ta Constitution Avenue NV, Washington,
the DC.

FOR FURTHER INFORM\TION CON-
TACT: Concerning the regulations, Lee
A. Dean, (202) 622-7550; concerning
submissions and the hearing, LaNite
P VanDyke, (202) 622-7180 (not toll-free
.ntGuidance Under Section 1032 numbers).

r RRelating to the Treatment of a
at®isposition by One Corporation
villof the Stock of Another Backgound
e Corporation in a Taxable
“43ransaction

théotice of Rulemaking and
I Notice of Public Hearing

SUPPLEMEN ARY INFORMATION:

Section 1032(a) provides that no gair
or loss shall be recognized to a corpor
iodREG-106221-98 tion on the receipt of money or othet
hai ~ property in exchange for stock (including
it CENCY: Internal Revenue Servicetreasury stock) of such corporation. N

?}RS) Treasury gain or loss shall be recognized by a&co
poration with respect to any lapse o€ a
quisition of an option to buy or sell its
stock (including treasury stock).

aSUMMAR Y: This document contalns Before the enactment of section 103
n 1954 Treasury regulations provided

r regulations relatin h
theproposed regulations relating to the t{eath at “where a corporation deals in its owr

te ment of a disposition by a corporation R
. (the acquiring corporation) of the stock Ofshares as it might in the shares of anoth

¢ tiagother corporation (the issuing corgor corporation, the_resulting gain or loss is t
vdion) in a taxable transactianThe pro- be cohmp;]uted n th_e sameé manner a
yeosed regulations interpret section 1032:2“316‘:6\5Oioggg,:sgo(r]rr‘évaesre;:aﬂqg "
o Of the Internal Revenue Cadéhe pro- - RegL

; ; §29.22(a)-15 (1934)).
fosed
:h ih esi(ra sursg::gtrlioezsﬂect corporations and As applied, this regulation resulted in
0 .

the recognition of gain or loss on thesdi

®®DATES Written comments must be-r POSition by a corporation of its treasury
ceived by December 22, 1998. Reques80ck, even though the corporation woul
__to speak and outlines of topics to be did?0t have recognized gain or loss on th
;. cussed at the public hearing scheduled fé#SPosition of newly issued shares. Se
Sq'hursday, January 7, 1999 must ber €.9, FirestoneTre & Rubber Co. v. Go-

€ ceived ly Thursda, December 17, 1998, Missiong 2T.C. 827 (1943) This dispa-
der ity of treatment gave rise to tax avoidanc

€CADDRESSES: Send submissions topossibilities A corporation expecting a
5€ CC:DOM:CORP:R (REG-106221-98),gain upon disposition of treasury share
room 5228, Internal Revenue Servicemight avoid such gain by canceling its
theOB 7604, Ben Franklin StatioMvash- treasury shares and issuing new stocl
> ington, DC 20044. Submissions may b#hereas a corporation might produce .
vathand delivered between the hours of ictitious loss by purchasing its own
), a.m. and 5 p.m. to CC:DOM:CORP:Rshares and reselling them at a lower pric
1 HREG-106221-98), Couries Desk, h- Congress enacted section 1032(a) i
1 ternal Revenue Servickl11l Constitution 1954 to eliminate this potential disparity
“aAvenue NV, Washington, DC Alterna- between the tax treatment of a dispositio
tiotively, taxpayers may submit comment$y a corporation of its treasury stock an
electronically via the Internet by selectinga disposition of newly issued stock. H.R
the “Tax Regs” option on the IRS HomeNo. 1337, 83d Cong., 2d Sess. 26:
Page, or by submitting comments directlf1954).
to the IRS Internet site at http://wrs. Rev. Rul. 74-503 (1974-2 C.B17)
ustreas.gov/prod/tax_regs/comments.htmtonsiders the tax consequences of B pe
ofThe public hearing will be held in rooment corporatiors transfer to its subsidiary
. 2615, Internal Revenue Building111l of its own treasury stock in a transactior

ACTION: Notice of proposed ruleta

ing and notice of public hearing.
tive



to which section 351 appliesThe ruling the temporary regulations explains that These tax avoidance possibilities are
states that “[t]he transfer of [parent] stockhe gain relief provisions “prevent taxpay not present, howevein transactions
was not for the purpose of enabling [thers from being subject to inappropriatevhere one corporation transfers its own
subsidiary corporation] to acquire proptaxation on gains in certain transactions.stock to another corporation pursuant to a
erty by the use of such stock.” R&ul. (T.D. 8598, 1995-2 C.B. 188, 189.) plan by which the second corporation-im
74-503 holds that, since the basis of pre Section 83 provides rules for propertymediately transfers the stock of the first
viously unissued parent stock in the handacluding parens stock, transferred in corporation to acquire money or other
of the parent corporation is zero, the basionnection with the performance of serproperty The risk of selective loss recog
of the parent corporation'treasury stock vices. Section 83(h) provides, in partpition does not arise where the stock of
in the hands of the parent corporation ithat “there shall be allowed as a deductiothe parent corporation is used immedi
also zero. Accordingly, under the trans under section 162, to the person for whorately by the subsidiary corporation to-ac
ferred basis rule of section 362(a), thavere performed the services in conneauire money or other property and there
subsidiary corporation’basis of the trea tion with which such property was transfore does not have sfid¢ient time to
sury stock of the parent corporation igerred, an amount equal to the amouant irdepreciate in value.This concept is re
also zero (the zero basis result). cluded . . . in the gross income of thdlected in Rev Rul. 74-503, which pro
Section 1.1032-2(b), applicable tocerperson who performed such servicesyides a factual carve-out for transfers of
tain triangular reaganizations occurring Section 1.83-6(b) provides that “[e]xcepparent corporation stock made for the-pur
on or after December 23, 1994, eliminateas provided in section 1032, at the time qfose of enabling a subsidiary corporation
gain recognition in certain cases when aifne transfer of property in connection withto acquire propertyAlso, the IRS and the
acquiring corporation (S) acquires propthe performance of services the transferdfreasury have not applied the zero basis
erty or stock of another corporation (T) irecognizes gain to the extent that theesult in such integrated transactions, re
exchange for stock of the corporation (Piransferor receives an amount that exgardless of whether such a disposition of
in control of S. Section 1.1032-2(b) proceeds the transfersr basis in the prep stock is part of a tax-free regamization
vides that, “For purposes of §1.1032-erty.” Section 1.83-6(d) provides thator is part of a taxable acquisition. See
1(a), in the case of a forward triangulaf[i]f a shareholder of a corporation trans §§1.1502-13(f)(6)(ii) and 1.1032-2(b).
meger, a triangular C reganization, or a fers property to an employee of such-coiThese proposed regulations provide that
triangular B reaganization (as describedporation . . . in consideration of servicesio gain or loss is recognized in certain
in 81.358-6(b)), Rtock provided by Bo  performed for the corporation, the transtaxable transactions where one corpora
S, or directly toT or T's shareholders on action shall be considered to be a centrtion immediately disposes of the stock of
behalf of S, pursuant to the plan of reorbution of such property to the capital otanother corporation pursuant to a plan to
ganization is treated as a disposition by such corporation by the sharehold@nd acquire money or other properfjhe IRS
of its own stock fofl’s assets or stock, asmmediately thereafter a transfer of suclandTreasury believe that, in such transac
applicable.” Section 1.1032-2(c) pro property by the corporation to the emtions, the nonapplicability of the zero
vides that S must recognize gain or losgloyee . ..." basis result avoids inappropriate gain
on its exchange of &ock if S did not re ~ Rev Rul. 80-76 (1980-1 C.B. 15)ad recognition and is consistent with the pur
ceive the Pstock pursuant to the plan ofdresses the use of a parent corporagionjoses of section 1032. No inference is in
reoganization. stock as compensation to an employee @énded regarding the applicability of the
Section 1.1502—13(f)(6)(ii), initially a subsidiary corporation. Under the facts.ero basis result to transactions outside of
published as temporary regulations- apA, a shareholder of, ansfers Btock dt  the scope of these proposed regulations.
plicable to transactions occurring on ofectly to B, an employee of Sthe ruling  |f the conditions of these proposed +eg
after July 12, 1995 (D. 8598, 19952 holds in part that, “because section 83 apjlations are satisfied, no gain or loss is
C.B. 188), eliminates gain recognitionplies to the transfer of ftock to B, S does recognized on the disposition of the stock
under certain conditions on a menilser Not recognize gain or loss on the transfejf one corporation (the issuing corpora
disposition of the stock of its commonof the Pstock.” tion) by another corporation (the acguir
parent. If the requirements of that sectio ing corporation). The proposed regua
are satisfied, §1.1502-13(f)(6)(ii) pro tions apply if, pursuant to a plan to
vides that “If a membeiM, would other Some of the concerns that ultimately le@cquire money or other properii) the
wise recognize gain on a qualified dispoto the enactment of section 1032 are- pr@&cquiring corporation acquires stock of
sition of Pstock, then immediately beforesent where a subsidiary corporation holdé€ issuing corporation directly or indi
the qualified disposition, M is treated ashe stock of a parent corporation. For eXectly from the issuing corporation in a
purchasing the Btock from Pfor fair ample, a parent corporation could placgansaction in which, but for this section,
market value with cash contributed to Mreasury stock in a subsidiary corporatiofhe basis of the stock of the issuing cerpo
by P (or, if necessarythrough any inter in order to attempt to recognize losses ftion in the hands of the acquiring corpo
mediate members)."Among other re the price of the parent corporation stockation would be determined with respect
quirements, the member must, pursuant fes down, or could sell shares directly {0 the issuing corporationibasis in the s
a plan, transfer the stock “immediately tqhe price rises. See ReRul. 74-503 suing corporatiors stock under section
a nonmember that is not related.” Seg974-2 C.B. 17). The zero basis result 362(a); (2) the acquiring corporation-im
§1.1502-13(f)(6)(ii)(B). The preamble to |imits such planning opportunities. mediately transfers the stock of the issu

Explanation of Povisions
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ing corporation to acquire money or otherecognize gain or loss on the transfer dfeve that the tax treatment of stock-op
property; and (3) no party receiving stockhe stock of the issuing corporatioithe tions of the issuing corporation in these
of the issuing corporation from the-ac proposed regulations provide that the caghiangular reaganizations also should be
quiring corporation receives a substitutegurchase model is applicable only wheaddressed under section 103&ccord
basis in the stock of the issuing corporahe acquiring corporation immediatelyingly, these proposed regulations amend
tion within the meaning of sectiontransfers the stock of the issuing corporeg81.1032—2 to provide that §1.1032-2
7701(a)(42). For purposes of this sectiortion to acquire money or other propertyshall apply to an option to buy or sell P
“property” includes services. SeeThe IRS and thdreasury believe that stock issued by i the same manner as
§1.1032-1. these proposed regulations address thigat section applies to the stock of P

) ) same issues as in ReRul. 80-76 and, )
Mechanics of Rsposed Regulations when issued in final form, will render Proposed Effective Date

These proposed regulations adopt tHeu Rul. 80-76 obsolete. The regulations are proposed to be ef
cash purchase model used in §1.1502514ck Options fective on the date that final regulations
13(f)(6)(ii) to provide relief from gain. are published in thEederal Register

In transactions to which the proposed Section 1032(a), in conjunction with _
regulations applyimmediately before the the rules governing the taxation of -op SpecialAnalyses
disposition of t-h_e issuing C,Orp‘?ra“‘sn' tions, also operates to prevent selective It has been determined that this notice
stock, the acquiring corporation is tre_ate'tbss recognition in f[he CasebWhere a'”C Obf proposed rulemaking is not a signifi
as purchasmg_ the_ Issuing corporaton poration issues options to buy or se It%ant regulatory action as defined in EO
stock from the issuing corporation for fairown stock. See Deficit Reductidwt of 2866. Therefore. a requlatory assess
market value with cash contributed to thd 984, H.R. Rep. No. 432, 98th Cong., Zdrl‘nent ié, not re uiréd It gas als)cg been de
acquiring corporation by the issuing eorSess. pt. 2196 (1984) (expanding sec q '

poration (or if necessarythrough inter tion 1032(a) to provide that a corporatiorﬁirrr:;g;?:ti?: tpsriité%nuf é‘sgt(b();:) tgei C
mediate corporations). does not recognize gain or loss with re iy
hapter 5) does not apply to these regula

As a result of this deemed cash purchas®ect to any lapse or acquisition of an og. )
of stock, the acquiring corporation willtion to buy or sell ts stock, including trea |07 81 because the fegulation does not
have a fair market value basis in the issgury stock).As in the case of a subsidiary ™P

ing corporatiors stock pursuant to sectioncorporations dealings in parent corpera small entities, the Regulatory Flexibility
1012, and the issuing corporation wilk in tion stock, howeversection 1032 may not Act (5 U.S.C. chapter 6) does not apply
crease its basis in the stock of the acquirirgjways prevent selective loss recognitiofy Ursuant to section 7805(f) of the Internal

corporation (and, if necessahe stock Where a subsidiary corporation deals jiRevenue Code, this notice of proposed

basis of intermediate corporations) by tha@ptions on parent corporation stock!ulemaking will be submitted to the Chief

amount. See, e.g., section 358. Again, the zero basis result serves to limfg@Unsel fordvocacy of the Small Busi
No inference is intended regardingsuch planning opportunities. nessAdministration for comment on its
whether circular cash flows would be re  The Treasury and the IRS have deteriMPact on small business.
spected apart from this regulation. Simimined that the concemns underlying S€G iy mants and Public Hearing
larly, no inference is intended with-re tion 1032 are not present where the issu
spect to other methods of avoiding gaiff'd corporation transfers options on its Before these proposed regulations are
on the acquiring corporatiguse of the OWn stock to the acquiring corporationadopted as final regulations, considera
issuing corporatioss’' stock. pursuant to a plan by which the acquiringion will be given to any written com
A cross-reference in §1.83-6(d) to th&orporation immediately transfers thosenents (preferably a signed original and
proposed regulations clarifies that the- mePPtions to acquire money or other propeight copies) that are timely submitted to
chanics of the proposed regulations—erty: Accordingly these proposed regela the IRS. All comments will be available
rather than the mechanics of §1.8310ns apply to an option issued by an isstjor public inspection and copying.
6(d)—apply to a corporate shareholder iNg corporation to buy or sell its own A public hearing has been scheduled
transfer of its own stock to any person i$toCK in the same manner as they apply #gr Thursday January 7, 1999 beginning

consideration of services performed foPtoCk of an issuing corporation. at 10 a.m., in room 2615, Internal Rev
another corporation Wher'e the Cond'_t'o_nﬁmendment to §1.1032-2 enue Bwld_mg, 111 ConstitutiomAvenue,
of these proposed regulations are satisfied. NW, Washington, DC. Because of access

The cash purchase model of these-pro The preamble to the final regulationgestrictions, visitors will not be admitted
posed regulations preserves the acquiringnder §1.1032—2 states that the tax tredveyond the Internal Revenue Building
corporations deduction under section 162nent of a disposition by the acquiringobby more than 15 minutes before the
for the use of the issuing corporatien’ corporation (S) of stock options of thehearing starts.
stock to compensate the acquiring cerp@orporation (P) in control of S was-be The rules of 26 CFR 601.601(a)(3)
ration’s employees. In addition, as inyond the scope of the project. (Preamblepply to the hearing.

Rev. Rul. 80-76, the cash purchase modéb Final Regulations under sections 358, Persons who wish to present oral com
of these proposed regulations provide$032 and 1502 [D. 8648, 1996-1 C.B. ments at the hearing must request to
that the acquiring corporation will not37, 39].) The IRS and th&@reasury be speak, and submit an outline of topics to
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be discussed and the time to be devoted to(e) Stock optionsThe rules of this sec poration receives a substituted basis in the
each topic byThursday December 17, tion shall apply to an option to buy or selktock of the issuing corporation within the

1998. P stock issued by i the same manner asmeaning of section 7701(a)(42).
A period of ten minutes will be allocatedthe rules of this section apply tes@ck. (d) Stock optionsThe rules of this sec
to each person for making comments. (f) Effective dates.This section ap tion shall apply to an option issued by a

An agenda showing the scheduling oplies to triangular reganizations occur corporation to buy or sell its own stock in
the speakers will be prepared after theng on or after December 23, 1994. Rardhe same manner as the rules of this sec
deadline for receiving outlines hasgraph (e) applies to transfers of stockion apply to the stock of an issuing €or
passed. Copies of the agenda will beptions occurring on or after the dategoration.
available free of chge at the hearing.  these regulations are published as final (e) Examples.The following examples

. . regulations in thé&ederal Register illustrate the application of this section:
Drafting Information Par 4. Section 1.1032-3 is added to

Example 1.(i) X, a corporation, owns all of the
6ead as follows: ple 1.() P

stock ofY corporation.Y reaches an agreement with
A, an individual, to acquire a truck frodin ex
change for 10 shares &fstock with a fair market

The principal author of these propose

regulations is Le@\. Dean of the Gice g1 1032_3 Disposition of stock or stock
of the Assistant Chief Counsel (Corpo

options in cetain transactions not value of $100.To efectuateY’s agreement witi,
rate), IRS. Howeverother personnel qualifying under any other X transfers tof the X stock in a transaction in which,
from the IRS andlreasury Department nonrecognition povision. but for this section, the basis of tXestock in the
participated in their development. hands ofY would be determined with respectXts

(a) Scope. This section provides rulesbasis in thk stock under section 362(ay.immed

for certain transactions in which one Corately transfers thX stock toA to acquire the truck.
(i) In this Example 1 no gain or loss is receg

Proposeddmendments to the Regulationgporation (the acquiring corporation)-ac e on the disposition of thestock byY. Imme
. ) quires money or other property (as- degiately beforey's disposition of theX stock, Y is
Accordingly, 26 CFR part 1 is pro fined in §1.1032-1) in exchange, in wholereated as purchasing thestock fromX for $100 of
posed to be amended as follows: or in part, for stock of another corporatiorgash contributed t® by X.
(the issuing corporation). Example 2.(i) Assume the same facts Esam

b) G | ul | ¢ ti ¢ ple 1 except that, rather thafistock, X transfers an
(b) General wle. In a transaction to option with a fair market value of $100 to by

Paragraph 1The authority citation for which this section applies, no gain or l0Sgck.
part 1 continues to read in part as followds recognized on the disposition of the is (i) In this Example 2no gain or loss is receg
Authority: 26 U.S.C. 7805 * * * suing corporatiors stock by the acquiring nized on the disposition of thestock option byy.

Par 2. Section 1.83-6 is amended byorporation. The transaction is treated agmmediately beforér's disposition of theX stock
. if immediately before the acquiring eor option, Y is treated as purchasing tKestock option
adding two sentences to the end of pard, y quiring from X for $100 of cash contributed by X.

* * % * *

PART 1—INCOME TAXES

graph (d)(1) to read as follows: poration disposes of the stock of the iSsu  Example 3.() X, a corporation, owns all of the
ing corporation, the acquiring corporatioroutstanding stock of corporation.A, an individual,

§1.83—6 Deduction by employer purchased the issuing corporat®istock is an employee of. Pursuant to an agreement be
T, from the issuing corporation for fair mar tweenX andY to compensaté\ for services pro

ket value with cash contributed to th vided toY, X transfers taA 10 shares oX stock with
& fair market value of $100. Under §1.83-6(d), but

* % % 1 .. . . .
(@) For special rules that may acquiring corporatlon by the ISSUING €0Tfor this section, the transfer &f stock byX to A
apply to a corporate shareholdetransfer poration (o if necessarythrough inter  would be treated as a contribution of thetock by
of its own stock to any person in considermediate corporations). X to the capital ofY, and immediately thereaftea

ation of services performed for another (c) Applicability. The rules of this sec transfer of theX stock byY to A. But for this sec
corporation, see §1.1032—Fhe preced i | v if tt | t tion, the basis of th¥ stock in the hands of would
’ ’ : lon apply only 11, pursuant 10 a plan 10, jetermined with respect ¥s basis in theX

ing sentence applies to transfers of stocquire money or other property— stock under section 362(a),

occurring on or after the date these regu (1) The acquiring corporation acquires (i) In this Example 3n0 gain or loss is receg
lations are published as final regulationstock of the issuing corporation directlynized on the deemed disposition of ¥stock byY.

in theFederal Register or indirectly from the issuing Corporationlmmedialtely beforér’s deemed disposition of the

. ¢ ti . hich. but for thi stock, Y is treated as purchasing tRestock fromX
In a transacuon in which, but for this SeCfor $100 of cash contributed by X.

tion, the basis of the stock of the issuing gxample 4.(i) X, a corporation, issues 10 shares
Par 3. Section 1.1032-2 is amendedorporation in the hands of the acquirin@f X stock subject to a substantial risk of forfeiture

* * *x * *

by: corporation would be determined with reto compensat¥'s employeea, for services.A does
1. Revising paragraph (e); spect to the issuing corporatisrbasis in \’,‘v‘i’tthr:";“s’zei?tg'tehcet('osrt‘oglr(‘d;rr ;tzlc:soz fes;(:r)si'?n‘ifry
2. Addlng_paragraph (f) t_he issuing corporatios’stock under sec ;.. ot ciock in the event thé forfeits the
The addition and revision read as-foltion 362(a); N o _ right to the stockAt the time the stock vests, the 10

lows: (2) The acquiring corporation immedi shares o stock have a fair market value of $100.

ately transfers the stock of the issuing-cot/nder §1.83-6(d), but for this section, the trgnsfer
oration to acquire monev or other pro of theX stock byX to Awould be treated, at the time
b ty: d q y pr pthe stock vests, as a contribution of ¥stock byX
erty; an L . to the capital o¥, and immediately thereaftex dis
.(3) No party receiving stock Of the is position of thex stock byY to A. The basis of th
* Kk x K % suing corporation from the acquiring €or stock in the hands o, but for this section, would be

§1.1032-2 Disposition by a corporation
of stock of a contlling corporation in
certain triangular reorganizations.
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determined with respect &§'s basis in theX stock
under section 362(a).

(ii) In this Example 4 no gain or loss is receg
nized on the deemed disposition Xfstock byY
when the stock vests. Immediately befdfs
deemed disposition of th¥ stock, Y is treated as
purchasingX's stock fromX for $100 of cash cen
tributed toY by X.

Example 5.(i) Assume the same facts asEr
ample 4 except tha (rather thark) retains a rever
sionary interest in th¥ stock in the event that for-
feits the right to the stock. Several years aler
transfer of theX shares, the stock vests.

(i) This section does not apply ¥%s deemed
disposition of theX shares. For the tax conse
quences tor on the deemed disposition of the
stock, see §1.83-6(b).

(f) Effective date.This section applies
to transfers of stock or stock options ©
the issuing corporation occurring on o
after the date these regulations are-pu
lished as final regulations in tHeederal
Register

Michael P Dolan,
Deputy Commissioner of
Internal Revenue.

(Filed by the Ofice of the Federal Register on
September 22, 1998, 8:45 a.m., and published in t
issue of the Federal Register for September 2
1998, 63 FR. 50816)



