
isfying the statutory requirements of
§ 355, satisfy certain requirements in the
regulations, including the business pur-
pose requirement. Section 1.355–2(b)(1)
provides that a distribution must be moti-
vated, in whole or substantial part, by one
or more corporate business purposes. A cor-
porate business purpose is a real and sub-
stantial non-federal tax purpose germane to
the business of the distributing corpora-
tion, the controlled corporation, or the af-
filiated group to which the distributing
corporation belongs. Section 1.355–2(b)(2).
A shareholder purpose (for example, the
personal planning purposes of a share-
holder) is not a corporate business pur-
pose. Id. Depending upon the facts of a
particular case, however, a shareholder pur-
pose for a transaction may be so nearly co-
extensive with a corporate business purpose
as to preclude any distinction between them.
Id. In such a case, the transaction is car-
ried out for one or more corporate busi-
ness purposes. Id. A transaction motivated
in substantial part by a corporate busi-
ness purpose does not fail the business pur-
pose requirement merely because it is
motivated in part by non-federal tax share-
holder purposes. Preamble to the § 355
regulations, T.D. 8238, 1989–1 C.B. 92, 94.

In Example (2) of § 1.355–2(b)(5), Cor-
poration X is engaged in two businesses:
the manufacture and sale of furniture and
the sale of jewelry. The businesses are of
equal value. The outstanding stock of X is
owned equally by unrelated individuals A
and B. A is more interested in the furni-
ture business, while B is more interested in
the jewelry business. A and B decide to split
up the businesses and go their separate
ways. A and B expect that the operations
of each business will be enhanced by the
separation because each shareholder will be
able to devote his undivided attention to the
business in which he is more interested and
more proficient. Accordingly, X transfers the
jewelry business to new corporation Y and
distributes the stock of Y to B in exchange
for all of B’s stock in X. The example con-
cludes that the distribution is carried out for
a corporate business purpose, notwithstand-
ing that it is also carried out in part for
shareholder purposes.

ANALYSIS

The disagreement of Son and Daugh-
ter over the farm’s future direction has pre-

Spin off. If a stock offering business pur-
pose motivates a distribution of controlled
corporation stock by a distribution corpo-
ration, the inability of the controlled cor-
poration to complete the offering as a result
of an unexpected deterioration in market
conditions will not prevent the distribu-
tion from having satisfied the corporate
business purpose requirement of section
1.355–2(b)(1) of the regulations.
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ISSUE

Is the business purpose requirement of
§ 1.355–2(b) of the Income Tax Regula-
tions satisfied if the distribution of the stock
of a controlled corporation is, at the time
of the distribution, motivated, in whole or
substantial part, by a corporate business pur-
pose, but that purpose cannot be achieved

as the result of an unexpected change in cir-
cumstances following the distribution?

FACTS

D is a publicly traded corporation that
conducts Business A and Business B di-
rectly and Business C through its wholly
owned subsidiary C. Business C needs to
raise a substantial amount of capital in the
near future to invest in plant and equip-
ment and to make acquisitions. D has been
advised by its investment banker that the
best way to raise this capital is through an
initial public offering of C stock after C has
been separated from D. The investment
banker believes, based on its analysis of
comparable situations, and taking into ac-
count the current market climate, that such
an offering would be more efficient than a
stock offering by C or D without first sepa-
rating from the other because it would raise
the needed capital with significantly less di-
lution of the existing shareholders’ inter-
ests in the combined enterprises.

In reliance on the investment banker’s
opinion, D distributes the stock of C to its
shareholders, and C prepares to offer its
stock to the public as soon as practicable
but with a target date approximately six
months after the distribution. Following the
distribution and before the offering can be
undertaken, market conditions unexpect-
edly deteriorate to such an extent that, in
the judgment of C and its advisors, the of-
fering should be postponed. One year af-
ter the distribution, conditions have not
improved sufficiently to permit the offer-
ing to go forward and C funds its capital
needs through the sale of debentures.

Apart from the issue of whether the busi-
ness purpose requirement of § 1.355–2(b)
is satisfied, the distribution meets all of the
requirements of § 355 of the Internal Rev-
enue Code.

LAW

Section 355 provides that if certain re-
quirements are met, a corporation may dis-
tribute stock and securities in a controlled
corporation to its shareholders and secu-
rity holders without causing the distribut-
ing corporation or the distributees to
recognize gain or loss.

To qualify as a distribution described in
§ 355, a distribution must, in addition to sat-
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isfying the statutory requirements of
§ 355, satisfy certain requirements in the
regulations, including the business pur-
pose requirement. Section 1.355–2(b)(1)
provides that a distribution must be moti-
vated, in whole or substantial part, by one
or more corporate business purposes. A cor-
porate business purpose is a real and sub-
stantial non-federal tax purpose germane to
the business of the distributing corpora-
tion, the controlled corporation, or the af-
filiated group to which the distributing
corporation belongs. Section 1.355–2(b)(2).
The principal reason for the business pur-
pose requirement is to provide nonrecog-
nition treatment only to distributions that
are incident to readjustments of corporate
structures required by business exigen-
cies and that effect only readjustments of
continuing interests in property under modi-
fied corporate forms. Section 1.355–2(b)(1).

ANALYSIS

To satisfy the business purpose require-
ment of § 1.355–2(b)(1), a distribution of
controlled corporation stock must be mo-
tivated, in whole or substantial part, by a
corporate business purpose. A corporate
business purpose is a real and substantial
non-federal tax purpose germane to the
business of the distributing corporation, the
controlled corporation, or the affiliated
group to which the distributing corpora-
tion belongs. The regulations do not re-
quire that the corporation in fact succeed
in meeting its corporate business purpose,
as long as, at the time of the distribution,
such a purpose exists and motivates, in
whole or substantial part, the distribution.
An unexpected change in market or busi-
ness conditions following a distribution that
prevents achievement of the business pur-
pose will not prevent satisfaction of the
business purpose requirement. Hence, not-
withstanding the fact that, as a result of the
unexpected deterioration in market condi-
tions, C does not complete the stock of-
fering that motivated its separation from D,
the business purpose requirement of
§ 1.355–2(b)(1) is satisfied.

HOLDING

The business purpose requirement of
§ 1.355–2(b) is satisfied if the distribu-
tion of the stock of a controlled corpora-
tion is, at the time of the distribution,
motivated, in whole or substantial part, by

a corporate business purpose, but that pur-
pose cannot be achieved as the result of an
unexpected change in circumstances fol-
lowing the distribution.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Wayne T. Murray of the Office of As-
sociate Chief Counsel (Corporate). For
further information regarding this revenue
ruling, contact Mr. Murray at (202) 622–
7700 (not a toll-free call).

SUPPLEMENTARY INFORMATION:

Background

On June 3, 2002, the Treasury Depart-
ment and the IRS published a notice of pro-
posed rulemaking (REG–248110–96,
2002–26 I.R.B. 19 [67 FR 38214]) under
section 817A of the Internal Revenue Code
(Code) in the Federal Register. The no-
tice was corrected in the Federal Regis-
ter (67 FR 41653) on June 19, 2002. The
proposed regulations were designed, in part,
to reflect the addition of section 817A to
the Code by section 1612 of the Small
Business Job Protection Act of 1996, Pub-
lic Law 104–188 (110 Stat. 1755). No one
requested to speak at the public hearing
scheduled for August 27, 2002. Accord-
ingly, the public hearing was canceled on
August 15, 2002 (67 FR 53327). Com-
ments in response to the notice of pro-
posed rulemaking were received and are
addressed in the following Explanation and
Summary of Comments. After consider-
ation of all the comments, this document
adopts the proposed regulations as revised
by this Treasury decision. In addition, pre-
vious guidance under section 817A is re-
voked.

Explanation and Summary of Com-
ments

Two comments were filed with the Of-
fice of the Chief Counsel of the Internal
Revenue Service. Both commentators gen-
erally agreed with the decisions incorpo-
rated in the proposed regulations. However,
both commentators raised concern as to the
interaction of the interest rates to be used
for the reserve computations for modified
guaranteed contracts (MGCs) with the re-
serve computation rules of section 811(d).
That provision imposes an additional re-
serve computation rule for contracts that
guarantee beyond the end of the taxable
year payment or crediting of amounts in the
nature of interest in excess of the greater
of the prevailing state assumed interest rate
or the applicable federal interest rate. In
those circumstances, section 811(d) re-
quires that the contract’s future guaran-
teed benefits be determined as though the
interest in excess of the greater of the pre-
vailing state assumed interest rate or the ap-
plicable federal rate were guaranteed only
to the end of the taxable year.

Material was submitted as to the pos-
sible distortion of taxable income with re-
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