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Introduction

Since January 2, 2013, the Internal Revenue Service (the “IRS”) would not issue private rulings on tax-free
spinoffs in which a parent corporation (the “distributing corporation”) acquires the requisite control of a
subsidiary corporation (the “controlled corporation”) through a recapitalization of the controlled
corporation’s stock prior to and in anticipation of the spinoff (generally to provide for high vote stock of the
controlled corporation to be held by the distributing corporation).* On July 15, 2016, the IRS and Treasury
Department released Revenue Procedure 2016-40,2 which removed the issue from the no-rule list, allowing
taxpayers to seek a ruling on spinoffs involving such a recapitalization. In addition, the Revenue Procedure
provided two safe harbors under which the IRS will respect a tax-free spinoff where the distributing
corporation acquires control of the controlled corporation through a recapitalization of the controlled
corporation’s stock, so long as (i) there is no plan or action taken to unwind the recapitalization within the
24-month period following the spinoff or (ii) the recapitalization is unwound in connection with an

unanticipated third party transaction (such as a merger).

Background

Section 355 of the Internal Revenue Code of 1986, as amended, generally provides that, if certain
requirements are satisfied, a distributing corporation may distribute the stock of a controlled corporation
which it “controls” in a tax-free transaction. Control for these purposes means ownership of at least 80% of
the total combined voting power of all classes of stock entitled to vote and at least 80% of the total number of

shares of each other class of stock of the corporation. Control of the controlled corporation may be acquired

1 Rev. Proc. 2013-3 § 5.01(9), 2013-1 I.R.B. 113.

22016-31 I.LR.B. 1 (the “Revenue Procedure”).
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by the distributing corporation pursuant to a recapitalization of the stock of the controlled corporation
immediately before a spinoff so long as control is not transitory or illusory. The control requirement is a facts
and circumstances test that takes into account post-distribution events, including transactions undertaken
by the controlled corporation that reverse a pre-spinoff acquisition of control (such a transaction, an

“unwind”).

No-Rule List

The Revenue Procedure provided that spinoffs involving an acquisition of control through a recapitalization
of the controlling corporation’s stock in anticipation of the spinoff is no longer under IRS study. As such,

taxpayers may seek a ruling from the IRS on transactions involving such a recapitalization into control.

Safe Harbors

Under the Revenue Procedure, the IRS will not assert that the distributing corporation lacks the requisite

control for a tax-free spinoff where—

1. no action is taken (including the adoption of any plan or policy) by the controlled corporation’s board of
directors, management or any of its “controlling shareholders” in the 24-month period following the

spinoff that would (if implemented) actually or effectively result in an unwind, or

2. the controlled corporation enters into a transaction with one or more unrelated personss (for example, a
merger) that results in an unwind, provided that there was no agreement, understanding, arrangement,
substantial negotiations or discussions concerning the transaction or a similar transaction during the 24-

month period ending on the date of the spinoff.

Conclusion

The Revenue Procedure allows taxpayers to seek a ruling on a recapitalization into control in anticipation of
a spinoff and provides greater certainty that a transaction will comply with the control requirement by
providing two safe harbors. However, the Revenue Procedure does not change the underlying substantive
law, and transactions that do not fall within the safe harbors will need to be analyzed for compliance with
existing law. We recommend clients pursuing a potential spinoff transaction carefully consider whether the
transaction implicates any of the rules set forth in the Revenue Procedure. We will continue to monitor

developments in this area, which remains subject to change, including by future IRS guidance.

3 The controlling corporation and another person are related if they have 20% overlapping ownership, whether direct,
indirect, or by attribution.
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For further information, please contact one of the following members of the Firm’s Tax Practice.

NEW YORK CITY

Gary B. Mandel
+1-212-455-7963
gmandel@stblaw.com

Robert E. Holo
+1-212-455-2514
rholo@stblaw.com

Jonathan Goldstein
+1-212-455-2048
jgoldstein@stblaw.com

The contents of this publication are for informational purposes only. Neither this publication nor the lawyers who authored
it are rendering legal or other professional advice or opinions on specific facts or matters, nor does the distribution of this
publication to any person constitute the establishment of an attorney-client relationship. Simpson Thacher & Bartlett LLP
assumes no liability in connection with the use of this publication. Please contact your relationship partner if we can be of
assistance regarding these important developments. The names and office locations of all of our partners, as well as our
recent memoranda, can be obtained from our website, www.simpsonthacher.com.
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