis v. United States, 336 F.2d 714, 14 AFTR 2d
5685 (CA=5, 1964; Commissioner v, torris Trust, 367 F.2d
794, 18 AFTR 2d 5843 (CA~4, 10667.
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the active conduct of:a>tradebor busiﬁess.lo

One final recommendation concerns the unnecessarily
restrictive attitude imposed by the five-year business
history requirements. As it stands noﬁ, these requirements
mnay preveﬁt the tax-free treatment of a corporate separa-
tion which satisfies the economic intent of Section 355.
An amendment should therefore bevmade to allow a corporate
lééparaﬁion which doés not meet the rigid fivemyeaf require-
ments, but which satisfies the ofher necessary requirements,
tq be g?anted taxafree status. However, there ShQuld still
be a pre~distribution business history for each.of the
- businesses separated. The length of the period involved
‘should be made flexible, |

| From what has been previously discussed, it can

therefore be seen that Section 355, because of its rigid-
ity, couldiin many instances do an injustice to corporate
separations which, although not tax motivated, would fail
to qualify. Unless the statute is madevmore flexible,
there will be many situations in which corporate separa-
tiong meriting tanfrée status will be denied that privie

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., The guthor
recommends that a definite period be required for this pur-
pose in order to make the active business requirement less
Vague. ‘ '
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Conclusion

In order to sﬁccessfully achieve a tax=-free corpo-
rate separation, the requirements of Section 355 of the

Internal Revenue Code of 1854 and its related regulations

nust be adhered to in light of the subsequent changes énd
new interpretations which have occurred through court deci-
_sions and Revenue.rulings; Basically, the trend in the téx
treatment of corporate separations is for these requirements
to be interpreted strictly and rigidly. However, there is
an underlying trend developing ﬁq further consider the
economic results of corporate separations in light‘of the
basic intent of Section 355, J
There are still many unanswered questions concerning
the tax treatment of corporation separations. Because of
the uncertainty of this treatment and the problems and in-
tricécies involved in cofporate Separations,,and in view
of the resfricﬁivé atﬁitudé usually taken by the internal
Revenue Service énd the courts,'a taxpaye? seeking to sep-
arate a corporation should obtain a ruling before proéeedm'
ing undew Sectionrsss, unless the situation is free of any

doubt .



APPENDIX

INTERNAL REVENUE CODE OF 1954, SECTION 355¢

DISTRIBUTION OF STOCK AND SECURITIES

OF A CONTROLLED CORPORATION

(a) Effect on Distributees,==
(1) General Rules,~=Ifw

(A) a2 corporation (referred to in this section as the
“distributing corporation®)~=

(i) distributes to a shareholder, with respoct 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 corporation®”) which it controls immediately bee
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 ox both (but the mere fact that subsequent to
the distribution stock or securities in one or move oOFf
such corporations ave sold or exchanged by all or some
of the distributees (other than pursuénu to an arrange-
ment nzgotiated or agreed upon prior to such distribu-
tion) shall not be construed to mean that the transace
tion was used principally as such a device),

(CY the reguirements of subsection (b) (relating to
active businesses) are satisfied, and

(D) as part of the distribution, the distributing
corporation distributege-

(i) all of the stock and securities in the con-
trolled eorporatlon held by it 1mmo01aﬁeiy bveiore
the distribution

(ii) an amouv{ 01 stock in the controlled corpo=

- vation constituting COﬁbf@l thhin the meaning of

83
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section 368(c), and it is established to the satis-
faction of the Secretary or 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 sharesholder or
security holder on the receipt of such stock or securities.

(2) Yon Pro Rata 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 distvibuting
corporation,

(B) whether or not the shareholder surrenders stock
in the distributing corporation, and

(C) whether or not the distribution is in pursuance
of a plan of reorganization (within the meaning o¢ seC=
tion SGb(a)(l)(D)).

(3) Limitation.==Paragraph (1) shall not apply if==

(A) the principal amount of the securities in the
controlled corporation which are received exceeds the
principal amount of the securities which arve surrendered
in coannection with such distribution, or

(B) securities in the controlled corporation are re-
ceived and no securities ave sur?endefed in connection
with such distribution,

For purposes of this section (other than paragraph (1)(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 transace
tion which cccurs within 5 years of the distribution of

such stock and in which gain oy loss was vecognized in whole
or in part, shall not be treated asg stock of such controllied
corporation, but as other property.

(4) Cross Reference,=-

For treatment of the digtribution if any properiy is
received which is not permitted to be received under
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this subsection (lﬂCludlnﬁ an excess prlncipal amount
of securities received over securities surrendered),
see section 356,

(b) Requirements as to Active Business,--

(1) In General.m~3ubsectlon (a) shall apply only if
eithernm

(A) the distributing corporation, and the controlled
corporagtion (or, if stock of more than one controlled
corporation is distributed, each of such ccrpcraﬁlons),

- is engaged immediately after the distribution in the
active conduct of a trade or business, or

(B) immediately before the distribution, the distrib-
uting corporation had no assets other than stock or se=-
curities in the controlled corporations and each of the
controllied corporations is engaged immediately after
the distribution in the active conduct of 2 trade or
busines

2 Definition.méFor purposes of paragraph (1), a cor-
poration shall be ireated as engaged in the active conduct
of a txrade or businesgs if and only ife=

(4) it is engaged in the active conduct of a trade
or business, or substantially all of its assets consist
of stock and securities 0f a corporation controlled by
it (1mmediauely after the distribution) which is so en=
gaged,

(B) such trade or business has been actively conducted
throughout the S5~year period ending on the date of the
distribution,

» (C) such trade or business was not acqu1”ea within
the period described in subparagraph (B) in a transaction
in which gain or loss was recognized in whole or in paxrt,
and

(D) control of a corporation which (at the time of
acquisition of control) was conducting such trade or
businesg=e=

(i) was not acquired directly (or throuah one or
noyve corporations) by another corporation within the
pericd described in subsection (B), or

(ii) was so acguired by another corporation within
such period, but such control was so acguired only

by reason of transactions in which gain or loss was
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not recognized in whole or in part, or only by reason
of such transactions combined with acquloitlonc be=
fore the beginning of such period, o
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CORPORATE SEPARATIONS: AN ANALYSIS

OF THEIR TAX IMPLYCATIONS

by
George‘Frederick TLamberth

. ABSTRACT

A corporate separation is an afrangement whereby the
shavreholdars of a single corporation split up their invest-
mnent aﬁong several corporate shells through 2 spine-off, |
split%off, oy split-up. The tax treatment of a cdrporaﬁev

separation is governed by Section 355 of the Internal Reve

enue Code of 1854, which allows the separation of two or

more existing businegsses to be tax=free provided certain
requirements ave net.

This thesis discussés and.analyzes Section. 355 and
its related regulations in light of the various subseguent
developments in order to expound the cnrganﬁ.tax treatment
of corporate separatidnso Also, the higtorical develop=
ment of the tax tréatment cf corporate separaﬁions'up_to
1954 is presented as background material.

| Basically, Section 358 desires to encourage, through
tax deferment, those corporate seﬁa?ations which are moti-

vated by valid business reasons; while at the same time



imposing ordinary income tax 6n the shareholders in the
case of‘those.COrﬁorafe separations which are merely being
" utilized as a device to distribufe corporate earnings and
profits at capitaligain rates., |

Due to the‘possible use of a corporaté separatioh
for tax avoidance'purpqses, Section 355 was made‘very_re@
strictive and has usuaily been strictly interpreted by the
iﬁternal Revenue Sérvice and the courté. This general re-
strictive trend will probably continﬁe to persistrin the
future. However, thefe appéars to be an underiyihg trénd
developing to fﬁrther consider the economic resﬁlts of
otherwise valid corporate separations in cases where an
unnecessary restrictive technicality bldcks theiyr tax-free

status.
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