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

26 CFR 1.355–3: Active conduct of a trade or
business.

Section 355. This ruling discusses
whether the acquisition by D, a brand X au-
tomobile dealer, of a brand Y automobile
dealership constitutes an expansion of the
brand X business or an acquisition of a new
or different business under section 1.355–
3(b)(3)(ii) of the regulations. Rev. Rul.
57–190 obsoleted.

Rev. Rul. 2003–18

ISSUE

Whether the acquisition by a dealer en-
gaged in the sale and service of brand X
automobiles of a franchise to sell and ser-
vice brand Y automobiles and the assets to
operate the franchise constitutes an expan-
sion of the brand X business rather than the
acquisition of a new or different business
under § 1.355–3(b)(3)(ii) of the Income Tax
Regulations.

FACTS

Corporation D has been engaged un-
der a dealer franchise in the sale and ser-
vice of brand X automobiles since Year 1.
For over five years before Year 8, these op-
erations had been carried on in two build-
ings (L and M) within the same city. In Year
8, D acquired a franchise for the sale and
service of brand Y automobiles and pur-
chased the inventories, equipment, and
leasehold of a former brand Y automo-
bile dealer who operated in a building ad-
joining D’s building L. Shortly thereafter,
D relocated the inventory of brand X au-

tomobiles from building L to building M.
Thereafter, D used building M exclusively
for the sale and service of brand X auto-
mobiles and used building L and the ad-
joining leasehold exclusively for the sale
and service of brand Y automobiles.

In Year 10, D transferred all of the as-
sets, including building M, and liabilities
of the brand X automobile dealership to a
new corporation, C, in exchange for the
stock of C, and distributed the stock of C
pro rata to its shareholders.

LAW AND ANALYSIS

Section 355(a) of the Internal Revenue
Code provides that a corporation may dis-
tribute stock and securities in a controlled
corporation to its shareholders and secu-
rity holders in a transaction that will not
cause the distributees to recognize gain or
loss, provided that, among other require-
ments, (i) each of the distributing corpo-
ration and controlled corporation is engaged,
immediately after the distribution, in the ac-
tive conduct of a trade or business, (ii) each
trade or business has been actively con-
ducted throughout the five-year period end-
ing on the date of the distribution, and (iii)
neither trade or business has been acquired
in a transaction in which gain or loss was
recognized, in whole or in part, within the
five-year period. Sections 355(b)(1)(A),
355(b)(2)(B), and 355(b)(2)(C).

In determining whether an active trade
or business has been conducted by a cor-
poration throughout the five-year period pre-
ceding the distribution, the fact that a trade
or business underwent change during the
five-year period (for example, by the ad-
dition of new or the dropping of old prod-
ucts, changes in production capacity, and
the like) shall be disregarded, provided that
the changes are not of such a character as
to constitute the acquisition of a new or dif-
ferent business. Section 1.355–3(b)(3)(ii).
In particular, if a corporation engaged in the
active conduct of one trade or business dur-
ing that five-year period purchased, cre-
ated, or otherwise acquired another trade or
business in the same line of business, then
the acquisition of that other business is or-
dinarily treated as an expansion of the origi-
nal business, all of which is treated as
having been actively conducted during that
five-year period, unless that purchase, cre-
ation, or other acquisition effects a change
of such character as to constitute the ac-
quisition of a new or different business. Id.

In Example (8) of § 1.355–3(c), corpo-
ration X had owned and operated hard-
ware stores in several states for four years
before purchasing the assets of a hard-
ware store in State M where X had not pre-
viously conducted business. Two years after
the purchase, X transferred the State M store
and related business assets to new subsid-
iary Y and distributed the Y stock to X’s
shareholders. Citing § 1.355–3(b)(3)(i) and
(ii), the example concludes that X and Y
both satisfy the requirements of section
355(b).

In this case, because (i) the product of
the brand X automobile dealership is simi-
lar to the product of the brand Y automo-
bile dealership, (ii) the business activities
associated with the operation of the brand
X automobile dealership (i.e., sales and ser-
vice) are the same as the business activi-
ties associated with the operation of the
brand Y automobile dealership, and (iii) the
operation of the brand Y automobile deal-
ership involves the use of the experience
and know-how that D developed in the op-
eration of the brand X automobile dealer-
ship, the brand Y automobile dealership is
in the same line of business as the brand
X dealership and its acquisition does not
constitute the acquisition of a new or dif-
ferent business under § 1.355–3(b)(3)(ii). In-
stead, it constitutes an expansion of D’s
existing business. Accordingly, each of D
and C is engaged in the active conduct of
a five-year active trade or business imme-
diately after the distribution. See § 1.355–
3(c), Example (8).

HOLDING

The acquisition by D, a brand X auto-
mobile dealer, of the brand Y automobile
dealership constitutes an expansion of the
brand X business and does not constitute
the acquisition of a new or different busi-
ness under § 1.355–3(b)(3)(ii).

EFFECT ON OTHER REVENUE
RULING

Rev. Rul. 57–190, 1957–1 C.B. 121, is
obsoleted as of January 5, 1989.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Lisa S. Dobson of the Office of As-
sociate Chief Counsel (Corporate). For
further information regarding this revenue
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ruling, contact Ms. Dobson at (202) 622–
7790 (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.

Insurance demutualization. This rul-
ing provides guidance as to the tax conse-
quences that occur when, as described in
the facts set forth in this ruling, a mutual
insurance company converts to a stock in-
surance company.

Rev. Rul. 2003–19

ISSUE

What are the tax consequences when, as
described in the facts below, a mutual in-
surance company converts to a stock in-
surance company?

FACTS

In each of the situations described be-
low, Mutual Company is a State Y mu-
tual insurance company that offers life
insurance and annuity products. Members
of Mutual Company have both member-
ship interests in Mutual Company and con-
tractual rights under either insurance policies
or annuity contracts.

A membership interest in Mutual Com-
pany arises from the purchase of a life in-
surance or an annuity contract and is
inextricably tied to the contract from the
time of purchase. A membership interest in
Mutual Company entitles the member to
vote for the board of directors and to re-
ceive assets or other consideration in the
event of the demutualization, dissolution,
or liquidation of Mutual Company. The
rights inherent in each membership inter-
est are created by operation of State Y law
solely as a result of the policyholder’s ac-
quisition of the underlying contract from
Mutual Company and cannot be transferred
separately from that contract. Further, if the
contract is surrendered by the policyholder
or, in the event the contract is terminated
by payment of benefits to the contract ben-
eficiary, these membership interests cease
to exist, having no continuing value.

Mutual Holding Company is a mutual
insurance holding company. A member-
ship interest in Mutual Holding Company
arises from the purchase of a life insur-
ance or an annuity contract from a wholly
owned subsidiary of Mutual Holding Com-
pany and is inextricably tied to the con-
tract from the time of purchase. A
membership interest in Mutual Holding
Company entitles the member to vote for
the board of directors of Mutual Holding
Company and to receive assets or other con-
sideration in the event of the demutualiza-
tion, dissolution, or liquidation of Mutual
Holding Company. The rights inherent in
each membership interest are created by op-
eration of State Y law solely as a result of
the policyholder’s acquisition of the un-
derlying contract from a wholly owned sub-
sidiary of Mutual Holding Company and
cannot be transferred separately from that
contract. Further, if the contract is surren-
dered by the policyholder or, in the event
the contract is terminated by payment of
benefits to the contract beneficiary, these
membership interests cease to exist, hav-
ing no continuing value.

Stock Holding Company is a stock com-
pany the articles of incorporation and by-
laws of which authorize the issuance of
capital stock.

Each transaction described below is un-
dertaken for a valid business purpose.

Situation 1. Pursuant to a plan to con-
vert Mutual Company from a mutual in-
surance company to a stock insurance
company, Mutual Company amends and re-
states its articles of incorporation and by-
laws to authorize the issuance of capital
stock and changes its name to Stock Com-
pany. Pursuant to State Y law, members of
Mutual Company surrender their member-
ship interests in Mutual Company to Stock
Company in exchange for all of Stock
Company’s voting common stock. How-
ever, those persons holding Mutual Com-
pany membership interests under contracts
covered by § 403(b) or § 408(b) of the In-
come Tax Code receive policy credits in ex-
change for those interests.

Situation 2. Pursuant to State Y law and
pursuant to an integrated plan to convert
Mutual Company from a mutual insur-
ance company to a stock insurance com-
pany and create a holding company
structure, the following events occur. Mu-
tual Company incorporates Mutual Hold-

ing Company as a mutual insurance holding
company, which, in turn, incorporates Stock
Holding Company. Thereafter, the follow-
ing events occur substantially contempo-
raneously: Mutual Company amends and re-
states its articles of incorporation and by-
laws to authorize the issuance of capital
stock and changes its name to Stock Com-
pany; Mutual Company’s members receive
Mutual Holding Company membership in-
terests in place of their former Mutual Com-
pany membership interests; Stock Company
issues all of its stock directly to Mutual
Holding Company; and Mutual Holding
Company transfers all of its Stock Com-
pany stock to Stock Holding Company in
exchange for voting stock of Stock Hold-
ing Company.

After these transactions, the former
members of Mutual Company are in con-
trol (within the meaning of § 368(c)) of Mu-
tual Holding Company. Mutual Holding
Company plans to maintain control (within
the meaning of § 368(c)) of Stock Hold-
ing Company after these transactions, and
Stock Holding Company plans to main-
tain control (within the meaning of § 368(c))
of Stock Company after these transactions.

Situation 3. Mutual Holding Company
owns all of the stock of Stock Holding
Company, which owns all of the stock of
Stock Company 1, a stock insurance com-
pany that offers life insurance and annu-
ity products. Pursuant to State Y law and
pursuant to an integrated plan to acquire
Mutual Company, the following events oc-
cur substantially contemporaneously: Mu-
tual Company amends and restates its
articles of incorporation and by-laws to au-
thorize the issuance of capital stock and
changes its name to Stock Company 2; Mu-
tual Company’s members receive Mutual
Holding Company membership interests in
place of their former Mutual Company
membership interests; Stock Company 2 is-
sues all of its stock directly to Mutual Hold-
ing Company; and Mutual Holding
Company transfers all of its Stock Com-
pany 2 stock to Stock Holding Company
in exchange for voting stock of Stock Hold-
ing Company.

After these transactions, the former
members of Mutual Company are not in
control (within the meaning of § 368(c)) of
Mutual Holding Company. Mutual Hold-
ing Company plans to maintain control
(within the meaning of § 368(c)) of Stock
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