DRAFT – November 8, 2024


University of Chicago Law School
Federal Tax Conference 2024
Find My Device: A Reexamination of the Device Requirement in Section 355(a)(1)(B)
By Lawrence Garrett, Lulu Ma, and Janine Mesina
I. Introduction
Since 1951, Section 355[footnoteRef:2] has denied tax-free treatment to any transaction used principally as a device for the distribution of earnings and profits (“E&P” and such prohibition, the “Device Prohibition”).  This prohibition traces its lineage back to Gregory v. Helvering,[footnoteRef:3] where the Supreme Court termed the proposed steps of a purported tax-free spin-off “a mere device” to convert dividend income to capital gain.  In light of this history, a transaction that converts dividend income to capital gain, or converts dividend income into basis recovery, such as a spin-off followed by a taxable sale of stock of the distributing or controlled corporation, has long been viewed as the archetype of a device transaction, and case law and administrative guidance developed around this archetype.   [2:  All “Section” or “§” references herein are to the Internal Revenue Code of 1986, as amended (the “Code”) or to the US Treasury regulations thereunder (“Regulations” or “Reg.”). ]  [3:  293 U.S. 465 (1935).] 

This Device Prohibition was developed in a different era, at a time when there was a substantial ordinary income – capital gains rate differential and distributions of appreciated assets by corporations to their shareholders were not subject to corporate-level tax.  Subsequent legislative and regulatory developments, both within and outside of Section 355, arguably have changed the relevance of the Device Prohibition in terms of its historic mission of preventing spin-offs from being used as an artifice to convert dividend income into capital gain or basis recovery, and opened up the possibility of using it to police other policy objectives.  For example, the gradual tightening of the active trade or business requirement (the “ATB Requirement”) in the statute, the adoption of robust regulations regarding the business purpose requirement (the “Business Purpose Requirement”), and the tightening of regulations regarding the continuity of interest requirement (the “COI Requirement”) in 1989 have narrowed the scope of spin-offs that may qualify as tax-free to an extent, thereby reducing the potential for using spin-offs as E&P bail-outs.  On the legislative front, amendments to the Code in 1986 and 2003 generally eliminated a rate differential between capital gains and ordinary income.  However, the repeal of the General Utilities doctrine in 1986 tightened scrutiny of the potential of using Section 355 to avoid corporate-level gain, which scrutiny has led to the later enactment of Sections 355(d), 355(e), and 355(h) in 1989, 1997, and 2014, respectively, and given rise to speculation that the Device Prohibition should be expanded to address the avoidance of such gain in spin-offs.  The enactment of Section 355(g) as a legislative response to so-called “cash-rich split-offs” similarly has led some commentators to question whether the scope of the Device Prohibition should be broadened to address spin-offs that, in substance, are similar to a shareholder-level sale.
[bookmark: _Ref178932409]Nevertheless, Congress has not modified or eliminated the Device Prohibition even as it has amended other parts of Section 355 or the Code in ways that potentially impact its application.  Far from being a relic, the Device Prohibition remains a highly relevant component of any Section 355 analysis.  Indeed, the proposed tightening the existing regulations in 2016 by the Treasury Department (“Treasury”) and the Internal Revenue Service (the “Service”), and finalizing these regulations has been on the government’s priority guidance plan since then.  The Service has also acknowledged the importance of evolving issues relating to device as a motivation for its decision earlier this year to resume private rulings on device.  This paper will analyze the continuing vitality and scope of the Device Prohibition and consider the role it should play in light of the evolution of Section 355 and other relevant Code provisions or Treasury regulations.[footnoteRef:4]    [4:  Much has been written about the Device Prohibition over the years, including its history, evolution, and interaction with the ATB Requirement and its potential role in policing General Utilities repeal.  See, e.g., N.Y. ST. BA. ASS’N, TAX SEC., Report on Notice 2015-59 and Revenue Procedure 2015-43 Relating to Substantial Investment Assets, De Minimis Active Trades or Businesses and C-to-RIC Spin-offs (Rep. No. 1342, Apr. 12, 2016) (hereinafter the “NYSBA Notice 2015-59 Report”); Murray, The Gregory Rules of Section 355: Business Purpose; Active Trade or Business Device (With Additional Thoughts on Control, Continuity of Interest, Other Section 355 Miscellany, and IRS Ruling Policy), Practicing Law Institute (2023) (hereinafter the “Murray Treatise”); Wessel, et al., Corporate Distributions under Section 355, Practicing Law Institute (2024) (hereinafter the “Wessel Treatise”); N.Y. ST. BA. ASS’N, TAX SEC., Report on Proposed Regulations under Section 355 Concerning the Device Prohibition and Active Trade or Business Requirement (Rep. No. 1356, Oct. 14, 2016) (the “NYSBA 2016 Proposed Regulations Report”); AM. BA. ASS’N, TAX SEC., Comments on Proposed Regulations under Section 355 Regarding the Allocation of Non-Business Assets for Purposes of the Device Prohibition (Mar. 19, 2021) (hereinafter the “2021 ABA Report”); N.Y. ST. BA. ASS’N, TAX SEC., Report on the Section 355 Device Prohibition and Section 367(a) (Rep. No. 1454, Jan. 11, 2022) (hereinafter the “NYSBA 367(a) Report”); Rizzi, The Interaction between Device and Business Purpose, 43 J. of Corp. Tax’n 28 (March/April 2016) (hereinafter “Rizzi”).  With grateful acknowledgement to these prior works, this paper seeks, in part, to synthesize their wisdom and insights.] 

Part II of this article provides a brief summary of the current statutory and regulatory framework of the Device Prohibition.  Part III traces through the history and evolution of the Device Prohibition as well as other relevant areas of the Code, both within and outside of Section 355, that interact with it.  Finally, Part IV examines the proper role of device and suggests a framework for ways in which the Device Prohibition should or should not be amended in the context of three categories of policy concerns.  First, should the Device Prohibition police the avoidance of corporate-level taxation?  Second, with regard to shareholder-level taxation, should the Device Prohibition police transactions that are similar to shareholder sales and, more generally, be modified to create bright lines regarding disproportionate allocations of non-business assets?  Third, what role, if any, should the Device Prohibition play in regimes that integrate corporate and shareholder-level taxation?
II. Code and Regulations
A. Statute
The text of the Device Prohibition is deceptively succinct. Section 355(a)(1)(B) requires that “the transaction was not used principally as a device for the distribution of the E&P of the distributing corporation [(“Distributing”)] or the controlled corporation [(“Controlled”)] or both” in order for a shareholder to qualify for nonrecognition treatment on a purported Section 355 transaction. The conciseness of the text makes it easy to glean a crucial point from the plain language of the statute:  the phrase “used principally”, which indicates that Congress intended for the Device Prohibition to require a qualitative weighing of factors, including the motivations for the distribution.[footnoteRef:5]  That the device inquiry is to focus on intent as a critical factor is supported further by the explanatory parenthetical contained in Section 355(a)(1)(B), which provides that the mere fact that subsequent to the distribution stock or securities in one or more of such corporations are sold or exchanged by all or some of the distributees (other than pursuant to an arrangement negotiated or agreed upon prior to such distribution) is not to be construed to mean that the transaction was used principally as such a device.  [5:  See Rizzi, at 32 (noting that use of “not used” in the statutory language “implies that there is a motivation element to the device test, which would therefore logically take into account the dominance of the business purpose as the ‘principal’ intent for the transaction”).] 

B. Current regulations 
The current device regulations, which were promulgated in 1989, explain the need for the Device Prohibition as follows:  “Section 355 recognizes that a tax-free distribution of the stock of a controlled corporation presents a potential for tax avoidance by facilitating the avoidance of the dividend provisions of the Code through the subsequent sale or exchange of one corporation and the retention of stock of another corporation.  A device can include a transaction that effects the recovery of basis.”[footnoteRef:6]  Accordingly, it is clear that the current regulations focus only on shareholder-level taxation. [6:  Reg. §1.355-2(d)(1) (emphasis added).] 

The current regulations then go on to faithfully execute the Congressional directive to make the device determination through a weighing of factors, specifically providing that, generally, the determination of whether a transaction was used principally as a device will be made from all of the facts and circumstances, and setting forth device factors in Reg. §1.355-2(d)(2) (“evidence of device”) and nondevice factors in Reg. §1.355-2(d)(3) (“evidence of nondevice”) to be weighed in such determination.[footnoteRef:7]  [7:  Reg. §1.355-2(d)(1).] 

Evidence of device includes (A) a distribution that is pro rata or substantially pro rata among the shareholders of Distributing; (B) a subsequent sale or exchange of the stock of Distributing or Controlled; and (C) the nature and use of the assets of Distributing and Controlled (and corporations controlled by them) immediately after the spin-off.[footnoteRef:8] [8:  Reg. §1.355-2(d)(2).] 

With respect to a subsequent sale or exchange of the stock of Distributing or Controlled, the greater the percentage of stock sold or exchanged after the distribution, the stronger the evidence of device.[footnoteRef:9]  A subsequent sale or exchange pursuant to an arrangement negotiated or agreed upon before the distribution is substantial evidence of device.[footnoteRef:10]  A subsequent sale or exchange is either always or ordinarily considered to be pursuant to an arrangement negotiated or agreed upon before the distribution as follows:  (A) a sale or exchange is always considered to be pursuant to such arrangement if enforceable rights to buy or sell existed before the distribution; and (B) a sale or exchange is ordinarily considered to be pursuant to such arrangement if both parties to the subsequent sale or exchange discussed the sale or exchange prior to the distribution and both parties reasonably anticipated such sale or exchange for purposes of the Device Prohibition.[footnoteRef:11]  Finally, if stock is exchanged for stock pursuant to a tax-free reorganization or exchange, and no gain or loss (or only an insubstantial amount of gain) is recognized in the exchange, then the exchange is not treated as a subsequent sale or exchange for purposes of the Device Prohibition.[footnoteRef:12] [9:  Reg. §1.355-2(d)(2)(iii)(A).]  [10:  Reg. §1.355-2(d)(2)(iii)(B).]  [11:  Reg. §1.355-2(d)(2)(iii)(D).]  [12:  Reg. §1.355-2(d)(2)(iii)(E).] 

With respect to the nature and use of assets factor, the preamble to the final Regulations (the “1989 Preamble”) explains that “Treasury and the Internal Revenue Service believe that the presence of excess liquid assets permits avoidance of the dividend provisions of the Code, regardless of the corporation that holds them.”[footnoteRef:13]  Reg. §1.355-2(d)(2)(iv)(B) provides that the existence of assets that are not used in a trade or business that satisfies the requirements of Section 355(b) is evidence of device.  For this purpose, assets that are not used in a trade or business that satisfies the requirements of Section 355(b) include, but are not limited to, cash and other liquid assets that are not related to the reasonable needs of a business satisfying such section.[footnoteRef:14]  Evidence of device presented by the transfer or retention of assets not used in a trade or business that satisfies the requirements of Section 355(b) can be outweighed by the existence of a corporate business purpose for those transfers or retentions.[footnoteRef:15] [13:  T.D. 8238, 54 Fed. Reg. 283, 286 (Jan. 5, 1989).]  [14:  Reg. §1.355-2(d)(2)(iv)(B).  The strength of the evidence of device depends on all the facts and circumstances, including, but not limited to, the ratio for each corporation of the value of assets not used in a trade or business that satisfies the requirements of Section 355(b) to the value of its business that satisfies such requirements.  A difference in the ratio described in the preceding sentence for Distributing and Controlled is ordinarily not evidence of device if the distribution is not pro rata among the shareholders of Distributing and such difference is attributable to a need to equalize the value of the stock distributed and the value of the stock or securities exchanged by the distributees.]  [15:  Reg. §1.355-2(d)(3)(ii).] 

Evidence of nondevice includes (A) the corporate business purpose for the transaction;[footnoteRef:16] (B) the fact Distributing is publicly traded and has no shareholder who is directly or indirectly the beneficial owner of more than 5% of any class of stock; and (C) the fact that the stock of the controlled corporation is distributed to one or more domestic corporations that, if Section 355 did not apply, would be entitled to a deduction under Section 243(a)(1) or a deduction under Section 243(a)(2) or (3) or 245(b).[footnoteRef:17] [16:  As noted above, the inclusion of this business purpose factor is a logical and appropriate extension of the statute’s focus on the principal intent for a distribution.]  [17:  Reg. §1.355-2(d)(3).] 

With respect to the corporate business purpose nondevice factor, the stronger the evidence of device, the stronger the corporate business purpose required to refute that the transaction was used principally as a device.[footnoteRef:18]  The assessment of the strength of a corporate business purpose is based on all the facts and circumstances, including, but not limited to, the following factors:  (A) the importance of achieving the purpose to the success of the business; (B) the extent to which the transaction is prompted by a person not having a proprietary interest in either corporation, or by other outside factors beyond the control of Distributing; and (C) the immediacy of the conditions prompting the transaction.[footnoteRef:19] [18:  Reg. §1.355-2(d)(3)(ii).]  [19:  Id.] 

Reg. §1.355-2(d)(4) provides examples that illustrate the application of the factors discussed above.  For instance, in Example 1, individual A wholly owns X, which wholly owns Y.  B, a key employee of X, has informed A he will seriously consider leaving the company if not given the opportunity to purchase a significant portion of X stock, but cannot afford to purchase any significant portion of X stock as long as X owns Y.  Thus, X distributes the stock of Y to A and A sells a portion of his X stock to B.  The example states that “In light of the fact that X could have issued additional shares to B, the sale of X stock by A is substantial evidence of device,” and as such, the transaction violates the Device Prohibition.[footnoteRef:20]  This statement leaves open the possibility that a legitimate corporate business purpose that can only be accomplished by a distribution of Controlled and a partial sale of Controlled stock may be sufficient to overcome the presumption of device presented by a post-spin sale of Controlled stock.[footnoteRef:21]  [20:  Reg. §1.355-2(d)(4), Ex. (1).]  [21:  Cf. Pulliam v. Commissioner, T.C. Memo 1997-274 (1997, nonacq. 1999-1 I.R.B. 5) (discussed in greater detail in Part III.E.1, infra).] 

In Example 3, X conducts a regulated business and its subsidiary, Y, does not.  X spins off Y to X’s shareholders because State M recently amended its law to provide that affiliated corporations operating in State M may not conduct both regulated and unregulated businesses.  In connection with a spin-off by X of Y, X transfers cash not related to the reasonable needs of the business of X or Y to Y.  As a result, Y holds a disproportionate amount of assets not used in a business that satisfies the ATB Requirement as compared to X.  The example concludes that the transaction violates Device Prohibition because “[t]he strong business purpose is relatively strong evidence of nondevice, but it does not pertain to the transfer.”[footnoteRef:22]  Accordingly, Example 3 supports the view that, under the current regulations, a disproportionate allocation of non-business or investment assets is not per se fatal.  Instead, the current regulations appear only to demand that there be a sufficient business purpose for the disproportionate allocation itself. [22:  Reg. §1.355-2(d)(4), Ex. (3).] 

Finally, in recognition that certain fact patterns do not present a material risk of dividend transaction avoidance, Reg. §1.355-2(d)(1) also provides that if a transaction is specified in Reg. §1.355-2(d)(5), then it is ordinarily considered not to have been used principally as a device. These transactions include (i) distributions in which Distributing and Controlled are completely devoid of E&P and (ii) distributions that would, in the absence of Section 355, be redemptions to which either Section 303(a) or Section 302(a) applied with respect to each distributee.  These transactions specified in Reg. §1.355-2(d)(5) are ordinarily not considered to have been used principally as a device, notwithstanding the presence of any of the device factors specified in Reg. §1.355-2(d)(2), because they do not present the potential for tax avoidance of the nature addressed by the Device Prohibition.[footnoteRef:23]  [23:  See Reg. §1.355-2(d)(5).] 

The current Regulations are comprehensive, and many practitioners are of the view that the approach they adopt works well in most cases.[footnoteRef:24]  However, as will be discussed in greater detail below, in recent years, the government has raised the specter of expanding the role of the Device Prohibition to police other policy concerns.  As discussed below, to evaluate the appropriateness of that view, it is important to understand the Device Prohibition’s historic roots.  [24:  See, e.g., NYSBA Notice 2015-59 Report; 2021 ABA Report.] 

III. History and evolution of device  
A. Origins of device – Gregory v. Helvering 
To truly understand device, one must “go back to the beginning.”  As most subchapter C practitioners are aware, the concept of device predates the statute, with the seminal case of Gregory v. Helvering.[footnoteRef:25]  The facts of Gregory were as follows:[footnoteRef:26]  Mrs. Gregory wholly owned Sub 1, which wholly owned Sub 2.  Mrs. Gregory desired to liquidate her shares Sub 2 without dividend cost, so she caused the following transactions to occur:  (i) Sub 1 transferred the Sub 2 stock to Newco; (ii) Newco issued all of its stock to Mrs. Gregory (treated as a tax-free distribution under the predecessor to Section 355), with a portion of Mrs. Gregory’s basis in Sub 1 allocated to Newco; (iii) three days later, Newco liquidated and distributed the Sub 2 stock to Mrs. Gregory (recovering the basis allocated in step (ii) and resulting in capital gain taxed at a favorable rate and stepped up basis in the Sub 2 stock held by Mrs. Gregory); and (iv) Mrs. Gregory immediately sold the shares of Sub 2 at no additional gain.  The Board of Tax Appeals upheld the above treatment,[footnoteRef:27]  but Second Circuit appeals court reversed.[footnoteRef:28] [25:  293 U.S. 465 (1935). ]  [26:  Id. at 469. The discussion of the facts herein uses simplified naming conventions for ease of understanding. ]  [27:  Gregory v. Comm’r, 27 B.T.A. 223, 225-226 (1932), rev’d sub nom. Helvering v. Gregory, 69 F.2d 809 (2d Cir. 1934), aff’d, 293 U.S. 465 (1935).]  [28:  Helvering v. Gregory, 69 F.2d 809 (2d Cir. 1934), rev’g 27 B.T.A. 223 (1932), aff’d, 293 U.S. 465 (1935).] 

The Supreme Court upheld the appeal court’s reversal, holding that, if the initial Board of Tax Appeals holding were not reversed, this would have permitted Mrs. Gregory to bail out Sub 1’s E&P at capital gains rates while maintaining her equity interest in Sub 1 and its business.  The Court held that what actually occurred was “[s]imply an operation having no business or corporate purpose - a mere device which put on the form of a corporate reorganization as a disguise for concealing its real character, and the sole object and accomplishment of which was the consummation of a preconceived plan, not to reorganize a business or any part of a business, but to transfer a parcel of corporate shares to the petitioner.”[footnoteRef:29]  [29:  Gregory, 293 U.S. 465, 469. ] 

In response to the Gregory v. Helvering case, and prior to the Supreme Court’s decision, Congress repealed the tax-free treatment for spin-offs in the Revenue Act of 1934 (the “1934 Act”).  As the House report accompanying the 1934 Act indicates, the spin-off provision was repealed because Gregory-type transactions were allowing corporations “to pay what would otherwise be taxable dividends, without any taxes upon their shareholders.”[footnoteRef:30]  This focus on shareholder-level taxation can be explained by the fact that, at the time of Gregory v. Helvering and the elimination of the spin-off provision in the 1934 Act, the so-called General Utilities doctrine provided that a distribution by a corporation of appreciated property to its shareholders should not result in recognition of gain on that property.[footnoteRef:31]  In light of the prevailing General Utilities doctrine, the repeal of the spin-off rules in the 1934 Act in response to the Gregory v. Helvering case could not have focused on the use of spin-offs to avoid corporate-level taxation. [30:  H.R. Rep. No. 73-704, at 14 (1934) (emphasis added).]  [31:  See General Utilities & Operating C. v. Helvering, 296 U.S. 200 (1935), which affirmed lower court holdings applying a principle developed in prior case law that distributions declared and paid in-kind did not result in recognition of gain.] 

B. Legislative history of the enactment of the Device Prohibition
In 1951, the tax-free treatment of spin-offs was added back to the statute.  Specifically, Section 112(b)(11)(B) of the Internal Revenue Code of 1939, enacted by Section 317 of the Revenue Act of 1951 (the “1951 Act”),[footnoteRef:32] included the Device Prohibition, which read as follows:  “Distribution of stock not in liquidation.  *** [N]o gain to the distributee from the receipt of such stock shall be recognized unless it appears that *** (B) the corporation whose stock is distributed was used principally as a device for the distribution of earnings and profits to the shareholders of any party to the reorganization.”[footnoteRef:33] [32:  Oct. 20, 1951, ch. 521, 65 Stat. 452.]  [33:  Note that the 1951 Act also added the ATB Requirement, which many view as a backstop to the Device Prohibition. ] 

The introduction of the Device Prohibition to the Code was intended to address the abuses present in Gregory v. Helvering.  In the statements made to the Senate, Senator Humphrey explained the potential “loophole” as follows:
In other words, Mr. President, corporation A has some undistributed earnings; and in large amounts. Corporation A sets up corporation B.  The stock of corporation B is distributed to the original stockholders of corporation, and the loophole which may be inherent in this provision is that the stockholders of corporation A may dispose of their stock on the basis of capital-gains treatment and not the earned-income treatment.  Under present law, the receipt by the shareholders of the stock of the new corporation would generally be taxable as a dividend to the extent of the E&P of the existing corporation.  Under the section as added by the Senate amendment, no tax whatever would be payable by the shareholders at the time of their receipt of the new stock.  Their only tax liability would be a capital-gains tax upon the subsequent sale of that stock.[footnoteRef:34] [34:  97 Cong. Rec. 12,213 (1951).] 

Senator Humphrey then described the Device Prohibition as one of “three safeguards in order to forestall tax avoidance.”[footnoteRef:35]  At the same time, Congress acknowledged the importance of not impeding spin-offs undertaken for legitimate business purposes, provided those business reasons were “unrelated to any desire to make a distribution of E&P to its shareholders”.[footnoteRef:36]  [35:  97 Cong. Rec. 11,812-13 (1951).]  [36:  See S. Rep. No. 82-781, at 58 (1951) (emphasis added).] 

At this time, the General Utilities doctrine was in full effect.  Thus, the restoration of tax-free treatment for spin-offs, subject to the Device Prohibition, occurred at a time in which distributions of appreciated corporate property was not taxed outside of spin-offs.
In 1954, the current formulation of the Device Prohibition was enacted in the Revenue Act of 1954 (the “1954 Act”).  The Senate Report to the 1954 Act[footnoteRef:37] noted that the proposal of the House detailed rules in an attempt to achieve almost mathematical certainty, would make it difficult for necessary business transactions to be carried out with a minimum degree of interference from the tax laws.”[footnoteRef:38]  In rejecting such proposal of the House, the Senate intended to “liberalize present law with respect to the nonrecognition of gain or loss in cases which involve the mere rearrangements of corporate structures while at the same time providing less liberal rules in other areas in order to insure that transactions which are in substance, although not in form, dividend distributions by corporations to their shareholders are subject to tax at ordinary income rather than at capital gain rates.”[footnoteRef:39] [37:  S. Rep. No. 83-1622, at 41-52 (1954).]  [38:  Id. at 42.]  [39:  Id.] 

One of the House proposals rejected by the Senate was a proposal to replace the ATB Requirement with a provision that, if investment assets were separated into a new corporation, any amount received in respect of “such an inactive corporation” (whether via a dividend or through a sale of the stock of the corporation) would be treated as ordinary income for a period of 10 years from the date of incorporation.[footnoteRef:40]  The Senate rejected the proposal and instead implemented the 5-year requirement with respect to the ATB Requirement, noting that “It is not believed that the business need for this kind of transaction is sufficiently great to permit a person in a position to afford a 10-year delay in receiving income to do so at capital gain rather than dividend rates.”[footnoteRef:41] [40:  Id. at 51.]  [41:  Id. ] 

Notably, the 1954 Act also codified the General Utilities doctrine through the enactment of Section 311 (then providing generally that no gain or loss would be recognized to a corporation on the distribution of property with respect to its stock) and Sections 336 and 337.  
The collective legislative history to the Device Prohibition (and surrounding parallel developments) presents two important takeaways.  First, consistent with the text of Section 355(a)(1)(B), described above, Congress intended device to operate as a subjective, intent-focused test, rather than an exercise in potentially arbitrary line-drawing.  Second, Congress did not view General Utilities repeal (i.e., the policing of corporate-level taxation) as relevant to device.  Rather, during the entire period that the Device Prohibition was originally developed and codified (first in the 1951 Act and later in the 1954 Act), General Utilities was in full effect (i.e., there was no tax on liquidating and non-liquidating distributions of appreciated assets).[footnoteRef:42]  Thus, the Device Prohibition was targeted only at shareholder-level abuses. [42:  The scope of General Utilities was slowly eroded prior to its repeal in 1986.  For example, amendments to Section 311 in the Tax Reform Act of 1969 and the Deficit Reduction Act of 1984 generally imposed gain recognition on the distribution of appreciated property in redemption of a shareholder’s stock, subject to certain exceptions. Specifically, Section 905 of the Tax Reform Act of 1969 added subsection (d) to Section 311 (relating to taxability of corporation on distribution), which provides that subject to certain exceptions, gain is recognized to the distribution by a corporation of property to a shareholder in redemption of part or all of his stock in such corporation in an amount equal to the excess of the fair market value of the property distributed over its adjusted basis (in the hands of the distributing corporation) as if the property had been sold at the time of the distribution.  Section 54 of the Deficit Reduction Act of 1984 amended this provision by taking out the qualifier that the distribution must be made in redemption of part or all of the shareholder’s stock in the corporation to impose gain recognition, subject to certain exceptions, on the distribution of appreciated property to a corporation’s shareholders.  However, as discussed above, these developments postdated the enactment of the Device Prohibition one or more decades.  ] 

C. Regulations history and development
Consistent with the foregoing legislative background, the device Regulations have developed in a manner that (i) focuses only on policing shareholder-level tax avoidance and (ii) does so by weighing facts and circumstances with an emphasis on intent.  The original device Regulations were issued in 1955 as part of a comprehensive set of Regulations under Section 355 (the “1955 Regulations”) and primarily focused on pre-negotiated sales but also provided that the nature and use of assets was relevant.  The 1955 Regulations state that generally, “[i]f, pursuant to an arrangement negotiated or agreed upon prior to the distribution of stock or securities of the controlled corporation, part or all of the stock or securities of either corporation are sold or exchanged after the distribution, such sale or exchange will be evidence that the transaction was used principally as a device for the distribution of the [E&P] of the distributing corporation or of the controlled corporation, or both.”[footnoteRef:43] [43:  Reg. §1.355-2(b)(1) (1955). ] 

Further, the 1955 Regulations state that in determining whether a transaction violates the Device Prohibition, “consideration will be given to all of the facts and circumstances of the transaction. In particular, consideration will be given to the nature, kind and amount of the assets of both corporations (and corporations controlled by them) immediately after the transaction.”  In this regard, the fact that substantially all of the assets of each of Distributing and Controlled “are and have been used in the active conduct of trades or businesses which meet [the ATB Requirement] will be considered evidence that the transaction was not used principally as such a device.”[footnoteRef:44] [44:  Reg. §1.355-2(b)(3) (1955). ] 

In 1977, the government attempted to draw bright-line rules in proposed Regulations, which included a per se device test where more than 20% of Distributing or Controlled stock was sold in a pre-negotiated transaction.  Specifically, the 1977 proposal would have treated a distribution as a device if, pursuant to an arrangement negotiated or agreed upon before the distribution, 20% or more of the stock of either Distributing or Controlled was sold or exchanged after the distribution.[footnoteRef:45]  However, the government ultimately acknowledged the flaws with this approach when it finalized the current Regulations in 1989.  Specifically, as noted in the 1989 Preamble, the per se rule was ultimately rejected because the government agreed with commenters’ objections that it was inconsistent with the facts and circumstances standard mandated by the Code.[footnoteRef:46]  [45:  Prop. Reg. §1.355-2(c)(2) (1977).  ]  [46:  See T.D. 8238 (Jan. 5, 1989).] 

The 1989 Preamble and Regulations further clarified certain aspects of transactions that the government viewed as device-like.  For example, the 1989 Preamble noted that the regulations make clear that “avoidance potential is presented by the substitution of stock interests in two or more corporations for a stock interest in a single corporation.  In particular, avoidance potential can be presented by distributions in which the distributing corporation liquidates as well as by distributions in which the distributing corporation does not liquidate.”  In addition, the 1989 Regulations also added language in Reg. §1.355-2(d)(1) to clarify that “device can include a transaction that effects a recovery of basis.”  However, notwithstanding the repeal of the General Utilities doctrine in 1986, the 1989 Regulations continued to focus solely on dividend tax avoidance at the shareholder level.
D. Evolution of government views on device
In recent years, the government proposed (or, in certain contexts, at least has entertained) modifying rules governing the Device Prohibition in ways that go beyond its historic framework.  As described below, in 2015 and 2016, Treasury and the Service proposed adopting bright-line rules under the Device Prohibition addressing disproportionate allocations of non-business assets.  In addition, based on comments made by government personnel, the government appears to have been contemplating extending the rules governing the Device Prohibition to police other policy concerns, such as General Utilities repeal and the treatment of transactions similar in result to a sale of stock by shareholders.
In Notice 2015-59,[footnoteRef:47] Treasury and the Service expressed their concerns that the following transactions may present evidence of device for the distribution of E&P, may lack adequate business purpose, or may violate other Section 355 requirements:  (i) ownership by Distributing or Controlled of investment assets, within the meaning of Section 355(g)(2)(B), with modifications (Investment Assets), having substantial value in relation to (a) the value of all of such corporation’s assets and (b) the value of the assets of the active trade(s) or business(es) on which Distributing or Controlled relies to satisfy the requirements of Section 355(b) (a Qualifying Business or Qualifying Business Assets); (ii) a significant difference between Distributing’s ratio of Investment Assets to assets other than Investment Assets and such ratio of Controlled; (iii) ownership by Distributing or Controlled of a small amount of Qualifying Business Assets in relation to all of its assets; and (iv) an election by Distributing or Controlled (but not both) to be a regulated investment company (RIC), within the meaning of Section 851, or a real estate investment trust (REIT), within the meaning of Section 856. [47:  2015-40 I.R.B. 459.] 

Shortly thereafter, in 2016, proposed regulations on device were issued (the “2016 Proposed Regulations”).  The preamble to the 2016 Proposed Regulations (the “2016 Preamble”) echoed the same concerns of the Treasury Department and the Service as stated in Notice 2015-59.[footnoteRef:48]  The 2016 Preamble states that “the current regulations relating to device are not specific as to the quality or quantity of assets relevant in the nature and use of assets device factor or the appropriate weighing of the device and nondevice factors.  The Treasury Department and the [Service] have determined that, in some situations, insufficient weight has been given to the nature and use of assets device factor and that device factors have not been balanced correctly against nondevice factors.”[footnoteRef:49]  [48:  See Preamble to Prop. Reg. §1.355, 81 Fed. Reg. 46,004, 46,007, 46,009 (July 15, 2016).  Specifically, Treasury and the Service “are concerned that certain taxpayers may be interpreting the current regulations under [S]ections 337(d) and 355 in a manner allowing tax-free distributions motivated in whole or substantial part by a purpose of avoiding corporate-level taxation of built-in gain in investment or nonbusiness assets.”  Id. at 46,009.]  [49:  Preamble to Prop. Reg. §1.355, 81 Fed. Reg. at 46,008. ] 

The 2016 Preamble provided the following as an example:  “if, after a distribution, Distributing or Controlled holds mostly liquid nonbusiness assets, the shareholders of that corporation can sell their stock at a price that reflects the value of the nonbusiness assets, and such a sale is economically similar to a distribution of the liquid nonbusiness assets to the shareholders that would have been treated as a dividend to the extent of [E&P] of the corporation.”[footnoteRef:50]  [50:  Id. ] 

Further, the 2016 Preamble notes that “certain taxpayers have viewed even a weak business purpose, combined with the fact that the stock of Distributing is publicly traded, as offsetting evidence of device presented by distributions effecting a separation of nonbusiness assets from business assets, even if pressure from public shareholders was a significant motivation for the distribution.  The Treasury Department and the [Service] do not agree that these types of nondevice factors should outweigh the substantial evidence of device presented by a distribution that separates nonbusiness assets from business assets.”[footnoteRef:51] [51:  Id.  See also Notice 2015-59, 2015-40 I.R.B. 459 (indicating similar concerns); Rev. Proc. 2015-43, 2015-40 I.R.B. 467 (same).] 

The 2016 Proposed Regulations generally provide that each of the following factors is evidence of a device:  (i) the ownership of nonbusiness assets by Distributing or Controlled, and (ii) a difference between the proportion of nonbusiness assets to total assets (the “Nonbusiness Asset Percentage”) of the distributing corporation compared to the Nonbusiness Asset Percentage of the controlled corporation.[footnoteRef:52]  In addition, under the 2016 Proposed Regulations, where the ownership of nonbusiness assets or a difference in the Nonbusiness Asset Percentages of Distributing and Controlled is evidence of device, a business purpose for the ownership or difference can outweigh such evidence of device, but only if the business purpose involves an exigency that requires an investment or other use of the Nonbusiness Assets in a business.[footnoteRef:53]  Further, the 2016 proposed regulations also introduced a rule that a distribution that meets the following numerical thresholds will be considered a per se device, regardless of the presence of nondevice factors:  (i) Distributing or Controlled has a Nonbusiness Asset Percentage of 66-2/3% or more, and (ii) the Nonbusiness Asset Percentage of the corporation with the Nonbusiness Asset Percentage of at least 66-2/3% is disproportionately higher than the other corporation’s Nonbusiness Asset Percentage.[footnoteRef:54]  In addition, the 2016 proposed regulations generally provide that a transaction or series of transactions (e.g., a change in the form of ownership of an asset; an issuance, assumption or repayment of indebtedness; or an issuance or redemption of stock) undertaken with a principal purpose of affecting the Nonbusiness Asset Percentage of any corporation will not be given effect for purposes of applying the modified device factors or the per se device rule.[footnoteRef:55] [52:  Prop. Reg. §1.355-2(d)(2)(iv)(C)(1), (2).  For this purpose, cash and cash equivalents held as a reasonable amount of working capital are treated as business assets.  Amounts in excess of working capital generally are treated as non-business assets, provided that assets required (by binding commitment or legal requirement) to be “held to provide for exigencies related to a Business or for regulatory purposes with respect to a Business.”  Prop. Reg. §1.355-2(d)(2)(iv)(C)(2).  The concept of assets held to provide for business exigencies is narrowly defined:  “For this purpose, such assets include assets the holder is required (by binding commitment or legal requirement) to hold to secure or otherwise provide for a financial obligation reasonably expected to arise from a Business and assets held to implement a binding commitment to expend funds to expand or improve a Business”).]  [53:  Prop. Reg. §1.355-2(d)(3)(ii).]  [54:  Prop. Reg. §1.355-2(d)(5)(i), (iii).  For this purpose, the three “bands” for making the comparison between the Nonbusiness Asset Percentage of Distributing and Controlled are if the percentage one corporation is: (i) 66-2/3% or more but less than 80%, and the Nonbusiness Asset Percentage of the other corporation is less than 30%, (ii) 80% or more but less than 90%, and the Nonbusiness Asset Percentage of the other corporation is less than 40%, or (iii) 90% or more, and the Nonbusiness Asset Percentage of the other corporation is less than 50%.  Prop. Reg. §1.355-2(d)(5)(iii)(B).   This rule generally does not apply if:  (i) the distribution is to a domestic corporation that would, in the absence of Section 355, be entitled to a dividends-received deduction, (ii) the distribution would be described in Section 302(a) (or Section 303) in the absence of section 355 (i.e., a split-off), or (iii) Distributing has no earnings or profits as described in the existing device regulations.  See Prop. Reg. §1.355-2(d)(5)(i).]  [55:  Prop. Reg. §1.355-2(d)(2)(iv)(E), (5)(iv).] 

Finally, the 2016 Proposed Regulations provide a safe harbor that the ownership of Nonbusiness Assets is ordinarily not evidence of device if the Nonbusiness Asset Percentage of each of Distributing and Controlled is less than 20%.[footnoteRef:56]  Following the recent removal of the Device Prohibition from the Service’s list of areas on which it will not rule,[footnoteRef:57] the Service appears to be requiring that taxpayers make a representation based on the safe harbor in order to receive a favorable private letter ruling (the “80% Business Asset Representation”):  [56:  Prop. Reg. §1.355-2(d)(2)(iv)(C)(1).]  [57:  See Rev. Proc. 2024-3, 2024-01 I.R.B. 143, section 1.02(4).] 

Immediately after the Distribution, the fair market value of the business assets of each of Distributing and Controlled will be greater than 80% of the fair market value of its total assets. For this purpose, the term “business assets” of a corporation means its gross assets used in one or more businesses. Such assets include cash and cash equivalents held as a reasonable amount of working capital for one or more businesses. Such assets also include assets required (by binding commitment or legal requirements) to be held to provide for exigencies related to a business or for regulatory purposes with respect to a business.[footnoteRef:58] [58:  See PLR 202441010 (July 5, 2024), PLR 202438002 (June 13, 2024), PLR 202433001 (May 17, 2024).] 

Because the representation has not been officially published or announced, it is not entirely clear whether it will be required as a matter of the Service’s ruling policy, or whether the Service will instead accept a modified or alternative representation.  The early signals are not good; in the authors experience, the Service is requiring this representation without exception.  Elevating this representation to a firm ruling standard means that the Service will require a standard for the allocation of Nonbusiness Assets in proposed spin-offs that goes beyond even the standards of the 2016 Proposed Regulations, resulting in the safe harbor being transformed into a per se rule (at least for private letter ruling purposes, which may impact the way tax advisors approach the issue even outside of the context of a ruling).
The Murray Treatise provides an interesting summary of the public comments made by the Service’s Associate Chief Counsel (Corporate) (the “ACC (Corporate)”) at the time Notice 2015-59 and the proposed Regulations were promulgated, regarding the thinking behind the 2016 Proposed Regulations.  For example, with respect to the difference between the Nonbusiness Asset Percentage of Distributing compared to the Nonbusiness Asset Percentage of Controlled, the ACC (Corporate) noted that the government wants to avoid a situation where Section 355 is used “as a subterfuge for doing a Gregory v. Helvering type of transaction . . . making a big cash distribution at capital gains rates.”  He added that the Gregory v. Helvering concern “is an important one, and I think it’s one that's been insufficiently recognized for many years and we need to upgrade it.  That doesn't mean it should preempt everything else.”[footnoteRef:59]  [59:  Elliott, “IRS Rethinking a Couple Aspects of the Hot Dog Stand Regs,” 2016 TNT 203-2 (Oct. 20, 2016).] 

In addition, with respect to the interaction of the device factors in the 2016 Proposed Regulations with business purpose, the ACC (Corporate) stated that:
[A separation of nonbusiness assets from business assets, even when there's a business purpose for doing so,] is not good enough, shouldn’t be good enough.  We don't want . . . a strong business purpose for doing one thing to serve as camouflage for doing something else.  [But a disproportion may not prevent a good, non-disproportion-related business purpose from overcoming the device factor.] 
What I think [the 2016 Proposed Regulations] mean now that they’re out there is that if your business purpose for the deal involves the separation of nonbusiness assets from business assets, then we say generally that is not going to undo the device factor of the disproportion, nor will it affect the per se rule that you have a device if your disproportion is strong enough, unless the disproportion relates to an exigent need for those disproportionate nonbusiness assets being on one side or the other.[footnoteRef:60] [60:  Elliott, “Financials Won’t Solve Hot Dog Stand Reg ‘Nightmare’,” 2016 TNT 192-7 (Oct. 4, 2016).] 

With respect to extending device to avoidance of corporate-level gain, the ACC (Corporate) explained that, while the government has “traditionally thought of device as principally if not exclusively a shareholder-related matter” rather than a corporate-level issue of the sort arising after repeal of the [General Utilities] doctrine, “we're trying to look at the situation holistically and see whether abuses might be present” at either level.[footnoteRef:61]  He also said:  “[l]ooking forward, I think it would be naive for folks planning transactions in the future to feel that General Utilities repeal will not be part of the landscape that we’re all going to have to deal with.”[footnoteRef:62] [61:  Elliott, “Officials’ Comments Fuel Market Fears Over Spinoff Challenges,” 2015 TNT 189-1 (Sept. 30, 2015).]  [62:  Elliott, “Will IRS Make GU Repeal Compliance a New Spinoff Requirement?,” 2016 TNT 90-6 (May 10, 2016).] 

As discussed further below, the government appears to be questioning the long-held view that, with limited exceptions, there cannot be a device where a purported Section 355 distribution of Controlled stock in exchange for Distributing stock would result in sale or exchange treatment absent the application of Section 355.[footnoteRef:63] [63:  See Section IV.B. below.] 

E. Evolution of other provisions under Section 355 and relevant case law
As the Murray Treatise eloquently summarizes, like the Device Prohibition, the Business Purpose Requirement, and the ATB Requirement also have their origins in Gregory v. Helvering.[footnoteRef:64]  As discussed below, these requirements have evolved in tandem with, and often overlap significantly or reinforce, the Device Prohibition. [64:  See Murray Treatise, Sections I and II.] 

1. Business Purpose Requirement 
a. Regulations
The Business Purpose Requirement, which requires a Section 355 transaction to be carried out for one or more corporate business purposes, has never been codified but is addressed robustly in Reg. §1.355-2(b).  Regulations on the Business Purpose Requirement were first introduced as part of the 1955 Regulations, which precluded the application of Section 355 to distributions “carried out for purposes not germane to the business of the corporations”.[footnoteRef:65]  Subsequent modifications in 1989 provided extensive, specific guidance and examples that set forth a heightened business purpose standard transactions under Section 355, as compared to Section 368.[footnoteRef:66] [65:  Reg. §1.355-2(c) (1955). ]  [66:  For example, to be a valid a corporate business purpose under Section 355, the purpose for a distribution must be “real and substantial” and must not be able to be achieved through an alternative nontaxable transaction “that does not involve the distribution of stock of a controlled corporation and which is neither impractical nor unduly expensive”. Reg. §1.355-2(b)(2) and (3).] 

The 1989 Preamble reinforced the Business Purpose Requirement as a separate requirement from the Device Prohibition, describing the relationship between the two as follows:[footnoteRef:67] [67:  54 Fed. Reg. 283, 283.] 

(1) Independent requirement.  Section 1.355-2(b)(1) of the proposed regulations [proposed in 1977] expressed the business purpose requirement as an independent requirement under section 355.  Commenters objected to the treatment of the business purpose requirement as a separate requirement and suggested that the existence of a corporate business purpose should be considered only in determining whether a transaction was used principally as a device for the distribution of earnings and profits within the meaning of section 355(a)(1)(B).
Treasury and the Internal Revenue Service acknowledge that there is a very close relationship between the business purpose requirement and the requirement that the transaction not be used principally as a device for the distribution of earnings and profits.  Accordingly, the final regulations clarify that the corporate business purpose is evidence that the transaction was not used principally as such a device. See §1.355-2(d)(3)(ii) in this document.  This new provision is discussed below under the heading “Evidence of Nondevice.”
However, Treasury and the Internal Revenue Service believe that, as held in Commissioner v. Wilson, 353 F.2d 184 (9th Cir. 1965), a transaction that is not carried out for a corporate business purpose should not qualify under section 355, even if it was not used principally as a device for the distribution of earnings and profits.  Accordingly, the final regulations retain the independent business purpose requirement. See §1.355-2(b)(1) in this document.
The relationship between the device and business purpose articulated by the government in the 1989 Preamble can be summarized as follows:  a distribution that satisfies the Device Prohibition may nonetheless fail the Business Purpose Requirement (i.e., device is not a panacea for business purpose), but a strong business purpose is an important factor (and has the potential to overcome other factors) in determining whether a distribution violates the Device Requirement.  Device does not necessarily inform business purpose, but business purpose certainly informs device. 
b. Case law
As discussed above, the interconnectedness of the Business Purpose Requirement with device dates back to Gregory v. Helvering and is apparent in both the statutory language and the current device Regulations.[footnoteRef:68]  The relationship between device and business purpose has further been demonstrated in case law, including in Pulliam v. Commissioner[footnoteRef:69] and in South Tulsa Pathology Laboratory Inc. v. Commissioner.[footnoteRef:70]  [68:  For a detailed discussion regarding the interplay between the two requirements, see generally Rizzi, supra n. 3.]  [69:  T.C. Memo 1997-274 (1997, nonacq. 1999-1 I.R.B. 5).]  [70:  118 T.C. 84 (2002).] 

In Pulliam v. Commissioner, Distributing, a professional service corporation wholly owned by an individual shareholder, Mr. Pulliam, was engaged in the funeral home business.  Facing potential competition from a former key employee, Distributing formed Controlled, contributed to Controlled the funeral home facing competition, and distributed the Controlled stock to Mr. Pulliam.  Controlled reemployed the employee, and three months later, pursuant to a prearranged plan, Mr. Pulliam sold 49% of the stock of Controlled to the employee.
The taxpayer argued that the creation of Controlled was motivated by a desire to protect Distributing from possible competition from the key employee and to reemploy said employee.  Taxpayer also argued that the distribution was motivated by a belief that state law required funeral homes to be professional service corporations having licensed funeral directors and embalmers as shareholders (i.e., that it would not have been permissible for Controlled to continue to be held by Distributing, a corporation, under state law).  The IRS disagreed, arguing that there no compelling reason to distribute the Controlled stock.
Citing Rafferty v. Commissioner[footnoteRef:71] and Wilson v. Commissioner,[footnoteRef:72] the Court noted that “a spin-off with a strong bailout potential will qualify under section 355 ONLY if compelling business purposes for the spin-off can be shown.”[footnoteRef:73]  In addition, in arriving at its conclusion, the Tax Court was required to evaluate whether the taxpayer’s purported interpretation of the state law necessitating the distribution was reasonable and determined that it was.  The Tax Court thus distinguished the facts at hand from Example 1 of the current Regulations and held, based on all the facts and circumstances, that the strong corporate business purposes for the distribution overcame the substantial evidence of device created by the prearranged sale of the stock of Controlled by Mr. Pulliam.  Interestingly, the stated business purposes for the transaction were to facilitate a taxable sale of stock after the spin-off (i.e., the transaction was clearly undertaken to facilitate the acquisition by the key employee of an interest in the funeral home contributed to Controlled).  [71:  452 F.2d 767 (1st Cir. 1971).]  [72:  353 F.2d 184 (9th Cir. 1965).]  [73:  T.C. Memo 1997-274 at 29.] 

In South Tulsa Pathology Laboratory Inc. v. Commissioner, the taxpayer was a professional corporation owned by seven physician shareholders.  The shareholders decided to sell a portion of taxpayer’s business (the clinical business).  The taxpayer and buyer negotiated and structured the transaction to occur as follows:  (i) a contribution of the clinical business to a new corporation to be spun-off by the taxpayer, followed by (ii) a purchase of the stock of such corporation by buyer.  Taxpayer conceded that the sale was “prearranged prior to the spin-off transaction”.
The Service argued that the distribution failed to qualify under Section 355 because the distribution violated the Device Prohibition, among other reasons.  In contrast, the taxpayer argued that, notwithstanding the prearranged sale, it structured the distribution of its clinical business and the subsequent sale of stock for legitimate corporate business purposes (and also met all of the other requirements of Section 355).  The taxpayer argued that this business purpose, together with a lack of substantial E&P,[footnoteRef:74] overcame what it conceded was evidence of device (and what the Court found to be substantial evidence of device) created by the prearranged sale. [74:  On this point, the Court (i) found that there was “no credible evidence that petitioner lacked accumulated or current [E&P] on the distribution date”; (ii) held that Reg. §1.355- 2(d)(5)(ii) does not provide a safe harbor for corporations with “insignificant” or “minimal” E&P, as contended by the taxpayer; and (iii) pointed out that the taxpayer ignored that a taxable distribution of the stock under Section 311(b) would have generated substantial current E&P.] 

The Tax Court held that there was substantial evidence that the spin-off was a device to distribute E&P as a result of the post-spin-off sale of the Controlled stock that was discussed, negotiated, and agreed upon prior to the spin-off.  Furthermore, the purported business purposes motivated a sale of the business (whether in corporate form or otherwise) and not the distribution of stock, and therefore were insufficient to overcome the substantial evidence of device.  The Court distinguished Pulliam on the grounds that the taxpayer in Pulliam could not have sold the business outright (i.e., without spinning it).  Again, the Tax Court needed to assess the validity of the taxpayer’s interpretation of state law; this time, it concluded that the state provisions cited by the taxpayer did not reasonably compel the distribution.
As demonstrated by these cases, while the interrelatedness between device and business purpose is statutorily mandated, the distinction between the two is often muddled.  As a result, the determination of whether a transaction is a device can hinge on an evaluation of business purpose, as was the case in Pulliam and South Tulsa.
2. ATB Requirement
The ATB Requirement has been widely understood to be added to the Code as a backstop to device.  As noted above, the ATB Requirement was first introduced in 1951 Act in conjunction with the Device Prohibition, and was, like the Device Prohibition, targeted at limiting the abuse present in Gregory v. Helvering.[footnoteRef:75]  Specifically, the 1951 Act required that both Distributing and Controlled “intended to continue the active conduct of a trade or business” after the distribution.  [75:  97 Cong. Rec. 11,813 (1951).] 

The ATB Requirement was subsequently bolstered in the 1954 Act, which added the requirement that Distributing and Controlled be engaged in the active conduct of a trade or business throughout the five-year period ending on the date of the distribution, and that neither the ATB nor the control of a corporation conducting the ATB was acquired during the five-year period in a transaction in which gain or loss was recognized in whole or in part.  As noted above, the ATB Requirement was enacted in lieu of a House proposal that would have permitted Section 355 to apply to a separation even if Distributing or Controlled was an “inactive corporation”. 
3. Section 355(e) and the COI Requirement
As noted above, a spin-off followed by taxable sale or exchange of the stock of Distributing or Controlled is the paradigm of device.  However, device is not the only requirement under Section 355 that polices post-spin dispositions of Distributing or Controlled—the COI Requirement and Section 355(e) also play important roles. 
The COI Requirement dates back to the 1955 Regulations, which introduced the concept that Section 355 contemplates “a continuity of interest in all or part of such business enterprise on the part of those persons who, directly or indirectly, were the owners of the enterprise prior to the distribution or exchange.”[footnoteRef:76]  This language was subsequently tightened in 1989 to provide that Section 355 “requires that one or more persons who, directly or indirectly, were the owners of the enterprise prior to the distribution or exchange own, in the aggregate, an amount of stock establishing a continuity of interest in each of the modified corporate forms in which the enterprise is conducted after the separation.”[footnoteRef:77] [76:  Reg. §1.355-2(c) (1955). ]  [77:  Reg. §1.355-2(c). ] 

Separately, Section 355(e) was enacted as part of the Taxpayer Relief Act of 1997, and generally requires corporate-level gain to be recognized on any distribution that is part of a plan or series of related transactions pursuant to which one or more persons acquire a 50% or greater interest in Distributing or Controlled.
While both requirements may be implicated by a post-distribution sale of Distributing or Controlled, there are some key differences in their reach.  First, both Section 355(e) and the COI Requirement are generally concerned with dispositions of more than 50% of the stock of Distributing or Controlled, while the Device Prohibition is not generally so generous.  Second, Section 355(e) draws into its net both taxable and tax-free acquisitions of Distributing and Controlled, whereas the Device Prohibition generally is violated only by the former.  These differences are important to keep in mind when exploring the ways in which Section 355(e) and the COI Requirement may be used to police device concerns (or vice versa).
F. Evolution of other areas of the Code that interaction with device
1. Change in capital gains and ordinary income rates
Long-term capital gain was historically taxed favorably as compared to dividend income until the Tax Reform Act of 1986 (the “1986 Act”) equalized long-term capital gain and ordinary income rates.[footnoteRef:78]  After a few years, these rates diverged when the ordinary income rates were adjusted several times and when certain amendments were introduced to the capital gains rates.[footnoteRef:79]  In 2003, the capital gains and dividend income tax rates were again generally equalized when the Jobs and Growth Tax Relief Reconciliation Act of 2003 (the “2003 Act”) added subparagraph (11) to Section 1(h) (relating to maximum capital gains rate), which provides that dividends are generally taxed as net capital gain.[footnoteRef:80]  [78:  Pursuant to the 1954 Act, dividend income was included in gross income and subject to a tax credit equivalent to 4% of the dividends), while long-term capital gains were generally eligible for a deduction from gross income equivalent to 50% of the excess of the net long-term capital gain over the net short-term loss.  The 1986 Act repealed the exclusion for long-term capital gains of individuals (see 1986 Act, Section 301) and imposed a maximum of 28% capital gains rate for taxpayers other than corporations (see 1986 Act, Section 302), which was the same maximum ordinary income rate (see 1986 Act, Section 101). ]  [79:  See, e.g., the Omnibus Budget Reconciliation Act of 1990, Section 11101 (maximum ordinary income rate increased to 31%; maximum long-term capital gains rate remained at 28%); the Omnibus Budget Reconciliation Act of 1993, Sections 13201 and 13202 (maximum ordinary income rate increased to 39.6%); the Taxpayer Relief Act of 1997, Section 311(a) (lower capital gain rates introduced for certain instances, with the maximum rate remaining at 28%);  the Internal Revenue Service Restructuring and Reform Act of 1998, Section 5001, 6005(d)(1) (lower capital gains rate applied to property held for more than 1 year; with the maximum rate remaining at 28%); and the Economic Growth and Tax Relief Reconciliation Act of 2001, Section 101 (maximum ordinary income rate reduced to 39.1% for 2001, to 38.6% for 2002 and 2003, to 37.6% for 2004 and 2005, and to 35% for 2005 and thereafter).]  [80:  Specifically, the amendment introduced by the 2003 Act generally provided that the term “net capital gain” means net capital gain increased by qualified dividend income.  The term “qualified dividend income,” in turn, was defined to refer to dividends received during the taxable year from domestic corporations and certain qualified foreign corporations. ] 

Although the elimination of the rate differential may make a shareholder’s desire to avoid ordinary income more rare or less meaningful, Congress has not eliminated the Device Requirement, and did not seek to do so when the rate differential was first eliminated in 1986.  Furthermore, as noted above, a transaction that effects a recovery of basis can be a device.  Thus, device is still relevant notwithstanding the general equalization of capital gains and dividend rates.
2. General Utilities repeal
As discussed above, prior to its repeal in 1986, the General Utilities doctrine provided that a distribution by a corporation of appreciated property to its shareholders should not result in recognition of gain on that property.  The 1986 Act rewrote Section 336(a) and introduced new Section 337 and Section 311(b), with the effect that Section 355 is one of the few remaining Code provisions that permits the extraction of assets from corporation solution without corporate-level tax and is the only remaining Code provision that permits a corporation to divide in a tax-free manner.  Several other provisions under Section 355 have been added since 1986 to combat techniques that Congress viewed as inconsistent with General Utilities repeal.[footnoteRef:81]  [81:  See, e.g., Sections 355(b)(2)(D), 355(d), 355(e), and 355(g).] 

However, as discussed above, the Device Prohibition predates General Utilities repeal.  As the legislative history discussed above clearly indicates, the Device Prohibition was intended to police tax avoidance at the shareholder level.  In contrast, General Utilities was widely perceived to permit abuses resulting in tax avoidance at the corporate level.  Thus, device, consistent with historic roots, should be limited to addressing a distribution’s facilitation of conversion of dividend income into capital gain or basis recovery, measured at the shareholder level.  
Moreover, in repealing General Utilities, Congress recognized Section 355 as the exception to corporate-level taxation of distributions[footnoteRef:82] and specifically provided authority to Treasury and the Service “to issue, or to amend, regulations to ensure that the purpose of the new provisions is not circumvented through the use of any other provision, including the consolidated return regulations or the tax-free reorganization provisions of the Code (part III of Subchapter C).”[footnoteRef:83]  This expectation was codified in 1988 in Section 337(d), which grants Treasury broad regulatory authority to issue regulations as may be necessary or appropriate to carry out the purposes of General Utilities repeal, including regulations to ensure that such purposes may not be circumvented through the use of any provision of law or regulations.  [82:  See S. Rep. No. 99-47, at 53 (1985).]  [83: See H.R. Rep. No. 841, at II-204. ] 

IV. Framework and selected case studies
The tax landscape today is very different today than it was in 1951 and 1954 and will no doubt continue to evolve.  Some may argue that the constantly shifting sands require, or provide the opportunity for, device to evolve as well.  As will be explored in greater detail below, certain tax law changes more clearly do not interact with, and should not implicate, device.  Other changes do potentially implicate the original policy underpinnings of the Device Prohibition (i.e., the conversion of dividend income into capital gain or basis recovery).  The proper application of the Device Prohibition requires a faithful interpretation of the statute and adherence to its original purposes, with the result that it may be appropriate to expand the role of device in certain areas but limit it in others.  While there is room for device to be modernized, it must also stay true to its historic roots.  Moreover, the body of surrounding law both within and outside Section 355 offers existing safeguards and opportunities for other avenues to ensure the appropriate application of Section 355 without overstepping the boundaries of device. 
As explored by the below case studies, transactions that potentially implicate device can be thought of in three categories:  (i) transactions involving corporate-level taxation, which raise the question of whether and how device should interact with General Utilities repeal; (ii) transactions in which the disproportionate allocation of nonbusiness assets  may create the potential for the avoidance of shareholder-level taxation; and (iii) integrated regimes which present a combination of corporate and shareholder level considerations.
To lay our cards on the table, the authors believe in the following principles:  
(i) In our experience, the current framework of the Device Prohibition, as set forth in the Code and the Regulations, works reasonably well in policing the abuse at which the prohibition has historically been aimed – the use of spin-offs to convert dividend income into capital gain or basis recovery.
(ii) If the government ultimately concludes that the current framework does not adequately address the device potential inherent in spin-offs involving substantial disproportionate allocations of non-business assets between Distributing and Controlled, revised Regulations should at most adopt one or more rebuttable presumptions and should not adopt per se numerical bright lines.
(iii) Treasury and the Service should resist the temptation to broaden the mission of the Device Prohibition to police other perceived abuses, such as preventing avoidance of General Utilities repeal or taxing spin-offs that, in substance, are similar economically to a sale of stock.  The Device Prohibition, which is intent-focused and reliant on a weighing of facts and circumstances, is ill suited to policing these concerns and a violation of the prohibition imposes shareholder-level, as well as corporate-level, taxation.  Congress has shown a preference for addressing General Utilities repeal with bright line rules and the Treasury and the Service should address the interaction of Section 355 and General Utilities repeal, if at all, in a similar fashion utilizing their authority under Section 337(d).
(iv) Integrated regimes raise interesting issues as to whether they are within the purview of the Device Prohibition.  Reasonable people can differ as to whether it has a role in precluding the use of spin-offs in these contexts to address the conversion of shareholder-level ordinary income (which would result, under the integrated regime, from corporate-level gain recognized on the disposition of corporate assets) into shareholder-level capital gain.  The authors are sympathetic to the view that the Device Prohibition has a role to play in the context of integrated regimes (i.e., is not divested of any jurisdiction), albeit a relatively modest one.
A. Interaction between device and General Utilities repeal
The below case studies attempt to illustrate the difficulties in using the Device Prohibition to police General Utilities repeal.  While the avoidance of General Utilities repeal is a legitimate policy consideration with respect to Section 355 more generally, it need not be addressed through the Device Prohibition.  As illustrated below, Treasury and the Service have other and better avenues, under current law or through the exercise of their authority under Section 337(d), to address the interaction between Section 355 and General Utilities repeal.
Case Study 1: Non-US or tax-exempt shareholders
Distributing distributes 100% of the stock of Controlled to a tax-exempt shareholder or a non-US shareholder in a distribution subject to a 0% rate of US withholding tax (i.e., is exempt from such withholding tax).  Assume that the shareholder has a pre-arranged plan to sell a significant portion of the stock of Controlled (but less than 50% thereof) to an investor whose ownership of an interest in Controlled is expected to facilitate certain corporate level benefits for Controlled’s business.
The pre-arranged sale of Controlled following the distribution in this case study is substantial evidence of device under the Regulations.[footnoteRef:84]  However, like the nondevice factor where a domestic distributee corporation would be entitled to a dividends-received deduction under Sections 243(a)(1), 243(a)(2) or (3), or 245(b),[footnoteRef:85] this fact pattern also presents compelling evidence of nondevice; there can be no avoidance of dividend taxation where the shareholder would not be subject to US taxation because the shareholder is tax-exempt or exempt from withholding by treaty and therefore is indifferent to the conversion of ordinary dividend income into capital gain or basis recovery.  Indeed, Case Study 1 presents a relatively clear-cut example of a situation where the Device Prohibition, limited to its historic role, has no relevance. [84:  See Reg. §1.355-2(d)(2)(iii)(B).]  [85:  See Reg. §1.355-2(d)(3).] 

Over the years, the government has acknowledged the validity of this premise.  For example, in PLR 200015028,[footnoteRef:86] as part of the proposed transactions, following the distribution by Distributing of the stock of Controlled pro rata to its shareholders, Distributing’s shareholders transferred their shares in Distributing to Newco in exchange for Newco stock and cash.  As explained in the Murray Treatise,[footnoteRef:87] this private letter ruling involved an implicit favorable device conclusion, blessing the transaction notwithstanding the post-distribution sale of Newco stock, where the cash portion of the consideration went substantially to non-US shareholders and the only significant US shareholder received solely stock. [86:  Jan. 12, 2000.]  [87:  See n. 3104 and accompany text.] 

More recently, in PLR 201734004,[footnoteRef:88] Distributing contributed all of the assets of Business B to Controlled and then distributed all of the stock of Controlled to Parent, an entity that is exempt from federal income tax under Section 501(c)(3).  It was represented that, if Section 355 did not apply to such distribution, the receipt of the stock of Controlled would not be taxable to Parent.  The IRS ruled that because Parent, the sole distributee shareholder in a Section 355 distribution, is exempt from federal income tax under Section 501(c)(3), the distribution does not present evidence of device under Reg. §1.355-2(d).  [88:  May 30, 2017.] 

Finally, the ACC (Corporate) stated in 2021 that “if the shareholders are tax-exempt entities or not subject to U.S. tax or withholding, it would be difficult to say that device is implicated.”[footnoteRef:89] [89:  See Murray Treatise, n. 3089 and accompanying text (citing Foster, “Disparate Treatment of Post-Spinoff Acquisitions Causes Angst,” 2021 TNTI 13-4 (Jan. 21, 2021)).] 

The above treatment of Case Study 1, where Distributing’s shareholder is wholly tax-exempt or exempt from withholding tax, demonstrates that addressing avoidance of dividend taxation (i.e., device), on the one hand, and avoidance of corporate tax upon disposition of appreciated corporate assets after General Utilities repeal really are two different enterprises.[footnoteRef:90], [footnoteRef:91]  If the qualification of the distribution in Case Study 1 as a wholly tax-free spin-off is viewed as problematic, then the government’s remedy should not lie in creatively re-interpreting the Device Prohibition to address the latter.  Instead, under current law, the government should focus on other, existing limitations under Section 355 to restrict taxpayers’ access to tax-free treatment, if at all.  Other safeguards, such as COI and Section 355(e) effectively limit the amount of stock that the historic Distributing shareholder can sell.  Moreover, the government could scrutinize the purported business purpose for the transaction to determine whether the corporate-level benefits of the transaction (i.e., introducing a new investor), or the non-tax reasons for accomplishing such introduction through a distribution and shareholder level sale, really are substantial in relation to the tax benefits of avoiding a corporate sale.  [90:  To be sure, the fact that a corporate level sale (or correspondingly a taxable distribution) would have itself generated E&P may be relevant to the Device Prohibition in terms of negating a safe harbor for distributions where there is no E&P.  See Reg. §1.355-2(d)(5)(ii)(C).  However, the fact that such E&P would have been created through a disposition of an appreciated corporate asset (as opposed to E&P sourced from normal business operations) should have no added weight in the device analysis.]  [91:  In a scenario where Distributing’s shareholder is partially exempt from withholding tax (e.g., where the shareholder is subject to a 5% withholding rate instead of 0%), it seems appropriate to take into account in the balance the amount of shareholder-level dividend avoidance as part of weighing device and nondevice factors.  This is consistent with the approach taken by current Reg. §1.355-2(d)(2)(iii)(A) with respect to the sale or exchange device factor: the greater the percentage of Distributing or Controlled stock sold or exchanged after a distribution, the stronger the evidence of device.  In a similar vein, it would seem appropriate that the extent of dividend tax avoidance be taken into account in the weighing of factors.  For example, if a dividend, in lieu of a Section 355 distribution, would be taxed at essentially the same rate as capital gain and qualification as a Section 355 would not significantly enhance basis recovery for shareholders (or their utilization of capital losses), the absence of material tax benefits associated with purported Section 355 distribution should be viewed as important evidence that the distribution is not being used principally as a device.] 

Case Study 2: Pulliam v. South Tulsa Pathology
Distributing (1) contributes an appreciated business to Controlled, and (2) distributes 100% of the stock of Controlled to its shareholder, who is a neither a tax-exempt entity nor a non-US person exempt from withholding tax.  Following the distribution, and pursuant to a common plan, the shareholder transfers X% (less than 50%) of the stock of Controlled to Acquiring in a taxable sale.  The distribution is undertaken to facilitate the sale.  Assume the sale is expected to facilitate certain corporate level benefits for Controlled’s business.
As in Case Study 1, the pre-arranged sale of Controlled stock in Case Study 2 is substantial evidence of device.  Unlike in Case Study 1, Distributing’s shareholder in Case Study 2 would be subject to US taxation on receipt of a dividend. 
As described above, the Tax Court in Pulliam and South Tulsa Pathology, in cases similar to Case Study 2, wrestled with the question as to whether, and in what circumstances, the device potential inherent in the pre-arranged, post-distribution taxable sale can be outweighed by a strong corporate-level business purpose for the distribution and the sale.[footnoteRef:92]  In other words, if device is an intent-focused test (or, at least, heavily influenced by subjective motivations),[footnoteRef:93] is it appropriate for a strong non-tax business purpose motivating a distribution and subsequent sale of Controlled stock sufficient to overcome the bail-out potential inherent in the result?  The Tax Court held in favor of the taxpayer in Pulliam, where it concluded that the taxpayer reasonably believed that the desired business objective of providing equity in the spun business to a key employee and potential competitor could not have been achieved through a corporate sale.  It held for the government in South Tulsa Pathology, where the taxpayer could make no such showing, as the court scrutinized the purported corporate business purposes and determined that they were insufficient.   [92:  See Reg. §1.355-2(d)(3)(ii).]  [93:  As noted above, this seems clear from the statutory language (i.e., whether the distribution is “used” principally as a device as opposed to whether it simply has the effect of device). ] 

The divergent holdings in the two cases demonstrate how the device is intensely factual, requiring  weighing factors to determine the relative importance of tax and non-tax motivations in the decision to spin – i.e., was the spin-off transaction format used principally to achieve dividend tax avoidance.  This analytic framework seems ill-suited to addressing the potential for spin-offs to be used to avoid General Utilities repeal – an issue that, as discussed in the next case study, seems better addressed through the Business Purpose Requirement under current law or, as Congress has done in Sections 355(d), 355(e), and 355(h), through bright-line rules under Section 337(d) Regulations generally focused on the effect of a spin-off, rather than its purposes.[footnoteRef:94]    [94:  It is also possible that the fact pattern in Case Study 2 could be addressed more effectively and more transparently through a tightening of the Business Purpose Requirement.  For example, it could be argued that the Business Purpose Requirement should specify that spinning off a Controlled subsidiary to facilitate a taxable sale of Controlled’s stock is not a sufficient corporate business purpose that can support a tax-free spin-off, at least where the expected business benefits are incremental rather than compelling.] 

Case Study 3: Disproportionate allocation of an appreciated investment asset
Distributing, which is publicly-traded and widely-held, (1) contributes an appreciated minority interest in publicly-traded domestic corporation (“Acquiring”) and a relatively small ATB to Controlled, and (2) distributes 100% of the stock of Controlled to its public shareholders pro rata.  At the time of the distribution, it can be reasonably anticipated that eventually Controlled will merge downstream into Acquiring, although there is no current plan to do so and there have been no discussions between Distributing or Controlled, on the one hand, and Acquiring, on the other hand, about the potential for such a merger. 
The question raised by Case Study 3 is whether device implicated because a downstream merger presumably would result in the permanent elimination of corporate-level gain on Distributing’s investment in Acquiring.  This case study is reminiscent of Yahoo’s planned spin-off of its minority stake in Alibaba.  To review the publicly available facts of that transaction, in 2015, Yahoo announced a planned spin-off of its remaining holdings in the Alibaba into a newly formed independent investment company, Aabaco.[footnoteRef:95]  Following the planned spin-off, Aabaco would become a separate publicly traded investment company, owning, directly or indirectly, Yahoo’s 15.4% interest in Alibaba with a value of approximately $40 billion and a legacy, ancillary operating business of Yahoo with a small value relative to the Alibaba interest.[footnoteRef:96]  The PLR request for the planned spin-off was eventually withdrawn,[footnoteRef:97] and over a year after its announcement, the planned spin-off was ultimately abandoned.[footnoteRef:98] [95:  See Wessel Treatise at Section XIX.FFFFF.]  [96:  Id; see Murray Treatise at Section III.B.3.c.(4) (citing Elliott, “Yahoo Drops Plans to Spin Off Alibaba, Aims for Reverse Spinoff,” 2015 TNT 237-2 (Dec. 10, 2015)).]  [97:  See Murray Treatise, n. 662 and accompanying text (citing Macmillan, “Yahoo’s Plan for Tax-Free Alibaba Spinoff Faces IRS Setback,” Wall Street Journal (Sept. 8, 2015)).]  [98:  See Wessel Treatise at Section XIX.FFFFF.] 

While Yahoo’s PLR request was pending, the Service issued Rev. Proc. 2015-43,[footnoteRef:99] which states that the Service ordinarily will not rule on the qualification of a transaction under Section 355 if the fair market value of the gross assets of the trades or businesses on which Distributing or Controlled relied on for purposes of the ATB Requirement is less than 5% of the total fair market value of such corporation.[footnoteRef:100]  Shortly thereafter, as discussed above, the 2016 Proposed Regulations on device were issued.[footnoteRef:101]  [99:  2015-40 I.R.B. 467.]  [100:  See Murray Treatise at Section III.B.3.c.(4).]  [101:  These proposed regulations included a 5% minimum size requirement for businesses relied on for the ATB Requirement, consistent with the minimum percentage imposed by Rev. Proc. 2015-43.  See Prop. Reg. §1.355-9 (2016).] 

What is principally at stake in Case Study 3 is not device but rather, General Utilities repeal.  Some commentators have suggested that the distribution in Case Study 3 may violate the current Device Prohibition and, in any event, it is appropriate to deny Section 355 treatment to the facts of Case Study 3 to police General Utilities repeal.[footnoteRef:102]  As an initial matter, we believe that it is difficult to see how the distribution in Case Study 3 violates the Device Prohibition as it is currently constituted.  The distribution itself does not effect a conversion of dividend income into capital gain or basis recovery.  The distribution does not appear to be intended to facilitate a disposition of Distributing or Controlled stock by shareholders in general or a significant shareholder in specific.  In addition, the distribution is intended to achieve important corporate business purposes.  Moreover, whatever the merits of addressing limitations on Section 355 in order to preclude it from being a vehicle for avoiding corporate-level gain recognition in violation of General Utilities repeal, it does not seem that the Device Prohibition is the appropriate vehicle through which to do so.  Such use of the Device Prohibition would be inconsistent with the original Congressional intent and its historic role (which, as described above in detail was limited to the avoidance of dividend taxation at the shareholder level).  In addition, the Device Prohibition seems ill-suited to task because it necessarily is intent-focused and involves a weighing process (i.e., assessing the relative importance of the corporate business purposes versus the potential for corporate tax avoidance) in circumstances in which a future disposition of the corporate asset is uncertain and subject to a future negotiation with a third party.  Lastly, finding that the distribution in Case Study 3 violates the Device Prohibition because of the avoidance of General Utilities repeal would also impose a consequence (shareholder level taxation) that is misaligned with the perceived abuse at hand (the avoidance of corporate level gain).  Thus, if the government does not view current law (e.g., the Business Purpose Requirement) as sufficient to police such cases, it should address the issue explicitly and transparently through the adoption of new regulations under Section 337(d) setting out explicit and definitive guidelines distinguishing qualifying and non-qualifying transactions.[footnoteRef:103]  [102:  See NYSBA Notice 2015-59 Report (discussion of Example 3).  (“Example 3, like Examples 1 and 2, may well not satisfy Section 355 under current law, whether on account of the Device test, the business purpose test or both, regardless of whether Issuer acquires Controlled … Issuer’s indirect repurchase of Controlled following the distribution is especially troubling from a General Utilities repeal perspective because the built-in gain that arose in the hands of Distributing in the reacquired Issuer stock effectively disappears without corporate-level tax ever having been paid on the appreciation … We do not agree, however, that the potential for triple taxation justifies permitting corporate nonrecognition in Example 3 … Section 355 was not intended to apply to address this triple taxation ….”  ]  [103:  Cf. Reg. §1.337(d)-7(d)(6) (providing rules for imposing tax where Distributing or Controlled engages in conversion transaction to a REIT within ten years of a Section 355 distribution). ] 

Case Study 4: Pro rata distributions and disproportionate allocations of a portfolio of appreciated investment assets
Distributing (1) disproportionately contributes a portfolio of highly appreciated investment assets and an ATB to Controlled, and (2) distributes 100% of the stock of Controlled to its public shareholders.  The distribution is undertaken because the capital markets are undervaluing the core ATB retained by Distributing due to the “noise” created by its ownership of a large portfolio of unrelated investment assets.
Similar to Case Study 3, this case study raises the question of whether device an appropriate prism through which to consider if Section 355 is being misused to avoid corporate-level gain recognition.[footnoteRef:104]  As in Case Study 3, we conclude that the Device Prohibition is not the appropriate mechanism for policing such concerns, which would be better addressed, if at all, through the promulgation of Regulations under Section 337(d).  [104:  Case Study 4 also raises shareholder-level concerns, which are discussed further in connection with Case Study 8.] 

Facts similar to Case Study 4 were considered by one commentator following the issuance by Treasury and the Service of Notice 2015-59 and Rev. Proc. 2015-43 (described above).[footnoteRef:105]  After noting that the transaction likely would have a difficult time qualifying under the traditional Section 355 filters, such as the Device Prohibition and the Business Purpose Requirement, the NYSBA Notice 2015-59 Report argues in favor of the adoption of supplemental rules to address the potential for avoidance of corporate-level taxation:  “Section 355 was developed at a time when General Utilities applied and shareholder-level tax was  greater focus than corporate-level tax.  Now that General Utilities has been decisively repealed, it is appropriate to ensure that Section 355 does not provide corporate-level gain nonrecognition to transactions that were not intended to be covered.”[footnoteRef:106]  This commentator asserts that the fact that there is no corporate-level basis step-up should not be dispositive because (i) the result is similar to the deferral achieved through “mirror subsidiary liquidations” that Congress addressed in 1987 and (ii) corporate-level tax ultimately could be achieved by merging Controlled into a RIC.[footnoteRef:107]  Accordingly, the commentator recommends that supplemental rules be adopted, “directly under Section 337(d) or also under Device”, targeting transactions with disproportionate allocations.[footnoteRef:108] [105:  See Sections III.D. and IV.A.3. above.]  [106:  NYSBA Notice 2015-59 Report (discussion of Example 2).]  [107:  Id.]  [108:  Id. at Part V.B.4(a).] 

Although the authors have not seen, in practice, an actual case with facts close to those of Case Study 4, we do not quarrel with the argument that they raise significant concerns regarding avoidance of General Utilities repeal.  We believe, however, that any corporate-level concerns should be addressed, if at all, through Section 337(d) regulations (or perhaps through guidance under the Business Purpose Requirement), rather than through creative re-interpretations of the Device Prohibition, for the same reasons expressed above with respect to Case Study 3.  The Device Prohibition is geared to addressing shareholder-level concerns, its intent-focused, weighing of factors framework is ill-suited to drawing lines that may be appropriate in addressing corporate-tax avoidance, and violations of the Device Prohibition impose shareholder-level, as well as corporate-level, taxation.  Regulations under Section 337(d) are better suited to the task.[footnoteRef:109]     [109:  As one example, the rules of Reg. §1.337(d)-7(d)(6) could be extended to RICs.] 

B. Disproportionate allocation of nonbusiness assets: shareholder-level considerations
As discussed above, the nature and use of the assets of Distributing and Controlled is a device factor.  Thus, it is clear that device has an appropriate role to the extent the disproportionate allocation of nonbusiness assets creates the opportunity for shareholder-level tax avoidance.  While the subjective nature of the Device Prohibition does not lend itself to numerical bright line tests, reasonable presumptions may be appropriate to police transactions in this category, provided that the door is left often for such presumptions to be rebutted.  In addition, it is important to maintain the limitation that the Device Prohibition is policing the conversion of ordinary income into capital gain or basis recovery, but not transactions that, in substance, resemble a sale or exchange of Distributing stock – and thus to resist the temptation to re-interpret the Device Prohibition as addressing the latter.
1. Case Study 5: Section 302(a) redemptions
Distributing, which is publicly-traded and widely-held, (1) contributes cash and investment assets equal to 70% of the total FMV of Controlled and an ATB worth 30% of the total FMV of Controlled to Controlled, and (2) pursuant to an exchange offer, distributes 100% of the stock of Controlled to certain of its shareholders in exchange for all or a portion of the shareholders’ Distributing stock.  All (or, at least, almost all) of the shareholders are expected to have a sufficient reduction in their proportionate interests in Distributing that the distribution would qualify as a sale or exchange under Section 302(a) in the absence of Section 355.  No shareholder owns 50% or more of Distributing or Controlled after the distribution (so that Section 355(g) is inapplicable).
Case Study 5 illustrates a case where it is appropriate to have a presumption that a transaction is not a device, as is currently provided for in the regulatory exception for distributions that would otherwise qualify for sale or exchange treatment under Section 302(a).[footnoteRef:110]  This is because there is clearly no avoidance of dividend taxation.  This “safe harbor” has been the subject of public discourse over the years.  As summarized by the Murray Treatise,[footnoteRef:111] in 2015, the ACC (Corporate) indicated in public comments that the traditional view that “once you had a substantially non-pro rata distribution, the device issue was solved and that was the end of it” was being rethought.[footnoteRef:112]  The ACC (Corporate) noted that, in his view, “a very large mix of passive assets with allocation of [earnings and profits] and in some instances allocation of basis can result in a device issue”, and while the drafters of the device Regulations may have intended Reg. §1.355-2(d)(5)(iv) to be given “greater importance” than the other factors, he doesn’t think it “trumps the multifactor analysis.”[footnoteRef:113]  In addition, the Treasury Deputy Tax Legislative Counsel observed in 2016 that, while a split-off generally does not present device concerns, it doesn’t mean that a split-off could never present a device concern, and the Regulations “do currently leave some room”.[footnoteRef:114] [110:  See Reg. §1.355-2(d)(5)(iv).  As noted by the 2016 NYSBA Proposed Regulations Report, it does not seem appropriate in the context of public Distributing corporations to require that all shareholders would have qualified for sale or exchange treatment under Section 302(a) in absence of the application of Section 355.  See NYSBA 2016 Proposed Regulations Report (discussion of Example 3).]  [111:  See Section IV.C.1.c.(3).]  [112:  Citing Elliott, “Officials’ Comments Fuel Market Fears Over Spinoff Challenges,” supra.  ]  [113:  Id.  ]  [114:  Citing Elliott, “Hot Dog Stand Guidance Will Expand on Factor in Device Regs”, 2016 TNT 112-4 (June 10, 2016).] 

Reg. §1.355-2(d)(5), Example 2, provides an example of a split-off that could nonetheless be a device.  In the example, X, a corporation owned by individuals A, B, and C, is engaged in a hotel business, a restaurant business, and a rental real estate business.  X transfers the restaurant business to newly formed Y and the rental real estate business to newly formed Z, and then distributes the stock of Y and Z pro rata to B and C in exchange for all of their stock in X.  The example provides that, in the absence of Section 355, the distribution would be a redemption to which Section 302(a) applied.  The example concludes that, because this distribution involves the stock of more than one Controlled corporation and facilitates the avoidance of the dividend provisions of the Code through the subsequent sale or exchange of stock in one corporation and the retention of the stock of another corporation, it is not protected by Reg. §1.355-2(d)(5)(i) and (iv) from a determination that it was used principally as a device.  The example further concludes that the determination of whether the transaction was used principally as a device must be made from all the facts and circumstances, including the presence of device factors and nondevice factors specified in Reg. §1.355-2(d)(2) and (3), respectively.
It is unclear whether the distribution of more than one Controlled corporation constitutes the complete universe of transactions contemplated by the “ordinarily” limitation in Reg. §1.355-2(d)(5)(iv), even though Section 302(a) would have applied to a taxable spin-off.[footnoteRef:115]  The conceptual model underlying a “multiple Controlled corporation” limitation on Reg. §1.355-2(d)(5)(iv) may be rooted in the belief that a device-like distribution should not be protected simply because it is paired with another distribution and the two distributions, taken together, are sufficient to cause a reduction in the recipient shareholder’s in proportionate interest that is sufficient for purposes of Section 302(a).  Effectively, a device-prone distribution should not be cleansed by “piggybacking” on a split-off and, if the principal purpose for both of them (taken together) is to facilitate device, they both should fail. [115:  The Wessel Treatise posits the example of a spin-off that is artificially transmuted into a split-up as another example of the abusive use of multiple controlled corporations – that is, rather than having a Distributing corporation that owns two businesses spin-off one of the businesses in a single Controlled corporation, it contributes each of its business to a Controlled corporation and liquidates.  See Wessel at Section V.D.5.c.(2)(a).  In such case, the similarity of the split-off to a spin-off seems problematic and the application of the Device Prohibition may be appropriate.] 

Case Study 5 involves the distribution of a single corporation in a split-off (and not a split-up).  Without more, the Device Prohibition should not police the fact, in and of itself, the distribution is economically similar to a redemption of the exchanging shareholders’ interest in Distribution for a portfolio of investment assets.  For example, if such shareholders were to sell a significant portion or all of their Controlled stock following the split-off, the net effect would be that they would recognize capital gain – i.e., the same result that would have occurred if they had received the investment assets in redemption of their Distributing shares, which means that the split-off does not involve the conversion of dividend income into capital gain or basis recovery.  To be sure, a transaction of this kind may well be vulnerable under other Section 355 filters, such as COI or the Business Purpose Requirement.[footnoteRef:116]  In addition, as the government has suggested, the policy concern implicated by Case Study 5 (i.e., split-offs that are economically equivalent to a taxable redemption of shares) is particularly likely to be present where the Controlled ATB is relatively small in size in comparison to non-business assets.  Accordingly, another avenue for addressing these concerns more effectively would be through revisions to the ATB Requirement.[footnoteRef:117] [116:  We say “without more” because it may be possible to imagine a set of facts that would be abusive vis-à-vis the Device Prohibition.  For example, assume that, as part of the split-off plan, following the split-off, Controlled distributes the investment portfolio to its shareholders pro rata.  If, as a result of the split-off, Distributing’s E&P is allocated between Distributing and Controlled under Reg. §1.312-10(a) in a manner in which total E&P allocable to Controlled is less than the value of portfolio, it can be argued that the net effect is to convert dividend income into capital gain and basis recovery.]  [117:  It would be reasonable for such revisions to take into account the relationship of nonbusiness assets to the business with which they are allocated, even if such assets are not actively used in the business.  Similar to historic allocations of cash, it makes sense to permit taxpayers to continue to allocate  ATB-adjacent assets to the businesses to which they have related historically.  ] 

2. Case Study 6: Real estate-rich split-off
Distributing (1) contributes high-basis real estate and an ATB worth 70% and 30%, respectively, of the total FMV of Controlled to Controlled, and (2) distributes 100% of the stock of Controlled to a minority shareholder in redemption of such shareholder’s Distributing stock.  The real estate is essentially a passive investment (e.g., “triple net leased”).  In the absence of Section 355, the distribution would be a Section 302(a) redemption to the distributee shareholder.[footnoteRef:118]  [118:  As with any other spin-off potentially qualifying under Section 355, the transaction in Case Study 6 would have to be undertaken, in whole or in substantial part, for a corporate business purpose under the Business Purpose Requirement.  In this regard, it should be noted that, prior to enactment of Section 355(h), the Service issued several private rulings involving spin-offs of real estate heavy companies.  See, e.g., PLR 201528006 (Jul. 16, 2014) (Distributing 1, a wholly owned subsidiary of publicly traded Distributing 2, contributed business assets to Controlled, including membership interests in disregarded entities that hold the Distribution Assets (which constitute “real property” for purposes Sections 856(c)(2)(C) and 856(c)(3)(A)).  Pursuant to the Distributions, Distributing 1 distributed the stock of Controlled to Distributing 2, followed by a distribution by Distributing 2 of such Controlled stock to its shareholders.  Following the Distributions, Controlled elected to be treated as a REIT and, together with Controlled Sub, its recently formed wholly owned State A subsidiary, elected to treat Controlled Sub as a taxable REIT subsidiary effective the first day of Controlled’s first taxable year as a REIT.  Controlled will also lease the Distribution Assets to either Distributing 1 or Distributing 2 under a triple-net lease.)] 

Case Study 6 presents an interesting example of a transaction that, like Case Study 5, does not involve the avoidance of dividend taxation but also appears to escape certain other statutory guardrails that have been put in place to police the disproportionate allocation of nonbusiness assets (namely, Section 355(g)). 
Section 355(g) was enacted to police so-called “cash-rich split-offs” like the split-off by Janus Capital Group, Inc. (“Janus”) of DST Systems, Inc. (“DST”).  In 2003, Janus and DST announced a proposed exchange in which Janus would divest itself of the shares it owned in DST to be effected through a split-off distribution to Janus of all the outstanding stock in a DST subsidiary, which owned an active business worth 11% of its total value and cash equal to 89% of its total value.[footnoteRef:119]  In the preliminary discussions held by Janus with the IRS, the IRS expressed its unwillingness to issue a ruling “on a transaction involve the exchange of a company having cash assets that represented such a high percentage of total asset value.”[footnoteRef:120]  The IRS eventually acquiesced in the tax-free treatment of this transaction.[footnoteRef:121]  As noted in the Murray Treatise, the IRS considered a number of these cases on a pre-submission basis before the enactment of Section 355(g), but declined to entertain any, in part due to the view that these transactions might be treated as parallel distributions of the cash under Section 301 and the active business under Section 355.[footnoteRef:122]  Following the enactment of Section 355(g), a split-off of a “disqualified investment corporation” to a shareholder that increases its ownership to more than 50% of such disqualified investment corporation will be disqualified from Section 355 nonrecognition.  A corporation is a disqualified investment corporation if two-third or more of its assets are “investment assets” – a term that includes cash but not real estate.[footnoteRef:123] [119:  See Wessel Treatise at Section XI.B.2.]  [120:  Id.]  [121:  Id.]  [122:  See Murray Treatise at Section IV.C.1.a.(3)(b).]  [123:  Section 355(g)(2)(B).] 

As discussed in the Murray Treatise,[footnoteRef:124] government officials have had differing views on the interaction of Section 355(g) with the Device Prohibition.  For example, in 2017, the then ACC (Corporate) commented on the relationship of section 355(g) to the device test:  ‘The device test has not changed,’ he explained.  ‘If you take out a shareholder in a split-off, that would be a capital gain transaction.’  That is, since the device test is concerned with the conversion of what would have been dividend income into capital gain, and since this generally does not occur in a split-off, device ordinarily is not a problem in these transactions.  However, the ACC (Corporate) would not promise that the device test would never apply to a transaction that escapes section 355(g).”[footnoteRef:125]  In 2015, a different ACC (Corporate) suggested a potentially more aggressive approach to the interaction of Section 355(g) and the Device Prohibition:  “Although the section 355(g) legislative history refers to the section 302(a) ‘safe harbor’ for split-off transactions, 355(g) is a special purpose rule dealing with a specific type of transaction.  … In most cases, a non-pro rata spin leaves relatively limited scope for challenge in the absence of [section] 355(g), so we don't think of [section] 355(g) as being preemptive regarding the device requirement, the business purpose requirement, or anything else in [section] 355.”[footnoteRef:126] [124:  See Section III.B.3.g.(4).]  [125:  Murray Treatise at Section III.B.3.g.(4), citing Sheppard, “News Analysis: NYSBA Considers Cash Wreck In Spinoffs,” 2007 TNT 25-9 (Feb. 6, 2007).  ]  [126:  Murray Treatise at Section III.B.3.g.(4), citing Elliott, “IRS Official Gives Direct Answers to No-Rule Guidance Questions,” 2015 TNT 190-2 (Oct. 1, 2015).  ] 

Here, the distribution in Case Study 6 appears to not violate Section 355(g) because real estate would not seem to a “similar asset” to the financial investments listed as investment assets in the statute.  Importantly, Section 355(g)(2)(B) defines the term “investment assets” for Section 355(g) purposes by reference to a specified list of financial interests with an entry for any “similar asset.” It does not include a general or “catch-all” item for any asset held for investment.[footnoteRef:127] [127:  Cf. Reg. §1.351-1(c).] 

Moreover, although the transaction could be viewed as facilitating the avoidance of gain on the economic equivalent of a sale of Distributing stock, the Device Prohibition should not implicated because there is no conversion of dividend income into capital gain or basis recovery.  That is to say, it can be argued that there is avoidance of taxation (i.e., nonrecognition versus recognition of capital gain) at play, but that is not what the Device Prohibition is about.  While the government may be displeased with the result in Case Study 6, it should have to look to other Section 355 filters (e.g., the Business Purpose Requirement) in order to address the issue, or to seek remedial legislation that broadens the reach of Section 355(g) or, perhaps, tightens the ATB Requirement.[footnoteRef:128]     [128:  As noted above, it would be appropriate for such legislation to consider the historic relationship of certain nonbusiness assets (such as real estate) to the business to which they are allocated. ] 

3. Case Study 7: Disproportionate allocation as part of a RMT transaction
Distributing (1) contributes a business without significant allocation of cash and investment assets to Controlled and (2) distributes 100% of the stock of Controlled to its public shareholders.  Following the distribution, Controlled merges with and into RMT Partner, with Distributing’s shareholders receiving 50.1% of the stock of RMT Partner.  The agreed business deal with the RMT Partner provides that Controlled essentially is to have minimal cash at the time of the merger.  The disproportionate allocation of cash and investment assets results in 67% of Distributing’s assets consisting of cash and investment assets. 
Case Study 7 illustrates that the Device Prohibition cannot be readily reduced to one or more per se rules and that imposing bright-line limitations on the allocation of nonbusiness assets as part of the Device Prohibition is likely to be over-inclusive, under-inclusive, or both.  Here, under the current device Regulations, the transaction should pass muster because there are compelling business purposes for the distribution and for the disproportionate allocation of non-business assets.[footnoteRef:129]  However, the disproportionate retention of cash by Distributing would result in the transaction being a per se device under the 2016 Proposed Regulations unless Distributing essentially could demonstrate an exigent need (as narrowly defined in the 2016 Proposed Regulations) for the retained cash.  Furthermore, because the transaction would not satisfy the 80% Business Asset Representation, the transaction appears to be ineligible for a private letter ruling from the Service, notwithstanding the strong business purpose for the distribution and the disproportionate allocation.  As discussed in the 2021 ABA Report, there are myriad business reasons for allocating cash disproportionally in numerous contexts and there is no significant policy reason to discourage transactions where the disproportionate allocation is supported by important business reasons.[footnoteRef:130]  These business cases demonstrate that the need for flexibility in the Device Prohibition to overcome the presumption of device in the appropriate circumstances and that a per se device finding based on an arbitrary numerical standard of disproportionality is unworkable. [129:  See Reg. §1.355-2(d)(3)(ii) (providing that evidence of device presented by the transfer or retention of assets not used in a trade or business can be outweighed by the existence of a corporate business purpose for such transfer or retention).]  [130:  2021 ABA Report, at II.B.1.c.ii.  For example, Distributing or Controlled may need cash to support and maintain the credit of a debt-financed business that is being separated, or may require cash on hand to support financing activity, M&A activity, or buybacks (even if there is no specific plan in place to use the cash).  In addition, the nature of the businesses being separated may require that more cash be allocated to one of the businesses (e.g., one business may be more acquisitive than the other; one business may be more susceptible to impact from an economic downtown and thus require more cash on hand to weather potential disruptions; the distribution could involve the separation of a young, developing cash-hungry business from an older, more stable cash-cow; or the cash allocation could be required due to the regulated nature of one of the businesses).] 

In addition, Distributing and Controlled may wish to simply retain their historic cash allocations instead of forcing an arbitrary pro rata allocation of cash between the two parties based on the relative fair market value of their business assets.[footnoteRef:131]  As noted above, Example 3 of the current Regulations appears to require that there be a sufficient business purpose for the disproportionate allocation of nonbusiness assets to overcome a finding of device, even if there is otherwise a strong business purpose for the distribution.  It can be debated whether the preservation of the historic allocation of cash is a sufficient business purpose in and of itself to justify a disproportionate allocation in all circumstances; however, Regulations should recognize that an unequal allocation of nonbusiness assets consistent with historic practice likely is less probative of the presence of device than evidence of affirmative manipulation unconnected to such practice.  Even where there is a weaker business purpose for the chosen allocation of cash or nonbusiness assets in a spin-off (or even no affirmative business purpose other than consistency with historic practice), the disproportionate allocation ought not to create a per se violation of the Device Prohibition, notwithstanding the implication of Example 3.[footnoteRef:132]  For example, a strong business purpose for the distribution itself can still demonstrate that the distribution is not being used principally to bail out E&P and should be given appropriate weight in the facts and circumstances balancing of all of the device and nondevice factors present in a transaction.  Thus, in lieu of an absolute requirement to have a business purpose for a disproportionate allocation, it seems more appropriate to adopt a sliding scale approach, with the required strength of the business purpose for the disproportionality inversely proportional to the strength of the business purpose for distribution.[footnoteRef:133]   [131:  2021 ABA Report, at II.B.1.c.i.]  [132:  In our experience, it is rare for a transaction supported by a strong business purpose to lack a business purpose for the allocation of nonbusiness assets.  See also the 2021 ABA Report, at II.A.2 (noting that the facts presented by Example 3 are unrealistic and illustrate what may be the most extreme case).]  [133:  For a similar proposal, see the 2021 ABA Report, at II.B.2.a (recommending the implementation of a two-part rule that provides that any evidence of device that is presented by a disproportionate allocation of investment assets between Distributing and Controlled in a spin-off may be rebutted by a corporate business purpose for the allocation; and second, in the event that there is no corporate business purpose for the allocation, the taxpayer may nonetheless rebut the evidence of device presented by the disproportionate allocation of assets by reference to all the facts and circumstances).] 

4. Case Study 8: Disproportionate allocation combined with pro rata spin-off to public shareholders
Distributing, which is publicly traded, (1) disproportionately contributes cash and investment assets equal to 67% of the total FMV of Controlled and an ATB worth 33% of the total FMV of Controlled to Controlled, and (2) distributes 100% of the stock of Controlled to its public shareholders pro rata.  It is expected that, over time, the shareholder bases for Distributing and Controlled will diverge through public trading of shares.  Assume that Distributing can establish that the distribution is undertaken because the capital markets are undervaluing the core ATB retained by Distributing due to the “noise” created by its ownership of a large portfolio of unrelated investment assets.
Similar to Case Study 7, the disproportionate allocation of cash to Controlled in Case Study 8 would result in the transaction being a per se device under the 2016 Proposed Regulations.  While the end result may be straightforward under the 2016 Proposed Regulations and its application of a per se device finding may not be objectionable under particular circumstances (e.g., where  there is no readily apparent reason why the device potential inherit in the transaction is outweighed by countervailing nondevice factors), an analysis of the current Regulations to Case Study 8 may be more complicated.  For example, Case Study 8 raises the question of whether a disproportionate allocation of non-business assets that appears on its face to be fairly egregious can still be overcome by strong business purposes for the distribution and the disproportionate allocation, coupled with the fact that Distributing is publicly traded and widely held.  In addition, is device about, and how much weight should be assigned to, the intent to bail out E&P, the potential for a transaction to facilitate a bailout, the actuality of a bailout, or a combination of all three? 
Generally, it seems appropriate to consider all three factors as relevant to device as part of a holistic analysis.  As a general matter, in our experience, it does not seem likely that a public company would design and implement a transaction principally for the purpose of facilitating for its public shareholders the conversion of ordinary dividend income or enhanced recovery of basis through their expected (but not prearranged) subsequent sale of Controlled stock.  Shareholders of publicly traded corporations readily can achieve capital gain treatment by selling shares in the market; many public companies also return funds to shareholders through share repurchases, which generally qualify for capital gain treatment.  Nonetheless, the disproportionate allocation of investment assets would seem to present a pretty significant potential for device as a conceptual matter.  Public shareholders receiving the stock of Controlled presumably would be free to sell the stock of Controlled and retain the stock of Distributing; there likely would be no legal or regulatory prohibition on such a sale.  Moreover, with the input of its bankers, Distributing would (or reasonably should) be aware that the shareholder bases of the two companies likely would sort themselves out over time (given that they will represent two very different investment propositions).  Thus, it seems likely that a natural result of the distribution will be that the ownership of Distributing and Controlled stock will diverge over time as a result of trading and, in fact, it may be possible for the Service to prove this separation of ownership with the benefit of hindsight.  Accordingly, the distribution may well result in significant actual post-distributions of Controlled stock that can be viewed as having a device effect.
The NYSBA Notice 2015-59 Report discusses a similar fact pattern extensively.  The report concludes that the current Regulations are adequate to address the shareholder level consequences of disproportionate allocations of non-business assets such as is presented by Case Study 8 and, therefore, new rules are not needed; a case like Case Study 8 “likely does not satisfy Section 355 under current law because of the Device Requirement, the business purpose requirement or both.”[footnoteRef:134]      [134:  NYSBA Notice 2015-59 Report (discussion of Example 1).] 

Following the issuance of the 2016 Proposed Regulations, the NYSBA 2016 Proposed Regulations Report recommended that the government address its stated concern that current law protections are not, in fact, sufficient with a rebuttable evidentiary presumption, rather than the per se device test in the 2016 Proposed Regulations.  Under this framework, there would be an evidentiary presumption under which a distribution would be presumed to be a device if the conditions specified in Prop. Reg. §1.355-2(d)(iii) are satisfied unless the taxpayer establishes by strong evidence that the difference in the disproportion in investment assets facilitates attaining one or more business purposes.[footnoteRef:135]  [135:  See Recommendation 3.] 

With regard to the implications of Case Study 8, we concur in the conclusions of the NYSBA Notice 2015-59 Report and the NYSBA 2016 Proposed Regulations Report.  Reasonable people could disagree about whether any new rules are needed, but it seems clear a rebuttable presumption approach would be better suited to address the complexities and nuances raised by Case Study 8 (that is, it appropriately identifies a disproportionate allocation of passive assets as a potential concern without drawing arbitrary lines).  Any per se device test is likely to require, at a minimum, numerous exceptions to be workable and the weighing of factors approach of the current Regulations, bolstered by rebuttable presumption if thought necessary, seems more than adequate to address the device implications of a disproportionate allocation of non-business assets. 
C. Integrated regimes 
In Section IV.A. above, we addressed the interaction between the Device Prohibition and General Utilities repeal, arguing that the former should not be creatively re-interpreted to address the latter.  In Section IV. B above, we addressed when and how the Device Prohibition should address shareholder-level tax planning, arguing that the Device Prohibition should not be creatively re-interpreted to address disproportionate allocations of non-business assets that, in substance, resemble a sale of stock by shareholders, but could be strengthened to more clearly address the conversion of dividend income into capital gain or basis recovery by applying rebuttable presumptions.  In this Section, we address the application of the Device Prohibition to integrated regimes – that is, systems of taxation that integrate corporate and shareholder level taxation by generally taxing current level gain and income at the shareholder level and not taxing actual distributions.  
The quintessential example of an integrated regime under current law for this purpose is the treatment of income earned, and distributions made, by a controlled foreign corporation (a “CFC”) following the fundamental changes made by the Tax Cuts and Jobs Act of 2017 (the “TCJA”).  In general, Section 951 requires certain 10% US shareholders (“US Shareholders”) to include their pro rata share of certain categories of the CFC’s income (“subpart F income”, as defined in Section 952) for a taxable year, regardless of whether that income is distributed to the US Shareholders in such year.  With the introduction of Section 951A, the TCJA expanded the scope of current inclusions required for US Shareholders to include their global intangible low-taxed income (“GILTI”) for the taxable year.  Section 959 excludes from a US Shareholder’s gross income distributions of E&P that are attributable to amounts that have been previously included in the gross income of the US Shareholder as subpart F income[footnoteRef:136] or GILTI[footnoteRef:137] (previously taxed E&P, or “PTEP”), although distributions in excess of the adjusted basis in the CFC stock will be treated as gain from the sale or exchange of property under Section 961(b)(2).  In addition, the TCJA introduced Section 245A, which generally provides a dividends received deduction to a domestic corporation on the foreign-source portion of any dividend received from a specified 10%-owned foreign corporation with respect to which the domestic corporation is a US Shareholder. [136:  See Section 959(a).]  [137:  See Section 951A(f)(1)(A) (treating GILTI inclusions as Section 951(a) inclusions for purposes of Section 959).] 

Integrated regimes blur the line between corporate level and shareholder taxation and raise the question of whether the Device Prohibition has a role to play in policing the use of spin-offs to avoid ordinary shareholder level taxation that would be generated on a disposition of a corporate asset or whether the Device Prohibition essentially has been divested of a meaningful role because distributions to shareholders are not intended to be taxed in and of themselves.  It does not appear that a comprehensive view of the role of the Device Prohibition in the context of integrated regimes has emerged following the TCJA.
To summarize our view, we believe that it is reasonable to view the Device Prohibition as relevant in these contexts; they should not get an automatic pass.  Having said that, we think that the benign treatment of distributions to shareholders under integrated regimes is relevant to determining if a spin-off is being used principally as a device and, as a result, only a relatively narrow set of transactions is likely to run afoul of the Device Prohibition in this context.
Case Study 9: CFC distributing corporation post-TCJA: potential character conversion[footnoteRef:138] [138:  Distributions by S corporations that do not have subchapter C E&P may raise similar issues as those that are discussed below with respect to a distributing CFC, though there is a lesser potential for character conversion in the S corporation context given that the character of S corporation income generally passes through to its shareholder (e.g., gain from the disposition of a capital asset by an S corporation generally results in the inclusion of capital gain at the shareholder level, whereas income earned by a CFC, including from the disposition of stock, generally results in an inclusion of ordinary income at the US shareholder level, whether as subpart F income under Section 951 or GILTI under Section 951A). ] 

Distributing, a CFC, (1) contributes business assets to newly-formed Controlled, also a CFC, and (2) distributes 100% of the stock of Controlled to US Parent.  In the absence of Section 355, the distribution essentially would not result in tax to US Parent because (i) US Parent is entitled to a 100% dividends received deduction under Section 245A,  (ii) 100% of the distribution would be considered to be paid out of PTEP of Distributing, or (iii) a combination of the two.  US Parent later sells a portion of the Controlled stock,  recognizing capital gain.  If Distributing had sold stock of Controlled, the sale would have generated subpart F income includible by US Parent as ordinary income.  If Distributing had sold the assets contributed to Controlled, the sale would have generated GILTI includible by US Parent as ordinary income.  
On the one hand, the situation in Case Study 9 could be analogized to an intercompany distribution in which, even in absence of the application of Section 355, upon receipt of the distribution, the distribute shareholder would be entitled to a 100% dividends received deduction under Section 243(b) or in which the dividend would be excluded from the distribute shareholder’s income under Reg. §1.1502-13(f)(2)(ii).[footnoteRef:139]  The argument is that the Device Prohibition has no role to play because the Section 355 distribution does not displace dividend taxation.  In this view, applying the Device Prohibition in the context of Case Study 9 is effectively creatively re-interpreting device to police General Utilities repeal, a position rejected in Part IV. A of this article. [139:  Another analogy would be to a distribution described in Case Study 1 (i.e., to a tax-exempt shareholder or a foreign shareholder not subject to U.S. withholding tax by treaty).] 

On the other hand, it can be argued that Case Study 9 is “in the wheelhouse” of traditional device analysis.  In this view, the integrated nature of the US international tax system following the TCJA distinguishes Case Study 9 from the cases addressed in Part IV.A of this article because the avoidance of corporate level gain through a spin-off in Case Study 9 results not in the avoidance of corporate level taxation, but the avoidance of shareholder taxation of ordinary income; in light of the TCJA changes, applying the Device Prohibition in the context of CFC distribution is about the conversion of shareholder ordinary income into shareholder capital gain or basis recovery – i.e., a shareholder-level consequence at the core of the Device Prohibition.  
On balance, while recognizing that reasonable minds could differ on Case Study 9, the authors are sympathetic to the view that purported Section 355 distributions by CFCs should not get an automatic pass.  It would appear to us that the Device Prohibition has an appropriate role to play in these distributions.  Having said that, however, we believe that the role of the Device Prohibition has been reduced in this context.  While the analogies described above to intercompany distributions that, in the absence of the application of Section 355, would be covered by Section 243(b) or Reg. §1.1502-13(f)(2)(ii) are not dispositive, they are relevant.  It should take a relatively clear-cut case of a spin-off being planned to avoid subpart F income or GILTI on the disposition (or partial disposition) of an appreciated corporate asset before a transaction is voided under the Device Prohibition as being used principally as a device.  In our experience, that is a useful limitation, but one that is likely to come into play rarely in practice.  For example, most Section 355 distributions by CFCs are a necessary component of a broader global separation that culminates in a distribution of a worldwide business line to the shareholders of the ultimate US parent corporation and thus are in pursuance of important business objectives of global separation as a whole.  In order words, these distributions are motivated by the need to separate the business line and are undertaken with a view towards facilitating the broader separation as opposed to avoiding subpart F or GILTI.  
V. Conclusion
The authors believe that the scope of the Device Prohibition should be limited to what it always has been:  preventing Section 355 distributions from being used to convert ordinary income at the shareholder level into capital gain or basis recovery.  To be sure, as the discussion of integrated regimes demonstrates, this endeavor may extend to new contexts in light of developments in the tax law.  However, the Device Prohibition should not be fundamentally re-interpreted to address other policy concerns such as the avoidance of corporate level gain recognition or the avoidance of recognition of capital gain on transactions that are economically similar to a stock sale.  It would be better to address policy concerns in these areas explicitly and transparently through other pathways like the Business Purpose Requirement or Regulations under Section 337(d).  Under Section 355(a)(1)(B), as in life, the best way to “find my device” is probably to look where it has always been.
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