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BUSINESS PURPOSE REQUIREMENT FOR SPIN-OFFS
UNDER SECTION 355

By EDWARD BIRMINGHAM*

This article will deal with the subject of tax-free spin-offs in
the context of family and other closely held corporations. The
discussion will be divided into two main sections. The first will
consist of a brief review of the nature of corporate divisions and
the statutory scheme for their tax treatment under the Internal
Revenue Code of 1954. The second section will be a more detailed
examination of judicial limitations on these transactions, especially
the business purpose rule.

CORPORATE DIVISIONS-NATURE AND TAX TREATMENT

Forms of Corporate Division

Corporate divisions may take various forms. Prior to 1954 it
was convenient to classify the variations as falling into one of three
patterns: spin-offs, split-ups, and split-offs.' The jargon has
changed somewhat since the adoption of the Internal Revenue
Code of 1954 and the term spin-offs is generally applied to all
transactions within the purview of section 355 of the Code. The
form of the transaction is still important, however, for reasons that
will be developed later. The examples which follow will illustrate
the most common types of spin-offs.

Example 1. Corporation A owns and operates two lumber
yards at separate locations. As part of an integrated plan, A trans-
fers the assets connected with one of the lumber yards to a new
corporation, B, in exchange for all of B's stock. Corporation A
immediately distributes to its shareholders all of Corporation B's
stock. From an economic point of view the shareholders' business
investment is the same-an equity interest in two lumber yards-
although now represented by shares in two corporations instead of
one. However, there has been a distribution from Corporation A
to its shareholders. The policy question therefore is whether this
distribution should be taxable to the shareholders, either as a divi-
dend or as a partial liquidation, or whether the tax should be
deferred until a truer realization of gain takes place. The 1954
Code adopted the latter policy alternative, and if certain technical
requirements are met, the corporate division and subsequent dis-
tribution would be a non-taxable reorganization under sections
368(a) (1) (D) and 355 of the Code.

* B.S. 1962, University of Maryland; J.D. 1964, Catholic University;
LL.M. 1967, Georgetown University; Member, District of Columbia and
Nebraska Bars; Assistant Professor of Law, University of South Dakota.

1. See B. BITTKER and J. EusTIcE, FEDERAL INCOME TAXATION OF
CORPORATIONS AND SHAREHOLDERS §§ 11.01 and 11.02 (2d ed. 1966) for a
discussion of the technical distinctions between these terms and a history
of their respective tax treatment under the Internal Revenue Code of 1939.



SPIN-OFFS UNDER SECTION 355

Example 2. In another hypothetical situation Corporation A
owned and operated a single lumber yard in 1960 at which time it
purchased all of the stock of Corporation B which also operated a
lumber yard. In 1966, A distributed to its shareholders all of the
B stock. While not a reorganization under section 368, the distri-
bution may be non-taxable under section 355. Here again, since
the shareholders' investment remained in corporate solution they
are allowed to postpone reporting any gain.

Regardless of the nature of the transaction at the corporate
level, whether a reorganization, as in example (1) or a distribution
of a pre-existing subsidiary's stock, as in example (2) there are two
basic forms that the distribution can take insofar as shareholders
are concerned:

(1) A pro rata distribution. The stock of the controlled
corporation can be distributed on a pro rata basis to
the shareholders of the distributing corporation. Un-
der the facts in either example (1) or (2), above,
the B stock would be distributed to the A share-
holders proportionately to their interest in A, with
the result that A and B would have a brother-sister
corporate relationship after the distribution.

(2) A non-pro rata distribution. In example (1), above,
if X and Y each owned fifty per cent of the A stock,
A could distribute all of the B stock to X in exchange
for all of his A stock. The result-a complete split
both at the corporate and the shareholder level.

Statutory Requirements

Every spin-off, in order to be tax-free must qualify under the
statutory provisions of section 355 of the Internal Revenue Code.
If the statutory requirements are met section 355 provides that no
gain or loss shall be recognized to the shareholders of the distribut-
ing corporation. The requirements of section 355 in general terms
are as follows:

(1) The distributing corporation must control the cor-
poration whose stock is being distributed.2 Control
for this purpose means the ownership of stock posses-
sing at least eighty per cent of the total combined
voting power of all classes of stock entitled to vote
and at least eighty percent of the total number of
shares of all other classes of stock.3

(2) The transaction must not be used principally as a
device for the distribution of the earnings and profits
of the distributing corporation or the controlled cor-
poration or both.4

(3) The distributing corporation and the controlled cor-
poration must each be engaged in an active trade or

2. INT. REV. CODE of 1954, § 355(a) (1) (A) (ii).
3. Id., § 355(a) (1) (D) (ii) and § 368(c).
4. Id., § 355(a) (1) (B).
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business immediately after the distribution.5 Each
such trade or business must have been actively con-
ducted, either separately or as part of another busi-
ness for the five year period ending on the date of
the distribution.6 Tax-free treatment is not allow-
able if either of the businesses was acquired in a tax-
able transaction within the five year period.7

(4) The distributing corporation must distribute all of the
stock and securities in the controlled corporation held
by it immediately before the distribution.8 However,
distribution of eighty per cent of the controlled cor-
poration's stock will be sufficient if the distributing
corporation can establish that the retention of stock
is not in pursuance of a tax avoidance plan.9

The Demise of the Predistribution Two Business Rule

The regulations on section 355 took the position that the active
business test meant that the business of each corporation had to have
been conducted separately for the five year period preceding the
distribution.10 In other words, the division of a single business
was not permitted. This was an effective test as far as the service
was concerned because it kept device situations to a minimum.
This was true because in order to have a device to change ordinary
income into capital gain, the shareholders must sell the stock in or
cause to be liquidated one of the corporations. As soon as the
shareholders are willing to give up a separate business completely
by a sale or liquidation they could probably have qualified for
capital gain treatment by a partial liquidation under section 346(b)
of the Code if the five year test was met." Therefore, the Revenue
Service rationale was probably that shareholders must wish to re-
tain their investment or else they would have proceeded under
section 346(b) to obtain capital gain treatment. This seems to
be the correct attitude in view of the regulations and would cer-
tainly prevent most of the tax avoidance schemes wherein highly
liquid inactive assets are spun-off.

However, in Commissioner v. Coady,'2 the Tax Court and the
Court of Appeals disagreed with the Regulations and held that the

5. Id., § 355(a) (1) (C) and § 355(b).
6. Id., § 355(b) (2) (B).
7. Id., § 355(d) (2) (C).
8. Id., § 355(a) (1) (D) (ii).
9. Id., § 355(a) (1) (ii).

10. Treas. Reg. § 1.355-1(a).
11. INT. REV. CODE of 1954, § 346(b) provides TERMINATION OF A

BUSINESS.-A distribution shall be treated as a distribution described
in subsection (a) (2) if the requirements of paragraphs (1) and (2) of
this subsection are met.

(1) The distribution is attributable to the corporations ceasing
to conduct, or consist of the assets, of, a trade or business
which has been actively conducted throughout the 5-year
period immediately before the distribution, which trade or
business was not acquired by the corporation within such
period in a transaction in which gain or loss was recognized
in whole or in part.

12. 289 F.2d 490 (6th Cir. 1961).
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pre-distribution two business rule was an unreasonable interpre-
tation of the statute and therefore invalid. That case involved the
division of a construction business between the two shareholders
by means of a non-pro rata spin-off.

In 1962, in Marett v. United States,13 the Fifth Circuit agreed
with the rationale of the Tax Court in the Coady case. The Marrett
case involved a situation where a corporation, Famous Foods, Inc.,
operated three plants which processed pork skins in edible form
for resale to two sources. The first source was Tom Huston Peanut
Co., which purchased about seventy-five per cent and the other
source consisted of independent retailers. Tom Huston complained
that Famous Foods brand was being retailed next to Tom Huston's
brand in certain stores. Therefore Famous Foods, to meet this ob-
jection, transferred one plant to a new corporation, Sunny South Co.
and distributed the Sunny South stock on a pro rata basis. The
court held that the predistribution active business test had been
met. It was worthy of note in this case that no mention of device
or business purpose was made.

The Service announced it would follow Coady and Marrett in
Revenue Ruling 64-14714 and stated that consideration was being
given to amending the Regulations to the extent they hold that
section 355 does not apply to the division of a single business. 15

New Emphasis on Business Purpose Requirement

Prior to December 3, 1965, it was generally assumed that the
function of the business purpose test in section 355 was to over-
come a government assertion that a spin-off was a device of the
distribution of earnings and profits. Therefore, the only time a tax-
payer had to show a good business purpose was in a transaction
where a device situation was present. On the above mentioned
date the Court of Appeals for the 9th Circuit issued its decision in
Commissioner v. Marne S. Wilson.16 The facts in that case were
substantially as follows: Wilson, Inc., operated a furniture store
and financed its own sales. In 1958 the finance activities were
transferred to a new corporation, Wil-Plan Inc., and the Wil-Plan
stock was distributed equally to two brothers who were the sole
shareholders in the distributing corporation.

The Commissioner, in the Tax Court, 17 attacked the tax-free
claim on the ground that the transaction was a device for the
distribution of earnings and profits in violation of section 355(a)
(1) (B). The Taxpayer argued that there was no tax avoidance
device because five years had passed since the distribution and the

13. 325 F.2d 28 (5th Cir. 1963).
14. 1964-1 Cum. Bull. (Part I) 136.
15. The regulations have not yet been amended.
16. 353 F.2d 184 (9th Cir. 1966).
17. 42 T.C. 914 (1964), rev'd, 353 F.2d 184.
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shareholders had not disposed of any stock in Wilson or Wil-Plan
nor caused either to be liquidated. The Taxpayer also submitted
three business reasons for the spin-off. The Tax Court found that
the asserted business reasons were not bona fide but since no
disposition or liquidation had in fact taken place, there was no
tax avoidance motive at the time of the spin-off and the device
rule of section 355 had not been violated.

The Court of Appeals took a different view of the case. The
important part of Judge Madden's opinion was as follows:

We seem to be confronted with what may be a unique
situation, that of a corporate reorganization which had no
business reason and which had no tax avoidance purpose,
but which had the effect of removing from the risks and
vicissitudes of a retail furniture business accumulated
earnings in a form readily convertible by the shareholders
into cash, by selling their stock in the spin-off corporation
or by liquidating it and receiving and selling those easily
liquidated assets. The shareholders have and will continue
to have a tax advantage whenever they choose to make use
of it, even though, as the Tax Court found, they never
thought of the reorganization in terms of a tax advantage.
We think, that, in this practical area of taxation, so much
in the way of liability for taxes can hardly be allowed to
depend solely upon what goes on in someone's mind. If
the assets transferred to Wil-Plan had been United States
or municipal or high grade corporate bonds, the purpose
of the spin-off might well have been the removal of these
assets from the risks of the retail furniture business, with
the motive of creating security for old age or for their
families and without any thought of tax consequences.
Yet it would be unfair to shareholders who are fully taxed
upon dividends received by them to give such an advantage
to the beneficiaries of a spin-off without a business pur-
pose. We suppose that is the reason for the Gregory v.
Helvering doctrine. Congress, in enacting section 355 and
its predecessors, was trying to give to business enterprisers
leeway in readjusting their corporate arrangements to
better suit their business purposes. If the rearrangement
had that purpose, Congress was willing to concede them
some possible tax advantages. If the arrangement had no
business purpose, let the taxes fall where they might.
As we have said, the taxpayers urge in this court, as
they did in the Tax Court, that there were business reasons
for the creation of Wil-Plan. But the Tax Court held that
there were none, and that holding is well supported by
• . . the evidence. The Commissioner urges in this court, as
he did in the Tax Court, that there was a tax avoidance
motive in creating Wil-Plan. But the Tax Court held that
there was no such motive. Its holding was based upon
the oral testimony of one of the taxpayers, which testi-
mony the court said "rang true". We cannot find that
that holding is clearly erroneous.

We conclude, however, that even if there is no tax avoid-

[Vol. 14
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ance motive, a reorganization having no business reason
does not result in the tax advantages which section 355
confers upon those who satisfy the legal requirements for
its benefits.'"
The Wilson case is highly significant because it gives new

vitality and an added dimension to the business purpose rule.
The case stands for the proposition that the requirement of a busi-
ness purpose cannot be confused with the lack of a tax motive
and that the mere device possibility can violate the device rule.
The purpose of the safeguards in section 355 is to prevent the
separation of active and inactive assets, and nothing said in Coady
would imply that this would be allowed. However, if the Service
was faced with the Coady doctrine alone, the problems of what
assets could be separated, and what could not, would seem to be
insurmountable. However, with the Wilson case, combined with
the fact that most corporations request a ruling prior to a spin-
off, the Service has fairly effective control over abuse of section
355.

Since the granting of an advance ruling is discretionary, and
since a business purpose has become a positive requirement for a
tax-free spin-off, the Service declines to rule where it feels that
the stated business purpose is not bona fide.19 The taxpayer has
no recourse to the courts either after an adverse ruling or with-
out requesting a ruling.2 0 Therefore, corporations and their share-
holders are faced with going through with the transaction and
taking their chances with the Commissioner and the courts or
not effecting the spin-off.

Because of the current importance of showing a good business
reason for a spin-off, the remainder of this article will be con-
cerned with an analysis of traditional non-tax reasons for corpo-
rate separations.

BusiNEss REASONS FOR SPLITTING THE SMALL CORPORATION

Isolation of Liability

A basic characteristic of a corporation is that it is a separate
legal entity and any liabilities that might arise must be satisifed
out of corporate assets. Just as individuals might choose to place
business assets in a corporation to protect their personal assets, a
corporation might choose to isolate the assets used in a stable
business from those used in a hazardous business. Thus, this rea-
son is often put forth as the business purpose for a spin-off. The
current viewpoint of the Service on this question is contrary to its
published position.

18. 353 F.2d 184 (9th Cir. 1966).
19. INT. REV. CODE of 1954, § 368(a) (1) (D).
20. There is no statutory provision for review. A declaratory judg-

ment is barred because the Declaratory Judgments Act specifically excludes
controversies with respect to Federal taxes. 28 U.S.C.A. § 2201. Injunc-
tive relief is barred by INT. REV. CODE of 1954, § 7421 (a) and Enochs v.
Williams Packing Co., 370 U.S. 1 (1962).
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In Revenue Ruling 56-287,21 a corporation has been engaged
in operating an intrastate bus service. It also operated terminal
facilities and occasionally leased buses on a charter basis to other
bus operators for various periods. The Ruling stated:

The corporation desired to engage extensively in the gen-
eral business of leasing buses and other transportation
equipment to various independent small bus operators.
From a banking standpoint, a divorce is essential to this
type of business because of accident hazards of an oper-
ating company.

22

Therefore, the corporation transferred all its buses and certain
other assets to a new corporation in exchange for all its stock.
Immediately thereafter the stock of the new corporation was dis-
tributed to the shareholders on a pro rata basis. The ruling went
on to say that the transaction did not qualify as a tax-free distri-
bution because the pre-distribution active business, test was not
met.

23

The important aspect of that ruling here is that the business
reason was stated to be: "[f]rom a banking standpoint, a divorce
is essential to this type of business because of accident hazards of
an operating company. '24 It would seem that the failure to men-
tion this factor, while holding that the transaction did not qualify
on the active business test, implied that the isolation of liability
was a good business purpose.

This implication was more specifically confirmed in Revenue
Ruling 56-451.25 Here, a corporation was engaged in publishing
four trade magazines.. Each was circulated monthly without
charge to executives, engineers, and production men in the par-
ticular industrial field covered. The space in the magazines was
devoted to advertisements and technical articles of interest to men
in the industrial field with which the particular magazine deals.

Additional facts were stated, showing that the activities con
ducted constituted two separate active businesses, and that the
five year test had been met. The important paragraph was:

In view of the differences between the problems connected
with the publishing of the 'metal magazine as contrasted
with the publishing of the other magazines, the corporation
desired to operate the two activities under separate corpo-
rations. This will serve to prevent the assets of one
operation from being subject to the liabilities of the other
operation. Furthermore, it will make feasible the securing
of high-level management for the first magazine so that
the president of the corporation can devote his time and
attention to a planned expansion of the electrical papers.26

21. 1956-1 Curn. Bull. 186.
22. Id.
23. Id. at 187.
24. Id. at 186.
25. 1956-2 Curn. Bull. 208.
26. Id. at 209.
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The resultant transfer of certain assets to a new corporation fol-
lowed by a pro rata distribution of its stock was held to be tax-free
under sections 368 (a) (1) (D) and 355 of the Code.

Although there were two business reasons here, to separate
the risks and the one related to management, the latter could
clearly have been accomplished by a parent-subsidiary relation-
ship. Therefore, it is clear that, in 1956 the Service was saying
that separating liability is a good business purpose for a spin-off.

Because of the new emphasis on the business purpose test,
however, the isolation of liability reason cannot be blindly relied
on to support a spin-off. The Service is viewing this standard
quite skeptically. One of the reasons for this skepticism can be
traced to a 1962 case, Estate of Parshelsky v. Commissioner.2 7

In Parschelsky, one of the reasons advanced for a spin-off under
the 1939 Code was to isolate valuable real estate from the dangers
of a diminishing wholesale business. The Court in the Second
Circuit said that:

[t] he real estate could have been safeguarded from the
creditors of the wholesale business merely by having Par-
shelsky Brothers transfer the wholesale business to a sub-
sidiary corporation and retain the real estate. In light of
the tax-avoidance possibilities which a spin-off often pro-
vides, there must be non-tax reasons not only for the '

.separation of the two businesses but also for direct own-
ership of both by the shareholders.28

The reliance on the Parshelsky case for this rule is somewhat
ironic in view of the fact that the Service does not agree with an
important aspect of that case. However, in regard to whether or
not a shareholder purpose will meet the business purpose rule29

it is true that if isolation of a high risk business is the objective,
it can ordinarily be accomplished by placing the risky business in
a subsidiary. Therefore it is logical to require a separate reason
for the distribution of the subsidiary's stock to the shareholders.

The position that separating liability will not justify a spin-
off becomes strained if applied as a flat rule. Consider the follow-
ing situations.

Example (1). Corporation X operates a high risk petroleum
distribution business and owns several valuable pieces of real es-
tate upon which it operates service stations. X desires to spin-off
the real estate and service stations in order to protect these assets
from the petroleum distribution business. In this case the real
estate and stations would not be sheltered by the subsidiary be-

27. 303 F.2d 14 (2d Cir. 1962).
28. Id. at 20.
29. The court held that a spin-off required a corporate or share-

holder purpose that would motivate a reasonable businessman to effect a
spin-off. Parshelsky v. Commissioner, 303 F.2d 14 (2d Cir. 1962).
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cause its stock would be an asset of the risky parent corporation.
If X requested an advance ruling it would probably not be favor-
able because the objective could be accomplished by placing the
petroleum business in a subsidiary.

Example (2). What if, in example (1), the real estate and
service stations were already in a subsidiary of X? In order to
protect the real estate from hazardous business without a spin-
off, the subsidiary could be merged into X under section 33230

and the parent-subsidiary relationship reversed by placing the
risky business in a subsidiary. Or, more simply, X could place the
risky business in another subsidiary and become a holding com-
pany.

It would seem that a court, if faced with such a situation,
should apply the rule that a taxpayer, if confronted with several
alternatives to a given objective, may choose the route which offers
the most favorable tax consequences. Also it would be more ex-
pensive for X to effect the upstream merger and incorporate a new
subsidiary rather than to merely distribute the stock of the existing
subsidiary. If the Service can propose alternatives which can
accomplish the same business purpose, the alternative, it would
seem, should not be more costly than the corporate plan.

Allowing Key Employees to Buy-In

It is natural that an ambitious employee would like to have
an equity interest in the business for which he works. There are
good reasons for allowing such an employee to purchase stock, or
granting him a stock option. The most obvious reasons are that it
will help retain his services and increase his incentive to do well.

A problem arises when the business is under the same cor-
porate shell as a separate business for which the employee performs
no services. First of all, the price he would have to pay for the
stock would reflect the value of the separate business in which he
probably is not interested. Secondly, if the corporation is closely
held, the shareholders would probably not want to sell an interest
in the other business unless they have to. One answer to the
problem is, of course, a spin-off. This would allow the employee
to purchase an equity interest in the single business and allow the
former shareholders to prevent a dilution of their interest in
both businesses.

It would be difficult to envision a court saying that this would
not be a good business purpose. For advance ruling purposes,
however, such a purpose must be viewed with a bit of curiosity,
if not skepticism, to determine if the stated reason is the real one.

30. INT. REV. CODE of 1954, § 332 allows parent corporations to
liquidate eighty percent controlled subsidiaries without recognizing gain
or loss.

[Vol. 14
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This is not to imply that the Service will not rule favorably even
if other tax benefits seem to be present. But if the ruling re-
quest states that the reason for the spin-off is to allow a possible
stock purchase, it probably will not be sufficient. A definite
statement will be required that the purchase will be consum-
matedY1 The value of a ruling wherein the facts state that the
purpose is to allow such a purchase, which has not taken place
when the return is audited, is questionable to say the least.

Also, there is the question of whether the Service might, if it
feels there is abuse in the area, come up with the argument
that this purpose can be accomplished without a spin-off, similar
to the position being taken in separation of risk area. It could be
contended that the objectives could be accomplished by placing
the particular business in a subsidiary and selling some of the
subsidiary's stock to the employee.

Another closely related question is: How much stock may
the employee purchase? This question is important because where
there is a plan to sell more than twenty per cent of the stock of
either corporation after a spin-off the transaction may violate the
control requirement.

3 2

In Revenue Ruling 59-19733 a key employee was allowed to buy
stock in a corporation which operated a brokerage business and a
manufacturing business. Immediately after the purchase the bro-
kerage business was transferred to a new corporation and the
employee received over thirty per cent of the voting stock in the
new corporation. This Revenue Ruling clearly implies that the
control requirement of 368(c) does not apply to the shareholders in
a spin-off. However, it could be argued that:

(1) Section 355 applies to stock in a controlled corpora-
tion. This is defined by the statute to mean that the
distributing corporation must own eighty per cent of
each class of stock immediately before the distribu-
tion.

(2) If, as part of one plan, it is contemplated that more
than twenty per cent of the new corporation's stock
will be sold to an outsider, the control requirement
will not be met. This conclusion comes from the
fact that, under the 1939 Code, a spin-off could be
effected only with a divisive reorganization which
requires that an amount of stock constituting control
be distributed with respect to the stock of the trans-
ferror corporation.34 Although the 1954 Code does
not require a devisive reorganization for a spin-off,
there was no intent to eliminate the requirement of
control of the transferee corporation.

31. See Rev. Proc. 69-1, 1969 Int. Rev. Bull. No. 1, 3, for procedures to
be followed in requesting advance rulings.

32. INT. REV. CODE of 1954, § 368(a) (1) (D).
33. 1951 Cum. Bull. 77.
34. INT. REV. CODE of 1954, § 368(a) (1) (D).
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This argument seems to ignore the fact that the purpose of
section 355 is to prevent the separation of inactive and active
corporate assets. The fact that the new corporation plans to sell
stock to employees, or go public, seems to be completely irrelevant
to the theory behind the section.

Spin-off Prior to Public Offering

Suppose Corporation X conducts two businesses, a lumber
yard and a real estate operation. The stock of X is held by a
family group who feel that in order to develop the real estate
business to its fullest potential, large amounts of additional capital
will be needed. An investment banking firm is contacted to
arrange for financing. The firm recommends a public offering of
stock as the most prudent method to obtain the needed capital.
However, they feel that the separate lumber yard business, which
is not likely to grow, would be a handicap to a public offering and
therefore suggest that it be sold. The family wants to keep the
lumber yard so a spin-off is in order.

Although this would seem to be a very good business reason
for a spin-off, we would be faced with the same problem as in the
prior section, Allowing Key Employes to Buy-In. That is, the Serv-
ice may contend that a subsequent disposition of more than twenty
per cent of the stock of either corporation will ruin the transaction
tax-wise. The reasons for and arguments against this position are
set out in the previous section and the same should apply here.

Spin-off to Enable a Subchapter S Election

Assume Corporation A, which operates a dry cleaning store,
has a wholly owned subsidiary, B, which is engaged in the auto-
mobile insurance business. The insurance business was placed in
a subsidiary to isolate its possible liabilities from the relatively safe
dry cleaning business.

It is now desired to operate A under the provisions of Sub-
chapter S.35 This cannot be done if the corporation has an active
subsidiary.3 6 B could be merged into A under section 332 but
that would be undesirable because of the separation of risk con-
siderations.

The argument can be made that a spin-off where the business
purpose is to get under Subchapter S is not strong enough for an
advance ruling. The theory is that this would be a tax reason
rather than a non-tax reason. This argument, however, seems to
be based on the premise that a Subchapter S corporation is some
type of tax loophole whereas its really a quite respectable creature,

35. Id., §§ 1371-1378.
36. Id., §§ 1371, 1504.
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calling for the corporation to surrender certain tax advantages
in exchange for the feature of avoiding double taxation.

Combining a Spin-off with a Merger: Tailoring as a Business
Purpose

Suppose Corporation X operates a large chain of supermarkets
and also a chain of department stores. Corporation A would like
to acquire X's supermarkets but is not interested in the depart-
ment stores. X and A feel that a purchase would not be desirable,
both from the financial and the taxation aspects. The simplest
and perhaps only method for a tax-free transaction would be for
X to spin-off the unwanted business and then merge into A.

Although all the statutory requirements appear to be satisfied,
assuming the five year test is met, the Internal Revenue Service
has traditionally opposed these transactions with a vigorous shot-
gun approach. Judicial support was given to their position in the
case of Curtis v. United States.3 7

In the Curtis case, Lynn B. and Ruth F. Curtis were share-
holders in the American Crayon Company, an Ohio corporation
with its principal place of business in Sandusky, Ohio. American
wished to merge with the Joseph Dixon Crucible Company, a New
Jersey corporation with its principal place of business in Jersey
City. Both corporations were engaged in serving the educational,
school, and stationery fields throughout the country.

American operated a manufacturing plant in Sandusky and
also operated a warehouse as a separate business. Dixon was not
interested in acquiring the warehouse business. Therefore, Ameri-
can formed a new corporation, Kroma Inc., transferred the ware-
house to Kroma in exchange for all its stock, and distributed the
Kroma stock to the American shareholders. After disposing of
the warehouse in this manner, American merged with Dixon.

The Service contended that the receipt of the Kroma stock
constituted a taxable dividend to the American shareholders, and
was not a tax-free spin-off under section 355. The government
position was that the spin-off was merely a step in carrying out
a definite preconceived purpose, to merge American into Dixon,
and therefore cannot be viewed separately for tax purposes.

This seems to be a strange application of the step transaction
doctrine, based, perhaps, on the feeling that taxpayers should not
be allowed to use two tax-free transactions to accomplish what
cannot be done in one. The court, however, also accepted the
Commissioner's other contention that American did not meet the
post-distribution active business test because ". . . American must
itself engage in the active conduct of a trade or business after the

37. 336 F.2d 714 (6th Cir. 1964).
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spin-off ... .,,38 No rationale was given for this finding so the court
apparently felt that the result was obvious. Even though Ameri-
can's business was being actively carried on, the fact that it was
now operated under a new corporate shell, along with the Dixon
business, was determinative as far as this court was concerned.

It is true that, read literally, section 355 requires the distribut-
ing corporation to be engaged in business immediately after the
distribution. 39 The Court of Appeals in Curtis went to the legis-
lative history of the spin-off statutes to show that the literal read-
ing should be strictly adhered to. The Report of the Senate Finance
Committee on the 1951 amendments, which added the active busi-
ness test, contains a statement that the section "has been drafted
so as to limit its benefits to reorganizations in which all of the new
corporations as well as the parent are intended to carry on a busi-
ness after the reorganization .... "40

Commissioner v. Mary Archer Morris Trust41 involved a state
bank, American Commercial Bank, and a national bank, Security
National Bank of Greensboro, which found it desirable to merge
and operate their institutions under Security's national charter.
American had operated an insurance department for many years.
This posed a problem with the merger because banks operating
under a national charter are not allowed to be in the insurance
business, except in cities of less than 5,000 population. 42 In order
to avoid violating this law, and yet go through with the merger, it
was necessary for American to divest itself of the insurance busi-
ness. It chose to do this by spinning off the insurance business in-
stead of selling it.

The Commissioner treated the distribution as a dividend, using
the following arguments:

(1) The active business requirement of section 355(b)
(1) (A) was not met;

(2) The control requirement of section 368(c) was not
met;

(3) There was no valid business purpose for the divest-
ment;

(4) There was no business purpose for selecting a spin-
off in lieu of a sale.

On the active business requirement, the Tax Court 43 dis-
tinguished Curtis by using the language of the federal banking
laws where it is stated that, after banks consolidate or merge, "...
such consolidated national banking association shall be deemed to

38. Id. at 718.
39. INT. REV. CODE of 1954, § 355(b) (1) (A).
40. S. REP. No. 781, 82d Cong., 1st Sess. 58 (1951) (emphasis added

by court).
41. 367 F.2d 794 (4th Cir. 1966).
42. Id.
43. 42 T.C. 779 (1964), aff'd, 367 F.2d 794 (4th Cir. 1966).

[Vol. 14



SPIN-OFFS UNDER SECTION 355

be the same corporation as each bank . . . participating in the
consolidation.""14  The Court of Appeals rejected using this tech-
nical provision of the National Banking Act as a basis for de-
ciding the active business question. Instead the appellate court,
using a more realistic approach said:

In framing the 1954 Code, the Congress was concerned
with substance, not formalisms. Its approach was that
of the courts in the Gregory v. Helvering series of cases.
Ours must be the same. The technicalities of corporate
structure cannot obscure the continuity of American's busi-
ness, its employees, its customers, its locations or the sub-
stantive fact that North Carolina National Bank was both
American and Security. 45

This interpretation seems to say that the active business test of
section 355 means essentially a continuity of the business enter-
prise, regardless of whether or not it is conducted by the same
corporation. This is a good example of how the substance over form
doctrine can operate in favor of the taxpayer.

Keeping Bad Company

Discount Corporation is a large volume, low price retail furni-
ture store. Uptown Corporation is a small speciality store which
sells expensive and imported furniture items. Uptown is a wholly
owned subsidiary of Discount. The relationship has become com-
mon knowledge and Uptown's sales have been declining. Uptown's
employees feel that the reason for the poor business is that its
prestige is suffering as its discerning customers find out that it is
owned by Discount. The employees have been pressuring manage-
ment to try to become disassociated with Discount. Would a
spin-off of Uptown's stock to the Discount shareholders be effective
for this purpose?

One might argue that, if because of being owned by Discount,
Uptown lost prestige, it would be no better off being owned by
Discount's shareholders. Would not a brother-sister relationship
be just as detrimental as the parent-subsidiary relationship? The
answer to this question would seem to be that it is impossible to
be sure one way or the other, but, if the stated reason is the real
one for the spin-off, the personnel of the Internal Revenue Service
should not put themselves in the position of being experts in busi-
ness judgment and say that a distribution will not help Uptown's
position. This seems to be a good example of an area where the
business purpose for a spin-off might be faulty as a matter of
business judgment but good as far as the Internal Revenue Serv-
ice is concerned.

44. 12 U.S.C. § 215(e) (1964).
45. 367 F.2d 794, 801 (1966).
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Shareholder Reasons as Opposed to Corporate Reasons

The position of the Service is that there must be a substantial
corporate business purpose for a spin-off.46 However, the Second
Circuit in Parshelskys Estate47 held that a spin-off met the business
purpose requirement where it was motivated by the estate planning
objectives of the sole shareholder. The case is not followed by
the Service in this respect although it does approve of another
statement in the case to the effect that there must be a business
reason for the distribution as well as the separation. 48

Requiring a separate corporate purpose disregards the fact
that in many closely held corporations, the business and the
shareholders are so intertwined that it is impossible to separate
shareholder reasons from corporate reasons. For example, if a
father wants to divide his business so that he can bequeath it to
his sons in a manner which will avoid dissension after his death,
he is accomplishing his own motives, and yet the corporation will
undoubtedly benefit from the assured continuity and management.
This is true in so many cases that attempts to distinguish between
shareholder and corporate purposes seem destined for failure. In
fact, one of the best business reasons, as far as the Service is
concerned, is when major shareholders cannot get along and wish
to effect a non-pro rata spin-off. Of course, it is really the non-
pro rata aspect of the transaction which influences the Service,
because such a distribution is difficult to utilize as a device for tax
avoidance.

CONCLUSION

The Internal Revenue Service has announced that it will follow
the Morris Trust49 case to the extent that it holds that (1) the
active business requirements of section 355 (b) (1) (A) were satis-
fied even though the distributing corporation immediately after
the spin-off merged into another corporation, (2) the control re-
quirement of section 368 (a) (1) (D) implies no limitation upon a
reorganization of the transferor corporation after the distribution
of stock of the transferee corporation, and (3) there was a business
purpose for the spin-off and merger.

Combining this retreat with the earlier setbacks in Coady and
Marett it seems fair to say that the Service is losing ground in its
technical interpretation of section 355, and will be forced to rely
more and more on the business purpose requirement as the major

46. Treas. Reg. § 1.355-2(c).
47. 303 F.2d 14 (2d Cir. 1962). The case was decided under the

Internal Revenue Code of 1939 and therefore the court did not have to
consider Treas. Reg. § 1.355-2 (c) which states that a spin-off will not qual-
ify as tax-free where carried out for purposes not germane to the business
of the corporation. However, since this is merely an interpretative regu-
lation the court could and probably would have reached the same result.

48. 303 F.2d 14, 20 (2d Cir. 1962).
49. 367 F.2d 794 (4th Cir. 1966).
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safeguard against abuse of the spin-off.50 The impact of this
shift in emphasis will probably be noticed by the practicing attor-
ney when he applies for an advance ruling on a spin-off. The
Reorganization Branch will undoubtedly subject the stated busi-
ness reasons to rigorous analysis before issuing a favorable ruling.
Therefore, the ruling request should set out in adequate detail the
business reasons for the transaction.

50. Commissioner v. Gordon, 391 U.S. 82 (1968), however, gives new
support to a technical interpretation of section 355 by the Internal Revenue
Service.
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