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(2) A statement of the cost or other
basis thereof in the hands of the trans-
ferors adjusted to the date of transfer.

(3) The following information with
respect to the capital stock of the con-
trolled corporation—

(i) The total issued and outstanding
capital stock immediately prior to and
immediately after the exchange, with a
complete description of each class of
stock;

(ii) The classes of stock and number
of shares issued to each transferor in
the exchange, and the number of shares
of each class of stock owned by each
transferor immediately prior to and
immediately after the exchange, and

(iii) The fair market value of the cap-
ital stock as of the date of exchange
which was issued to each transferor.

(4) The following information with
respect to securities of the controlled
corporation—

(i) The principal amount and terms of
all securities outstanding immediately
prior to and immediately after the ex-
change,

(ii) The principal amount and terms
of securities issued to each transferor
in the exchange, with a statement
showing each transferor’s holdings of
securities of the controlled corporation
immediately prior to and immediately
after the exchange,

(iii) The fair market value of the se-
curities issued to the transferors on
the date of the exchange, and

(iv) A statement as to whether the
securities issued in the exchange are
subordinated in any way to other
claims against the controlled corpora-
tion.

(5) The amount of money, if any,
which passed to each of the transferors
in connection with the transaction.

(6) With respect to other property
which passed to each transferor—

(i) A complete description of each
separate item;

(ii) The fair market value of each
separate item at the date of exchange,
and

(iii) In the case of a corporate trans-
feror, the adjusted basis of each sepa-
rate item in the hands of the controlled
corporation immediately before the
distribution of such other property to
the corporate transferor in connection
with the exchange.

(7) The following information as to
the transferor’s liabilities assumed by
the controlled corporation in the ex-
change—

(i) The amount and a description
thereof,

(ii) When and under what cir-
cumstances created, and

(iii) The corporate business reason or
reasons for assumption by the con-
trolled corporation.

(c) Permanent records in substantial
form shall be kept by every taxpayer
who participates in the type of ex-
change described in section 351, show-
ing the information listed above, in
order to facilitate the determination of
gain or loss from a subsequent disposi-
tion of stock or securities and other
property, if any, received in the ex-
change.

EFFECTS ON SHAREHOLDERS AND
SECURITY HOLDERS

§ 1.354–1 Exchanges of stock and secu-
rities in certain reorganizations.

(a) Section 354 provides that under
certain circumstances no gain or loss is
recognized to a shareholder who sur-
renders his stock in exchange for other
stock or to a security holder who sur-
renders his securities in exchange for
stock. Section 354 also provides that
under certain circumstances a security
holder may surrender securities and re-
ceive securities in the same principal
amount or in a lesser principal amount
without the recognition of gain or loss
to him. The exchanges to which section
354 applies must be pursuant to a plan
of reorganization as provided in section
368(a) and the stock and securities sur-
rendered as well as the stock and secu-
rities received must be those of a cor-
poration which is a party to the reor-
ganization. Section 354 does not apply
to exchanges pursuant to a reorganiza-
tion described in section 368(a)(1)(D)
unless the transferor corporation—

(1) Transfers all or substantially all
of its assets to a single corporation,
and

(2) Distributes all of its remaining
properties (if any) and the stock, secu-
rities and other properties received in
the exchange to its shareholders or se-
curity holders in pursuance of the plan
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of reorganization. The fact that prop-
erties retained by the transferor cor-
poration, or received in exchange for
the properties transferred in the reor-
ganization, are used to satisfy existing
liabilities not represented by securities
and which were incurred in the ordi-
nary course of business before the reor-
ganization does not prevent the appli-
cation of section 354 to an exchange
pursuant to a plan of reorganization
defined in section 368(a)(1)(D).

(b) Except as provided in section 354
(c) and (d), section 354 is not applicable
to an exchange of stock or securities if
a greater principal amount of securi-
ties is received than the principal
amount of securities the recipient sur-
renders, or if securities are received
and the recipient surrenders no securi-
ties. See, however, section 356 and reg-
ulations pertaining to such section.
See also section 306 with respect to the
receipt of preferred stock in a trans-
action to which section 354 is applica-
ble.

(c) An exchange of stock or securities
shall be subject to section 354(a)(1)
even though—

(1) Such exchange is not pursuant to
a plan of reorganization described in
section 368(a), and

(2) The principal amount of the secu-
rities received exceeds the principal
amount of the securities surrendered or
if securities are received and no securi-
ties are surrendered—

if such exchange is pursuant to a plan
of reorganization for a railroad cor-
poration as defined in section 77(m) of
the Bankruptcy Act (11 U.S.C. 205(m))
and is approved by the Interstate Com-
merce Commission under section 77 of
such act or under section 20b of the
Interstate Commerce Act (49 U.S.C.
20b) as being in the public interest.
Section 354 is not applicable to such ex-
changes if there is received property
other than stock or securities. See,
however, section 356 and regulations
pertaining to such section.

(d) The rules of section 354 may be il-
lustrated by the following examples:

Example 1. Pursuant to a reorganization
under section 368(a) to which Corporations T
and W are parties, A, a shareholder in Cor-
poration T, surrenders all his common stock
in Corporation T in exchange for common

stock of Corporation W. No gain or loss is
recognized to A.

Example 2. Pursuant to a reorganization
under section 368(a) to which Corporations X
and Y (which are not railroad corporations)
are parties, B, a shareholder in Corporation
X, surrenders all his stock in X for stock and
securities in Y. Section 354 does not apply to
this exchange. See, however, section 356.

Example 3. C, a shareholder in Corporation
Z (which is not a railroad corporation), sur-
renders all his stock in Corporation Z in ex-
change for securities in Corporation Z.
Whether or not this exchange is in connec-
tion with a recapitalization under section
368(a)(1)(E), section 354 does not apply. See,
however, section 302.

Example 4. The facts are the same as in Ex-
ample 3 of this paragraph (d), except that C
receivies solely rights to acquire stock in
Corporation Z. Section 354 does not apply.

(e) Except as provided in § 1.356–6T,
for purposes of section 354, the term se-
curities includes rights issued by a
party to the reorganization to acquire
its stock. For purposes of this section
and section 356(d)(2)(B), a right to ac-
quire stock has no principal amount.
For this purpose, rights to acquire
stock has the same meaning as it does
under sections 305 and 317(a). Other In-
ternal Revenue Code provisions gov-
erning the treatment of rights to ac-
quire stock may also apply to certain
exchanges occurring in connection
with a reorganization. See, for exam-
ple, sections 83 and 421 through 424 and
the regulations thereunder. This para-
graph (e) applies to exchanges occur-
ring on or after March 9, 1998.

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as
amended by T.D. 7616, 44 FR 26869, May 8,
1979; T.D. 8752, 63 FR 410, Jan. 6, 1998]

§ 1.355–0 In order to facilitate the use
of §§ 1.355–1 through 1.355–6, this
section lists the paragraphs, sub-
paragraphs, and subdivisions in
those sections.

§ 1.355–1 DISTRIBUTION OF STOCK AND SECURI-
TIES OF A CONTROLLED CORPORATION.
(a) Effective date of certain sections.
(b) Application of section.

§ 1.355–2 LIMITATIONS.
(a) Property distributed.
(b) Independent business purpose.
(1) Independent business purpose require-

ment.
(2) Corporate business purpose.
(3) Business purpose for distribution.
(4) Business purpose as evidence of non-

device.
(5) Examples.
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(c) Continuity of interest requirement.
(1) Requirement.
(2) Examples.
(d) Device for distribution of earnings and

profits.
(1) In general.
(2) Device factors.
(i) In general.
(ii) Pro rata distribution.
(iii) Subsequent sale or exchange of stock.
(A) In general.
(B) Sale or exchange negotiated or agreed

upon before the distribution.
(C) Sale or exchange not negotiated or

agreed upon before the distribution.
(D) Negotiated or agreed upon before the

distribution.
(E) Exchange in pursuance of a plan of re-

organization.
(iv) Nature and use of assets.
(A) In general.
(B) Assets not used in a trade or business

meeting the requirement of section 355(b).
(C) Related function.
(3) Nondevice factors.
(i) In general.
(ii) Corporate business purpose.
(iii) Distributing corporation publicly

traded and widely held.
(iv) Distribution to domestic corporate

shareholders.
(4) Examples.
(5) Transactions ordinarily not considered

as a device.
(i) In general.
(ii) Absence of earnings and profits.
(iii) Section 303(a) transactions.
(iv) Section 302(a) transactions.
(v) Examples.
(e) Stock and securities distributed.
(1) In general.
(2) Additional rules.
(f) Principal amount of securities.
(1) Securities received.
(2) Only stock received.
(g) Period of ownership.
(1) Other property.
(2) Example.
(h) Active conduct of a trade or business.

§ 1.355–3 ACTIVE CONDUCT OF A TRADE OR
BUSINESS.
(a) General requirements.
(1) Application of section 355.
(2) Examples.
(b) Active conduct of a trade or business

defined.
(1) In general.
(2) Active conduct or a trade or business

immediately after distribution.
(i) In general.
(ii) Trade or business.
(iii) Active conduct.
(iv) Limitations.
(3) Active conduct for five-year period pre-

ceding distribution.
(4) Special rules for acquisition of a trade

or business (Prior to the Revenue Act of 1987

and Technical and Miscellaneous Revenue
Act of 1988).

(i) In general.
(ii) Example.
(iii) Gain or loss recognized in certain

transactions.
(iv) Affiliated group.
(5) Special rules for acquisition of a trade

or business (After the Revenue Act of 1987
and Technical and Miscellaneous Revenue
Act of 1988).

(c) Examples.
§ 1.355–4 NON PRO RATA DISTRIBUTIONS, ETC.
§ 1.355–5 RECORDS TO BE KEPT AND INFORMA-

TION TO BE FILED.
§ 1.355–6 [RESERVED]

[T.D. 8238, 54 FR 289, Jan. 5, 1989]

§ 1.355–1 Distribution of stock and se-
curities of a controlled corporation.

(a) Effective date of certain sections.
Sections 1.355–1 through 1.355–4 apply
to transactions occurring after Feb-
ruary 6, 1989. For transactions occur-
ring on or before that date, see 26 CFR
1.355–1 through 1.355–4 (revised as of
April 1, 1987). Sections 1.355–1 through
1.355–4 do not reflect the amendments
to section 355 made by the Revenue Act
of 1987 and the Technical and Miscella-
neous Revenue Act of 1988.

(b) Application of section. Section 355
provides for the separation, without
recognition of gain or loss to (or the in-
clusion in income of) the shareholders
and security holders, of one or more ex-
isting businesses formerly operated, di-
rectly or indirectly, by a single cor-
poration (the ‘‘distributing corpora-
tion’’). It applies only to the separation
of existing businesses that have been in
active operation for at least five years
(or a business that has been in active
operation for at least five years into
separate businesses), and which, in gen-
eral, have been owned, directly or indi-
rectly, for at least five years by the
distributing corporation. A separation
is achieved through the distribution by
the distributing corporation of stock,
or stock and securities, of one or more
subsidiaries (the ‘‘controlled corpora-
tions’’) to its shareholders with respect
to its stock or to its security holders in
exchange for its securities. The con-
trolled corporations may be pre-
existing or newly created subsidiaries.
Throughout the regulations under sec-
tion 355, the term distribution refers to
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a distribution by the distributing cor-
poration of stock, or stock and securi-
ties, of one or more controlled corpora-
tions, unless the context indicates oth-
erwise. Section 355 contemplates the
continued operation of the business or
businesses existing prior to the separa-
tion. See § 1.355–4 for types of distribu-
tions that may qualify under section
355, including pro rata distributions
and non pro rata distributions.

(c) Stock rights. Except as provided in
§ 1.356–6T, for purposes of section 355,
the term securities includes rights
issued by the distributing corporation
or the controlled corporation to ac-
quire the stock of that corporation.
For purposes of this section and sec-
tion 356(d)(2)(B), a right to acquire
stock has no principal amount. For
this purpose, rights to acquire stock
has the same meaning as it does under
sections 305 and 317(a). Other Internal
Revenue Code provisions governing the
treatment of rights to acquire stock
may also apply to certain distributions
occurring in connection with a trans-
action described in section 355. See, for
example, sections 83 and 421 through
424 and the regulations thereunder.
This paragraph (c) applies to distribu-
tions occurring on or after March 9,
1998.

[T.D. 8238, 54 FR 289, Jan. 5, 1989, as amended
by T.D. 8752, 63 FR 410, Jan. 6, 1998]

§ 1.355–2 Limitations.
(a) Property distributed. Section 355

applies to a distribution only if the
property distributed consists solely of
stock, or stock and securities, of a con-
trolled corporation. If additional prop-
erty (including an excess principal
amount of securities received over se-
curities surrendered) is received, see
section 356.

(b) Independent business purpose—(1)
Independent business purpose require-
ment. Section 355 applies to a trans-
action only if it is carried out for one
or more corporate business purposes. A
transaction is carried out for a cor-
porate business purpose if it is moti-
vated, in whole or substantial part, by
one or more corporate business pur-
poses. The potential for the avoidance
of Federal taxes by the distributing or
controlled corporations (or a corpora-
tion controlled by either) is relevant in

determining the extent to which an ex-
isting corporate business purpose moti-
vated the distribution. The principal
reason for this business purpose re-
quirement is to provide nonrecognition
treatment only to distributions that
are incident to readjustments of cor-
porate structures required by business
exigencies and that effect only read-
justments of continuing interests in
property under modified corporate
forms. This business purpose require-
ment is independent of the other re-
quirements under section 355.

(2) Corporate business purpose. A cor-
porate business purpose is a real and
substantial non Federal tax purpose
germane to the business of the distrib-
uting corporation, the controlled cor-
poration, or the affiliated group (as de-
fined in § 1.355–3(b)(4)(iv)) to which the
distributing corporation belongs. A
purpose of reducing non Federal taxes
is not a corporate business purpose if
(i) the transaction will effect a reduc-
tion in both Federal and non Federal
taxes because of similarities between
Federal tax law and the tax law of the
other jurisdiction and (ii) the reduction
of Federal taxes is greater than or sub-
stantially coextensive with the reduc-
tion of non Federal taxes. See Examples
(7) and (8) of paragraph (b)(5) of this
section. A shareholder purpose (for ex-
ample, the personal planning purposes
of a shareholder) is not a corporate
business purpose. Depending upon the
facts of a particular case, however, a
shareholder purpose for a transaction
may be so nearly coextensive with a
corporate business purpose as to pre-
clude any distinction between them. In
such a case, the transaction is carried
out for one or more corporate business
purposes. See Example (2) of paragraph
(b)(5) of this section.

(3) Business purpose for distribution.
The distribution must be carried out
for one or more corporate business pur-
poses. See Example (3) of paragraph
(b)(5) of this section. If a corporate
business purpose can be achieved
through a nontaxable transaction that
does not involve the distribution of
stock of a controlled corporation and
which is neither impractical nor un-
duly expensive, then, for purposes of
paragraph (b)(1) of this section, the
separation is not carried out for that
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corporate business purpose. See Exam-
ples (3) and (4) of paragraph (b)(5) of
this section. For rules with respect to
the requirement of a business purpose
for a transfer of assets to a controlled
corporation in connection with a reor-
ganization described in section
368(a)(1)(D), See § 1.368–1(b).

(4) Business purpose as evidence of non-
device. The corporate business purpose
or purposes for a transaction are evi-
dence that the transaction was not
used principally as a device for the dis-
tribution of earnings and profits within
the meaning of section 355(a)(1)(B). See
paragraph (d)(3)(ii) of this section.

(5) Examples. The provisions of this
paragraph (b) may be illustrated by the
following examples:

Example (1). Corporation X is engaged in
the production, transportation, and refining
of petroleum products. In 1985, X acquires all
of the properties of corporation Z, which is
also engaged in the production, transpor-
tation, and refining of petroleum products.
In 1991, as a result of antitrust litigation, X
is ordered to divest itself of all of the prop-
erties acquired from Z. X transfers those
properties to new corporation Y and distrib-
utes the stock of Y pro rata to X’s share-
holders. In view of the divestiture order, the
distribution is carried out for a corporate
business purpose. See paragraph (b)(1) of this
section.

Example (2). Corporation X is engaged in
two businesses: The manufacture and sale of
furniture and the sale of jewelry. The busi-
nesses are of equal value. The outstanding
stock of X is owned equally by unrelated in-
dividuals A and B. A is more interested in
the furniture business, while B is more inter-
ested in the jewelry business. A and B decide
to split up the businesses and go their sepa-
rate ways. A and B anticipate that the oper-
ations 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 trans-
fers the jewelry business to new corporation
Y and distributes the stock of Y to B in ex-
change for all of B’s stock in X. The distribu-
tion is carried out for a corporate business
purpose, notwithstanding that it is also car-
ried out in part for shareholder purposes. See
paragraph (b)(2) of this section.

Example (3). Corporation X is engaged in
the manufacture and sale of toys and the
manufacture and sale of candy. The share-
holders of X wish to protect the candy busi-
ness from the risks and vicissitudes of the
toy business. Accordingly, X transfers the
toy business to new corporation Y and dis-
tributes the stock of Y to X’s shareholders.

Under applicable law, the purpose of pro-
tecting the candy business from the risks
and vicissitudes of the toy business is
achieved as soon as X transfers the toy busi-
ness to Y. Therefore, the distribution is not
carried out for a corporate business purpose.
See paragraph (b)(3) of this section.

Example (4). Corporation X is engaged in a
regulated business in State T. X owns all of
the stock of corporation Y, a profitable cor-
poration that is not engaged in a regulated
business. Commission C sets the rates that X
may charge its customers, based on its total
income. C has recently adopted rules accord-
ing to which the total income of a corpora-
tion includes the income of a business if, and
only if, the business is operated, directly or
indirectly, by the corporation. Total income,
for this purpose, includes the income of a
wholly owned subsidiary corporation but
does not include the income of a parent or
‘‘brother/sister’’ corporation. Under C’s new
rule, X’s total income includes the income of
Y, with the result that X has suffered a re-
duction of the rates that it may charge its
customers. It would not be impractical or
unduly expensive to create in a nontaxable
transaction (such as a transaction qualifying
under section 351) a holding company to hold
the stock of X and Y. X distributes the stock
of Y to X’s shareholders. The distribution is
not carried out for the purpose of increasing
the rates that X may charge its customers
because that purpose could be achieved
through a nontaxable transaction, the cre-
ation of a holding company, that does not in-
volve the distribution of stock of a con-
trolled corporation and which is neither im-
practical nor unduly expensive. See para-
graph (b)(3) of this section.

Example (5). The facts are the same as in
Example (4), except that C has recently
adopted rules according to which the total
income of a corporation includes not only
the income included in Example (3), but also
the income of any member of the affiliated
group to which the corporation belongs. In
order to avoid a reduction in the rates that
it may charge its customers, X distributes
the stock of Y to X’s shareholders. The dis-
tribution is carried out for a corporate busi-
ness purpose. See paragraph (b)(3) of this sec-
tion.

Example (6). (i) Corporation X owns all of
the one class of stock of corporation Y. X
distributes the stock of Y pro rata to its five
shareholders, all of whom are individuals, for
the sole purpose of enabling X and/or Y to
elect to become an S corporation. The dis-
tribution does not meet the corporate busi-
ness purpose requirement. See paragraph
(b)(1) and (2) of this section.

(ii) The facts are the same as in Example
6(i), except that the business of Y is operated
as a division of X. X transfers this division
to new corporation Y and distributes the
stock of Y pro rata to its shareholders, all of
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whom are individuals, for the sole purpose of
enabling X and/or Y to elect to become an S
corporation. The distribution does not meet
the corporate business purpose requirement.
See paragraph (b)(1) and (2) of this section.

Example (7). The facts are the same as in
Example (6)(i), except that the distribution is
made to enable X to elect to become an S
corporation both for Federal tax purposes
and for purposes of the income tax imposed
by State M. State M has tax law provisions
similar to subchapter S of the Internal Rev-
enue Code of 1986. An election to be an S cor-
poration for Federal tax purposes will effect
a substantial reduction in Federal taxes that
is greater than the reduction of State M
taxes pursuant to an election to be an S cor-
poration for State M purposes. The purpose
of reducing State M taxes is not a corporate
business purpose. The distribution does not
meet the corporate business purpose require-
ments. See paragraph (b)(1) and (2) of this
section.

Example (8). The facts are the same as Ex-
ample (7), except that the distribution also is
made to enable A, a key employee of Y, to
acquire stock of Y without investing in X. A
is considered to be critical to the success of
Y and he has indicated that he will seriously
consider leaving the company if he is not
given the opportunity to purchase a signifi-
cant amount of stock of Y. As a matter of
state law, Y could not issue stock to the em-
ployee while it was a subsidiary of X. As in
Example (7), the purpose of reducing State M
taxes is not a corporate business purpose. In
order to determine whether the issuance of
stock to the key employee, in fact, moti-
vated the distribution of the Y stock, the po-
tential avoidance of Federal taxes is a rel-
evant factor to take into account. If the
facts and circumstances establish that the
distribution was substantially motivated by
the need to issue stock to the employee, the
distribution will meet the corporate business
purpose requirement.

(c) Continuity of interest requirement—
(1) Requirement. Section 355 applies to a
separation that effects only a readjust-
ment of continuing interests in the
property of the distributing and con-
trolled corporations. In this regard sec-
tion 355 requires that one or more per-
sons who, directly or indirectly, were
the owners of the enterprise prior to
the distribution or exchange own, in
the aggregate, an amount of stock es-
tablishing a continuity of interest in
each of the modified corporate forms in
which the enterprise is conducted after
the separation. This continuity of in-
terest requirement is independent of
the other requirements under section
355.

(2) Examples.

Example (1). For more than five years, cor-
poration X has been engaged directly in one
business, and indirectly in a different busi-
ness through its wholly owned subsidiary, S.
The businesses are equal in value. At all
times, the outstanding stock of X has been
owned equally by unrelated individuals A
and B. For valid business reasons, A and B
cause X to distribute all of the stock of S to
B in exchange for all of B’s stock in X. After
the transaction, A owns all the stock of X
and B owns all the stock of S. The continuity
of interest requirement is met because one
or more persons who were the owners of X
prior to the distribution (A and B) own, in
the aggregate, an amount of stock estab-
lishing a continuity of interest in each of X
and S after the distribution.

Example (2). Assume the same facts as in
Example (1), except that pursuant to a plan to
acquire a stock interest in X without acquir-
ing, directly or indirectly, an interest in S, C
purchased one-half of the X stock owned by
A and immediately thereafter X distributed
all of the S stock to B in exchange for all of
B’s stock in X. After the transactions, A
owns 50 percent of X and B owns 100 percent
of S. The distribution by X of all of the stock
of S to B in exchange for all of B’s stock in
X will satisfy the continuity of interest re-
quirement for section 355 because one or
more persons who were the owners of X prior
to the distribution (A and B) own, in the ag-
gregate, an amount of stock establishing a
continuity of interest in each of X and S
after the distribution.

Example (3). Assume the same facts as in
Examples (1) and (2), except that C purchased
all of the X stock owned by A. After the
transactions, neither A nor B own any of the
stock of X, and B owns all the stock of S.
The continuity of interest requirement is
not met because the owners of X prior to the
distribution (A and B) do not, in the aggre-
gate, own an amount of stock establishing a
continuity of interest in each of X and S
after the distribution, i.e., although A and B
collectively have retained 50 percent of their
equity interest in the former combined en-
terprise, they have failed to continue to own
the minimum stock interest in the distrib-
uting corporation, X, that would be required
in order to meet the continuity of interest
requirement.

Example (4). Assume the same facts as in
Examples (1) and (2), except that C purchased
80 percent of the X stock owned by A. After
the transactions, A owns 20 percent of the
stock of X, B owns no X stock, and B owns
100 percent of the S stock. The continuity of
interest requirement is not met because the
owners of X prior to the distribution (A and
B) do not, in the aggregate, have a con-
tinuity of interest in each of X and S after
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the distribution, i.e., although A and B col-
lectively have retained 60 percent of their
equity interest in the former combined en-
terprise, the 20 percent interest of A in X is
less than the minimum equity interest in the
distributing corporation, X, that would be
required in order to meet the continuity of
interest requirement.

(d) Device for distribution of earnings
and profits—(1) In general. Section 355
does not apply to a transaction used
principally as a device for the distribu-
tion of the earnings and profits of the
distributing corporation, the con-
trolled corporation, or both (a ‘‘de-
vice’’). Section 355 recognizes that a
tax-free distribution of the stock of a
controlled corporation presents a po-
tential for tax avoidance by facili-
tating the avoidance of the dividend
provisions of the Code through the sub-
sequent sale or exchange of stock of
one corporation and the retention of
the stock of another corporation. A de-
vice can include a transaction that ef-
fects a recovery of basis. In this para-
graph (d), ‘‘exchange’’ includes trans-
actions, such as redemptions, treated
as exchanges under the Code. Gen-
erally, the determination of whether a
transaction was used principally as a
device will be made from all of the
facts and circumstances, including, but
not limited to, the presence of the de-
vice factors specified in paragraph
(d)(2) of this section (‘‘evidence of de-
vice’’), and the presence of the non-
device factors specified in paragraph
(d)(3) of this section (‘‘evidence of non-
device’’). However, if a transaction is
specified in paragraph (d)(5) of this sec-
tion, then it is ordinarily considered
not to have been used principally as a
device.

(2) Device factors—(i) In general. The
presence of any of the device factors
specified in this subparagraph (2) is
evidence of device. The strength of this
evidence depends on the facts and cir-
cumstances.

(ii) Pro rata distribution. A distribu-
tion that is pro rata or substantially
pro rata among the shareholders of the
distributing corporation presents the
greatest potential for the avoidance of
the dividend provisions of the Code
and, in contrast to other types of dis-
tributions, is more likely to be used
principally as a device. Accordingly,
the fact that a distribution is pro rata

or substantially pro rata is evidence of
device.

(iii) Subsequent sale or exchange of
stock—(A) In general. A sale or ex-
change of stock of the distributing or
the controlled corporation after the
distribution (a ‘‘subsequent sale or ex-
change’’) is evidence of device. Gen-
erally, the greater the percentage of
the stock sold or exchanged after the
distribution, the stronger the evidence
of device. In addition, the shorter the
period of time between the distribution
and the sale or exchange, the stronger
the evidence of device.

(B) Sale or exchange negotiated or
agreed upon before the distribution. A
subsequent sale or exchange pursuant
to an arrangement negotiated or
agreed upon before the distribution is
substantial evidence of device.

(C) Sale or exchange not negotiated or
agreed upon before the distribution. A
subsequent sale or exchange not pursu-
ant to an arrangement negotiated or
agreed upon before the distribution is
evidence of device.

(D) Negotiated or agreed upon before
the distribution. For purposes of this
subparagraph (2), a sale or exchange is
always pursuant to an arrangement ne-
gotiated or agreed upon before the dis-
tribution if enforceable rights to buy
or sell existed before the distribution.
If a sale or exchange was discussed by
the buyer and the seller before the dis-
tribution and was reasonably to be an-
ticipated by both parties, then the sale
or exchange will ordinarily be consid-
ered to be pursuant to an arrangement
negotiated or agreed upon before the
distribution.

(E) Exchange in pursuance of a plan of
reorganization. For purposes of this sub-
paragraph (2), if stock is exchanged for
stock in pursuance of a plan of reorga-
nization, and either no gain or loss or
only an insubstantial amount of gain is
recognized on the exchange, then the
exchange is not treated as a subsequent
sale or exchange, but the stock re-
ceived in the exchange is treated as the
stock surrendered in the exchange. For
this purpose, gain treated as a dividend
pursuant to sections 356(a)(2) and 316
shall be disregarded.

(iv) Nature and use of assets—(A) In
general. The determination of whether
a transaction was used principally as a
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device will take into account the na-
ture, kind, amount, and use of the as-
sets of the distributing and the con-
trolled corporations (and corporations
controlled by them) immediately after
the transaction.

(B) Assets not used in a trade or busi-
ness meeting the requirement of section
355(b). The existence of assets that are
not used in a trade or business that
satisfies the requirements of section
355(b) is evidence of device. For this
purpose, assets that are not used in a
trade or business that satisfies the re-
quirements of section 355(b) include,
but are not limited to, cash and other
liquid assets that are not related to the
reasonable needs of a business satis-
fying such section. The strength of the
evidence of device depends on all the
facts and circumstances, including, but
not limited to, the ratio for each cor-
poration of the value of assets not used
in a trade or business that satisfies the
requirements of section 355(b) to the
value of its business that satisfies such
requirements. A difference in the ratio
described in the preceding sentence for
the distributing and controlled cor-
poration is ordinarily not evidence of
device if the distribution is not pro
rata among the shareholders of the dis-
tributing corporation and such dif-
ference is attributable to a need to
equalize the value of the stock distrib-
uted and the value of the stock or secu-
rities exchanged by the distributees.

(C) Related function. There is evidence
of device if a business of either the dis-
tributing or controlled corporation (or
a corporation controlled by it) is (1) a
‘‘secondary business’’ that continues as
a secondary business for a significant
period after the separation, and (2) can
be sold without adversely affecting the
business of the other corporation (or a
corporation controlled by it). A sec-
ondary business is a business of either
the distributing or controlled corpora-
tion, if its principal function is to serve
the business of the other corporation
(or a corporation controlled by it). A
secondary business can include a busi-
ness transferred to a newly-created
subsidiary or a business which serves a
business transferred to a newly-created
subsidiary. The activities of the sec-
ondary business may consist of pro-
viding property or performing services.

Thus, in Example (11) of § 1.355–3(c), evi-
dence of device would be presented if
the principal function of the coal mine
(satisfying the requirements of the
steel business) continued after the sep-
aration and the coal mine could be sold
without adversely affecting the steel
business. Similarly, in Example (10) of
§ 1.355–3(c), evidence of device would be
presented if the principal function of
the sales operation after the separation
is to sell the output from the manufac-
turing operation and the sales oper-
ation could be sold without adversely
affecting the manufacturing operation.

(3) Nondevice factors—(i) In general.
The presence of any of the nondevice
factors specified in this subparagraph
(3) is evidence of nondevice. The
strength of this evidence depends on all
of the facts and circumstances.

(ii) Corporate business purpose. The
corporate business purpose for the
transaction is evidence of nondevice.
The stronger the evidence of device
(such as the presence of the device fac-
tors specified in paragraph (d)(2) of this
section), the stronger the corporate
business purpose required to prevent
the determination that the transaction
was used principally as a device. Evi-
dence of device presented by the trans-
fer or retention of assets not used in a
trade or business that satisfies the re-
quirements of section 355(b) can be out-
weighed by the existence of a corporate
business purpose for those transfers or
retentions. The assessment of the
strength of a corporate business pur-
pose will be based on all of the facts
and circumstances, including, but not
limited to, the following factors:

(A) The importance of achieving the
purpose to the success of the business;

(B) The extent to which the trans-
action is prompted by a person not
having a proprietary interest in either
corporation, or by other outside factors
beyond the control of the distributing
corporation; and

(C) The immediacy of the conditions
prompting the transaction.

(iii) Distributing corporation publicly
traded and widely held. The fact that
the distributing corporation is publicly
traded and has no shareholder who is
directly or indirectly the beneficial
owner of more than five percent of any
class of stock is evidence of nondevice.
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(iv) Distribution to domestic corporate
shareholders. The fact that the stock of
the controlled corporation is distrib-
uted to one or more domestic corpora-
tions that, if section 355 did not apply,
would be entitled to a deduction under
section 243(a)(1) available to corpora-
tions meeting the stock ownership re-
quirements of section 243(c), or a de-
duction under section 243(a)(2) or (3) or
245(b) is evidence of nondevice.

(4) Examples. The provisions of para-
graph (d)(1) through (3) of this section
may be illustrated by the following ex-
amples:

Example (1). Individual A owns all of the
stock of corporation X, which is engaged in
the warehousing business. X owns all of the
stock of corporation Y, which is engaged in
the transportation business. X employs indi-
vidual B, who is extremely knowledgeable of
the warehousing business in general and the
operations of X in particular. B has informed
A that he will seriously consider leaving the
company if he is not given the opportunity
to purchase a significant amount of stock of
X. Because of his knowledge and experience,
the loss of B would seriously damage the
business of X. B cannot afford to purchase
any significant amount of stock of X as long
as X owns Y. Accordingly, X distributes the
stock of Y to A and A subsequently sells a
portion of his X stock to B. However, X could
have issued additional shares to B sufficient
to give B an equivalent ownership interest in
X. There is no other evidence of device or
evidence of nondevice. In light of the fact
that X could have issued additional shares to
B, the sale of X stock by A is substantial evi-
dence of device. The transaction is consid-
ered to have been used principally as a de-
vice. See paragraph (d)(1), (2)(ii), (iii)(A), (B)
and (D), and (3)(i) and (ii) of this section.

Example (2). Corporation X owns and oper-
ates a fast food restaurant in State M and
owns all of the stock of corporation Y, which
owns and operates a fast food restaurant in
State N. X and Y operate their businesses
under franchises granted by D and E, respec-
tively. X owns cash and marketable securi-
ties that exceed the reasonable needs of its
business but whose value is small relative to
the value of its business. E has recently
changed its franchise policy and will no
longer grant or renew franchises to subsidi-
aries (or other members of the same affili-
ated group) of corporations operating busi-
nesses under franchises granted by its com-
petitors. Thus, Y will lose its franchise if it
remains a subsidiary of X. The franchise is
about to expire. Accordingly, X distributes
the stock of Y pro rata among X’s share-
holders. X retains its business and transfers
cash and marketable securities to Y in an

amount proportional to the value of Y’s busi-
ness. There is no other evidence of device or
evidence of nondevice. The transfer by X to
Y and the retention by X of cash and mar-
ketable securities is relatively weak evi-
dence of device because after the transfer X
and Y hold cash and marketable securities in
amounts proportional to the values of their
businesses. The fact that the distribution is
pro rata is evidence of device. A strong cor-
porate business purpose is relatively strong
evidence of nondevice. Accordingly, the
transaction is considered not to have been
used principally as a device. See paragraph
(d)(1), (2)(ii), (iv)(A), and (B) and (3)(i) and
(ii)(A), (B) and (C) of this section.

Example (3). Corporation X is engaged in a
regulated business in State M and owns all of
the stock of corporation Y, which is not en-
gaged in a regulated business in State M.
State M has recently amended its laws to
provide that affiliated corporations oper-
ating in M may not conduct both regulated
and unregulated businesses. X transfers cash
not related to the reasonable needs of the
business of X or Y to Y and then distributes
the stock of Y pro rata among X’s share-
holders. As a result of the transfer of cash,
the ratio of the value of its assets not used
in a trade or business that satisfies the re-
quirements of section 355(b) to the value of
its business is substantially greater for Y
than for X. There is no other evidence of de-
vice or evidence of nondevice. The transfer of
cash by X to Y is relatively strong evidence
of device because after the transfer Y holds
disproportionately many assets that are not
used in a trade or business that satisfies the
requirements of section 355(b). The fact that
the distribution is pro rata is evidence of de-
vice. The strong business purpose is rel-
atively strong evidence of nondevice, but it
does not pertain to the transfer. Accord-
ingly, the transaction is considered to have
been used principally as a device. See para-
graph (d)(1), (2)(ii), (iv)(A) and (B), and (3)
and (i) and (ii) of this section.

Example (4). The facts are the same as in
Example (3), except that, instead of transfer-
ring cash to Y, X purchases operating assets
unrelated to the business of Y and transfers
them to Y prior to the distribution. There is
no other evidence of device or evidence of
nondevice. The transaction is considered to
have been used principally as a device. See
paragraph (d)(1), (2)(ii), (iv)(A) and (B), and
(3)(i) and (ii) of this section.

(5) Transactions ordinarily not consid-
ered as a device—(i) In general. This sub-
paragraph (5) specifies three distribu-
tions that ordinarily do not present the
potential for tax avoidance described
in paragraph (d)(1) of this section. Ac-
cordingly, such distributions are ordi-
narily considered not to have been used
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principally as a device, notwith-
standing the presence of any of the de-
vice factors described in paragraph
(d)(2) of this section. A transaction de-
scribed in paragraph (d)(5)(iii) or (iv) of
this section is not protected by this
subparagraph (5) from a determination
that it was used principally as a device
if it involves the distribution of the
stock of more than one controlled cor-
poration and facilitates the avoidance
of the dividend provisions of the Code
through the subsequent sale or ex-
change of stock of one corporation and
the retention of the stock of another
corporation.

(ii) Absence of earnings and profits. A
distribution is ordinarily considered
not to have been used principally as a
device if—

(A) The distributing and controlled
corporations have no accumulated
earnings and profits at the beginning of
their respective taxable years,

(B) The distributing and controlled
corporations have no current earnings
and profits as of the date of the dis-
tribution, and

(C) No distribution of property by the
distributing corporation immediately
before the separation would require
recognition of gain resulting in current
earnings and profits for the taxable
year of the distribution.

(iii) Section 303(a) transactions. A dis-
tribution is ordinarily considered not
to have been used principally as a de-
vice if, in the absence of section 355,
with respect to each shareholder dis-
tributee, the distribution would be a
redemption to which section 303(a) ap-
plied.

(iv) Section 302(a) transactions. A dis-
tribution is ordinarily considered not
to have been used principally as a de-
vice if, in the absence of section 355,
with respect to each shareholder dis-
tributee, the distribution would be a
redemption to which section 302(a) ap-
plied. For purposes of the preceding
sentence, section 302(c)(2)(A)(ii) and
(iii) shall not apply.

(v) Examples. The provisions of this
subparagraph (5) may be illustrated by
the following examples:

Example (1) . The facts are the same as in
Example (3) of paragraph (d)(4) of this sec-
tion, except that X and Y had no accumu-
lated earnings and profits at the beginning of

its taxable year, X and Y have no current
earnings and profits as of the date of the dis-
tribution, and no distribution of property by
X immediately before the separation would
require recognition of gain that would result
in earnings and profits for the taxable year
of the distribution. The transaction is con-
sidered not to have been used principally as
a device. See paragraph (d)(5)(i) and (ii) of
this section.

Example (2) . Corporation X is engaged in
three businesses: a hotel business, a res-
taurant business, and a rental real estate
business. Individuals A, B, and C own all of
the stock of X. X transfers the restaurant
business to new corporation Y and transfers
the rental real estate business to new cor-
poration Z. X then distributes the stock of Y
and Z pro rata between B and C in exchange
for all of their stock in X. In the absence of
section 355, the distribution would be a re-
demption to which section 302(a) applied.
Since this distribution involves the stock of
more than one controlled corporation and fa-
cilitates the avoidance of the dividend provi-
sions of the Code through the subsequent
sale or exchange of stock in one corporation
and the retention of the stock of another
corporation, it is not protected by paragraph
(d)(5)(i) and (iv) of this section from a deter-
mination that it was used principally as a
device. Thus, the determination of whether
the transaction was used principally as a de-
vice must be made from all the facts and cir-
cumstances, including the presence of the
device factors and nondevice factors speci-
fied in paragraph (d)(2) and (3) of this sec-
tion.

(e) Stock and securities distributed—(1)
In general. Section 355 applies to a dis-
tribution only if the distributing cor-
poration distributes—

(i) All of the stock and securities of
the controlled corporation that it
owns, or

(ii) At least an amount of the stock
of the controlled corporation that con-
stitutes control as defined in section
368(c). In such a case, all, or any part,
of the securities of the controlled cor-
poration may be distributed, and para-
graph (e)(2) of this section shall apply.

(2) Additional rules. Where a part of
either the stock or the securities of the
controlled corporation is retained
under paragraph (e)(1)(ii) of this sec-
tion, it must be established to the sat-
isfaction of the Commissioner that the
retention by the distributing corpora-
tion was not in pursuance of a plan
having as one of its principal purposes
the avoidance of Federal income tax.
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Ordinarily, the corporate business pur-
pose or purposes for the distribution
will require the distribution of all of
the stock and securities of the con-
trolled corporation. If the distribution
of all of the stock and securities of a
controlled corporation would be treat-
ed to any extent as a distribution of
‘‘other property’’ under section 356,
this fact tends to establish that the re-
tention of stock or securities is in pur-
suance of a plan having as one of its
principal purposes the avoidance of
Federal income tax.

(f) Principal amount of securities—(1)
Securities received. Section 355 does not
apply to a distribution if, with respect
to any shareholder or security holder,
the principal amount of securities re-
ceived exceeds the principal amount of
securities surrendered, or securities are
received but no securities are surren-
dered. In such cases, see section 356.

(2) Only stock received. If only stock is
received in a distribution to which sec-
tion 355(a)(1)(A) applies, the principal
amount of the securities surrendered, if
any, and the par value or stated value
of the stock surrendered, if any, are
not relevant to the application of that
section.

(g) Period of ownership—(1) Other
property. For purposes of section
355(a)(1)(A), stock of a controlled cor-
poration acquired in a transaction in
which gain or loss was recognized in
whole or in part (other than a trans-
action described in § 1.355–3(b)(4)(iii))
within the five-year period ending on
the date of the distribution shall not be
treated as stock of the controlled cor-
poration but shall be treated as ‘‘other
property.’’ See section 356. However,
for purposes of section 355(a)(1)(D), the
stock so acquired is stock of the con-
trolled corporation.

(2) Example. Paragraph (g)(1) of this
section may be illustrated by the fol-
lowing example:

Example. Corporation X has held 85 of the
100 outstanding shares of the stock of cor-
poration Y for more than five years on the
date of the distribution. Six months before
that date, X purchased ten more shares. If X
distributes all of its 95 shares of the stock of
Y, so much of section 356 as relates to sec-
tion 355 may apply to the transaction and
the ten newly acquired shares are treated as
other property. On the other hand, if X re-
tains ten of the shares of the stock of Y then

the application of paragraph (e) of this sec-
tion must take into account all of the stock
of Y, including the ten shares newly acquired
by X and the five shares owned by others.
Similarly, if, by the use of any agency, X ac-
quired any of the stock of Y within the five-
year period ending on the date of the dis-
tribution in a transaction in which gain or
loss was recognized in whole or in part (for
example, where another subsidiary of X pur-
chased stock of Y), then that stock is treated
as other property. If X had held only 75 of
the 100 outstanding shares of the stock of Y
for more than five years on the date of the
distribution and had purchased the remain-
ing 25 shares six months before that date,
then neither section 355 nor section 356
would apply to the distribution.

(h) Active conduct of a trade or busi-
ness. Section 355 applies to a distribu-
tion only if the requirements of § 1.355–
3 (relating to the active conduct of a
trade or business) are satisfied.

[T.D. 8238, 54 FR 290, Jan. 5, 1989; 54 FR 5577,
Feb. 3, 1989; 57 FR 28463, June 25, 1992]

§ 1.355–3 Active conduct of a trade or
business.

(a) General requirements—(1) Applica-
tion of section 355. Under section
355(b)(1), a distribution of stock, or
stock and securities, of a controlled
corporation qualifies under section 355
only if—

(i) The distributing and the con-
trolled corporations are each engaged
in the active conduct of a trade or busi-
ness immediately after the distribution
(section 355(b)(1)(A)), or

(ii) Immediately before the distribu-
tion, the distributing corporation had
no assets other than stock or securities
of the controlled corporations, and
each of the controlled corporations is
engaged in the active conduct of a
trade or business immediately after the
distribution (section 355(b)(1)(B)). A de
minimis amount of assets held by the
distributing corporation shall be dis-
regarded for purposes of this paragraph
(a)(1)(ii).

(2) Examples. Paragraph (a)(1) of this
section may be illustrated by the fol-
lowing examples:

Example (1). Prior to the distribution, cor-
poration X is engaged in the active conduct
of a trade or business and owns all of the
stock of corporation Y, which also is engaged
in the active conduct of a trade or business.
X distributes all of the stock of Y to X’s
shareholders, and each corporation continues
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the active conduct of its trade or business.
The active business requirement of section
355(b)(1)(A) is satisfied.

Example (2). The facts are the same as in
Example (1), except that X transfers all of its
assets other than the stock of Y to a new
corporation in exchange for all of the stock
of the new corporation and then distributes
the stock of both controlled corporations to
X’s shareholders. The active business re-
quirement of section 355(b)(1)(B) is satisfied.

(b) Active conduct of a trade or business
defined—(1) In general. Section 355(b)(2)
provides rules for determining whether
a corporation is treated as engaged in
the active conduct of a trade or busi-
ness for purposes of section 355(b)(1).
Under section 355(b)(2)(A), a corpora-
tion is treated as engaged in the active
conduct of a trade or business if it is
itself engaged in the active conduct of
a trade or business or if substantially
all of its assets consist of the stock, or
stock and securities, of a corporation
or corporations controlled by it (imme-
diately after the distribution) each of
which is engaged in the active conduct
of a trade or business.

(2) Active conduct of a trade or business
immediately after distribution—(i) In gen-
eral. For purposes of section 355(b), a
corporation shall be treated as engaged
in the ‘‘active conduct of a trade or
business’’ immediately after the dis-
tribution if the assets and activities of
the corporation satisfy the require-
ments and limitations described in
paragraph (b)(2)(ii), (iii), and (iv) of
this section.

(ii) Trade or business. A corporation
shall be treated as engaged in a trade
or business immediately after the dis-
tribution if a specific group of activi-
ties are being carried on by the cor-
poration for the purpose of earning in-
come or profit, and the activities in-
cluded in such group include every op-
eration that forms a part of, or a step
in, the process of earning income or
profit. Such group of activities ordi-
narily must include the collection of
income and the payment of expenses.

(iii) Active conduct. For purposes of
section 355(b), the determination
whether a trade or business is actively
conducted will be made from all of the
facts and circumstances. Generally, the
corporation is required itself to per-
form active and substantial manage-
ment and operational functions. Gen-

erally, activities performed by the cor-
poration itself do not include activities
performed by persons outside the cor-
poration, including independent con-
tractors. A corporation may satisfy the
requirements of this subdivision (iii)
through the activities that it performs
itself, even though some of its activi-
ties are performed by others. Separa-
tions of real property all or substan-
tially all of which is occupied prior to
the distribution by the distributing or
the controlled corporation (or by any
corporation controlled directly or indi-
rectly by either of those corporations)
will be carefully scrutinized with re-
spect to the requirements of section
355(b) and this § 1.355–3.

(iv) Limitations. The active conduct of
a trade or business does not include—

(A) The holding for investment pur-
poses of stock, securities, land, or
other property, or

(B) The ownership and operation (in-
cluding leasing) of real or personal
property used in a trade or business,
unless the owner performs significant
services with respect to the operation
and management of the property.

(3) Active conduct for five-year period
preceding distribution. Under section
355(b)(2)(B), a trade or business that is
relied upon to meet the requirements
of section 355(b) must have been ac-
tively conducted throughout the five-
year period ending on the date of the
distribution. For purposes of this sub-
paragraph (3)—

(i) Activities which constitute a
trade or business under the tests de-
scribed in paragraph (b)(2) of this sec-
tion shall be treated as meeting the re-
quirement of the preceding sentence if
such activities were actively conducted
throughout the 5-year period ending on
the date of distribution, and

(ii) The fact that a trade or business
underwent change during the five-year
period preceding the distribution (for
example, by the addition of new or the
dropping of old products, 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 different business. In particular, if a
corporation engaged in the active con-
duct of one trade or business during
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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 ordinarily treated as
an expansion of the original 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 a character as to con-
stitute the acquisition of a new or dif-
ferent business.

(4) Special rules for acquisition of a
trade or business (Prior to the Revenue
Act of 1987 and Technical and Miscella-
neous Revenue Act of 1988)—(i) In gen-
eral. Under section 355(b)(2)(C), a trade
or business relied upon to meet the re-
quirements of section 355(b) must not
have been acquired by the distributing
corporation, the controlled corpora-
tion, or another member of the affili-
ated group during the five-year period
ending on the date of the distribution
unless it was acquired in a transaction
in which no gain or loss was recog-
nized. Similarly, under section
355(b)(2)(D), the trade or business must
not have been indirectly acquired by
any of those corporations (or a prede-
cessor in interest of any of those cor-
porations) during that five-year period
in a transaction in which gain or loss
was recognized in whole or in part and
which consisted of the acquisition of
control of the corporation directly en-
gaged in the trade or business, or the
indirect acquisition of control of that
corporation through the direct or indi-
rect acquisition of control of one or
more other corporations. A trade or
business acquired, directly or indi-
rectly, within the five-year period end-
ing on the date of the distribution in a
transaction in which the basis of the
assets acquired was not determined in
whole or in part by reference to the
transferor’s basis does not qualify
under section 355(b)(2), even though no
gain or loss was recognized by the
transferror.

(ii) Example. Paragraph (b)(4)(i) of
this section may be illustrated by the
following example:

Example. In 1985, corporation X, which op-
erates a business and has cash and other liq-
uid assets, purchases all of the stock of cor-
poration Y, which is engaged in the active

conduct of a trade or business. Later in the
same year, X merges into Y in a ‘‘down-
stream’’ statutory merger. In 1986, Y trans-
fers the business assets formerly owned by X
to a new subsidiary, corporation Z, and then
distributes the stock of Z to Y’s share-
holders. Section 355 does not apply to the
distribution of the stock of Z because the
trade or business of Y was indirectly ac-
quired by X, a predecessor in interest of Y,
during the five-year period preceding the dis-
tribution.

(iii) Gain or loss recognized in certain
transactions. The requirements of sec-
tion 355(b)(2)(C) and (D) are intended to
prevent the direct or indirect acquisi-
tion of a trade or business by a cor-
poration in anticipation of a distribu-
tion by the corporation of that trade of
business in a distribution to which sec-
tion 355 would otherwise apply. A di-
rect or indirect acquisition of a trade
or business by one member of an affili-
ated group from another member of the
group is not the type of transaction to
which section 355(b)(2)(C) and (D) is in-
tended to apply. Therefore, in applying
section 355(b)(2)(C) or (D), such an ac-
quisition, even though taxable, shall be
disregarded.

(iv) Affiliated group. For purposes of
this subparagraph (4), the term affili-
ated group means an affiliated group as
defined in section 1504(a) (without re-
gard to section 1504(b)), except that the
term stock includes nonvoting stock de-
scribed in section 1504(a)(4).

(5) Special rules for acquisition of a
trade or business (After the Revenue Act
of 1987 and Technical and Miscellaneous
Revenue Act of 1988). [Reserved]

(c) Examples. The following examples
illustrate section 355(b)(2)(A) and (B)
and paragraph (b)(1), (2), and (3) of this
section. However, a transaction that
satisfies these active business require-
ments will qualify under section 355
only if it satisfies the other require-
ments of section 355 (a) and (b).

Example (1). Corporation X is engaged in
the manufacture and sale of soap and deter-
gents and also owns investment securities. X
transfers the investment securities to new
subsidiary Y and distributes the stocks of Y
to X’s shareholders. Y does not satisfy the
requirements of section 355(b) because the
holding of investment securities does not
constitute the active conduct of a trade or
business. See paragraph (b)(2)(iv)(A) of this
section.
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Example (2). Corporation X owns, manages,
and derives rental income from an office
building and also owns vacant land. X trans-
fers the land to new subsidiary Y and distrib-
utes the stock of Y to X’s shareholders. Y
will subdivide the land, install streets and
utilities, and sell the developed lots to var-
ious homebuilders. Y does not satisfy the re-
quirements of section 355(b) because no sig-
nificant development activities were con-
ducted with respect to the land during the
five-year period ending on the date of the
distribution. See paragraph (b)(3) of this sec-
tion.

Example (3). Corporation X owns land on
which it conducts a ranching business. Oil
has been discovered in the area, and it is ap-
parent that oil may be found under the land
on which the ranching business is conducted.
X has engaged in no significant activities in
connection with its mineral rights. X trans-
fers its mineral rights to new subsidiary Y
and distributes the stock of Y to X’s share-
holders. Y will actively pursue the develop-
ment of the oil producing potential of the
property. Y does not satisfy the require-
ments of section 355(b) because X engaged in
no significant exploitation activities with
respect to the mineral rights during the five-
year period ending on the date of the dis-
tribution. See paragraph (b)(3) of this sec-
tion.

Example (4). For more than five years, cor-
poration X has conducted a single business of
constructing sewage disposal plants and
other facilities. X transfers one-half of its as-
sets to new subsidiary Y. These assets in-
clude a contract for the construction of a
sewage disposal plant in State M, construc-
tion equipment, cash, and other tangible as-
sets. X retains a contract for the construc-
tion of a sewage disposal plant in State N,
construction equipment, cash, and other in-
tangible assets. X then distributes the stock
of Y to one of X’s shareholders in exchange
for all of his stock of X. X and Y both satisfy
the requirements of section 355(b). See para-
graph (b)(3)(i) of this section.

Example (5). For the past six years, cor-
poration X has owned and operated two fac-
tories devoted to the production of edible
pork skins. The entire output of one factory
is sold to one customer, C, while the output
of the second factory is sold to C and a num-
ber of other customers. To eliminate errors
in packaging, X opens a new factory. There-
after, orders from C are processed and pack-
aged at the two original factories, while the
new factory handles only orders from other
customers. Eight months after opening the
new factory, X transfers it and related busi-
ness assets to new subsidiary Y and distrib-
utes the stock of Y to X’s shareholders. X
and Y both satisfy the requirements of sec-
tion 355(b). See paragraph (b)(3)(i) and (ii) of
this section.

Example (6). Corporation X has owned and
operated a men’s retail clothing store in the
downtown area of the City of G for nine
years and has owned and operated another
men’s retail clothing store in a suburban
area of G for seven years. X transfers the
store building, fixtures, inventory, and other
assets related to the operations of the subur-
ban store to new subsidiary Y. X also trans-
fers to Y the delivery trucks and delivery
personnel that formerly served both stores.
Henceforth, X will contract with a local pub-
lic delivery service to make its deliveries. X
retains the warehouses that formerly served
both stores. Henceforth, Y will lease ware-
house space from an unrelated public ware-
house company. X then distributes the stock
of Y to X’s shareholders. X and Y both sat-
isfy the requirements of section 355(b). See
paragraph (b)(3)(i) of this section.

Example (7). For the past nine years, cor-
poration X has owned and operated a depart-
ment store in the downtown area of the City
of G. Three years ago, X acquired a parcel of
land in a suburban area of G and constructed
a new department store on it. X transfers the
suburban store and related business assets to
new subsidiary Y and distributes the stock of
Y to X’s shareholders. After the distribution,
each store has its own manager and is oper-
ated independently of the other store. X and
Y both satisfy the requirements of section
355(b). See paragraph (b)(3)(i) and (ii) of this
section.

Example (8). For the past six years, cor-
poration X has owned and operated hardware
stores in several states. Two years ago, X
purchased all of the assets of a hardware
store in State M, where X had not previously
conducted business. X transfers the State M
store and related business assets to new sub-
sidiary Y and distributes the stock of Y to
X’s shareholders. After the distribution, the
State M store has its own manager and is op-
erated independently of the other stores. X
and Y both satisfy the requirements of sec-
tion 355(b). See paragraph (b)(3)(i) and (ii) of
this section.

Example (9). For the past eight years, cor-
poration X has engaged in the manufacture
and sale of household products. Throughout
this period, X has maintained a research de-
partment for use in connection with its man-
ufacturing activities. The research depart-
ment has 30 employees actively engaged in
the development of new products. X transfers
the research department to new subsidiary Y
and distributes the stock of Y to X’s share-
holders. After the distribution, Y continues
its research operations on a contractual
basis with several corporations, including X.
X and Y both satisfy the requirements of sec-
tion 355(b). See paragraph (b)(3)(i) of this sec-
tion. The result in this example is the same
if, after the distribution, Y continues its re-
search operations but furnishes its services
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only to X. See paragraph (b)(3)(i) of this sec-
tion. However, see § 1.355–2 (d)(2)(iv)(C) (re-
lated function device factor) for possible evi-
dence of device.

Example (10). For the past six years, cor-
poration X has processed and sold meat prod-
ucts. X derives income from no other source.
X separates the sales function from the proc-
essing function by transferring the business
assets related to the sales function and cash
for working capital to new subsidiary Y. X
then distributes the stock of Y to X’s share-
holders. After the distribution, Y purchases
for resale the meat products processed by X.
X and Y both satisfy the requirements of sec-
tion 355(b). See paragraph (b)(3)(i) of this sec-
tion. However, see § 1.355–2(d)(2)(iv)(C) (re-
lated function device factor) for possible evi-
dence of device.

Example (11) . For the past eight years, cor-
poration X has been engaged in the manufac-
ture and sale of steel and steel products. X
owns all of the stock of corporation Y,
which, for the past six years, has owned and
operated a coal mine for the sole purpose of
supplying X’s coal requirements in the man-
ufacture of steel. X distributes the stock of
Y to X’s shareholders. X and Y both satisfy
the requirements of section 355 (b). See para-
graph (b)(3)(i) of this section. However, see § 1
1.355–2 (d)(2)(iv)(C) (related function device
factor) for possible evidence of device.

Example (12) . For the past seven years, cor-
poration X, a bank, has owned an eleven-
story office building, the ground floor of
which X has occupied in the conduct of its
banking business. The remaining ten floors
are rented to various tenants. Throughout
this seven-year period, the building has been
managed and maintained by employees of
the bank. X transfers the building to new
subsidiary Y and distributes the stock of Y
to X’s shareholders. Henceforth, Y will man-
age the building, negotiate leases, seek new
tenants, and repair and maintain the build-
ing. X and Y both satisfy the requirements of
section 355 (b). See paragraph (b)(3) of this
section.

Example (13) . For the past nine years, cor-
poration X, a bank, has owned a two-story
building, the ground floor and one half of the
second floor of which X has occupied in the
conduct of its banking business. The other
half of the second floor has been rented as
storage space to a neighboring retail mer-
chant. X transfers the building to new sub-
sidiary Y and distributes the stock of Y to
X’s shareholders. After the distribution, X
leases from Y the space in the building that
it formerly occupied. Under the lease, X will
repair and maintain its portion of the build-
ing and pay property taxes and insurance. Y
does not satisfy the requirements of section
355 (b) because it is not engaged in the active
conduct of a trade or business immediately
after the distribution. See paragraph
(b)(2)(iv)(A) of this section. This example

does not address the question of whether the
activities of X with respect to the building
prior to the separation would constitute the
active conduct of a trade or business.

[T.D. 8238, 54 FR 294, Jan. 5, 1989]

§ 1.355–4 Non pro rata distributions,
etc.

Section 355 provides for nonrecogni-
tion of gain or loss with respect to a
distribution whether or not (a) the dis-
tribution is pro rata with respect to all
of the shareholders of the distributing
corporation, (b) the distribution is pur-
suant to a plan of reorganization with-
in the meaning of section 368 (a) (1)(D),
or (c) the shareholder surrenders stock
in the distributing corporation. Under
section 355, the stock of a controlled
corporation may consist of common
stock or preferred stock. (See, however,
section 306 and the regulations there-
under.) Section 355 does not apply,
however, if the substance of a trans-
action is merely an exchange between
shareholders or security holders of
stock or securities in one corporation
for stock or securities in another cor-
poration. For example, if two individ-
uals, A and B, each own directly 50 per-
cent of the stock of corporation X and
50 percent of the stock of corporation
Y, section 355 would not apply to a
transaction in which A and B transfer
all of their stock of X and Y to a new
corporation Z, for all of the stock of Z,
and Z then distributes the stock of X to
A and the stock of Y to B.

[T.D. 8238, 54 FR 296, Jan. 5, 1989]

§ 1.355–5 Records to be kept and infor-
mation to be filed.

(a) Every corporation that makes a
distribution of stock or securities of a
controlled corporation, as described in
section 355, shall attach to its return
for the year of the distribution a de-
tailed statement setting forth such
data as may be appropriate in order to
show compliance with the provisions of
such section.

(b) Every taxpayer who receives a
distribution of stock or securities of a
corporation that was controlled by a
corporation in which he holds stock or
securities shall attach to his return for
the year in which such distribution is
received a detailed statement setting
forth such data as may be appropriate
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in order to show the applicability of
section 355. Such statement shall in-
clude, but shall not be limited to, a de-
scription of the stock and securities
surrendered (if any) and received, and
the names and addresses of all of the
corporations involved in the trans-
action.

§ 1.355–6 Certain distributions quali-
fying under section 355 made ineli-
gible for norecognition of gain to
the distributing corporation under
§ 337(d). [Reserved]

[T.D. 8238, 54 FR 296, Jan. 5, 1989]

§ 1.356–1 Receipt of additional consid-
eration in connection with an ex-
change.

(a) If in any exchange to which the
provisions of section 354 or section 355
would apply except for the fact that
there is received by the shareholders or
the security holders other property (in
addition to property permitted to be
received without recognition of gain by
such sections) or money, then—

(1) The gain, if any, to the taxpayer
shall be recognized in an amount not in
excess of the sum of the money and the
fair market value of the other prop-
erty, but,

(2) The loss, if any, to the taxpayer
from the exchange or distribution shall
not be recognized to any extent.

(b) If the distribution of such other
property or money by or on behalf of a
corporation has the effect of the dis-
tribution of a dividend, then there
shall be chargeable to each distributee
(either an individual or a corpora-
tion)—

(1) As a dividend, such an amount of
the gain recognized as is not in excess
of the distributee’s ratable share of the
undistributed earnings and profits of
the corporation accumulated after Feb-
ruary 28, 1913, and

(2) As a gain from the exchange of
property, the remainder of the gain so
recognized.

(c) This section may be illustrated by
the following examples:

Example (1). In an exchange to which the
provisions of section 356 apply and to which
section 354 would apply but for the receipt of
property not permitted to be received with-
out the recognition of gain or loss, A (either
an individual or a corporation), received the

following in exchange for a share of stock
having an adjusted basis to him of $85:
One share of stock worth .............................................. $100
Cash ............................................................................... 25
Other property (basis $25) fair market value ................ 50

Total fair market value of consideration received .. 175
Adjusted basis of stock surrendered in exchange ........ 85

Total gain ................................................................ 90

Gain to be recognized, limited to cash and other prop-
erty received ............................................................... 75

A’s pro rata share of earnings and profits accumulated
after February 28, 1913 (taxable dividend) ............... 30

Remainder to be treated as a gain from the ex-
change of property .............................................. 45

Example (2). If, in Example (1), A’s stock had
an adjusted basis to him of $200, he would
have realized a loss of $25 on the exchange,
which loss would not be recognized.

(d) Section 301(b)(1)(B) and section
301(d)(2) do not apply to a distribution
of ‘‘other property’’ to a corporate
shareholder if such distribution is
within the provisions of section 356.

(e) See paragraph (1) of § 1.301–1 for
certain transactions which are not
within the scope of section 356.

§ 1.356–2 Receipt of additional consid-
eration not in connection with an
exchange.

(a) If, in a transaction to which sec-
tion 355 would apply except for the fact
that a shareholder (individual or cor-
porate) receives property permitted by
section 355 to be received without the
recognition of gain, together with
other property or money, without the
surrender of any stock or securities of
the distributing corporation, then the
sum of the money and the fair market
value of the other property as of the
date of the distribution shall be treated
as a distribution of property to which
the rules of section 301 (other than sec-
tion 301(b) and section 301(d)) apply.
See section 358 for determination of
basis of such other property.

(b) Paragraph (a) of this section may
be illustrated by the following exam-
ples:

Example (1). Individuals A and B each own
50 of the 100 outstanding shares of common
stock of Corporation X. Corporation X owns
all of the stock of Corporation Y, 100 shares.
Corporation X distributes to each share-
holder 50 shares of the stock of Corporation
Y plus $100 cash without requiring the sur-
render of any shares of its own stock. The
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$100 cash received by each is treated as a dis-
tribution of property to which the rules of
section 301 apply.

Example (2). If, in the above example, Cor-
poration X distributes 50 shares of stock of
Corporation Y to A and 30 shares of such
stock plus $100 cash to B without requiring
the surrender of any of its own stock, the
amount of cash received by B is treated as a
distribution of property to which the rules of
section 301 apply.

§ 1.356–3 Rules for treatment of securi-
ties as ‘‘other property’’.

(a) As a general rule, for purposes of
section 356, the term other property in-
cludes securities. However, it does not
include securities permitted under sec-
tion 354 or section 355 to be received
tax free. Thus, when securities are sur-
rendered in a transaction to which sec-
tion 354 or section 355 is applicable, the
characterization of the securities re-
ceived as ‘‘other property’’ does not in-
clude securities received where the
principal amount of such securities
does not exceed the principal amount
of securities surrendered in the trans-
action. If a greater principal amount of
securities is received in an exchange
described in section 354 (other than
subsection (c) or (d) thereof) or section
355 over the principal amount of securi-
ties surrendered, the term other prop-
erty includes the fair market value of
such excess principal amount as of the
date of the exchange. If no securities
are surrendered in exchange, the term
other property includes the fair market
value, as of the date of receipt, of the
entire principal amount of the securi-
ties received.

(b) Except as provided in § 1.356–6T,
for purposes of this section, a right to
acquire stock that is treated as a secu-
rity for purposes of section 354 or 355
has no principal amount. Thus, such
right is not other property when re-
ceived in a transaction to which sec-
tion 356 applies (regardless of whether
securities are surrendered in the ex-
change). This paragraph (b) applies to
transactions occurring on or after
March 9, 1998.

(c) In the examples in this paragraph
(c), stock means common stock and
warrants means rights to acquire com-
mon stock. The following examples il-
lustrate the rules of paragraph (a) of
this section:

Example 1. A, an individual, exchanged 100
shares of stock for 100 shares of stock and a
security in the principal amount of $1,000
with a fair market value of $990. The amount
of $990 is treated as ‘‘other property.’’

Example 2. B, an individual, exchanged 100
shares of stock and a security in the prin-
cipal amount of $1,000 for 300 shares of stock
and a security in the principal amount of
$1,500. The security had a fair market value
on the date of receipt of $1,575. The fair mar-
ket value of the excess principal amount, or
$525, is treated as ‘‘other property.’’

Example 3. C, an individual, exchanged a se-
curity in the principal amount of $1,000 for
100 shares of stock and a security in the prin-
cipal amount of $900. No part of the security
received is treated as ‘‘other property.’’

Example 4. D, an individual, exchanged a
security in the principal amount of $1,000 for
100 shares of stock and a security in the prin-
cipal amount of $1,200 with a fair market
value of $1,100. The fair market value of the
excess principal amount, or $183.33, is treated
as ‘‘other property.’’

Example 5. E, an individual, exchanged a se-
curity in the principal amount of $1,000 for
another security in the principal amount of
$1,200 with a fair market value of $1,080. The
fair market value of the excess principal
amount, or $180, is treated as ‘‘other prop-
erty.’’

Example 6. F, an individual, exchanged a se-
curity in the principal amount of $1,000 for
two different securities each in the principal
amount of $750. One of the securities had a
fair market value of $750, the other had a fair
market value of $600. One-third of the fair
market value of each security ($250 and $200)
is treated as ‘‘other property.’’

Example 7. G, an individual, exchanged
stock for stock and a warrant. The warrant
had no principal amount. Thus, G received
no excess principal amount within the mean-
ing of section 356(d).

Example 8. H, an individual, exchanged a
warrant for stock and a warrant. The war-
rants had no principal amount. Thus, H re-
ceived no excess principal amount within the
meaning of section 356(d).

Example 9. I, an individual, exchanged a
warrant for stock and a debt security. The
warrant had no principal amount. The debt
security had a $100 principal amount. I re-
ceived $100 of excess principal amount within
the meaning of section 356(d).

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as
amended by T.D. 7616, 44 FR 26869, May 8,
1979; T.D. 8752, 63 FR 410, Jan. 6, 1998]

§ 1.356–4 Exchanges for section 306
stock.

If, in a transaction to which section
356 is applicable, other property or
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money is received in exchange for sec-
tion 306 stock, an amount equal to the
fair market value of the property plus
the money, if any, shall be treated as a
distribution of property to which sec-
tion 301 is applicable. The determina-
tion of whether section 306 stock is sur-
rendered for other property (including
money) is a question of fact to be de-
cided under all of the circumstances of
each case. Ordinarily, the other prop-
erty (including money) received will
first be treated as received in exchange
for any section 306 stock owned by a
shareholder prior to such transaction.
For example, if a shareholder who owns
a share of common stock (having a
basis to him of $100) and a share of pre-
ferred stock which is section 306 stock
(having a basis to him of $100) surren-
ders both shares in a transaction to
which section 356 is applicable for one
share of common stock having a fair
market value of $80 and one $100 bond
having a fair market value of $100, the
bond will be deemed received in ex-
change for the section 306 stock and it
will be treated as a distribution to
which section 301 is applicable to the
extent of its entire fair market value
($100).

§ 1.356–5 Transactions involving gift or
compensation.

With respect to transactions de-
scribed in sections 354, 355, or 356, but
which—

(a) Result in a gift, see section 2501
and following, and the regulations per-
taining thereto, or

(b) Have the effect of the payment of
compensation, see section 61(a)(1), and
the regulations pertaining thereto.

§ 1.356–6T Rules for treatment of non-
qualified preferred stock as ‘‘other
property’’ (temporary).

(a) In general. For purposes of §§ 1.354–
1(e), 1.355–1(c), and 1.356–3(b), the terms
stock and securities do not include—

(1) Nonqualified preferred stock, as
defined in section 351(g)(2), received in
exchange for (or in a distribution with
respect to) stock, or a right to acquire
stock, other than nonqualified pre-
ferred stock; or

(2) A right to acquire such non-
qualified preferred stock, received in
exchange for (or in a distribution with

respect to) stock, or a right to acquire
stock, other than nonqualified pre-
ferred stock.

(b) Exceptions. The following excep-
tions apply:

(1) Certain recapitalizations. Para-
graph (a) of this section does not apply
in the case of a recapitalization under
section 368(a)(1)(E) of a family-owned
corporation as described in section
354(a)(2)(C)(ii)(II).

(2) Transition rule. Paragraph (a) of
this section does not apply to a trans-
action described in section 1014(f)(2) of
the Taxpayer Relief Act of 1997 (111
Stat. 921).

(c) Effective date. This section applies
to nonqualified preferred stock, or a
right to acquire such stock, received in
connection with a transaction occur-
ring on or after March 9, 1998.

[T.D. 8753, 63 FR 411, Jan. 6, 1998]

§ 1.357–1 Assumption of liability.
(a) General rule. Section 357(a) does

not affect the rule that liabilities as-
sumed are to be taken into account for
the purpose of computing the amount
of gain or loss realized under section
1001 upon an exchange. Section 357(a)
provides, subject to the exceptions and
limitations specified in section 357 (b)
and (c), that—

(1) Liabilities assumed are not to be
treated as ‘‘other property or money’’
for the purpose of determining the
amount of realized gain which is to be
recognized under section 351, 361, 371, or
374, if the transactions would, but for
the receipt of ‘‘other property or
money’’ have been exchanges of the
type described in any one of such sec-
tions; and

(2) If the only type of consideration
received by the transferor in addition
to that permitted to be received by sec-
tion 351, 361, 371, or 374, consists of an
assumption of liabilities, the trans-
action, if otherwise qualified, will be
deemed to be within the provisions of
section 351, 361, 371, or 374.

(b) Application of general rule. The ap-
plication of paragraph (a) of this sec-
tion may be illustrated by the fol-
lowing example:

Example. A, an individual, transfers to a
controlled corporation property with an ad-
justed basis of $10,000 in exchange for stock
of the corporation with a fair market value
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of $8,000, $3,000 cash, and the assumption by
the corporation of indebtedness of A amount-
ing to $4,000. A’s gain is $5,000, computed as
follows:
Stock received, fair market value ............................ $8,000
Cash received .......................................................... 3,000
Liability assumed by transferee ............................... 4,000

Total consideration received ......................... 15,000
Less: Adjusted basis of property transferred .......... 10,000

Gain realized ................................................. 5,000

Assuming that the exchange falls within sec-
tion 351 as a transaction in which the gain to
be recognized is limited to ‘‘other property
or money’’ received, the gain recognized to A
will be limited to the $3,000 cash received,
since, under the general rule of section
357(a), the assumption of the $4,000 liability
does not constitute ‘‘other property.’’

(c) Tax avoidance purpose. The bene-
fits of section 357(a) do not extend to
any exchange involving an assumption
of liabilities where it appears that the
principal purpose of the taxpayer with
respect to such assumption was to
avoid Federal income tax on the ex-
change, or, if not such purpose, was not
a bona fide business purpose. In such
cases, the total amount of liabilities
assumed or acquired pursuant to such
exchange (and not merely a particular
liability with respect to which the tax
avoidance purpose existed) shall, for
the purpose of determining the amount
of gain to be recognized upon the ex-
change in which the liabilities are as-
sumed or acquired, be treated as money
received by the taxpayer upon the ex-
change. Thus, if in the example set
forth in paragraph (b) of this section,
the principal purpose of the assump-
tion of the $4,000 liability was to avoid
tax on the exchange, or was not a bona
fide business purpose, then the amount
of gain recognized would be $5,000. In
any suit or proceeding where the bur-
den is on the taxpayer to prove that an
assumption of liabilities is not to be
treated as ‘‘other property or money’’
under section 357, which is the case if
the Commissioner determines that the
taxpayer’s purpose with respect there-
to was a purpose to avoid Federal in-
come tax on the exchange or was not a
bona fide business purpose, and the
taxpayer contests such determination
by litigation, the taxpayer must sus-
tain such burden by the clear prepon-
derance of the evidence. Thus, the tax-
payer must prove his case by such a

clear preponderance of all the evidence
that the absence of a purpose to avoid
Federal income tax on the exchange, or
the presence of a bona fide business
purpose, is unmistakable.

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as
amended by T.D. 6528, 26 FR 399, Jan. 19, 1961]

§ 1.357–2 Liabilities in excess of basis.

(a) Section 357(c) provides in general
that in an exchange to which section
351 (relating to a transfer to a corpora-
tion controlled by the transferor) is ap-
plicable, or to which section 361 (relat-
ing to the nonrecognition of gain or
loss to corporations) is applicable by
reason of a section 368(a)(1)(D) reorga-
nization, if the sum of the amount of
liabilities assumed plus the amount of
liabilities to which the property is sub-
ject exceeds the total of the adjusted
basis of the property transferred pursu-
ant to such exchange, then such excess
shall be considered as a gain from the
sale or exchange of a capital asset or of
property which is not a capital asset as
the case may be. Thus, if an individual
transfers, under section 351, properties
having a total basis in his hands of
$20,000, one of which has a basis of
$10,000 but is subject to a mortgage of
$30,000, to a corporation controlled by
him, such individual will be subject to
tax with respect to $10,000, the excess
of the amount of the liability over the
total adjusted basis of all the prop-
erties in his hands. The same result
will follow whether or not the liability
is assumed by the transferee. The de-
termination of whether a gain result-
ing from the transfer of capital assets
is long-term or short-term capital gain
shall be made by reference to the hold-
ing period to the transferor of the as-
sets transferred. An exception to the
general rule of section 357(c) is made
(1) for any exchange as to which under
section 357(b) (relating to assumption
of liabilities for tax-avoidance pur-
poses) the entire amount of the liabil-
ities is treated as money received and
(2) for an exchange to which section 371
(relating to reorganizations in certain
receivership and bankruptcy pro-
ceedings) or section 374 (relating to
gain or loss not recognized in certain
railroad reorganizations) is applicable.
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(b) The application of paragraph (a)
of this section may be illustrated by
the following examples:

Example (1). If all such assets transferred
are capital assets and if half the assets
(ascertained by reference to their fair mar-
ket value at the time of the transfer) have
been held for less than 1 year (6 months for
taxable years beginning before 1977; 9 months
for taxable years beginning in 1977), and the
remaining half for more than 1 year (6
months for taxable years beginning before
1977; 9 months for taxable years beginning in
1977), half the excess of the amount of the li-
ability over the total of the adjusted basis of
the property transferred pursuant to the ex-
change shall be treated as short-term capital
gain, and the remaining half shall be treated
as long-term capital gain.

Example (2). If half of the assets
(ascertained by reference to their fair mar-
ket value at the time of the transfer) trans-
ferred are capital assets and half are assets
other than capital assets, then half of the ex-
cess of the amount of the liability over the
total of the adjusted basis of the property
transferred pursuant to the exchange shall
be treated as capital gain, and the remaining
half shall be treated as gain from the sale or
exchange of assets other than capital assets.

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as
amended by T.D. 6528, 26 FR 399, Jan. 19, 1961;
T.D. 7728, 45 FR 72650, Nov. 3, 1980]

§ 1.358–1 Basis to distributees.
(a) In the case of an exchange or dis-

tribution to which section 354, 355, or
371(b) applies in which, under the law
applicable to the year in which the ex-
change is made, only nonrecognition
property is received, the sum of the
basis of all of the stock and securities
in the corporation whose stock and se-
curities are exchanged or with respect
to which the distribution is made, held
immediately after the transaction, plus
the basis of all stock and securities re-
ceived in the transaction shall be the
same as the basis of all the stock and
securities in such corporation held im-
mediately before the transaction allo-
cated in the manner described in
§ 1.358–2. In the case of an exchange to
which section 351, 361, or 374 applies in
which, under the law applicable to the
year in which the exchange was made,
only nonrecognition property is re-
ceived, the basis of all the stock and
securities received in the exchange
shall be the same as the basis of all
property exchange therefor. If in an ex-
change or distribution to which section

351, 356, 361, 371(b), or 374 applies both
nonrecognition property and ‘‘other
property’’ are received, the basis of all
the property except ‘‘other property’’
held after the transaction shall be de-
termined as described in the preceding
two sentences decreased by the sum of
the money and the fair market value of
the ‘‘other property’’ (as of the date of
the transaction) and increased by the
sum of the amount treated as a divi-
dend (if any) and the amount of the
gain recognized on the exchange, but
the term gain as here used does not in-
clude any portion of the recognized
gain that was treated as a dividend. In
any case in which a taxpayer transfers
property with respect to which loss is
recognized, such loss shall be reflected
in determining the basis of the prop-
erty received in the exchange. The
basis of the ‘‘other property’’ is its fair
market value as of the date of the
transaction.

(b) The application of paragraph (a)
of this section may be illustrated by
the following example:

Example. A purchased a share of stock in
Corporation X in 1935 for $150. Since that
date he has received distributions out of
other than earnings and profits (as defined in
section 316) totalling $60, so that his adjusted
basis for the stock is $90. In a transaction
qualifying under section 356, A exchanged
this share for one share in Corporation Y,
worth $100, cash in the amount of $10, and
other property with a fair market value of
$30. The exchanging had the effect of the dis-
tribution of a dividend. A’s ratable share of
the earnings and profits of Corporation X ac-
cumulated after February 28, 1913, was $5. A
realized a gain of $50 on the exchange, but
the amount recognized is limited to $40, the
sum of the cash received and the fair market
value of the other property. Of the gain rec-
ognized, $5 is taxable as a dividend, and $35
as a gain from the exchange of property. The
basis to A of the one share of stock of Cor-
poration Y is $90. That is, the adjusted basis
of the one share of stock Corporation X ($90),
decreased by the sum of the cash received
($10) and the fair market value of the other
property received ($30) and increased by the
sum of the amount treated as a dividend ($5)
and the amount treated as a gain from the
exchange of property ($35). The basis of the
other property received is $30.

[T.D. 6500, 25 FR 11607. Nov. 26, 1960, as
amended by T.D. 6533, 26 FR 404, Jan. 19, 1965;
T.D. 7616, 44 FR 26869, May 8, 1979]
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§ 1.358–2 Allocation of basis among
nonrecognition property.

(a)(1) As used in this paragraph the
term stock means stock which is not
‘‘other property’’ under section 356 or
371(b), stock with respect to which a
distribution is made, and, in the case of
a surrender of part of the stock of a
particular class, the retained part of
such stock. The term securities means
securities (including, where appro-
priate, fractional parts of securities)
which are not ‘‘other property’’ under
section 356 or 371(b) and in the case of
a surrender of part of the securities of
a particular class, the retained part of
such securities. Stock, or securities, as
the case may be, which differ either be-
cause they are in different corporations
or because the rights attributable to
them differ (although they are in the
same corporation) are considered dif-
ferent classes of stock or securities, as
the case may be, for purposes of this
section.

(2) If as the result of an exchange or
distribution under the terms of section
354, 355, 356 or 371(b) a shareholder who
owned stock of only one class before
the transaction owns stock of two or
more classes after the transaction,
then the basis of all the stock held be-
fore the transaction (as adjusted under
§ 1.358–1) shall be allocated among the
stock of all classes (whether or not
such stock was received in the trans-
action) held immediately after the
transaction in proportion to the fair
market values of the stock of each
class.

(3) If as the result of an exchange
under the terms of section 354, 355, 356
or 371(b) a security holder who owned
only securities, all of one class, before
the transaction, owns securities or
stock of more than one class, or owns
both stock and securities, then the
basis of all the securities held before
the transaction (as adjusted under
§ 1.358–1) shall be allocated among all
the stock and securities (whether or
not received in the transaction) held
immediately after the transaction in
proportion to the fair market values of
the stock of each class and the securi-
ties of each class.

(4) In every case in which, before the
transactions, a person owned stock of
more than one class or securities of

more than one class or owned both
stock and securities, a determination
must be made, upon the basis of all the
facts, of the stock or securities re-
ceived with respect to stock and securi-
ties of each class held (whether or not
surrendered). The allocation described
in subparagraph (2) of this paragraph
shall be separately made as to the
stock of each class with respect to
which there is an exchange or distribu-
tion and the allocation described in
subparagraph (3) of this paragraph
shall be separately made with respect
to the securities of each class, part or
all of which are surrendered in the ex-
change.

(5) Notwithstanding the provisions of
subparagraphs (2), (3), and (4) of this
paragraph, in any case in which a plan
of recapitalization under section
368(a)(1)(E) provides that each holder of
stock or securities of a particular class
shall have an option to surrender some
or none of such stock or securities in
exchange for stock or securities, and a
shareholder or security holder ex-
changes an identifiable part of his
stock or securities, the basis of the
part of the stock or securities retained
shall remain unchanged and shall not
be taken into account in determining
the basis of the stock or securities re-
ceived.

(b)(1) As used in this paragraph the
term stock refers only to stock which is
not ‘‘other property’’ under section 351,
361, or 374 and the term securities refers
only to securities which are not ‘‘other
property’’ under section 351, 361, or 374.

(2) If in an exchange to which section
351 or 361 applies property is trans-
ferred to a corporation and the trans-
feror receives stock or securities of
more than one class or receives both
stock and securities, then the basis of
the property transferred (as adjusted
under § 1.358–1) shall be allocated
among all of the stock and securities
received in proportion to the fair mar-
ket values of the stock of each class
and the securities of each class.

(c) The application of paragraphs (a)
and (b) of this section may be illus-
trated by the following examples:

Example (1). A, an individual, owns stock in
Corporation X with an adjusted basis of
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$1,000. In a transaction qualifying under sec-
tion 356 (so far as such section relates to sec-
tion 354), he exchanged this stock for 20
shares of stock of Corporation Y worth $1,200
and securities of Corporation Y worth $400. A
realizes a gain of $600 of which $400 is recog-
nized. The adjusted basis in A’s hands of
each share of the stock of Corporation Y is
$50 determined by allocating the basis of the
stock of Corporation X ratably to the stock
of Corporation Y received in the exchange.
The securities of Corporation Y have a basis
in the hands of A of $400.

Example (2). B, an individual, owns a secu-
rity in the principal amount of $10,000 with a
basis of $5,000. In a transaction to which sec-
tion 354 is applicable, he exchanges this secu-
rity for four securities in the principal
amount of $750 each, worth $800 each, four se-
curities in the principal amount of $750 each,
worth $600 each, class A common stock
worth $1,000, and class B common stock
worth $400. B realizes a gain of $2,000, none of
which is recognized. The basis of his original
security, $5,000, will be allocated 32/70ths to
the four securities worth $800, 24/70ths to the
four securities worth $600, 10/70ths to the
class A common stock, and 4/70ths to the
class B common stock.

Example (3). C, an individual, owns stock of
Corporation Y with a basis of $5,000 and owns
a security issued by Corporation Y in the
principal amount of $5,000 with a basis of
$5,000. In a transaction to which section 354
is applicable, he exchanges the stock of Cor-
poration Y for stock of Corporation Z with a
value of $6,000, and he exchanges the security
of Corporation Y for stock of Corporation Z
worth $1,500 and a security of Corporation Z
in the principal amount of $4,500 worth
$4,500. No gain is recognized to C on either
exchange. The basis of the stock of Corpora-
tion Z received for the stock of Corporation
Y is $5,000. The bases of the stock and secu-
rity of Corporation Z received in exchange
for the security of Corporation Y are $1,250
and $3,750, respectively.

Example (4). D, an individual, owns stock in
Corporation M with a basis of $15,000, worth
$40,000, and owns a security issued by Cor-
poration M in the principal amount of $5,000
with a basis of $4,000. In a transaction quali-
fying under section 356 (so far as such sec-
tion relates to section 355), he exchanges the
security of Corporation M for a security of
Corporation O (a controlled corporation) in
the principal amount of $5,000, worth $5,000,
and exchanges one-half of his stock of Cor-
poration M for stock of Corporation O worth
$15,000 and a security of Corporation O in the
principal amount of $5,000, worth $5,000. All
of the stock and securities of Corporation O
are distributed pursuant to the transaction.
D realizes a gain of $12,500 on the exchange of
the stock of Corporation M for the stock and
security of Corporation O of which $5,000 is
recognized. D also realizes a gain of $1,000 on

the exchange of a security of Corporation M
for a security of Corporation O, none of
which is recognized. The basis of his stock of
Corporation M held before the transaction is
allocated 20/35ths to the stock of Corporation
M held after the transaction and 15/35ths to
the stock of Corporation O. The basis of the
security of Corporation O received in ex-
change for his security of Corporation M is
$4,000, the basis of the security of Corpora-
tion M exchanged. The basis of the security
of Corporation O received with respect to D’s
stock of Corporation M is $5,000, its fair mar-
ket value.

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as
amended by T.D. 7616, 44 FR 26869, May 8,
1979; T.D. 8648, 60 FR 66079, Dec. 21, 1995]

§ 1.358–3 Treatment of assumption of
liabilities.

(a) For purposes of section 358, where
a party to the exchange assumes a li-
ability of a distributee or acquires
from him property subject to a liabil-
ity, the amount of such liability is to
be treated as money received by the
distributee upon the exchange, whether
or not the assumption of liabilities re-
sulted in a recognition of gain or loss
to the taxpayer under the law applica-
ble to the year in which the exchange
was made.

(b) The application of paragraph (a)
of this section may be illustrated by
the following examples:

Example (1). A, an individual, owns prop-
erty with an adjusted basis of $100,000 on
which there is a purchase money mortgage of
$25,000. On December 1, 1945, A organizes Cor-
poration X to which he transfers the prop-
erty in exchange for all the stock of Corpora-
tion X and the assumption by Corporation X
of the mortgage. The capital stock of the
Corporation X has a fair market value of
$150,000. Under sections 351 and 357, no gain
or loss is recognized to A. The basis in A’s
hands of the stock of Corporation X is
$75,000, computed as follows:
Adjusted basis of property transferred ................ $100,000
Less: Amount of money received (amount of li-

abilities assumed) ............................................ —25,000

Basis of Corporation X stock to A ............ 75,000

Example (2). A, an individual, owns prop-
erty with an adjusted basis of $25,000 on
which there is a mortgage of $50,000. On De-
cember 1, 1954, A organizes Corporation X to
which he transfers the property in exchange
for all the stock of Corporation X and the as-
sumption by Corporation X of the mortgage.
The stock of Corporation X has a fair market
value of $50,000. Under sections 351 and 357,
gain is recognized to A in the amount of
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$25,000. The basis in A’s hands of the stock of
Corporation X is zero, computed as follows:
Adjusted basis of property transferred ................ $25,000
Less: Amount of money received (amount of li-

abilities) ............................................................ —50,000
Plus: Amount of gain recognized to taxpayer ..... 25,000

Basis of Corporation X stock to A ............ 0

§ 1.358–4 Exceptions.
(a) Plan of reorganization adopted after

October 22, 1968. In the case of a plan of
reorganization adopted after October
22, 1968, section 358 does not apply in
determining the basis of property ac-
quired by a corporation in connection
with such reorganization by the ex-
change of its stock or securities (or by
the exchange of stock or securities of a
corporation which is in control of the
acquiring corporation) as the consider-
ation in whole or in part for the trans-
fer of the property to it. See section 362
and the regulations pertaining to that
section for rules relating to basis to
corporations of property acquired in
such cases.

(b) Plan of reorganization adopted be-
fore October 23, 1968. In the case of a
plan of reorganization adopted before
October 23, 1968, section 358 does not
apply in determining the basis of prop-
erty acquired by a corporation in con-
nection with such reorganization by
the issuance of stock or securities of
such corporation (or by the issuance of
stock or securities of another corpora-
tion which is in control of such cor-
poration) as the consideration in whole
or in part for the transfer of the prop-
erty to it. The term issuance of stock or
securities includes any transfer of stock
or securities, including stock or securi-
ties which were purchased or were ac-
quired as a contribution to capital. See
section 362 and the regulations per-
taining to that section for rules relat-
ing to basis to corporations of property
acquired in such cases.

[T.D. 7422, 41 FR 26569, June 28, 1976]

§ 1.358–5 [Reserved]

§ 1.358–6 Stock basis in certain tri-
angular reorganizations.

(a) Scope. This section provides rules
for computing the basis of a control-
ling corporation in the stock of a con-
trolled corporation as the result of cer-
tain reorganizations involving the

stock of the controlling corporation as
described in paragraph (b) of this sec-
tion. The rules of this section are in
addition to rules under other provi-
sions of the Internal Revenue Code and
principles of law. See, e.g., section 1001
for the recognition of gain or loss by
the controlled corporation on the ex-
change of property for the assets or
stock of a target corporation in a reor-
ganization described in section 368.

(b) Triangular reorganizations—(1) No-
menclature. For purposes of this sec-
tion—

(i) P is a corporation—
(A) That is a party to a reorganiza-

tion,
(B) That is in control (within the

meaning of section 368(c)) of another
party to the reorganization, and

(C) Whose stock is transferred pursu-
ant to the reorganization.

(ii) S is a corporation—
(A) That is a party to the reorganiza-

tion, and
(B) That is controlled by P.
(iii) T is a corporation that is an-

other party to the reorganization.
(2) Definitions of triangular reorganiza-

tions. This section applies to the fol-
lowing reorganizations (which are re-
ferred to collectively as triangular reor-
ganizations):

(i) Forward triangular merger. A for-
ward triangular merger is a statutory
merger of T and S, with S surviving,
that qualifies as a reorganization under
section 368(a)(1)(A) or (G) by reason of
the application of section 368(a)(2)(D).

(ii) Triangular C reorganization. A tri-
angular C reorganization is an acquisi-
tion by S of substantially all of T’s as-
sets in exchange for P stock in a trans-
action that qualifies as a reorganiza-
tion under section 368(a)(1)(C).

(iii) Reverse triangular merger. A re-
verse triangular merger is a statutory
merger of S and T, with T surviving,
that qualifies as a reorganization under
section 368(a)(1)(A) by reason of the ap-
plication of section 368(a)(2)(E).

(iv) Triangular B reorganization. A tri-
angular B reorganization is an acquisi-
tion by S of T stock in exchange for P
stock in a transaction that qualifies as
a reorganization under section
368(a)(1)(B).

(c) General rules. Subject to the spe-
cial rule provided in paragraph (d) of
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this section, P’s basis in the stock of S
or T, as applicable, as a result of a tri-
angular reorganization, is adjusted
under the following rules—

(1) Forward triangular merger or tri-
angular C reorganization—(i) In general.
In a forward triangular merger or a tri-
angular C reorganization, P’s basis in
its S stock is adjusted as if—

(A) P acquired the T assets acquired
by S in the reorganization (and P as-
sumed any liabilities which S assumed
or to which the T assets acquired by S
were subject) directly from T in a
transaction in which P’s basis in the T
assets was determined under section
362(b); and

(B) P transferred the T assets (and li-
abilities which S assumed or to which
the T assets acquired by S were sub-
ject) to S in a transaction in which P’s
basis in S stock was determined under
section 358.

(ii) Limitation. If, in applying section
358, the amount of T liabilities assumed
by S or to which the T assets acquired
by S are subject equals or exceeds T’s
aggregate adjusted basis in its assets,
the amount of the adjustment under
paragraph (c)(1)(i) of this section is
zero. P recognizes no gain under sec-
tion 357(c) as a result of a triangular
reorganization.

(2) Reverse triangular merger—(i) In
general—(A) Treated as a forward tri-
angular merger. Except as otherwise
provided in this paragraph (c)(2), P’s
basis in its T stock acquired in a re-
verse triangular merger equals its basis
in its S stock immediately before the
transaction adjusted as if T had merged
into S in a forward triangular merger
to which paragraph (c)(1) of this sec-
tion applies.

(B) Allocable share. If P acquires less
than all of the T stock in the trans-
action, the basis adjustment described
in paragraph (c)(2)(i)(A) of this section
is reduced in proportion to the percent-
age of T stock not acquired in the
transaction. The percentage of T stock
not acquired in the transaction is de-
termined by taking into account the
fair market value of all classes of T
stock.

(C) Special rule if P owns T stock before
the transaction. Solely for purposes of
paragraphs (c)(2)(i)(A) and (B) of this
section, if P owns T stock before the

transaction, P may treat that stock as
acquired in the transaction or not,
without regard to the form of the
transaction.

(ii) Reverse triangular merger that
qualifies as a section 351 transfer or sec-
tion 368(a)(1)(B) reorganization. Notwith-
standing paragraph (c)(2)(i) of this sec-
tion, if a reorganization qualifies as
both a reverse triangular merger and
as a section 351 transfer or as both a re-
verse triangular merger and a reorga-
nization under section 368(a)(1)(B), P
can—

(A) Determine the basis in its T stock
as if paragraph (c)(2)(i) of this section
applies; or

(B) Determine the basis in the T
stock acquired as if P acquired such
stock from the former T shareholders
in a transaction in which P’s basis in
the T stock was determined under sec-
tion 362(b).

(3) Triangular B reorganization. In a
triangular B reorganization, P’s basis
in its S stock is adjusted as if—

(i) P acquired the T stock acquired by
S in the reorganization directly from
the T shareholders in a transaction in
which P’s basis in the T stock was de-
termined under section 362(b); and

(ii) P transferred the T stock to S in
a transaction in which P’s basis in its
S stock was determined under section
358.

(4) Examples. The rules of this para-
graph (c) are illustrated by the fol-
lowing examples. For purposes of these
examples, P, S, and T are domestic cor-
porations, P and S do not file consoli-
dated returns, P owns all of the only
class of S stock, the P stock exchanged
in the transaction satisfies the require-
ments of the applicable triangular re-
organization provisions, and the facts
set forth the only corporate activity.

Example 1. Forward triangular merger. (a)
Facts. T has assets with an aggregate basis of
$60 and fair market value of $100 and no li-
abilities. Pursuant to a plan, P forms S with
$5 cash (which S retains), and T merges into
S. In the merger, the T shareholders receive
P stock worth $100 in exchange for their T
stock. The transaction is a reorganization to
which sections 368(a)(1)(A) and (a)(2)(D)
apply.

(b) Basis adjustment. Under § 1.358–6(c)(1),
P’s $5 basis in its S stock is adjusted as if P
acquired the T assets acquired by S in the re-
organization directly from T in a transaction
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in which P’s basis in the T assets was deter-
mined under section 362(b). Under section
362(b), P would have an aggregate basis of $60
in the T assets. P is then treated as if it
transferred the T assets to S in a transaction
in which P’s basis in the S stock was deter-
mined under section 358. Under section 358,
P’s $5 basis in its S stock would be increased
by the $60 basis in the T assets deemed trans-
ferred. Consequently, P has a $65 basis in its
S stock as a result of the reorganization.

(c) Use of pre-existing S. The facts are the
same as paragraph (a) of this Example 1, ex-
cept that S is an operating company with
substantial assets that has been in existence
for several years. P has a $110 basis in the S
stock. Under § 1.358–6(c)(1), P’s $110 basis in
its S stock is increased by the $60 basis in the
T assets deemed transferred. Consequently, P
has a $170 basis in its S stock as a result of
the reorganization.

(d) Mixed consideration. The facts are the
same as paragraph (a) of this Example 1, ex-
cept that the T shareholders receive P stock
worth $80 and $20 cash from P. Under section
358, P’s $5 basis in its S stock is increased by
the $60 basis in the T assets deemed trans-
ferred. Consequently, P has a $65 basis in its
S stock as a result of the reorganization.

(e) Liabilities. The facts are the same as
paragraph (a) of this Example 1, except that
T’s assets are subject to $50 of liabilities, and
the T shareholders receive $50 of P stock in
exchange for their T stock. Under section
358, P’s basis in its S stock is increased by
the $60 basis in the T assets deemed trans-
ferred and decreased by the $50 of liabilities
to which the T assets acquired by S are sub-
ject. Consequently, P has a net basis adjust-
ment of $10, and a $15 basis in its S stock as
a result of the reorganization.

(f) Liabilities in excess of basis. The facts are
the same as in paragraph (a) of this Example
1, except that T’s assets are subject to liabil-
ities of $90, and the T shareholders receive
$10 of P stock in exchange for their T stock
in the reorganization. Under § 1.358–6(c)(1)(ii),
the adjustment under § 1.358–6(c) is zero if the
amount of the liabilities which S assumed or
to which the T assets acquired by S are sub-
ject exceeds the aggregate adjusted basis in
T’s assets. Consequently, P has no adjust-
ment in its S stock, and P has a $5 basis in
its S stock as a result of the reorganization.

Example 2. Reverse triangular merger.(a)
Facts. T has assets with an aggregate basis of
$60 and a fair market value of $100 and no li-
abilities. P has a $110 basis in its S stock.
Pursuant to a plan, S merges into T with T
surviving. In the merger, the T shareholders
receive $10 cash from P and P stock worth $90
in exchange for their T stock. The trans-
action is a reorganization to which sections
368(a)(1)(A) and (a)(2)(E) apply.

(b) Basis adjustment. Under § 1.358–
6(c)(2)(i)(A), P’s basis in the T stock acquired
is P’s $110 basis in its S stock before the

transaction, adjusted as if T had merged into
S in a forward triangular merger to which
§ 1.358–6(c)(1) applies. In such a case, P’s $110
basis in its S stock before the transaction
would have been increased by the $60 basis of
the T assets deemed transferred. Con-
sequently, P has a $170 basis in its T stock
immediately after the transaction.

(c) Reverse triangular merger that also quali-
fies under section 368(a)(1)(B). The facts relat-
ing to T are the same as in paragraph (a) of
this Example 2. P, however, forms S pursuant
to the plan of reorganization. The T share-
holders receive $100 worth of P stock (and no
cash) in exchange for their T stock. The T
shareholders have an aggregate basis in their
T stock of $85 immediately before the reorga-
nization. The reorganization qualifies as
both a reverse triangular merger and a reor-
ganization under section 368(a)(1)(B). Under
§ 1.358–6(c)(2)(ii), P may determine its basis in
its T stock either as if § 1.358–6(c)(2)(i) ap-
plied to the T stock acquired, or as if P ac-
quired the T stock from the former T share-
holders in a transaction in which P’s basis in
the T stock was determined under section
362(b). Accordingly, P may determine a basis
in its T stock of $60 (T’s net asset basis) or
$85 (the T shareholders’ aggregate basis in
the T stock immediately before the reorga-
nization).

(d) Allocable share in a reverse triangular
merger. The facts are the same as in para-
graph (a) of this Example 2, except that X, a
10% shareholder of T, does not participate in
the transaction. The remaining T share-
holders receive $10 cash from P and P stock
worth $80 for their T stock. P owns 90% of
the T stock after the transaction. Under
§ 1.358–6(c)(2)(i)(A), P’s basis in its T stock is
P’s $110 basis in its S stock before the reorga-
nization, adjusted as if T had merged into S
in a forward triangular merger. In such a
case, P’s basis would have been adjusted by
the $60 basis in the T assets deemed trans-
ferred. Under § 1.358–6(c)(2)(i)(B), however,
the basis adjustment determined under
§ 1.358–6(c)(2)(i)(A) is reduced in proportion to
the percentage of T stock not acquired by P
in the transaction. The percentage of T stock
not acquired in the transaction is 10%.
Therefore, P reduces its $60 basis adjustment
by 10%, resulting in a net basis adjustment
of $54. Consequently, P has a $164 basis in its
T stock as a result of the transaction.

(e) P’s ownership of T stock. The facts are
the same as in paragraph (a) of this Example
2, except that P owns 10% of the T stock be-
fore the transaction. P’s basis in that T
stock is $8. All the T shareholders other than
P surrender their T stock for $10 cash from P
and P stock worth $80. P does not surrender
the stock in the transaction. Under § 1.358–
6(c)(2)(i)(C), P may treat its T stock owned
before the transaction as acquired in the
transaction or not. If P treats that T stock
as acquired in the transaction, P’s basis in
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that T stock and the T stock actually ac-
quired in the transaction equals P’s $110
basis in its S stock before the transaction,
adjusted by the $60 basis of the T assets
deemed transferred, for a total basis of $170.
If P treats its T stock as not acquired, P re-
tains its $8 pre-transaction basis in that
stock. P’s basis in its other T shares equals
P’s $110 basis in its S stock before the trans-
action, adjusted by $54 (the $60 basis in the T
assets deemed transferred, reduced by 10%),
for a total basis of $164 in those shares. See
§ 1.358–6(c)(2)(i)(A) and (B). Consequently, if P
treats its T shares as not acquired, P’s total
basis in all of its T shares is $172.

Example 3. Triangular B reorganization.(a)
Facts. T has assets with a fair market value
of $100 and no liabilities. The T shareholders
have an aggregate basis in their T stock of
$85 immediately before the reorganization.
Pursuant to a plan, P forms S with $5 cash
and S acquires all of the T stock in exchange
for $100 of P stock. The transaction is a reor-
ganization to which section 368(a)(1)(B) ap-
plies.

(b) Basis adjustment. Under § 1.358–6(c)(3), P
adjusts its $5 basis in its S stock by treating
P as if it acquired the T stock acquired by S
in the reorganization directly from the T
shareholders in exchange for the P stock in
a transaction in which P’s basis in the T
stock was determined under section 362(b).
Under section 362(b), P would have an aggre-
gate basis of $85 in the T stock received by S
in the reorganization. P is then treated as if
it transferred the T stock to S in a trans-
action in which P’s basis in the S stock was
determined under section 358. Under section
358, P’s basis in its S stock would be in-
creased by the $85 basis in the T stock
deemed transferred. Consequently, P has a
$90 basis in its S stock as a result of the reor-
ganization.

(d) Special rule for consideration not
provided by P—(1) In general. The
amount of P’s adjustment to basis in
its S or T stock, as applicable, de-
scribed in paragraph (c) of this section
is decreased by the fair market value of
any consideration (including P stock in
which gain or loss is recognized, see
§ 1.1032–2(c)) that is exchanged in the
reorganization and that is not provided
by P pursuant to the plan of reorga-
nization. This paragraph (d) does not
apply to the amount of T liabilities as-
sumed by S or to which the T assets ac-
quired by S are subject under para-
graph (c)(1) of this section (or deemed
assumed or taken subject to by S under
paragraph (c)(2)(i) of this section).

(2) Limitation. P makes no adjustment
to basis under this section if the de-
crease required under paragraph (d)(1)

of this section equals or exceeds the
amount of the adjustment described in
paragraph (c) of this section.

(3) Example. The rules of this para-
graph (d) are illustrated by the fol-
lowing example. For purposes of this
example, P, S, and T are domestic cor-
porations, P and S do not file consoli-
dated returns, P owns all of the only
class of S stock, the P stock exchanged
in the transaction satisfies the require-
ments of the applicable triangular re-
organization provisions, and the facts
set forth the only corporate activity.

Example. (a)Facts. T has assets with an ag-
gregate basis of $60 and fair market value of
$100 and no liabilities. S is an operating com-
pany with substantial assets that has been in
existence for several years. P has a $100 basis
in its S stock. Pursuant to a plan, T merges
into S and the T shareholders receive $70 of
P stock provided by P pursuant to the plan
and $30 of cash provided by S in exchange for
their T stock. The transaction is a reorga-
nization to which sections 368(a)(1)(A) and
(a)(2)(D) apply.

(b) Basis adjustment. Under § 1.358–6(c)(1),
P’s $100 basis in its S stock is increased by
the $60 basis in the T assets deemed trans-
ferred. Under § 1.358–6(d)(1), the $60 adjust-
ment is decreased by the $30 of cash provided
by S in the reorganization. Consequently, P
has a net adjustment of $30 in its S stock,
and P has a $130 basis in its S stock as a re-
sult of the reorganization.

(c) Appreciated asset. The facts are the same
as in paragraph (a) of this Example, except
that in the reorganization S provides an
asset with a $20 adjusted basis and $30 fair
market value instead of $30 of cash. The
basis results are the same as in paragraph (b)
of this Example. In addition, S recognizes $10
of gain under section 1001 on its disposition
of the asset in the reorganization.

(d) Depreciated asset. The facts are the same
as in paragraph (c) of this Example, except
that S has a $60 adjusted basis in the asset.
The basis results are the same as in para-
graph (b) of this Example. In addition, S rec-
ognizes $30 of loss under section 1001 on its
disposition of the asset in the reorganiza-
tion.

(e) P stock. The facts are the same as in
paragraph (a) of this Example, except that in
the reorganization S provides P stock with a
fair market value of $30 instead of $30 of
cash. S acquired the P stock in an unrelated
transaction several years before the reorga-
nization. S has a $20 adjusted basis in the P
stock. The basis results are the same as in
paragraph (b) of this Example. In addition, S
recognizes $10 of gain on its disposition of
the P stock in the reorganization. See
§ 1.1032–2(c).
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(e) Cross-reference. For rules relating
to stock basis adjustments made as a
result of a triangular reorganization in
which P and S, or P and T, as applica-
ble, are, or become, members of a con-
solidated group, see § 1.1502–30. For
rules relating to stock basis adjust-
ments after a group structure change,
see § 1.1502–31.

(f) Effective dates—(1) General rule. Ex-
cept as otherwise provided in this para-
graph (f), this section applies to tri-
angular reorganizations occurring on
or after December 23, 1994.

(2) Special rule for reverse triangular
mergers. For a reverse triangular merg-
er occurring before December 23, 1994, P
may—

(i) Determine the basis in its T stock
as if paragraph (c)(2)(i) of this section
applied; or

(ii) Determine the basis in its T stock
acquired as if P acquired such stock
from the former T shareholders in a
transaction in which P’s basis in the T
stock was determined under section
362(b).

[T.D. 8648, 60 FR 66079, Dec. 21, 1995; 61 FR
11547, Mar. 21, 1996]

EFFECTS ON CORPORATION

§ 1.361–1 Nonrecognition of gain or
loss to corporations.

Section 361 provides the general rule
that no gain or loss shall be recognized
if a corporation, a party to a reorga-
nization, exchanges property in pursu-
ance of the plan of reorganization sole-
ly for stock or securities in another
corporation, a party to the reorganiza-
tion. This provision includes only
stock and securities received in con-
nection with a reorganization defined
in section 368(a). It also includes non-
voting stock and securities in a cor-
poration, a party to a reorganization,
received in a transaction to which sec-
tion 368(a)(1)(C) is applicable only by
reason of section 368(a)(2)(B).

§ 1.362–1 Basis to corporations.
(a) In general. Section 362 provides, as

a general rule, that if property was ac-
quired on or after June 22, 1954, by a
corporation (1) in connection with a
transaction to which section 351 (relat-
ing to transfer of property to corpora-
tion controlled by transferor) applies,

(2) as paid-in surplus or as a contribu-
tion to capital, or (3) in connection
with a reorganization to which part III,
subchapter C, chapter 1 of the Code ap-
plies, then the basis shall be the same
as it would be in the hands of the
transferor, increased in the amount of
gain recognized to the transferor on
such transfer. (See also § 1.362–2.)

(b) Exceptions. (1) In the case of a plan
of reorganization adopted after October
22, 1968, section 362 does not apply if
the property acquired in connection
with such reorganization consists of
stock or securities in a corporation a
party to the reorganization, unless ac-
quired by the exchange of stock or se-
curities of the transferee (or of a cor-
poration which is in control of the
transferee) as the consideration in
whole or in part for the transfer.

(2) In the case of a plan of reorganiza-
tion adopted before October 23, 1968,
section 362 does not apply if the prop-
erty acquired in connection with such
reorganization consists of stock or se-
curities in a corporation a party to the
reorganization, unless acquired by the
issuance of stock or securities of the
transferee (or, in the case of trans-
actions occurring after December 31,
1963, of a corporation which is in con-
trol of the transferee) as the consider-
ation in whole or in part for the trans-
fer. The term issuance of stock or securi-
ties includes any transfer of stock or
securities, including stock or securities
which were purchased or were acquired
as a contribution to capital.

[T.D. 7422, 41 FR 26569, June 28, 1976]

§ 1.362–2 Certain contributions to cap-
ital.

The following regulations shall be
used in the application of section
362(c):

(a) Property deemed to be acquired
with contributed money shall be that
property, if any, the acquisition of
which was the purpose motivating the
contribution;

(b) In the case of an excess of the
amount of money contributed over the
cost of the property deemed to be ac-
quired with such money (as defined in
paragraph (a) of this section) such ex-
cess shall be applied to the reduction of
the basis (but not below zero) of other
properties held by the corporation, on
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