
Section 368.—Definitions
Relating to Corporate
Reorganizations

26 CFR 1.368–1: Purpose and scope of exception
of reorganization exchanges.

Insurance demutualization. This rul-
ing provides guidance as to the tax conse-
quences that occur when, as described in
the facts set forth in this ruling, a mutual
insurance company converts to a stock in-
surance company.
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ISSUE

What are the tax consequences when, as
described in the facts below, a mutual in-
surance company converts to a stock in-
surance company?

FACTS

In each of the situations described be-
low, Mutual Company is a State Y mu-
tual insurance company that offers life
insurance and annuity products. Members
of Mutual Company have both member-
ship interests in Mutual Company and con-
tractual rights under either insurance policies
or annuity contracts.

A membership interest in Mutual Com-
pany arises from the purchase of a life in-
surance or an annuity contract and is
inextricably tied to the contract from the
time of purchase. A membership interest in
Mutual Company entitles the member to
vote for the board of directors and to re-
ceive assets or other consideration in the
event of the demutualization, dissolution,
or liquidation of Mutual Company. The
rights inherent in each membership inter-
est are created by operation of State Y law
solely as a result of the policyholder’s ac-
quisition of the underlying contract from
Mutual Company and cannot be transferred
separately from that contract. Further, if the
contract is surrendered by the policyholder
or, in the event the contract is terminated
by payment of benefits to the contract ben-
eficiary, these membership interests cease
to exist, having no continuing value.

Mutual Holding Company is a mutual
insurance holding company. A member-
ship interest in Mutual Holding Company
arises from the purchase of a life insur-
ance or an annuity contract from a wholly
owned subsidiary of Mutual Holding Com-
pany and is inextricably tied to the con-
tract from the time of purchase. A
membership interest in Mutual Holding
Company entitles the member to vote for
the board of directors of Mutual Holding
Company and to receive assets or other con-
sideration in the event of the demutualiza-
tion, dissolution, or liquidation of Mutual
Holding Company. The rights inherent in
each membership interest are created by op-
eration of State Y law solely as a result of
the policyholder’s acquisition of the un-
derlying contract from a wholly owned sub-
sidiary of Mutual Holding Company and
cannot be transferred separately from that
contract. Further, if the contract is surren-
dered by the policyholder or, in the event
the contract is terminated by payment of
benefits to the contract beneficiary, these
membership interests cease to exist, hav-
ing no continuing value.

Stock Holding Company is a stock com-
pany the articles of incorporation and by-
laws of which authorize the issuance of
capital stock.

Each transaction described below is un-
dertaken for a valid business purpose.

Situation 1. Pursuant to a plan to con-
vert Mutual Company from a mutual in-
surance company to a stock insurance
company, Mutual Company amends and re-
states its articles of incorporation and by-
laws to authorize the issuance of capital
stock and changes its name to Stock Com-
pany. Pursuant to State Y law, members of
Mutual Company surrender their member-
ship interests in Mutual Company to Stock
Company in exchange for all of Stock
Company’s voting common stock. How-
ever, those persons holding Mutual Com-
pany membership interests under contracts
covered by § 403(b) or § 408(b) of the In-
come Tax Code receive policy credits in ex-
change for those interests.

Situation 2. Pursuant to State Y law and
pursuant to an integrated plan to convert
Mutual Company from a mutual insur-
ance company to a stock insurance com-
pany and create a holding company
structure, the following events occur. Mu-
tual Company incorporates Mutual Hold-

ing Company as a mutual insurance holding
company, which, in turn, incorporates Stock
Holding Company. Thereafter, the follow-
ing events occur substantially contempo-
raneously: Mutual Company amends and re-
states its articles of incorporation and by-
laws to authorize the issuance of capital
stock and changes its name to Stock Com-
pany; Mutual Company’s members receive
Mutual Holding Company membership in-
terests in place of their former Mutual Com-
pany membership interests; Stock Company
issues all of its stock directly to Mutual
Holding Company; and Mutual Holding
Company transfers all of its Stock Com-
pany stock to Stock Holding Company in
exchange for voting stock of Stock Hold-
ing Company.

After these transactions, the former
members of Mutual Company are in con-
trol (within the meaning of § 368(c)) of Mu-
tual Holding Company. Mutual Holding
Company plans to maintain control (within
the meaning of § 368(c)) of Stock Hold-
ing Company after these transactions, and
Stock Holding Company plans to main-
tain control (within the meaning of § 368(c))
of Stock Company after these transactions.

Situation 3. Mutual Holding Company
owns all of the stock of Stock Holding
Company, which owns all of the stock of
Stock Company 1, a stock insurance com-
pany that offers life insurance and annu-
ity products. Pursuant to State Y law and
pursuant to an integrated plan to acquire
Mutual Company, the following events oc-
cur substantially contemporaneously: Mu-
tual Company amends and restates its
articles of incorporation and by-laws to au-
thorize the issuance of capital stock and
changes its name to Stock Company 2; Mu-
tual Company’s members receive Mutual
Holding Company membership interests in
place of their former Mutual Company
membership interests; Stock Company 2 is-
sues all of its stock directly to Mutual Hold-
ing Company; and Mutual Holding
Company transfers all of its Stock Com-
pany 2 stock to Stock Holding Company
in exchange for voting stock of Stock Hold-
ing Company.

After these transactions, the former
members of Mutual Company are not in
control (within the meaning of § 368(c)) of
Mutual Holding Company. Mutual Hold-
ing Company plans to maintain control
(within the meaning of § 368(c)) of Stock

February 18, 2003 468 2003–7 I.R.B.



Holding Company after these transactions,
and Stock Holding Company plans to main-
tain control (within the meaning of § 368(c))
of Stock Company 2 after these transac-
tions.

In Situations 1 and 2, under State Y law,
Stock Company’s corporate existence as a
stock insurance company is a continua-
tion of Mutual Company’s corporate ex-
istence as a mutual insurance company. In
Situation 3, under State Y law, Stock Com-
pany 2’s corporate existence as a stock in-
surance company is a continuation of
Mutual Company’s corporate existence as
a mutual insurance company. In Situa-
tions 1, 2, and 3, the conversion of Mu-
tual Company from a mutual insurance
company to a stock insurance company does
not affect any of its policies in force as of
the time of the conversion nor the policy-
holders’ rights to receive any policy divi-
dends thereunder. Moreover, after the
transactions, Stock Company has no plan
or intention to terminate or dispose of the
policies in force as of the time of the con-
version other than pursuant to their own
terms. After the conversions, Stock Com-
pany and Stock Company 2 continue to of-
fer life insurance and annuity products.

LAW

Section 351(a) provides that no gain or
loss will be recognized if property is trans-
ferred to a corporation by one or more per-
sons solely in exchange for stock in such
corporation and immediately after the ex-
change such person or persons are in con-
trol (as defined in § 368(c)) of the
corporation.

Section 368(a)(1)(B) provides that the
term reorganization means the acquisition
by one corporation, in exchange solely for
all or a part of its voting stock (or in ex-
change solely for all or a part of the vot-
ing stock of a corporation which is in
control of the acquiring corporation), of
stock of another corporation if, immedi-
ately after the acquisition, the acquiring cor-
poration has control of such other
corporation (whether or not such acquir-
ing corporation had control immediately be-
fore the acquisition).

Section 368(a)(1)(E) provides that the
term reorganization includes a recapital-
ization. In Helvering v. Southwest Con-
sol. Corp., 315 U.S. 194, 202 (1942), the
Supreme Court defined a recapitalization as

a “reshuffling of a capital structure within
the framework of an existing corporation.”

Section 368(a)(1)(F) provides that the
term reorganization means a mere change
in identity, form, or place of organization
of one corporation, however effected.

Section 354(a) provides that, in gen-
eral, no gain or loss shall be recognized if
stock or securities in a corporation a party
to a reorganization are, in pursuance of the
plan of reorganization, exchanged solely for
stock or securities in such corporation or
in another corporation a party to the reor-
ganization.

Section 368(a)(2)(C) states, in relevant
part, that a transaction otherwise qualify-
ing under § 368(a)(1)(B) will not be dis-
qualified by reason of the fact that part or
all of the stock that was acquired in the
transaction is transferred to a corporation
controlled by the corporation acquiring such
stock.

Section 1.368–2(k)(1) of the Income Tax
Regulations restates the general rule of
§ 368(a)(2)(C) but permits the assets or
stock acquired in certain types of reorga-
nizations, including reorganizations under
section 368(a)(1)(B), to be successively
transferred to one or more corporations con-
trolled (as defined in § 368(c)) in each trans-
fer by the transferor corporation without
disqualifying the reorganization.

Generally, to qualify as a reorganiza-
tion under § 368(a)(1), a transaction must
satisfy the continuity of business enter-
prise (COBE) requirement. Section 1.368–
1(d)(1) provides that COBE requires the
issuing corporation (generally the acquir-
ing corporation) in a potential reorganiza-
tion to either continue the target
corporation’s historic business or use a sig-
nificant portion of the target’s historic busi-
ness assets in a business. Pursuant to
§ 1.368–1(d)(4)(i), the issuing corpora-
tion is treated as holding all of the busi-
nesses and assets of all members of its
qualified group. Section 1.368–1(d)(4)(ii)
defines a qualified group as one or more
chains of corporations connected through
stock ownership with the issuing corpora-
tion, but only if the issuing corporation
owns directly stock meeting the require-
ments of § 368(c) in at least one other cor-
poration, and stock meeting the
requirements of § 368(c) in each of the cor-
porations (except the issuing corporation)
is owned directly by one of the other cor-
porations. Continuity of business enter-

prise is not required for a recapitalization
to qualify as a reorganization under
§ 368(a)(1)(E). See Rev. Rul. 82–34, 1982–1
C.B. 59.

Generally, to qualify as a reorganiza-
tion under § 368(a)(1), a transaction must
satisfy the continuity of interest require-
ment. Section 1.368–1(e)(1)(i) provides that
continuity of interest requires that in sub-
stance a substantial part of the value of the
proprietary interests in the target corpora-
tion be preserved in the reorganization. All
facts and circumstances must be consid-
ered in determining whether, in substance,
a proprietary interest in the target corpo-
ration is preserved. Continuity of interest
is not a requirement for reorganizations un-
der § 368(a)(1)(E). See Rev. Rul. 77–415,
1977–2 C.B. 311.

In Paulsen v. Commissioner, 469 U.S.
131 (1985), a state-chartered stock sav-
ings and loan association merged into a
federally-chartered non-stock mutual sav-
ings and loan association. The stockhold-
ers exchanged all of their stock in the state-
chartered stock savings and loan association
for passbook savings accounts and certifi-
cates of deposit in the federally-chartered
non-stock mutual savings and loan asso-
ciation. The Supreme Court determined that
the passbooks and certificates of deposit in
the federally-chartered non-stock mutual
savings and loan association had a pre-
dominantly cash-equivalent component and
an insubstantial equity component. Be-
cause the passbooks and certificates of de-
posit essentially represented cash with an
insubstantial equity component, the Court
held that the transaction did not satisfy the
continuity of interest requirement and, there-
fore, did not qualify as a tax-free reorga-
nization.

In Rev. Rul. 69–3, 1969–1 C.B. 103, X,
a mutual savings and loan association,
merged into Y, another mutual savings and
loan association. In the merger, Y issued to
each share account holder of X a share ac-
count equal to the dollar amount evidenced
by such holder’s passbook. Because the
share account holders of X received pro-
prietary interests in Y that were equiva-
lent to their equity interests in X before the
exchange, the exchange was solely an
equity-for-equity exchange that satisfied the
continuity of interest requirement. Accord-
ingly, the Service ruled that the transac-
tion qualified as a tax-free reorganization
under § 368(a)(1)(A).
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Section 403(b)(1) provides, in general,
that certain amounts contributed to an an-
nuity contract that satisfies the require-
ments of § 403(b) are taxable to the
distributee under § 72 in the year actually
distributed. Similarly, § 408(d) provides, in
general, that any amount paid or distrib-
uted out of an individual retirement plan is
included in gross income by the payee or
distributee, as the case may be, in the man-
ner provided under § 72.

ANALYSIS

Situation 1. Because Stock Company is
the same corporation as Mutual Company
under State Y law, the conversion from a
mutual insurance company to a stock in-
surance company is a reorganization un-
der § 368(a)(1)(E) as well as a reorgan-
ization under § 368(a)(1)(F), and the ex-
change by members of their Mutual Com-
pany membership interests for stock in
Stock Company is pursuant to that reorga-
nization.

Those persons holding Mutual Com-
pany interests under contracts covered by
§ 403(b) or § 408(b) who receive only
policy credits in the conversion are treated
as receiving those policy credits in redemp-
tion of their Mutual Company interests.
However, pursuant to §§ 403(b)(1) and
408(d), no amount credited to the account
of a policyholder under a § 403(b) con-
tract or under a § 408(b) contract is tax-
able until actually distributed to the
policyholder or to a beneficiary under the
contract in accordance with § 72.

Situation 2. As in Situation 1, because
Stock Company is the same corporation as
Mutual Company under State Y law, the
conversion from a mutual insurance com-
pany to a stock insurance company is a re-
organization under § 368(a)(1)(E) as well
as a reorganization under § 368(a)(1)(F).
This conclusion is not altered by the fact
that there is a subsequent change in the di-
rect ownership of the converted company.
See § 1.368–1(e)(1); Rev. Rul. 96–29,
1996–1 C.B. 50; Rev. Rul. 77–415, 1977–2
C.B. 311.

Each of the membership interests in Mu-
tual Company and Mutual Holding Com-
pany constitutes a proprietary interest in the
entities that is treated as voting stock. See
Rev. Rul. 69–3, 1969–1 C.B. 103. Because
Mutual Holding Company acquires, in ex-
change solely for membership interests in
Mutual Holding Company, either an inter-

est equivalent to the stock of Stock Com-
pany or the actual stock of Stock Company,
and, immediately after that acquisition, Mu-
tual Holding Company controls Stock Com-
pany, that acquisition qualifies as a
reorganization under § 368(a)(1)(B), pro-
vided that the continuity of business en-
terprise and continuity of interest
requirements are satisfied. Because Stock
Company continues to offer life insurance
and annuity products after the transac-
tions described herein, the continuity of
business enterprise requirement is satis-
fied. See § 1.368–1(d)(1). In addition, the
acquisition satisfies the continuity of in-
terest requirement because, in the overall
transaction, the Mutual Company mem-
bers receive Mutual Holding Company
membership interests in place of their
former Mutual Company membership in-
terests. See Rev. Rul. 69–3, 1969–1 C.B.
103; cf. Paulsen v. Commissioner, 469 U.S.
131 (1985). Thus, the acquisition quali-
fies as a reorganization within the mean-
ing of § 368(a)(1)(B). Moreover, Mutual
Holding Company’s subsequent transfer of
the Stock Company stock to Stock Hold-
ing Company does not prevent the acqui-
sition from qualifying as a reorganization
under § 368(a)(1)(B). See § 368(a)(2)(C);
§ 1.368–1(d)(4)(i); § 1.368–2(k).

For purposes of § 354, the former Mu-
tual Company’s members’ exchange of their
ownership interests for Mutual Holding
Company membership interests is pursu-
ant to that reorganization. That exchange
also qualifies as a transfer described in
§ 351, even though Mutual Holding Com-
pany transfers all of its Stock Company
stock to Stock Holding Company. See Rev.
Rul. 77–449, 1977–2 C.B. 110.

Finally, because Stock Holding Com-
pany acquires in exchange solely for vot-
ing stock the stock of Stock Company and,
immediately after that acquisition, Stock
Holding Company controls Stock Com-
pany, that acquisition qualifies as a reor-
ganization under § 368(a)(1)(B). For
purposes of § 354, Mutual Holding Com-
pany’s exchange of stock of Stock Com-
pany for stock of Stock Holding Company
is pursuant to that reorganization. In addi-
tion, that exchange qualifies as a transfer
described in § 351.

Situation 3. For the reasons described in
the analysis of Situation 2, the conver-
sion from Mutual Company to Stock Com-
pany 2 qualifies as a reorganization under

§ 368(a)(1)(E) as well as a reorganization
under § 368(a)(1)(F). In addition, Mutual
Holding Company’s acquisition, in ex-
change solely for membership interests in
Mutual Holding Company, of either an in-
terest equivalent to the stock of Stock Com-
pany 2 or the actual stock of Stock
Company 2 qualifies as a reorganization un-
der § 368(a)(1)(B). For purposes of § 354,
the former Mutual Company’s members’ ex-
change of their ownership interests for Mu-
tual Holding Company membership interests
is pursuant to that reorganization. Finally,
Mutual Holding Company’s transfer of its
Stock Company 2 stock to Stock Holding
Company qualifies as a reorganization
within the meaning of § 368(a)(1)(B) and
as a transfer described in § 351.

HOLDING

This revenue ruling describes the tax
consequences that occur when, as described
in the facts set forth in this ruling, a mu-
tual insurance company converts to a stock
insurance company. The same analysis with
respect to subchapter C also would apply
if Mutual Company had offered only prop-
erty and casualty insurance products and not
life insurance and annuity products.

The transactions described in Situa-
tions 1, 2, and 3 have no effect on the date
each life insurance and annuity contract of
Mutual Company was issued, entered into,
purchased or came into existence for pur-
poses of §§ 72(e)(4), 72(e)(5), 72(e)(10),
72(e)(11), 72(q), 72(s), 72(u), 72(v), 101(f),
264(a)(3), 264(a)(4), 264(f), 7702 and
7702A. Furthermore, the transactions do not
require retesting or the starting of new test
periods for contracts under §§ 264(d)(1),
7702(f)(7)(B) through (E) and 7702A
(c)(3)(A).

The transactions described in Situa-
tions 1, 2, and 3 have no effect on each life
insurance or annuity contract that is part of
a qualified plan within the meaning of
§ 401(a) or that meets the requirements of
§ 403(b) or § 408(b) for purposes of
§§ 72(e)(5), 401, 402, 403, 408 and 408A.
These transactions do not result in a dis-
tribution in violation of § 403(b)(11) or oth-
erwise disqualify a § 403(b) contract under
§ 403(b). Similarly, these transactions do not
result in an actual or deemed distribution
in violation of § 401(k)(2)(B) or other-
wise disqualify a qualified cash or de-
ferred arrangement within the meaning of
§ 401(k). These transactions do not con-
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stitute, with respect to policies issued by
Mutual Company and in force prior to the
effective date of the reorganizations and that
are tax-qualified under § 401(a) or meet the
requirements of § 403(b) or § 408(b), a dis-
tribution from or a contribution to any of
these policies, plans or arrangements for
federal income tax purposes. Finally, the
transactions described in Situations 1, 2, and
3 do not result in a distribution and, thus,
do not result in: (a) any gross income to the
employee or the beneficiary of a contract
as a distribution from a qualified retire-
ment plan under § 72, prior to an actual re-
ceipt of some amount therefrom by such
employee or beneficiary; (b) any 10 per-
cent additional tax under § 72(t) for pre-
mature distributions from a qualified
retirement plan; (c) any 6 percent or 10 per-
cent excise tax under §§ 4973 or 4979, re-
spectively, for excess contributions to certain
qualified retirement plans; or (d) a desig-
nated distribution under § 3405(e)(1)(A) that
is subject to withholding under § 3405(b)
or (c).

DRAFTING INFORMATION

The principal authors of this revenue rul-
ing are Jeffrey B. Fienberg and Emidio J.
Forlini, Jr., of the Office of Associate Chief
Counsel (Corporate). For further informa-
tion regarding this revenue ruling, con-
tact either Mr. Fienberg or Mr. Forlini at
(202) 622–7930 (not a toll-free call).

Section 645.—Certain
Revocable Trusts Treated as
Part of Estate

26 CFR 1.645–1: Election by certain revocable
trusts to be treated as part of estate.

T.D. 9032

DEPARTMENT OF THE
TREASURY
Internal Revenue Service
26 CFR Parts 1, 301, and
602

Election to Treat Trust as Part
of an Estate

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains fi-
nal regulations under section 645 relating
to an election for certain revocable trusts
to be treated and taxed as part of an es-
tate. The final regulations provide the pro-
cedures and requirements for making the
election, rules regarding the tax treatment
of the trust and the estate while the elec-
tion is in effect, and rules regarding the ter-
mination of the election. This document also
contains final regulations clarifying the re-
porting rules for a trust, or portion of a trust,
that is treated as owned by the grantor, or
another person under the provisions of sub-
part E, part I, subchapter J, chapter 1 of the
Internal Revenue Code, for the taxable year
ending with the death of the grantor or other
person.

DATES: Effective Date: These regulations
are effective December 24, 2002.

Applicability Date: For dates of appli-
cability of these regulations, see §§ 1.645–
1(j), 1.671–4(i)(3), 1.6072–1(a)(2)(ii),
301.6109–1(a)(6).

FOR FURTHER INFORMATION CON-
TACT: Faith Colson, (202) 622–3060
(not a toll-free number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information contained
in these final regulations has been previ-
ously reviewed and approved by the Of-
fice of Management and Budget in
accordance with the Paperwork Reduc-
tion Act of 1995 (44 U.S.C. 3507(d)) un-
der control number 1545–1578. This final
rule makes no substantive change in the pre-
viously approved collection of informa-
tion.

An agency may not conduct or spon-
sor, and a person is not required to re-
spond to, a collection of information unless
it displays a valid control number assigned
by the Office of Management and Bud-
get.

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

Background

On December 18, 2000, the IRS and the
Treasury Department published a notice of
proposed rulemaking (REG–106542–98,
2001–1 C.B. 473) in the Federal Regis-
ter (65 FR 79015) under section 645 re-
lating to an election for certain revocable
trusts to be treated and taxed as part of an
estate. This notice also contained proposed
amendments to the regulations under sec-
tion 671 relating to reporting rules for a
trust, or portion of a trust, that is treated as
owned by the grantor or another person un-
der the provisions of subpart E, part I, sub-
chapter J, chapter 1 of the Internal Revenue
Code (Code), for the taxable year ending
with the death of the grantor or other per-
son. Written comments responding to the
notice of proposed rulemaking were re-
ceived. A public hearing on the notice of
proposed rulemaking was scheduled for
April 11, 2001, but was canceled when no
one requested to speak at the hearing. Af-
ter consideration of all comments, the pro-
posed regulations, with certain changes in
response to the comments, are adopted as
final regulations by this Treasury deci-
sion.

Summary of Comments and
Explanation of Revisions

A. Comments and Changes to
§ 1.645–1(b): Definitions

Under section 645, if both the execu-
tor (if any) of an estate and the trustee of
a qualified revocable trust (QRT) elect the
treatment provided in section 645, the trust
shall be treated and taxed for income tax
purposes as part of the estate (and not as
a separate trust) during the election pe-
riod. The proposed regulations define a QRT
as any trust (or portion thereof) that on the
date of death of the decedent was treated
as owned by the decedent under section 676
by reason of a power held by the dece-
dent (determined without regard to sec-
tion 672(e)). In accordance with the
legislative history accompanying section
645, the proposed regulations provide that
a trust, in which the power is held solely
by a nonadverse party, is not a QRT. See
H.R. Conf. Rep. No. 220, 105th Cong., 1st

Sess. at 711 (1997). In addition, the pro-
posed regulations provide that a trust, in
which the power was exercisable by the de-
cedent only with the approval or consent
of another person, is not a QRT.
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