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California's 2010 I.R.C. conformity bill may be "void" as of November 3, 2011, leaving 

California taxpayers uncertain as to which rules apply, and when, with respect a 

variety of conformity issues, including the active trade or business requirement under 

Internal Revenue Code (I.R.C.) Section 355.   

Proposition 26, a ballot initiative passed on November 3, 2010, voids any legislation 

adopted by less than a two-thirds supermajority vote after January 1, 2010 but prior 

to November 3, 2010 that results in "any taxpayer paying a higher tax."  Legislation 

that violates Proposition 26 is "void" effective one year after Proposition 26 passed.  

With the arrival of this one-year anniversary, questions remain as to the impact of 

Proposition 26 on certain I.R.C. conformity provisions, such as California's updated 

conformity to I.R.C. Sec. 355.  These provisions were included in legislation that 

arguably increased certain taxes and was enacted by less than a supermajority vote.  

I.R.C. Sec. 355(b) "active trade or business" 
California enacted an I.R.C. conformity bill (S.B. 401, 4/12/10) in April 2010 that 

updated the state's conformity date to January 1, 2009 from January 1, 2005 for tax 

years beginning on or after January 1, 2010.  This bill includes conformity to federal 

changes modifying the active trade or business definition under I.R.C. Sec. 355(b), 
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making this requirement less restrictive (see Cal. Rev. & Tax. Code Sec. 24462). 

California conformity to I.R.C. Sec. 355 applies to distributions made on or after 

January 1, 2010. 

I.R.C. Sec. 355 in effect on January 1, 2005 
Prior to amendment, the active trade or business requirement under I.R.C. Sec. 355, 

as in effect on January 1, 2005, was more stringent. Under prior law, as in effect on 

January 1, 2005, both the distributing corporation and the controlled corporation in 

a section 355 distribution were required to be directly engaged in an active trade or 

business unless the "holding company exception" was met. The holding company 

exception allows the distributing or controlled corporations to rely on the active trade 

or business of one of its controlled subsidiaries in limited circumstances. The holding 

company exception applies where, immediately before the distribution, the respective 

corporation has no assets other than stock or securities in the controlled corporations 

and each of the controlled corporations is engaged immediately after the distribution 

in the active conduct of a trade or business.  

For example, assume the following situation arose under I.R.C. Sec 355 as in effect on 

January 1, 2005: Corporation D owns all of the stock of corporations A and B. A and 

B are engaged in the active conduct of a business. D wants to distribute all of the 

stock of A to its shareholders in a transaction meeting the requirements of I.R.C. Sec. 

355. However, D is not engaged in the active conduct of a trade or business.  

Assuming the holding company exception is not available, D must first liquidate B in 

a transaction in which no gain or loss is recognized to D or B in order to satisfy the 

active trade or business requirement. By liquidating B into D, D assumes all of the 

assets of the business formally conducted by B and continues the active conduct of 

that business. Thereafter, D distributes all of the stock of A to its shareholders. D now 

satisfies the requirements under I.R.C. Sec. 355(b) because, immediately after the 

distribution, both A and D are directly engaged in the active conduct of a trade or 

business.  

I.R.C. Sec. 355 in effect on January 1, 2009 
Under I.R.C. Sec. 355 as amended, for purposes of determining whether a 

corporation is engaged in an active trade or business, all members of the distributing 

corporation's "separate affiliated group" are treated as one corporation and all 

members of the controlled corporation's separate affiliated group will be treated as 

one corporation to determine whether both the distributing and controlled 

corporations are engaged in an active trade or business. In general, a "separate 

affiliated group" with respect to any corporation means the affiliated group 

determined under I.R.C. Sec. 1504(a) if such corporation were the common parent 

and I.R.C. Sec. 1504(b) did not apply. Introducing the separate affiliated group 

concept liberalized the active trade or business requirement, since formal 

liquidations were no longer required to transfer active trade or business assets 

directly to the distributing and controlled corporations. 

Using the same facts as above, because B is a part of D's separate affiliated group, D 

does not have to liquidate B to meet the active trade or business requirements in 

I.R.C. Sec. 355(b). Rather, D and B are treated as one corporation, and D is able to 

rely on B’s activities, thereby satisfying the active trade or business requirement. 

http://www.leginfo.ca.gov/cgi-bin/displaycode?section=rtc&group=24001-25000&file=24451-24481
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Impact of Proposition 26 
The California Legislature passed S.B. 401 by a simple majority (less than two-thirds) 

vote in April 2010. While scored as revenue neutral, the bill may increase taxes for 

some taxpayers in certain circumstances. Pursuant to Proposition 26, because it was 

not re-enacted by a two-thirds supermajority vote by November 3, 2011, it may be 

"void." Read more on the impact of Proposition 26. As a result, it is unclear how 

transactions that relied on S.B. 401 in order to qualify under amended I.R.C. Sec. 355 

for California tax purposes may be treated.   

As "void" is not a defined term, ambiguity exists regarding the application of 

Proposition 26 to S.B. 401. While there is a presumption that California legislation 

and voter initiatives apply prospectively, there may be circumstances under which a 

statute could be "voided" retroactively.  Further, it is not clear whether the entire bill 

would be deemed void or only those portions that constitute a tax increase under 

Proposition 26. As the Legislature failed to re-enact this conformity bill by a two-

thirds vote prior to November 3, 2011, and the conformity measure arguably included 

tax increases requiring such a vote, California's conformity to the I.R.C. may revert 

back to January 1, 2005.  

Franchise Tax Board Guidance 
In January 2011, the Franchise Tax Board (FTB) released Legal Division Guidance 

2011-02-01, addressing the scope and meaning of the language of Proposition 26 and 

its position regarding its application to S.B. 401. 

In general, the FTB is applying the provisions of S.B. 401 as of its effective date. 

Further, the FTB indicated that even if the Legislature failed to take any action prior 

to November 3, 2011, "the FTB is prohibited from declaring a statute invalid in the 

absence of an appellate court determination that such statute is unenforceable or 

unconstitutional." Therefore, the FTB concluded that it "is required to enforce S.B. 

401 until an appellate court has made a determination that some portion or all of S.B. 

401 is 'void' pursuant to Proposition 26 and, therefore, unenforceable."  Read more 

on the FTB's position.  

PwC Observes 
"Proposition 26 has created a great deal of uncertainty for California taxpayers.  A 

number of federal bills have been passed since January 1, 2005 that modify the 

I.R.C.," notes Kathy Freeman, Managing Director with PwC's SALT National Tax 

Services in Sacramento.  "If California's conformity to the I.R.C. reverts back to 

January 1, 2005, California taxpayers involved in I.R.C. Sec. 355 transactions may 

need to evaluate whether the old active trade or business rules are met to avoid 

having a taxable event."   
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For more information, please do not hesitate to contact: 

 

M&A specialists: 

Derek Cain   (202) 414-1016  derek.cain@us.pwc.com 

Colin Zelmer  (202) 346-5227  colin.m.zelmer@us.pwc.com 

Arthur Sewall (202) 414-1366  arthur.w.sewall@us.pwc.com 

 

California state and local tax specialists: 

Kathy Freeman (916) 930-8408  kathy.freeman@us.pwc.com 

Jerry Barbo   (415) 498-6016  gerald.barbo@us.pwc.com 

George Famalett  (408) 817-7401   george.a.famalett@us.pwc.com 

Al Floria  (213) 217-3419  al.floria@us.pwc.com 

Robert Garvey  (858) 677-2536  robert.a.garvey@us.pwc.com 

Michael Herbert  (415) 498-6120   michael.herbert@us.pwc.com 

Matthew Mandel (415) 498-7699  matthew.a.mandel@us.pwc.com 

Melanie McDaniel  (213) 356-6609  melanie.mcdaniel@us.pwc.com 

Sam Melehani  (213) 356-6900  sam.melehani@us.pwc.com 

Jon Sperring  (916) 930-8204  jon.a.sperring@us.pwc.com 

Russ Uzes   (415) 389-9030   russ.uzes@us.pwc.com 

Chris Whitney  (213) 356-6007   chris.whitney@us.pwc.com 

Derick Brannan (916) 930-8253  derick.j.brannan@us.pwc.com 

Ligia Machado (916) 930-8260  ligia.l.machado@us.pwc.com 

Dorothy Lo  (202) 346-5141  dorothy.lo@us.pwc.com 

 

This document is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
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