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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 355.—Distribution of Stock
and Securities of a Controlled
Corporation

26 CFR 1.355–2: Limitations.

The revenue ruling holds that the form of the
transaction, consisting of the distribution by a
parent corporation of the stock of a subsidiary to
its shareholders followed by a merger of the
former subsidiary into an unrelated corporation,
reflects its substance, determined on the basis of
all of the relevant facts and circumstances, and is
respected for federal income tax purposes. See
Rev. Rul. 96–30, on this page.

Spin-off of subsidiary, followed by
its merger with unrelated corporation.
The form of the transaction, consisting
of the distribution by a parent corpora-
tion of the stock of a subsidiary to its
shareholders followed by a merger of
the former subsidiary into an unrelated
corporation, reflected its substance,
determined on the basis of all of the
relevant facts and circumstances, and
was respected for federal income tax
purposes.

Rev. Rul. 96–30

ISSUE

If, under the facts below, a corpora-
tion distributes the stock of its wholly
owned subsidiary to its shareholders
and soon thereafter, the assets of the
former subsidiary are acquired in a
merger, is the form of the transaction
respected for Federa l income tax
purposes?

FACTS

D corporation, whose stock is widely
held and actively traded, is engaged in

the manufacture and sale of consumer
products. C corporation, engaged in the
production and distribution of prepared
food products, has been a wholly
owned subsidiary of D since D pur-
chased the C stock eight years ago.
Both D and C have actively conducted
their respective businesses for more
than five years.

For a valid business purpose , D
adopted a plan whereby it distributed,
on a pro rata basis to its shareholders,
all of the C stock. No stock of D was
surrendered.

Soon after the distribution, Y, an
unrelated corporation, an d C com-
menced negotiations leading to an
agreement and plan of reorganization
pursuant to which C was to be merged
with and into Y. Pursuant to the
agreement, the C stock would be con-
verted into Y stock representing 25
percent of the outstanding stock of Y.
Under applicable state law, the merger
could not be consummated without the
approval of the shareholders o f C, and
the agreement and plan of reorganiza-
tion provided that such approval was a
condition precedent to the merger. At
the time of the distribution of the C
stock to the D shareholders, there had
been no negotiations or agreements
relating to the transaction involvin g C
and Y, although an acquisition o f C
was a possibility recognized by the
management of D and C at such time.

The plan of reorganization was sub-
mitted to the C shareholders after it
was approved by the directors o f C in
accordance with applicable state law.
As a legal and practical matter, th e C
shareholders were free to vote thei r C
stock for or against the merger. The C
shareholders approved the merger at a
meeting of the shareholders that had
been specifically called for such pur-
pose. C then merged with and into Y
and the C stock was converted into Y
stock in accordance with the plan. The
merger satisfies all of the requirements
of a reorganization under §368(a)-
(1)(A).

LAW AND ANALYSIS

Section 355(a) of the Internal Reve-
nue Code provides, in part, that where
(1) a corporation distributes to its
shareholders, with respect to its stock,
either (a) all of the stock of a
corporation which it controls imme-

diately before the distribution, or (b)
subject to compliance with certain
conditions not relevant to the facts of
this ruling, an amount of stock con-
stituting control of such a corporation,
(2) the active-trade-or-business require-
ments of § 355(b) are met, and (3) the
transaction is not used principally as a
device to distribute earnings and pro-
fits, no gain or loss will be recognized
to (and no amount will be includible in
the income of) such shareholders on
the receipt of such stock.

Section 355(c) provides, in effect,
that no gain or loss shall be recognized
to a corporation on a distribution, to
which § 355 applies, of stock in the
controlled corporation and that § 311
shall not apply to any such distribution.

Commissioner v. Court Holding Co.,
324 U.S. 331 (1945), holds that a sale
of property by the shareholders of a
corporation after receipt of the property
as a liquidating distribution was taxable
to the corporation when the corporation
had in fact conducted all the negotia-
tions and the terms of the sale had been
agreed upon prior to the distribution of
the property. However, United States v.
Cumberland Public Service Co., 338
U.S. 451 (1950), holds that a sale of
assets by the shareholders after a
distribution of the assets by the corpo-
ration pursuant to a liquidation was not
taxable to the corporation. This latter
decision was based on the finding of
fact by the trial court to the effect that
the corporation had rejected an offer to
sell the property and the negotiations
had been carried on by the shareholders
after receipt of the propert y in
liquidation.

In Court Holding, the Supreme Court
recognized that ‘‘[t]he incidence of
taxation depends upon the substance of
a transaction .. . . [T]he transaction must
be viewed as a whole, and each step,
from the commencement of negotia-
tions to the consummation of the sale,
is relevant. A sale by one person
cannot be transformed for tax purposes
into a sale by another by using the
latter as a conduit through which to
pass title.’’ 324 U.S. 331, 334.

If the C stock had, in form, been
exchanged by the D shareholders fo r Y
stock under circumstances in which D
had, in substance, made the exchange
of the C stock, D would be treated as
having distributed an amount of stock
in Y that did not constitute control o f Y.
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As a result, one of the requirements of
§ 355 would not have been met. The
determination of the substance of the
transaction, i.e., which party (D or the
shareholders of D) had, in substance,
disposed of the C stock for Federal
income tax purposes is based on all of
the relevant facts and circumstances.

In this case, the form of the transac-
tion will be respected for Federal
income tax purposes. At the time of the
distribution of the C stock by D, there
had been no negotiations regarding the
acquisition of C by Y, and the only
action taken by D with respect to the
transaction was that the directors of D
had authorized the distribution of the C
stock to the shareholders of D. The C
shareholders voted on the merger with
Y after the distribution and were free to
vote their stock for or against the
merger. Based on all of the facts and
circumstances, the substance of the
transaction is a distribution of the C
stock by D with respect to its stock
followed by the exchange of the C
stock by its shareholders for Y stock
pursuant to the merger.

HOLDING

The form of the transaction, consist-
ing of the distribution by D of the C
stock to the D shareholders followed
by the exchange of the C stock by the
D shareholders for Y stock pursuant to
the merger of C into Y, reflects its
substance and will be respected for
Federal income tax purposes.

EFFECT ON OTHER REVENUE
RULINGS

Rev. Rul. 75–406 is modified.

APPLICATION OF SECTION
7805(b)

The Service will consider the ap-
plication of § 7805(b) on a case-by-
case basis.

FURTHER INFORMATION

For further information regarding
this revenue ruling contact Filiz A.
Serbes of the Office of Assistant Chief
Counsel (Corporate) at (202) 622-7750
(not a toll-free call).

Section 368.—Definitions Relating to
Corporate Reorganizations

26 CFR 1.368–1: Purpose and scope of
exception of reorganization exchanges.

The revenue ruling provides that under the
facts below, the merger of a corporation with one
created in another state is a section 368(a)(1)(F)
reorganization even though it is a step in a larger
transaction that includes a series of steps. See
Rev. Rul. 96–29, on this page.

Reorganizations under section
368(a)(1)(F); series of steps in overall
plan. The merger of a corporation with
one created in another state is a section
368(a)(1)(F) reorganization even
though it is a step in a larger trans-
action that includes a series of steps.

Rev. Rul. 96–29

ISSUE

Do the transactions described below
qualify as reorganizations under
§ 368(a)(1)(F) of the Internal Revenue
Code?

FACTS

Situation 1. Q is a manufacturing
corporation all of the common stock of
which is owned by twelve individuals.
One class of nonvoting preferred stock,
representing 40 percent of the aggre-
gate value of Q, is held by a variety of
corporate and noncorporate share-
holders. Q is incorporated in state M.
Pursuant to a plan to raise immediate
additional capital and to enhance its
ability to raise capital in the future by
issuing additional stock, Q proposes to
make a public offering of newly issued
stock and to cause its stock to become
publicly traded. Q entered into an
underwriting agreement providing for
the public offering and a change in its
state of incorporation. The change in
the state of incorporation was under-
taken, in part, to enable the corporation
to avail itself of the advantages that the
corporate laws of state N afford to
public companies and their officers and
directors. In the absence of the public
offering, Q would not have changed its
state of incorporation. Pursuant to the
underwriting agreement, Q changed its
place of incorporation by merging with
and into R, a newly organized corpora-
tion incorporated in state N. The shares

of Q stock were converted into the
right to receive an identical number of
shares of R stock. Immediately thereaf-
ter, R sold additional shares of its stock
to the public and redeemed all of the
outstanding shares of nonvoting pre-
ferred stock. The number of new shares
sold was equal to 60 percent of all the
outstanding R stock following the sale
and redemption.

Situation 2. W, a state M corporation,
is a manufacturing corporation all of
the stock of which is owned by two
individuals. W conducted its business
through several wholly owned subsidi-
aries. The management of W deter-
mined that it would be in the best
interest of W to acquire the business of
Z, an unrelated corporation, and com-
bine it with the business of Y, one of
its subsidiaries, and to change the state
of incorporation of W. In order to
accomplish these objectives, and pur-
suant to an overall plan, W entered into
a plan and agreement of merger with Y
and Z. In accordance with the agree-
ment, Z merged with and into Y
pursuant to the law of state M, with the
former Z shareholders receiving shares
of newly issued W preferred stock in
exchange for their shares of Z stock.
Immediately following the acquisition
of Z, W changed its place of organiza-
tion by merging with and into N, a
newly organized corporation incorpo-
rated in state R. Upon W’s change of
place of organization, the holders of W
common and preferred stock surren-
dered their W stock in exchange for
identical N common and preferred
stock, respectively.

LAW AND ANALYSIS

Section 368(a)(1)(F) provides that a
reorganization includes a mere change
in identity, form, or place of organiza-
tion of one corporation, however ef-
fected. This provision was amended by
the Tax Equity and Fiscal Respon-
sibility Act of 1982, Pub. L. No. 97–
248, in order to limit its application to
one corporation. Certain limitations
contained in § 381(b), including those
precluding the corporation acquiring
property in a reorganization from carry-
ing back a net operating loss or a net
capital loss for a taxable year ending
after the date of transfer to a taxable
year of the transferor, do not apply to
reorganizations described in § 368(a)-
(1)(F) ‘‘in recognition of the intended
scope of such reorganizations as em-


