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Investment Assets in
Corporate Separations

By Stanley Barsky

A. Introduction

The recently issued Notice 2015-59 expresses
significant concerns with the application of section
355 to certain corporate separations, including
transactions that result in distributing corporation
(Distributing) or distributed corporation (Con-
trolled) having large amounts of investment assets.1
The notice suggests that those transactions may run
afoul of section 355 and circumvent the purposes of
General Utilities repeal.

This article focuses on corporate separations that
result in Distributing or Controlled owning a sub-

stantial amount of investment assets, for example,
in relation to the value of all of their assets and the
gross assets of the trades or businesses used to
satisfy the section 355(b) active conduct of a trade or
business requirement. While the IRS’s concern with
investment assets is understandable, corporate
separations are incredibly complicated transactions,
and the IRS should dismiss the idea of using
arbitrary formulas to determine whether nonrecog-
nition treatment should be disallowed. Instead the
IRS should analyze all facts and circumstances to
determine whether investment assets prevent a
corporate separation from satisfying the business
purpose requirement or the device requirement.
Specific factors that can be helpful with the facts-
and-circumstances analysis are discussed below.
Also, the IRS’s focus on General Utilities’ repeal
misses the mark.

B. Background

Section 355 generally provides nonrecognition
treatment for Distributing and its shareholders in
connection with certain distributions of stock of
Controlled by Distributing.2 The following is a brief
summary of the relevant requirements under sec-
tion 355.

1. Active trade or business. Section 355(b) requires
that each of Distributing and Controlled (or their
respective groups) must have been engaged in an
active conduct of a trade or business for five years
before the distribution and must be so engaged
immediately after the distribution.

‘‘Trade or business’’ refers to a group of activities,
carried on for the purpose of earning income or
profit, that (1) include every operation that forms a
part of, or a step in, the process of earning income
or profit, and (2) ordinarily include the collection of
income and the payment of expenses.3

1Notice 2015-59, 2015-40 IRB 467, discusses a grab bag of
corporate separation variants, including (1) transactions that
result in Distributing or Controlled owning a substantial
amount of investment assets in relation to the value of all its
assets and the assets of its trades or businesses used to satisfy
the section 355(b) active conduct of a trade or business require-
ment; (2) transactions that result in Distributing or Controlled
having a significantly higher ratio of investment assets to
non-investment assets than the other corporation; (3) transac-
tions in which Distributing or Controlled owns a small amount
of assets used to satisfy the section 355(b) active conduct of a
trade or business requirement compared to its other assets; (4)
intragroup corporate separations; and (5) certain corporate
separations involving regulated investment companies or real
estate investment trusts. Rev. Proc. 2015-43, 2015-40 IRB 459,
issued concurrently with Notice 2015-59, adds certain section
355 distributions to the list of transactions on which the IRS will
not issue private rulings. For a discussion of an IRS official’s
comments on the guidance, see Amy S. Elliott, ‘‘IRS Official
Gives Direct Answers to No-Rule Guidance Questions,’’ Tax
Notes, Oct. 5, 2015, p. 25.

2Basic section 355 distribution variants include (i) a pro rata
distribution of controlled stock among all Distributing share-
holders, and (ii) a non-pro-rata exchange of Controlled stock for
Distributing stock, with only some of Distributing shareholders
participating. See section 355(a)(2).

3See reg. section 1.355-3(b)(2)(ii).
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Whether the ‘‘active conduct’’ requirement is
satisfied is determined based on all facts and cir-
cumstances; in general, active and substantial man-
agement and operational functions must be
performed without the use of independent contrac-
tors.4

Section 355(b) does not require that the assets
used in the active conduct of a trade or business
constitute any particular percentage of Distribut-
ing’s or Controlled’s total assets.5

2. Business purpose. The distribution must be
motivated in whole or in substantial part by one or
more corporate business purposes.6 A corporate
business purpose is a nonfederal tax purpose ger-
mane to the business of Distributing (or its affiliated
group) or Controlled; whether there is a valid
business purpose for the distribution is determined
based on all facts and circumstances.7 A shareholder
purpose, such as personal planning, is not a corpo-
rate business purpose, although if a shareholder
purpose is coextensive with a corporate business
purpose, the business purpose requirement would
be satisfied.8

Before the IRS stopped issuing private rulings on
whether a transaction satisfies the business purpose
requirement, it published a list of some of the
acceptable business purposes and the factors that
the IRS would use to evaluate those business pur-
poses.9 This list generally continues to be used by
taxpayers and their tax advisers in structuring
section 355 distributions.10

3. Device. The distribution must not be a device for
bailing out corporate earnings and profits; that is, it
must not facilitate avoidance of dividend provi-
sions of the code through the later sale or exchange

of stock of Distributing or Controlled, and the
retention of the stock of the other corporation.11

Whether the device requirement is satisfied is de-
termined based on all facts and circumstances,
including specific factors outlined in the Treasury
regulations.12

Device factors include (1) the distribution is
substantially pro rata among Distributing’s share-
holders, (2) sale or exchange of stock of Distributing
or Controlled after the distribution, and (3) nature
and use of assets, which takes into account (A) the
existence of assets that are not used in a trade or
business that satisfies the active conduct of a trade
or business requirement and (B) whether the prin-
cipal function of Distributing or Controlled is to
serve the business of the other corporation for a
significant period of time after the separation and, if
so, whether that supporting business can be sold
without adversely affecting the business of the
corporation it supports.13

Non-device factors include (1) the corporate
business purpose for the transaction; (2) that Dis-
tributing is publicly traded and widely held, with
no shareholders who own, directly or indirectly,
more than 5 percent of any class of stock; and (3)
that Distributing’s shareholders are domestic corpo-
rations that would qualify for a dividends received
deduction that is greater than the standard section
243(a)(1) deduction.14 Also, the Treasury regulations
provide the following guidelines for weighing the
strength of corporate business purposes as non-
device factors: (1) the importance of achieving the
purpose to the success of the business; (2) the extent
to which the transaction is prompted by outside
factors beyond the control of Distributing; and (3)
the immediacy of the conditions prompting the
transaction.15

Also, some transactions are ordinarily not con-
sidered as a device, including (1) distributions
involving Distributing and Controlled that have no
current or accumulated E&P, and (2) distributions
that in the absence of section 355 would qualify
under section 302(a) or section 303(a).16

The IRS has addressed the ‘‘nature and use of
assets’’ device factor’s application to the proportion
of the active trade or business assets to overall

4See reg. section 1.355-3(b)(2)(iii). There are special rules for
satisfying the active conduct of a trade or business requirement
when business is conducted through an entity taxed as a
partnership.

5See Rev. Rul. 73-44, 1973-1 C.B. 182, clarified by Rev. Rul.
76-54, 1976-1 C.B. 96. See also Robert W. Willens, ‘‘Dispelling
Cash-Rich Split-Off Myths,’’ Tax Notes, Apr. 23, 2012, p. 503.

6See reg. section 1.355-2(b)(1). The regulations explain that
the principal reason for this requirement is to ensure that the
distribution is incident to readjustments of corporate structures
required by business exigencies and affects only readjustments
of continuing interests in property under modified corporate
forms.

7See reg. section 1.355-2(b)(2).
8Id.
9See Rev. Proc. 96-30, 1996-1 C.B. 696, Appendix A. The IRS

stopped ruling on whether a distribution satisfies the business
purpose requirement in 2003. See Rev. Proc. 2003-48, 2003-2 C.B.
86.

10Cf. Thomas F. Wessel et al., ‘‘Corporate Distributions Under
Section 355’’ in Tax Strategies for Corporate Acquisitions, Disposi-
tions, Spin-Offs, Joint Ventures Financings, Reorganizations & Re-
structurings VI.C (2012).

11See section 355(a)(1)(B); reg. section 1.355-2(d)(1).
12See reg. section 1.355-2(d)(1).
13See reg. section 1.355-2(d)(2).
14See reg. section 1.355-2(d)(3).
15See reg. section 1.355-2(d)(3)(ii).
16See reg. section 1.355-2(d)(5). The split-off exceptions do not

apply to distributions of multiple controlleds that facilitate
avoidance of the dividend provisions of the code through the
subsequent sale or exchange of one Controlled and retention of
another Controlled.
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assets in Rev. Rul. 73-44.17 The IRS concluded that a
spinoff qualified for nonrecognition when (1) less
than half of Controlled’s assets were used in the
active conduct of a trade or business, (2) stock of
Distributing was widely held and publicly traded,
(3) investment assets were not involved, (4) the
distribution was compelled by valid business pur-
poses, and (5) Controlled’s assets represented oper-
ating businesses.18

4. Sections 337(d), 355(d), and 355(e). Section 337(d)
authorizes Treasury to promulgate regulations that
may be necessary to ensure that the purposes of the
Tax Reform Act of 1986 are not circumvented.19 The
legislative history of section 337(d) provides that
the purposes to be protected by the regulations
include ‘‘clarification that a current corporate level
tax is to be paid when an appreciated subsidiary or
other property is effectively disposed of outside of
the group, and a reiteration that acquirers of a
corporation should not be favored over the original
owners in the tax consequences of a sale of subsid-
iaries or other assets of that corporation.’’20

Section 355(d) disallows tax-free treatment to
Distributing (but not to Distributing’s shareholders)
if a distribution otherwise qualifies under section
355 and if immediately after the distribution at least
50 percent of Distributing or Controlled is held by a
person who acquired such Distributing stock (or
Distributing stock for which it received such Con-
trolled stock) by purchase within five years before
the distribution.

Section 355(e) disallows tax-free treatment to
Distributing (but not to Distributing’s shareholders)
if a distribution that otherwise qualifies under
section 355 is part of a plan or series of related
transactions under which one or more persons

acquire stock representing a 50 percent or greater
interest in Distributing or Controlled. In general, an
acquisition can be tainted regardless of whether it
occurs before or after the distribution or whether it
is taxable or tax-free.

C. Analysis
Corporate separations are usually incredibly

complicated and labor-intensive.21 The IRS and the
courts already have all the necessary tools at their
disposal to distinguish transactions that should
qualify for nonrecognition treatment from ones that
should not qualify. Business purpose and device
requirements, which are intended to consider all
facts and circumstances, should be rigorously ap-
plied to determine whether investment assets pre-
vent a corporate separation from qualifying under
section 355.22 A resource-conscious attempt by the
IRS to replace the business purpose and device
requirements with arbitrary investment asset for-
mulas would be inappropriate because that would
almost certainly result in denial of nonrecognition
treatment to some transactions that would other-
wise qualify under section 355. Nor are the pur-
poses of the legislation that repealed General
Utilities appropriate for judging whether a particu-
lar investment asset ratio should disqualify a cor-
porate separation from nonrecognition treatment.
1. The business purpose requirement. Notice
2015-59 does not examine the business purpose
requirement in any detail. That is unfortunate be-
cause business purpose is the only section 355
requirement aside from device (and section 355(g))
that is suited for analyzing whether a corporate
separation results in an impermissible allocation of
investment assets between Distributing and Con-
trolled.23

17See Rev. Rul. 73-44, 1973-1 C.B. 185, clarified by Rev. Rul.
76-54, 1976-1 C.B. 96. Although the rulings predate the current
Treasury regulations, the device test in effect when the rulings
were issued contained a ‘‘nature and use of assets’’ factor that
considered whether substantially all of Distributing’s and Con-
trolled’s assets were used in the active conduct of a trade or
business. See reg. section 1.355-2(b)(3).

18See Rev. Rul. 73-44, supra note 17.
19The Tax Reform Act of 1986, inter alia, generally repealed

the General Utilities doctrine and significantly expanded
corporate-level tax on distributions of appreciated property. See,
e.g., section 311(b).

20See H.R. Rep. No. 100-391 (II) WL 61524, at 2313-699 (1987).
This report described the purpose of section 337(d) in the
context of proposing technical amendments to section 337(d)
that were ultimately enacted in 1988.

For an in-depth discussion of the legislative history of
section 337(d) and an early proposal for Treasury regulations to
be issued under section 337(d), see New York State Bar Asso-
ciation Tax Section, ‘‘Report on Proposals for Treasury Regula-
tions Under Section 337(d) Relating to Section 355
Distributions’’ (Dec. 7, 1989).

21Rarely, if ever, is Controlled’s business neatly siloed and
ready for independence without advance planning. While tax
considerations require significant attention, usually vastly more
resources are devoted to various other operational and legal
issues, including (but by no means limited to): Recruiting
Controlled’s entire board of directors and entire C-suite; making
all other personnel decisions, with careful attention paid to
everything from staffing needs to compensation to employee
morale; negotiating various contracts that cover everything
from financing to transition services; in the case of publicly
traded companies, preparing disclosure statements; and, in the
case of companies in regulated industries, addressing the regu-
lators’ concerns.

22The investment assets that concern the IRS are the ones
described in section 355(g)(2)(B), as modified by Rev. Proc.
2015-3, 2015-1 IRB 129, section 5.01(26). See Notice 2015-59.
Those investment assets do not include any assets held for use
in the active and regular conduct of (1) a lending or finance
business, (2) a banking business, or (3) an insurance business.
See section 355(g)(2)(B)(ii).

23As Notice 2015-59 observes, section 355(g) provides bright-
line rules for denying nonrecognition treatment to certain
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There are two ways in which the IRS can use the
business purpose requirement in evaluating the
nature of the assets. First, the IRS should confirm
the existence of a corporate business purpose for
the distribution. As stated in the preamble to reg.
section 1.355-2, ‘‘a transaction that is not carried out
for a corporate business purpose should not qualify
under section 355, even if it was not used princi-
pally as a device for the distribution of earnings and
profits.’’24 The court decisions also encourage a
critical examination of the business purpose for the
separation.25 The IRS could use the business pur-
pose guidance in Rev. Proc. 96-30, Appendix A to
confirm the existence of a corporate business pur-
pose for the distribution.

Second, the IRS should inquire whether the busi-
ness purpose for the separation explains the alloca-
tion of investment assets between Distributing and
Controlled. For example, some separations are un-
dertaken to achieve business purposes that require
a significant amount of liquid assets. In the private
ruling context, the IRS previously accepted at least
two business purposes that were consistent with a
high proportion of investment assets. Those busi-
ness purposes were (1) borrowing and (2) facilitat-
ing an acquisition by Distributing or Controlled.26

In both cases it would be expected that immediately
or shortly after the distribution, Distributing or

Controlled would have a significant amount of
investment assets. The factors used by Rev. Proc.
96-30 to establish those business purposes could be
used to help identify whether there is a business
need for the high proportion of investment assets.

2. The device requirement. Notice 2015-59 observes
that an investment asset allocation may cause a
corporate separation to fail the device requirement
and asks whether some non-device factors, that is,
public trading and non-pro-rata structure of a dis-
tribution, are sufficient to overcome some dispro-
portionate allocations of investment assets between
Distributing and Controlled. The IRS is correct that
it is inappropriate to view those non-device factors
as providing carte blanche for taxpayers regarding
allocating investment assets between Distributing
and Controlled.27 However, it would be just as
inappropriate for the IRS to deny nonrecognition
treatment based on arbitrary investment asset ap-
portionment formulas because corporate separa-
tions (especially involving publicly traded
companies) are very complicated and each one
should be analyzed on the basis of its own specific
facts.

The IRS’s device analysis should focus on
whether the investment asset allocation is consis-
tent with the needs of Distributing’s and Con-
trolled’s businesses. Some businesses (in addition to
the financial trades or businesses contemplated by
section 355(g)(2)(B)(ii)) require high amounts of
liquidity. In that context, investment assets should
not be treated with the suspicion evident in Notice
2015-59. For example, high liquidity is required for
businesses that do not have a steady revenue stream
over the course of a year, especially if they have
high operating costs. Those businesses require a
significant amount of investment assets in order to
survive the lean periods, especially during uncer-
tain economic times. Also, businesses with high
research and development costs require high liquid-
ity, especially if they don’t (yet) generate substantial
revenues.

Also, where applicable, the IRS could ask
whether the proposed allocation of investment as-
sets between Distributing and Controlled is consis-
tent with the historic allocation of investment assets
between the businesses that would be operated by
Distributing and Controlled. There is precedent for
this type of inquiry: The IRS used to review historic

distributions involving investment assets, but its scope is too
narrow to address the IRS’s concerns with allocations of invest-
ment assets in a wide variety of transactions.

24See T.D. 8238.
25See Rafferty v. Commissioner, 452 F.2d 767 (1st Cir. 1971)

(expressing concern over the ‘‘somewhat uncritical nature’’ of
the Tax Court’s finding of business purpose); Commissioner v.
Wilson, 353 F.2d 184 (9th Cir. 1965) (noting the Tax Court’s
finding that the asserted business purposes were not bona fide;
concluding that absence of a tax avoidance motive is not
sufficient to satisfy the business purpose requirement).

26Regarding borrowing, taxpayers had to demonstrate that
(i) Distributing or Controlled needed to raise a substantial
amount of capital quickly for business needs; (ii) the separation
would enable Distributing or Controlled to borrow significantly
more money or borrow on significantly better nonfinancial
terms; (iii) the funds raised in the borrowing would, under all
circumstances, be used for the business needs of Distributing or
Controlled; and (iv) the borrowing would be completed within
one year after the distribution. See Rev. Proc. 96-30, Appendix A,
section 2.03.

Regarding facilitating an acquisition by Distributing or Con-
trolled, taxpayers had to demonstrate that (i) the combination of
the target corporation with Distributing or Controlled would
not be undertaken unless Distributing and Controlled are
separated; (ii) the acquisition could be accomplished by an
alternative nontaxable transaction that would not involve the
distribution of Controlled stock and was neither impractical nor
unduly expensive; (iii) the target corporation was not related to
Distributing or Controlled; and (iv) the acquisition would be
completed, generally within one year of the distribution. Rev.
Proc. 96-30, Appendix A, section 2.08.

27Although split-offs are ‘‘ordinarily’’ considered not to
constitute device, the rule has two limitations. First, it is a
stretch to read ‘‘ordinarily’’ as ‘‘always.’’ Second, in the context
of a publicly traded Distributing, it is often impossible to predict
with certainty whether the split-off will be fully subscribed,
which raises the possibility of a cleanup spinoff.
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debt levels for purposes of determining whether a
distribution of debt securities qualified for nonrec-
ognition treatment under section 361(c) in the con-
text of an otherwise tax-free corporate separation.28

Finally, in evaluating the investment asset alloca-
tion between Distributing and Controlled, it is
important to consider that there is no general sec-
tion 355 rule that would prevent corporations with
high investment assets from effecting a tax-free
corporate separation. In other words, Distributing’s
aggregate investment assets must be allocated be-
tween Distributing and Controlled, and thus the
IRS should take into account the total amount of
Distributing’s pre-distribution investment assets in
evaluating whether an allocation of investment
assets is consistent with the business purpose for
the distribution and with the needs of Distributing’s
and Controlled’s businesses.
3. Purposes of the General Utilities repeal legisla-
tion. The purposes behind the General Utilities re-
peal legislation cannot and should not be read to
address corporate separations that involve corpora-
tions with arguably excessive investment assets.
The legislative history of the General Utilities repeal
legislation shows that Congress was concerned
with ensuring that (1) current corporate-level tax
would be paid when, inter alia, an appreciated
subsidiary was distributed outside of the group,
and (2) acquirers of a corporation would not receive
nonrecognition treatment on the sale of that corpo-
ration’s subsidiaries.29 Whether those purposes are

frustrated does not turn on the amount of invest-
ment assets. For example, if Distributing has low
tax basis in Controlled stock, the distribution has
the potential of frustrating the purposes of the
General Utilities repeal legislation even if Controlled
has only insignificant amounts of investment assets.
By contrast, if Distributing’s tax basis in Controlled
stock immediately before the distribution is ap-
proximately equal to the value of that stock, the
distribution would not frustrate the purpose of the
General Utilities repeal legislation even if Controlled
has many investment assets because Distributing
would not recognize any gain on the distribution
even if it were taxable. Also, the concerns evinced
by section 337(d) are arguably already addressed in
the section 355 context by section 355(d) and (e),
which deny nonrecognition treatment to Distribut-
ing if outsiders end up with Controlled stock.30

D. Conclusion
Section 355 can provide opportunities for the

bailout of corporate E&P, and it is understandable
that policing of corporate separations has led the
IRS to focus on investment assets. Unfortunately for
the IRS and taxpayers alike, corporate separations
are simply too varied and complicated to be sus-
ceptible to shortcut formulaic evaluations of invest-
ment asset apportionment. The factors discussed
herein can aid with a facts-and-circumstances
analysis of investment assets in the context of
corporate separations intended to qualify under
section 355.

28See Elliott, ‘‘IRS Rethinking Repayments of Distributed
Debt in Spinoffs,’’ Tax Notes, Oct. 10, 2011, p. 144.

29See H.R. Rep. 100-391 (II) WL 61524, at 2313-699 (1987). See
also supra note 20.

30Cf. supra note 10, at V.E.5 (observing that after the enact-
ment of section 355(d) and (e) ‘‘it would seem . . . unlikely that
any regulations under section 337(d) limiting the availability of
section 355 will be promulgated’’).
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