




acquisition of stock if shareholders owning,
directly or indirectly, 50 percent or more of
either the distributing or controlled
corporation before the acquisition own
indirectly 50 percent or more in such
distributing or controlled corporation after
such acquisition.

ii) Literally read, the exception as initially
drafted would preclude application of
section 355(e), because in a typical Morris
Trust transaction, there will be no change in
the ownership of the corporation holding the
unwanted assets.

(5) Section 355(e) also provides that a plan (or series of related
transactions) will not cause gain recognition under the anti-
Morris Trust rule if, immediately after the completion of
the plan or transaction, the distributing and controlled
corporations are members of the same affiliated group.

a) For example, assume P corporation owns all of the
stock of S corporation, and S owns all of the stock
of S1 corporation, and all three corporations are
members of the same affiliated group. Assume
further that P merges into unrelated X corporation,
in a transaction where X's former shareholders own
50 percent or more of the surviving X corporation.

b) If, as part of the merger, SI distributes S to X in a
transaction that otherwise qualifies under section
355, the transaction is not treated as one that
requires gain recognition, if S and S I are members
of the same affiliated group following the
transaction. See H.R. Conf. Rep. No. 105-220, at
532 (1997).

(6) Section 355(e) further provides that, except as provided in
regulations, if a successor corporation in an "A," "C," or
"D" reorganization acquires the assets of the distributing or
any controlled corporation, the shareholders (immediately
before the acquisition) of the successor corporation are
treated as if they acquired stock in the corporation whose
assets were acquired.

(7) Section 355(e) does not apply to a distribution pursuant to a
title 11 or similar case.
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(8) In addition, TRA 1997 changed the test for determining
control immediately after a distribution in a section 355
transaction from 80 percent of the vote and 80 percent of
each nonvoting class of stock to at least 50 percent of the
vote and value of the controlled corporation.

a) TRA 1997 did not change the requirement that the
distributing corporation distribute 80 percent of the
voting power and 80 percent of each other class of
stock of the controlled corporation in the
transaction.

b) However, the IRS Restructuring Act replaced this
modified control test with a provision that states
that, if the requirements of section 355 are met, the
fact that the shareholders of the distributing
corporation dispose of part or all of their controlled
corporation stock will not be taken into account for
purposes of determining whether the transaction
qualifies under section 368(a)(1)(D). Section
368(a)(2)(H)(ii).

(9) Section 355(e) further authorizes the Service to prescribe
regulations necessary to carry out the purposes of the
legislation, including regulations:

a) providing rules where there is more than one
controlled corporation;

b) treating two or more distributions as one
distribution; and

c) providing rules similar to the substantial diminution
of risk rules of section 355(d)(6) where appropriate
for purposes of the legislation.

(10) The provision applies to distributions after April 16, 1997,
unless such distribution is:

a) made pursuant to an agreement which was binding
on the effective date and at all times thereafter;

b) described in a ruling request submitted to the
Service on or before the effective date; or

c) described on or before the effective date in a public
announcement or in a filing with the Securities and
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Exchange Commission required solely by reason of
the distribution.

These exceptions only apply if the agreement, etc.
identifies the acquirer of the distributing or controlled
corporation, whichever is applicable. Note that a contract
that is binding under State law, but is not written, still may
be eligible for transitional relief. See H.R. Conf. Rep. No.
105-220, at 536-37.

(11) Although disguised sale transactions, such as the General
Motors/Raytheon deal referred to in Example 7 above was
thought to be the intended target of any new legislation, the
intent of TRA 1997 was to eliminate all future Morris Trust
transactions, except those where the acquirer acquires less
than a 50-percent interest in the distributing or controlled
corporation.

5. Example 16 -- Intragroup Spinoff/ Morris Trust Legislation: TRA 1997

a. Facts: Ten individuals (A... J) own all of the stock of DI. DI
owns all of the stock of D2. D2 conducts two qualifying five-year
businesses, Business 1 and Business 2. The parties want to
separate Business 2 from Business 1 for business reasons, and sell
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D1. The parties agree on the following transaction: (i) D2 will
contribute Business 2 to a newly formed subsidiary, Controlled;
(ii) D2 will distribute the stock of Controlled to D1, its sole
shareholder; (iii) DI will distribute the stock of Controlled to its
shareholders pro rata, (iv) P, an unrelated party, will then acquire
DI.

b. Issues:

(1) Under pre-TRA 1997 law, this transaction would be tax
free to D 1, D2, C, and A. .. J.

(2) However, TRA 1997 added section 355(0 to the Code,
which would eliminate the use of section 355 for intragroup
spin-offs that are part of a Morris Trust-type transaction,
except as provided in regulations.

(3) Under section 355(0, intragroup spins are generally not
taxed (but are subject to the issuance of regulations under
section 358). However, section 355(0 provides that section
355 will not apply to distributions of stock from one
member of an affiliated group to another member if the
distribution is part of a Morris Trust transaction described
in section 355(e).

a) Thus, in the example, D2 will recognize deferred
intercompany gain as if it had sold C stock on the
date of the distribution (and such gain will be
triggered into income upon the spin of C outside the
group).

i) Moreover, DI will receive a taxable
dividend, which will be eliminated under
Treas. Reg. § 1.1502-13(0.

ii) D1 will receive a fair market value basis in
the C stock.

iii) DI 's basis in its D2 stock will increase by
the amount of the gain recognized and
decrease by the fair market value of the
stock of C.

b) Furthermore, D1 will recognize gain as if D1 had
sold its C stock on the date of the distribution, as a
result of the Morris Trust rule outlined in Example
15. The amount of gain should only be the amount
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of gain accrued on D l's C stock while it held C
directly.

c) The total amount of tax would be the same if,
instead of acquiring D1, P acquired C.

d) Variation on Example: Assume that D2 distributed
C to DI, DI distributed D2 to A...J, and P acquired
Dl. If P's shareholders own 50 percent or more of
the stock of the new merged corporation, D2 will
again recognize deferred intercompany gain as if it
had sold C stock on the date of the distribution,
under the intragroup spin rule. In addition, D I
would recognize gain as if D1 sold its D2 stock on
the date of the distribution, under the Morris Trust
rule outlined in Example 15. See H.R. Conf. Rep.
No. 105-220, at 534.

(4) In addition, the legislative history to section 355(f) clarifies
that all of the Morris Trust provisions in section 355(e)
apply in determining whether the intragroup spin
provisions apply. For example, an intragroup spin-off in
connection with a transaction that does not cause gain
recognition under section 355(e) as a result of the
exceptions contained therein is not subject to the intragroup
spin-off rules. See H.R. Conf. Rep. No. 105-220, at 534.

(5) Further, TRA 1997 added section 358(g) to the Code,
which allows Treasury to provide adjustments to the
adjusted basis of stock in the case of intragroup
distributions to which section 355 applies, in order to
appropriately reflect the proper treatment of such
distributions. Se Example 17 for a discussion of
Treasury's authority.

c. Section 355(f) generally applies to distributions made after April
16, 1997, with the transition rules referred to in Example 15.
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6. Example 17-- Intragroup Spinoffs Without Morris Trust Transactions:
TRA 1997

a. Facts: Ten individuals (A... J) own all of the stock of D1. D1
owns all of the stock of D2. D2 conducts two qualifying five-year
businesses, Business 1 and Business 2. The parties want to
separate Business 2 from Business 1 for business reasons. The
parties agree on the following transaction: (i) D2 will contribute
Business 2 to a newly formed subsidiary, Controlled; (ii) D2 will
distribute the stock of Controlled to D I, its sole shareholder; and
(iii) DI will then distribute the stock of Controlled to its
shareholders pro rat.

b. Issues:

(1) If the above transaction satisfies all the requirement of
section 355, it will be tax free. TRA 1997 did not change
the tax-free status of the above transaction.

(2) However, the TRA 1997 allows Treasury to provide
adjustments (under section 358) to the adjusted basis of
stock in the case of intragroup distributions to which
section 355 applies, in order to appropriately reflect the
proper treatment of such distributions. Treasury's authority
to provide adjustments under the TRA 1997 is limited to
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adjustments to the adjusted basis of stock in a corporation
that is a member of an affiliated group and is held by
another member of such group.

a) The Conference Report to TRA 1997 notes two
concerns that it hopes regulations will address: (1)
the possibility that corporations can eliminate
excess loss accounts in lower tier subsidiaries, and
(2) the possibility that corporations can manipulate
basis allocation rules, and increase stock basis
relative to asset basis in one corporation, while
correspondingly decreasing stock basis relative to
asset basis in another corporation. See H.R. Conf.
Rep. No. 105-220, at 535-36.

b) The conferees "expect that any Treasury regulation
will be applied prospectively, except in cases to
prevent abuse." H.R. Conf. Rep. No. 105-220, at
537.

7. Proposed regulations under section 355(e)

a. On August 19, 1999, the Service issued proposed regulations under
section 355(e), which provide guidance as to what constitutes a
"plan or series of related transactions" within the meaning of
section 355(e).

b. The proposed regulations generally treat this test of whether a plan
exists as a subjective one that depends ultimately on the intent and
expectations of the relevant parties.

(1) The preamble to the proposed regulations notes that
Congress intended the phrase "plan (or series of related
transactions)" to be interpreted broadly. Preamble to Prop.
Treas. Reg. § 1.355-7, 64 Fed. Reg. 46,155, 46,157 (1999).

c. The proposed regulations rely on a variety of factors to determine
whether a plan exists, including the timing of the transactions, the
business purpose for the distribution, the likelihood of an
acquisition, the intent of the parties, the existence of agreements,
understandings, arrangements, or substantial negotiations, and the
causal connection between the distribution and the acquisition.
Preamble to Prop. Treas. Reg. § 1.355-7, 64 Fed. Reg. at 46,157.

(1) For example, the proposed regulations treat a distribution
for the purpose of facilitating a public offering by the
distributing or controlled corporation of more than 50
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percent of its stock as part of a plan for purposes of section
355(e). See Prop. Treas. Reg. § 1.355-7(a)(8), Exs. 1, 9.

(2) Other examples of acquisitions that the proposed
regulations consider to be part of the same plan as the
distribution include the following:

a) The distributing corporation distributes the stock of
a controlled corporation so as to maximize the
possibility of its being acquired. See Prop. Treas.
Reg. § 1.355-7(a)(8), Ex. 5.

b) An acquiring corporation announces an intention to
acquire the distributing corporation in order to
acquire the controlled corporation's business. The
distributing corporation reasonably anticipates that
an acquisition of a 50-percent or greater interest in
the distributing corporation is more likely than not
to occur because of market conditions and the
acquiring corporation's available capital and
success in acquiring other corporations. The
distributing corporation distributes the controlled
corporation to (i) lower its financing costs and (ii)
deter the acquisition of the distributing corporation
(by separating it from the more attractive controlled
corporation). See Prop. Treas. Reg. § 1.355-7(a)(8),
Ex. 2.

c) The distributing corporation distributes the stock of
its controlled corporation. Although the distributing
corporation has not been approached by any
potential acquirers of the controlled corporation, the
distributing corporation would reasonably anticipate
that, under the current market conditions, if the
controlled corporation is separated from the
distributing corporation, an acquisition of 50
percent or more of the controlled corporation is
more likely than not to occur. See Prop. Treas. Reg.
§ 1.355-7(a)(8), Ex. 4.

d) The distributing corporation distributes the stock of
its controlled corporation solely to facilitate
acquisitions by the distributing corporation using its
stock. Although the distributing corporation has
had no contact with specific target corporations and
does not ultimately know how much of its stock
will be used in acquisitions, the distributing
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corporation would reasonably have anticipated that
it was more likely than not that target shareholders
would acquire 50 percent or more of the distributing
corporation's stock in these acquisitions. See Prop.
Treas. Reg. § 1.355-7(a)(8), Ex. 7.

e) The distributing corporation announces that it will
distribute the stock of its controlled corporation.
After the announcement, the distributing
corporation's investment banker informs it that
there is a lot of interest in new investment in the
distributing corporation now that it will no longer
own the controlled corporation. The distributing
corporation would reasonably have anticipated that
it was more likely than not that one or more persons
would acquire 50 percent or more of the distributing
corporation's stock. See Prop. Treas. Reg. § 1.355-
7(a)(8), Ex. 8.

f) The proposed regulations also treat a successful
hostile takeover as part of a plan. See Preamble, 64
Fed. Reg. at 46,157.

d. The proposed regulations provide that the plan of the distributing
corporation, the controlled corporation, or the controlling
shareholders of the distributing or controlled corporation are
relevant for purposes of section 355(e). Se Preamble, 64 Fed.
Reg. at 46,157.

e. The preamble to the proposed regulations, relying on the
legislative history's statement that public offerings of sufficient
size can trigger section 355(e), provides that there does not need to
be an identified acquirer on the date of the distribution. See
Preamble, 64 Fed. Reg. at 46,157. Thus, a unilateral plan of the
distributing or controlled corporation or a controlling shareholder
of the distributing or controlled corporation is sufficient under the
proposed regulations.

f. Under section 355(e), a plan is presumed to exist if a person or
persons acquire 50 percent or more of the distributing or any
controlled corporation during the four-year period beginning two
years before the distribution, unless it is established otherwise.

(1) The proposed regulations provide guidelines for
overcoming the four-year presumption. There are separate
guidelines depending upon whether the acquisition occurs
before or after the distribution, but in each instance, the
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proposed regulations require clear and convincing evidence
to overcome the presumption.

(2) With respect to acquisitions that occur within two years
before the distribution, the distributing corporation may
rebut the presumption by satisfying one of two tests:

a) At the time of the acquisition, the distributing
corporation and its controlling shareholders did not
intend to effectuate a distribution. Prop. Treas. Reg.
§ 1.355-7(a)(2)(v)(A).

b) Provided that no person acquiring an interest
becomes a controlling shareholder by reason of the
acquisition (or thereafter during the two-year period
beginning on the date of the distribution), the
distributing corporation can overcome the
presumption by establishing that the distribution
would have occurred at approximately the same
time and under substantially the same terms
regardless of the acquisition. Prop. Treas. Reg. §
1.355-7(a)(2)(v)(B).

(3) With respect to acquisitions that occur more than two years
before a distribution, the presumption shifts in favor of the
distributing corporation. Prop. Treas. Reg. § 1.355-
7(a)(3)(ii).

(4) With respect to acquisitions that occur within two years
after the distribution, the distributing corporation may
overcome the presumption using one of two alternative
tests:

a) If the acquisition occurred more than six months
after the distribution (and there was no agreement,
understanding, arrangement, or substantial
negotiations at the time of the distribution or within
six months thereafter), the distributing corporation
may overcome the presumption by establishing that
the distribution was motivated in whole or in
substantial part by a corporate business purpose --
other than an intent to facilitate an acquisition or
decrease the likelihood of the acquisition of one or
more businesses by separating those businesses
from others that are likely to be acquired. Prop.
Treas. Reg. § 1.355-7(a)(2)(ii).
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b) The distributing corporation may overcome the
presumption by satisfying a three-prong test:

i) (A) Neither the distributing or controlled
corporation nor a controlling shareholder of
either corporation intended that one or more
person would acquire a 50-percent or greater
interest or (B) the distribution was not
motivated in whole or substantial part by an
intention to facilitate an acquisition of an
interest in the distributing or controlled
corporation;

ii) Neither the distributing or controlled
corporation nor their controlling
shareholders reasonably would have
anticipated that it was more likely than not
that one or more persons, who would not
have acquired the interests if the distribution
had not occurred, would acquire a 50-
percent or greater interest within two years
after the distribution; and

iii) The distribution was not motivated in whole
or substantial part by an intention to
decrease the likelihood of the acquisition of
one or more businesses by separating those
businesses from others that are likely to be
acquired.

Prop. Treas. Reg. § 1.355-7(a)(2)(iii).

(5) With respect to acquisitions occurring more than two years
after the distribution, such an acquisition is considered part
of a plan only ifthere was no agreement, understanding, or
arrangement concerning the acquisition during the two-year
period after the distribution. Prop. Treas. Reg. § 1.355-
7(a)(3)(i).

g. Although the proposed regulations provide guidance on the issue
of what constitutes a plan, they create some significant concerns
with regard to the scope of section 355(e).

(1) The rebuttals discussed above appear to be the exclusive
means of overcoming the statutory presumption. Thus, if a
distributing corporation does not fall within one of the
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rebuttals, section 355(e) applies, regardless of the existence
of other facts and circumstances negating a plan. Rather
than constituting an absolute rule, the rebuttals should
simply be safe harbors to satisfy the burden of proof.

(2) The business purpose rebuttal (i.e., where the acquisition
did not occur within six months after the distribution, the
distributing corporation can overcome the presumption by
showing that there was a corporate business purpose for the
distribution, other than facilitating an acquisition or making
an acquisition less likely) is too narrow. A business
purpose to facilitate any acquisition -- even an acquisition
of stock by key employees or an acquisition of less than 50
percent of stock in a public offering -- precludes the use of
this rebuttal. The alternative, three-prong, rebuttal is
extremely onerous, which could have a chilling effect on
many basic spin-offs.

(3) Third, the proposed regulations do not address public
trading or the exercise of compensatory stock options.
These acquisitions clearly should not trigger section 355(e).

IV. PLANNING TRANSACTIONS/ALTERNATIVES TO SPIN-OFFS

A. "Synthetic" Spin-Offs

A synthetic spin-off derives its name from the fact that while it is, in effect, a
spin-off, it is achieved not under section 355 but under section 351.

1. A synthetic spin-off envisages Distributing, in exchange for assets,
receiving from Controlled various types of preferred stock (having for
example, the right to elect 20 percent of the board) and "exchange rights"
giving the right to exchange Distributing stock for Controlled stock.
Distributing retains the preferred stock but distributes the exchange rights
to its shareholders who then exchange some of their stock in Distributing
for that of Controlled.

2. This structure was used in a transaction involving Tele-Communications,
Inc. ("TCI") and its newly formed controlled corporation, Liberty Media
Corporation ("LMC"), to which TCI had contributed its programming
interests. TCI received several classes of preferred stock, one of which
represented a 20-percent voting interest in LMC (by retaining a 20-percent
voting interest, TCI was entitled to an 80-percent dividends-received
deduction on receipt of dividends from LMC as opposed to the 70-percent
corporate dividends-received deduction for lesser interests) as well as
exchange rights, which it distributed to TCI shareholders.
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a. The receipt of the exchange rights by TCI would either be treated
as a tax-free stock dividend under section 305(a), or as boot under
section 351 (b). If the rights are boot, any gain would be minimal
because of the negligible value of the exchange rights.

(1) Note: TRA 1997 added section 351(g) to the Code, which
states that "nonqualified preferred stock" will be treated as
boot for purposes of sections 351, 354, 355, 356, and 368.

(2) Nonqualified preferred stock is generally preferred stock
for which (1) the holder has the right to require the issuer to
redeem or purchase the stock, (2) the issuer is required to
redeem or purchase the stock, (3) the issuer has the right to
redeem or purchase the stock and, as of the issue date, it is
more likely than not that such right will be exercised, or (4)
the dividend rate on the stock varies in whole or in part
with reference to interest rates, commodity prices, or other
similar indices.

(3) If the preferred stock in the above facts constitutes
nonqualified preferred stock, the transfer of assets to
Controlled in exchange for the preferred stock and
exchange rights may not qualify as a valid section 351
transaction. See section 351(g)(1).

b. The distribution of the exchange rights to TCI's shareholders
would constitute a distribution under section 301. If the receipt of
exchange rights by TCI was treated as a section 305 distribution,
TCI would have to recognize gain on distribution of the exchange
rights under section 311 (b) to the extent that the fair market value
exceeds the basis. If receipt of the exchange rights were
previously treated as boot, there would be no gain because TCI
would have a fair market value basis in the exchange rights.

c. Shareholders receiving the exchange rights would have ordinary
income equal to the fair market value of the rights (to the extent of
TCI's earnings and profits).

d. The exchange by the TCI shareholders of their TCI stock for LMC
stock should constitute a tax-free section 351 transaction (as it is
part of the overall plan in which TCI transfers assets to LMC).

B. Subsidiary Tracking Stock

1. Individual A owns all of the stock of T. T owns all of the stock of T-1. T
has a value of $200, $80 of which is attributable to T-1. P is interested in
T-1, but not T. P buys 40 percent of the T stock for $80.
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2. An immediate distribution of the T-1 stock does not qualify under section
355 because historic continuity of interest is not satisfied.

3. Suppose P cannot wait until its interest in T becomes "old and cold"
before the distribution of T-l stock is made.

a. P can benefit from T-l's financial performance if it exchanges its T
stock for another class of T stock that pays dividends based on T-
l's earnings.

b. Once P's subsidiary tracking stock becomes "old and cold," P can
exchange such stock for the actual T-1 stock. In the interim, P will
have participated solely in T-l's earnings.

c. As an alternative to the above structure, P could have acquired its
subsidiary tracking stock directly from T and then had such stock
redeemed when its interest in T became "old and cold."

4. USX Corporation has issued tracking stock, which (unlike most tracking
stock) also provided that liquidating distributions were tied to the value of
the tracked assets at the time of liquidation. The voting power of the
tracking stock was tied to the relative fair market value of the tracked
assets and thus changed from time to time.

This raises the issue of whether tying the tracking stock so closely to the
tracked assets results in the tracking stock being considered stock of a
separate corporation rather than that of the issuer (thus meaning that any
transaction must qualify independently under section 355)

5. It should be noted that if more than 50 percent of the stock of T-1 is
acquired as a result of the redemption of tracking stock then section 355(d)
will apply regardless of the period of time between the acquisition of the T
stock and the exchange for T-1 stock (section 355(d)(6)(B)).

6. More recently, RJR Nabisco announced plans to create a separate class of
stock pegged to the performance of its food businesses. Under the original
plan, existing shareholders would receive a stock dividend of one-eighth
of a share of the new class of stock for each share currently owned. In
addition, the new class of stock would be sold to the public in an IPO.
Subsequently, it was decided that the new class of stock would be offered
only to the public, and that no distribution would be made to existing
shareholders.

C. Dividend Followed by Public Offering

1. Corporation P owns all of the stock of S. P and S do not file a
consolidated return. The value of S is $500, P's basis in its S stock is
$100, and S has earnings and profits in excess of $400.
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2. P wants to sell its S stock, but does not want to recognize any gain.

3. P causes S to declare $400 dividend payable with a $400 promissory note.

4. P then causes S to make a public offering of its stock, the proceeds of
which would be used to retire the note and possibly to redeem P's stock in
S.

5. If the form of the transaction is respected, P may claim a deduction for
100 percent of the $400 dividend under section 243(a)(3), and will
recognize no gain on the sale or redemption of its stock (the basis of $100
will be equal to the stock's fair market value). Litton Industries v.
Commissioner, 89 T.C. 1086 (1987).

6. If, however, the public offering is arranged prior to the issuance of the
dividend (or if the steps may be linked together into an integrated
transaction through some other means), the payment of the dividend may
be disregarded and the $400 may be treated as part of the purchase price of
the stock. This would result in P recognizing the full $400 gain inherent
in the S stock. Waterman S.S. Co. v. Commissioner, 430 F.2d 1185 (5th
Cir. 1970), reyg, 50 T.C. 750 (1968).

7. The transaction would have to be carefully analyzed to determine whether
section 1059 applies to reduce P's basis in S by the amount of the dividend
prior to the distribution.

D. Option to Purchase Corporate Assets

1. Corporation P is planning to expand its operations into a new field, and for
this purpose is going to form a new, wholly owned subsidiary, S, with a
capital contribution of $100 (S will issue 100 shares of stock).

2. Immediately after the formation of S, P distributes to its shareholders a
fully assignable and transferable right to purchase S stock for $1 per share,
exercisable in, for example, ten years.

3. The distribution will constitute a taxable dividend under section 301.

a. P will argue that the value of this right should not be significant,
since the strike price is equal to the current value of the S stock.

b. However, there is presumably some value to the right, because it
allows a holder to share in the appreciation of the S stock without
risking any of his own capital. It would be advisable for P to
obtain an independent appraisal of the value of the right prior to
undertaking this course of action.
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c. Were the right not to be assignable and transferable independently
of the P stock, the Service might argue that no distribution was
made at the time the rights were originally issued, rather a
distribution would be made at the time the rights became
exercisable. Compe Rev. Rul. 80-292, 1980-2 C.B. 104 with
Palmer v. Commissioner, 302 U.S. 63 (1937).

4. If, after ten years, the stock of S has, as desired, significantly appreciated,
P's shareholders can exercise their options to purchase S stock at $1 per
share. No tax should result to P, since P's amount realized will equal its
basis in the stock of S. Nor should any tax result to P's shareholders, since
the exercise of an option simply results in adding the basis of the option to
the cost basis of the property purchased under the option. Rev. Rul. 70-
521, 1970-2 C.B. 72.

E. Transaction to Thwart Hostile Takeovers

1. Publicly held corporation T has one wholly owned subsidiary, T-1. In an
effort to stave off the potential for a hostile takeover, the board of directors
of T has adopted a resolution that if a hostile party acquires 20 percent of
its stock, then it will distribute the stock of T-1 to its shareholders. The
grant of this right should not be a taxable distribution. See Rev. Rul. 90-
11, 1990-1 C.B. (1990).

2. The spin-off of T-l prior to the acquisition of T may not qualify as a
section 355 transaction, because the continuity of interest requirement may
not be satisfied. If that is the case, the distribution will be taxable to T
under section 311 (b) and taxable to T's shareholders as a dividend. This
tax cost may effectively thwart the hostile takeover.

3. However, the hostile nature of the takeover may be considered to be an
independent event and thus continuity may be considered to be satisfied.
See Rev. Rul. 75-406, 1975-2 C.B. 125.

4. Nevertheless, a successful hostile takeover may result in corporate-level
tax under section 355(e). See Part III.J., supa.

V. REQUESTING A PRIVATE LETTER RULING UNDER SECTION 355

A. In General. General rules governing requests for letter rulings are contained in
Rev. Proc. 99-1, 1999-1 I.R.B. 6. Requests should be directed to
CC:DOM:CORP:T, the technical section of the corporate division of the IRS
Office of Chief Counsel. The filing fee for a request under section 355 generally
is $5,000. The request must be accompanied by a declaration, signed by the
taxpayer (or in the case of a corporation, a corporate officer) under penalties of
perjury, attesting to the accuracy of the facts contained in the ruling request.
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B. Checklist. Rev. Proc. 96-30, 1996-1 C.B. 696, provides a list of items that must
be included in a request for a letter ruling under section 355. The request must
provide detailed information regarding both the Distributing and controlled
corporations, including: the stock ownership of the corporations; five years of
financial data for each corporation (on a pro forma basis if the controlled
corporation is newly formed); the number of employees used in each trade or
business for the preceding five years; the history of any acquisitions or
dispositions of trades or businesses; a description of any assets held that are not
used in a trade or business; and a detailed description of the business purpose for
the transaction (to the extent the spin-off is prompted by a request or advice from
a third party, it is advisable to include documentation from such third party).

C. Change in Facts. Frequently changes occur in the facts described in a ruling
request between the date of submission and the time that the ruling is issued or the
transaction occurs. A question arises in such circumstances as to whether the
taxpayer should update or supplement the ruling request.

1. Although a ruling request is signed by the taxpayer under penalties of
perjury, neither regulations nor Rev. Proc. 99-1 require the taxpayer to
supplement the request if facts subsequently change.

2. However, under Rev. Proc. 99-1 § 12 a ruling may be revoked
retroactively, even if relied upon by the taxpayer, if

a. There has been a misstatement or omission of material fact;

b. The facts at the time of the transaction are materially different
from the facts on which the letter ruling was based; or

c. There has been a change in the applicable law.

3. There is little clear guidance as to what represents a "material" fact for
these purposes. Cases tend to reach conclusory opinions as to what is
material. See. e.g., Boggs v. Commissioner, 784 F.2d 1166, 1171 (4th Cir.
1986); Wisconsin Nipple & Fabricating Corp. v. Commissioner, 67 T.C.
490, 497 (1976). If one would reasonably conclude that a change in facts
would cause a change in the analysis of the transaction, then that change in
facts is likely to be "material" and it would be prudent to supplement a
ruling request.
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APPENDIXA

Requirements for Business Purpose Listed under Rev. Proc. 96-30

Key Employees.

The transfer of Distributing or Controlled stock to the employee will
accomplish a "real and substantial purpose germane to the business" of
Distributing, Controlled, or the affiliated group to which Distributing
belongs. Among other things, the taxpayer must explain why the
individual is considered a key employee, and why it is necessary to give
the individual an equity interest of the type and amount proposed in the
transaction.

Generally within one year of the distribution, the employee or employees
must receive a "significant amount" of stock, unless this would be
prohibitively expensive for the employee. Apparently, the Service is
willing to issue rulings when the stock to be issued will constitute as little
as two percent of the outstanding stock of a publicly traded company.
However, they will only take into account stock that is to be purchased by
the employee for this purpose and not options or other rights to purchase
stock in the future.

The taxpayer must demonstrate that the purpose cannot be accomplished
by an alternative nontaxable transaction that does not involve the
distribution of Controlled stock and which is neither impractical nor
unduly expensive. Where the taxpayer contends that a transaction
involving a distribution will provide the employee with voting power
representing a meaningful voice in the governance of their employer's
business that is not available through an alternative transaction, the
Service will consider such cases on a case-by-case basis, taking into
account factors such as the distribution of voting power among the
shareholders, family relationships, and competing economic interests.

* The same principles as apply to key employees also apply if the asserted
business purpose is to transfer Distributing or Controlled stock to an
ESOP. For purposes of this analysis, the ESOP is treated as a group of
key employees.
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2. Raising Capital Through Stock Offering.

* The issuing corporation needs to raise a substantial amount of capital in
the near future;

The stock offering will raise significantly more funds per share if
Distributing and Controlled are separated. The taxpayer ordinarily must
submit substantiation in the form of opinions by professionals such as
investment bankers. However, the Service will generally acknowledge
(without extensive substantiation) that an offering of publicly traded stock
by a widely held corporation with no significant shareholders will raise
more funds per share than an offering by the same corporation in the
position of a controlled subsidiary;

* The funds raised in the stock offering will, under all circumstances, be
used for the business needs of Distributing or Controlled;

* The offering must completed within one year of the distribution.

3. Raising Capital Through Debt Offering or Borrowing.

* The issuing (or borrowing) corporation needs to raise a substantial amount
of capital in the near future;

* The debt offering (or borrowing) will raise significantly more funds if
Distributing and Controlled are separated.

0 The taxpayer ordinarily must submit substantiation in the form of opinions
by professionals such as investment bankers.

0 The funds raised will, under all circumstances, be used for the business
needs of Distributing or Controlled;

* The offering (or borrowing) must completed within one year of the
distribution.

4. Cost savings.

• The taxpayer must demonstrate to the satisfaction of the Service that the
distribution will produce "significant" cost savings.

0 Cost savings generally are "significant" if savings for the three-year period
following the distribution will exceed one percent of the affiliated group's
net income for the three-year period preceding the distribution.
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Ordinarily, the taxpayer's submission should include analysis by qualified
persons (for example, by the taxpayer's insurer for insurance savings, an
investment banker for lower borrowing costs, or the taxpayer's
employees). The analysis must explain the savings and why the savings
cannot be achieved through another nontaxable transaction.

5. Fit and Focus.

* If Distributing is not publicly traded -- or is publicly traded, but has a
significant (i&, five-percent shareholder) -- the Service ordinarily will not
rule unless the distribution (a) is non pro rata or (b) effects an internal
restructuring within an affiliated group.

* The taxpayer must submit documentation describing in detail the problems
associated with the current corporate structure and demonstrate why the
distribution will lessen or eliminate these problems. However, in the case
of a non pro rata distribution made to enable a significant shareholder or
shareholder group to concentrate on a particular business, the Service
ordinarily will not require third-party documentation or detailed studies.

* The Service will closely scrutinize situations involving (1) any continuing
relationship between Distributing and Controlled; (2) except for cases
involving an internal restructuring of an affiliated group, any continuing
cross ownership of Distributing and Controlled; (3) any internal
restructuring where the distributee would not otherwise be entitled to a
100 percent dividends-received deduction.

6. Competition.

* Ordinarily, the taxpayer must demonstrate to the satisfaction of the
Service that:

• One or more customers or suppliers have significantly reduced
(or will significantly reduce) their purchases from, or sales to,
Distributing or Controlled because of the competing business;

* Because of the distribution, these customers or suppliers will
significantly increase (or will not implement a planned
significant reduction in) their purchases from, or sales to,
Distributing or Controlled after the distribution;

* These customers or suppliers do not object to the Distributing
shareholders' ownership of stock of Controlled after the
distribution;
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* Sales to these customers, or purchases from these suppliers,
will represent a meaningful amount of sales or purchases by
Distributing or Controlled after the distribution.

* In most cases, corroboration from customers or suppliers will be

necessary.

7. Facilitating an acquisition "of' Distributing.

To establish that a corporate business purpose for the distribution is to
tailor Distributing's assets to facilitate a subsequent tax-free acquisition of
Distributing by another corporation, ordinarily, the taxpayer must
demonstrate to the satisfaction of the Service that:

" The acquisition will not be completed unless Distributing and
Controlled are separated;

" The acquisition cannot be accomplished by an alternative
nontaxable transaction that does not involve the distribution of
Controlled stock and is neither impractical nor unduly
expensive;

* The acquiring corporation is not related to Distributing or
Controlled;

" The acquisition will be completed within one year of the

distribution.

8. Facilitating an acquisition "by" Distributing or Controlled.

The taxpayer must demonstrate to the satisfaction of the Service that:

" The combination of the target corporation with Distributing or
Controlled will not be undertaken unless Distributing and
Controlled are separated;

" The acquisition cannot be accomplished by an alternative
nontaxable transaction that does not involve the distribution of
Controlled stock and is neither impractical nor unduly
expensive;

" The target corporation is not related to Distributing or
Controlled;

" The acquisition will be completed within one year of the
distribution.
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9 .Risk Reduction.

* The Service will consider the nature and magnitude of the risks faced by
the risky business. The taxpayer must submit information regarding the
claims history of the risky business, or of the typical risk experience of
similar businesses in that industry.

The Service will consider whether the assets and insurance associated with
the risky business are sufficient to meet reasonably expected claims
arising from the conduct of the risky business. The taxpayer must submit
the book value and approximate fair market value of the net assets,
including intangibles, of the risky business and describe any other factors,
such as liabilities that are not included on the taxpayer's balance sheet, that
affect the value of the net assets of the risky business. Facts regarding the
cost and availability of insurance generally require third-party
substantiation.

* The Service will consider whether, under applicable law, (1) the
distribution will significantly enhance the protection of the other
businesses from the risks of the risky business, and (2) an alternative
nontaxable transaction that does not involve the distribution of Controlled
stock and is neither impractical nor unduly expensive would provide
similar protection.

The taxpayer must include an analysis of the law and the application of the
law to the relevant facts of the proposed transaction. It is not necessary
for the taxpayer to establish conclusively that, under applicable law, the
proposed transaction will afford adequate protection or that an alternative
transaction would not afford adequate protection. Nevertheless, the
taxpayer must convince the Service that, based on objective analysis of the
law and its application to the facts, risk reduction is a real and substantial
purpose for the transaction.

-148-




