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Problems of Taxation on Corporate Divestitures:

Qualification Requirements for Tax-Free Spin-Off

Yoshitaka KIMURA

This study examines the effects of the qualification requirements for
tax-free treatment in Japanese taxation on the corporate spin-off. The
new taxation system related to corporate restructurings such as mergers
and divestitures was revised in Fiscal Year 2001 Tax Reform.

According to the new tax provisions on corporate divestitures, tax-free
spin-offs cannot be carried out if no one holds the majority shares of the
divesting corporation, except for the case of a joint enterprise. Generally,
Japanese listed companies do not have any majority shareholders. There-
fore, they cannot take advantage of the tax-free spin-off. Spin-off is a
dominant divestiture method which can break up the entity into com-
pletely independent companies, thereby dissolving the conglomerate dis-
count.

The results indicate that the factual limitation on tax-free spin-offs by
the new tax provisions will lead to the stagnation of corporate restructur-
ings in Japan, and it will miss a chance to improve the competitiveness
and the enterprise value. Consequently, as an appropriate strategy for
this problem, an eclectic approach is proposed in which the majority
shares of the new entity are distributed to the divesting corporation, and
the remainder is distributed to the shareholders. This eclectic divestiture
will fulfill the qualifications for a tax-free treatment, and the divesting
corporation could sell some subsidiary stock in an initial public offering
(equity carve-out). In addition, if the remaining stock were extinguished
by the subsidiary, it would function as a similar spin-off.

Further research includes verification of tentative theories with empiri-
cal evidence. It is of value to accumulate the research findings for future
tax reforms and corporate tax plannings.



