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The IRS Mission
Provide America’s taxpayers top quality service by helping
them understand and meet their tax responsibilities and by

applying the tax law with integrity and fairness to all.

Introduction
The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, legislation, court decisions, and other items of general
interest. It is published weekly and may be obtained from the
Superintendent of Documents on a subscription basis. Bulletin
contents are compiled semiannually into Cumulative Bulletins,
which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke, mod-
ify, or amend any of those previously published in the Bulletin.
All published rulings apply retroactively unless otherwise indi-
cated. Procedures relating solely to matters of internal man-
agement are not published; however, statements of internal
practices and procedures that affect the rights and duties of
taxpayers are published.

Revenue rulings represent the conclusions of the Service on the
application of the law to the pivotal facts stated in the revenue
ruling. In those based on positions taken in rulings to taxpayers
or technical advice to Service field offices, identifying details
and information of a confidential nature are deleted to prevent
unwarranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,

court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part I.—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part II.—Treaties and Tax Legislation.
This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related Items, and Subpart B, Leg-
islation and Related Committee Reports.

Part III.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury’s Office of the Assistant Sec-
retary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index
for the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part I. Rulings and Decisions Under the Internal Revenue Code
of 1986
Section 42.—Low-Income
Housing Credit

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of June 2007. See Rev. Rul. 2007-36, page 1339.

Section 199.—Income
Attributable to Domestic
Production Activities
26 CFR 1.199–5T: Application of section 199 to pass-
thru entities.

A revenue procedure specifies the conditions un-
der which certain eligible partnerships and S corpo-
rations may calculate qualified production activities
income (QPAI) and W–2 wages at the entity level, as
well as the manner for allocating and reporting these
amounts to partners and shareholders for purposes of
determining each partner’s or shareholder’s § 199 de-
duction for the taxable year. See Rev. Proc. 2007-34,
page 1345.

A revenue procedure provides guidance for deter-
mining when statistical sampling may be used for pur-
poses of § 199 of the Internal Revenue Code and es-
tablishes acceptable statistical sampling methodolo-
gies. See Rev. Proc. 2007-35, page 1349.

Section 280G.—Golden
Parachute Payments

Federal short-term, mid-term, and long-term rates
are set forth for the month of June 2007. See Rev.
Rul. 2007-36, page 1339.

Section 382.—Limitation
on Net Operating Loss
Carryforwards and Certain
Built-In Losses Following
Ownership Change

The adjusted applicable federal long-term rate is
set forth for the month of June 2007. See Rev. Rul.
2007-36, page 1339.

Section 412.—Minimum
Funding Standards

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of June 2007. See Rev. Rul. 2007-36, page 1339.

Section 467.—Certain
Payments for the Use of
Property or Services

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of June 2007. See Rev. Rul. 2007-36, page 1339.

Section 468.—Special
Rules for Mining and Solid
Waste Reclamation and
Closing Costs

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of June 2007. See Rev. Rul. 2007-36, page 1339.

Section 482.—Allocation
of Income and Deductions
Among Taxpayers

Federal short-term, mid-term, and long-term rates
are set forth for the month of June 2007. See Rev.
Rul. 2007-36, page 1339.

Section 483.—Interest on
Certain Deferred Payments

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of June 2007. See Rev. Rul. 2007-36, page 1339.

Section 642.—Special
Rules for Credits and
Deductions

Federal short-term, mid-term, and long-term rates
are set forth for the month of June 2007. See Rev.
Rul. 2007-36, page 1339.

Section 807.—Rules for
Certain Reserves

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of June 2007. See Rev. Rul. 2007-36, page 1339.

Section 846.—Discounted
Unpaid Losses Defined

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of June 2007. See Rev. Rul. 2007-36, page 1339.

Section 1274.—Determi-
nation of Issue Price in the
Case of Certain Debt Instru-
ments Issued for Property
(Also Sections 42, 280G, 382, 412, 467, 468, 482,
483, 642, 807, 846, 1288, 7520, 7872.)

Federal rates; adjusted federal rates;
adjusted federal long-term rate and the
long-term exempt rate. For purposes of
sections 382, 642, 1274, 1288, and other
sections of the Code, tables set forth the
rates for June 2007.

Rev. Rul. 2007–36

This revenue ruling provides vari-
ous prescribed rates for federal income
tax purposes for June 2007 (the current
month). Table 1 contains the short-term,
mid-term, and long-term applicable fed-
eral rates (AFR) for the current month
for purposes of section 1274(d) of the
Internal Revenue Code. Table 2 contains
the short-term, mid-term, and long-term
adjusted applicable federal rates (adjusted
AFR) for the current month for purposes
of section 1288(b). Table 3 sets forth the
adjusted federal long-term rate and the
long-term tax-exempt rate described in
section 382(f). Table 4 contains the ap-
propriate percentages for determining the
low-income housing credit described in
section 42(b)(2) for buildings placed in
service during the current month. Finally,
Table 5 contains the federal rate for deter-
mining the present value of an annuity, an
interest for life or for a term of years, or
a remainder or a reversionary interest for
purposes of section 7520.
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REV. RUL. 2007–36 TABLE 1

Applicable Federal Rates (AFR) for June 2007

Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term

AFR 4.84% 4.78% 4.75% 4.73%
110% AFR 5.33% 5.26% 5.23% 5.20%
120% AFR 5.82% 5.74% 5.70% 5.67%
130% AFR 6.31% 6.21% 6.16% 6.13%

Mid-term

AFR 4.64% 4.59% 4.56% 4.55%
110% AFR 5.11% 5.05% 5.02% 5.00%
120% AFR 5.59% 5.51% 5.47% 5.45%
130% AFR 6.06% 5.97% 5.93% 5.90%
150% AFR 7.01% 6.89% 6.83% 6.79%
175% AFR 8.19% 8.03% 7.95% 7.90%

Long-term

AFR 4.91% 4.85% 4.82% 4.80%
110% AFR 5.41% 5.34% 5.30% 5.28%
120% AFR 5.90% 5.82% 5.78% 5.75%
130% AFR 6.41% 6.31% 6.26% 6.23%

REV. RUL. 2007–36 TABLE 2

Adjusted AFR for June 2007

Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term adjusted
AFR

3.52% 3.49% 3.47% 3.46%

Mid-term adjusted AFR 3.68% 3.65% 3.63% 3.62%

Long-term adjusted
AFR

4.15% 4.11% 4.09% 4.08%

REV. RUL. 2007–36 TABLE 3

Rates Under Section 382 for June 2007

Adjusted federal long-term rate for the current month 4.15%

Long-term tax-exempt rate for ownership changes during the current month (the highest of the adjusted
federal long-term rates for the current month and the prior two months.) 4.15%

REV. RUL. 2007–36 TABLE 4

Appropriate Percentages Under Section 42(b)(2) for June 2007
Appropriate percentage for the 70% present value low-income housing credit 8.11%

Appropriate percentage for the 30% present value low-income housing credit 3.48%
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REV. RUL. 2007–36 TABLE 5

Rate Under Section 7520 for June 2007

Applicable federal rate for determining the present value of an annuity, an interest for life or a term of years,
or a remainder or reversionary interest 5.6%

Section 1288.—Treatment
of Original Issue Discount
on Tax-Exempt Obligations

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of June 2007. See Rev. Rul. 2007-36, page 1339.

Section 7520.—Valuation
Tables

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of June 2007. See Rev. Rul. 2007-36, page 1339.

Section 7872.—Treatment
of Loans With Below-Market
Interest Rates

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month
of June 2007. See Rev. Rul. 2007-36, page 1339.
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Part III. Administrative, Procedural, and Miscellaneous
Credit for New Qualified
Heavy-Duty Hybrid Motor
Vehicles

Notice 2007–46

SECTION 1. PURPOSE.

This notice sets forth interim guidance,
pending the issuance of regulations, relat-
ing to the new qualified hybrid motor vehi-
cle credit under § 30B(a)(3) and (d) of the
Internal Revenue Code. Specifically, this
notice provides procedures for a vehicle
manufacturer (or, in the case of a foreign
vehicle manufacturer, its domestic distrib-
utor) to certify to the Internal Revenue Ser-
vice (Service) both:

(1) that a heavy-duty vehicle of a par-
ticular make, model, and model year meets
certain requirements that must be satisfied
to claim the new qualified hybrid motor
vehicle credit under § 30B(a)(3) and (d);
and

(2) the amount of the credit allowable
with respect to that vehicle. This notice
also provides guidance to taxpayers who
purchase qualified vehicles regarding the
conditions under which they may rely on
the vehicle manufacturer’s (or, in the case
of a foreign vehicle manufacturer, its do-
mestic distributor’s) certification in deter-
mining whether a credit is allowable with
respect to the vehicle and the amount of the
credit. The Service and the Treasury De-
partment expect that the regulations will
incorporate the rules set forth in this no-
tice.

SECTION 2. BACKGROUND.

Section 30B(a)(3) provides for a credit
determined under § 30B(d) for certain new
qualified hybrid motor vehicles. The new
qualified hybrid motor vehicle credit for
a heavy-duty hybrid motor vehicle is de-
termined under § 30B(d)(2)(B) and is an
amount equal to the applicable percentage
of the qualified incremental hybrid cost
of the vehicle. The qualified incremental
hybrid cost is the excess of the manufac-
turer’s suggested retail price for the qual-
ified vehicle over the manufacturer’s sug-
gested retail price for a comparable vehi-
cle. However, the qualified incremental

hybrid cost of a vehicle is limited depend-
ing upon the gross vehicle weight rating
of the vehicle. The applicable percentage
varies depending upon the increase in the
city fuel economy of the qualified vehicle
relative to a comparable vehicle.

SECTION 3. SCOPE OF NOTICE.

.01 Vehicles Covered. This notice ap-
plies only to heavy-duty hybrid motor ve-
hicles. Guidance concerning the new qual-
ified hybrid motor vehicle credit for pas-
senger automobiles and light trucks is pro-
vided in Notice 2006–9, 2006–6 I.R.B.
413.

.02 Rules Common to All Qualifying
Vehicles. This notice does not address
a number of rules that are common to
all motor vehicles that qualify for cred-
its under § 30B, including (1) rules un-
der which lessors may claim the credits
allowable under § 30B, (2) the rule pre-
venting the credits from being used to
reduce alternative minimum tax liability,
and (3) rules relating to recapture of the
credit. Certain rules applicable to all mo-
tor vehicles that qualify for credits under
§ 30B are described in Fact Sheet 2007–9
(http://www.irs.ustreas.gov/newsroom/ar-
ticle/0,,id=165649,00.html).

SECTION 4. MEANING OF TERMS.

The following definitions apply for pur-
poses of this notice:

(1) In General. Terms used in this no-
tice and not defined in this section have the
same meaning as when used in § 30B.

(2) Heavy-Duty Hybrid Motor Vehicle.
The term “heavy-duty hybrid motor vehi-
cle” means any hybrid motor vehicle that
is not a passenger automobile or light truck
within the meaning of section 4(2) of No-
tice 2006–9. Thus, a hybrid motor vehi-
cle (including a hybrid motor vehicle that
is a medium-duty passenger vehicle, as de-
fined in 40 C.F.R. § 600.002–08) that has
a gross vehicle weight rating of more than
8,500 pounds will be treated as a heavy-
duty hybrid motor vehicle for purposes of
this notice.

(3) Manufacturer. (a) In general. The
“vehicle manufacturer” or “manufacturer”
of a heavy-duty hybrid motor vehicle is—

(i) the person engaged in the manu-
facturing or assembling of the completed
heavy-duty hybrid motor vehicle for intro-
duction into commerce; and

(ii) if applicable, any person (other than
the person described in section 4(3)(a)(i))
that installs the systems that convert a ve-
hicle powered solely by an internal com-
bustion or heat engine using consumable
fuel into the completed heavy-duty hybrid
motor vehicle.

(b) For purposes of this section 4(3)—
(i) a “completed heavy-duty hybrid mo-

tor vehicle” is a new heavy-duty hybrid
motor vehicle that is ready for use and re-
quires no further manufacturing or assem-
bly operations; and

(ii) “introduction into commerce” oc-
curs when a vehicle manufacturer ships a
completed motor vehicle from a facility of
the manufacturer to a distributor, retailer,
or consumer.

(4) City Fuel Economy. (a) In general.
The term “city fuel economy” means the
fuel economy measured in a manner that
is substantially similar to the manner in
which city fuel economy is measured in ac-
cordance with procedures under 40 C.F.R.
Part 600, as in effect on August 8, 2005.
A manufacturer may develop and use for
this purpose any procedures that the man-
ufacturer reasonably determines to be sub-
stantially similar to the procedures under
40 C.F.R. Part 600, as in effect on August
8, 2005. In addition, the Service will not
challenge a manufacturer’s determination
of city fuel economy using any safe har-
bor measurement method listed in section
4(4)(c) of this notice if that method is con-
sistently used to determine city fuel econ-
omy for both the qualified heavy-duty hy-
brid motor vehicle and the comparable ve-
hicle to which the qualified vehicle’s fuel
economy is compared in providing the cer-
tification under this notice.

(b) Carry-over models. The city fuel
economy determined under section 4(4)(a)
of this notice for a vehicle of a particular
make, model, and model year may be used
as the city fuel economy for any carry-over
model of that vehicle. For this purpose, a
vehicle is a carry-over model with respect
to a vehicle produced in an earlier model
year if the vehicles are of the same make

June 4, 2007 1342 2007–23 I.R.B.



and model and the design of the model has
not changed since such earlier model year.

(c) Safe harbor measurement methods.
The safe harbor measurement methods
listed in this section 4(4)(c) are any of the
following:

(i) In the case of heavy-duty hybrid
motor vehicles that are medium-duty pas-
senger vehicles, as defined in 40 C.F.R.
600.002–08, measurement in accordance
with procedures under 40 C.F.R. Part 600,
as in effect on the date the manufacturer’s
certification is provided.

(ii) In the case of heavy-duty hybrid
motor vehicles that are not medium-duty
passenger vehicles, as defined in
40 C.F.R. 600.002–08, measurement us-
ing the carbon balance method applied to
emissions measured using either the proce-
dures in 40 C.F.R. Part 86, Subpart B and
40 C.F.R. § 86.1863–07 or the procedures
in the California Interim Certification Pro-
cedures for 2004 and Subsequent Model
Hybrid-Electric Vehicles in the Urban Bus
and Heavy-Duty Vehicle Classes.

(5) Comparable Vehicle. (a) In general.
The term “comparable vehicle” means, for
purposes of determining the qualified in-
cremental hybrid cost and the increase in
city fuel economy of a qualified heavy-
duty hybrid motor vehicle, any vehicle that
is powered solely by a gasoline or diesel
internal combustion engine and is compa-
rable in weight, size, and use to the quali-
fied vehicle. For this purpose—

(i) a vehicle produced by the same man-
ufacturer as the qualified vehicle is compa-
rable in use only if it is manufactured in the
same model year as the qualified vehicle;
and

(ii) a vehicle produced by a person other
than the manufacturer of the qualified ve-
hicle is comparable in use only if it is man-
ufactured in the same 12-month period as
the qualified vehicle.

(b) Manufacturer to choose among
multiple comparable vehicles. If more
than one model of vehicle is comparable
in weight, size, and use to the qualified
vehicle, the manufacturer of the qualified
vehicle may choose a vehicle of any model
that is comparable in weight, size, or use
and treat that vehicle as the comparable
vehicle for purposes of providing a certifi-
cation under this notice.

(6) Model Year. The term “model year”
means—

(a) the vehicle manufacturer’s annual
production period (determined under reg-
ulations prescribed by the Administrator
of the Environmental Protection Agency
for purposes of the administration of title
II of the Clean Air Act (42 U.S.C. 7521
et seq.)); or

(b) the calendar year in which the ve-
hicle is manufactured, if the vehicle man-
ufacturer has no annual production period
for that make and model of vehicle.

(7) Total Traction Power. The term “to-
tal traction power” means the sum of the
peak power from the rechargeable energy
storage system and the heat engine peak
power of the vehicle, except that if the
storage system is the sole means by which
the vehicle can be driven, the total traction
power is the peak power of the storage sys-
tem.

SECTION 5. MANUFACTURER’S
CERTIFICATION.

.01 When Certification Permitted. A
vehicle manufacturer (or, in the case of a
foreign vehicle manufacturer, its domestic
distributor) may certify to purchasers that a
heavy-duty hybrid motor vehicle of a par-
ticular make, model, and model year meets
all requirements (other than those listed in
section 5.02 of this notice) that must be
satisfied to claim the new qualified hybrid
motor vehicle credit, and the amount of the
credit allowable under § 30B(a)(3) and (d)
with respect to the vehicle, if the following
requirements are met:

(1) The manufacturer (or, in the case of
a foreign vehicle manufacturer, its domes-
tic distributor) has submitted to the Ser-
vice, in accordance with section 6 of this
notice, a certification with respect to the
vehicle and the certification satisfies the
requirements of section 5.03 of this notice;
and

(2) The manufacturer (or, in the case of
a foreign vehicle manufacturer, its domes-
tic distributor) has received an acknowl-
edgment of the certification from the Ser-
vice.

.02 Purchaser’s Reliance. Except as
provided in section 5.06 of this notice, a
purchaser of a heavy-duty hybrid motor
vehicle may rely on the manufacturer’s (or,
in the case of a foreign vehicle manufac-
turer, its domestic distributor’s) certifica-
tion concerning the vehicle and the amount
of the credit allowable with respect to the

vehicle (including in cases in which the
certification is received after the purchase
of the vehicle). The purchaser may claim a
credit in the certified amount with respect
to the vehicle if the following requirements
are satisfied:

(1) The vehicle is placed in service by
the taxpayer after December 31, 2005, and
is purchased on or before December 31,
2009.

(2) The original use of the vehicle com-
mences with the taxpayer.

(3) The vehicle is acquired for use or
lease by the taxpayer, and not for resale.

(4) The vehicle is used predominantly
in the United States.

.03 Content of Certification. The certi-
fication must contain the following infor-
mation:

(1) The name, address, and taxpayer
identification number of the certifying en-
tity;

(2) The make, model, model year, and
any other appropriate identifiers of the mo-
tor vehicle;

(3) A statement that the vehicle is made
by a manufacturer;

(4) The amount of the credit for the ve-
hicle (showing computations);

(5) The manufacturer’s suggested retail
price for the vehicle;

(6) The manufacturer’s suggested retail
price for a comparable vehicle;

(7) The make, model, and model year
of a comparable vehicle;

(8) The gross vehicle weight rating of
the vehicle;

(9) The city fuel economy of the vehicle
and evidence that—

(a) the city fuel economy was measured
in a manner that is substantially similar to
the manner in which city fuel economy is
measured in accordance with procedures
under 40 C.F.R § 600, as in effect on Au-
gust 5, 2005 (including a description of
the procedures used to measure city fuel
economy and a description of the manu-
facturer’s basis for reasonably determin-
ing that those procedures are substantially
similar to the procedures under 40 C.F.R.
§ 600, as in effect on August 5, 2005); or

(b) a safe harbor measurement method
listed in section 4(4)(c) of this notice was
consistently used to determine city fuel
economy for both the qualified heavy-duty
hybrid motor vehicle and the comparable
vehicle to which the qualified vehicle’s
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fuel economy is compared in providing the
certification;

(10) A statement that the motor vehi-
cle draws propulsion energy from onboard
sources of stored energy that are both an
internal combustion or heat engine using
consumable fuel, and a rechargeable en-
ergy storage system;

(11) Evidence that the maximum power
available from the rechargeable energy
storage system during a standard 10 sec-
ond pulse power or equivalent test is—

(a) at least 10 percent of the vehicle’s
total traction power, in the case of a vehicle
that has a gross vehicle weight rating of
more than 8,500 pounds and not more than
14,000 pounds, and

(b) at least 15 percent of the vehicle’s
total traction power, in the case of a vehicle
that has a gross vehicle weight rating of
more than 14,000 pounds;

(12) The total traction power of the ve-
hicle;

(13) A statement that the vehicle com-
plies with the applicable provisions of the
Clean Air Act;

(14) A statement that the vehicle com-
plies with the applicable air quality pro-
visions of state law of each state that has
adopted the provisions under a waiver un-
der § 209(b) of the Clean Air Act or a list
identifying each state that has adopted ap-
plicable air quality provisions with which
the vehicle does not comply;

(15) A statement that the vehicle com-
plies with the motor vehicle safety pro-
visions of 49 U.S.C. §§ 30101 through
30169;

(16) A copy of the certificate of con-
formity under the Clean Air Act certifying
the vehicle’s internal combustion or heat
engine as meeting the emission standards
set in the regulations prescribed by the Ad-
ministrator of the Environmental Protec-
tion Agency for 2004 through 2007 model
year diesel heavy-duty engines or ottocy-
cle heavy-duty engines, as applicable; and

(17) A declaration, applicable to the
certification and any accompanying docu-
ments, signed by a person currently autho-
rized to bind the manufacturer (or, in the
case of a foreign vehicle manufacturer, its
domestic distributor) in these matters, in
the following form:

“Under penalties of perjury, I declare
that I have examined this certification, in-
cluding accompanying documents, and to
the best of my knowledge and belief, the

facts presented in support of this certifica-
tion are true, correct, and complete.”

.04 Multiple manufacturers. If more
than one person is treated as the manufac-
turer of a vehicle under section 4(3) of this
notice, the requirements of section 5.03 of
this notice are treated as satisfied if each
item of information described in section
5.03(2) through 5.03(16) is provided by
one of the manufacturers and each man-
ufacturer providing such information also
provides the identifying information de-
scribed in section 5.03(1) and the declara-
tion described in section 5.03(17).

.05 Acknowledgment of Certification.
The Service will review the original signed
certification and issue an acknowledgment
letter to the vehicle manufacturer (or, in the
case of a foreign vehicle manufacturer, its
domestic distributor) within 30 days of re-
ceipt of the request for certification. This
acknowledgment letter will state whether
purchasers may rely on the certification.

.06 Effect of Erroneous Certification.
(1) Erroneous Certification. The ac-

knowledgment that the Service provides
for a certification is not a determination
that a vehicle qualifies for the credit, or
that the amount of the credit is correct.
The Service may, upon examination (and
after any appropriate consultation with
the Department of Transportation or the
Environmental Protection Agency), deter-
mine that the vehicle is not a new qualified
heavy-duty hybrid motor vehicle or that
the amount of the credit determined by
the manufacturer (or, in the case of a for-
eign vehicle manufacturer, its domestic
distributor) to be allowable with respect
to the vehicle is incorrect. In either event,
the manufacturer’s (or, in the case of a
foreign vehicle manufacturer, its domestic
distributor’s) right to provide a certifica-
tion to future purchasers of the heavy-duty
hybrid motor vehicles will be withdrawn,
and purchasers who acquire a vehicle after
the date on which the Service publishes
an announcement of the withdrawal may
not rely on the certification. Purchasers
may continue to rely on the certification
for vehicles they acquired on or before
the date on which the announcement of
the withdrawal is published (including in
cases in which the vehicle is not placed in
service and the credit is not claimed until
after that date), and the Service will not
attempt to collect any understatement of
tax liability attributable to such reliance.

Manufacturers (or, in the case of foreign
vehicle manufacturers, their domestic dis-
tributors) are reminded that an erroneous
certification may result in the imposition
of penalties:

(a) under § 7206 for fraud and making
false statements; and

(b) under § 6701 for aiding and abetting
an understatement of tax liability in the
amount of $1,000 ($10,000 in the case of
understatements by corporations) per re-
turn on which a credit is claimed in re-
liance on the certification).

SECTION 6. TIME AND ADDRESS
FOR FILING CERTIFICATION.

.01 Time for Filing Certification. In or-
der for a certification under section 5 of
this notice to be effective for new qualified
heavy-duty hybrid motor vehicles placed
in service during a calendar year beginning
after December 31, 2006, the certification
must be received by the Service not later
than December 31st of that calendar year.
For new qualified heavy-duty hybrid mo-
tor vehicles placed in service during 2006,
the certification must be received by the
Service not later than December 31, 2007.

.02 Address for Filing. Certifications
under section 5 of this notice must be sent
to:

Internal Revenue Service,
Industry Director, Large and

Mid-Size Business, Heavy
Manufacturing and Transportation,

Metro Park Office Complex — LMSB,
111 Wood Avenue, South,
Iselin, New Jersey 08830.

SECTION 7. PAPERWORK
REDUCTION ACT.

The collection of information contained
in this notice has been reviewed and ap-
proved by the Office of Management and
Budget in accordance with the Paperwork
Reduction Act (44 U.S.C. 3507) under
control number 1545–2060.

An agency may not conduct or sponsor,
and a person is not required to respond
to, a collection of information unless the
collection of information displays a valid
OMB control number.

The collections of information in this
notice are in section 5. This information
is required to be collected and retained in
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order to ensure that vehicles meet the re-
quirements for the new qualified hybrid
motor vehicle credit under § 30B(a)(3) and
(d). This information will be used to de-
termine whether the vehicle for which the
credit is claimed by a taxpayer is property
that qualifies for the credit. The collection
of information is required to obtain a ben-
efit. The likely respondents are corpora-
tions and partnerships.

The estimated total annual reporting
burden is 240 hours.

The estimated annual burden per re-
spondent varies from 35 hours to 45 hours,
depending on individual circumstances,
with an estimated average burden of 40
hours to complete the certification re-
quired under this notice. The estimated
number of respondents is 6.

The estimated annual frequency of re-
sponses is on occasion.

Books or records relating to a collection
of information must be retained as long
as their contents may become material in
the administration of any internal revenue
law. Generally, tax returns and tax return
information are confidential, as required
by 26 U.S.C. 6103.

SECTION 8. DRAFTING
INFORMATION.

The principal author of this notice
is Nicole R. Cimino of the Office of
Associate Chief Counsel (Passthroughs
and Special Industries). For further in-
formation regarding this notice, contact
Ms. Cimino at (202) 622–3120 (not a
toll-free call).

26 CFR 601.105: Examination of returns and claims
for refund, credit or abatement; determination of
correct tax liability.
(Also Part I, §§ 199; 1.199–1 through 1.199–9,
1.199–3T, 1.199–5T, 1.199–7T, 1.199–8T.)

Rev. Proc. 2007–34

SECTION 1. PURPOSE

Section 199 of the Internal Revenue
Code provides a deduction for income
attributable to domestic production activ-
ities. This revenue procedure specifies
the conditions under which certain part-
nerships and S corporations may choose
to calculate qualified production activities

income (QPAI) and W–2 wages as defined
by § 1.199–2T(e)(2) of the temporary In-
come Tax Regulations (W–2 wages) at
the entity level, as well as the manner for
allocating and reporting QPAI and W–2
wages to partners or shareholders.

SECTION 2. BACKGROUND

Section 199(a)(1) allows a deduction
equal to 9 percent (3 percent for taxable
years beginning in 2005 or 2006, and 6 per-
cent for taxable years beginning in 2007,
2008, or 2009) of the lesser of (A) the
QPAI of the taxpayer for the taxable year,
or (B) taxable income (determined without
regard to § 199) for the taxable year (or, for
an individual, adjusted gross income).

Section 199(b)(1) limits the deduction
for a taxable year to 50 percent of the W–2
wages paid by the taxpayer for the taxable
year. For this purpose, § 199(b)(2)(A) de-
fines the term W–2 wages to mean, with
respect to any person for any taxable year
of such person, the sum of the amounts
described in § 6051(a)(3) and (8) paid by
such person with respect to employment
of employees by such person during the
calendar year ending during such taxable
year.

Section 199(c)(1) defines QPAI for any
taxable year as an amount equal to the
excess, if any, of the taxpayer’s domestic
production gross receipts (DPGR) over
the sum of the cost of goods sold (CGS)
allocable to DPGR and other expenses,
losses, or deductions (other than the de-
duction allowed by § 199) (deductions)
that are properly allocable to such re-
ceipts. Section 1.199–4(b) of the Income
Tax Regulations provides rules for deter-
mining CGS allocable to DPGR. Section
1.199–4(c) provides rules for determining
the deductions that are properly allocable
to DPGR or to gross income attributable
to DPGR. Section 1.199–4(a) and (d)
provides that a taxpayer generally must
allocate and apportion its deductions using
the § 861 method, as determined under
the rules of §§ 1.861–8 through 1.861–17
and §§ 1.861–8T through 1.861–14T, sub-
ject to the rules in § 1.199–4(d). Section
1.199–4(e) provides that an eligible tax-
payer may use the simplified deduction
method to apportion deductions between
DPGR and non-DPGR. Section 1.199–4(f)
provides that a qualifying small taxpayer
may use the small business simplified

overall method to apportion CGS and de-
ductions between DPGR and non-DPGR.

Section 199(d)(1) provides special
rules for applying § 199 to pass-thru en-
tities. Section 199(d)(1)(A) provides that
(i) § 199 shall be applied at the partner
or shareholder level, (ii) each partner or
shareholder shall take into account such
person’s allocable share of each item
described in § 199(c)(1)(A) or (B) (deter-
mined without regard to whether the items
described in § 199(c)(1)(A) exceed the
items described in § 199(c)(1)(B)), and
(iii) each partner or shareholder shall be
treated for purposes of § 199(b) as hav-
ing W–2 wages for the taxable year in an
amount equal to such person’s allocable
share of the W–2 wages of the partnership
or S corporation for the taxable year (as
determined under regulations prescribed
by the Secretary).

Section 199(d)(1)(C) provides that the
Secretary may prescribe rules requiring
or restricting the allocation of items and
wages under § 199(d)(1) and may pre-
scribe such reporting requirements as the
Secretary determines appropriate.

For taxable years beginning after May
17, 2006, § 1.199–2T(e)(2) provides that
the term W–2 wages includes amounts
described in § 1.199–2(e)(1) (paragraph
(e)(1) wages) that are properly allocable to
DPGR for purposes of § 199(c)(1). Under
§ 1.199–2(e)(1), paragraph (e)(1) wages
with respect to any person for any taxable
year of such person, means the sum of
the amounts described in § 6051(a)(3) and
(8) paid by such person with respect to
employment of employees by such person
during the calendar year ending during
such taxable year.

Section 1.199–5T(b)(1)(ii) and
(c)(1)(ii) provides that the Secretary may,
by publication in the Internal Revenue
Bulletin, permit a partnership or S cor-
poration to calculate a partner’s or share-
holder’s share of QPAI and W–2 wages
at the entity level, instead of allocating to
that partner or shareholder its share of the
entity’s items and paragraph (e)(1) wages
for determining the § 199 deduction at the
partner or shareholder level. If a partner-
ship or S corporation does calculate QPAI
and W–2 wages at the entity level, such
an entity then allocates to each partner or
shareholder its share of QPAI (subject to
the limitations of § 1.199–5T(b)(2) and
(c)(2)) (which may be less than zero) and
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W–2 wages from the entity, which then
are to be combined with the partner’s or
shareholder’s QPAI and W–2 wages from
other sources, if any.

Whether a partnership or S corporation
is an eligible entity (as defined in section
3.01 of this revenue procedure), and thus
able to calculate QPAI and W–2 wages
on behalf of some or all of its partners or
shareholders, is determined at the entity
level. Similarly, the determination as to
what cost allocation method an eligible
entity may use (specifically, the § 861
method, the simplified deduction method,
or the small business simplified overall
method) is determined and applied at the
entity level (subject to any additional con-
ditions, rules, and procedures as may be
provided by publication in the Internal
Revenue Bulletin).

SECTION 3. CALCULATION AND
ALLOCATION OF QPAI AND W–2
WAGES AT THE ENTITY LEVEL

.01 Entities eligible to calculate QPAI
and W–2 wages at the entity level. Pur-
suant to § 1.199–5T(b)(1)(ii) and (c)(1)(ii),
each of the following entities (eligible en-
tity) may calculate QPAI and W–2 wages
on behalf of its partners or shareholders:

(a) an eligible § 861 partnership (as de-
fined in section 5.01 of this revenue pro-
cedure), but only on behalf of qualifying
partners;

(b) an eligible widely-held pass-thru en-
tity (as defined in section 5.02 of this rev-
enue procedure); and

(c) an eligible small pass-thru entity (as
defined in section 5.03 of this revenue pro-
cedure).

.02 Ineligible entities. Qualifying
in-kind partnerships (under § 1.199–
3T(i)(7)) and EAG partnerships (as de-
scribed in § 1.199–3T(i)(8)) may not
compute a partner’s share of QPAI and
W–2 wages at the entity level.

.03 Cost allocation methods for calcu-
lating QPAI and W–2 wages at the entity
level. An eligible entity may choose to
calculate QPAI and W–2 wages at the en-
tity level (subject to the limitations and re-
quirements set forth in this revenue proce-
dure) for any taxable year in which it qual-
ifies as an eligible entity. The cost alloca-
tion methods available to an eligible entity
choosing to report under this revenue pro-
cedure are as follows.

(a) Section 861 method. An eligible
§ 861 partnership (as defined in section
5.01 of this revenue procedure) choosing
to calculate QPAI and W–2 wages at the
entity level must use the § 861 method of
§ 1.199–4(d), subject to section 3.03(d) of
this revenue procedure. A partnership us-
ing this method may use the wage expense
safe harbor under § 1.199–2T(e)(2)(ii), or
another reasonable method that is satisfac-
tory to the Secretary based on all of the
facts and circumstances, to calculate W–2
wages at the entity level.

(b) Simplified deduction method. An
eligible widely-held pass-thru entity (as
defined in section 5.02 of this revenue
procedure) choosing to calculate QPAI
and W–2 wages at the entity level must
use the simplified deduction method of
§ 1.199–4(e), subject to section 3.03(d)
of this revenue procedure. A partnership
or S corporation using this method may
use the wage expense safe harbor under
§ 1.199–2T(e)(2)(ii), or another reason-
able method that is satisfactory to the
Secretary based on all of the facts and
circumstances, to calculate W–2 wages at
the entity level.

(c) Small business simplified overall
method. An eligible small pass-thru entity
(as defined in section 5.03 of this revenue
procedure) choosing to calculate QPAI
and W–2 wages at the entity level must
use the small business simplified overall
method of § 1.199–4(f), subject to sec-
tion 3.03(d) of this revenue procedure.
A partnership or S corporation using this
method also may use the small business
simplified overall method safe harbor
under § 1.199–2T(e)(2)(iii), or another
reasonable method that is satisfactory to
the Secretary based on all of the facts and
circumstances, to calculate W–2 wages at
the entity level.

(d) Entities eligible to use more than
one allocation method. A partnership or
S corporation meeting the qualifications
of more than one type of eligible entity
may choose to use any one of the methods,
as described in section 3.03(a) through (c)
of this revenue procedure, for calculating
QPAI and W–2 wages at the entity level
for which it is eligible for the taxable year.
For example, an entity that qualifies as
both an eligible widely-held pass-thru en-
tity and an eligible small pass-thru entity
for a taxable year may choose to use ei-
ther the simplified deduction method of

§ 1.199–4(e) or the small business simpli-
fied overall method of § 1.199–4(f) for cal-
culating QPAI. If the entity uses the sim-
plified deduction method, then it may cal-
culate W–2 wages using either the wage
expense safe harbor or another reasonable
method that is satisfactory to the Secretary
based on all of the facts and circumstances.
If the entity uses the small business simpli-
fied overall method, then it may calculate
W–2 wages using either the small business
simplified overall method safe harbor or
another reasonable method that is satisfac-
tory to the Secretary based on all of the
facts and circumstances.

.04 Changes in method. For purposes of
§ 199, the following changes will not con-
stitute changes in method of accounting to
which the statutory and regulatory provi-
sions of §§ 446 and 481 apply:

(a) A change in an eligible entity’s
method for calculating QPAI at the entity
level among those methods described in
section 3.03 of this revenue procedure;
and

(b) A change from calculating QPAI
and W–2 wages at the entity level to calcu-
lating such amounts at the partner or share-
holder level, or vice versa.

.05 Rules for calculating QPAI at the
entity level. Solely for calculating QPAI
and W–2 wages at the entity level in ac-
cordance with its applicable cost allocation
method for the taxable year, an eligible en-
tity as described in section 3.01 of this rev-
enue procedure must apply the following
rules:

(a) A partnership must take into ac-
count any separately stated items de-
scribed in § 702(a)(1) through (7) and any
nonseparately stated items described in
§ 702(a)(8);

(b) An S corporation must take into
account any separately stated items de-
scribed in § 1366(a)(1)(A) and any
nonseparately stated items described in
§ 1366(a)(1)(B);

(c) Income items, the inclusion of
which ordinarily is determined at the part-
ner or shareholder level, must be included
by the partnership or S corporation;

(d) Expense items, the deduction or
capitalization of which is determined at
the partner or shareholder level, must be
subtracted by the partnership or S corpo-
ration;

(e) Any limitation on the deduction of
expense items that is ordinarily applied at
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the partner or shareholder level must be
disregarded by the partnership or S corpo-
ration;

(f) Any expenditure described in
§ 59(e)(2), regarding the optional writeoff
provided for certain tax preferences, must
be taken into account by the partnership
or S corporation without regard to any
election by the partner or shareholder;

(g) Any expenditure which, at the elec-
tion of the partner or shareholder, may be
taken into account as a deduction or as a
credit, must be disregarded by the partner-
ship or S corporation;

(h) Any depletion deduction described
in § 613A must be computed and taken into
account by the partnership or S corpora-
tion without regard to any limitations at the
partner or shareholder level;

(i) Any increase or decrease in the bases
of partnership assets pursuant to § 743
must be taken into account by the partner-
ship;

(j) Any partnership items allocated by
an eligible § 861 partnership to a part-
ner that is not a qualifying partner (includ-
ing items allocated to such a partner pur-
suant to § 704(c)) must be excluded by the
partnership for purposes of calculating the
QPAI and W–2 wages to be allocated to its
qualifying partners (see section 4.03 of this
revenue procedure); and

(k) The QPAI computed at the entity
level (and thus the QPAI allocated to each
partner or shareholder) will be less than
zero if the entity’s DPGR does not exceed
the sum of the entity’s items to be deducted
in computing QPAI.

.06 Allocation of QPAI and W–2 wages
calculated at the entity level.

(a) QPAI. Generally, an eligible entity
that calculates QPAI at the entity level for a
taxable year must allocate its QPAI for that
taxable year among its partners or share-
holders in the same proportion as gross in-
come is allocated to its partners or share-
holders for that taxable year. However, if
such an entity has no gross income for a
taxable year, then it must allocate QPAI
in that year among its partners or share-
holders in proportion to its partners’ profits
interests or shareholders’ ownership inter-
ests.

(b) W–2 wages. An eligible entity that
calculates QPAI at the entity level for the
entity’s taxable year also must calculate
W–2 wages for that taxable year by de-
termining the amount of paragraph (e)(1)

wages that is properly allocable to DPGR
for purposes of § 199(c)(1). The eligi-
ble entity then allocates its W–2 wages
among its partners or shareholders in the
same manner as it allocates wage expense
among its partners or shareholders for that
taxable year.

SECTION 4. REPORTING AND
EFFECT ON PARTNERS AND
SHAREHOLDERS

.01 In general. If an eligible entity cal-
culates QPAI and W–2 wages at the en-
tity level, then each partner (except for a
partner that is not a qualifying partner with
respect to an eligible § 861 partnership)
or shareholder is allocated (in accordance
with section 3.06 of this revenue proce-
dure) its share of QPAI (which may be
less than zero) and W–2 wages from the
eligible entity, and the partner or share-
holder then must combine those amounts
with the partner’s or shareholder’s QPAI
and W–2 wages from other sources, if any.
See § 1.199–5T(b)(1)(ii) and (c)(1)(ii). If
an eligible entity computes QPAI and W–2
wages at the entity level, no partner or
shareholder receiving an allocation of the
entity’s QPAI and W–2 wages may recal-
culate its share of QPAI or W–2 wages
from the entity using another cost alloca-
tion method (although the partner or share-
holder must adjust its share of QPAI from
the entity to account for certain disallowed
losses or deductions, and for the allowance
of suspended losses or deductions). In ad-
dition, no partner or shareholder of such
an eligible entity that receives an alloca-
tion of the entity’s QPAI and W–2 wages
may take into account any of the items
from that entity that go into the computa-
tion of the partner’s or shareholder’s share
of QPAI and W–2 wages from that entity in
calculating its QPAI and W–2 wages from
any other source (for example, in allocat-
ing and apportioning deductions from an-
other source or in determining whether a
threshold or de minimis rule applies). If
a partnership or S corporation, whether by
ineligibility or choice, does not compute
QPAI and W–2 wages at the entity level,
then each partner or shareholder is allo-
cated (in accordance with §§ 702 and 704,
or § 1366, respectively) its share of the
entity’s items (including items of income,
gain, loss, and deduction, CGS allocated
to such items of income, gross receipts in-

cluded in such items of income, and para-
graph (e)(1) wages), for purposes of calcu-
lating the § 199 deduction at the partner or
shareholder level. See § 1.199–5T(b) and
(c).

.02 Reporting exception. Section
199(d)(5) provides that § 199 is applied
by only taking into account items that are
attributable to the actual conduct of a trade
or business. For example, a securities part-
nership (as defined in § 1.704–3(e)(3)(iii))
not engaged in a trade or business need
not include on its Schedule K–1 (or other
relevant form) any items required solely
for § 199, unless a partner requests this
information.

.03 Partners in eligible § 861 partner-
ships. Pursuant to § 6031(b), an eligible
§ 861 partnership that chooses to calcu-
late QPAI and W–2 wages at the entity
level reports allocable shares of QPAI and
W–2 wages directly to those partners that
were qualifying partners (as defined in sec-
tion 5.04 of this revenue procedure) at all
times during the partnership’s taxable year
(or, if such partners were partners for less
than the entire taxable year, for the por-
tion of the partnership’s taxable year dur-
ing which they were partners). A quali-
fying partner must use its share of QPAI
and W–2 wages as reported by the part-
nership in calculating its § 199 deduction.
If an eligible § 861 partnership has part-
ners that are not qualifying partners (as de-
fined in section 5.04 of this revenue pro-
cedure), it must allocate (in accordance
with §§ 702 and 704) and report to each
such partner that partner’s allocable share
of the partnership’s items of income, gain,
loss, and deduction, CGS allocated to such
items of income, gross receipts included in
such items of income, and paragraph (e)(1)
wages, so that the partner is able to calcu-
late its § 199 deduction. To the extent that
any partner that is not a qualifying partner
is allocated its share of the partnership’s
items (rather than a share of the partner-
ship’s QPAI and W–2 wages), such items
shall not be taken into account for purposes
of calculating the QPAI and W–2 wages to
be allocated to the qualifying partners.

.04 Partners or shareholders in eligi-
ble widely-held pass-thru entities or eligi-
ble small pass-thru entities. Pursuant to
§ 6031(b) or § 6037(b), an eligible widely-
held pass-thru entity or an eligible small
pass-thru entity that chooses to calculate
QPAI and W–2 wages at the entity level
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reports allocable shares of QPAI and W–2
wages directly to its partners or sharehold-
ers. Each partner or shareholder must use
its reported share of QPAI and W–2 wages
(subject to section 4.05 of this revenue pro-
cedure) in calculating its § 199 deduction.

.05 Adjustment for disallowed losses or
deductions and for the allowance of sus-
pended losses or deductions. An eligi-
ble entity that calculates QPAI at the en-
tity level also must report to each partner
(except for a partner that is not a quali-
fying partner with respect to an eligible
§ 861 partnership) or shareholder its allo-
cable share (as determined under §§ 702
and 704, or § 1366, respectively) of the ag-
gregate amount of losses or deductions at-
tributable to the entity’s qualified produc-
tion activities. A partner or shareholder
to which an allocation of QPAI and W–2
wages is made must increase its reported
share of QPAI by its allocable share of
losses or deductions attributable to the en-
tity’s qualified production activities that
reduced QPAI for the entity level calcula-
tion but that are disallowed by the appli-
cation of § 465, 469, 704(d), or 1366(d)
for the taxable year. Such a partner or
shareholder also must decrease its reported
share of QPAI by its allocable share of
any previously suspended losses or deduc-
tions attributable to the entity’s qualified
production activities that are currently al-
lowed by application of § 465, 469, 704(d),
or 1366(d) for the taxable year. However,
losses or deductions of a partnership or
S corporation that are disallowed for tax-
able years beginning on or before Decem-
ber 31, 2004, are not taken into account in a
later taxable year for purposes of comput-
ing the partner’s or shareholder’s QPAI for
that later taxable year, whether or not those
losses or deductions are allowed for other
purposes.

SECTION 5. DEFINITIONS

.01 Eligible § 861 partnership. An el-
igible § 861 partnership is a partnership
that, for the current taxable year—

(a) has at least 100 partners on any day
during the partnership’s taxable year,

(b) is composed at all times during the
taxable year of interests, at least 70 percent
of which are held by qualifying partners
(as defined in section 5.04 of this revenue
procedure), and

(c) has DPGR.

.02 Eligible widely-held pass-thru en-
tity. An eligible widely-held pass-thru en-
tity is a partnership or S corporation that,
for the current taxable year—

(a) satisfies the requirements of
§ 1.199–4(e)(2) (definition of eligible
taxpayer), determined as though the part-
nership or S corporation were the taxpayer,

(b) has total CGS and deductions, the
sum of which is $100 million or less,

(c) has DPGR,
(d) for every day of the current tax-

able year, is composed entirely of partners,
or S corporation shareholders, that are in-
dividuals, estates, or trusts described (or
treated as described) in § 1361(c)(2), and

(e) for every day of the taxable year,
is—

(i) a partnership in which no partner has
a profits or capital interest exceeding 10
percent (determined after aggregating the
interests of any related persons as defined
in section 5.06 of this revenue procedure)
of the total profits or capital interests of the
partnership, or

(ii) an S corporation with a shareholder
described in § 1361(c)(6) in which no
shareholder owns shares exceeding 10
percent (determined after aggregating the
interests of any related persons as defined
in section 5.06 of this revenue procedure)
of the total shares of the S corporation.

.03 Eligible small pass-thru entity. An
eligible small pass-thru entity is a partner-
ship or S corporation that, for the current
taxable year—

(a) satisfies the requirements of
§ 1.199–4(f)(2) (definition of qualify-
ing small taxpayer), determined as though
the partnership or S corporation were the
taxpayer,

(b) has total costs (as defined in
§ 1.199–4(f)(3)) of $5 million or less,

(c) has DPGR, and
(d) in the case of a partnership, does not

have an ineligible entity (as described in
section 3.02 of this revenue procedure) as
a partner.

.04 Qualifying partner. A qualifying
partner is a partner in an eligible § 861
partnership that, on each day during the
partnership’s taxable year that such person
is a partner of the partnership, such per-
son—

(a) is not a general partner or a manag-
ing member of a partnership organized as a
limited liability company under state law,

(b) does not materially participate in the
activities of the partnership as determined
in section 5.05 of this revenue procedure,

(c) does not hold a profits or capital
interest in the partnership of 5 percent or
greater (determined after aggregating the
partner’s interests with those of any related
persons as defined in section 5.06 of this
revenue procedure), or

(d) is not an ineligible entity under sec-
tion 3.02 of this revenue procedure.

.05 Material participation. (a) Indi-
vidual partners. For purposes of section
5.04(b) of this revenue procedure, whether
an individual partner materially partici-
pates in the activities of the partnership
(treating all the partnership’s activities
as a single activity) is determined un-
der § 1.469–5(f)(1); § 1.469–5T(a)(1)
through (3) and (7), (b)(2)(ii) and (iii),
(f)(2) through (4), and (k) Examples 1
through 3, 7 and 8; and section 5.05(b) of
this revenue procedure.

(b) Partners that are not individuals.
For purposes of section 5.04(b) of this rev-
enue procedure, a partner that is not an in-
dividual is treated as materially participat-
ing in the activities of the partnership if the
partner’s owners, directors, officers, em-
ployees, or fiduciaries are treated collec-
tively as materially participating in the ac-
tivities of the partnership under the rules
described in section 5.05(a) of this rev-
enue procedure. The activities of the part-
ner’s owners, directors, officers, employ-
ees, and fiduciaries must be combined and
treated as the activities of the partner for
this purpose. For example, assume that
X, a corporation, is a limited partner in a
partnership. A, an employee of X, and B,
an officer of X, participate in the activi-
ties of the partnership for 300 hours and
201 hours, respectively, during the partner-
ship’s taxable year. Under these facts, X
is treated as materially participating in the
partnership for the taxable year.

.06 Related persons. For purposes of
this revenue procedure, persons are related
if they bear a relationship to each other
that is described in § 267(b) or § 707(b),
disregarding § 267(e)(1) and (f)(1)(A).

SECTION 6. EXAMPLE

The following example illustrates an
application of the rules in this revenue pro-
cedure. Assume that each partner has suf-
ficient adjusted gross income or taxable in-
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come so that the § 199 deduction is not lim-
ited by § 199(a)(1)(B), and that the part-
nership and each of its partners (whether
individual or corporate) are calendar year
taxpayers.

Example. Small business simplified overall
method. A, an individual, and X, a corporation,
are partners in PRS. PRS engages in manufacturing
activities that generate both DPGR and non-DPGR.
X, but not A, has other manufacturing activities that
generate DPGR and W–2 wages. A and X share all
items of income, gain, loss, deduction, and credit
equally. For the 2010 taxable year, PRS has total
costs of no more than $5 million, and it qualifies
and chooses to calculate QPAI and W–2 wages at
the entity level under section 3.03(c) of this revenue
procedure for the 2010 taxable year. For 2010, PRS
has total gross receipts of $2,000x ($1,000x of which
is DPGR), CGS of $900x (including $400x of wage
expenses), and deductions of $700x (including $50x
of R&E expenditures under § 174(a) and $100x
of § 179 expenses). In this example, the paragraph
(e)(1) wages are equal to the $400x of wage expenses.
PRS uses the safe harbor under § 1.199–2T(e)(2)(iii)
to calculate W–2 wages. Accordingly, PRS’s W–2
wages equal $200x ($400x of wages described in
§ 1.199–2(e)(1) multiplied by ($1,000x DPGR di-
vided by $2,000x total gross receipts)). Pursuant to
section 3.05(f) of this revenue procedure, PRS disre-
gards A’s election under § 59(e) to write off A’s share
of R&E expenditures over 10 years. In addition,
pursuant to section 3.05(e) of this revenue procedure,
PRS disregards any limitation under § 179(b) on A’s
ability to deduct A’s share of the § 179 expenses.
Under the small business simplified overall method,
PRS’s CGS and deductions apportioned to DPGR
equal $800x (($900x CGS plus $700x of other de-
ductions) multiplied by ($1,000x DPGR divided by
$2,000x total gross receipts)). Accordingly, PRS’s
QPAI is $200x ($1,000x DPGR minus $800x CGS
and other deductions). Under section 3.06(a) of this
revenue procedure, PRS’s QPAI is allocated $100x
to A and $100x to X. Under section 3.06(b) of this
revenue procedure, PRS’s W–2 wages are allocated
$100x to A and $100x to X. Because A engages in
no other activities generating DPGR, A’s tentative
deduction is $9x (its $100x share of QPAI from PRS
multiplied by .09), subject to the § 199(b)(1) wage
limitation (50% of A’s $100x share of W–2 wages
from PRS, as defined by § 1.199–2T(e)(2)). Because
X does engage in other production activities generat-
ing DPGR, X must combine its $100x share of QPAI
and its $100x share of W–2 wages from PRS with its
QPAI and W–2 wages from all other sources, and X
is not permitted to recompute its share of QPAI from
PRS using another cost allocation method.

SECTION 7. EFFECTIVE DATE

This revenue procedure is effective for
taxable years beginning on or after May 11,
2007. However, taxpayers may apply this
revenue procedure to taxable years begin-
ning after May 17, 2006.

SECTION 8. REQUEST FOR
COMMENTS

Comments on all aspects of this rev-
enue procedure are welcome. The IRS
specifically requests comments on the
clarity of these rules and how they can
be made easier to understand and to im-
plement. All comments will be available
for public inspection and copying. Send
comments to: CC:PA:LPD:PR (Rev. Proc.
2007–34), room 5203, Internal Revenue
Service, PO Box 7604, Ben Franklin Sta-
tion, Washington, DC 20044. Submissions
may be hand-delivered Monday through
Friday between the hours of 8 a.m. and
4 p.m. to CC:PA:LPD:PR (Rev. Proc.
2007–34), Courier’s Desk, Internal Rev-
enue Service, 1111 Constitution Avenue,
NW, Washington, DC. Submissions may
also be sent electronically via the In-
ternet to the following e-mail address:
Notice.comments@irscounsel.treas.gov.
Include the revenue procedure number
(Rev. Proc. 2007–34) in the subject line.
Comments must be received on or before
August 9, 2007.

DRAFTING INFORMATION

The principal author of this revenue
procedure is Martin Schäffer, formerly
of the Office of Associate Chief Counsel
(Passthroughs and Special Industries). For
further information regarding this rev-
enue procedure, contact William Kostak
at (202) 622–3060 (not a toll-free call).

26 CFR 601.105: Examination of returns and claims
for refund, credit or abatement; determination of
correct tax liability.
(Also Part I, §§ 199; 1.199–1 through 1.199–9,
1.199–3T, 1.199–5T, 1.199–7T, 1.199–8T.)

Rev. Proc. 2007–35

SECTION 1. PURPOSE

This revenue procedure provides guid-
ance for determining when statistical sam-
pling may be used for purposes of § 199 of
the Internal Revenue Code and establishes
acceptable statistical sampling methodolo-
gies.

SECTION 2. BACKGROUND

.01 Section 199(a)(1) allows a deduc-
tion equal to 9 percent (3 percent in the
case of taxable years beginning in 2005 or
2006, and 6 percent in the case of taxable
years beginning in 2007, 2008, or 2009) of
the lesser of (A) the qualified production
activities income (QPAI) of the taxpayer
for the taxable year, or (B) taxable income
(determined without regard to § 199) for
the taxable year (or, in the case of an in-
dividual, adjusted gross income (AGI)).
Section 199(b)(1) limits the deduction for
a taxable year to 50 percent of the W–2
wages paid by the taxpayer during the cal-
endar year that ends in such taxable year.

.02 Section 199(c)(1) defines QPAI for
any taxable year as an amount equal to the
excess (if any) of (A) the taxpayer’s do-
mestic production gross receipts (DPGR)
for such taxable year, over (B) the sum of
(i) the cost of goods sold (CGS) that are al-
locable to such receipts; and (ii) other ex-
penses, losses, or deductions (other than
the deduction under § 199) that are prop-
erly allocable to such receipts.

.03 Section 199(c)(2) provides that
the Secretary shall prescribe rules for the
proper allocation of items described in
§ 199(c)(1) for purposes of determining
QPAI. Such rules shall provide for the
proper allocation of items whether or not
such items are directly allocable to DPGR.

.04 Section 199(c)(4)(A) defines DPGR
to mean the taxpayer’s gross receipts that
are derived from: (i) any lease, rental, li-
cense, sale, exchange, or other disposi-
tion of (I) qualifying production property
(QPP) that was manufactured, produced,
grown, or extracted (MPGE) by the tax-
payer in whole or in significant part within
the United States; (II) any qualified film
produced by the taxpayer; or (III) electric-
ity, natural gas, or potable water (collec-
tively, utilities) produced by the taxpayer
in the United States; (ii) in the case of
a taxpayer engaged in the active conduct
of a construction trade or business, con-
struction of real property performed in the
United States by the taxpayer in the or-
dinary course of such trade or business;
or (iii) in the case of a taxpayer engaged
in the active conduct of an engineering
or architectural services trade or business,
engineering or architectural services per-
formed in the United States by the taxpayer
in the ordinary course of such trade or busi-
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ness with respect to the construction of real
property in the United States.

.05 Section 199(c)(4)(B) excepts from
DPGR gross receipts of the taxpayer that
are derived from: (i) the sale of food and
beverages prepared by the taxpayer at a re-
tail establishment; (ii) the transmission or
distribution of utilities; or (iii) the lease,
rental, license, sale, exchange, or other dis-
position of land.

.06 Section 199(c)(5) defines QPP to
mean: (A) tangible personal property; (B)
any computer software; and (C) any prop-
erty described in § 168(f)(4) (certain sound
recordings).

.07 Section 199(c)(6) defines a quali-
fied film to mean any property described
in § 168(f)(3) if not less than 50 percent
of the total compensation relating to pro-
duction of the property is compensation
for services performed in the United States
by actors, production personnel, directors,
and producers. The term does not include
property with respect to which records are
required to be maintained under 18 U.S.C.
§ 2257 (generally, films, videotapes, or
other matter that depict actual sexually ex-
plicit conduct and are produced in whole
or in part with materials that have been
mailed or shipped in interstate or foreign
commerce, or are shipped or transported or
are intended for shipment or transportation
in interstate or foreign commerce).

.08 Section 199 was added to the Code
by section 102 of the American Jobs
Creation Act of 2004 (Act) (Public Law
108–357), and amended by section 403(a)
of the Gulf Opportunity Zone Act of 2005
(GOZA) (Public Law 109–135), section
514 of the Tax Increase Prevention and
Reconciliation Act of 2005 (Public Law
109–222), and section 401 of the Tax Re-
lief and Health Care Act of 2006 (Public
Law 109–432). Section 102(e)(1) of the
Act, as amended by section 403(a)(19)
of GOZA, provides that section 199 shall
apply to taxable years beginning after De-
cember 31, 2004. Section 102(e)(2) of the
Act, as amended by section 403(a)(19) of
GOZA, provides that, in determining the
deduction under § 199, items arising from
a taxable year of a partnership, S corpo-
ration, estate, or trust beginning before
January 1, 2005, shall not be taken into
account for purposes of § 199(d)(1).

SECTION 3. SCOPE

This revenue procedure applies to a tax-
payer filing an original return, under ex-
amination, in litigation, or making a refund
claim with respect to § 199.

SECTION 4. APPLICATION

.01 In general. For purposes of § 199,
the use of statistical sampling will be con-
sidered a reasonable method that is satis-
factory to the Secretary to the extent the
sampling methodology used meets the re-
quirements of section 4.02 of this revenue
procedure and follows the procedures pro-
vided in Appendix A (Sampling Plan Stan-
dards), Appendix B (Sampling Documen-
tation Standards), and Appendix C (Tech-
nical Formulas). For example, pursuant
to this revenue procedure, statistical sam-
pling may be used to:

(1) allocate gross receipts be-
tween DPGR and non-DPGR under
§ 1.199–1(d)(1) of the Income Tax Regu-
lations;

(2) determine whether gross receipts
qualify as DPGR on an item-by-item basis
under § 1.199–3(d)(1);

(3) allocate CGS between DPGR and
non-DPGR under § 1.199–4(b)(2)(i); and

(4) allocate deductions that are properly
allocable to DPGR or gross income attrib-
utable to DPGR under § 1.199–4(c)(1).

.02 When statistical sampling is appro-
priate. The appropriateness of using a sta-
tistical sample for purposes of § 199 is
a facts and circumstances determination.
Factors used in determining whether a sta-
tistical sample is appropriate include, but
are not limited to, the time required to
analyze large volumes of data, the cost
of analyzing data, the existence of verifi-
able information relevant to the taxpayer’s
§ 199 calculation, and the availability of
more accurate information. For purposes
of § 199, statistical sampling will generally
be considered appropriate if the taxpayer
can demonstrate a compelling reason for
its use.

.03 Examples.
Example 1. X manufactures domestically and

sells a variety of mechanical fasteners, including
bolts, nuts, and screws. Some of these products are
not manufactured by X but instead are purchased
from non-related entities. In many cases, products
that are purchased by X are the same type of products
manufactured by X. In addition, X manufactures the
same products in Mexico. Because these products

come in many different sizes, compounds, and pack-
ages, X sells over five thousand products, each of
which may constitute an item within the meaning of
§ 1.199–3(d)(1).

X has a separate stock keeping unit (SKU) for
each of its products. X’s computerized sales journal
does not identify whether a product sold was manu-
factured by X in the United States, manufactured by
X in Mexico, or manufactured by a non-related entity.
However, X’s sales journal does maintain the SKU
number for each product and is capable of determin-
ing the gross receipts derived from the sale of each
product. X has devised a methodology to determine
what portion, if any, of the gross receipts derived from
the sale of each SKU qualifies as DPGR. X estimates
it needs one staff-day to make this determination for
each SKU. Therefore, X would have to spend over
five thousand staff-days to make a determination re-
garding DPGR with respect to all of its sales.

In this case, it would be appropriate for X to use
statistical sampling to determine DPGR derived from
the sale of each product.

Example 2. Y domestically manufactures fertil-
izer. When Y sells its fertilizer to a customer, it does
so by entering into a contract wherein Y agrees to ap-
ply its fertilizer to the customer’s lawn. The applica-
tion services provided by Y are not an MPGE activity.
Each contract contains variables such as the amount
of fertilizer to apply, the frequency of the service, the
size of lawn, and specific customer discounts. Each
of these variables affects the total contract price.

Y’s computerized accounting system does not
track what portion of its gross receipts is derived
from the sale of fertilizer and what portion is de-
rived from services. In 2005, Y had 20,000 separate
contracts. Y has determined that there is sufficient
information in each contract to separate the fertilizer
application services from the sale of fertilizer. How-
ever, the time and expense involved in the manual
review of 20,000 contracts make this determination
impractical. In this case, it would be reasonable for
Y to use statistical sampling to determine the DPGR
derived from the sale of fertilizer.

Example 3. PRS provides a broad range of con-
sulting services for dental practices. In addition to
its consulting services, PRS develops and licenses
specialized software for managing dental records.
PRS’ consulting services are not an MPGE activity,
while its development and licensing of software is. In
2005 PRS had 50 customers. PRS can determine the
amount of DPGR generated in a particular tax year
through a simple review of its contracts. Given the
limited number of contracts to be reviewed, pursuant
to section 4.02 of this section, there is no compelling
reason for PRS’s use of statistical sampling to deter-
mine its DPGR.

Example 4. Z produces, distributes, and licenses
motion pictures and has been doing so since 1930. Z
has a collection of over 5,000 films some of which
Z produced within the United States and some of
which it produced abroad. Z believes that historical
records exist with respect to each film in its collec-
tion and that by reviewing these records it is possi-
ble to determine whether a particular film represents
a “qualified film” produced by Z within the mean-
ing of § 199(c)(4)(A)(i)(II) and (c)(6). However, the
time and costs involved in obtaining and reviewing
such records on an individual film basis are signifi-
cant. In this case, Z could use statistical sampling to
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determine the DPGR derived from the license of its
film collection.

Example 5. Assume the same facts as in Exam-
ple 4 except that Z develops and executes a proper
sampling plan as described in Appendix A. In the
process, Z discovers that for some of the sampled
films it has no historical records and no reliable
data can be obtained from other sources that would
help determine whether or not each film represents a
“qualified film” produced by Z within the meaning of
§ 199(c)(4)(A)(i)(II) and (c)(6). In accordance with
Paragraph 5 of Appendix A, Z must give a value to
any film selected as part of its sample. Therefore, if
a film is selected for which no historical records and
no reliable data can be obtained, Z will be required
to treat the selected film as failing the requirements
to be a “qualified film” produced by Z for purposes
of § 199(c)(4)(A)(i)(II) and (c)(6).

Example 6. X manufactures and sells a variety
of tools. Some tools sold by X are manufactured en-
tirely by X in the United States. Other tools sold by X
are purchased for resale from F, an unrelated foreign
corporation. X maintains a computerized sales jour-
nal which tracks whether a tool sold by X was man-
ufactured by X or F. Assuming the gross receipts de-
rived from the sale of tools manufactured by X qualify
as DPGR and gross receipts derived from the sale of
tools purchased from F for resale do not qualify as
DPGR, the use of statistical sampling by X to com-
pute its DPGR from the sale of tools would not be ap-
propriate because evidence is readily available from
another source that can be demonstrated to be a more
accurate determination of DPGR.

.04 Limitations.
(1) This revenue procedure applies only

to § 199.
(2) This revenue procedure does not es-

tablish the correctness of a taxpayer’s in-
terpretation of § 199.

(3) This revenue procedure does not
preclude the Internal Revenue Service
from raising or pursuing any income, em-
ployment, or other tax issues identified in
the review of a statistical sample.

SECTION 5. EFFECTIVE DATE

This revenue procedure is generally ef-
fective for taxable years beginning on or
after May 11, 2007. However, taxpayers
may apply this revenue procedure to tax-
able years beginning after December 31,
2004, and before May 11, 2007.

SECTION 6. PAPERWORK
REDUCTION ACT

The collection of information con-
tained in this revenue procedure has been
reviewed and approved by the Office
of Management and Budget in accor-
dance with the Paperwork Reduction Act
(44 U.S.C. 3507) under control number
1545–2072.

An agency may not conduct or sponsor,
and a person is not required to respond
to, a collection of information unless the
collection of information displays a valid
OMB control number.

The collection of information in this
revenue procedure is in Appendix B. This
information is required to ensure compli-
ance with the statistical sampling method-
ology contained in this revenue procedure.
The information will be used to evaluate
compliance with the procedures described
in this revenue procedure. The collection
of information is mandatory. The likely
recordkeepers are businesses or other for-
profit institutions.

The estimated total annual recordkeep-
ing burden is 2,400 hours. The estimated
annual burden per recordkeeper varies
from 6 to 10 hours, depending on indi-
vidual circumstances, with an estimated
average of 8 hours. The estimated number
of recordkeepers is 300.

Books or records relating to a collection
of information must be retained as long
as their contents may become material in
the administration of any internal revenue
law. Generally tax returns and tax return
information are confidential, as required
by 26 U.S.C. 6103.

DRAFTING INFORMATION

The authors of this revenue pro-
cedure are David McDonnell and
Lauren Ross Taylor of the Office of As-
sociate Chief Counsel (Passthroughs and
Special Industries). For further informa-
tion regarding this revenue procedure,
contact Mr. McDonnell or Ms. Taylor at
(202) 622–3040 (not a toll-free call). For
further information regarding Appendices
A, B, and C, contact Michael Curley of
the Large and Mid-Size Business Division
at (630) 699–6020 (not a toll-free call).

APPENDIX A

SAMPLING PLAN STANDARDS

The statistical sampling must be con-
ducted in accordance with the following
methodology.

1. The statistical sample must be con-
ducted in an unbiased scientific manner
with the goal of achieving the correct
answer. Any attempt to manipulate the
process to achieve a desired result will
invalidate the sample. However, steps

designed to improve the precision of the
estimate, such as stratification techniques,
are acceptable and often preferred.

2. Statistical sampling methodology
may not include the use of judgment sam-
pling.

3. Taxpayers may apply the results of a
statistical sample only to transactions that
both (a) occurred in the taxable year in
which the § 199 deduction is recognized
and (b) involve items included in the pop-
ulation from which the statistical sample
was taken.

4. Any estimated amount must be based
on a statistical sample, in which each sam-
pling unit has a known (non-zero) chance
of selection, using either a simple ran-
dom sampling method or stratified random
sampling method.

5. A conclusion must be reached as
to the treatment of each selected sampling
unit. It is never valid to replace a sampling
unit that was selected in the random se-
lection process with another sampling unit,
merely because documentation is unavail-
able or difficult to obtain. In evaluating a
sampling unit, the decision reached as to
the treatment of the sampling unit must be
the same as the conclusion which would
be reached if that sampling unit was en-
countered in a 100% analysis. Therefore,
a sampling unit with documentation that is
unavailable or difficult to obtain must be
treated as failing the § 199 requirement(s)
being tested.

6. In general, the computation of any
estimated amount must be at the least
advantageous 95% one-sided confidence
limit. The “least advantageous” confi-
dence limit is either the upper or lower
limit that results in the least benefit to the
taxpayer. However, if the precision of
estimated difference divided by the esti-
mated difference does not exceed 10%,
the point estimate may be used in place of
the least advantageous confidence limit.
All strata for which “substantially all” of
the population sampling units are sampled
will be treated as 100% strata. That is, the
overall point estimate and its precision will
be estimated by treating all 100% strata
appropriately for the sample design used.
Also, the calculation of the denominator
for the relative precision will exclude all
100% strata. For this revenue procedure,
“substantially all” is defined as 80% or
more.
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7. Recognizing that many methods ex-
ist to estimate population values from the
sample data, only the following estima-
tors will be considered acceptable by the
Service. Variable estimators permitted in-
clude the mean (also known as the di-
rect projection method), difference (using
“paired variables”), (combined) ratio (us-
ing a variable of interest and a “correlated”
variable), and (combined) regression (us-
ing a variable of interest and a “correlated”
variable). The first variable used for the
difference, ratio and regression estimators
must be the variable used in the mean es-
timator. The second variable used for the
difference, ratio and regression estimators
must be a variable that can be paired with
the first variable and should be related to
the first variable. For example, in a typical
audit-sampling situation, the first variable
would be the audited value of a transaction
and the second variable would be the orig-
inally reported value of the same transac-
tion. Because the latter two variable meth-
ods are statistically biased, there must be
a demonstration that the bias is negligible
before the Service will accept the method.

8. Variable sampling plans must use the
qualifying final estimate with the smallest
overall standard error as an absolute value
(for example, the size of the estimate is
irrelevant in the determination of the re-
ported value).

9. Variable sampling plans must cal-
culate confidence limits by addition and
subtraction of the precision of the esti-
mate from the point estimate in which the
determination of precision proceeds by
multiplication of the standard error by (i)
the 95% one-sided confidence coefficient
based on the Student’s t-distribution with
the appropriate degrees of freedom, or (ii)
1.645 (the normal distribution), assuming
the sample size is at least 100 in each
non-100% stratum.

10. To demonstrate that little statisti-
cal bias exists for either the (combined)
ratio or regression method, the following
applies after excluding all strata tested on
100% basis (the entire population of a stra-
tum is selected for evaluation).

a. The total sample size of all strata
must be at least 100 units.

b. Each stratum for a population es-
timate should contain at least 30 sample
units.

c. The coefficient of variation of the
paired variable must be 15% or less. The
coefficient of variation of the paired vari-
able (y) is defined as the standard error of
the total “y” variables divided by point es-
timate of the total “y” variables when the
“y” variables are commonly the reported
values in accounting situations.

d. The coefficient of variation of the
primary variable of interest, represented by
either the corrected value or the difference
between the reported and corrected values
in common accounting situations, must be
15% or less. The coefficient of variation
for the corrected value (x) is defined as
the standard error of the total “x” vari-
ables divided by point estimate of the to-
tal “x” variables when the “x” variables are
commonly the corrected values in account-
ing situations. The coefficient of variation
for the difference (d) between the reported
and corrected values (x-y) is defined as
the smaller of the standard error of the to-
tal “x-y” or total “d” variables divided by
the amount equaling total population value
represented by “Y” plus point estimate of
the total “x-y” or total “d” variables or the
standard error of the total “x-y” or total “d”
variables divided by the total “x-y” or to-
tal “d” variables when the “x-y” variables
are commonly the difference (d) between
the reported (y) and corrected (x) values in
accounting situations.

e. For only the (combined) ratio
method, the reported values of units must
be of the same sign.

11. A written sampling plan is required
prior to the execution of a sample. A plan
must include the following:

a. The objective of the plan including a
description of the value for estimation and
the applicable taxable year;

b. Population definition and reconcilia-
tion of the population to the tax return;

c. Definition of the sampling frame;
d. Definition of the sampling unit;
e. Source of the random numbers, the

starting point or seed, and the method of
selection;

f. Sample size, along with supporting
factors in the determination;

g. Method to associate random num-
bers to the frame;

h. Steps to ensure that the serialization
of the frame is independent of the drawing
of random numbers;

i. Steps for evaluating the sampling
unit; and

j. The estimator that was used for ap-
praising the sample.

APPENDIX B

SAMPLING DOCUMENTATION
STANDARDS

The taxpayer must retain adequate
documentation to support the statistical
application, sample unit findings, and all
aspects of the sample plan and execution.
The execution of the sample must include
information for each of the following
items:

1. The seed or starting point of the
random numbers;

2. The pairing of random numbers to
the frame along with supporting informa-
tion to retrace the process;

3. List of sampling units selected and
the results of the evaluation of each unit;

4. Supporting documentation such
as notes, invoices, purchase orders, and
project descriptions that support the con-
clusion reached about each sample item;

5. The calculation of the projected esti-
mate(s) to the population, including com-
putation of the standard error of the esti-
mate(s);

6. A statement describing any slips or
blemishes in the execution of the sampling
procedure and any pertinent decision rules;
and

7. Computation of all associated adjust-
ments.

APPENDIX C

TECHNICAL FORMULAS

The formulas below are included to
clarify the statistical sampling terms used
and to ensure consistent application of
the procedures described in the revenue
procedure.
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UNSTRATIFIED (SIMPLE RANDOM SAMPLE)
MEAN ESTIMATOR

STRATIFIED
MEAN ESTIMATOR

Sample Mean of Audited Amounts

Estimate of Total Audited Amount

Estimated Standard Deviation of the Audited Amount

Estimated Standard Error of the Total Audited Amount

Achieved Precision of the Total Audited Amount

UNSTRATIFIED (SIMPLE RANDOM SAMPLE)
DIFFERENCE ESTIMATOR

STRATIFIED
DIFFERENCE ESTIMATOR

Estimate of Total Difference

Estimate of Total Audited Amount

Estimated Standard Deviation of the Difference Amount
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UNSTRATIFIED (SIMPLE RANDOM SAMPLE)
DIFFERENCE ESTIMATOR

STRATIFIED
DIFFERENCE ESTIMATOR

Estimated Standard Error of the Difference Amount

Achieved Precision of the Difference Amount

UNSTRATIFIED (SIMPLE RANDOM SAMPLE)
RATIO ESTIMATOR

STRATIFIED
COMBINED RATIO ESTIMATOR

Estimated Ratio of Audited Amount to Recorded Amount

Estimate of Total Audited Amount

Estimated Standard Deviation of the Ratio

Estimated Standard Deviation of the Ratio in ith Stratum

Estimated Standard Error of the Ratio Amounts

Achieved Precision of the Ratio Amounts
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UNSTRATIFIED (SIMPLE RANDOM SAMPLE)
REGRESSION ESTIMATOR

STRATIFIED
COMBINED REGRESSION ESTIMATOR

Estimated Regression Coefficient

Estimate of Total Audited Amount

Estimated Standard Deviation of the Regression Amounts

Estimated Covariance between the Audited and Recorded Amounts in ith Stratum

Estimated Standard Deviation between the Audited and Recorded Amounts in ith Stratum

Estimated Standard Error of the Audited and Recorded Amounts

Achieved Precision of the Audited and Recorded Amounts
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Definition of Symbols

TERM DEFINITION

n Sample Size

N Population Size

x The value of the sampling unit that is being used as the primary variable of interest. In audit sampling,
this would be the audited (or revised) value of the transaction.

y The value of the sampling unit that is being used as the “paired” variable that is related to the variable
of interest. In audit sampling, this would be the reported (or original) value of the transaction.

d The value of the sampling unit that is the difference between “paired” variable (y) and the variable
of interest (x). That is, d = x – y. In audit sampling, this would be the difference (or the change)
of each transaction’s value.

X The total value of the primary variable of interest. In audit sampling, this would be the estimated total
audited value of the population. Typically, this value is not known for the entire population and is
estimated based on the statistical sample selected.

Y The total value of the variable that is paired with variable of interest. In audit sampling, this would be
the total reported value of the population. Typically, this value is known for the entire population and
may be estimated based on the statistical sample selected.

D The total value of the difference between the “paired” variable and the variable of interest. In audit
sampling, this would be the estimated total difference of the population. Typically, this value is not
known for the entire population and is estimated based on the statistical sample selected.

UR The confidence coefficient which is based on either the Student’s t-distribution or the normal
distribution. For example, a 95% one-sided confidence coefficient based on the normal distribution is
1.645. This term is often referred to as the t-value and the z-value.
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Part IV. Items of General Interest
Notice of Proposed
Rulemaking

Guidance Regarding the
Active Trade or Business
Requirement Under Section
355(b)

REG–123365–03

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking.

SUMMARY: This document contains pro-
posed regulations that provide guidance
regarding the active trade or business re-
quirement under section 355(b) of the In-
ternal Revenue Code. These proposed reg-
ulations provide guidance on issues in-
volving the active trade or business re-
quirement under section 355(b), including
guidance resulting from the enactment of
section 355(b)(3). These proposed regu-
lations will affect corporations and their
shareholders.

DATES: Written or electronic comments
and requests for a public hearing must be
received by August 6, 2007.

ADDRESSES: Send submissions to:
CC:PA:LPD:PR (REG–123365–03),
room 5203, Internal Revenue Ser-
vice, PO Box 7604, Ben Franklin Sta-
tion, Washington, DC 20044. Submis-
sions may be hand-delivered Monday
through Friday between the hours of
8 a.m. and 4 p.m. to CC:PA:LPD:PR
(REG–123365–03), Courier’s Desk, In-
ternal Revenue Service, 1111 Constitution
Avenue, NW, Washington, DC, or sent
electronically via the Federal eRulemak-
ing Portal at www.regulations.gov (IRS
REG–123365–03).

FOR FURTHER INFORMATION
CONTACT: Concerning the proposed
regulations, Russell P. Subin, (202)
622–7790; concerning submissions and
the hearing, Kelly Banks, (202) 622–7180
(not toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background and Explanation of
Provisions

A. Background and Overview of the Key
Aspects of the Proposed Regulations

1. Background

Section 355(a) of the Internal Revenue
Code (Code) provides that, under certain
circumstances, a corporation may distrib-
ute stock and securities of a corporation
it controls to its shareholders and secu-
rity holders without causing either the cor-
poration or its shareholders and security
holders to recognize income, gain or loss.
Sections 355(a)(1)(C) and 355(b)(1) gen-
erally require that the distributing corpo-
ration (distributing) and controlled corpo-
ration (controlled) each be engaged, im-
mediately after the distribution, in the ac-
tive conduct of a trade or business. Sec-
tion 355(b)(2)(A) provides that a corpora-
tion shall be treated as engaged in the ac-
tive conduct of a trade or business if and
only if it is engaged in the active conduct
of a trade or business, or substantially all of
its assets consist of stock and securities of
a corporation controlled by it (immediately
after the distribution) which is so engaged.
For this purpose, control is defined under
section 368(c). All references to control in
this preamble are references to control as
defined in section 368(c).

Section 202 of the Tax Increase Pre-
vention and Reconciliation Act of 2005,
Public Law 109–222 (120 Stat. 345,
348) (TIPRA) amended section 355(b)
by adding section 355(b)(3). Section
355(b)(3)(A), as amended by Division A,
Section 410 of the Tax Relief and Health
Care Act of 2006, Public Law 109–432
(120 Stat. 2922, 2963), provides that in the
case of any distribution made after May
17, 2006, a corporation shall be treated
as meeting the requirement of section
355(b)(2)(A) if and only if such corpora-
tion is engaged in the active conduct of
a trade or business. Section 355(b)(3)(B)
provides that for purposes of section
355(b)(3)(A) (and, consequently, section
355(b)(2)(A)), all members of such cor-

poration’s separate affiliated group (SAG)
shall be treated as one corporation (SAG
rule). For purposes of the preceding sen-
tence, a corporation’s SAG is the affiliated
group which would be determined under
section 1504(a) if such corporation were
the common parent and section 1504(b)
did not apply.

Thus, the separate affiliated group of
distributing (DSAG) is the affiliated group
that consists of distributing as the com-
mon parent and all corporations affiliated
with distributing through stock owner-
ship described in section 1504(a)(1)(B)
(regardless of whether the corporations
are includible corporations under section
1504(b)). The separate affiliated group
of controlled (CSAG) is determined in
a similar manner (with controlled as the
common parent). Accordingly, unlike
prior law, a corporation is not treated as
engaged in the active conduct of a trade
or business solely as a result of substan-
tially all of its assets consisting of stock,
or stock and securities, of one or more
corporations that are merely controlled by
it (immediately after the distribution) each
of which is engaged in the active conduct
of a trade or business.

Section 355(b)(2)(B) requires that
the trade or business have been actively
conducted throughout the five-year pe-
riod ending on the date of the distribu-
tion (pre-distribution period). Section
355(b)(2)(C) provides that the trade or
business must not have been acquired
in a transaction in which gain or loss
was recognized, in whole or in part,
within the pre-distribution period. Section
355(b)(2)(D), as amended in 1987 and
1988, provides that control of a corpo-
ration which (at the time of acquisition
of control) was conducting the trade or
business must not have been directly or
indirectly acquired by any distributee
corporation or by distributing during the
pre-distribution period in a transaction
in which gain or loss was recognized, in
whole or in part. See Public Law 100–203
(101 Stat. 1330, 1330–411 (1987)) and
Public Law 100–647 (102 Stat. 3342,
3605 (1988)). For purposes of section
355(b)(2)(D), all distributee corporations
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which are members of the same affili-
ated group (as defined in section 1504(a)
without regard to section 1504(b)) shall
be treated as one distributee corporation.
The requirements under section 355(b) are
collectively referred to in this preamble
as either the active trade or business re-
quirement or the requirements of section
355(b).

Accordingly, the requirements of sec-
tion 355(b) are generally satisfied if dis-
tributing and controlled each have engaged
in the active conduct of a trade or business
throughout the pre-distribution period, are
so engaged immediately after the distribu-
tion, and there have been no acquisitions of
control of distributing or controlled during
such period.

The active trade or business require-
ment is one of several requirements that
must be satisfied in order for a distribution
to qualify under section 355. For example,
section 355(a)(1)(B) states that a transac-
tion must not be used principally as a de-
vice for distributing the earnings and prof-
its of distributing, controlled, or both. In
addition, §1.355–2(b)(1) provides that sec-
tion 355 will apply to a transaction only if
it is carried out for one or more corporate
business purposes.

The active trade or business require-
ment, in tandem with the device prohi-
bition and business purpose requirement,
limits a corporation’s ability to convert
dividend income into capital gain through
the use of a section 355 distribution. See
S. Rep. No. 83–1622, at 50–51 (1954)
and Coady v. Commissioner, 33 TC 771,
777 (1960), acq., 1965–2 C.B. 4, aff’d,
289 F.2d 490 (6th Cir. 1961). In Coady,
the Tax Court stated that one purpose of
section 355(b) is “to prevent the tax-free
separation of active and inactive assets into
active and inactive corporate entities.” The
court also stated that a tax-free separation
under section 355 “will involve the sepa-
ration only of those assets attributable to
the carrying on of an active trade or busi-
ness….” Coady, 33 TC at 777.

The IRS and Treasury Department are
aware of a number of issues that have
arisen regarding the active trade or busi-
ness requirement, including issues arising
as a result of the enactment of section
355(b)(3). The following sections de-
scribe the active trade or business require-
ment and the significant issues that are
addressed in these proposed regulations.

No inference should be drawn from these
proposed regulations regarding the defi-
nition of trade or business or active trade
or business under any other provision of
the Code or Treasury regulations, even
if such provision specifically references
section 355. Comments are requested as
to whether or the extent to which these
proposed regulations should apply to other
provisions that specifically reference sec-
tion 355.

2. Overview of the key aspects of the
proposed regulations

Principally, these proposed regulations
provide guidance regarding the application
of section 355(b)(3), the application of the
acquisition rules in section 355(b)(2)(C)
and (D) and the impact thereon of sec-
tion 355(b)(3), and the determination of
whether a corporation is engaged in a trade
or business through the attribution of trade
or business assets and activities from a
partnership.

As discussed in section A.1. of this
preamble, section 355(b)(3) treats all SAG
members as one corporation. Accordingly,
as discussed in detail in section B. of this
preamble, these proposed regulations pro-
vide that subsidiary SAG members (SAG
members that are not the common parent
of such SAG) are treated like divisions
of distributing or controlled, as the case
may be. These proposed regulations also
clarify that controlled may be a DSAG
member during the pre-distribution period.
Most significantly, these provisions treat a
stock acquisition that results in a corpora-
tion becoming a subsidiary SAG member
as an asset acquisition. As a result, the ap-
plicability of section 355(b)(2)(D) is sub-
stantially reduced. Further, as discussed
in section E. of this preamble, this treat-
ment alters the analysis regarding whether
an existing business may be expanded as a
result of a stock acquisition.

Notwithstanding that these proposed
regulations provide that certain stock
acquisitions may be treated as asset acqui-
sitions under section 355(b)(3), purchases
of stock of controlled during the pre-dis-
tribution period may be subject to section
355(a)(3)(B). See section F. of this pream-
ble.

As discussed in detail in section C. and
section D. of this preamble, these proposed
regulations interpret section 355(b)(2)(C)

and (D) to mean that a corporation gener-
ally cannot use its assets to acquire a trade
or business to be relied on to facilitate a
distribution under section 355. Accord-
ingly, these proposed regulations generally
prohibit acquisitions made in exchange for
distributing’s assets even if no gain or loss
is recognized in connection with the acqui-
sition. Further, these proposed regulations
provide certain exceptions to the literal ap-
plication of section 355(b)(2)(C) and (D)
for acquisitions in which gain or loss is rec-
ognized where the purposes of that section
are not violated. However, these proposed
regulations do not disregard the recogni-
tion of gain or loss in transactions between
affiliates unless the affiliates are members
of the same SAG. See section G. of this
preamble.

Section I. of this preamble explains how
these proposed regulations clarify a cor-
poration’s ability to be attributed the trade
or business assets and activities of a part-
nership. Most significantly, these partner-
ship provisions yield results similar to the
rules regarding the satisfaction of the con-
tinuity of business enterprise requirement,
and thus allow a partner to be attributed the
partnership’s trade or business assets and
activities where the partner owns a signif-
icant interest in the partnership.

B. TIPRA

Congress enacted section 355(b)(3)
because it was concerned that, prior to a
distribution under section 355, corporate
groups conducting business in separate
corporate entities often had to undergo
elaborate restructurings to place active
businesses in the proper entities to satisfy
the active trade or business requirement.
See, for example, H.R. Rep. No. 109–304,
at 53, 54 (2005). By treating a SAG as
one corporation, Congress believed that
it would greatly reduce the need for such
restructurings. However, the introduc-
tion of the affiliation-based SAG rule into
the active trade or business requirement
significantly impacts the application of
section 355(b)(2) in certain situations.

Accordingly, consistent with congres-
sional intent, these proposed regulations
provide several rules interpreting section
355(b)(3) in a manner that diminishes the
need for pre-distribution restructurings
while fully integrating the various provi-
sions in section 355(b). These rules are
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intended to more closely reflect the way
corporate groups structure their businesses
while, at the same time, ensuring that the
purposes underlying section 355(b)(2)(C)
and (D) are not circumvented.

Specifically, to accomplish these objec-
tives the IRS and Treasury Department be-
lieve that it is appropriate to apply the SAG
rule by disregarding the separate existence
of all subsidiary SAG members for pur-
poses of determining whether distributing
and controlled satisfy the requirements of
section 355(b).

1. SAG rule applicable during the
pre-distribution period

The IRS and Treasury Department be-
lieve that it is appropriate to apply the SAG
rule for purposes of determining whether
the trade or business was actively con-
ducted throughout the pre-distribution pe-
riod and whether the requirements of sec-
tion 355(b)(2)(C) or (D) have been vio-
lated.

The SAG rule applies for purposes of
determining whether distributing and con-
trolled are engaged in the active conduct
of a trade or business immediately after
the distribution. Specifically, the legisla-
tive history to section 355(b)(3) describes
the corporations included in the DSAG and
CSAG by reference to post-distribution af-
filiation. See H.R. Rep. No. 109–455, at
88 (2006) (Conf. Rep.); H.R. Rep. No.
109–304, at 54 (2005). However, there is
nothing in the statute or legislative history
that precludes the SAG rule from applying
throughout the pre-distribution period.

The IRS and Treasury Department be-
lieve that applying the SAG rule through-
out the pre-distribution period is consis-
tent with the single-entity approach. If
the SAG rule is not applied during the
pre-distribution period, there may be un-
intended consequences. For example, as-
sume that an active trade or business is
segmented among the SAG members in
a manner that precludes any one mem-
ber from individually being treated as en-
gaged in an active trade or business. Un-
der the SAG rule the segments are aggre-
gated and may be treated as a single ac-
tive trade or business immediately after the
distribution. However, if the SAG rule is
not applied throughout the pre-distribution
period, there would be no five-year active
trade or business because no one member

would be engaged in that trade or busi-
ness. The IRS and Treasury Department
do not believe there is any policy reason
to apply the SAG rule in such a disparate
manner. Accordingly, these proposed reg-
ulations apply the SAG rule throughout
the pre-distribution period. This approach
is consistent with Congressional intent to
view SAGs as an aggregate for purposes of
the active trade or business requirement.

Because the SAG rule treats all SAG
members as one corporation, the separate
existence of subsidiary SAG members is
disregarded and all assets (and activities)
owned (and performed) by SAG members
are treated as owned (and performed) by
distributing or controlled, as the case may
be, for purposes of determining whether
distributing or controlled is engaged in a
five-year active trade or business. There-
fore, where one DSAG or CSAG mem-
ber satisfies the active trade or business
requirement, distributing or controlled, as
the case may be, satisfies the active trade
or business requirement.

Consistent with the foregoing, these
proposed regulations provide that the
SAG rule also applies for purposes of
determining whether there has been an
impermissible acquisition, as discussed in
section C. of this preamble, of a trade or
business during the pre-distribution period
under section 355(b)(2)(C) or (D). Be-
cause the SAG rule disregards the separate
existence of subsidiary SAG members,
these proposed regulations generally treat
stock acquisitions that result in a corpora-
tion becoming a subsidiary SAG member
as a direct acquisition of any assets (or
activities) owned (or performed) by the
acquired corporation. Further, these pro-
posed regulations generally disregard
transfers of assets (or activities) that are
owned (or performed) by the SAG im-
mediately before and immediately after
the transfer. Such transfers cannot result
in an acquisition. Under the SAG rule,
such transfers have the effect of a transfer
between divisions of a single corporation.

2. The DSAG may include CSAG members
throughout the pre-distribution period

The IRS and Treasury Department be-
lieve that it is appropriate to include the
CSAG members in the DSAG during the
pre-distribution period if the applicable af-
filiation requirements are satisfied. The

IRS and Treasury Department believe this
approach is consistent with the purposes of
section 355(b)(3) and the SAG rule’s gen-
eral single-entity approach, and provides
flexibility for the division of SAG mem-
bers between distributing and controlled.

For example, assume that during the
pre-distribution period, segments or por-
tions of the business to be conducted by
controlled are held by distributing (or
other subsidiaries that are not directly
or indirectly owned by controlled) and
that distributing intends to transfer those
portions of the business to controlled im-
mediately prior to the distribution. If
the DSAG does not include the CSAG
members throughout the pre-distribution
period, it is possible that neither SAG
would be engaged in the active conduct
of that trade or business throughout the
pre-distribution period, because neither
SAG would have all the appropriate seg-
ments of that business to satisfy the active
trade or business requirement. The IRS
and Treasury Department believe that such
a result is inconsistent with the purposes
of section 355(b)(3). Accordingly, by in-
cluding the CSAG members in the DSAG
throughout the pre-distribution period if
the ownership requirements are satisfied,
these proposed regulations give appro-
priate credit to five-year active trades or
businesses regardless of how the assets
and activities may be owned (and per-
formed) by the SAG members throughout
the pre-distribution period.

3. Acquisitions of stock in subsidiary SAG
members

Section 355(b)(3) treats SAG members
as one corporation for purposes of satis-
fying the requirements of section 355(b).
As a result, the SAG rule alters the ap-
plication of section 355(b)(2)(C) and (D)
with respect to the acquisition of stock of
a corporation that is or becomes a sub-
sidiary SAG member. Further, because
section 355(b)(3) supplanted the holding
company rule in section 355(b)(2)(A), sec-
tion 355(b)(2)(D) is now only applicable to
certain acquisitions of stock of distributing
and certain acquisitions of stock of con-
trolled.

The SAG rule alters the application of
section 355(b)(2)(C) and (D) with respect
to the acquisition of stock of a corporation
that is or becomes a subsidiary SAG mem-
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ber. Section 355(b)(3) treats SAG mem-
bers as one corporation for purposes of sat-
isfying section 355(b). Consequently, a
transaction that results in a corporation —
including controlled — becoming a sub-
sidiary SAG member is treated as a direct
acquisition of all the assets (and activities)
owned (and performed) by the acquired
corporation at the time of the acquisition.
Thus, such an acquisition is tested under
section 355(b)(2)(C) rather than section
355(b)(2)(D). Nevertheless, as discussed
in sections B.4. and C.3.a.ii. of this pre-
amble, section 355(b)(2)(D) has continu-
ing limited application.

In addition, an acquisition that results in
a corporation becoming a subsidiary SAG
member in a transaction in which gain or
loss is recognized might satisfy the re-
quirements of section 355(b)(2)(C) as an
expansion of one of the acquiring SAG’s
existing businesses, as discussed in section
E. of this preamble. Finally, because the
SAG rule treats subsidiary SAG members
like divisions, the acquisition of additional
stock of a current subsidiary SAG member
has no effect for purposes of applying sec-
tion 355(b)(2)(C).

4. Acquisitions of control of controlled
where it is not a DSAG member

While section 355(b)(2)(D) is not appli-
cable to acquisitions of stock of subsidiary
SAG members, the requirements of sec-
tion 355(b)(2)(D) must be satisfied where
the DSAG acquires control of controlled
where controlled is not and does not be-
come a DSAG member prior to the distri-
bution. This rule applies where distribut-
ing acquires stock constituting control of
controlled but not stock meeting the re-
quirements of section 1504(a)(2).

C. Acquisitions of a Trade or Business

Section 355(b)(2)(C) and (D) generally
provides that a trade or business acquired,
directly or indirectly, during the pre-dis-
tribution period will not satisfy the active
trade or business requirement unless it
was acquired in a transaction in which no
gain or loss was recognized. The IRS and
Treasury Department believe that these
provisions have been and should continue
to be interpreted and applied in a manner
consistent with the overall purposes of
section 355. For example, in certain situa-
tions, transactions in which gain or loss is

recognized have been found not to violate
the purposes of section 355(b)(2)(C) and
(D). See, for example, C.I.R. v. Gordon,
382 F.2d 499 (2d Cir.1967), rev’d on other
grounds, 391 US 83 (1968) (discussed
in section C.2. of this preamble). Addi-
tionally, while the enactment of section
355(b)(3) substantially revised how dis-
tributing and controlled may satisfy the ac-
tive trade or business requirement, TIPRA
did not contain conforming amendments
to section 355(b)(2)(C) and (D). As such,
the IRS and Treasury Department also
believe that a purpose-based interpretation
of section 355(b)(2) is essential to harmo-
nize these provisions. Accordingly, these
proposed regulations interpret and apply
section 355(b)(2)(C) and (D), and section
355(b)(3), in a manner consistent with
their purpose, even if not always consis-
tent with the literal language of the statute.

1. Purpose of section 355(b)(2)(C) and
(D)

Section 355 “contemplates that a tax-
free separation shall involve only the sep-
aration of assets attributable to the carry-
ing on of an active business.” S. Rep. No.
83–1622, at 50 (1954). The active trade
or business requirement is intended to en-
sure that only these types of separations
qualify under section 355. Further, it op-
erates as an additional safeguard to the de-
vice prohibition (a prohibition against dis-
guised dividends) in section 355(a)(1)(B).

As discussed in section A. of this
preamble, the active trade or business re-
quirement is designed to limit the potential
for the conversion of dividend income into
capital gain through a section 355 distri-
bution. Specifically, section 355(b)(2)(C)
and (D) is intended to prevent dividend
avoidance otherwise available through the
purchase of a new business in order to fa-
cilitate a tax-free distribution under section
355. See Gordon, 382 F.2d at 506–507
(stating that “[t]o safeguard against this
possibility, subsections (b)(2)(C) and (D)
prohibit acquisition of a trade or busi-
ness, or of a corporation, in a transaction
in which gain or loss was recognized.”).
Thus, the statute prohibits acquisitions of
a trade or business in which gain or loss is
recognized. Nevertheless, the recognition
of gain or loss, in and of itself, does not vi-
olate the purposes of section 355. Rather,
recognition of gain or loss is generally in-

dicative of the type of consideration used
in the transaction. Typically, a transaction
in which gain or loss is recognized consists
of an acquisition in exchange for assets.
On the other hand, a transaction in which
no gain or loss is recognized typically
consists of an acquisition in exchange for
the corporation’s equity.

Accordingly, the IRS and Treasury De-
partment believe that the common purpose
of section 355(b)(2)(C) and (D) is to pre-
vent distributing from using assets — in-
stead of its stock or stock of a corpora-
tion in control of distributing — to acquire
a new trade or business in anticipation of
distributing that trade or business (or facil-
itating the distribution of another trade or
business) to its shareholders in a tax-free
distribution. A distribution of a corpora-
tion holding assets that would have been
used to effect a purchase generally would
be treated as a dividend and section 355
was not intended to allow a tax-free sep-
aration of such assets. Acquiring a new
trade or business using these assets and
distributing it (or an existing trade or busi-
ness) would effectively accomplish such a
separation, and should not qualify under
section 355.

Complementing the principle that the
common purpose of section 355(b)(2)(C)
and (D) is to prevent distributing from
using its assets — instead of its stock,
or stock of a corporation in control of
distributing — to acquire a new trade or
business is the notion that section 355 is
intended to apply to separations of ac-
tive trades or businesses with which the
participants have a historic relationship.
Section 355, like the reorganization pro-
visions, involves the maintenance by the
shareholders of a continuing interest in
their business or businesses in modified
corporate forms. For section 355 to apply
to a divisive transaction, it is essential that
distributing and its shareholders have a
historic relationship with the active trades
or businesses in the two resulting corpo-
rations. See, for example, §1.355–1(b)
(“[section 355] applies only to the separa-
tion of existing businesses that have been
in active operation for at least five years …
and which, in general, have been owned,
directly or indirectly, for at least five years
by the distributing corporation”). These
requirements ensure that the historic own-
ers of the acquired trade or business are
participants in the divisive transaction and
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minimize the potential for transactions
that violate the common purpose of sec-
tion 355(b)(2)(C) and (D).

Where distributing issues its own eq-
uity (or uses the equity of a corporation in
control of distributing) to acquire an ac-
tive trade or business in a transaction in
which no gain or loss is recognized, dis-
tributing is not acquiring the trade or busi-
ness in exchange for its assets and the his-
toric owners of the trade or business will
be participants in the divisive transaction.
In such cases, the common purpose of sec-
tion 355(b)(2)(C) and (D) is carried out.

Finally, an additional purpose of sec-
tion 355(b)(2)(D) is to prevent a distribu-
tee corporation from acquiring control of
distributing in anticipation of a distribu-
tion to which section 355 would otherwise
apply, enabling the disposition of con-
trolled without the proper recognition of
corporate level gain. See H.R. Rep. No.
100–391, at 1080, 1082–1083 (1987).

2. Current law and the §1.355–3(b)(4)
regulations

Under current law, several authorities
depart from the literal language of sec-
tion 355(b)(2)(C) and (D) in order to carry
out the common purpose underlying sec-
tion 355(b)(2)(C) and (D). For example,
in Gordon, gain was recognized when dis-
tributing transferred a trade or business
to controlled. The Second Circuit con-
cluded that, even though gain was recog-
nized, section 355(b)(2)(C) was not vio-
lated because new assets were not brought
within the combined corporate shells of
distributing and controlled. Therefore, the
common purpose of section 355(b)(2)(C)
and (D) was not violated. Furthermore,
Rev. Rul. 69–461, 1969–2 C.B. 52, held
that a first-tier subsidiary’s taxable dis-
tribution of stock of a second-tier sub-
sidiary to its parent did not violate sec-
tion 355(b)(2)(D). The ruling stated that
section 355(b)(2)(D) is intended to prevent
the acquisition of control of a corporation
from a party not within the direct or in-
direct control of distributing. In addition,
Rev. Rul. 78–442, 1978–2 C.B. 143, held
that gain under section 357(c) on the trans-
fer from distributing to controlled does not
violate section 355(b)(2)(C). Rev. Rul.
78–442 stated that section 355(b)(2)(C) is
intended to prevent the acquisition of a
trade or business by distributing or con-

trolled from an outside party in a taxable
transaction within five years of a distribu-
tion.

Similarly, §1.355–3(b)(4) (generally
applicable to distributions on or before
December 15, 1987, but applied in vari-
ous situations by the IRS administratively
to distributions occurring after that date)
provides an exception from the literal
language of section 355(b)(2)(C) and (D)
for the direct or indirect acquisition of a
trade or business by one member of an
affiliated group from another member of
the group, stating that an acquisition from
another member of the affiliated group
“is not the type of transaction to which
section 355(b)(2)(C) and (D) is intended
to apply.” See §1.355–3(b)(4)(iii).

Section 1.355–3(b)(4) also departs
from the literal language of section 355(b)
in providing that a trade or business ac-
quired, directly or indirectly, within the
pre-distribution period 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 transferor. See §1.355–3(b)(4)(i). The
reason for this departure is that in some
circumstances a transaction in which no
gain or loss is recognized may neverthe-
less constitute a prohibited acquisition of
a trade or business in exchange for assets.

3. The proposed regulations

Consistent with current law (and
§1.355–3(b)(4)), these proposed regu-
lations generally prohibit acquisitions in
which gain or loss was recognized but
apply section 355(b)(2)(C) and (D) in a
manner consistent with their purposes.
Accordingly, these proposed regulations
provide for certain exceptions for acquisi-
tions in which gain or loss is recognized,
and prohibit certain transactions in which
no gain or loss is recognized.

a. Certain Transactions in Which
Recognized Gain or Loss is Disregarded

Under these proposed regulations, cer-
tain acquisitions are excepted from the
general rule under section 355(b)(2)(C)
and (D) that a trade or business, or con-
trol of a corporation engaged in a trade or
business, cannot satisfy the active trade

or business requirement if it was acquired
during the pre-distribution period in a
transaction in which gain or loss was
recognized. These transactions are so
excepted because they do not violate the
purposes of section 355(b)(2)(C) and (D).

i. Certain Acquisitions by the DSAG or
CSAG

These proposed regulations provide
a number of exceptions to the applica-
tion of section 355(b)(2)(C) and (D) not
contained in the current regulations (or
§1.355–3(b)(4)). One of these exceptions
disregards any gain or loss recognized
in connection with an acquisition by the
CSAG from the DSAG of a trade or busi-
ness, an interest in a partnership engaged
in a trade or business, or stock of a corpo-
ration engaged in a trade or business. This
exception is appropriate because it is not a
use of distributing’s assets to acquire the
trade or business.

Another exception disregards gain or
loss recognized in an acquisition solely as
a result of the payment of cash to share-
holders for fractional shares where the
cash paid represents a mere rounding off
of the fractional shares in the exchange
and is not separately bargained for consid-
eration. The IRS and Treasury Department
believe that this is not the type of trans-
action to which section 355(b)(2)(C) or
(D) is intended to apply. Although such a
transaction involves a small use of assets,
these proposed regulations except such
acquisitions because the small amount of
assets are not separately bargained for and
are used merely to simplify the exchange.
Other authorities reach similar conclu-
sions in the context of reorganizations.
See Rev. Rul. 66–365, 1966–2 C.B. 116,
amplified by Rev. Rul. 81–81, 1981–1
C.B. 122, (concluding that cash in lieu
of fractional shares does not violate the
solely for voting stock requirement of sec-
tion 368(a)(1)(B) and (C) because it was
merely a mathematical rounding off for
simplicity, and the transaction “was for all
practical purposes ‘solely in exchange for
voting stock’”).

In addition, as discussed in section G. of
this preamble, these proposed regulations
provide a limited exception for taxable ac-
quisitions from affiliates that are members
of the same SAG. Specifically, acquisi-
tions between SAG members (where the
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assets (or activities) are owned (or per-
formed) by the SAG immediately before
and immediately after the transfer) are dis-
regarded whether they are taxable or not.

Like the current regulations, these pro-
posed regulations provide that acquisitions
that expand a pre-existing business are
generally exempted from the nonrecogni-
tion requirement. See §1.355–3(b)(3)(ii).
While these transactions may involve the
use of the DSAG’s or CSAG’s assets, they
are not acquisitions of a new or different
trade or business. Because the DSAG
or CSAG, as the case may be, is already
in the business, such transactions are not
considered acquisitions of a trade or busi-
ness under section 355(b)(2)(C) and (D).

ii. Certain Acquisitions by a Distributee
Corporation

Consistent with the principles of Rev.
Rul. 74–5, 1974–1 C.B. 82, obsoleted
by Rev. Rul. 89–37, 1989–1 C.B. 107,
these proposed regulations disregard the
recognition of gain or loss in applying sec-
tion 355(b)(2)(D) to certain acquisitions
of the stock of distributing by a distribu-
tee corporation. Prior to the 1987 and
1988 amendments noted in section A.1. of
this preamble, section 355(b)(2)(D) was
not violated in a case where distributing
distributed the stock of controlled even
though a purchaser acquired distributing’s
stock during the pre-distribution period in
a transaction in which gain or loss was rec-
ognized. See Rev. Rul. 74–5 (reasoning
that the purpose of section 355(b)(2)(D)
was to prevent distributing, rather than the
shareholder of distributing, from accumu-
lating excess funds to purchase the stock
of a corporation engaged in an active trade
or business). However, Rev. Rul. 74–5
held that the purchaser could not then fur-
ther distribute the stock of controlled until
five years after such purchase, reasoning
that the purchaser, the distributing corpo-
ration in the second distribution, indirectly
acquired the stock of controlled through
another corporation, the distributing cor-
poration in the first distribution.

The 1987 and 1988 amendments to sec-
tion 355(b)(2)(D) prohibited such transac-
tions because of a concern that such ac-
quisitions were similar to transactions that
permitted a corporation to dispose of an
appreciated subsidiary without the proper
recognition of gain contrary to the repeal

of the General Utilities doctrine. For ex-
ample, assume P, a corporation, acquired
the stock of D in a transaction in which
gain or loss was recognized and D imme-
diately distributed the stock of C to P in
a section 355 transaction. P would allo-
cate its basis in the newly acquired D stock
between the D stock and the C stock re-
ceived in the distribution. P could then po-
tentially sell the C stock without the appro-
priate recognition of gain. See H.R. Rep.
No. 100–391, at 1080, 1082–1083 (1987).

However, there are transactions that vi-
olate the literal requirements of section
355(b)(2)(D) but do not violate the pur-
pose of the 1987 and 1988 amendments.
For example, assume that for more than
five years, T, a corporation, owned all of
the stock of D, which in turn owned all the
stock of C. Throughout this period, D and
C have each engaged in the active conduct
of a trade or business. In year 6, P acquires
the stock of T in a transaction in which
gain or loss is recognized, and holds the
T stock with a cost basis determined under
section 1012. In year 7, P liquidates T in
a transaction to which section 332 applies
and in which no gain or loss is recognized,
thereby eliminating its cost basis in the T
stock. Thereafter, P holds the D stock with
a basis equal to T’s basis in the D stock.
In year 8, D distributes the C stock to P.
Under these facts, P cannot dispose of the
D or C stock without recognizing the same
amount of gain or loss that T would have
recognized.

Similarly, assume the same facts as the
previous example, except that in year 6 P
acquires all of T’s assets, including the D
stock, in exchange for P stock and cash
in a reorganization described in section
368(a)(1)(A). Because all of the cash is
distributed to the T shareholders, T does
not recognize any gain, and P’s basis in the
D stock is equal to T’s basis in the D stock.
See section 362(b). In year 7, D distributes
the C stock to P. Under these facts, P can-
not dispose of the D or C stock without rec-
ognizing the same amount of gain or loss
that T would have recognized.

The IRS and Treasury Department
believe that the distributee corporation
language in section 355(b)(2)(D)(i) is in-
tended only to prevent transactions that
are contrary to the repeal of the General
Utilities doctrine. In both of the exam-
ples just described, neither the D stock
nor C stock can be disposed of in a man-

ner that is contrary to the repeal of the
General Utilities doctrine. Accordingly,
these proposed regulations provide that
section 355(b)(2)(D) is not violated where
there is a direct or indirect acquisition
by a distributee corporation of control of
distributing in one or more transactions in
which gain or loss is recognized where the
basis of the acquired distributing stock in
the hands of the distributee corporation is
determined in whole by reference to the
transferor’s basis. However, consistent
with the principles of Rev. Rul. 74–5, this
rule is only applicable with respect to a
distribution by the acquired distributing,
and does not apply for purposes of any
subsequent distribution by any distributee
corporation.

b. Certain Nonrecognition Transactions
Treated as Recognition Transactions

Because the IRS and Treasury Depart-
ment believe that acquisitions made in ex-
change for assets violate the common pur-
pose of section 355(b)(2)(C) and (D) even
if no gain or loss is recognized, these pro-
posed regulations provide that such trans-
actions are treated as transactions in which
gain or loss is recognized.

i. Acquisitions in Exchange for Assets

As discussed in section C.1. of this
preamble, the common purpose underly-
ing section 355(b)(2)(C) and (D) is that
distributing generally should not be able
to use its assets to acquire a new trade or
business in anticipation of distributing that
trade or business (or facilitating the dis-
tribution of another trade or business) to
its shareholders in a tax-free transaction.
Similarly, and also discussed in section
C.1. of this preamble, section 355(b), by
permitting the use of distributing stock to
acquire a trade or business, ensures a his-
toric relationship between the distributing
shareholders and the trades or businesses
relied upon to satisfy the active trade or
business requirement.

The following examples illustrate dis-
tributing’s use of its assets to acquire a new
trade or business.

First, assume that D, a corporation that
does not directly conduct a five-year ac-
tive trade or business, owns all of the stock
of C, a corporation with a five-year active
trade or business. D wishes to spin-off C
to its shareholders, but to do so D must sat-
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isfy the active trade or business require-
ment. Accordingly, D contributes assets
to an unrelated partnership that is engaged
in a five-year active trade or business in a
transaction to which section 721 applies in
exchange for an interest in the partnership
that otherwise satisfies the requirements
for D to be attributed the trade or business
assets and activities of the partnership, as
discussed in section I. of this preamble.
Two years after the transfer, when D’s only
active trade or business is the business con-
ducted by the partnership, D distributes the
C stock pro rata to the D shareholders.

Alternatively, assume that D, a corpo-
ration with a five-year active trade or busi-
ness, transfers assets to unrelated T, a cor-
poration with a five-year active trade or
business, in a transaction to which section
351 applies in exchange for an amount of
T stock constituting control. Two years af-
ter the transfer, when T’s only active trade
or business is the business T conducted be-
fore D’s transfer, D distributes the T stock
pro rata to the D shareholders.

Similarly, assume that D, a corporation
with a five-year active trade or business,
owns all of the stock of C, a corporation
that does not have a five-year active trade
or business but has other assets. To cause
C to satisfy the active trade or business
requirement, D arranges for C to acquire
a five-year active trade or business from
T, an unrelated corporation, in a reorgani-
zation described in section 368(a)(1)(A).
In the reorganization, the shareholders of
T receive solely common stock of C rep-
resenting 20 percent or less of the voting
power of all classes of C stock. Two years
after the reorganization, D distributes the
C stock pro rata to the D shareholders.

In each of these examples, D has di-
rectly or indirectly acquired a trade or busi-
ness in exchange for assets. See and com-
pare Situation 2 of Rev. Rul. 2002–49,
2002–2 C.B. 288, (corporation’s use of ap-
preciated securities to acquire a trade or
business of a partnership in a transaction to
which section 721 applies is treated as an
acquisition in which gain or loss was rec-
ognized); section 4.01(29) of Rev. Proc.
2007–3, 2007–1 I.R.B. 108, (the IRS will
not ordinarily rule where distributing ac-
quires control of controlled by transferring
inactive assets in a transaction meeting the
requirements of section 351(a) or section
368(a)(1)(D) and in which no gain or loss
is recognized). While these transactions

satisfy the literal requirements of section
355(b)(2)(C) or (D), the underlying com-
mon purpose of those provisions has been
violated. In each case, distributing has ac-
quired in exchange for distributing’s as-
sets, either directly or indirectly through
the issuance of controlled stock the trade
or business to be relied on by distributing
or controlled.

Furthermore, in each of these examples,
the historic owners have supplied a trade
or business for distributing or controlled,
but they are not participants in the divi-
sive transaction. Not being shareholders
of D, the position of the historic owners of
the acquired business is not altered by the
distribution of the controlled stock. Ac-
cordingly, neither distributing nor the dis-
tributing shareholders have a historic rela-
tionship with the separated businesses, and
the distribution of the controlled stock is
not the type of transaction to which section
355 was intended to apply.

By contrast, had D issued its own stock
in the reorganization in the last example,
the substance of the transaction would be
different. D would not have indirectly ac-
quired a trade or business in exchange for
assets but rather for its own equity. Be-
cause D would not be purchasing a busi-
ness for its shareholders, the distribution
is not a substitute for a taxable distribution
of the consideration that would have been
used in the purchase. Furthermore, where
D stock is used as the consideration the for-
mer T shareholders would have joined D’s
shareholder base, and become participants
in the divisive reorganization.

These proposed regulations prohibit the
acquisition of a trade or business directly
or indirectly in exchange for assets in or-
der to ensure that the common purpose of
section 355(b)(2)(C) and (D) is satisfied.
Such an acquisition also would include a
swap of an interest in an existing five-year
active trade or business for an interest in a
new active trade or business. This type of
an acquisition could occur through the for-
mation of a joint venture structure.

For example, assume D and X form a
partnership joint venture in which D con-
tributes a five-year active trade or busi-
ness (ATBD) and X contributes a different
five-year active trade or business (ATBX).
D and X each receive a 50-percent inter-
est in the partnership. D’s interest is suffi-
cient to satisfy the requirements for D to be
attributed the partnership’s trade or busi-

ness assets and activities (as discussed in
section I. of this preamble). Prior to a po-
tential section 355 distribution by D, and
within five years of the contribution, the
partnership sells ATBD.

D cannot rely on ATBX until five
years after the acquisition of its interest in
the partnership because, in effect, at the
time of the contributions D exchanged a
50-percent undivided interest in ATBD for
a 50-percent undivided interest in ATBX.
Therefore, D acquired its interest in ATBX
in exchange for its assets. While this was
a transaction in which no gain or loss
was recognized, the exchange of assets
violates the common purpose of section
355(b)(2)(C) and (D). Further, the historic
owner of ATBX would not participate in
any distribution of controlled stock by D.
Accordingly, such a distribution would not
be the type of transaction to which section
355 was intended to apply.

Similarly, a corporation can effec-
tively swap its assets through the issuance
of stock of a subsidiary (including con-
trolled). Accordingly, these proposed
regulations provide a specific rule to ad-
dress tax-free acquisitions involving the
issuance of subsidiary stock. These pro-
posed regulations provide that if a SAG
directly or indirectly owns stock of a
subsidiary (including a subsidiary SAG
member) and the subsidiary directly or
indirectly acquires a trade or business,
an interest in a partnership engaged in a
trade or business, or stock of a corporation
engaged in a trade or business from a per-
son other than such SAG in exchange for
stock of such subsidiary in a transaction in
which no gain or loss is recognized (the ac-
quisition), solely for purposes of applying
section 355(b)(2)(C) or (D) with respect
to the trade or business, partnership in-
terest, or stock acquired by the subsidiary
in the acquisition, the subsidiary’s stock
directly or indirectly owned by the SAG
immediately after the acquisition is treated
as acquired at the time of the acquisition
in a transaction in which gain or loss is
recognized.

This rule reflects the fact that although
the acquiring subsidiary did not make the
acquisition in exchange for its assets (it
issued its own stock), the SAG that owns
stock of the subsidiary has exchanged an
indirect interest in the subsidiary’s as-
sets for an indirect interest in the trade or
business acquired by the subsidiary in the
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acquisition. Thus, the SAG has indirectly
acquired a portion of the subsidiary’s
newly acquired trade or business (equal
to the shareholder’s stock interest in the
subsidiary immediately after the acquisi-
tion) in exchange for assets. Further, the
IRS and Treasury Department believe that
it would be inappropriate to allow such
acquired trade or business to be relied
on to satisfy the active trade or business
requirement within five years of its acqui-
sition because the historic owners of that
trade or business would not participate in
any distribution of controlled stock.

However, because such a transaction
does not result in an acquisition of any
pre-existing trade or business of the sub-
sidiary, this rule merely treats the SAG’s
stock in the subsidiary immediately after
the acquisition as acquired in a gain or loss
transaction for purposes of applying sec-
tion 355(b)(2)(C) or (D) to the newly ac-
quired trade or business. Further, the im-
pact of such a transaction on the ability to
rely on the newly acquired trade or busi-
ness to satisfy the requirements of section
355(b) depends upon how much subsidiary
stock the SAG owns immediately after the
transaction.

For example, assume D owns all of the
sole class of stock of S, a corporation that
does not conduct a five-year active trade
or business. T, an unrelated corporation
with a five-year active trade or business
(ATBT), merges into S in a reorganiza-
tion described in section 368(a)(1)(A) and
(D) solely in exchange for 80 percent of
the S stock, and no gain or loss is recog-
nized. Immediately after the merger, D
owns only 20 percent of the sole class of
S stock. Solely for purposes of determin-
ing whether ATBT can be relied on to sat-
isfy the active trade or business require-
ment, D is treated as having acquired its
20 percent of the S stock at the time of
the merger of T into S in a transaction in
which gain or loss was recognized. Ac-
cordingly, as described in section D.2.a. of
this preamble regarding certain multi-step
acquisitions of a subsidiary SAG member,
if D subsequently acquired the 80 percent
of the S stock held by the other share-
holders solely in exchange for D voting
stock in a reorganization described in sec-
tion 368(a)(1)(B) in which no gain or loss
was recognized, S would become a DSAG
member and D could rely on ATBT to sat-

isfy the active trade or business require-
ment.

Accordingly, in light of all of these con-
cerns, these proposed regulations gener-
ally provide that acquisitions paid for in
whole or in part, directly or indirectly, with
assets of the DSAG will be treated as ac-
quisitions in which gain or loss is recog-
nized. However, if a DSAG member or
controlled acquires the trade or business
solely in exchange for distributing stock,
distributing acquires control of controlled
solely in exchange for distributing stock,
or controlled acquires the trade or busi-
ness from distributing solely in exchange
for stock of controlled, in a transaction in
which no gain or loss is recognized, the
requirements of section 355(b)(2)(C) and
(D) are satisfied. Such acquisitions are not
made in exchange for assets of the DSAG.

An additional question arising under
section 355(b)(2)(C) and (D) is whether
the assumption of liabilities is treated as
a payment of money or other property,
and hence the use of assets. See United
States v. Hendler, 303 US 564, reh’g
denied, 304 US 588 (1938) (viewing an
assumption of a liability by a transferee as
in substance a payment to the transferor).
Congress has indicated that the assump-
tion of liabilities is not to be treated as
the payment of money or other property
in certain transactions in which no gain
or loss is recognized. For example, the
assumption of liabilities is not treated as
the payment of money or other property
in certain exchanges to which section 351
or 361 applies. See section 357(a). Fur-
ther, the assumption of liabilities does
not violate the solely for voting stock re-
quirement in a reorganization described
in section 368(a)(1)(C) where the ac-
quiring corporation does not otherwise
exchange money or other property. See
section 368(a)(1)(C) and (a)(2)(B). Be-
cause Congress has granted this special
treatment for liability assumptions in cer-
tain nonrecognition transactions, the IRS
and Treasury Department believe that sim-
ilar treatment is generally appropriate for
purposes of section 355(b)(2)(C) and (D).
Accordingly, these proposed regulations
provide that the assumption by the DSAG
or CSAG of liabilities of a transferor shall
not, in and of itself, be treated as the pay-
ment of assets if such assumption is not
treated as the payment of money or other

property under any other applicable provi-
sion.

Finally, these proposed regulations
clarify that an acquisition to which sec-
tion 304(a)(1) applies does not satisfy
the requirements of section 355(b)(2)(C)
or (D). The IRS and Treasury Depart-
ment believe that a stock acquisition to
which section 304 applies is a transaction
in which gain or loss is recognized for
purposes of section 355(b)(2)(C) and (D)
even if it merely results in the transferor’s
receipt of dividend income. These pro-
posed regulations clarify that, regardless
of the tax consequences to the transferor,
such a transaction is an acquisition made
in exchange for assets, and therefore does
not satisfy the requirements of section
355(b)(2)(C) and (D).

ii. Partnership Distributions

These proposed regulations provide
that an acquisition consisting of a distribu-
tion from a partnership is generally treated
as a transaction in which gain or loss is
recognized because it constitutes an acqui-
sition in exchange for assets. That is, the
distributee partner is generally exchang-
ing an indirect interest in all the assets
of the partnership for a direct interest in
the property distributed. However, these
proposed regulations provide that if the
corporation is already attributed the trade
or business assets and activities of a part-
nership, the corporation’s acquisition of
such trade or business assets and activities
from the partnership is not, in and of itself,
the acquisition of a new trade or business.
Further, these proposed regulations pro-
vide that an acquisition consisting of a
pro rata distribution from a partnership of
stock or an interest in a lower-tier partner-
ship is not an acquisition in exchange for
assets to the extent the distributee partner
did not acquire the interest in the distribut-
ing partnership during the pre-distribution
period in a transaction in which gain or
loss was recognized and to the extent the
distributing partnership did not acquire the
distributed stock or partnership interest
within such period. In such a case, the
distributee partner has merely exchanged
an indirect interest for a direct interest
in the distributed stock or partnership in-
terest, and continues to possess the same
indirect interest in the remaining assets of
the partnership.
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iii. Lack of Transferred Basis

Section 1.355–3(b)(4)(i) provides that
a trade or business acquired, directly or
indirectly, within the pre-distribution pe-
riod in a transaction in which the basis of
the assets acquired was not determined in
whole or in part by reference to the trans-
feror’s basis does not qualify under section
355(b)(2), even though no gain or loss was
recognized by the transferor. These pro-
posed regulations do not include a similar
provision. The IRS and Treasury Depart-
ment believe that the prohibition against
acquisitions in exchange for assets fully
addresses such acquisitions.

c. Application of Section 355(b)(2)(C)
and (D) to Predecessors

Unlike §1.355–3(b)(4)(i), which only
took “a predecessor in interest” into ac-
count for purposes of applying section
355(b)(2)(D), these proposed regulations
provide that any reference to a corporation
includes a reference to a predecessor of
such corporation in applying both sec-
tion 355(b)(2)(C) and (D). The IRS and
Treasury Department believe that prede-
cessors should be taken into account in
applying both section 355(b)(2)(C) and
(D) because the same policy concerns ex-
ist regardless of whether the transaction
involves the acquisition of assets or stock.
For this purpose, the proposed regula-
tions define a predecessor of a corporation
as a corporation that transfers its assets
to such corporation in a transaction to
which section 381 applies. The IRS and
Treasury Department believe that it is ap-
propriate to take predecessors into account
in applying these provisions in order to
appropriately minimize the significance
of which corporation is the acquiror and
which corporation is the target.

Further, because the SAG rule effec-
tively treats SAG members as a single-en-
tity for purposes of section 355(b), these
proposed regulations also apply section
355(b)(2)(C) and (D) to acquisitions dur-
ing the pre-distribution period by corpo-
rations that later become DSAG or CSAG
members. These types of acquisitions are
similar to predecessor asset acquisitions.

4. Requests for comments regarding
exceptions to section 355(b)(2)(C) and
(D)

The IRS and Treasury Department re-
quest comments regarding whether any ad-
ditional exceptions to section 355(b)(2)(C)
and (D) are appropriate. In particular, the
IRS and Treasury Department request
comments regarding whether acquisitions
in which gain is recognized solely as a
result of the application of section 367
should be treated as violating section
355(b)(2)(C) or (D). The IRS and Trea-
sury Department also request comments
regarding whether an exception should
exist for taxable acquisitions made by dis-
tributing solely in exchange for distribut-
ing stock because such acquisitions are not
made in exchange for distributing’s assets
and do not appear to violate the common
purpose of section 355(b)(2)(C) and (D).

In addition, the IRS and Treasury De-
partment request comments regarding
whether a redemption of stock should be a
transaction to which section 355(b)(2)(C)
or (D) applies. Under current law, no re-
lief is provided for such transactions. See
McLaulin v. Commissioner, 276 F.3d 1269
(11th Cir. 2001) (concluding that section
355(b)(2)(D) applies when distributing
acquires control of a subsidiary through
a redemption of subsidiary stock). Com-
pare Rev. Rul. 57–144, 1957–1 C.B. 123.
Specifically, comments are requested on
whether all types of redemptions should be
subject to the same rule, whether the treat-
ment of redemptions should be determined
by the source of payment, whether the re-
demption constitutes an indirect exchange
for assets of distributing or controlled, and
the method of making these determina-
tions. Alternatively, the IRS and Treasury
Department request comments on whether
an exception should be provided for re-
demptions of shareholders that exercise
dissenters’ rights. Compare Rev. Rul.
68–285, 1968–1 C.B. 147, (concluding
that cash paid to dissenting target corpora-
tion shareholders by the target corporation
does not violate the solely for voting stock
requirement of section 368(a)(1)(B)) with
Rev. Rul. 73–102, 1973–1 C.B. 186,
(concluding that cash paid to dissenting
target corporation shareholders by the ac-
quiring corporation is treated as money
or other property paid by the acquiring
corporation for the properties of the tar-

get corporation in a reorganization under
section 368(a)(1)(C)). These proposed
regulations do not include an exception
for redemptions generally or for those in
connection with the exercise of dissenters’
rights.

Finally, the IRS and Treasury Depart-
ment request comments regarding whether
a transaction in which a distributee corpo-
ration acquires in a transaction in which
no gain or loss is recognized newly is-
sued stock of distributing in exchange for
money or property previously acquired
for cash during the pre-distribution pe-
riod should be treated as a transaction
in which gain or loss is recognized. For
example, assume D and C have each en-
gaged in the active conduct of a trade or
business for more than five years. During
the pre-distribution period, P, an unre-
lated corporation, purchases trucks and
transfers them to D in exchange for D
stock meeting the requirements of section
368(c) in a transaction to which section
351 applies. No gain or loss is recog-
nized. D subsequently distributes all the
C stock to P in a separate transaction
within five years of P’s acquisition of the
D stock. Notwithstanding that this trans-
action satisfies the literal requirements of
section 355(b)(2)(D), it appears to violate
the General Utilities doctrine because it
permits the distributee corporation, P, to
receive a fair market value basis (or close
to a fair market value basis) in the dis-
tributing stock, enabling the potential sale
of controlled stock without the appropriate
recognition of gain. Additionally, the IRS
and Treasury Department are studying
whether the principles of the foregoing
rule should be extended to any distributee
in regulations under section 355(d), and
request comments on this point.

D. Treatment of Certain Multi-step
Acquisitions

These proposed regulations provide
specific rules regarding the application
of section 355(b)(2)(C) and (D) to cer-
tain multi-step acquisitions. Based on
the interpretation of section 355(b)(2)(D),
and the enactment of section 355(b)(3),
the IRS and Treasury Department be-
lieve that it is appropriate to apply section
355(b)(2)(C) and (D) to multi-step acqui-
sitions in a consistent manner. Further,
the IRS and Treasury Department be-
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lieve that it is appropriate to treat certain
multi-step acquisitions of target corpora-
tion stock as satisfying the requirements
of section 355(b)(2)(C) or (D) (as appli-
cable) notwithstanding that some portion
of the stock may have been acquired in a
separate transaction in which gain or loss
was recognized.

1. Multi-step acquisition of control of
distributing or controlled

a. Direct Acquisitions

Section 355(b)(2)(D) provides that
control of distributing or controlled may
be acquired within the pre-distribution pe-
riod provided that “in each case in which
such control was so acquired, it was so
acquired, only by reason of transactions in
which gain or loss was not recognized in
whole or in part, or only by reason of such
transactions combined with acquisitions
before the beginning of such period.” The
IRS and Treasury Department interpret
this language to mean that at the time
control is first acquired, the acquiring
corporation (or its SAG) is required to
own stock meeting the requirements of
section 368(c) that was acquired in one
or more transactions in which no gain or
loss was recognized or by reason of such
transactions combined with acquisitions
before the beginning of the pre-distribu-
tion period. Thus, at the time an acquiring
corporation (or its SAG) first satisfies the
section 368(c) control requirement, the
acquiring corporation (or its SAG) must
possess section 368(c) control without
relying on any stock acquired in a transac-
tion in which gain or loss was recognized
during the pre-distribution period.

For example, assume that C has two
classes of stock outstanding. X owns all
95 shares of the class A stock of C rep-
resenting 95 percent of the voting power
and 70 percent of the value and Y owns all
of the class B stock of C representing five
percent of the voting power and 30 per-
cent of the value. In year 1, unrelated D
acquires 10 shares of the class A C stock
from X in a transaction in which gain or
loss is recognized. In year 2, D acquires
an additional 80 shares of class A C stock
from X in a separate transaction in which
no gain or loss is recognized. In year 3, D
acquires the remaining five shares of class
A C stock from X in a separate transac-

tion in which gain or loss is recognized. In
year 4, D distributes the 95 shares of class
A C stock to the D shareholders. Assum-
ing all of the other requirements of sec-
tion 355(b) are satisfied, the requirements
of section 355(b)(2)(D)(ii) are satisfied be-
cause at the time D first acquired control
of C (immediately after the year 2 acqui-
sition), D owned an amount of C stock
constituting control that was acquired in a
transaction in which no gain or loss was
recognized (the 80 shares of class A C
stock acquired in year 2). (However, the
10 shares of class A C stock acquired in
year 1 and the five shares of class A C
stock acquired in year 3 may be treated as
boot under section 355(a)(3)(B).)

On the other hand, assume the same
facts as the previous example, except that,
in year 2, D acquires only 75 shares of
class A C stock from X. The requirements
of section 355(b)(2)(D)(ii) are not satisfied
because at the time D first acquired control
of C (immediately after the year 2 acquisi-
tion), D did not own an amount of C stock
constituting control that was acquired in
one or more transactions in which no gain
or loss was recognized or acquired prior to
the pre-distribution period. D only owns
C voting stock representing 75 percent of
the total voting power that was acquired in
a transaction in which no gain or loss was
recognized. The result would be the same
if the year 3 acquisition was also a trans-
action in which no gain or loss was recog-
nized.

b. Indirect Acquisitions

These proposed regulations also pro-
vide that the principles of this rule will be
applied with respect to an indirect acqui-
sition of distributing or controlled stock.
For example, assume T corporation owns
stock of C (an unaffiliated subsidiary) con-
stituting control (and no more). Unrelated
D acquires 10 percent of the sole outstand-
ing class of stock of T in a transaction in
which gain or loss is recognized. In a sep-
arate transaction, T merges into D solely
in exchange for D stock in a transaction
in which no gain or loss is recognized. In
applying this multi-step acquisition rule to
D’s subsequent acquisition of control of C
in the merger, the prior acquisition of T
stock in the transaction in which gain or
loss was recognized is treated as an acqui-
sition of 10 percent of the C stock owned

by T (representing 8 percent of the total
combined voting power of the C stock) in
a transaction in which gain or loss is rec-
ognized. Accordingly, the requirements
of section 355(b)(2)(D)(ii) are not satisfied
because at the time D first acquires control
of C, D does not own an amount of C stock
constituting control that was acquired in
one or more transactions in which no gain
or loss is recognized or acquired prior to
the pre-distribution period. At that time, D
had only acquired C stock representing 72
percent of the total combined voting power
of the C stock in a transaction in which no
gain or loss is recognized.

2. Other multiple-step acquisitions

As discussed in sections A.1., B.1., and
B.3. of this preamble, if D acquires sec-
tion 1504(a)(2) stock of a corporation, the
acquired corporation will become a DSAG
member and the corporation will be treated
like a division of D for purposes of the
active trade or business requirement. As
such, D is treated as if it acquired the assets
and activities of the new subsidiary SAG
member, and the acquisition must satisfy
the requirements of section 355(b)(2)(C)
rather than section 355(b)(2)(D). If D sub-
sequently acquires the remaining stock of
the corporation in a separate transaction,
such acquisition is disregarded for pur-
poses of satisfying the active trade or busi-
ness requirement (regardless of whether
gain or loss was recognized in the sepa-
rate transaction) because the subsidiary is
already treated as a division of D for this
purpose. The IRS and Treasury Depart-
ment believe that the order of these acqui-
sitions should not be determinative in ap-
plying section 355(b)(2)(C), provided that
at the time the corporation first becomes
a subsidiary SAG member, the SAG owns
section 1504(a)(2) stock in the corporation
without relying on any stock acquired in a
transaction in which gain or loss was rec-
ognized during the pre-distribution period.

a. Direct SAG Acquisitions

Consistent with the treatment of multi-
step acquisitions of control of a corpora-
tion discussed in section D.1. of this pre-
amble, these proposed regulations provide
that multi-step acquisitions of stock result-
ing in a corporation becoming a subsidiary
SAG member will satisfy the requirements
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of section 355(b)(2)(C), provided that at
the time the corporation first becomes a
subsidiary SAG member, the SAG owns
section 1504(a)(2) stock in the corporation
without relying on any stock acquired in a
transaction in which gain or loss was rec-
ognized during the pre-distribution period.

For example, assume that in year 1, D
does not conduct an active trade or busi-
ness and has owned control of C for more
than five years. C and T, an unrelated cor-
poration, have each engaged in the active
conduct of a trade or business for more
than five years. In year 1, D acquires
10 percent of T’s sole outstanding class
of stock in a transaction in which gain or
loss was recognized. In year 2, D acquires
an additional 80 percent of T’s stock in a
separate transaction in which no gain or
loss was recognized. T becomes a DSAG
member as a result of the year 2 stock
acquisition. In year 3, D distributes the
C stock to the D shareholders. Assum-
ing all of the other requirements of section
355(b) are satisfied, the requirements of
section 355(b)(2)(C) are satisfied because
at the time T first became a DSAG mem-
ber (immediately after the year 2 acquisi-
tion), D owned an amount of T stock meet-
ing the requirements of section 1504(a)(2)
that was acquired in a transaction in which
no gain or loss was recognized (the T stock
acquired in year 2).

On the other hand, assume the same
facts as the previous example except that,
in year 2, D only acquires an additional 75
percent of T’s stock. The requirements of
section 355(b)(2)(C) are not satisfied be-
cause at the time T first became a DSAG
member (immediately after the year 2 ac-
quisition), D did not own an amount of
T stock meeting the requirements of sec-
tion 1504(a)(2) that was acquired in one
or more transactions in which no gain or
loss was recognized or acquired prior to
the pre-distribution period. D owns only
75 percent of T’s stock that was acquired in
a transaction in which no gain or loss was
recognized. The result would be the same
even if, in year 3 prior to the distribution
of the C stock, D acquired the remaining
15 percent of the T stock in a transaction
in which no gain or loss is recognized.

b. Indirect SAG Acquisitions

Similar to the rule regarding multi-step
acquisitions of control of distributing or

controlled, these proposed regulations also
provide that the principles of this rule will
be applied with respect to an indirect ac-
quisition by the SAG of stock of a corpora-
tion that becomes a SAG member. For ex-
ample, assume a DSAG member acquires
25 percent of the sole outstanding class
of stock of T, a corporation that wholly
owns S, in a transaction in which gain or
loss is recognized. In a separate transac-
tion, another DSAG member acquires all
of the stock of S from T solely in exchange
for D voting stock in a reorganization de-
scribed in section 368(a)(1)(B) in which
no gain or loss is recognized. As a re-
sult, S becomes a DSAG member. In ap-
plying this multi-step acquisition rule to
the DSAG’s subsequent acquisition of S
stock, the acquisition of 25 percent of the
T stock in the transaction in which gain or
loss was recognized will be treated as an
acquisition of 25 percent of the S stock in
a transaction in which gain or loss is rec-
ognized. Accordingly, the requirements of
section 355(b)(2)(C) are not satisfied be-
cause at the time S first becomes a DSAG
member, the DSAG does not own section
1504(a)(2) stock of S that was acquired in
one or more transactions in which no gain
or loss is recognized or acquired prior to
the pre-distribution period.

c. Multi-step Asset Acquisitions

Because stock acquisitions that result in
a corporation becoming a subsidiary SAG
member are treated as direct acquisitions
of the target corporation’s assets for pur-
poses of applying section 355(b), these
proposed regulations apply a comparable
multi-step acquisition rule to acquisitions
of stock in non-SAG members where such
non-members’ assets are subsequently di-
rectly acquired by a SAG member. Specif-
ically, these proposed regulations provide
that if immediately before a SAG’s direct
acquisition of a trade or business (or an in-
terest in a partnership engaged in a trade
or business) held by a corporation (owner)
in a transaction to which section 381 ap-
plies and in which no gain or loss is recog-
nized, the SAG owns an amount of stock
of the owner that it acquired in one or more
transactions during the pre-distribution pe-
riod in which gain or loss was recognized
such that all of the other stock of the owner
does not meet the requirements of section
1504(a)(2), such direct acquisition shall be

treated as a transaction in which gain or
loss was recognized. Thus, these proposed
regulations apply section 355(b)(2)(C) to
multi-step acquisitions in the same manner
regardless of whether the separate steps re-
sult in the target corporation becoming a
subsidiary SAG member or result in a di-
rect acquisition of the target corporation’s
assets.

For example, assume that in year 1, D
does not conduct an active trade or busi-
ness, and has owned control of C for more
than five years. C and T, an unrelated cor-
poration, have each engaged in the active
conduct of a trade or business for more
than five years. In year 1, D acquires
10 percent of T’s sole outstanding class
of stock in a transaction in which gain or
loss was recognized. In year 2, in a sep-
arate reorganization described in section
368(a)(1)(A), T merges into D and the T
shareholders receive solely D stock in ex-
change for their T stock. No gain or loss
is recognized in the merger. In year 3, D
distributes the stock of C to the D share-
holders. Assuming all of the other require-
ments of section 355(b) are satisfied, the
requirements of section 355(b)(2)(C) are
satisfied because, at the time D acquires
T’s active trade or business, D did not
own an amount of T stock that was ac-
quired in one or more transactions during
the pre-distribution period in which gain
or loss was recognized such that all of the
other T stock does not meet the require-
ments of section 1504(a)(2).

On the other hand, assume the same
facts as the previous example except that in
year 1 D acquires 21 percent of T’s stock.
The requirements of section 355(b)(2)(C)
are not satisfied because, at the time D
acquires T’s active trade or business, D
owned an amount of T stock that was ac-
quired in one or more transactions during
the pre-distribution period in which gain
or loss was recognized such that all of the
other T stock does not meet the require-
ments of section 1504(a)(2).

These proposed regulations also pro-
vide that the principles of this rule will be
applied with respect to an indirect acquisi-
tion of the target corporation’s stock by the
SAG.

E. Expansion Acquisitions

The legislative history, the courts, and
the current regulations acknowledge that
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a trade or business can undergo many
changes during the pre-distribution pe-
riod and still satisfy the requirements of
section 355(b). See H.R. No. 83–2543,
at 37, 38 (1954) (Conf. Rep.); Estate of
Lockwood v. Commissioner, 350 F.2d 712
(8th Cir. 1965); and §1.355–3(b)(3)(ii).
Furthermore, §1.355–3(b)(3)(ii) provides
“if a corporation engaged in the active
conduct of one trade or business during
that five-year period purchased, created,
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,
creation, or other acquisition effects a
change of such a character as to consti-
tute the acquisition of a new or different
business.” Therefore, an acquired trade or
business that is an expansion of the origi-
nal trade or business inherits the business
history of the expanded business.

None of these authorities, however, ad-
dresses whether an existing trade or busi-
ness can be expanded by acquiring the
stock of a corporation engaged in a trade
or business in the same line of business
as the acquiror. Because the SAG rule
causes a stock acquisition in which the ac-
quired corporation becomes a subsidiary
SAG member to be treated as an asset ac-
quisition, a corporation engaged in a trade
or business should be able to expand its ex-
isting trade or business by acquiring stock
of a corporation (including controlled) en-
gaged in a trade or business in the same
line of business provided the acquisition
results in the acquired corporation becom-
ing a subsidiary SAG member.

On the other hand, section 355(b)(3)
does not allow a corporation to rely on
the trade or business of a non-SAG sub-
sidiary — even if the corporation controls
the subsidiary — to satisfy the active trade
or business requirement. As such, it effec-
tively precludes stock expansions where
the acquired corporation does not become
a subsidiary SAG member. The IRS and
Treasury Department believe that section
355(b)(3) is the exclusive means by which
a corporation is attributed the assets (or ac-
tivities) owned (or conducted) by another
corporation. Accordingly, a stock acqui-
sition that does not result in the acquired
corporation becoming a subsidiary SAG

member should not be an expansion of the
SAG’s original business.

In addition, these proposed regulations
provide certain facts and circumstances to
be considered in determining whether one
trade or business is in the same line of busi-
ness as another trade or business. The in-
clusion of these facts and circumstances in
these proposed regulations is not intended
to be a substantive change, but merely to
clarify and restate the current law regard-
ing expansions. See Rev. Rul. 2003–18,
2003–1 C.B. 467, and Rev. Rul. 2003–38,
2003–1 C.B. 811. Some of the exam-
ples from the current regulations have been
altered in these proposed regulations to
reflect this inclusion (as well as certain
stylistic changes).

F. Rules Related to Hot Stock

Section 355(a)(3)(B) provides that
stock of controlled acquired by distribut-
ing during the pre-distribution period in
a transaction in which gain or loss is
recognized is treated as boot. Section
1.355–2(g) provides guidance regarding
the application of section 355(a)(3)(B).
The IRS and Treasury Department request
comments regarding whether §1.355–2(g)
should be amended to adopt rules under
section 355(a)(3)(B) similar to those pro-
vided in these proposed regulations for
determining whether an acquisition is one
in which gain or loss is recognized for
purposes of section 355(b)(2)(C) or (D).

In particular, the IRS and Treasury De-
partment request comments concerning
the application of section 355(a)(3)(B)
to acquisitions of stock of controlled in
gain or loss transactions that, under these
proposed regulations, are not treated as vi-
olating the requirements of section 355(b).
For example, where distributing acquires
stock of controlled in a gain or loss trans-
action that is treated as an expansion of
distributing’s existing trade or business
(because controlled is in distributing’s
line of business and becomes a DSAG
member), what portion, if any, of the ac-
quired stock should be subject to section
355(a)(3)(B)?

The current authorities may suggest
a linkage between the interpretation of
sections 355(a)(3)(B) and 355(b). See
§1.355–2(g)(1) (not applying section
355(a)(3)(B) to a taxable acquisition from
an affiliate); Rev. Rul. 78–442 (stating

“[l]ikewise, for the same reasons [that sec-
tion 355(b)(2)(C) does not apply], section
355(a)(3)[(B)] of the Code is not applica-
ble”). However, section 355(b)(3) by its
literal terms does not appear to apply for
purposes section 355(a)(3)(B).

The IRS and Treasury Department con-
tinue to study how to coordinate the ap-
plication of these provisions and request
comments in this regard. Accordingly,
these proposed regulations contain no pro-
posal to change §1.355–2(g) at this time.

G. Limited Affiliate Exception

Other than with respect to transfers of
assets (or activities) that are owned (or
performed) by the SAG immediately be-
fore and immediately after the transfer,
these proposed regulations do not include
the special treatment accorded affiliated
group members in §1.355–3(b)(4)(iii).
Thus, these proposed regulations treat
non-SAG member affiliates of distributing
or controlled in the same manner as un-
related persons for purposes of applying
section 355(b)(2)(C) and (D). While dis-
tributing is the common parent of its SAG,
distributing may be a subsidiary member
of a larger affiliated group. Therefore,
not all members of distributing’s affiliated
group are DSAG members.

Section 1.355–3(b)(4)(iii) provides that
acquisitions by one member of an affili-
ated group from another member of the
group are disregarded in applying section
355(b)(2)(C) and (D), even if gain or loss
is recognized. Section 1.355–3(b)(4)(iii)
provides for this treatment for affiliates be-
cause although “[t]he requirements of sec-
tion 355(b)(2)(C) and (D) are intended to
prevent the direct or indirect acquisition of
a trade or business by a corporation in an-
ticipation of a distribution by the corpora-
tion of that trade or business in a distri-
bution to which section 355 would other-
wise apply[,]” acquisitions from affiliates
are not the type of transaction to which
these provisions were intended to apply.
Section 1.355–3(b)(4)(iv) defines the term
“affiliated group” as 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).

The IRS and Treasury Department be-
lieve that limiting this special treatment
to transfers in which the assets (or activi-
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ties) remain in the SAG (as opposed to the
larger affiliated group) is more consistent
with the purposes of section 355(b)(3). As
discussed in section A.1. of this preamble,
section 355(b)(3) states, in effect, that in
determining whether distributing or con-
trolled is engaged in a trade or business all
DSAG or CSAG members, as the case may
be, are treated as one corporation. There-
fore, a transfer of trade or business assets
(or activities) from one SAG member to
another SAG member is disregarded, and
is not an acquisition for purposes of sec-
tion 355(b)(2)(C) (or section 355(b)(2)(D)
in the case of stock of controlled that is not
a DSAG member). The SAG rule implies a
corollary, which is that if the trade or busi-
ness assets (or activities) are not owned (or
performed) by the SAG, such assets (or ac-
tivities) should generally not be able to be
acquired from outside the SAG in a trans-
action in which gain or loss is recognized.
Thus, these proposed regulations generally
do not permit taxable acquisitions of an
active trade or business from outside the
SAG.

The IRS and Treasury Department rec-
ognize that not providing this special treat-
ment for non-SAG member affiliates is a
change from how the law has been admin-
istered in various situations. Further, the
IRS and Treasury Department recognize
that this change can represent a relaxing
or tightening of the law in this area, de-
pending upon the circumstances. For ex-
ample, under these proposed regulations
the requirements of section 355(b)(2)(C)
are satisfied where P, a higher-tier affil-
iate of distributing, purchases a trade or
business for cash and contributes it to dis-
tributing solely in exchange for distribut-
ing stock in a transaction in which no gain
or loss is recognized. On the other hand,
under these proposed regulations, the re-
quirements of section 355(b)(2)(C) are not
satisfied where P has actively conducted a
trade or business for more than five years
and sells it to D in exchange for cash.

H. Activities Performed by Certain
Related Parties

Current §1.355–3(b)(2)(iii) provides,
in part, that to satisfy the active trade or
business requirement, the corporation it-
self generally is required to perform active
and substantial management and opera-
tional functions. That regulation further

provides that activities performed by the
corporation itself generally do not include
activities performed by independent con-
tractors. In this regard, “a corporation
must engage in entrepreneurial endeavors
of such a nature and to such an extent
as to qualitatively distinguish its opera-
tions from mere investments [, and] …
there should be objective indicia of such
corporate operations.” Rafferty v. Com-
missioner, 452 F.2d 767, 772 (1st Cir.
1971) cert. denied 408 US 922 (1972)
(concluding that a corporation that did not
pay salaries or rent, did not employ inde-
pendent contractors, and merely collected
rent, paid taxes, and kept separate books,
failed to satisfy these requirements). The
IRS and Treasury Department believe that
a corporation may rely on the activities
performed by certain related parties in
conducting its “entrepreneurial endeav-
ors,” and such activities can constitute
“objective indicia” of corporate opera-
tions.

While section 355(b)(3) treats all SAG
members as one corporation, the IRS and
Treasury Department are aware that affil-
iated groups of corporations that include
non-SAG member affiliates might use
employees of one member of the group to
perform management or operational func-
tions for another member of the group.
The IRS and the Treasury Department
believe that a corporation can satisfy the
active trade or business requirement even
if all the management and operational
functions are performed by employees
of affiliates that are not members of ei-
ther the DSAG or CSAG. In other words,
the DSAG or CSAG can be engaged in
“entrepreneurial endeavors” that are dis-
tinguishable from mere passive investment
even if the management and operational
functions are performed for the DSAG or
CSAG by employees of non-SAG affili-
ates. Such individuals bear a close enough
relationship to the DSAG or CSAG to
be distinguished from mere independent
contractors for purposes of the active
trade or business requirement. The IRS
and Treasury Department believe that this
treatment is appropriate and consistent
with previously published guidance.

Issued prior to the enactment of section
355(b)(3), Rev. Rul. 79–394, 1979–2
C.B. 141, amplified by Rev. Rul. 80–181,
1980–2 C.B. 121, concludes that con-
trolled satisfies the active trade or busi-

ness requirement even though all of the
operational activities of its business are
conducted by an affiliate’s employees
before the distribution. The IRS and Trea-
sury Department believe that extending
the principles of Rev. Rul. 79–394 and
Rev. Rul. 80–181 to the performance of
management (in addition to operational)
functions by employees of an affiliate is
consistent with the purposes underlying
the active trade or business requirement.
Accordingly, these proposed regulations
provide that, in determining whether a cor-
poration is engaged in the active conduct
of a trade or business, activities (including
management and operational functions)
performed by employees of the corpo-
ration’s affiliates (including non-SAG
members) are taken into account.

Furthermore, the IRS and Treasury De-
partment believe that a corporation can sat-
isfy the active trade or business require-
ment even if all the management and oper-
ational functions are performed by share-
holders of the corporation if it is closely
held. The shareholders of closely held
corporations possess a close relationship
with the corporation, similar to employ-
ees of affiliates. Accordingly, these pro-
posed regulations provide that, in deter-
mining whether a corporation is engaged
in the active conduct of a trade or business,
activities (including management and op-
erational functions) performed by share-
holders of a closely held corporation are
taken into account in certain cases.

The IRS and Treasury Department do
not believe that the absence of an excep-
tion for acquisitions from non-SAG mem-
ber affiliates is inconsistent with conclud-
ing that a corporation can satisfy the ac-
tive trade or business requirement by re-
lying on the management and operational
functions performed by employees of non-
SAG member affiliates. Relying on the ac-
tivities of such employees does not involve
the acquisition of a trade or business. As
such, it is not the type of transaction or ar-
rangement section 355(b)(2) was intended
to address. Accordingly, the IRS and Trea-
sury Department believe it is appropriate
to apply a broader standard with respect to
relying on employees of non-SAG mem-
ber affiliates.

While it is appropriate to consider the
management and operational activities of
employees of all affiliates in determining
whether a corporation satisfies the active
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trade or business requirement, the IRS and
Treasury Department believe that a cor-
poration should satisfy the active trade or
business requirement only if it (or another
SAG member, or a partnership from which
the trade or business assets and activities
are attributed) is the principal owner of
the goodwill and significant assets of the
trade or business for Federal income tax
purposes. Accordingly, a corporation will
be treated as engaged in the active con-
duct of a trade or business only if, for Fed-
eral income tax purposes, it (or its SAG
member, or a partnership from which the
trade or business assets and activities are
attributed) is the principal owner of the
goodwill and significant assets of the trade
or business. Accordingly, some of the ex-
amples from the current regulations have
been altered in these proposed regulations
to reflect this goodwill and significant as-
set standard (as well as certain stylistic
changes).

I. Activities Conducted by a Partnership

Revenue Ruling 92–17, 1992–1 C.B.
142, and Rev. Rul. 2002–49, 2002–2
C.B. 288, address in a number of fact situ-
ations whether a corporation that is a part-
ner in a partnership can satisfy the active
trade or business requirement by reason
of its ownership of the partnership inter-
est where the partnership conducts a trade
or business. Those rulings illustrate that
a corporation owning a 20-percent inter-
est in a state law partnership or limited li-
ability company (LLC) that is classified as
a partnership for Federal income tax pur-
poses can be treated as engaged in the ac-
tive conduct of the trade or business of the
partnership if the corporation performs ac-
tive and substantial management functions
for the partnership’s business. In addition,
Rev. Rul. 2002–49 concludes that such
a corporation can be treated as engaged in
the active conduct of a partnership’s trade
or business, even if another partner also
performs active and substantial manage-
ment functions for the partnership’s trade
or business.

Consistent with the principles set forth
in Rev. Rul. 92–17 and Rev. Rul.
2002–49 regarding satisfying the active
trade or business requirement through an
interest in a partnership, these proposed
regulations provide that for purposes of
section 355(b) a partner will be attributed

the trade or business assets and activities
of a partnership if the partner (1) performs
active and substantial management func-
tions for the partnership with respect to the
trade or business assets or activities (for
example, makes decisions regarding sig-
nificant business issues of the partnership
and regularly participates in the overall
supervision, direction, and control of the
employees performing the operational
functions for the partnership), and (2)
owns a meaningful interest in the partner-
ship. Further, because a partnership might
only conduct a portion of a trade or busi-
ness, the IRS and Treasury Department
believe that a partner that satisfies these
requirements can be attributed the por-
tions of a trade or business (or assets and
activities) that are conducted by a partner-
ship. Under these circumstances the IRS
and Treasury Department believe that it is
appropriate to aggregate the partnership’s
trade or business assets and activities with
those of the partner for purposes of de-
termining whether the partner satisfies
the active trade or business requirement.
However, the stock of a corporation held
by the partnership is not attributed to a
partner.

The IRS and Treasury Department un-
derstand that the facts presented in Rev.
Rul. 92–17 and Rev. Rul. 2002–49 do not
necessarily reflect the exclusive methods
by which corporations engage in a trade
or business through a partnership. In par-
ticular, the IRS and Treasury Department
understand that both the management and
operational activities of an LLC are often
conducted by the LLC itself, rather than by
its members, to protect its members from
liability for the LLC’s activities. In these
cases, Rev. Rul. 92–17 and Rev. Rul.
2002–49 do not explicitly support the con-
clusion that a corporation may rely on the
trade or business assets and activities of
an LLC to satisfy the active trade or busi-
ness requirement, since no activities are
performed by the corporate partner.

The IRS and Treasury Department be-
lieve that, in certain cases, a partner that
owns a significant interest in an entity
that is treated as a partnership for Federal
income tax purposes should be attributed
the trade or business assets and activities
of a partnership, even if the partner does
not directly conduct any activities relat-
ing to the business of the partnership. By

comparison, the IRS and Treasury De-
partment have promulgated regulations
regarding the treatment of acquired as-
sets held by a partnership for purposes
of satisfying the continuity of business
enterprise requirement applicable to re-
organizations. Those regulations provide
that a partner will be treated as owning
the acquired target business assets used
in the business of a partnership in sat-
isfaction of the continuity of business
enterprise requirement if the members of
the qualified group, in the aggregate, own
an interest in the partnership representing
a significant interest in that partnership
business. See §1.368–1(d)(4)(iii)(B)(1).
Those regulations include an example
concluding that the continuity of business
enterprise requirement is satisfied where
a partner owns a one-third interest in a
partnership that continues the business of
the target corporation, even though the
partner performs no management or op-
erational functions for that business. See
§1.368–1(d)(5) Example 9.

These proposed regulations yield re-
sults similar to the continuity of business
enterprise rule in determining whether
the active trade or business requirement
is satisfied when a corporation conducts
a trade or business or portions of a trade
or business through a partnership but
does not participate in the partnership’s
activities. Specifically, these proposed
regulations provide that for purposes of
section 355(b) a partner will be attributed
the trade or business assets and activities
of a partnership provided the partner owns
a significant interest in the partnership.
The IRS and Treasury Department intend
that the term “significant interest” requires
an ownership interest that is greater than
that suggested by the term “meaningful
interest,” which is the level of ownership
required for a partner to be attributed the
trade or business assets and activities of a
partnership in cases where the partner per-
forms active and substantial management
functions for the partnership.

However, a partner will be attributed
the trade or business assets and activities
of a partnership only during the period it
owns a significant interest or alternatively
owns a meaningful interest and performs
active and substantial management func-
tions.
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J. Additional Requests for Comments

The IRS and Treasury Department re-
quest comments regarding whether the
regulations should include a rule that
would treat an acquisition in which no
gain or loss is recognized as an acquisition
in which gain or loss is recognized if that
would be the treatment had the transaction
been executed in the opposite direction.
For example, assume that, in year 1, P, a
corporation not engaged in an active trade
or business, acquires 50 percent of all of
the outstanding stock of D (which is en-
gaged in an active trade or business, and
owns control of C, which is also engaged
in an active trade or business) in a trans-
action in which gain or loss is recognized,
and then, in a separate transaction in year
3, D merges into P solely in exchange
for P stock in a transaction described in
section 368(a)(1)(A) in which no gain
or loss is recognized. P then distributes
the C stock to its shareholders in year
4. Under these proposed regulations, P
is treated as having acquired D’s trade
or business and control of C during the
pre-distribution period in a transaction in
which gain or loss is recognized because
P acquired more than 20 percent of D’s
stock during the pre-distribution period
in a transaction in which gain or loss was
recognized (see sections D.1.b. and D.2.c.
of this preamble). However, if P merges
downstream into D solely in exchange
for D stock in a reorganization described
in section 368(a)(1)(A) and (D) in which
no gain or loss is recognized, there liter-
ally is not an acquisition in which gain or
loss is recognized under these proposed
regulations, because D did not acquire
any interest in an active trade or business
from P. Comments are requested regarding
whether the result should differ depending
upon the direction of the merger. See and
compare §1.355–3(b)(4)(ii) (predecessor
of distributing acquiring control of dis-
tributing).

Further, the IRS and Treasury Depart-
ment request comments regarding the
appropriate methods of measuring indirect
acquisitions of stock for purposes of the
rules regarding multi-step acquisitions,
as discussed in section D. of this pream-
ble. Specifically, comments are requested
regarding how the indirect acquisition
should be measured where the acquired
corporation has multiple classes of stock

outstanding, or where the acquired entity
is a partnership. For example, assume T
is a corporation that owns all of the stock
of a subsidiary, S, and T has class A com-
mon stock, class B common stock, and
preferred stock outstanding. If D acquires
10 percent of the T class A common stock,
how should one determine what percent-
age of S stock D has indirectly acquired?
Should it be based on the value of the T
stock D acquired relative to the value of
all of the T stock or other factors? How
should the voting power of the acquired
T stock be taken into account in applying
these rules to potential indirect acquisi-
tions of control?

In addition, the IRS and Treasury
Department request comments regard-
ing whether the parameters of the good
faith and inadvertence exceptions in
Notice 2004–37, 2004–1 C.B. 947, re-
garding the value requirement in section
1504(a)(2)(B) should apply for purposes
of determining whether corporations are
SAG members even if they are not mem-
bers of a consolidated group. That is,
the IRS and Treasury Department request
comments regarding whether the policies
underlying the SAG rule and the reference
to section 1504(a) in section 355(b)(3)(B)
suggest that the good faith and inadver-
tence exceptions should apply and be
interpreted in the same way for SAG
membership as for affiliation for purposes
of filing consolidated returns.

The IRS and Treasury Department also
request comments regarding whether the
regulations should clarify the circum-
stances under which the separation of a
segment of an active trade or business
should be treated as a separate active trade
or business after it is spun off and, if so,
what the governing principle should be.
See, for example, §1.355–3(c) Example
9 (separation of a corporation’s research
department from the rest of its manufac-
turing business).

Although these regulations are gener-
ally proposed to be applicable to distribu-
tions that occur after the date these regula-
tions are published as final regulations in
the Federal Register, the IRS and Trea-
sury Department invite comments regard-
ing whether it would be appropriate and
desirable to allow taxpayers to elect to ap-
ply these provisions retroactively (subject
to the applicability of section 355(b)(3)).

Proposed Effective Date

These proposed regulations are pro-
posed to apply to distributions that occur
after the date these regulations are pub-
lished as final regulations in the Federal
Register.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in Exec-
utive Order 12866. Therefore, a regula-
tory assessment is not required. It has also
been determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these regu-
lations, and, because these regulations do
not impose a collection of information on
small entities, the Regulatory Flexibility
Act (5 U.S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Code,
these regulations have been submitted to
the Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on its impact on small businesses.

Comments and Requests for Public
Hearing

Before these proposed regulations are
adopted as final regulations, considera-
tion will be given to any written (a signed
original and eight (8) copies) or electronic
comments that are submitted timely to
the IRS. The IRS and Treasury Depart-
ment request comments on the clarity of
the proposed rules and how they can be
made easier to understand. All comments
will be available for public inspection and
copying. A public hearing will be sched-
uled if requested in writing by any person
that timely submits written comments. If a
public hearing is scheduled, notice of the
date, time, and place for the public hearing
will be published in the Federal Register.

Drafting Information

The principal author of these proposed
regulations is Russell P. Subin of the Of-
fice of Associate Chief Counsel (Corpo-
rate). However, other personnel from the
IRS and Treasury Department participated
in their development.
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Availability of IRS Documents

IRS revenue rulings, procedures, and
notices cited in this preamble are made
available by the Superintendent of Docu-
ments, U.S. Government Printing Office,
Washington, DC 20402.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is proposed
to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.355–0 is amended by

revising the entries under §1.355–3.
The revisions are as follows:

§1.355–0 Outline of sections.

* * * * *

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

(a) General requirements.
(b) Active conduct of a trade or business

defined.
(1) In general.
(i) Directly engaged in a trade or busi-

ness.
(ii) Treatment of a separate affiliated

group.
(iii) Separate affiliated group defined.
(2) Active conduct of a trade or business

immediately after the distribution.
(i) In general.
(ii) Trade or business.
(iii) Active conduct.
(iv) Limitations.
(v) Partner attributed the trade or busi-

ness assets and activities of a partnership.
(A) In general.
(B) Significant interest.
(C) Meaningful interest.
(D) Other factors.
(3) Active conduct for the pre-distribu-

tion period.
(i) In general.
(ii) Change and expansion.
(iii) Certain transactions with partner-

ships that do not constitute acquisitions.

(4) Special rules for an acquisition of a
trade or business.

(i) In general.
(A) Application of section

355(b)(2)(C).
(B) Application of section

355(b)(2)(D).
(C) Gain or loss recognized.
(ii) Certain transactions treated as trans-

actions in which gain or loss is recognized.
(A) Certain tax-free acquisitions made

in exchange for assets.
(B) Distributions from partnerships.
(iii) Certain transactions in which rec-

ognized gain or loss is disregarded.
(A) Transfers to controlled.
(B) Cash for fractional shares.
(C) Certain acquisitions of control of

distributing.
(iv) Operating rules for acquisitions.
(A) Predecessors.
(B) Certain multi-step acquisitions of

control of distributing or controlled.
(C) Certain multi-step acquisitions of a

subsidiary SAG member.
(D) Certain multi-step asset acquisi-

tions.
(E) Acquisitions involving the issuance

of subsidiary stock.
(F) Acquisitions of controlled stock

where controlled is or becomes a DSAG
member.

(G) Treatment of stock received in cer-
tain tax-free exchanges.

(H) Situations where the separate exis-
tence of a subsidiary SAG member is re-
spected.

(c) Definitions.
(1) Affiliate.
(2) Controlled.
(3) Distributing.
(4) Pre-distribution period.
(d) Conventions and examples.
(1) Conventions.
(2) Examples.

* * * * *
Par. 3. Section 1.355–1 is amended by

revising paragraph (a) to read as follows:

§1.355–1 Distribution of stock and
securities of a controlled corporation.

(a) Effective date of certain sections.
Except as otherwise provided, §§1.355–1,
1.355–2, and 1.355–4 apply to transactions
occurring after February 6, 1989. Sec-
tion 1.355–3 applies to distributions af-
ter the date these regulations are published

as final regulations in the Federal Regis-
ter. For transactions occurring on or be-
fore that date but after February 6, 1989,
see 26 CFR 1.355–3 (revised as of April
1, 2007). For all transactions occurring on
or before February 6, 1989, see 26 CFR
1.355–1 through 1.355–4 (revised as of
April 1, 1987). Sections 1.355–1, 1.355–2,
and 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. For the ef-
fective date of §§1.355–6 and 1.355–7,
see §§1.355–6(g) and 1.355–7(k), respec-
tively.

* * * * *
Par. 4. Section 1.355–3 is revised to

read as follows:

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

(a) General requirements. Under sec-
tion 355(b)(1), a distribution of stock, or
stock and securities, of controlled (as de-
fined in paragraph (c)(2) of this section)
qualifies under section 355 only if—

(1) Distributing (as defined in para-
graph (c)(3) of this section) and controlled
are each engaged in the active conduct of
a trade or business immediately after the
distribution (section 355(b)(1)(A)); or

(2) Immediately before the distribution,
distributing had no assets other than stock
or securities of the controlled corporations
(without regard to paragraph (b)(1)(ii) of
this section), and each of the controlled
corporations is engaged in the active con-
duct of a trade or business immediately af-
ter the distribution (section 355(b)(1)(B)).
A de minimis amount of assets held by dis-
tributing shall be disregarded for purposes
of this paragraph (a)(2).

(b) Active conduct of a trade or busi-
ness defined—(1) In general—(i) Directly
engaged in a trade or business. Section
355(b)(2) provides rules for determining
whether a corporation is treated as en-
gaged in the active conduct of a trade or
business under section 355(b)(1). Section
355(b)(2)(A) and (b)(3)(A) provides that
a corporation is treated as engaged in the
active conduct of a trade or business if
and only if such corporation is engaged
in the active conduct of a trade or busi-
ness. Accordingly, except as provided in
paragraph (b)(1)(ii) of this section, a cor-
poration is not treated as engaged in the
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active conduct of a trade or business under
such Internal Revenue Code section solely
as a result of substantially all of its assets
consisting of stock, or stock and securities,
of one or more corporations controlled by
it (immediately after the distribution) each
of which is engaged in the active conduct
of a trade or business.

(ii) Treatment of a separate affiliated
group. Under section 355(b)(3)(B), solely
for purposes of determining whether a cor-
poration is engaged in the active conduct
of a trade or business, all members of a cor-
poration’s separate affiliated group (SAG)
(as defined in paragraph (b)(1)(iii) of this
section) shall be treated as one corporation.
This treatment applies for all purposes of
determining whether a corporation is en-
gaged in the active conduct of a trade or
business. Accordingly, for this purpose,
transfers of assets (or activities) that are
owned (or performed) by the SAG imme-
diately before and immediately after the
transfer are disregarded and are not acqui-
sitions under paragraph (b)(4) of this sec-
tion. Further, a transaction that results in
a corporation becoming a subsidiary SAG
member (a SAG member that is not the
common parent of such SAG) is treated
as an acquisition of any assets (or activi-
ties) that are owned (or performed) by the
acquired corporation at such time. There-
fore, the acquisition of additional stock of
a current subsidiary SAG member has no
effect for purposes of applying paragraph
(b)(4)(i)(A) of this section.

(iii) Separate affiliated group defined.
A corporation’s SAG is the affiliated group
which would be determined under section
1504(a) if such corporation were the com-
mon parent and section 1504(b) did not
apply. Thus, the separate affiliated group
of distributing (DSAG) is the affiliated
group that consists of distributing as the
common parent and all corporations affil-
iated with distributing through stock own-
ership described in section 1504(a)(1)(B)
(regardless of whether the corporations
are includible corporations under section
1504(b)). The separate affiliated group
of controlled (CSAG) is determined in
a similar manner (with controlled as the
common parent). Accordingly, prior to
a distribution, the DSAG may include
CSAG members if the applicable owner-
ship requirements are met. Further, the
determination of whether a corporation is
a DSAG or CSAG member shall be made

separately for each distribution, and with-
out regard to whether such corporation is
a SAG member with respect to any other
distribution. Any reference to DSAG or
CSAG is a reference to distributing or con-
trolled, respectively, if such corporation
is not the common parent of a SAG (that
is, such corporation does not own stock in
any corporation that is a subsidiary mem-
ber of its SAG). Further, any reference
to a SAG is a reference to distributing or
controlled, as the context may require, if
such corporation is not the common parent
of a SAG.

(2) Active conduct of a trade or business
immediately after the distribution—(i) In
general. 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 distribution if the as-
sets and activities of the corporation satisfy
the requirements and limitations described
in paragraphs (b)(2)(ii), (b)(2)(iii), and
(b)(2)(iv) of this section. See paragraph
(b)(2)(v) of this section for additional spe-
cial rules that apply to determine whether a
corporation is attributed the trade or busi-
ness assets and activities of a partnership.

(ii) Trade or business. A corporation
shall be treated as engaged in a trade or
business immediately after the distribution
if a specific group of activities is being car-
ried on by the corporation for the purpose
of earning income or profit, and the activi-
ties included in such group include every
operation that forms a part of, or a step
in, the process of earning income or profit.
Such group of activities ordinarily must in-
clude the collection of income and the pay-
ment of expenses.

(iii) Active conduct. For purposes
of section 355(b), the determination of
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 perform
active and substantial management and
operational functions. Activities per-
formed by a corporation include activities
performed by employees of an affiliate
(as defined in paragraph (c)(1) of this sec-
tion), and in certain cases by shareholders
of a closely held corporation, if such ac-
tivities are performed for the corporation.
For example, activities performed by a
corporation include activities performed
for the corporation by its sole shareholder.
However, the activities of employees of

affiliates (or, in certain cases, sharehold-
ers) are only taken into account during the
period such corporations are affiliates (or
persons are shareholders) of the corpora-
tion. A corporation will not be treated as
engaged in the active conduct of a trade or
business unless it (or its SAG, or a part-
nership from which the trade or business
assets and activities are attributed) is the
principal owner of the goodwill and sig-
nificant assets of the trade or business for
Federal income tax purposes. Activities
performed by a corporation generally do
not include activities performed by per-
sons outside the corporation, including
independent contractors, unless those ac-
tivities are performed by employees of
an affiliate (or, in certain cases, by share-
holders). However, a corporation may
satisfy the requirements of this paragraph
(b)(2)(iii) through the activities that it
performs itself, even though some of its
activities are performed by persons that
are not its employees, or employees of
an affiliate (or, in certain cases, share-
holders). Separations of real property all
or substantially all of which is occupied
before the distribution by the DSAG or
CSAG will be carefully scrutinized in ap-
plying the requirements of section 355(b)
and this section.

(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 prop-
erty used in a trade or business, unless the
owner performs significant services with
respect to the operation and management
of the property.

(v) Partner attributed the trade or busi-
ness assets and activities of a partner-
ship—(A) In general. For purposes of
section 355(b), a partner in a partnership
will be attributed the trade or business as-
sets and activities of that partnership dur-
ing the period that such partner satisfies the
requirements of paragraph (b)(2)(v)(B) or
(b)(2)(v)(C) of this section. However, for
purposes of this paragraph (b)(2)(v), the
stock of a corporation owned by the part-
nership is not attributed to a partner. For
purposes of determining the activities that
are conducted by the partnership that may
be attributed to the partner under this para-
graph (b)(2)(v), the activities of indepen-
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dent contractors, and partners that are not
affiliates (or, in certain cases, sharehold-
ers) of the partner, are not taken into ac-
count. For this purpose, the activities of
partners that are affiliates (or, in certain
cases, shareholders) of the partner are only
taken into account during the period that
such partners are affiliates (or, in certain
cases, shareholders) of the partner.

(B) Significant interest. The trade or
business assets and activities of a partner-
ship will be attributed to a partner if the
partner (or its SAG) directly (or indirectly
through one or more other partnerships)
owns a significant interest in the partner-
ship.

(C) Meaningful interest. The trade or
business assets and activities of a partner-
ship will be attributed to a partner if the
partner or affiliates (or, in certain cases,
shareholders) of the partner performs ac-
tive and substantial management functions
for the partnership with respect to the trade
or business assets and activities (for exam-
ple, makes decisions regarding significant
business issues of the partnership and reg-
ularly participates in the overall supervi-
sion, direction, and control of the employ-
ees performing the operational functions
for the partnership), and the partner (or its
SAG) directly (or indirectly through one
or more other partnerships) owns a mean-
ingful interest in the partnership. Whether
such active and substantial management
functions are performed with respect to the
trade or business assets and activities of the
partnership will be determined from all of
the facts and circumstances. The number
of partners providing management func-
tions will not be determinative.

(D) Other factors. In deciding whether
the requirements of paragraph (b)(2)(v)(B)
or (b)(2)(v)(C) of this section are satisfied,
the formal description of the partnership
interest (for example, general or limited)
will not be determinative and the extent to
which the partner is responsible for liabili-
ties of the partnership will not be relevant.

(3) Active conduct for the pre-distribu-
tion period—(i) In general. Under section
355(b)(2), a trade or business that is re-
lied upon to meet the requirements of sec-
tion 355(b) must have been actively con-
ducted throughout the pre-distribution pe-
riod (as defined in paragraph (c)(4) of this
section) by the DSAG or CSAG, or ac-
tively conducted throughout the pre-distri-
bution period and acquired during such pe-

riod by the DSAG or CSAG in a transac-
tion in which no gain or loss is recognized
as provided in paragraph (b)(4) of this sec-
tion. For purposes of section 355(b)(2)(B),
activities that constitute a trade or busi-
ness under paragraph (b)(2) of this section
shall be treated as described in the pre-
ceding sentence if such activities were ac-
tively conducted throughout the pre-distri-
bution period.

(ii) Change and expansion. The fact
that a trade or business underwent change
during the pre-distribution period (for ex-
ample, by the addition of new or the drop-
ping of old products, changes in produc-
tion capacity, and the like) shall be disre-
garded, provided that the changes are not
of such a character as to constitute the ac-
quisition of a new or different business. In
particular, if a SAG engaged in the active
conduct of one trade or business during the
pre-distribution period (the original busi-
ness) purchased, created, or otherwise ac-
quired (either directly, through an interest
in a partnership, or as a result of a corpo-
ration becoming a subsidiary SAG mem-
ber) another trade or business (the acquired
business) in the same line of business, the
acquisition of the acquired business is or-
dinarily treated as an expansion of the orig-
inal business, all of which is treated as hav-
ing been actively conducted by the acquir-
ing SAG during the pre-distribution pe-
riod, unless the acquired business effects
a change of such a character as to consti-
tute the acquisition of a new or different
business. For purposes of this paragraph
(b)(3)(ii), in determining whether an ac-
quired business is in the same line of busi-
ness as the original business, all facts and
circumstances shall be considered, includ-
ing the following—

(A) Whether the product of the acquired
business is similar to that of the original
business;

(B) Whether the business activities as-
sociated with the operation of the acquired
business are the same as the business ac-
tivities associated with the operation of the
original business; and

(C) Whether the operation of the ac-
quired business involves the use of the ex-
perience and know-how that the owner of
the original business developed in the op-
eration of the original business or, alter-
natively, whether the operation of the ac-
quired business draws to a significant ex-
tent on the existing experience and know-

how of the owner of the original business
and the success of the acquired business
will depend in large measure on the good-
will associated with the original business
and the name of the original business.

(iii) Certain transactions with partner-
ships that do not constitute acquisitions.
If a partner is attributed the trade or busi-
ness assets and activities of a partnership
under paragraph (b)(2)(v) of this section,
the partner’s acquisition of such trade or
business assets and activities from the part-
nership is not, in and of itself, the acquisi-
tion of a new or different trade or business.
In addition, if a partner transfers to a part-
nership trade or business assets and activi-
ties that the partner actively conducted im-
mediately before the transfer and, imme-
diately after the transfer, the partner is at-
tributed the trade or business assets and ac-
tivities of the partnership under paragraph
(b)(2)(v) of this section, such transfer is
not, in and of itself, the acquisition of a
new or different trade or business by the
transferor partner.

(4) Special rules for an acquisition of
a trade or business—(i) In general—(A)
Application of section 355(b)(2)(C). Un-
der section 355(b)(2)(C) and (b)(3), a trade
or business or an interest in a partnership
engaged in a trade or business relied on
to meet the requirements of section 355(b)
must not have been acquired by either the
DSAG or CSAG during the pre-distribu-
tion period unless it was acquired in a
transaction in which no gain or loss was
recognized. Further, a trade or business
must not have been acquired by either the
DSAG or CSAG during the pre-distribu-
tion period as a result of a corporation
becoming a subsidiary SAG member un-
less such corporation became a subsidiary
SAG member as a result of one or more
transactions in which no gain or loss was
recognized or by reason of such transac-
tions combined with acquisitions before
the pre-distribution period. This paragraph
(b)(4)(i)(A) also applies with respect to
any acquisition during the pre-distribution
period of a trade or business, an interest in
a partnership engaged in a trade or busi-
ness, or stock of a corporation engaged in a
trade or business by a corporation that later
becomes a subsidiary SAG member. See
paragraphs (b)(4)(iv)(C) and (b)(4)(iv)(D)
of this section regarding the application
of this paragraph (b)(4)(i)(A) to certain
multi-step acquisitions.
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(B) Application of section
355(b)(2)(D). Under section 355(b)(2)(D),
control of distributing must not have been
acquired (at the time it was conducting
the trade or business to be relied on)
directly or indirectly by any distributee
corporation, and control of controlled
must not have been acquired (at the time
it was conducting the trade or business to
be relied on) directly or indirectly by the
DSAG, during the pre-distribution period
in one or more transactions in which gain
or loss was recognized. This paragraph
(b)(4)(i)(B) also applies with respect to
any acquisition of stock of controlled
during the pre-distribution period by a
corporation that later becomes a DSAG
member. For purposes of this paragraph
(b)(4)(i)(B), and paragraphs (b)(4)(iii)(C)
and (b)(4)(iv)(B) of this section, all
distributee corporations that are affiliates
shall be treated as one distributee corpo-
ration. This paragraph (b)(4)(i)(B) does
not apply with respect to an acquisition
of stock of any corporation other than
distributing or controlled. See paragraph
(b)(4)(iv)(B) of this section regarding the
application of this paragraph (b)(4)(i)(B)
to certain multi-step acquisitions of con-
trol. Further, see paragraph (b)(4)(iv)(F)
of this section regarding certain acqui-
sitions of stock in controlled to which
paragraph (b)(4)(i)(A) of this section (and
not this paragraph (b)(4)(i)(B)) applies.

(C) Gain or loss recognized. Any ref-
erence to gain or loss recognized includes
gain or loss treated as recognized under
paragraphs (b)(4)(ii) or (b)(4)(iv) of this
section.

(ii) Certain transactions treated as
transactions in which gain or loss is rec-
ognized. The common purpose of section
355(b)(2)(C) and (D) is to prevent the di-
rect or indirect acquisition of the trade or
business to be relied on by a corporation
in exchange for assets in anticipation of a
distribution to which section 355 would
otherwise apply. Generally, if a DSAG
member or controlled acquires the trade or
business solely in exchange for distribut-
ing stock, distributing acquires control
of controlled solely in exchange for dis-
tributing stock, or controlled acquires the
trade or business from distributing solely
in exchange for stock of controlled, in
a transaction in which no gain or loss
was recognized, the requirements of sec-
tion 355(b)(2)(C) and (D) are satisfied.

On the other hand, if the trade or busi-
ness is acquired in exchange for assets
of distributing (other than stock of a cor-
poration in control of distributing used
in a reorganization) the requirements of
section 355(b)(2)(C) and (D) are generally
not satisfied. For example, acquisitions
by controlled (while controlled by dis-
tributing) from an unrelated party made
in exchange for controlled stock have the
effect of an indirect acquisition by dis-
tributing in exchange for distributing’s
assets. Such acquisitions violate the pur-
pose of section 355(b)(2)(C) even if no
gain or loss is recognized. Therefore, as
provided in paragraphs (b)(4)(ii)(A) and
(b)(4)(ii)(B) of this section, if the DSAG
or CSAG acquires a trade or business, an
interest in a partnership engaged in a trade
or business, or stock of a corporation en-
gaged in a trade or business in exchange
for assets of the DSAG in a transaction
in which no gain or loss is recognized,
for purposes of paragraph (b)(4)(i) of this
section such acquisition will be treated as
one in which gain or loss is recognized.

(A) Certain tax-free acquisitions made
in exchange for assets. An acquisition
paid for in whole or in part, directly or
indirectly, with assets of the DSAG will
be treated as an acquisition in which gain
or loss is recognized even if no gain or
loss is actually recognized. Acquisitions
described in this paragraph (b)(4)(ii)(A)
include for example, a transaction in which
the DSAG or CSAG acquires stock of a
corporation engaged in the trade or busi-
ness to be relied on by transferring assets
not constituting the trade or business to be
relied on to such corporation in exchange
for stock of such corporation, the DSAG
or CSAG acquires an interest in a part-
nership engaged in the trade or business
to be relied on by contributing assets not
constituting the trade or business to be
relied on to the partnership, the DSAG
or CSAG acquires stock of a corporation
engaged in the trade or business in an ex-
change to which section 304(a)(1) applies,
or distributing acquires a trade or business
in exchange for its stock and assets in
a transaction in which no loss is recog-
nized by virtue of section 351(b). See also
paragraph (b)(4)(iv)(E) of this section re-
garding the extent to which an acquisition
involving the issuance of subsidiary stock
constitutes an acquisition paid for with
assets. However, the assumption by the

DSAG or CSAG of liabilities of a trans-
feror shall not, in and of itself, be treated as
the payment of assets if such assumption
is not treated as the payment of money or
other property under any other applicable
provision. In addition, an acquisition in
which no gain or loss is recognized con-
sisting of a pro rata distribution to which
section 355 applies (to the extent the stock
with respect to which the distribution is
made was not acquired during the pre-dis-
tribution period in a transaction in which
gain or loss was recognized), a distribu-
tion from a partnership that is explicitly
excluded from paragraph (b)(4)(ii)(B) of
this section, a reorganization described
in section 368(a)(1)(E) or (F), and an ex-
change to which section 1036 applies, are
not acquisitions described in this para-
graph (b)(4)(ii)(A).

(B) Distributions from partnerships.
An acquisition consisting of a distribution
from a partnership is generally an acqui-
sition paid for with assets of the DSAG,
and will be treated as an acquisition in
which gain or loss is recognized even if
no gain or loss is actually recognized.
However, an acquisition consisting of a
pro rata distribution from a partnership of
stock or an interest in lower-tier partner-
ship is not an acquisition described in this
paragraph (b)(4)(ii)(B) (and consequently
not described in paragraph (b)(4)(ii)(A)
of this section) to the extent the distribu-
tee partner did not acquire the interest
in the distributing partnership during the
pre-distribution period in a transaction in
which gain or loss was recognized and to
the extent the distributing partnership did
not acquire the distributed stock or part-
nership interest within such period. This
paragraph (b)(4)(ii)(B) (and consequently
paragraph (b)(4)(ii)(A) of this section)
does not apply to any partnership distribu-
tion to which paragraph (b)(3)(iii) of this
section (regarding distributions from part-
nerships that are not, in and of themselves,
the acquisition of a new or different trade
or business) applies.

(iii) Certain transactions in which rec-
ognized gain or loss is disregarded. The
common purpose of section 355(b)(2)(C)
and (D) is to prevent the direct or indi-
rect acquisition of the trade or business
to be relied on by a corporation in ex-
change for assets in anticipation of a dis-
tribution to which section 355 would oth-
erwise apply. An additional purpose of
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section 355(b)(2)(D) is to prevent a dis-
tributee corporation from acquiring con-
trol of distributing in anticipation of a dis-
tribution to which section 355 would oth-
erwise apply, enabling the disposition of
controlled stock without recognizing the
appropriate amount of gain. The acquisi-
tions described in paragraphs (b)(4)(iii)(A)
through (b)(4)(iii)(C) of this section are
not the types of acquisitions to which sec-
tion 355(b)(2)(C) or (D) is intended to ap-
ply. Therefore, for purposes of paragraph
(b)(4)(i) of this section, the recognition of
gain or loss is disregarded if a trade or
business, an interest in a partnership en-
gaged in a trade or business, or stock of
a corporation engaged in a trade or busi-
ness is acquired in a transaction described
in any of paragraphs (b)(4)(iii)(A) through
(b)(4)(iii)(C) of this section.

(A) Transfers to controlled. An acqui-
sition by the CSAG from the DSAG pro-
vided the DSAG controls controlled im-
mediately after the acquisition.

(B) Cash for fractional shares. An ac-
quisition that would satisfy the require-
ments of paragraph (b)(4)(i) of this section
but for the payment of cash to shareholders
for fractional shares in the transaction, pro-
vided that the cash paid represents a mere
rounding off of the fractional shares in the
exchange and is not separately bargained
for consideration.

(C) Certain acquisitions of control of
distributing. A direct or indirect acquisi-
tion by a distributee corporation of control
of distributing, in one or more transactions,
where the basis of the acquired distributing
stock in the hands of the distributee corpo-
ration is determined in whole by reference
to the transferor’s basis. This paragraph
(b)(4)(iii)(C) is only applicable with re-
spect to a distribution by the acquired dis-
tributing, and does not apply for purposes
of any subsequent distribution by any dis-
tributee corporation.

(iv) Operating rules for acquisi-
tions—(A) Predecessors. References
to a corporation shall include references to
a predecessor of such corporation. For this
purpose, a predecessor of a corporation
is a corporation that transfers its assets to
such corporation in a transaction to which
section 381 applies.

(B) Certain multi-step acquisitions of
control of distributing or controlled. A dis-
tributee corporation’s acquisition of stock
in distributing or a DSAG’s acquisition of

stock in controlled in one or more transac-
tions in which gain or loss was recognized
during the pre-distribution period will not
prevent a distributee corporation’s acqui-
sition of distributing stock or a DSAG’s
acquisition of controlled stock constitut-
ing control of distributing or controlled
in one or more separate transactions in
which no gain or loss is recognized from
satisfying the requirements of paragraph
(b)(4)(i)(B) of this section, provided that,
at the time control of distributing or con-
trolled is first acquired, the acquiring dis-
tributee corporation owns an amount of
distributing stock or the acquiring DSAG
owns an amount of controlled stock, as
the case may be, constituting control that
was acquired in one or more transactions
in which no gain or loss was recognized or
by reason of such transactions combined
with acquisitions before the pre-distribu-
tion period. The principles of this para-
graph (b)(4)(iv)(B) will be applied with re-
spect to an indirect acquisition of distribut-
ing or controlled stock.

(C) Certain multi-step acquisitions of
a subsidiary SAG member. An acquisi-
tion of stock in a corporation (target) by a
SAG in one or more transactions in which
gain or loss was recognized during the
pre-distribution period will not prevent a
SAG’s acquisition of target stock result-
ing in target becoming a subsidiary SAG
member in one or more separate transac-
tions in which no gain or loss is recog-
nized from satisfying the requirements of
paragraph (b)(4)(i)(A) of this section, pro-
vided that, at the time that target first be-
comes a subsidiary SAG member, the SAG
owns an amount of target stock meeting
the requirements of section 1504(a)(2) that
was acquired in one or more transactions
in which no gain or loss was recognized or
by reason of such transactions combined
with acquisitions before the pre-distribu-
tion period. The principles of this para-
graph (b)(4)(iv)(C) will be applied with re-
spect to an indirect acquisition of target
stock by the SAG.

(D) Certain multi-step asset acqui-
sitions. Notwithstanding paragraph
(b)(4)(i)(A) of this section, if immedi-
ately before a SAG’s direct acquisition
of a trade or business (or an interest in
a partnership engaged in a trade or busi-
ness) held by a corporation (owner) in a
transaction to which section 381 applies
and in which no gain or loss is recognized,

the SAG owns an amount of stock of the
owner that it acquired in one or more
transactions during the pre-distribution
period in which gain or loss was recog-
nized such that all of the other stock of the
owner does not meet the requirements of
section 1504(a)(2), such direct acquisition
shall be treated as a transaction in which
gain or loss was recognized. The princi-
ples of this paragraph (b)(4)(iv)(D) will be
applied with respect to an indirect acquisi-
tion of the owner stock by the SAG.

(E) Acquisitions involving the issuance
of subsidiary stock. If a SAG directly or
indirectly owns stock of a subsidiary (in-
cluding a subsidiary SAG member) and the
subsidiary directly or indirectly acquires
a trade or business, an interest in a part-
nership engaged in a trade or business, or
stock of a corporation engaged in a trade
or business from a person other than such
SAG in exchange for stock of such sub-
sidiary in a transaction in which no gain or
loss is recognized (the acquisition), solely
for purposes of applying this paragraph
(b)(4) with respect to the trade or business,
partnership interest, or stock acquired by
the subsidiary in the acquisition, the sub-
sidiary’s stock directly or indirectly owned
by the SAG immediately after the acquisi-
tion is treated as acquired at the time of the
acquisition in a transaction in which gain
or loss is recognized.

(F) Acquisitions of controlled stock
where controlled is or becomes a DSAG
member. With respect to an acquisi-
tion of stock in controlled, if controlled
is or becomes a DSAG member, para-
graph (b)(4)(i)(A) of this section applies
and paragraph (b)(4)(i)(B) of this section
does not apply for purposes of determin-
ing whether the requirements of section
355(b) are satisfied with respect to con-
trolled.

(G) Treatment of stock received in cer-
tain tax-free exchanges. Any stock re-
ceived in a reorganization described in sec-
tion 368(a)(1)(E) or (F), or in an exchange
to which section 1036 applies, in which no
gain or loss is recognized is treated as ac-
quired in the same manner as the stock sur-
rendered.

(H) Situations where the separate exis-
tence of a subsidiary SAG member is re-
spected. The separate existence of a sub-
sidiary SAG member will be respected for
purposes of determining whether a trans-
action qualifies for nonrecognition treat-
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ment under other provisions of the Inter-
nal Revenue Code. For example, for pur-
poses of determining whether section 351
applies or whether the transaction quali-
fies as a reorganization described in sec-
tion 368(a), the separate existence of the
subsidiary SAG member is respected.

(c) Definitions. For purposes of this
section the following definitions apply:

(1) Affiliate. An affiliate is any mem-
ber of an affiliated group as defined in
section 1504(a) (without regard to section
1504(b)).

(2) Controlled. Controlled is the con-
trolled corporation.

(3) Distributing. Distributing is the dis-
tributing corporation.

(4) Pre-distribution period. The pre-
distribution period is the five-year period
ending on the date of the distribution.

(d) Conventions and examples—(1)
Conventions. The examples in paragraph
(d)(2) of this section illustrate section
355(b) and this section. No inference
should be drawn from any of these ex-
amples as to whether any requirements
of section 355 other than those of sec-
tion 355(b), as specified, are satisfied.
Throughout these examples, C, D, D2, P,
S, S1, S2, S3, T, X, Y, and Z are corpo-
rations, and Partnership is an entity that
is treated as a partnership for Federal in-
come tax purposes under §301.7701–3 of
this chapter. Further, assume any transfer
described in Examples 1 through 25 that
is not identified as a purchase (defined
in paragraph (d)(1)(iii) of this section)
satisfies all the requirements of paragraph
(b)(4) of this section as a transaction in
which no gain or loss is recognized. Ex-
cept as otherwise provided, for more than
five years D has owned section 368(c)
stock (as defined in paragraph (d)(1)(iv)
of this section) but not section 1504(a)(2)
stock (as defined in paragraph (d)(1)(v)
of this section) of C. Furthermore, the
following definitions apply:

(i) ATB. ATB is any active trade or busi-
ness. ATB1 and ATB2 are not in the same
line of business under paragraph (b)(3)(ii)
of this section.

(ii) New subsidiary. A new subsidiary
is a newly formed wholly owned corpora-
tion.

(iii) Purchase. A purchase is an acqui-
sition for cash.

(iv) Section 368(c) stock. Section
368(c) stock is stock constituting control
within the meaning of section 368(c).

(v) Section 1504(a)(2) stock. Section
1504(a)(2) stock is stock meeting the re-
quirements of section 1504(a)(2).

(2) Examples. Generally, Examples 1
and 2 illustrate the general requirements in
paragraph (a) of this section, Examples 3
through 9 illustrate the SAG rules in para-
graphs (b)(1)(ii) and (b)(1)(iii) of this sec-
tion, Examples 10 through 25 illustrate the
rules regarding the active trade or busi-
ness and active conduct for the pre-dis-
tribution period in paragraphs (b)(2) and
(b)(3) of this section, Examples 26 through
40 illustrate the acquisition rules in para-
graphs (b)(4)(i) through (b)(4)(iii) of this
section, and Examples 41 through 51 illus-
trate the operating rules for acquisitions in
paragraph (b)(4)(iv) of this section. The
examples are as follows:

Example 1. Spin-off. For more than five years, D
and C have engaged in the active conduct of ATB1
and ATB2, respectively. D distributes the C stock
to the D shareholders, and each corporation contin-
ues the active conduct of its respective trade or busi-
ness. Because both D and C are engaged in the active
conduct of a trade or business immediately after the
distribution and such trades or businesses have been
actively conducted by such corporations throughout
the pre-distribution period, the requirements of sec-
tion 355(b) have been satisfied. See paragraphs (a)(1)
and (b)(3) of this section.

Example 2. Split-up. The facts are the same as
Example 1 except that D transfers all of its assets (in-
cluding ATB1) other than the C stock to new sub-
sidiary S, and then distributes the C stock and S stock
to the D shareholders. Because C and S are respec-
tively engaged in the active conduct of ATB2 and
ATB1 immediately after the distribution, ATB2 has
been actively conducted by C throughout the pre-dis-
tribution period, and together D (prior to the transfer
to S) and S (after the transfer to S) have actively con-
ducted ATB1 throughout the pre-distribution period,
the requirements of section 355(b) have been satis-
fied. See paragraphs (a)(2) and (b)(3) of this section.

Example 3. Subsidiary SAG member’s business.
For more than five years, D has owned section
1504(a)(2) stock but not section 368(c) stock of S.
Throughout this period, C and S have engaged in the
active conduct of ATB1 and ATB2, respectively. In
year 8, D distributes the C stock to the D sharehold-
ers. Because D owns section 1504(a)(2) stock of S,
S is a DSAG member. See paragraph (b)(1)(iii) of
this section. D and S are treated as one corporation
for purposes of determining whether D is engaged in
an active trade or business. See paragraph (b)(1)(ii)
of this section. Therefore, D is engaged in the active
conduct of ATB2 both throughout the pre-distribu-
tion period and immediately after the distribution.
Accordingly, D and C both satisfy the requirements
of section 355(b).

Example 4. Additional subsidiary SAG member
shares acquired. The facts are the same as Example

3 except that in year 6, D acquires the remaining
S stock. D’s acquisition of the remaining S stock
in year 6 has no effect for purposes of determin-
ing whether D satisfies the requirements of section
355(b)(2)(C) because the DSAG is already engaged
in the active conduct of ATB2. See paragraph
(b)(1)(ii) of this section. Section 355(b)(2)(D) does
not apply to D’s acquisition of S stock. See paragraph
(b)(4)(i)(B) of this section. Accordingly, D and C
both satisfy the requirements of section 355(b).

Example 5. Segmented CSAG business. For more
than five years, C has owned all the stock of S1, S2,
and S3. Throughout this period, D has engaged in the
active conduct of ATB1. Throughout this same pe-
riod, S1, S2, and S3 have each engaged in a different
essential segment of ATB2. While the three segments
of ATB2 would together constitute the active conduct
of a trade or business, none of S1, S2, or S3 would be
considered engaged in the active conduct of an ATB
individually. In year 6, D distributes the C stock to
the D shareholders. C owns section 1504(a)(2) stock
of S1, S2, and S3, therefore, C, S1, S2, and S3 are
CSAG members. See paragraph (b)(1)(iii) of this sec-
tion. C, S1, S2, and S3 are treated as one corporation
for purposes of determining whether C is engaged in
the active conduct of a trade or business. See para-
graph (b)(1)(ii) of this section. Therefore, C is en-
gaged in the active conduct of ATB2 both throughout
the pre-distribution period and immediately after the
distribution. Accordingly, D and C both satisfy the
requirements of section 355(b).

Example 6. Segmented DSAG business. The facts
are the same as Example 5 except that D owns all of
the C stock and all of the S3 stock, and D transfers
the S3 stock to C immediately prior to the distribu-
tion. Prior to D’s transfer of the S3 stock to C, D
owns section 1504(a)(2) stock of S3 and C, and C
owns section 1504(a)(2) stock of S1 and S2, there-
fore, D, C, S1, S2, and S3 are DSAG members. See
paragraph (b)(1)(iii) of this section. D, C, S1, S2, and
S3 are treated as one corporation for purposes of de-
termining whether D and C are engaged in the active
conduct of a trade or business, and accordingly the
transfer of the S3 stock to C is disregarded. See para-
graph (b)(1)(ii) of this section. After the transfer, C
owns section 1504(a)(2) stock of S3, and the CSAG
includes C, S1, S2, and S3. See paragraph (b)(1)(iii)
of this section. C, S1, S2, and S3 are treated as one
corporation for purposes of determining whether C is
engaged in the active conduct of a trade or business.
See paragraph (b)(1)(ii) of this section. Throughout
the pre-distribution period, D, C, S1, S2, and S3 are
treated as one corporation and both D and C are en-
gaged in the active conduct of ATB1 and ATB2. See
paragraphs (b)(1) and (b)(2) of this section. Imme-
diately after the distribution, D is engaged in the ac-
tive conduct of ATB1 and C is engaged in the active
conduct of ATB2. Because D and C were engaged in
the active conduct of ATB1 and ATB2 throughout the
pre-distribution period and, immediately after the dis-
tribution, D is engaged in the active conduct of ATB1
and C is engaged in the active conduct of ATB2, D
and C both satisfy the requirements of section 355(b).

Example 7. Failed segmented business. The facts
are the same as Example 6 except that D owns sec-
tion 368(c) stock but not section 1504(a)(2) stock of
C. Prior to D’s transfer of the S3 stock, the DSAG in-
cludes only D and S3, and the CSAG includes only C,
S1, and S2. See paragraph (b)(1)(iii) of this section.
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Therefore, prior to the transfer of the S3 stock, ATB2
does not exist because no one SAG conducts all three
of the essential segments of the trade or business. Ac-
cordingly, C does not satisfy the requirements of sec-
tion 355(b) because ATB2 was not actively conducted
throughout the pre-distribution period. See paragraph
(b)(3)(i) of this section.

Example 8. Jointly owned partnership. For more
than five years, D has owned all of the stock of C,
and D and C each have owned a 17-percent interest in
Partnership. Throughout this period, D and Partner-
ship have engaged in the active conduct of ATB1 and
ATB2, respectively. In year 6, D transfers its 17-per-
cent interest in Partnership to C and distributes all of
the C stock to the D shareholders. Because D owns
section 1504(a)(2) stock of C, C is a DSAG member.
See paragraph (b)(1)(iii) of this section. D and C are
treated as one corporation for purposes of determin-
ing whether D and C are engaged in the active con-
duct of a trade or business. See paragraph (b)(1)(ii)
of this section. Accordingly, throughout the pre-dis-
tribution period, D and C are each treated as owning
a 34-percent interest in Partnership. As such, both D
and C are treated as engaged in the active conduct of
both ATB1 and ATB2 throughout the pre-distribution
period. See paragraphs (b)(2)(v)(A) and (b)(2)(v)(B)
of this section. The transfer of the Partnership inter-
est is disregarded because it is between SAG mem-
bers. See paragraph (b)(1)(ii) of this section. After
the distribution, C owns 34 percent of Partnership and
is therefore engaged in the active conduct of ATB2.
See paragraphs (b)(2)(v)(A) and (b)(2)(v)(B) of this
section. Therefore, D and C both satisfy the require-
ments of section 355(b).

Example 9. Sequential application of the SAG
rule—(i) Facts. For more than five years, D2 has
owned all of the stock of D, and D has owned all
of the stock of C. Throughout this period, D2 has
engaged in the active conduct of ATB1 and ATB2,
and D has engaged in the active conduct of ATB1. C,
individually, has not engaged in the active conduct of
any ATB. In year 6, D distributes all of the C stock
to D2 (first distribution). Immediately thereafter, D2
transfers ATB2 to C and distributes all of the C stock
to the D2 shareholders (second distribution).

(ii) Analysis — first distribution. Because D owns
section 1504(a)(2) stock of C, C is a DSAG member
prior to the first distribution. See paragraph (b)(1)(iii)
of this section. D and C are treated as one corpora-
tion for purposes of determining whether D and C are
engaged in the active conduct of a trade or business
with respect to the first distribution. See paragraphs
(b)(1)(ii) and (b)(1)(iii) of this section. Accordingly,
throughout the pre-distribution period, D and C are
each treated as engaged in ATB1 with respect to the
first distribution. However, for purposes of determin-
ing whether D’s distribution of the C stock to D2 sat-
isfies the requirements of section 355(b) immediately
after the first distribution, C is the only CSAG mem-
ber (D2 is not a member of any SAG with respect to
the first distribution). See paragraph (b)(1)(iii) of this
section. Accordingly, C does not satisfy the require-
ments of section 355(b) with respect to the first distri-
bution because C is not engaged in the active conduct
of an ATB immediately after the first distribution.

(iii) Analysis — second distribution. Because D2
owns section 1504(a)(2) stock of D and C (and D
owned section 1504(a)(2) stock of C before the first
distribution), D2, D, and C are D2 SAG members

throughout the pre-distribution period with respect to
the second distribution. See paragraph (b)(1)(iii) of
this section. Further, for purposes of the second dis-
tribution D’s distribution of the C stock to D2 is dis-
regarded because it is between D2 SAG members.
See paragraphs (b)(1)(ii) and (b)(1)(iii) of this sec-
tion. D2, D, and C are treated as one corporation for
purposes of determining whether D2 and C are en-
gaged in the active conduct of a trade or business with
respect to the second distribution. See paragraphs
(b)(1)(ii) and (b)(1)(iii) of this section. Accordingly,
throughout the pre-distribution period, D2 and C are
each treated as engaged in the active conduct of ATB1
and ATB2 with respect to the second distribution.
The transfer of ATB2 to C is disregarded because it is
between D2 SAG members. See paragraph (b)(1)(ii)
of this section. Immediately after the second distri-
bution, C is engaged in the active conduct of ATB2.
Therefore, D2 and C both satisfy the requirements of
section 355(b) with respect to the second distribution.

Example 10. Limitations — securities and vacant
land. For more than five years, D has owned invest-
ment securities and vacant land. D has conducted no
activities with respect to the vacant land, but D will
subsequently subdivide the vacant land, install streets
and utilities, and sell the developed lots to various
homebuilders. D cannot currently satisfy the require-
ments of section 355(b) because the holding of invest-
ment securities does not constitute the active conduct
of a trade or business. See paragraph (b)(2)(iv)(A)
of this section. Furthermore, no significant develop-
ment activities have been conducted with respect to
the vacant land. See paragraph (b)(3) of this section.

Example 11. Limitations — occupied real estate
— active. For more than five years, D, a bank, has
owned an eleven-story office building, the ground
floor of which D has occupied while engaged in the
active conduct of its banking business. The remain-
ing ten floors are rented to various tenants. Through-
out this period, the building has been managed, op-
erated, repaired, and maintained by employees of D.
D transfers the building along with the significant as-
sets used to operate the building and the goodwill as-
sociated with the building to new subsidiary C and
distributes the C stock to the D shareholders. Hence-
forth, C’s employees will manage, operate, repair,
and maintain the building. D and C both satisfy the
requirements of section 355(b). See paragraph (b)(3)
of this section.

Example 12. Limitations — occupied real estate
— not active. For more than five years, D, a bank,
has owned a two-story building, the ground floor and
one half of the second floor of which D has occupied
while engaged in the active conduct of its banking
business. The other half of the second floor has been
rented as storage space to a neighboring retail mer-
chant. D transfers the building and the goodwill as-
sociated with the building to new subsidiary C and
distributes the C stock to the D shareholders. Af-
ter the distribution, D leases from C the space in the
building that it formerly occupied. Under the lease,
D will repair and maintain its portion of the build-
ing and pay property taxes and insurance. C 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 D with respect to the building prior to the separa-

tion would constitute the active conduct of a trade or
business.

Example 13. No significant activities. For more
than five years, D owned land on which it has engaged
in the active conduct of the ranching business. Oil has
been discovered in the area, and it is apparent that oil
may be found under the land on which the ranching
business is conducted. D has engaged in no signif-
icant activities in connection with its mineral rights.
D transfers its mineral rights to new subsidiary C and
distributes the C stock to the D shareholders. C will
actively pursue the development of the oil producing
potential of the property. C does not satisfy the re-
quirements of section 355(b) after the distribution be-
cause D was not engaged in significant exploitation
activities with respect to the mineral rights through-
out the pre-distribution period. See paragraph (b)(3)
of this section.

Example 14. Vertical division — state contracts.
For more than five years, D has engaged in the active
conduct of a single business of constructing sewage
disposal plants and other facilities. D transfers one
half of its assets to new subsidiary C. These assets in-
clude a contract for the construction of a sewage dis-
posal plant in State M, construction equipment, cash,
goodwill, and other tangible and significant assets. D
retains a contract for the construction of a sewage dis-
posal plant in State N, construction equipment, cash,
goodwill, and other tangible and significant assets. D
distributes the C stock to one of D’s shareholders in
exchange for all of his D stock. D and C both satisfy
the requirements of section 355(b). See paragraphs
(b)(2) and (b)(3)(i) of this section.

Example 15. Vertical division — location. For
more than five years, D has engaged in the active con-
duct of owning and operating two men’s retail cloth-
ing stores, one in the downtown area of the City of G
and one in a suburban area of G. D transfers the store
building, fixtures, inventory, and other significant as-
sets related to the operations of the suburban store
and the goodwill attributable to that store to new sub-
sidiary C. D also transfers to C the delivery trucks and
delivery personnel that formerly served both stores.
Henceforth, D will contract with a local public de-
livery service to make its deliveries. D retains the
warehouses that formerly served both stores. Hence-
forth, C will lease warehouse space from an unrelated
public warehouse company. D then distributes the C
stock to the D shareholders. D and C both satisfy
the requirements of section 355(b). See paragraphs
(b)(2) and (b)(3)(i) of this section.

Example 16. Horizontal division — research. For
more than five years, D has engaged in the active con-
duct of manufacturing and sale of household prod-
ucts. Throughout this period, D has maintained a re-
search department for use in connection with its man-
ufacturing activities. The research department has
30 employees actively engaged in the development
of new products. D transfers the research depart-
ment (which has significant assets and goodwill) to
new subsidiary C and distributes the C stock to the D
shareholders. After the distribution, C continues its
research operations on a contractual basis with sev-
eral corporations, including D. D and C both satisfy
the requirements of section 355(b). See paragraphs
(b)(2) and (b)(3)(i) of this section. The result is the
same if, after the distribution, C continues its research
operations but furnishes its services only to D. See
paragraphs (b)(2) and (b)(3)(i) of this section. How-
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ever, see §1.355–2(d)(2)(iv)(C) (related function de-
vice factor) for possible evidence of device.

Example 17. Horizontal division — sales. For
more than five years, D has engaged in the active con-
duct of processing and selling meat products. D de-
rives income from no other source. D separates the
sales function from the processing function by trans-
ferring the significant business assets related to the
sales function, the goodwill associated with the sales
function, and cash for working capital to new sub-
sidiary C. D then distributes the C stock to the D
shareholders. After the distribution, C purchases for
resale the meat products processed by D. D and C
both satisfy the requirements of section 355(b). See
paragraphs (b)(2) and (b)(3)(i) of this section. How-
ever, see §1.355–2(d)(2)(iv)(C) (related function de-
vice factor) for possible evidence of device.

Example 18. Expansion and vertical division —
location. For more than five years, D has engaged
in the active conduct of owning and operating hard-
ware stores in several states. In year 6, D purchased
all of the assets of a hardware store in State M, where
D had not previously conducted business. In year 8,
D transfers the State M hardware store and related
significant assets and goodwill to new subsidiary C
and distributes the C stock to the D shareholders. Af-
ter the distribution, the State M hardware store has
its own manager and is operated independently of the
other stores. Because —

(i) The product of the State M hardware store is
similar to the product of D’s hardware stores in the
other states;

(ii) The business activities associated with the op-
eration of the State M hardware store are the same as
the business activities associated with the operation
of D’s hardware stores in the other states; and

(iii) The operation of a hardware store in State M
involves the use of the experience and know-how that
D developed in the operation of the hardware stores
in the other states, the hardware store in State M is in
the same line of business as the hardware stores in the
other states. Therefore, the acquisition of the State M
hardware store constitutes an expansion of D’s exist-
ing business and its acquisition does not constitute the
acquisition of a new or different business under para-
graph (b)(3)(ii) of this section. Accordingly, D and C
both satisfy the requirements of section 355(b).

Example 19. Expansion and horizontal division
— Internet. For more than five years, D has engaged
in the active conduct of operating a retail shoe store
business, under the name D. Throughout this period,
D’s sales are made exclusively to customers who fre-
quent its retail stores in shopping malls and other lo-
cations. D’s business enjoys favorable name recogni-
tion, customer loyalty, and other elements of goodwill
in the retail shoe market. D creates an Internet web
site and begins selling shoes at retail on the web site.
To a significant extent, the operation of the web site
draws upon D’s existing experience and know-how.
The web site is named “D.com” to take advantage of
the name recognition, customer loyalty, and other el-
ements of goodwill associated with D and the D name
and to enhance the web site’s chances for success in
its initial stages. Eight months after beginning to sell
shoes on the web site, D transfers all of the web site’s
assets and liabilities (all of which include the sig-
nificant assets and goodwill associated with the web
site’s business) to new subsidiary C and distributes
the C stock to the D shareholders. The product of the

retail shoe store business and the product of the web
site are the same (shoes), and the principal business
activities of the retail shoe store business are the same
as those of the web site (purchasing shoes at whole-
sale and reselling them at retail). Although selling
shoes on a web site requires some know-how not as-
sociated with operating a retail store, such as familiar-
ity with different marketing approaches, distribution
chains, and technical operations issues, the web site’s
operation does draw to a significant extent on D’s ex-
isting experience and know-how, and the web site’s
success will depend in large measure on the goodwill
associated with D and the D name. Therefore, the cre-
ation by D of the Internet web site does not constitute
the acquisition of a new or different business under
paragraph (b)(3)(ii) of this section. Accordingly, it
is an expansion of D’s retail shoe store business, all
of which is treated as having been actively conducted
throughout the pre-distribution period. Therefore, D
and C both satisfy the requirements of section 355(b).

Example 20. Expansion — acquiring a SAG mem-
ber. For more than five years, D has owned all of
the stock of C. Throughout this period, C and unre-
lated T have engaged in the active conduct of ATB1.
In year 6, D purchases all of the T stock. In year 8,
D distributes all of the C stock to the D sharehold-
ers. Throughout the period that C is a DSAG mem-
ber, D is engaged in the active conduct of ATB1. See
paragraph (b)(1)(ii) of this section. Moreover, be-
cause D acquired section 1504(a)(2) stock of T, D
is treated as having acquired T’s assets (and activ-
ities), and that acquisition constitutes an expansion
of ATB1. See paragraphs (b)(1)(ii) and (b)(3)(ii) of
this section. Therefore, D and C both satisfy the re-
quirements of section 355(b). The result would be the
same if D had owned all of the T stock for more than
five years, and purchased all of the C stock in year
6. See paragraphs (b)(1)(ii), (b)(3)(ii), (b)(4)(i), and
(b)(4)(iv)(F) of this section.

Example 21. No expansion — acquiring only con-
trol of controlled. For more than five years, D and
unrelated C have engaged in the active conduct of
ATB1. In year 6, D purchases section 368(c) stock
but not section 1504(a)(2) stock of C. In year 8, D dis-
tributes the C stock to the D shareholders. While D
and C are in the same line of business, the acquisition
does not result in an expansion of D’s business under
paragraph (b)(3)(ii) of this section because D is not
treated as having acquired C’s assets (and activities).
Accordingly, D has acquired control of C in violation
of section 355(b)(2)(D). See paragraph (b)(4)(i)(B)
of this section. However, if D acquires additional C
stock thereby causing C to become a DSAG mem-
ber, D would be treated as having acquired C’s as-
sets (and activities) and the acquisition would consti-
tute an expansion of ATB1. See paragraphs (b)(1)(ii),
(b)(3)(ii), (b)(4)(i), and (b)(4)(iv)(F) of this section.
In such a case, D and C both would satisfy the re-
quirements of section 355(b).

Example 22. Partnership — meaningful but not
significant. For more than five years, unrelated X
and Y have owned a 20-percent and 33 1/3-percent
interest, respectively, in Partnership. The remain-
ing interests in Partnership are owned by unrelated
parties. For more than five years, Partnership has
manufactured power equipment. But for the perfor-
mance of all its management functions by employees
of X, Partnership would satisfy all the requirements
of paragraph (b)(2)(i) of this section. X and/or Y will

be attributed the trade or business assets and activities
of Partnership only if the corporation satisfies the re-
quirements of paragraph (b)(2)(v)(B) or (b)(2)(v)(C)
of this section. See paragraph (b)(2)(v)(A) of this
section. While X does not satisfy the requirements
of paragraph (b)(2)(v)(B) of this section because
X’s interest in Partnership is not significant, under
paragraph (b)(2)(v)(C) of this section, X owns a
meaningful interest in Partnership and performs
active and substantial management functions for the
trade or business assets and activities of Partnership.
Therefore, X is attributed the trade or business as-
sets and activities of Partnership. Accordingly, X is
engaged in the active conduct of the business of man-
ufacturing power equipment. See paragraph (b)(2)
of this section. In determining whether Y is engaged
in the business of manufacturing power equipment,
the management functions performed by X for Part-
nership are not taken into account. See paragraph
(b)(2)(v)(A) of this section. Therefore, although Y is
attributed Partnership’s trade or business assets and
activities under paragraph (b)(2)(v)(B) of this section
because Y owns a significant interest in Partnership,
Y is not engaged in the business of manufacturing
power equipment because neither Y nor Partnership
perform any management functions for the business.
See paragraph (b)(2)(iii) of this section.

Example 23. Partnership — significant but not
meaningful. The facts are the same as Example 22
except that all the management functions related to
the business of Partnership are performed by employ-
ees of Partnership. Because employees of Partnership
perform all of the management functions related to
the trade or business assets and activities of manufac-
turing power equipment, Partnership itself satisfies
all the requirements of paragraph (b)(2)(i) of this sec-
tion. X neither owns a significant interest in Partner-
ship nor performs active and substantial management
functions with respect to the trade or business assets
and activities of Partnership. Accordingly, X does
not satisfy the requirements of paragraph (b)(2)(v)(B)
or (b)(2)(v)(C) of this section, X is not attributed the
trade or business assets and activities of Partnership’s
business of manufacturing power equipment, and X is
not engaged in the active conduct of the business of
manufacturing power equipment. On the other hand,
because Y owns a significant interest in Partnership,
Y satisfies the requirements of paragraph (b)(2)(v)(B)
of this section. Therefore, Y is attributed the trade or
business assets and activities of Partnership’s busi-
ness. Accordingly, Y satisfies the requirements of
paragraph (b)(2)(i) of this section and is engaged in
the active conduct of the business of manufacturing
power equipment.

Example 24. Partnership — significant by many.
The facts are the same as Example 23 except that X, Y,
and Z each own a 33 1/3-percent interest in Partner-
ship. Because X, Y, and Z each own a significant in-
terest in Partnership, each of X, Y, and Z satisfies the
requirements of paragraph (b)(2)(v)(B) of this sec-
tion. Accordingly, each of X, Y, and Z is attributed
the trade or business assets and activities of Partner-
ship, satisfies the requirements of paragraph (b)(2)(i)
of this section, and is engaged in the active conduct
of the business of manufacturing power equipment.

Example 25. Non-SAG affiliates—(i) Facts. For
more than five years, X has owned 10 percent of the
stock of D2, D2 has owned all the stock of D and
S, and D has owned all the stock of C. Throughout
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this period, D has manufactured furniture that it sells
to furniture stores and has been the principal owner
of the goodwill and significant assets associated with
that business and C has owned and operated a laun-
dry business and has been the principal owner of the
goodwill and significant assets associated with that
business. Throughout this period, however, employ-
ees of S have performed all the active and substantial
management and operational functions of the furni-
ture business for D and the laundry business for C. D
distributes the C stock to D2 (first distribution) and
D2 distributes the C stock to X in exchange for all of
X’s D2 stock (second distribution). After the distri-
butions, employees of X perform all the active and
substantial management and operational functions of
the laundry business for C that the employees of S
performed before the distributions and the employ-
ees of S continue to perform the same activities for D
as they did before the distributions.

(ii) Analysis — first distribution. In determin-
ing whether the furniture manufacturing business
and laundry business have been actively conducted
throughout the pre-distribution period and imme-
diately after the first distribution, the activities
performed for those businesses include activities
performed by employees of affiliates of D and C
(even if they are not DSAG or CSAG members).
Accordingly, such activities include the activities
performed by the employees of S for D and C.
See paragraph (b)(2)(iii) of this section. D and C
own the goodwill and significant assets associated
with their respective businesses both throughout the
pre-distribution period and immediately after the first
distribution, and are treated as performing active and
substantial management and operational functions
for their respective businesses both throughout the
pre-distribution period and immediately after the
first distribution. Therefore, D and C both satisfy the
requirements of section 355(b) with respect to the
first distribution.

(iii) Analysis — second distribution. Because D2
owns section 1504(a)(2) stock of D, C, and S (and D
owned section 1504(a)(2) stock of C before the first
distribution), D2, D, C, and S are D2 SAG members
throughout the pre-distribution period with respect
to the second distribution. See paragraph (b)(1)(iii)
of this section. Accordingly, D2, D, C, and S are
treated as one corporation for purposes of determin-
ing whether D2 is engaged in an active trade or busi-
ness with respect to the second distribution. See para-
graph (b)(1)(ii) of this section. Accordingly, for pur-
poses of the second distribution, D2 has been engaged
in the furniture manufacturing business and the laun-
dry business throughout the pre-distribution period.
Further, for purposes of the second distribution D’s
distribution of the C stock to D2 is disregarded be-
cause it is between D2 SAG members. See paragraph
(b)(1)(ii) of this section. D and S continue to be D2
SAG members immediately after the second distri-
bution. See paragraph (b)(1)(iii) of this section. Ac-
cordingly, D2 is engaged in the furniture manufac-
turing business immediately after the second distri-
bution. In determining whether C is engaged in the
active conduct of a trade or business immediately af-
ter the second distribution, the activities performed
for the laundry business include activities performed
by employees of affiliates of C (even if they are not
CSAG members). Accordingly, immediately after
the second distribution, such activities include the ac-

tivities performed for C by the employees of X. See
paragraph (b)(2)(iii) of this section. C owns the good-
will and significant assets associated with the laundry
business both throughout the pre-distribution period
and immediately after the second distribution, and is
treated as performing active and substantial manage-
ment and operational functions both throughout the
pre-distribution period and immediately after the sec-
ond distribution. Therefore, D2 and C both satisfy
the requirements of section 355(b) with respect to the
second distribution.

Example 26. Purchased ATB and SAG member.
For more than five years, P has owned all of the stock
of D and S1, and D and S1 have owned all of the
stock of S2 and S3, respectively. Throughout this
period, S1 and S3 have engaged in the active con-
duct of ATB1 and ATB2, respectively. In year 6, S2
purchases ATB1 and all of the S3 stock from S1 on
the same day. In year 6, the DSAG acquired ATB1
and ATB2 (as a result of S3 becoming a DSAG mem-
ber) in a transaction in which gain or loss was recog-
nized. Accordingly, if D were to make a distribution,
it could not rely on ATB1 or ATB2 to satisfy the re-
quirements of section 355(b) unless the DSAG’s year
6 acquisition of ATB1 and ATB2 is not in the pre-dis-
tribution period. See paragraph (b)(4)(i)(A) of this
section. The fact that S2 acquired ATB1 and the S3
stock from an affiliate is not relevant.

Example 27. Purchased ATB prior to entering.
For more than five years, T has engaged in the active
conduct of ATB1. In year 6, S purchased ATB1 from
T. In year 7, D acquired all of the S stock from the S
shareholders solely in exchange for D stock in a trans-
action to which section 351 applied and in which no
gain or loss was recognized. As a result, S became a
DSAG member. Although S became a DSAG mem-
ber in a transaction in which no gain or loss was rec-
ognized, S, a corporation that later became a DSAG
member, acquired ATB1 in a transaction in which
gain or loss was recognized. Accordingly, if D were
to make a distribution, it could not rely on ATB1 to
satisfy the requirements of section 355(b) unless S’s
year 6 acquisition of ATB1 is not in the pre-distribu-
tion period. See paragraph (b)(4)(i)(A) of this sec-
tion.

Example 28. ATB (or new SAG member) for stock
of distributing or a corporation in control of distribut-
ing in a reorganization — transfer of ATB to con-
trolled. For more than five years, unrelated T and Z
have owned all of the stock of X and Y, respectively,
and X and Y have engaged in the active conduct of
ATB1 and ATB2, respectively. Unrelated P owns all
of the stock of D. In year 6, D acquires all of X’s
assets (including ATB1) from X solely in exchange
for D stock in a reorganization described in section
368(a)(1)(A), and all of Y’s assets (including ATB2)
from Y solely in exchange for P stock in a reorgani-
zation described in section 368(a)(1)(A) by reason of
section 368(a)(2)(D). No gain or loss is recognized on
either acquisition. In a separate transaction, D trans-
fers ATB2 to new subsidiary C in exchange for all
of the C stock in a transaction that satisfies the re-
quirements of section 351 and in which no gain or
loss is recognized. If D were to distribute the C stock
in a separate transaction, D and C can rely on ATB1
and ATB2, respectively, to satisfy the requirements
of section 355(b). ATB1 and ATB2 were acquired in
transactions in which no gain or loss was recognized,
and were not acquired in exchange for assets of the

DSAG. See paragraph (b)(4)(ii) of this section. The
result would be the same if D acquired all of the assets
of T (including the X stock) and Z (including the Y
stock) in the reorganizations instead of acquiring the
assets of X and Y, and then transferred the Y stock to
C. See paragraphs (b)(1)(ii) and (b)(4)(ii) of this sec-
tion.

Example 29. Taxable transfer of ATB by distribut-
ing to controlled. The facts are the same as the orig-
inal facts in Example 28 except that before and af-
ter the transfer to C, D owned section 368(c) stock
but not section 1504(a)(2) stock of C, and recognized
gain under section 357(c) on the transfer of ATB2 to
C. D and C can rely on ATB1 and ATB2, respec-
tively, to satisfy the requirements of section 355(b).
See paragraph (b)(4)(iii)(A) of this section. The re-
sult would be the same if C purchased ATB2 from
D. The result would also be the same if D acquired
all of the assets of T (including the X stock) and Z
(including the Y stock) in the reorganizations instead
of acquiring the assets of X and Y, and then C pur-
chased the Y stock from D. See paragraphs (b)(1)(ii)
and (b)(4)(iii)(A) of this section.

Example 30. Assets for controlled stock in a sec-
tion 351 transaction. For more than five years, un-
related D and C have engaged in the active conduct
of ATB1 and ATB2, respectively. In year 6, D trans-
fers trucks to C to be used in ATB2 in exchange for
section 368(c) stock of C in a transaction to which
section 351 applies and in which no gain or loss is
recognized. If D were to distribute the C stock, C
could not rely on ATB2 to satisfy the requirements of
section 355(b) unless D’s year 6 acquisition of the C
stock is not in the pre-distribution period because D
acquired section 368(c) stock of C, a corporation en-
gaged in ATB2, in exchange for assets not constitut-
ing the trade or business. See paragraphs (b)(4)(i)(B)
and (b)(4)(ii)(A) of this section. The result would be
the same even if C became a DSAG member as a re-
sult of the year 6 transfer. See paragraphs (b)(4)(i)(A)
and (b)(4)(ii)(A) of this section.

Example 31. ATB for controlled stock in a reor-
ganization. For more than five years, unrelated D
and T have engaged in the active conduct of ATB1
and ATB2, respectively. Throughout this period, D
has owned all of the sole class of C stock. In year
6, T merges into C solely in exchange for C stock
in a reorganization described in section 368(a)(1)(A)
and in which no gain or loss is recognized. As a re-
sult, the T shareholders receive 20 percent of the sole
class of C stock. Because C acquired ATB2 in ex-
change for C stock, solely for purposes of determin-
ing whether ATB2 can be relied on to satisfy the re-
quirements of section 355(b), D is treated as having
acquired its 80 percent of the C stock in year 6 in
a transaction in which gain or loss was recognized.
See paragraph (b)(4)(iv)(E) of this section. Accord-
ingly, if D were to distribute the C stock, C could
not rely on ATB2 to satisfy the requirements of sec-
tion 355(b) unless C’s year 6 acquisition of ATB2 is
not in the pre-distribution period because ATB2 was
in effect indirectly acquired in exchange for D’s as-
sets. See paragraphs (b)(4)(i)(A), (b)(4)(ii)(A), and
(b)(4)(iv)(E) of this section.

Example 32. ATB and controlled stock for dis-
tributing stock in a section 351 transaction. For more
than five years, T and unrelated C have engaged in
the active conduct of ATB1 and ATB2, respectively.
Unrelated P owns all of the stock of D. In year 6, P
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purchases ATB1 from T, and section 368(c) stock of
C from the C shareholders. In year 6, P contributes
the C stock and ATB1 to D solely in exchange for ad-
ditional D stock in a transaction to which section 351
applies and in which no gain or loss is recognized.
If D were to subsequently distribute the C stock in a
separate transaction, D can rely on ATB1, and C can
rely on ATB2 to satisfy the requirements of section
355(b) because neither ATB1 nor control of C was ac-
quired in exchange for assets of the DSAG. See para-
graphs (b)(4)(i)(A), (b)(4)(i)(B), and (b)(4)(ii) of this
section. The fact that P, an affiliate of D, purchased
ATB1 and section 368(c) stock of C in year 6 is not
relevant.

Example 33. ATB for distributing stock in a sec-
tion 351 transaction with section 357(c) gain. The
facts are the same as Example 32 except that D has
owned section 368(c) stock of C for more than five
years, P only purchases ATB1 from T, and P rec-
ognizes under section 357(c) gain on the transfer of
ATB1 to D as a result of D assuming liabilities of P.
D cannot rely on ATB1 to satisfy the requirements of
section 355(b) until D’s year 6 acquisition of ATB1
is no longer in the pre-distribution period because D
acquired ATB1 in a transaction in which gain or loss
was recognized. See paragraph (b)(4)(i)(A) of this
section.

Example 34. Partnership distributions. For more
than five years, X and Y have engaged in the active
conduct of ATB1 and ATB2, respectively. Through-
out this period, unrelated D has owned a 90-percent
interest in Partnership. D is attributed any trade or
business assets and activities of Partnership under
paragraph (b)(2)(v) of this section. In year 6, Partner-
ship purchases ATB1 from X and all of the Y stock
from its owner. In year 9, Partnership distributes
ATB1 and all of the Y stock to D in a non-liquidat-
ing distribution. Assume that no gain or loss is rec-
ognized by Partnership or any partner on the distri-
bution. As a result of the distribution, Y becomes a
DSAG member, and D is treated as having acquired
Y’s assets (and activities). See paragraphs (b)(1)(ii)
and (b)(1)(iii) of this section. If D were to make a dis-
tribution, ATB1 could not be relied on to satisfy the
requirements of section 355(b) unless Partnership’s
year 6 acquisition of ATB1 is not in the pre-distribu-
tion period. See paragraphs (b)(2)(v), (b)(3)(iii), and
(b)(4)(ii)(B) of this section. If D were to make a dis-
tribution, ATB2 could not be relied on to satisfy the
requirements of section 355(b) unless D’s year 9 ac-
quisition of the Y stock is not in the pre-distribution
period. See paragraphs (b)(2)(v)(A) and (b)(4)(ii)(B)
of this section. Alternatively, if in year 9 Partner-
ship only makes a pro rata distribution of all the Y
stock to its partners such that D receives 90 percent
of the Y stock, ATB2 cannot be relied on until Part-
nership’s year 6 acquisition of all of the Y stock is no
longer in the pre-distribution period. See paragraph
(b)(4)(ii)(B) of this section.

Example 35. Partnership distribution (new SAG
member). For more than five years, D has owned a
50-percent interest in Partnership. The remaining in-
terests in Partnership are owned by unrelated parties.
Throughout this period, Partnership has engaged in
the active conduct of ATB1, and D has been attributed
the trade or business assets and activities of Partner-
ship’s ATB1 under paragraph (b)(2)(v) of this section.
In year 6, pursuant to an integrated plan, Partnership
contributes ATB1 to new subsidiary S, and distributes

all of the S stock to D in liquidation of D’s 50-percent
interest in Partnership. Assume that no gain or loss is
recognized by Partnership or any partner on the dis-
tribution. As a result, S becomes a DSAG member,
and D is treated as having acquired S’s assets (and
activities). See paragraphs (b)(1)(ii) and (b)(1)(iii) of
this section. Because D was attributed ATB1 imme-
diately before the incorporation and distribution by
Partnership, and S became a DSAG member as a re-
sult of the distribution, Partnership’s distribution of
the S stock to D is not an acquisition of ATB1. See
paragraphs (b)(3)(iii) and (b)(4)(ii)(B) of this section.
Accordingly, if D were to make a distribution, it could
rely on ATB1 to satisfy the requirements of section
355(b).

Example 36. Transfer of partnership in a reorga-
nization and distribution. For more than five years, T
has owned a 40-percent interest in Partnership which
has engaged in the active conduct of ATB1. Through-
out this period, T has been attributed the trade or busi-
ness assets and activities of Partnership’s ATB1 un-
der paragraph (b)(2)(v) of this section. In year 6,
T merges into S, a wholly owned subsidiary of un-
related D, solely in exchange for D stock in a reor-
ganization described in section 368(a)(1)(A) by rea-
son of section 368(a)(2)(D). No gain or loss is rec-
ognized. If D were to make a distribution, D can
rely on ATB1 because ATB1 has been actively con-
ducted throughout the pre-distribution period, and the
interest in Partnership was acquired in a transaction in
which no gain or loss was recognized and was not ac-
quired in exchange for assets of the DSAG. See para-
graphs (b)(2)(v), (b)(3)(i), and (b)(4)(ii) of this sec-
tion. The results would be the same if T owned only
a 20-percent interest in Partnership, employees of T
performed active and substantial management func-
tions for Partnership’s trade or business assets and ac-
tivities prior to the merger, and employees of S (or an
affiliate of S) performed active and substantial man-
agement functions for Partnership’s trade or business
assets and activities after the merger. See paragraphs
(b)(2)(iii), (b)(2)(v), (b)(3), and (b)(4)(ii) of this sec-
tion.

Example 37. Transferred ATB sold (SAG mem-
ber). For more than five years, D and unrelated T
have engaged in the active conduct of ATB1 and
ATB2, respectively. In year 6, D contributes ATB1
to T in exchange for T stock in a transaction to which
section 351 applies. No gain or loss is recognized on
the contribution. Immediately after the contribution
T is a DSAG member. In year 8, in response to
unanticipated market changes, T sells ATB1 to an
unrelated third party. Although T became a DSAG
member as a result of D acquiring T stock in ex-
change for ATB1 in a transaction in which no gain or
loss was recognized, ATB1 is not the trade or busi-
ness to be relied upon. Accordingly, D cannot rely
on ATB2 until the year 6 transaction is no longer in
the pre-distribution period because D acquired ATB2
in exchange for D’s assets not constituting the active
trade or business to be relied on. See paragraphs
(b)(4)(i)(A) and (b)(4)(ii)(A) of this section.

Example 38. Transferred ATB sold (partnership).
The facts are the same as Example 37 except that, in
year 6, D and T contribute ATB1 and ATB2, respec-
tively, to Partnership in a transaction to which section
721 applies. In the exchange, D and T each receive
a 50-percent interest in Partnership. In year 8, in re-
sponse to unanticipated market changes, Partnership

sells ATB1 to an unrelated third party. If D were to
make a distribution, D could not rely on ATB2 un-
der paragraph (b)(2)(v)(B) of this section unless the
year 6 transaction is not in the pre-distribution period
because D acquired ATB2 in exchange for D’s assets
not constituting the trade or business to be relied on.
See paragraphs (b)(4)(i)(A) and (b)(4)(ii)(A) of this
section.

Example 39. Indirect acquisition of control of
distributing’s ATB. For more than five years, D and
T have engaged in the active conduct of ATB1 and
ATB2, respectively. All of the T stock is owned by
individuals. In year 6, T purchases all the stock of D
in a transaction in which gain or loss is recognized.
In a separate transaction, T merges downstream into
D solely in exchange for D stock in a reorganization
described in section 368(a)(1)(A) and (D). No gain
or loss is recognized. In year 7, D transfers ATB2
formerly conducted by T to new subsidiary C, and
then distributes the C stock to the D shareholders. Al-
though D acquired ATB2 solely in exchange for D
stock in a transaction in which no gain or loss was
recognized, the requirements of section 355(b) are not
satisfied because ATB1, the business of D, was indi-
rectly acquired by T, a predecessor of D, during the
pre-distribution period in a transaction in which gain
or loss was recognized. See paragraphs (b)(4)(i)(A)
and (b)(4)(iv)(A) of this section. The result would
be the same if prior to the year 6 acquisition D and
wholly owned subsidiary C were engaged in the ac-
tive conduct of ATB1 and ATB2, respectively, and T
had no ATB.

Example 40. Exception for corporate distribu-
tee. For more than five years, T has owned all of the
stock of D which in turn owned all of the stock of C.
Throughout this period, D and C have engaged in the
active conduct of ATB1 and ATB2, respectively. In
year 6, P purchases all the stock of T. In year 7, P liq-
uidates T in a transaction in which no gain or loss is
recognized under section 332. Under section 334(b),
P’s basis in the D stock is determined in whole by
reference to T’s basis in the D stock. In year 8, D
distributes the C stock to P. While the D stock was
indirectly acquired in a taxable transaction, the ad-
justed basis that P, the distributee corporation, has in
the D stock was determined in whole by reference
to T’s adjusted basis. Accordingly, D and C satisfy
the requirements of section 355(b). See paragraph
(b)(4)(iii)(C) of this section. If P were to distribute
either the D stock or C stock, neither ATB1 nor ATB2
could be relied on unless the year 6 acquisition of the
T stock is not in the pre-distribution period. See para-
graph (b)(4)(iii)(C) of this section. The results would
be the same if P acquired all of T’s assets in exchange
for P stock and other property in a reorganization de-
scribed in section 368(a)(1)(A).

Example 41. Acquisition of section 368(c) stock
of controlled, DSAG member. For more than five
years, D has owned section 1504(a)(2) stock but not
section 368(c) stock of C. Throughout this period, C
has engaged in the active conduct of ATB1. In year
6, D purchased additional shares of C stock. As a
result, D acquired section 368(c) stock of C. If D
were to make a distribution of the C stock, C could
rely on ATB1 to satisfy the requirement of section
355(b). C was a DSAG member, so D was engaged
in ATB1 prior to the year 6 purchase of additional
C stock. Accordingly, D’s acquisition of additional
stock of a DSAG member is disregarded in apply-
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ing paragraph (b)(4)(i)(A) of this section, and para-
graph (b)(4)(i)(B) of this section does not apply to
this acquisition of additional C stock. See paragraphs
(b)(1)(ii) and (b)(4)(iv)(F) of this section.

Example 42. Controlled becoming a DSAG mem-
ber. For more than five years, D has owned section
368(c) stock but not section 1504(a)(2) stock of C.
Throughout this period, D and C have engaged in
the active conduct of ATB1 and ATB2, respectively.
In year 6, D purchases the remaining C stock. If D
distributes all the C stock, C cannot rely on ATB2
to satisfy the requirements of section 355(b) because
C became a DSAG member (and thus D acquired
ATB2) in a transaction in which gain or loss was rec-
ognized. See paragraphs (b)(1)(ii), (b)(4)(i)(A), and
(b)(4)(iv)(F) of this section.

Example 43. Nontaxable multi-step acquisition
of control. For more than five years, unrelated D and
C have engaged in the active conduct of ATB1 and
ATB2, respectively. C has two classes of stock out-
standing. X owns all 95 shares of the class A stock
of C, representing 95 percent of the voting power and
70 percent of the value, and Y owns all of the class
B stock of C, representing five percent of the voting
power and 30 percent of the value. In year 6, D ac-
quires 10 shares of class A C stock from X in a trans-
action in which gain or loss was recognized. In year 7,
in a separate transaction, D acquires an additional 80
shares of class A C stock from X solely in exchange
for D voting stock in a reorganization described in
section 368(a)(1)(B). No gain or loss is recognized.
In year 8, in a separate transaction, D acquires the
remaining five shares of class A C stock from X in
a transaction in which gain or loss was recognized.
Because D only acquires 70 percent of the value of C
stock, C does not become a DSAG member. In year
9, D distributes the 95 shares of class A C stock to
the D shareholders. At the time D first acquired con-
trol of C, D owned an amount of C stock constituting
control that was acquired in a transaction in which no
gain or loss was recognized. Accordingly, D and C
both satisfy the requirements of section 355(b). See
paragraphs (b)(4)(i)(B) and (b)(4)(iv)(B) of this sec-
tion.

Example 44. Taxable multi-step acquisition of
control. The facts are the same as Example 43 ex-
cept that in year 7 D acquires 70 shares of class A C
stock solely in exchange for D voting stock in a reor-
ganization described in section 368(a)(1)(B). No gain
or loss is recognized. At the time D first acquired
control of C, D did not own an amount of C stock
constituting control that was acquired in one or more
transactions in which no gain or loss was recognized
or by reason of such transactions combined with ac-
quisitions before the pre-distribution period. Accord-
ingly, C cannot rely on ATB2 to satisfy the require-
ments of section 355(b) until D’s year 6 acquisition
of the 10 shares of class A C stock is no longer in the
pre-distribution period. See paragraphs (b)(4)(i)(B)
and (b)(4)(iv)(B) of this section.

Example 45. Taxable acquisition of control. For
more than five years, unrelated D and C have en-
gaged in the active conduct of ATB1 and ATB2, re-
spectively. In year 6, D acquires section 368(c) stock
but not section 1504(a)(2) stock of C from unrelated T
in a reorganization described in section 368(a)(1)(A)
by reason of section 368(a)(2)(E) through the use of
a newly created transitory subsidiary of D. In the re-
organization, T receives consideration 95 percent of

which is D voting common stock and five percent of
which is cash. Because D acquired control of C in
a single transaction in which gain or loss was recog-
nized, paragraph (b)(4)(iv)(B) of this section does not
apply. Accordingly, C cannot rely on ATB2 to satisfy
the requirements of section 355(b) until D’s year 6
acquisition of control of C is no longer in the pre-dis-
tribution period. See paragraph (b)(4)(i)(B) of this
section.

Example 46. Taxable multi-step indirect acquisi-
tion of control. For more than five years, C has en-
gaged in the active conduct of ATB1. T owns exactly
80 percent of the total combined voting power of all
classes of C stock entitled to vote and 80 percent of
the total number of shares of all other classes of C
stock, but T owns less than 80 percent of the total
value of the C stock. In year 6, unrelated D acquires
10 percent of the sole outstanding class of stock of T
in a transaction in which gain or loss is recognized.
In year 8, in a separate transaction, T merges into D
solely in exchange for D stock in a reorganization de-
scribed in section 368(a)(1)(A). No gain or loss is rec-
ognized. As a result, D owns section 368(c) stock of
C. Because D indirectly acquired 10 percent of the C
stock owned by T in year 6, at the time D first ac-
quired control of C, D did not own stock constituting
control of C that it acquired in one or more transac-
tions in which no gain or loss was recognized or by
reason of such transactions combined with acquisi-
tions before the pre-distribution period. Accordingly,
C cannot rely on ATB1 to satisfy the requirements of
section 355(b) until D’s year 6 acquisition of the T
stock is no longer in the pre-distribution period. See
paragraphs (b)(4)(i)(B) and (b)(4)(iv)(B) of this sec-
tion.

Example 47. Nontaxable multi-step acquisition
of SAG member (or ATB). For more than five years, S
has engaged in the active conduct of ATB1. X owns
all 100 shares of the sole outstanding class of S stock.
In year 6, unrelated D acquires 10 shares of S stock
from X in a transaction in which gain or loss was
recognized. In year 7, in a separate transaction, D
acquires an additional 80 shares of S stock from X
solely in exchange for D voting stock in a reorganiza-
tion described in section 368(a)(1)(B). No gain or loss
is recognized. As a result, S becomes a DSAG mem-
ber. In year 8, in a separate transaction, D acquires
another 5 shares of S stock from X in a transaction
in which gain or loss was recognized. Because at the
time S first became a DSAG member, D owned an
amount of S stock meeting the requirements of sec-
tion 1504(a)(2) that was acquired in a transaction in
which no gain or loss was recognized, D can rely on
ATB1 to satisfy the requirements of section 355(b) as
of the year 7 transaction. See paragraphs (b)(4)(i)(A)
and (b)(4)(iv)(C) of this section. The acquisition by
D of other S stock in a separate transaction in which
gain or loss was recognized during the pre-distribu-
tion period is disregarded. See paragraph (b)(1)(ii)
of this section. The result would be the same if, in
year 7, instead of acquiring S stock in a reorganiza-
tion described in section 368(a)(1)(B), S merged into
D in exchange for D stock in a reorganization de-
scribed in section 368(a)(1)(A) in which no gain or
loss was recognized. See paragraphs (b)(4)(i)(A) and
(b)(4)(iv)(D) of this section.

Example 48. Taxable multi-step acquisition of
SAG member (or ATB). The facts are the same as Ex-
ample 47 except that in year 6 D acquires 21 shares

of S stock in a transaction in which gain or loss was
recognized, and in year 7, in a separate transaction,
D acquires an additional 79 shares of S stock solely
in exchange for D voting stock in a reorganization de-
scribed in section 368(a)(1)(B). No gain or loss is rec-
ognized, and S becomes a DSAG member. D cannot
rely on ATB1 to satisfy the requirements of section
355(b) until D’s year 6 acquisition of the 21 shares of
S stock is no longer in the pre-distribution period be-
cause at the time S first became a DSAG member D
did not own an amount of S stock meeting the require-
ments of section 1504(a)(2) that was acquired in one
or more transactions in which no gain or loss was rec-
ognized or by reason of such transactions combined
with acquisitions before the pre-distribution period.
See paragraphs (b)(4)(i)(A) and (b)(4)(iv)(C) of this
section. The result would be the same if, in year 7,
in a separate transaction, instead of D’s acquiring S
stock, S merged into D in exchange for D stock in
a reorganization described in section 368(a)(1)(A) in
which no gain or loss was recognized. See paragraphs
(b)(4)(i)(A) and (b)(4)(iv)(D) of this section. The re-
sult would also be the same if in year 6 D acquired
10 shares of S stock in a transaction in which gain
or loss was recognized and, in year 7, in a separate
transaction, D acquired an additional 70 shares of S
stock solely in exchange for D voting stock in a re-
organization described in section 368(a)(1)(B). See
paragraphs (b)(4)(i)(A) and (b)(4)(iv)(C) of this sec-
tion.

Example 49. Nontaxable multi-step indirect ac-
quisition using subsidiary stock. For more than five
years, X has owned all of the sole outstanding class
of S stock. Throughout this period, S and unre-
lated T have engaged in the active conduct of ATB1
and ATB2, respectively. In year 6, T merges into
S solely in exchange for S stock in a reorganiza-
tion described in section 368(a)(1)(A). No gain or
loss is recognized. Immediately after the merger, X
and the former T shareholders own 80 percent and
20 percent of the S stock, respectively. In year 8,
unrelated D acquires all of the S shares held by X
solely in exchange for D voting stock in a reorgani-
zation described in section 368(a)(1)(B). No gain or
loss is recognized. As a result, S becomes a DSAG
member. Because D acquired ATB1 and ATB2 in a
transaction in which no gain or loss was recognized,
solely in exchange for D stock, D can rely on both
ATB1 and ATB2 to satisfy the requirements of sec-
tion 355(b). Because X is neither a predecessor of D
nor a DSAG member, paragraph (b)(4)(iv)(E) of this
section is not applicable.

Example 50. Taxable multi-step indirect acquisi-
tion using subsidiary stock. The facts are the same as
Example 49 except that, for more than five years, D
has owned 50 percent of the sole outstanding class of
X stock. In year 8, instead of D acquiring the S stock,
S merges into D solely in exchange for D stock in a
reorganization described in section 368(a)(1)(A). No
gain or loss is recognized. Because D indirectly
owned S stock and S acquired ATB2 in exchange for
S stock, paragraph (b)(4)(iv)(E) of this section is ap-
plicable. Under paragraph (b)(4)(iv)(E) of this sec-
tion, for purposes of applying paragraph (b)(4) of this
section with respect to ATB2, D is treated as hav-
ing indirectly acquired in year 6 the S stock it indi-
rectly owns immediately after the merger of T into
S in a transaction in which gain or loss was recog-
nized. Thus, D is treated as having indirectly ac-
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quired 40 percent of the S stock in a transaction in
which gain or loss is recognized at the time of the
merger of T into S. Further, if the merger of T into
S is in the pre-distribution period, under paragraph
(b)(4)(iv)(D) of this section, D will be treated as hav-
ing acquired ATB2 in a transaction in which gain or
loss is recognized because, immediately before the
merger of S into D, D indirectly owned 40 percent
of the S stock that had been acquired in a transaction
in which gain or loss was recognized. Accordingly,
D cannot rely on ATB2 to satisfy the requirements
of section 355(b) until the year 6 merger of T into
S is no longer in the pre-distribution period. How-
ever, D can rely on ATB1 to satisfy the requirements
of section 355(b). Alternatively, if X, instead of S,
merged into D, S would become a DSAG member and
X would be a predecessor of D. If so, for purposes of
applying paragraph (b)(4) of this section with respect
to ATB2, D is treated as having acquired 80 percent
of the S stock in year 6 in a transaction in which gain
or loss was recognized. Accordingly, D cannot rely
on ATB2 to satisfy the requirements of section 355(b)
until the year 6 merger of T into S is no longer in the
pre-distribution period. See paragraphs (b)(1)(iii),
(b)(4)(i)(A), (b)(4)(iv)(A), and (b)(4)(iv)(E) of this
section. However, D can rely on ATB1 to satisfy the
requirements of section 355(b).

Example 51. Taxable multi-step indirect acqui-
sition of SAG member (or ATB). For more than five
years, T has engaged in the active conduct of ATB1.
Throughout this period, X owned all of the sole out-
standing class of T stock, and D owned 50 percent of
the sole outstanding stock of S. In year 6, S acquires
50 percent of the sole outstanding class of the X stock
in a transaction in which gain or loss is recognized.
In year 8, X merges into D solely in exchange for D
stock. No gain or loss is recognized. As a result, T
becomes a DSAG member. Because D indirectly ac-
quired more than 20 percent of the T stock (D indi-
rectly acquired 25 percent of T) in year 6, at the time
T first became a DSAG member D did not own an
amount of T stock meeting the requirements of sec-
tion 1504(a)(2) that it acquired in one or more trans-
actions in which no gain or loss was recognized or by
reason of such transactions combined with acquisi-
tions before the pre-distribution period. Accordingly,
D cannot rely on ATB1 to satisfy the requirements of
section 355(b) until D’s year 6 indirect acquisition of
the T stock is no longer in the pre-distribution period.
See paragraphs (b)(4)(i)(A) and (b)(4)(iv)(C) of this
section. The result would be the same if, instead of X,
in year 8, T merged into D solely in exchange for D
stock. See paragraphs (b)(4)(i)(A) and (b)(4)(iv)(D)
of this section.

Kevin M. Brown,
Deputy Commissioner for
Services and Enforcement.

(Filed by the Office of the Federal Register on May 4, 2007,
8:45 a.m., and published in the issue of the Federal Register
for May 8, 2007, 72 F.R. 20612)

Determining the Amount of
Taxes Paid for Purposes of
Section 901; Correction

Announcement 2007–53

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Correction to notice of pro-
posed rulemaking.

SUMMARY: This document contains a
correction to notice of proposed rulemak-
ing (REG–156779–06, 2007–17 I.R.B.
1015) that was published in the Federal
Register on Friday, March 30, 2007 (71
FR 15081) providing guidance relating to
the determination of the amount of taxes
paid for purposes of section 901.

FOR FURTHER INFORMATION
CONTACT: Bethany A. Ingwalson, (202)
622–3850 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

The notice of proposed rulemaking
(REG–156779–06) that is the subject of
this correction is under section 901 of the
Internal Revenue Code.

Need for Correction

As published, this notice of proposed
rulemaking (REG–156779–06) contains
an error that may prove to be misleading
and is in need of clarification.

Correction of Publication

Accordingly, the notice of proposed
rulemaking (REG–156779–06), that was
the subject of FR Doc. E7–5862, is cor-
rected as follows:

On page 15085, column 3, in the pream-
ble, first full paragraph of the column, un-
der the paragraph heading “3. Comments
and Proposed Regulations”, lines 1 and 2,
the language “The fifth condition is that
the counterparty is a person (other than
the” is corrected to read “The fifth con-
dition is that the arrangement involves a
counterparty. A counterparty is a person
(other than the”.

LaNita Van Dyke,
Branch Chief,

Publications and Regulations Branch,
Legal Processing Division,

Office of Associate Chief Counsel
(Procedure and Administration).

(Filed by the Office of the Federal Register on May 9, 2007,
8:45 a.m., and published in the issue of the Federal Register
for May 10, 2007, 72 F.R. 26576)

Section 1367 Regarding Open
Account Debt; Correction

Announcement 2007–54

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Correction to notice of pro-
posed rulemaking.

SUMMARY: This document contains cor-
rections to a notice of proposed rulemak-
ing (REG–144859–04, 2007–20 I.R.B.
1245) that was published in the Federal
Register on Thursday, April 12, 2007 (72
FR 18417) relating to the treatment of
open account debt between S corporations
and their shareholders.

FOR FURTHER INFORMATION
CONTACT: Stacy L. Short or
Deanne M. Burke, (202) 622–3070
(not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

The correction notice that is the subject
of this document is under section 1367 of
the Internal Revenue Code.

Need for Correction

As published, the notice of proposed
rulemaking (REG–144859–04) contains
errors that may prove to be misleading and
are in need of clarification.

Correction of Publication

Accordingly, the publication of pro-
posed rulemaking (REG–144859–04),
which was the subject of FR Doc.
E7–6764, is corrected as follows:
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1. On page 18417, column 3, in the pre-
amble, under the caption “DATES:”, first
sentence of the paragraph, the language
“Written or electronic comments and re-
quests for a public hearing must be re-
ceived by July 11, 2007.” is corrected to
read “Written or electronic comments must
be received by July 10, 2007.”.

2. On page 18418, column 1, in the
preamble, under the caption “FOR FUR-
THER INFORMATION CONTACT:”,
lines six through eleven, the language
“attend the hearing, Richard Hurst at
(202) 622–2949 (TDD Telephone) (not
toll-free numbers) and his e-mail address
is Richard.A.Hurst@irscounsel.treas.gov,
(202) 622–7180 (not toll-free num-
bers).” is corrected to read “at-
tend the hearing, Richard Hurst at
Richard.A.Hurst@irscounsel.treas.gov,
(202) 622–7180 (not toll-free numbers).

3. On page 18420, column 2, in the
preamble, under the paragraph heading
“Comments and Public Hearing”, the
second paragraph of the column, first
line, the language “The rules of 26 CFR
606.601(a)(3)” is corrected to read “The
rules of 26 CFR 601.601(a)(3)”.

§1.1367–2 [Corrected]

4. On page 18422, column 1,
§1.1367–2, first paragraph of the column,
third line of the paragraph, the language
“1. The section heading is revised.” is
corrected to read “1. The section heading
and paragraph are revised.”.

5. On page 18422, column 1,
§1.1367–2, first paragraph of the column,
lines four through seven are removed.

§1.1367–3 [Corrected]

6. On page 18422, column 1,
§1.1367–3, second paragraph of the
column, the language of the paragraph
heading “§1.1367–3 Effective dates and
transitional rules.” is corrected to read
“§1.1367–3 Effective date.”.

LaNita Van Dyke,
Chief, Publications and

Regulations Branch,
Legal Processing Division,

Associate Chief Counsel
(Procedure and Administration).

(Filed by the Office of the Federal Register on May 7, 2007,
8:45 a.m., and published in the issue of the Federal Register
for May 8, 2007, 72 F.R. 26011)

Rollovers to Prototype Roth
IRAs

Announcement 2007–55

This announcement provides that spon-
sors of prototype Roth IRAs who wish to
accept rollover contributions from desig-
nated Roth accounts described in § 402A
of the Internal Revenue Code must amend
their prototype Roth IRA documents to
reflect that the Roth IRA permits these
rollover contributions.

Internal Revenue Code § 402A, added
by section 617 of the Economic Growth
and Tax Relief Reconciliation Act of 2001
(“EGTRRA”), Pub. L. 107–16, authorizes
employers to offer, beginning in 2006, a
qualified Roth contribution program as
part of a § 401(k) plan or a § 403(b) plan.
An eligible rollover distribution from a
designated Roth account established under
the program can be rolled over only to an-
other designated Roth account or to a Roth
IRA. Rev. Proc. 2002–10, 2002–1 C.B.
401, provided guidance on amending IRAs
and IRA-based plans to reflect changes to
the Code made by EGTRRA, but the
guidance did not address qualified Roth
contribution programs. Consequently,
currently approved prototype Roth IRAs
generally do not contain language per-
mitting the acceptance of rollovers from
designated Roth accounts.

Sponsors of prototype Roth IRAs may
now wish to amend their documents to
provide for the acceptance of rollovers
from designated Roth accounts. In order
for a Roth IRA that is intended to be a
prototype Roth IRA to accept an eligible
rollover contribution from a designated
Roth account prior to an amendment per-
mitting such rollovers, the prototype Roth
IRA document must be amended and
adopted no later than December 31, 2007,
in accordance with procedures acceptable
under Rev. Proc. 2002–10. Thus, if a
prototype Roth IRA accepts a rollover
from a designated Roth account prior to
the date of amendment, the mere accep-
tance of such rollover contribution will
not affect the Roth IRA’s prototype status
provided the adoption of the amendment

is timely. No application to the Service
is required for continued reliance on an
Opinion Letter. The model Roth IRAs
(Forms 5305–R, 5305–RA and 5305–RB)
already contain language permitting the
acceptance of rollovers from designated
Roth accounts, thus, users of such forms
do not need to amend their IRA document
to permit such rollovers.

The Roth IRA Listing of Required
Modifications (“LRMs”), including ac-
ceptable designated Roth account rollover
language, is available on the Service’s
Web Site at www.irs.gov. (Search for
“LRMs”.) These LRMs have also been up-
dated to reflect other recent law changes,
such as section 833(c) of the Pension Pro-
tection Act of 2006, P.L. 109–280, relating
to inflation adjustments to the modified
adjusted gross income limits that are used
to determine the amount of Roth IRA con-
tributions.

Deletions From Cumulative
List of Organizations
Contributions to Which
are Deductible Under Section
170 of the Code

Announcement 2007–56

The names of organizations that no
longer qualify as organizations described
in section 170(c)(2) of the Internal Rev-
enue Code of 1986 are listed below.

Generally, the Service will not disallow
deductions for contributions made to a
listed organization on or before the date
of announcement in the Internal Revenue
Bulletin that an organization no longer
qualifies. However, the Service is not
precluded from disallowing a deduction
for any contributions made after an or-
ganization ceases to qualify under section
170(c)(2) if the organization has not timely
filed a suit for declaratory judgment under
section 7428 and if the contributor (1) had
knowledge of the revocation of the ruling
or determination letter, (2) was aware that
such revocation was imminent, or (3) was
in part responsible for or was aware of the
activities or omissions of the organization
that brought about this revocation.

If on the other hand a suit for declara-
tory judgment has been timely filed, con-
tributions from individuals and organiza-
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tions described in section 170(c)(2) that
are otherwise allowable will continue to
be deductible. Protection under section
7428(c) would begin on June 4, 2007, and
would end on the date the court first deter-
mines that the organization is not described
in section 170(c)(2) as more particularly
set forth in section 7428(c)(1). For indi-
vidual contributors, the maximum deduc-

tion protected is $1,000, with a husband
and wife treated as one contributor. This
benefit is not extended to any individual, in
whole or in part, for the acts or omissions
of the organization that were the basis for
revocation.

Freedom Financial Consultants, Inc.
Lakeland, FL

Vista Vision 2000, Inc.
Norfolk, VA

Safeguarding America for Everyone
(SAFE) Foundation, Inc.
Upper Marlboro, MD

Homeownership Foundation
of America, Inc.
Baltimore, MD
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Definition of Terms
Revenue rulings and revenue procedures
(hereinafter referred to as “rulings”) that
have an effect on previous rulings use the
following defined terms to describe the ef-
fect:

Amplified describes a situation where
no change is being made in a prior pub-
lished position, but the prior position is be-
ing extended to apply to a variation of the
fact situation set forth therein. Thus, if
an earlier ruling held that a principle ap-
plied to A, and the new ruling holds that the
same principle also applies to B, the earlier
ruling is amplified. (Compare with modi-
fied, below).

Clarified is used in those instances
where the language in a prior ruling is be-
ing made clear because the language has
caused, or may cause, some confusion.
It is not used where a position in a prior
ruling is being changed.

Distinguished describes a situation
where a ruling mentions a previously pub-
lished ruling and points out an essential
difference between them.

Modified is used where the substance
of a previously published position is being
changed. Thus, if a prior ruling held that a
principle applied to A but not to B, and the
new ruling holds that it applies to both A

and B, the prior ruling is modified because
it corrects a published position. (Compare
with amplified and clarified, above).

Obsoleted describes a previously pub-
lished ruling that is not considered deter-
minative with respect to future transac-
tions. This term is most commonly used in
a ruling that lists previously published rul-
ings that are obsoleted because of changes
in laws or regulations. A ruling may also
be obsoleted because the substance has
been included in regulations subsequently
adopted.

Revoked describes situations where the
position in the previously published ruling
is not correct and the correct position is
being stated in a new ruling.

Superseded describes a situation where
the new ruling does nothing more than re-
state the substance and situation of a previ-
ously published ruling (or rulings). Thus,
the term is used to republish under the
1986 Code and regulations the same po-
sition published under the 1939 Code and
regulations. The term is also used when
it is desired to republish in a single rul-
ing a series of situations, names, etc., that
were previously published over a period of
time in separate rulings. If the new rul-
ing does more than restate the substance

of a prior ruling, a combination of terms
is used. For example, modified and su-
perseded describes a situation where the
substance of a previously published ruling
is being changed in part and is continued
without change in part and it is desired to
restate the valid portion of the previously
published ruling in a new ruling that is self
contained. In this case, the previously pub-
lished ruling is first modified and then, as
modified, is superseded.

Supplemented is used in situations in
which a list, such as a list of the names of
countries, is published in a ruling and that
list is expanded by adding further names in
subsequent rulings. After the original rul-
ing has been supplemented several times, a
new ruling may be published that includes
the list in the original ruling and the ad-
ditions, and supersedes all prior rulings in
the series.

Suspended is used in rare situations
to show that the previous published rul-
ings will not be applied pending some
future action such as the issuance of new
or amended regulations, the outcome of
cases in litigation, or the outcome of a
Service study.

Abbreviations
The following abbreviations in current use
and formerly used will appear in material
published in the Bulletin.

A—Individual.
Acq.—Acquiescence.
B—Individual.
BE—Beneficiary.
BK—Bank.
B.T.A.—Board of Tax Appeals.
C—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
CI—City.
COOP—Cooperative.
Ct.D.—Court Decision.
CY—County.
D—Decedent.
DC—Dummy Corporation.
DE—Donee.
Del. Order—Delegation Order.
DISC—Domestic International Sales Corporation.
DR—Donor.
E—Estate.
EE—Employee.
E.O.—Executive Order.

ER—Employer.
ERISA—Employee Retirement Income Security Act.
EX—Executor.
F—Fiduciary.
FC—Foreign Country.
FICA—Federal Insurance Contributions Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R.—Federal Register.
FUTA—Federal Unemployment Tax Act.
FX—Foreign corporation.
G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.
GP—General Partner.
GR—Grantor.
IC—Insurance Company.
I.R.B.—Internal Revenue Bulletin.
LE—Lessee.
LP—Limited Partner.
LR—Lessor.
M—Minor.
Nonacq.—Nonacquiescence.
O—Organization.
P—Parent Corporation.
PHC—Personal Holding Company.
PO—Possession of the U.S.
PR—Partner.

PRS—Partnership.
PTE—Prohibited Transaction Exemption.
Pub. L.—Public Law.
REIT—Real Estate Investment Trust.
Rev. Proc.—Revenue Procedure.
Rev. Rul.—Revenue Ruling.
S—Subsidiary.
S.P.R.—Statement of Procedural Rules.
Stat.—Statutes at Large.
T—Target Corporation.
T.C.—Tax Court.
T.D. —Treasury Decision.
TFE—Transferee.
TFR—Transferor.
T.I.R.—Technical Information Release.
TP—Taxpayer.
TR—Trust.
TT—Trustee.
U.S.C.—United States Code.
X—Corporation.
Y—Corporation.
Z —Corporation.
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