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This letter responds to your request dated Cctober 2, 1998,
for rulings on the federal incone tax consequences of a proposed
transaction. You submtted additional information in letters
dat ed Novenber 19, 1998, Decenber 17, 1998, and Decenber 31,
1998. The information submtted for consideration is sunmari zed
bel ow.

Distributing, a State X corporation, uses the accrual nethod
of accounting and has a cal endar tax year. Distributing has been
a subchapter S corporation since Date A (which is prior to
January 1, 1987). Distributing’ s only class of outstandi ng stock
consi sts of a shares of common voting stock. F and FFs wife, M
own b shares. F and Mgifted the remaining shares equally to CI,
C2, and C3 (their children) on Date B.

Distributing is engaged in the ownership and operation of ¢
Manuf acturer Licenses (Business A) and Business B. F is a
licensed Z for each Manufacturer License currently owned by
Distributing. Cl, C2, and C3 are licensed Zs for each of their
own Manufacturer Licenses. However, Cl, C2, and C3 also work for
Distributing in the operations of its Manufacturer Licenses but
are not licensed Zs for the Manufacturer Licenses owned by
Distributing. Mis not active in the operations of the
Manuf act urer Licenses.
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W have received financial information which indicates that
Busi ness A and Busi ness B each has had gross receipts and
operati ng expenses representative of the active conduct of a
trade or business for each of the past five years.

Under Manufacturer’'s Z rules, if F does not renain active in
Distributing’ s Manufacturer License operations, Distributing
could not continue to own and operate the ¢ Manufacturer
Li censes. Further, the licensed Z must own not |ess than d% of
each Manufacturer License. F is experiencing very serious health
probl ens which is seriously undermning his ability to actively
manage and operate Distributing’ s Manufacturer Licenses.
Furthernore, Manufacturer will not license C1, C2, or C3 as to
all the c Licenses owned by Distributing.

Accordingly, to enable satisfaction of Manufacturer’s Z
requi rements and mai ntain ownership of Distributing s
Manuf acturer Licenses in light of FFs serious health conditions
and inability to work, the foll owi ng has been proposed:

(1) Fand Mwill gift f%of the stock of Distributing to
each of Cl, C2, and C3. |Immediately after this step, F
and Mwi Il own g%of Distributing and C1, C2, and C3
w Il each own h% of Distributing.

(i) Distributing will formControlled 1, Controlled 2, and
Controlled 3 (each a "Controlled Corporation” and
together the "Controll ed Corporations”) as wholly owned
subsidiaries. The Controlled Corporations will be
State X corporations, use the accrual nethod of
accounting, and have a cal endar taxable year

(i) Distributing will contribute each of its ¢ Mnufacturer
Li censes, including associ ated busi ness assets, to one
of the Controlled Corporations in exchange for all of
the stock of the respective Controlled Corporation and
t he assunption by each of certain liabilities. The
Manuf acturer Licenses will be allocated anong the
Controll ed Corporations so that each Controll ed
Cor poration has the sane val ue.

(iv) Distributing will distribute (A) g% of the stock of
each Controlled Corporation to F and M (B) d% of the
stock of Controlled 1 to C1, (C, d% of the stock of
Controlled 2 to C2, and (D) d% of the stock of
Controlled 3 to C3. The division of the Manufacturer
Li censes anong the Controlled Corporations in step
(iii), above, will be made based on Cl's, C2's or C3's
i nvol verrent in that Manufacturer License. Each
Control l ed Corporation will elect subchapter S status.
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Fol | owi ng the proposed transaction, Manufacturer wl|l

approve Cl, C2, and C3 as a licensed Z for the Manufacturer

Li censes held by their respective Controlled Corporation that
each received in step (iv), above. Distributing will continue
operati ng Busi ness B.

The taxpayers have made the foll owi ng representations in

connection with the proposed transaction:

(a)

(b)

(c)

(d)

(e)

(f)

(9)

No part of the consideration to be distributed by
Distributing will be received by a sharehol der as a
creditor, enployee, or in any capacity other than that of a
shar ehol der of the corporation.

The five years of financial information submtted on behalf
of Distributing is representative of its present operation,
and with regard to such corporation, there have been no
substanti al operational changes since the date of the |ast
financial statements submitted.

Fol | owi ng the transaction, each Controlled Corporation wll
conti nue, independently and with its separate enpl oyees, the
active conduct of its share of all the integrated activities
of Business A conducted by Distributing prior to the
consummati on of the transaction. Distributing will continue
the active conduct of Business B, independently and with its
separ at e enpl oyees.

The distribution of the stock of each Controlled Corporation
is carried out for the follow ng corporate business

pur poses: To enable satisfaction of Manufacturer’'s Z

requi renments and maintain ownership of Distributing s

Manuf acturer Licenses in light of F's serious health
conditions and inability to work. The distribution of the
stock of each Controlled Corporation is notivated, in whole
or in substantial part, by this corporate business purposes.

There is no plan or intention by the sharehol ders of
Distributing to sell, exchange, transfer by gift, or

ot herwi se di spose of any of their stock in Distributing or
any Controlled Corporation after the transaction.

There is no plan or intention by Distributing or any
Control l ed Corporation, directly or through any subsidiary,
to purchase any of its outstanding stock after the
transaction, other than through stock purchases neeting the
requirements of § 4.05(1)(b) of Rev. Proc. 96-30, 1996-1

C.B. 696.

There is no plan or intention to liquidate Distributing or
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(h)

(i)

(i)

(k)

(1)

(m)

(n)

any Controlled Corporation, to nmerge any corporation with
any other corporation, or to sell or otherw se di spose of
the assets of Distributing or any Controll ed Corporation
after the transaction, except in the ordinary course of
busi ness.

The total adjusted bases and the fair market value of the
assets transferred to each Controll ed Corporation by

Di stributing each equals or exceeds the sum of the
liabilities assuned by each Control |l ed Corporation plus any
liabilities to which the transferred assets are subject.

The liabilities assunmed in the transaction and the
liabilities to which the transferred assets are subject were
incurred in the ordinary course of business and are
associated with the assets being transferred.

There is no property for which any investnent credit has
been taken and to which recapture applies because the
recapture period has expired.

No intercorporate debt will exist between Distributing and
any Controlled Corporation at the tinme of, or subsequent to,
the distribution of each Controlled Corporation.

Paynents made in connection with all continuing
transactions, if any, between Distributing and any
Controll ed Corporation will be for fair market val ue based
on terns and conditions arrived at by the parties bargaining
at arms length. Paynments made in connection with all
continuing transactions, if any, between any of the

Controll ed Corporations will be for fair market val ue based
on terns and conditions arrived at by the parties bargaining
at armi s |ength.

No two parties to the transaction are investnment conpanies
as defined in 8 368(a)(2)(F)(iii) and (iv) of the Internal
Revenue Code.

Distributing is an S corporation (within the meaning of

§ 1361(a)). Each Controlled Corporation will elect to be an
S corporation, pursuant to 8 1362(a), on the first available
date after the distribution and there is no plan or

intention to revoke or otherwise terminate the S corporation
election of Distributing or any Controlled Corporation.

The distributions are not part of a plan or series of

related transactions (within the meaning of § 355(¢e))
pursuant to which one or more persons will acquire directly
or indirectly stock possessing 50% or more of the total
combined voting power of all classes of stock of
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(o)

Distributing or any Controlled Corporation, or stock
possessi ng 50% or nore of the total value of all classes of
stock of Distributing or any Controll ed Corporation.

At no time during the period that Distributing has been an S
corporation did it acquire any asset in a transaction in
which Distributing’ s basis in such asset was determned (in
whol e or in part) by reference to a C corporation’s basis in
the asset (or any other property).

Based solely on the information submtted and

representations made, we hold as foll ows:

(1)

()

®3)

(4)

()

(6)

The transfer by Distributing of the Manufacturer Licenses
(i ncludi ng associ ated busi ness assets) to each Controll ed
Corporation, in exchange for all the stock of each

Controll ed Corporation, and the assunption of certain
liabilities, as described above, followed by the
distribution of (A) g% of the stock of Controlled 1 to F and
M and d% of the stock of Controlled 1 to Cl1L (B), g% of the
stock of Controlled 2 to F and M and d% of the stock of
Controlled 2 to C2, and (C) g% of the stock of Controlled 3
to F and Mand d% of the stock of Controlled 3 to C3, wll
each be a reorgani zation within the neani ng of

8§ 368(a)(1)(D), respectively. Distributing and each

Controlled Corporation, respectively, will be "a party to a

reorganization” within the meaning of 8 368(b) .

Distributing will recognize no gain or loss upon the
transfer of the Manufacturer Licenses (including associated
business assets), subject to liabilities, to each Controlled
Corporation in exchange for all the stock of each Controlled
Corporation, as described above (§ 361(a) and § 357(a)).

Each Controlled Corporation will recognize no gain or loss
on the receipt of the respective Manufacturer Licenses
(including associated business assets) in exchange for its
stock, as described above (§ 1032(a)).

Each Controlled Corporation's basis in the assets received
from Distributing will equal the basis of such assets in the
hands of Distributing immediately prior to the transaction
(8 362(b)).

Each Controlled Corporation's holding period in the assets
received in the transaction will include the period during
which Distributing held such asset (§ 1223(2)).

Distributing will recognize no gain or loss on the
distribution of each Controlled Corporation to the
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Distributing shareholders, as described above (8 361(c)).

(7) The Distributing shareholders will recognize no gain or loss
(and no amount will be included in their income) upon the
receipt of the Controlled Corporations' stock, as described
above (8 355(a)(1)).

(8) The basis of the stock of each Controlled Corporation and
Distributing in the hands of the Distributing shareholders
after the distribution will, in each instance, be the same
as the aggregate basis of the Distributing stock held
immediately before the distribution allocated in proportion
to the fair market value of each in accordance with § 1.358-
2(a)(2) (88 358(a) & 358(b)(1)).

(9) A Distributing shareholder's holding period of the
Controlled Corporation(s)' stock received in the transaction
will, in each instance, include the holding period of the
Distributing stock with respect to which the distribution is
made, provided that they held their Distributing stock as a
capital asset on the date of the distribution (8 1223(1)).

(10) As provided in 8§ 312(h), proper allocation of earnings and
profits between Distributing and each Controlled Corporation
will be made under § 1.312-10(a).

(11) The momentary ownership by Distributing of the stock of each
Controlled Corporation in connection with the reorganization
will not, in and of itself, make each Controlled Corporation
ineligible to elect to be an S corporation for its first
taxable year, provided that each Controlled Corporation
meets the other requirements under § 1361(b).

Distributing's consent to each Controlled Corporation's
election to be an S corporation is not required.

(12) The S corporation election to be made by each Controlled
Corporation immediately following the respective
distribution of each Controlled Corporation will not subject
each Controlled Corporation to be taxed under
8 1374 because, for purposes of this determination, each
Controlled Corporation and Distributing (the predecessor of
each Controlled Corporation) are to be treated as one
corporation, and such corporation made its S election before
January 1, 1987 (8§ 1374(c)(1) and 8§ 633(b) of Pub. L. No.
99-514).

We express no opinion about the tax treatment of the
proposed transaction under other provisions of the Code and
regulations or about the tax treatment of any conditions existing
at the time of, or effects resulting from, the proposed
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transaction that are not specifically covered by the above
rulings. Specifically, no opinion is expressed concerning the
t ax consequences of step (i).

This ruling letter is directed only to the taxpayers who
requested it. Section 6110(k)(3) provides that it may not be
used or cited as precedent.

The affected taxpayers nust attach a copy of this letter to

their federal inconme tax returns for the taxable year in which
the transaction covered by this ruling letter is consummat ed.

Si ncerely yours,
Assi stant Chi ef Counsel (Corporate)

By Kon Cohon

Ken Cohen
Seni or Techni ci an Reviewer, Branch 3



