nt of tential reaganization, an extraordinary

pas- distribution is made with respect to it.
s-T1.D. 8761 Backgound

s-DEPARTMENT OF THE TREASURY On December 23, 1996, the IRS pub
"bylntema| Revenue Service lished a notice of proposed rulemaking
126 CFR Part 1 (REG-252231-96 [1997—1 C.B. 800]) in

the Federal Registe (61 F.R. 67512) re-
lating to the continuity of interest require-

““AGENCY: Internal Revenue Service Ment. Many written comments were re-

S- -
o- 6ont|nU|ty of Interest

- (IRS),Treasus. ceived in response to this notice o
e proposed rulemaking A public hearing
of tACTION Temporary regulations. on the proposed regulations was held a
lan May 7, 1997 After consideration of all

, SUMMARY: This document contains
temporary regulations providing guidanc
:S'regarding satisfaction of the continuity o
ym_tergst requirement for corporat_e MR These temporary regulations supplemer
L hizations The temporary regulations af'the final regulations
\sféect corporations and their shareholders. '
and-inal regulations pUbllSheCthD 8760, Exp|anation of PPovisions
page 4 of this Bulletin, also provide guid-
" ance regarding satisfaction of the continu- Final regulations published if.D.
ity of interest requirement for corporate8760 provide that in determining whethei
rgeorganizations These temporary regula-the continuity of interest (COI) require-
tions amplify the final regulationsThe ment for corporate reganizations is sat-
tnetext of these temporary regulations alsisfied, dispositions of stock of the targe
' “erves as the text of proposed regulatiog®rporation (T) bya T shareholder gener-
hePUblished in REG-120882-97, page 25 dilly are not taken into account.
s this Bulletin.

comments, the regulations proposed b
?%EG—252231—96 are adopted as final reg
ulations, and published iA.D. 8760.

| Redemptions oF Stock or Extracdinary
tioPATES These regulations areffective Distributions with Respect fbStock

1s dfanuary 28, 1998. )

see Applicability: These regulations apply Co_mmentators requested_ guidance ¢
onq transactions occurring after January 2801€ circumstances under which a redem
,'?h%998, except that they do not apply to an}lOn by T of its stock would adversely af-
. transaction occurring pursuant to a writfect satisfaction of the COI requirement.

ten agreement which is (subject to cus- Some commentators suggested that tf

tomary conditions) binding on JanuaryRS aml Treasury Department adopt an
1S28 1998, and at all times thereafte approach that would identify either the is:
98, suing corporation (P) 0T as the source of
ind=OR FURTHER INFORMTION CON- the funds for the redemption. If, in con-
enTACT. Phoebe Bennett, (202) 622-7750hection with an acquisitionfd, the facts
ar{not a toll-free number). and circumstances indicate thatdid not

) directly or indirectly furnish funds used
SUPPLEMENARY INFORMATION: by T to redeen T shareholders, these

This document contains amendments tgommentators suggested that satisfactic
Ofthe Incone Tax Regulations (26 CFR partof the COI requirement should not be ad
- 1) under section 368 These temporary versely &ected. In many transactions,
regulations provide that, in determininghoweve, such a tracing approach woulc
whether the continuity of interest requirebe extremely fficult to administe. For
ment for corporate reganizations is sat-example, ifP acquired the assets, rathe
isfied with respect to a potential negani- than the stock,fdl or if T redeemed stock
zation, a proprietary interest in therget for a note, it would be unclear in many
corporation is not preserved if, in conneceircumstances whether in substaric or
on tion with a potential reganization, it is P assets were used to fund the redemptic
‘ggg'edeemed or acquired by a person relatex to repay the note.

" 1o the taget corporation, or to the extent Another commentator suggested the
that, prior to and in connection with a poredemptions ¥ T in connection with a



potential reorganization should adversely1955-2 C.B. 226). None of these authoefinition of Related Person of T
affect satisfaction of the COI requirementties address the effect on continuity of in- ) ) ]
because the effect on COI is the same agtéfrest of such redemptions. For the rea- 1n€ final regulations include as related
P had furnished the redemption considesons stated above, the temporarf€rSOns any corporation that is a member
ation in the transaction. The temporaryegulations take such redemptions into a&f the affiliated group, within the meaning
regulations generally adopt this approacbount for continuity purposes. of section 1504, of which P is a member,
because it reflects that T and P will be The temporary regulations provide thaf"d @ny corporation whose purchase of P
combined economically and because df proprietary interest in T is not preservedlock would be treated as a redemption of
the difficulties of administering a tracingif, in connection with a potential reorgani-that stock under section 304(a)(2). The
approach, as previously described. zation, it is redeemed or to the extent thafection 1504 test was adopted because the
Treatment of stock redeemed by T aprior to and in connection with a potential RS and Treasury Department were con-
proprietary interests that are not preserveorganization, an extraordinary distribuc€Med that acquisitions of T stock or P
in the reorganization also accords th§on is made with respect to it. An extraStock by P affiliated corporations were no
same tax result to transactions that reaefrdinary distribution with respect to lefferentlln substance Fhan acquisitions or
the same result by different steps. For estock, followed by a sale of the remaining€demptions by P. This concern qoes_not
ample, T could merge into P for a combiT stock to P, has the same effect on trenerally extend to members of T's affili-
nation of consideration, of which 30 pervalue of the proprietary interest in T as &t€d group that are not also considered re-
cent is P stock and 70 percent is a Pro rata redemption by T followed by alated to T under section 304(a)(2) because
promissory note. Conversely, T couldsale of the outstanding T stock to P. such corporations are T shareholders par-
issue its promissory note to redeem 70 The temporary regulations do not prof/ciPating in the potential reorganization
percent of the T stock and then P wouldide guidance on the determination oflong with the.other shareholders of the
assume the T note in the merger, in whicwhether a distribution will be treated agarget corporation. The_ temporary regula-
the remaining T shareholders receiv@n extraordinary distribution, except thaflons Freat two corporations as related per-
solely P stock. From the perspective of Bhe rules of section 1059 do not apply foPO"S if-a purchase of the stock of one cor-
T, and the T shareholders, these two trantis purpose. The IRS and Treasury De2oration by another corporation would be
actions are substantively identical, and theartment invite comments on whether thf®ated as a distribution in redemption of

COl requirement is not satisfied in the firstegulations should provide more specifidh® stock of the first corporation under

transaction. The temporary regulationguidance in this area. section 304(2)(2) (determined without re-
provide that the second transaction like- A section 355 distribution of controlled gard to 81.1502-80(b)).
wise does not satisfy the COI requiremengorporation stock by T will preserve actact on Other Authorities

In addition, this approach correspondgroprietary interest in T, except to the ex- .
with the rule of the final regulations that dent that the T shareholders receive other These COI regulations apply solely for

proprietary interest in T is not preserved iforoperty or money to which sectionpurposes of determining whether the COI

in connection with the potential reorgani356(a) applies or the distribution is extraréquirement is satisfied. No inference

Zation’ P stock furnished in exchange for grdinary in amount and is a distribution OﬁhOL“d be -dra.Wn from any provision of

proprietary interest in T in the potential reProperty or money to which sectionthis regulation as to whether other reorga-

organization is redeemed. Because tho6(b) applies. tf\lzflr;flonhFGQUI:eme?ts ar;a sat||sf|teg,tor as

final regulations do not inquire, in the cas 0 the characterization or a refated trans-

of a subsequent P redemption, whether tr%eelated Person Rule action. See, e.g., 81.301-1(l).

source of consideration furnished in the |n determining whether the COI re-Effect on Other Documents

redemption was former T assets or historiquirement is satisfied, dispositions of T

P assets, the temporary regulations simétock to persons that are not related to T R€V- Proc. 77-37 (1977-2 C.B. 568)

larly do not make an inquiry in the case obr P are disregarded. The final regula@nd Rev. Proc. 86-42 (1986-2 C.B. 722)

a prior T redemption. Instead, for purtions provide that a proprietary interest iryv!ll be modified to the extent inconsistent

poses of the COI requirement, the tempoF is not preserved if, in connection with aVith these temporary regulations.

rary regulations treat T and P as a conpotential reorganization, a person relatefactive Date

bined economic enterprise. In an assed P acquires, with consideration other

acquisition, this approach avoids the diffithan a proprietary interest in P, T stock or These regulations apply to transactions

cult process of identifying the source oP stock furnished in exchange for a prooccurring after January 28, 1998, except

payments as between T and P. prietary interest in T in the potential reorthat they do not apply to any transaction
Commentators have suggested that thiganization. Consistent with the final regOccurring pursuant to a written agreement

approach is inconsistent with authoritiesilations, the temporary regulationgvhich is (subject to customary condi-

which hold that redemptions of stock oforovide that a proprietary interest in T igions) binding on January 28, 1998, and at

the target corporation with assets of theot preserved if, prior to and in connecall times thereafter.

target corporation do not violate thetion with a potential reorganization, a PErs acial Analvses

solely-for-voting-stock requirement ap-son related to T acquires T stock with P Y

plicable to section 368(a)(1)(B) reorganiconsideration other than T stock or P It has been determined that these tem-

zations. See, e.g., Rev. Rul. 55—-446tock. porary regulations are not a significant
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regulatory action as defined in EO 12866poses of this paragraph (e)(1)(ii) will beket value 6T is $100x. Prior to and in connection
Therefore, a regulatory assessment is notade on the basis of all of the facts anfith the meger o Tinto P, T pays Aan extraordi-
required. It also has been determined thatrcumstances, but the treatment of th@"Y distribution of an $85x nateT meges intoP,

. . . L . . . and Areceives solelf? stock. P assumeT’s obliga-
section 553(b) of #hAdministrative Pro- distribution _under section 1055_) (relatind; o, on the note The continuity of interest require-
cedue Act (5 U.S.C. chapter 5) does noto extraordinary dividends) will not be ment is not satisfied, becai paid Aan extraordi-
apply to these temporary regulations andiaken into account. nary distribution, and a substantial part of the value
because the temporary regulations do not (B) Exception Paragraph (e)(1)(i)(A) of the proprietary interesniT is not preserved. See
impose a collection of information onof this section does not apply to a distribParagraph ()(1)(I(A) o this section.
small entities, the Regulatory Flexibility ution of stock by the tget corporation to
Act (5 U.S.C. chapter 6) does not appl Which section 355(a) (or so much of se
Therefore, a Regulatory Flexibility tion 356 as relates to section 355) appli
Analysis is not required. Pursuant to se@xcept to the extent that—
tion 7805(f) of the Internal Revenue (1) The taget corporation shareholder
Code, these regulations will be submittefC€ive other property or money to which

(f) Effective date This section applies
%o transactions occurring after January 28,
ei998, except that it does not apply to any
transaction occurring pursuant to a writ-
en agreement which is (subject to cus-
omary conditions) binding on January

to the Chief Counsel fadvocacy of the Section 356(a) applies; or . 28 1998, and at all times thereatte

Small BusinesAdministration for com-  (2) The distribution is extraordinary in

ment on its impact on small business, ~ amount andh|_sr?dlst(lbutéc;ré?g)prop?rty or Michael P. Dolan,
money to which section applies. Deputy Commissioner of

Drafting Information (2)(I) [Reserved] For further guid- puty

. Int IR .
ance, see 81.368-1(e)(2)(i). niernatimevenue

(i) A proprietary interest in the t@et Approved January 12, 1998.
corporation is not preserved if, prior to

The principal author of these regul
tions is Phoebe Bennett of thdfiGe of

the Assistant Chief Counsel (Corporate)gn 4 in connection with a potential nega- Donald C. Lubick,
IRS. Howewe other personnel from the ni;a4on  a person related (as defined in Acting AssistanSecetary of
IRS apd Trgasury Department partie §1.368-1(e)(3) determined without re- the Treasuy.
pated in their development. gard to §1.368-1(e)(3)(i)(A)) to therget

corporation acquires stock of thertget (Filed by the Gfice of the Federal Register on
. . . . anuary 23, 1998, 12:15 p.m., and published in the
corporation, with consideration other thariJEsue of the Federal Register for January 28, 1998,

Adoption d Amendments to the stock of either the tget corporation or 3F.R. 4183)
Regulations the issuing corporation.
. . (e)(3) through (e)(BExample 9 [Re-
Achordlr]gy, 26 CFR part 1is amendedge . oq] For further guidance, see §1.368-
as foflows: 1(e)(3) through (e)(BExample 9.

PART 1—INCOMETAXES (e)(6) Example 10 Acquisition of taget corpo-

* * * * *

. L ration stock befe meger. (i) Redemption by tget
Paragraph 1 The authority citation for ¢orporation Aowns 85 percent and B owns 15 per-
part 1 continues to read in part as followssent of the stockfd@. The fair market valuefdr is
Authority: 26 U.S.C. 7805. *** $100x. NeitheAnor B own stock d?. Prior to and

Par. 2. Section 1.368Flis added to ' connection with the mger d Tinto P, T redeems
d . f I . ' As T stock for $85x and issues A its promissory
read as fofows. note in exchange for the stoclt the time of the

. _mage T has a value of $15x, after givinffect to
§1.3687 Purpose and scope of eXCemlorEhe redemption of its stock. In the nge, B re-

of rearganization exchanges (temporary).ceives solel stock The continuity of interest re-
quirement is not satisfied bec&is redeemd A's
(a) through (e)(1)(i) [Reserved] Forsiock, and a substantial part of the value of the pro-
further guidance see §1.368-1(a) througtrietary interestm Tis not preserved. See paragraph
e)(1)(). (e)(1)(ii)(A) of this section.

" . (ii) Purchase by persorelated to taget corpo-
(e)(l)(”)(A) General rule A propri ration. The facts are the same as paragraph (i) of

etary interest in the t@et corporation this Example 1pexcept that XT's wholly owned
(other than one held by the acquiring corsubsidiay, acquires As T stock prior to and in con-
poration) is not preserved if, prior to andhection with the mger for cash of $85x. Under
in connection with a potential reganiza- Paragraph (€)(2)(ii of this section and 81.368-
. Lo (e)(3)(i)(B), Xs acquisition 6AsT stock is an ac-
thn, itis re(_jeemed Or_ to th_e extent th_a uisition by a related personThe continuity of in-
prior to and in connection with a potentialerest requirement is not satisfied, becausecX a
reorganization, an extraordinary distribu-quired T stock, for consideration other thahstock,
tion is made with respect ta iThe deter- and a substantial part of the value of the proprietary
mination of whether a distribution with i(n;(ezr)e(%t h“Th.iS no; preserved. See paragraph
. e)(2)(ii) of this section.
respect to stock of therget corporation Examplell. Extraadinary distribution befoe
is an extraordinary distribution for pur-mege. Aowns all of the stockfd@. The fair mar-

1998-14 |.R.B. 15 April 6, 1998




