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

Section 61.—Gross Income
Defined

26 CFR 1.61–1: Gross income.

Overrecovered fuel costs. Taxpayers
may exclude fuel cost and energy conser-
vation cost overrecoveries from gross in-
come in cases involving facts substantially
similar to Houston Industries Inc. v. United
States, 32 Fed. C1. 202 (1994), appeal on
other grounds dismissed, 78 F.3d 564 (Fed.
Cir. 1996), aff’d, 125 F.3d 1442 (Fed. Cir.
1997), Florida Progress Corp. v. Commis-
sioner, 114 T.C. 587 (2000), and Cinergy
Corp. v. United States, Nos. 99–750 T and
00–572T (Fed. C1. filed March 10, 2003).

Rev. Rul. 2003–39

The Internal Revenue Service will fol-
low Houston Industries Inc. v. United States,
32 Fed. Cl. 202 (1994), appeal on other
grounds dismissed, 78 F.3d 564 (Fed. Cir.
1996), aff’d, 125 F.3d 1442 (Fed. Cir. 1997),
and the treatment under § 61 of the Inter-
nal Revenue Code of fuel cost and en-
ergy conservation cost overrecoveries in
Florida Progress Corp. v. Commissioner,
114 T.C. 587 (2000). The Service also will
follow the treatment under § 61 of fuel cost
overrecoveries in Cinergy Corp. v. United
States, Nos. 99–750 T and 00–572 T (Fed.
Cl. filed March 10, 2003). Accordingly, the
Service will treat as excludable from gross
income fuel cost and energy conservation
cost overrecoveries (customer payments in
excess of actual fuel and energy conserva-
tion costs) in cases involving facts sub-
stantially similar to Houston Industries,
Florida Progress, and Cinergy.

In Houston Industries, the taxpayer billed
its customers for electricity according to
rates prescribed by the state public utility
commission. The rates included a fuel cost
component designed to recover the taxpay-
er’s fuel costs. The rates generally were ef-
fective for a rate period of at least 12
months, as determined by the public util-
ity commission. Under state law, the tax-
payer could retain only its actual fuel costs.
On a monthly basis, the taxpayer deter-
mined whether it had an overrecovery or
underrecovery of its fuel costs. Underre-
coveries and overrecoveries were netted
against each other to determine the tax-
payer’s net fuel cost recovery for a rate pe-

riod. Under state law the taxpayer was
required to return a net fuel cost overre-
covery for a rate period, with interest, by
direct payments or credits to the accounts
of customers during a subsequent rate pe-
riod.

The fuel cost components of the tax-
payer’s rates in effect for rate periods dur-
ing the years in issue resulted in a net
overpayment of fuel costs by the taxpay-
er’s customers. The taxpayer did not in-
clude the fuel cost overrecoveries in gross
income and deducted the interest accrued
on the overrecoveries.

The Court of Federal Claims ruled for
the taxpayer. The court concluded that, be-
cause the taxpayer had an unconditional ob-
ligation to repay to its customers all
overrecoveries received, the overrecover-
ies could not be characterized as income.
The Court of Appeals for the Federal Cir-
cuit affirmed, noting that the overrecover-
ies were similar in several respects to the
deposits in Commissioner v. Indianapolis
Power and Light Co., 493 U.S. 203 (1990).
First, the taxpayer derived no benefit from
the overrecoveries. The stated purpose of
the regulatory scheme that caused the over-
recoveries was to benefit the customers, not
the taxpayer. Moreover, the taxpayer was
required to pay interest on the overrecov-
eries. Further, the taxpayer had a statu-
tory obligation to repay the overrecoveries
at the time it collected its customers’ pay-
ments. Although an overrecovery could be
offset by a later underrecovery, this alter-
native method of repayment did not af-
fect the taxpayer’s obligation to repay.

In Florida Progress, the Tax Court held
that fuel cost and energy conservation cost
overrecoveries under a similar regulatory
scheme were excludable from the taxpay-
er’s gross income. The court rejected the
Service’s argument that the taxpayer held
the cost overrecoveries under a claim of
right and subject to a conditional obliga-
tion to repay only if offsetting underrecov-
eries did not occur before the end of a rate
period. Rather, the court found that the tax-
payer had a fixed and certain obligation to
refund any overrecoveries, and that offset-
ting subsequent underrecoveries was merely
one means by which the taxpayer met that
obligation. Accordingly, the court con-
cluded that the taxpayer did not enjoy com-

plete dominion over the overrecoveries and
was not required to recognize them in in-
come.

The Service has concluded, based on the
decisions in Houston Industries, Florida
Progress, and Cinergy that taxpayers may
exclude fuel cost and energy conserva-
tion cost overrecoveries from gross in-
come in cases involving facts substantially
similar to the above cases.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Jeffrey S. Marshall of the Office of
Associate Chief Counsel (Income Tax and
Accounting). For further information re-
garding this revenue ruling, contact
Mr. Marshall at (202) 622–4960 (not a toll-
free call).

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. Whether creation of an In-
ternal website to sell shoes at retail, by a
corporation that conducts a retail shoe store
business, is an expansion of the original
business or an acquisition of a new or dif-
ferent business under section 355(b) of the
Code.

Rev. Rul. 2003–38
ISSUE

Whether the creation by a corporation
engaged in the retail shoe store business of
an Internet web site on which the corpo-
ration will sell shoes at retail constitutes an
expansion of the corporation’s business
rather than the acquisition of a new or dif-
ferent business under § 1.355–3(b)(3)(ii) of
the Income Tax Regulations.

FACTS

Corporation D has operated a retail shoe
store business, under the name “D,” since
Year 1 in a manner that meets the require-
ments of § 355(b) of the Internal Rev-
enue Code. D’s sales are made exclusively
to customers who frequent its retail stores
in shopping malls and other locations. D’s
business enjoys favorable name recogni-
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tion, customer loyalty, and other elements
of goodwill in the retail shoe market. In
Year 8, D creates an Internet web site and
begins selling shoes at retail on the web site.
To a significant extent, the operation of the
web site draws upon D’s experience and
know-how. The web site is named “D.com”
to take advantage of the name recogni-
tion, customer loyalty, and other elements
of goodwill associated with D and the D
name and to enhance the web site’s chances
for success in its initial stages. In Year 10,
D transfers all of the web site’s assets and
liabilities to corporation C, a newly formed,
wholly owned subsidiary of D, and dis-
tributes the stock of C pro rata to D’s
shareholders. Apart from the issue of
whether the web site is considered an ex-
pansion of D’s business and therefore en-
titled to share the business’s five-year
history at the time of the distribution in Year
10, the distribution meets all the require-
ments of § 355.

LAW

Section 355(a) provides that a corpora-
tion may distribute stock and securities in
a controlled corporation to its sharehold-
ers and security holders in a transaction that
will not cause the distributees to recog-
nize gain or loss, provided that, among other
requirements, (i) each of the distributing
corporation and controlled corporation is en-
gaged, immediately after the distribution,
in the active conduct of a trade or busi-
ness, (ii) each trade or business has been
actively conducted throughout the five-
year period ending on the date of the dis-
tribution, and (iii) neither trade or business
was acquired in a transaction in which gain
or loss was recognized, in whole or in
part, within the five-year period. Sec-
tions 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 (7) of § 1.355–3(c), corpo-
ration X had owned and operated a depart-
ment store in the downtown area of the City
of G for six years before acquiring a par-
cel of land in a suburban area of G and con-
structing a new department store. Three
years after the construction, X transferred
the suburban store and related business as-
sets to new subsidiary 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 § 355(b).

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 § 355(b).

Rev. Rul. 2003–18, 2003–7 I.R.B. 467,
concludes that the acquisition by a dealer
engaged in the sale and service of brand X
automobiles of a franchise (and the assets
needed) to sell and service brand Y auto-
mobiles is an expansion of the brand X
business and does not constitute the acqui-
sition of a new or different business un-
der § 1.355–3(b)(3)(ii) because (i) the
product of the brand X automobile deal-
ership is similar to the product of the brand
Y automobile dealership, (ii) the business
activities associated with the operation of
the brand X automobile dealership (i.e.,
sales and service) are the same as the busi-
ness activities associated with the opera-
tion of the brand Y automobile dealership,
and (iii) the operation of the brand Y au-
tomobile dealership involves the use of the
experience and know-how that the dealer
developed in the operation of the brand X
automobile dealership.

ANALYSIS

The product of the retail shoe store busi-
ness and the product of the web site are the
same (shoes), and the principal business ac-
tivities of the retail shoe store business are
the same as those of the web site (purchas-
ing shoes at wholesale and reselling them
at retail). Selling shoes on a web site re-
quires some know-how not associated with
operating a retail store, such as familiar-
ity with different marketing approaches, dis-
tribution chains, and technical operations
issues. Nevertheless, the web site’s opera-
tion does draw to a significant extent on D’s
existing experience and know-how, and the
web site’s success will depend in large mea-
sure on the goodwill associated with D and
the D name. Accordingly, the creation by
D of the Internet web site does not consti-
tute the acquisition of a new or different
business under § 1.355–3(b)(3)(ii). Instead,
it is an expansion of D’s retail shoe store
business. Therefore, each of D and C is en-
gaged in the active conduct of a five-year
active trade or business immediately after
the distribution. See Rev. Rul. 2003–18 and
§ 1.355–3(c), Examples (7) and (8).

HOLDING

The creation by a corporation engaged
in the retail shoe store business of an In-
ternet web site that sells shoes at retail con-
stitutes an expansion of the retail shoe store
business rather than the acquisition of a new
or different business under § 1.355–
3(b)(3)(ii).

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Russell P. Subin of the Office of As-
sociate Chief Counsel (Corporate). For
further information regarding this revenue
ruling, contact Mr. Subin at (202) 622–
7790 (not a toll-free call).
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