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The purpose of this Notice is to request all district counsel
and regi onal counsel attorneys to notify the Assistant Chief Counsel
(Field Service), Corporate Branch, of any cases involving the issue
of whether the continuity of sharehol der interest requirenment (COSI)
under sections 368 and 355 has been satisfied. The COSI issue is
significant and thus is subject to the notification procedures
described in Chief Counsel Notice N(35)000-139(a), issued Septenber
24, 1996. This issue will be added to the list of significant issues
requiring National Ofice notification when that list is next
updat ed.

The Internal Revenue Code of 1986 (Code) provides genera
nonrecogni tion treatnent for reorgani zations specifically described
in section 368. Literal conpliance with the statutory requirenents
is not sufficient for nonrecognition. For exanple, to qualify as a
reorgani zation, the COSI requirenent nust also be satisfied. This
requi rement was established by the courts to ensure that the
consi deration furnished by the acquiring corporation represented a
proprietary interest in the affairs of the acquiring corporation and
that such consideration represented a substantial part of the val ue
of the stock or properties transferred. See Helvering v. M nnesota
Tea Co., 296 U S. 378 (1935); Pinellas Ice & Cold Storage Co. V.
Conmmi ssioner, 287 U.S. 462 (1933); Cortland Specialty Co. v.

Conmmi ssioner, 60 F.2d 937 (2d Cr. 1932), cert. denied, 288 U S. 599
(1933).

Over the years, issues have arisen regardi ng whet her the
COsl requirenent is satisfied if the target sharehol ders, as
contenplated at the tinme of the reorganization, subsequently
di spose of the stock received fromthe acquiring corporation.
Conpare McDonal d’s Restaurants of Illinois, Inc. v. Comm ssioner,
688 F.2d 510 (7th Cr. 1982), rev’'g, MDonald s of Zion v.
Conmi ssioner, 76 T.C. 972 (1981), with Penrod v. Conmi ssioner, 88
T.C. 1415 (1987). The Treasury Departnent and the Internal
Revenue Service (I RS) have been asked to provide guidance to
clarify existing | aw and reduce uncertainty in applying COSI
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principles in the context of post-reorganization sales. 1In a
Noti ce of Proposed Rul enaki ng, the I RS published proposed
anmendnents to the regul ati ons under section 368, which address
these concerns. See 61 Fed. Reg. 67,512 (1996). The proposed
regul ations provide that the COSI requirenment is satisfied if the
acquiring corporation furnishes consideration in the

reorgani zation that represents a proprietary interest in the
affairs of the acquiring corporation and such consideration
represents a substantial part of the value of the stock or
properties transferred. Dispositions of stock of the acquiring
corporation by a former target sharehol der generally are not
taken into account in determ ning whether continuity of

shar ehol der interest has been satisfied. However, the proposed
regul ati ons enphasi ze that all facts and circunstances nust be
consi dered in determ ning whether the acquiring corporation has

I n substance furnished the required consideration. The proposed
regul ati ons al so have a broad related party rule, which provides
that, if a party related to the acquiring corporation (wthin the
meani ng of section 707(b)(1) or section 267(b) (w thout regard to
section 267(e)) purchases acquiring corporation stock shortly
after the reorgani zation, all of the facts and circunstances may
i ndi cate that the transaction should be properly recast to treat
the acquiring corporation as furnishing cash, in which case, the
reor gani zati on woul d not satisfy the COSI requirenent. For
exanpl e, a prearranged redenption of stock issued in the

pur ported reorgani zation by the issuing corporation or its
prearranged purchase by the issuing corporation’s subsidiary
woul d likely be treated as adversely affecting continuity of
proprietary interest.

The proposed regul ati ons do not specifically address the
effect on COSI of dispositions of target stock before a
transaction potentially qualifying as a reorgani zation. See,
e.g., King Enterprises, Inc. v. United States, 418 F.2d 511 (C
. 1969); J.E. Seagram Corp. v. Conm ssioner, 104 T.C. 75
(1995); Superior Coach of Florida, Inc. v. Conmm ssioner, 80 T.C
895 (1983); Yoc Heating Corp. v. Conm ssioner, 61 T.C 168
(1973). The Treasury Departnent and the IRS are studying this
guestion and also the role of the COSI requirenent in section
368(a) (1) (D) reorgani zations and section 355 transacti ons.

The revisions and additions in the proposed regul ations are
proposed to apply to transactions occurring after the regul ations
are published as final regulations in the Federal Register
(except for transactions occurring pursuant to a witten
agreenent that is (subject to customary conditions) binding on or
before the regul ations are published as final regulations in the
Federal Register).
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If you are assisting a revenue agent or appeals officer with
a case involving the COSI requirenent under sections 368 and 355,
pl ease notify Alfred C. Bishop, Jr., Chief, Corporate Branch,
Field Service Division, imediately at (202) 622-7930.
Information regarding these cases will help the office ensure
that the parties to the transaction (the acquiring corporation,
the target corporation, and the forner sharehol ders of the target
corporation) consistently report their tax position, and wl |
prevent whipsaw. Information regarding these cases wll also
facilitate the office’s study of the role of the COSI
requi renments in section 368(a)(1)(D) reorganizations and section
355 transactions. In addition, National Ofice advice should be
sought regarding current I RS position in cases where the taxpayer
is challenging our interpretation of the COSlI requirenent or
where the taxpayer wants to adopt the nore liberal rule of the
proposed regul ations for cases arising prior to the effective
date of the final regul ations.

/sl
JUDI TH C. DUNN
Associ at e Chi ef Counsel
(Donesti c)




