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AGENCY: Internd Revenue Sarvice (IRS), Treasury.
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SUMMARY': This document contains proposed regulations that provide guidance regarding the
treatment of the basis of redeemed stock when a distribution in redemption of such stock istrested asa
dividend, as well as guidance regarding certain acquigtions of stock by related corporations thet are
treated as digtributions in redemption of stock. The proposed regulations affect shareholders whose
stock in a corporation is redeemed or is acquired by a corporation related to the issuer of the stock,
and are necessary to provide such shareholders with guidance regarding the trestment of the basis of
such stock. This document aso provides notice of a public hearing on these proposed regul ations.
DATES. Written or eectronic comments must be received by January 16, 2003. Requests to speak
and outlines of topicsto be discussed a the public hearing scheduled for February 20, 2003, a 10 am.
must be received by January 30, 2003.

ADDRESSES: Send submissonsto CC:ITA:RU (REG-150313-01), room 5226, Internd Revenue
Service, POB 7604, Ben Franklin Station, Washington, DC 20044. Submissions may be hand

ddivered Monday through Friday between the hours of 8 am. and 5 p.m. to: CC.ITA:RU



(REG-150313-01), Courier’s desk, Interna Revenue Service, 1111 Congtitution Avenue, NW.,
Washington, DC 20224. Alternatively, taxpayers may submit electronic comments directly to the IRS
Internet Site at www.irsgov/regs. The public hearing will be held in Room 4718, Internal Revenue
Building, 1111 Congtitution Avenue, NW., Washington, DC.
FOR FURTHER INFORMATION CONTACT: Concerning the proposed regulations generdly, Lisa
K. Leong, (202) 622-7530; concerning issues under sections 367, 861 and 864 of the Interna
Revenue Code, Aaron A. Farmer, (202) 622-3860; concerning submissions of comments, the hearing,
and/or to be placed on the building access ligt to attend the hearing, Treena V. Garrett, (202)
622-7180 (not toll-free numbers).
SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information contained in this notice of proposed rulemaking has been
submitted to the Office of Management and Budget for review in accordance with the Paperwork
Reduction Act of 1995 (44 U.S.C. 3507(d)). Comments on the collection of information should be
sent to the Office of Management and Budget, Attn: Desk Officer for the Department of the
Treasury, Office of Information and Regulatory Affairs, Washington, DC 20503, with copiesto the
I nternal Revenue Service, Attn: IRS Reports Clearance Officer, W:CAR:MP.FP.S, Washington,
DC 20224. Comments on the collection of information should be received by December 17, 2002.
Comments are pecificaly requested concerning:

Whether the proposed collection of information is necessary for the proper performance of the

functions of the IRS, induding whether the information will have practica utility;



The accuracy of the estimated burden associated with the proposed collection of information
(see below);

How the qudity, utility, and clarity of the information to be collected may be enhanced;

How the burden of complying with the proposed collection of information may be minimized,
including through the application of automated collection techniques or other forms of information
technology; and

Estimates of capita or art-up costs and costs of operation, maintenance, and purchase of
sarvicesto provide information.

The collection of information in these proposed regulationsisin 81.302-5(e) and
§81.1502-19(b)(5)(v). Thiscollection of information is required by the IRS to verify compliance with
section 302. Thisinformation will be used to determine whether the amount of tax has been cal culated
correctly. The collection of information is required to properly determine the amount permitted to be
taken into account as aloss. The respondents are shareholders (including individuas, corporations and
pass-through entities) whose stock in a corporation is redeemed or is trested as redeemed.

Estimated tota annua reporting burden: 1,500 hours.

Estimated average annua burden per respondent: 30 minutes.

Estimated number of respondents. 3,000.

Egtimated annud frequency of responses. On occasion.

An agency may not conduct or sponsor, and a person is not required to respond to, a collection
of information unlessit digolays avaid control number assigned by the Office of Management and

Budget.



Books or records relating to a collection of information must be retained as long astheir
contents may become materid in the adminigtration of any internd revenue law. Generdly, tax returns
and tax return information are confidentia, as required by 26 U.S.C. 6103.

Background

This document contains proposed revisons and anendments to the Income Tax Regulations
(26 CFR part 1) under sections 302, 304, 704, 861, 1371, 1374, and 1502 of the Internal Revenue
Code (Code). The proposed regulations would amend the temporary and fina regulations under
sections 302, 304, 704, 861, 1371, 1374, and 1502 to provide guidance concerning the treatment of
the basis of stock redeemed or treated as redeemed where the redemption proceeds are trested as a
dividend digtribution. These proposed regulations would aso amend the fina regulations under section
304 to conform them to certain of the amendments made to section 304 by legidation, including section
226 of the Tax Equity and Fisca Responsibility Act of 1982, Public Law 97-248 (96 Stat. 325, 490)
(September 3, 1982), section 712(1) of the Deficit Reduction Act of 1984, Public Law 98-369 (98
Stat. 494, 953-55) (July 18, 1984), section 1875(b) of the Tax Reform Act of 1986, Public Law
99-514 (100 Stat. 2085, 2894) (October 22, 1986), and section 1013 of the Taxpayer Relief Act of
1997, Public Law 105-34 (111 Stat. 788, 918) (August 5, 1997).

A. The Character of Property Received in Redemption of Stock

Section 302 of the Code governs the tax trestment of distributions in redemption of stock. The
rules of section 302 attempt to distinguish between distributions that “may have capita-gain
characteristics because they are not made pro rata among the various shareholders’ and distributions

“characterized by what happens soldly at the corporate level by reason of the assets distributed.” S.
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Rep. No. 1622, 83d Cong., 2d Sess. 49 (1954). Section 302(a) provides that a corporation’s
redemption of its stock istreated as adistribution in part or full payment in exchange for the stock if the
redemption satisfies any one of the following criteria: (1) the redemption is not essentidly equivaent to a
dividend (section 302(b)(1)); (2) the redemption is substantialy disproportionate (section 302(b)(2));
(3) the redemption completely terminates the redeemed shareholder’ sinterest (section 302(b)(3)); or
(4) the redemption is in connection with aqudifying partid liquidation (section 302(b)(4)). If a
redemption satisfies none of these criteria, pursuant to section 302(d), the redemption istreated asa
digtribution of property to which section 301 applies.

Under sections 301(c)(1) and 316(a), aditribution is treated as a dividend to the extent of the
redeeming corporation’s earnings and profits. Any portion of the distribution that is not treated as a
dividend isfirst gpplied againgt the adjusted basis of the redeemed stock to the extent of such basis
under section 301(c)(2), and then treated as gain from the sale or exchange of property under section
301(c)(3).

B. The Character of Property Received in Certain Stock Acquisitions

The redemption rules of section 302 are implicated not only when an issuing corporation
acquiresits own stock, but also in the case of certain stock acquisitions by corporations related to the
issuer of the acquired stock. Pursuant to section 304(a)(1), an acquisition of stock by a corporation
from one or more persons that are in control of both the acquiring and issuing corporationsis treated as
if the property received in respect of the acquired stock were a distribution in redemption of the stock
of the acquiring corporation. Prior to the amendments made by the Taxpayer Relief Act of 1997,

section 304 provided that, to the extent that the deemed distribution was treated as a distribution to



which section 301 applies, the stock acquired was treated as having been transferred by the person
from whom acquired and as having been received by the corporation acquiring it, as a contribution to
the capital of such corporation. The Taxpayer Relief Act of 1997 amended section 304(a)(1) to
provide that, to the extent that this deemed digtribution is treated as a distribution to which section 301
applies, the shareholder and the acquiring corporation are treated as if the shareholder had transferred
the stock of the issuing corporation to the acquiring corporation in exchange for stock of the acquiring
corporation in atransaction to which section 351(a) applies, and then the acquiring corporation had
redeemed the stock it was treated as issuing in that transaction. Pursuant to section 304(3)(2), an
acquisition of stock by a corporation controlled by the issuer of the acquired stock is treated asif the
property received in respect of the acquired stock was a distribution in redemption of the stock of the
issuing corporétion.

For purposes of section 304, control means the ownership of stock possessing at least 50
percent of either the tota combined voting power of dl classes of stock entitled to vote or the totd
value of shares of dl classes of stock. The determination of the amount and source of the distribution
that istreated asadividend is made as if the property received in respect of the redeemed stock were
distributed by the acquiring corporation to the extent of its earnings and profits and then by theissuing
corporation to the extent of its earnings and profits. Because section 304 recharacterizes certain stock
acquigition transactions as redemptions of stock, transactions to which section 304 gpplies implicate the
redemption rules of section 302.

C. TheUnutilized Bas's of Stock Redeemed in Certain Transactions

While sections 301 and 302 clearly set forth the character of property received in aredemption



(whether actud or deemed) of stock, they do not prescribe the tax trestment of the unutilized basis of
the redeemed stock or the stock treated as redeemed. 1n 1955, the IRS and Treasury promulgated
regulations under section 302 that provide guidance in this regard in the case of an actud redemption of
gtock. Section 1.302-2(c) of the Income Tax Regulations states that “[i]n any case in which an amount
received in redemption of stock istreated as a distribution of a dividend, proper adjustment of the basis
of the remaining stock will be made with respect to the sock redeemed.” The regulation contains

examplesillugtrating what condtitutes a proper adjusment. In Example 1 and Example 3, the redeemed

shareholder actudly owns stock of the redeeming corporation immediately after aredemption that is
treated as adistribution of adividend. 1n those cases, the basis of the shares of the redeeming
corporation that the shareholder owns after the redemption isincreased by the basis of the redeemed

shares. See dso United Statesv. Davis, 397 U.S. 301 (1970) (interpreting 81.302-2(c) to shift the

basis of redeemed stock to other shares held by the redeemed shareholder, even where those other
shares are of adifferent class of stock than those redeemed); Rev. Rul. 66-37, 1966-1 C.B. 209
(same). In Example 2, dthough the redeemed shareholder actudly owns no stock of the redeeming
corporation immediately after aredemption that is treated as a distribution of a dividend, he does
congtructively own stock of the redeeming corporation immediately after the redemption by reason of
hiswife' s continuing ownership of stock of the redeeming corporation. The example concludes that the
redeemed shareholder’ s basis in the redeemed shares shifts to hiswife's basisin her shares of stock of
the redeeming corporation.

In addition, on December 2, 1955, the IRS and Treasury promulgated §81.304-2(a) and

1.304-3(a). With respect to an acquisition of stock by arelated corporation (other than asubsidiary),



§81.304-2(a) providesthat the transferor’ s basis for his stock in the acquiring corporation isincreased
by the basis of the stock of the issuing corporation surrendered by him. Similarly, with respect to an
acquistion of stock by a subsidiary, 81.304-3() providesthat the transferor’ s basisin hisremaining
stock in the parent corporation isincreased by the basis of the stock deemed redeemed by the parent
corporation. The treatment of the trandferor’ s unutilized basis in stock of the issuing corporation as a
result of transactions subject to section 304(a) is the subject of Revenue Ruling 70-496 (1970-2 C.B.
74), and Revenue Ruling 71-563 (1971-2 C.B. 175).

In Revenue Ruling 70-496, afird-tier subsdiary (Y) of aparent corporation (X) sold dl of its
stock in asecond-tier subgdiary of X (S) to another firg-tier subsidiary of X (Z). The ruling concludes
that the transaction is governed by sections 304(a)(1) and 302(d). Accordingly, the ruling holds that
the sales proceeds condtitute dividends to the extent of Z’s earnings and profits and, to the extent in
excess of such amount, congtitute gain under section 301(c)(3). With respect to Y'sbassinthesold S
stock, the ruling holds that because Y had no direct stock ownership in Z before or after thesde, Y's
basisin the S stock surrendered disappears and cannot be used to increase the basis of any asset of Y.

In Revenue Ruling 71-563, A, an individua, owned dl the stock of X. C, A’sson, owned dl
of the outstanding stock of Y. A sold 25 percent of itsstock in X to Y for cash. The ruling Sates that,
under section 304(a)(1), the sdleistreated as a contribution by A of the stock of X to the capita of Y
and adigtributionto A by Y in redemption of its stock. Because the deemed redemption is governed
by section 302(d), the cash received istaxable as adividend to A under section 301(c)(1).
Furthermore, the ruling reasons that, because A owns no stock in'Y directly after the transaction, the

basis of the X stock should be added to the basis of the remaining stock of X that A continues to own



after the transaction.

The current regulatory regime preserves, and prevents the eimination of, basisin transactions
subject to section 302 where a proper adjustment may be made to the basis of the remaining stock of
the redeeming corporation and in transactions subject to section 304 where, immediatdly after the
transaction, the sdller owns stock of the acquiring corporation. In certain transactions, however,
taxpayers have taken the position that certain adjustments are proper, even if they shift basisfrom a
person that is not subject to U.S. tax to a person that is subject to U.S. tax or to stock other than stock
of the redeeming corporation. Notice 2001-45 (2001-2 C.B. 129), describes atype of transaction
with respect to which taxpayers have taken the position that, under 81.302-2(c), dl or aportion of the
bas's of stock redeemed from a person that is not subject to U.S. tax or is otherwise indifferent to the
Federa income tax consequences of the redemption of the stock is added to the basis of other stock in
the redeeming corporation owned by ataxpayer that is subject to U.S. tax to create aloss on the
disposition of the other stock. Although the IRS intends to challenge the adjustments claimed in such
transactions, the IRS and Treasury believe it is desirable to revise the rules that govern accounting for
unutilized basis attributable to redeemed stock to better reflect the purposes of the rlevant Code
provisons.

Explanation of Provisons

A. Rules Under Section 302

This notice of proposed rulemaking proposes a replacement for the * proper adjustment” regime
of current 81.302-2(c) for taking into account the unutilized basis attributable to redeemed stock in any

case in which aredemption of stock istreated as a distribution of property to which section 301



applies. Therules are proposed to apply both where the redeemed shareholder actually owns no stock
of the redeeming corporation immediately after the redemption (a complete redemption) and where the
redeemed shareholder actudly owns stock of the redeeming corporation immediately after the
redemption (a partia redemption). While consderation was given to retaining the “proper adjustment”
rule of current 81.302-2(c) where only a portion of the shareholder’ s interest in the redeeming
corporation is redeemed, the IRS and Treasury believe the two Stuations are Smilar enough to warrant
the same rules, and that the rules proposed herein best carry out the purposes of section 302 even
where the redeemed shareholder continues directly to own stock in the redeeming corporation because,
even in that case, dividend treatment under section 302 may have resulted from shares owned by
atribution rather than directly. The following paragraphs describe the proposed rules.

1. Generd description of the proposed rules

Certain transactions that, in form, involve the redemption of shares are economicaly identica or
amilar to digtributions to shareholders that do not involve any redemption of shares. For example, if a
sngle shareholder owns al of the stock of the redeeming corporation, the redemption of some shares
from that shareholder for cash is economicaly indistinguishable from the mere didtribution of corporate
cash to the shareholder. In recognition of this, section 302 taxes these transactions as corporate
digtributions notwithstanding their form as redemptions. The underlying premise of section 302 isthat
digtribution trestment is called for in these cases because, in effect, the redeemed shareholder still owns
(or istreated as owning) its stock in the corporation, even if it may have turned in some physicd shares.

Although section 302 does not provide any explicit guidance regarding the shareholder's basis

of the shares redeemed, in deriving aregulatory regime to address the trestment of the unutilized bas's
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of redeemed stock, it is gppropriate to consder what happens when a shareholder receives a
digtribution and keeps its shares, because that analogy underlies distribution trestment under section
302. Because the Code does not permit basis to offset any portion of the redemption distribution that
istreated as adividend, and because such an offset is not available when a corporation distributes a
dividend and the shareholder retains its shares, the redemption date is not the appropriate time to
recover the unutilized basis of the redeemed stock. However, if the shareholder receives a distribution
and retains its shares, it also retainsits basis, which it can recover later in Stuations other than
dividends, such asthe sde of the shares. Accordingly, the unutilized bass of the redeemed stock
should not disappear and should be taken into account for Federal income tax purposes at some time.
In addition, any tax benefit associated with the unutilized basis of redeemed stock should remain with
the taxpayer that made, or succeeded to, the investment that gave rise to the unutilized basis.
Accordingly, these regulations propose that, in any case where aredemption of stock istreated asa
digtribution of adividend, an amount equa to the adjusted basis of the redeemed stock istreated asa
loss recognized on the disposition of the redeemed stock on the date of the redemption. That lossis
taken into account as described below.

Once the facts and circumstances that caused the redemption distribution to be treated asa
distribution subject to section 301 no longer exi4t (i.e., the redeemed shareholder has sufficiently
reduced its actud and congtructive ownership interest in the redeeming corporation), these regulations
permit the loss attributable to the unutilized basi's of redeemed stock that has not previoudy been taken
into account to be taken into account. The firgt date on which the redeemed shareholder would satisfy

the criteria of section 302(b)(1), (2) or (3J) if the facts and circumstances that exist on such date had
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exiged immediately after the redemption is referred to asthe “find incluson date” In addition, adateis
the find incluson date if there is no later date on which the redeemed shareholder could take the loss
into account. For example, if the redeemed shareholder is an individud, the find inclusion date includes
the date of deseth of such individud. If the redeemed shareholder is a corporation, the find incluson
date includes the date such corporation transfersits assets in aliquidation described in section 331. If
the redeemed shareholder is aforeign corporation, the find inclusion date includes the date such
corporation transfers its assets to a domestic corporation in either aliquidation described in section 332
or areorganization described in section 368(a)(1) to which section 381 applies. If the redeemed
shareholder is aforeign corporation that is not a controlled foreign corporation, within the meaning of
section 957(a), on the date of the redemption, the term find incluson date includes the date such
corporation trandfersits assets to a controlled foreign corporation in aliquidation described in section
332 or areorganization described in section 368(a)(1) to which section 381 gpplies.

These proposed regulations aso provide that the redeemed shareholder is permitted to take
into account the loss attributable to the unutilized basis of redeemed stock when the redeemed
shareholder recognizes again on stock of the redeeming corporation to the extent of the gain
recognized. Any date on which the redeemed shareholder must take into account gain recognized
pursuant to section 301(c)(3) or gain recognized on a disposition of stock of the redeeming corporation
isreferred to as an “accelerated lossincluson date”  Although there can be only one find incluson
date, there can be several accelerated loss inclusion dates.

Because the loss attributable to the basis of the redeemed stock is treated as recognized on a

disposition of the redeemed stock on the redemption date, the attributes (e.g., character and source) of
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that loss are fixed on the redemption date, even if such lossis not taken into account until after the
redemption date. For example, if a corporation redeemsits stock from a shareholder within one year
after the shareholder’ s acquisition of such stock and the proceeds of the redemption are treated as a
dividend distribution, the character of any amount of the loss that is taken into account istreeted as
short-term capital 1oss (assuming the redeemed shareholder held the redeemed stock as a capital
ass=t), even if such lossis taken into account more than one year after the redeemed shareholder’s
acquisition of the redeemed stock. Nonetheless, for purposes of the carryforward and carryback
provisons of sections 172 and 1212, such lossis treated as aloss for the taxable year in which it is
taken into account rather than for the taxable year of the stock redemption that gave rise to such loss.

Because aredemption of stock may give rise to, or increase, an excess loss account in
redeemed stock where the redeemed shareholder and the redeeming corporation are members of the
same consolidated group, these regulations propose rules smilar to those described above where the
redeemed shareholder has an excess loss account in the redeemed stock.

These proposed regulations do not apply on the redemption of stock described in section
306(c). Pursuant to section 306(a)(2), aredemption of stock described in section 306(C) is treated as
adigribution of property to which section 301 gpplies. Example 2 of §1.306-1 suggests that the
unutilized basis of redeemed section 306 stock is added back to the basis of the stock with respect to
which the section 306 stock was distributed. The IRS and Treasury request comments on whether
such treatment of the unutilized basis of redeemed section 306 stock is gppropriate or whether an
dternative regime should apply when such aredemption is treated as a distribution to which section 301
applies.
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2. Specid issues related to certain pass-through entities

Where stock is redeemed from a partnership and dl or a portion of the distribution in
redemption of such stock istreated as a dividend, any loss attributable to the basis of redeemed stock
istreated as a current loss to the partnership on the date of the redemption. To the extent of the lesser
of the amount of such distribution that is trested as a dividend and such loss that is not alocated
pursuant to section 704(c) and the regulations thereunder, the dividend and the loss must be dlocated in
equa amounts. Such amounts must be alocated in accordance with the partners' interests in the
partnership. An dlocation will be deemed to be in accordance with a partner’ sinterest in the
partnership if the dlocation isin the same proportion as the alocation of (i) the excess of the dividend
income over the loss attributable to the basis of the redeemed stock, if any, (ii) the excess of the loss
attributable to the basis of the redeemed stock over the dividend income, if any, or, (iii) if neither, in the
same proportion as the partnership’s net taxable income or loss for the year isdlocated. Thisrule
ensures that the benefit of the loss may be redized by the person to whom the dividend income was
alocated. The excess dividend or loss attributable to the basis of redeemed stock must be allocated in
amanner that takes into account the requirements of section 704.

The loss attributable to the basis of redeemed stock alocated to a partner under the rules of this
section is not taken into account at the partner level until the find incluson date or an accelerated loss
inclusion date, as gpplicable. For purposes of determining whether a particular date is the find incluson
date with respect to such aloss, if the partner is a partner of the partnership on such date, the
partnership is treated as the redeemed shareholder. Otherwise, the former partner istreated asthe

redeemed shareholder and the determination of whether a particular date isthe find incluson date is
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made by comparing such former partner’ s actual and constructive ownership of the redeeming
corporation immediately prior to the redemption to such former partner’s actua and constructive
ownership of the redeeming corporation at the end of such particular date. For purposes of
determining whether a particular date is an accelerated loss incluson date with respect to aloss
atributable to the basis of redeemed stock that is dlocated to a partner from a partnership, the partner
istreated as the redeemed shareholder. Similar rules are proposed to apply where stock is redeemed
from an S corporation.

The proposed regulations provide that where stock is redeemed from a C corporation, and the
C corporation subsequently eectsto be taxed as an S corporation, any loss attributable to the basis of
redeemed stock that has not been taken into account &t the time of the éection is trested asa
carryforward arising in ataxable year for which the corporation was a C corporation. Such lossis
alowed as adeduction againgt net recognized built-in gain under section 1374 in the year of the find
incluson date or an accelerated lossinclusion date.

To the extent that atrust from which stock is redeemed iswhoally or partidly a grantor trugt, the
proposed rules treat the redeemed stock as having been owned directly by the grantor. When stock is
redeemed from an estate or from atrust thet is not awholly grantor trust, and dl or aportion of a
digtribution in redemption of such stock istreated as a dividend, any loss attributable to the basis of
redeemed stock that is not attributable to the basis of redeemed stock treated as owned by the grantor
is not taken into account by such etate or trust until the final incluson date or an acceerated loss
incluson date. In that case, whether aparticular date is the fina incluson date or an accelerated loss

inclusion date is determined by treating such estate or trust, not its beneficiaries, as the redeemed
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shareholder. Inthe event that the trust or estate terminates before it has been permitted to take into
account all of the loss attributable to the basis of redeemed stock, any remaining lossis treated as aloss
under section 172 or section 1212 for purposes of section 642(h) (regarding the availability to
beneficiaries of unused loss carryovers and excess deductions of an estate or trust upon termination).
Each beneficiary’ sinterest in the loss distributed under section 642(h), however, shal be limited to the
proportion of that lossthat is equd to the proportion of the total amount of the distribution treated as a
dividend that is represented by that beneficiary’ s beneficid interest in that dividend. Oncedl or a
portion of such alossis ditributed to a beneficiary, whether a particular date is the find inclusion date
or an accelerated loss inclusion date with respect to such alossis determined by treating such
beneficiary as the redeemed shareholder.

3. Specid rules rdated to apportionment of interest and other expenses

Under section 864(e), taxpayers gpportion interest expense between U.S. and foreign source
income on the basis of the relative values of their U.S. and foreign assets. For this purpose, taxpayers
may choose to vaue their assets using ether fair market vaue or tax book vaue (adjusted basis). If the
taxpayer gpportions interest expense using tax book vaue, the adjusted basis of stock in any
nonaffiliated 10 percent owned corporation (as defined in section 864(e)(4)(B)) is increased by the
amount of earnings and profits (and reduced by any deficitsin earnings and profits) attributable to such
stock that accumulated during the period the taxpayer held such stock. The proposed regulations
provide that for purposes of gpportioning expenses on the basis of the tax book value of assets, the
adjusted basisin any remaining shares of the redeeming corporation that are owned by the redeemed

shareholder or certain affiliated corporations will be increased by the amount of the unutilized basis of
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redeemed stock. This adjustment is intended to provide consstent interest alocation consequencesin
the case of dividends and redemptions treated as dividends by nonaffiliated 10 percent owned
corporations.

B. Revisonsto Regulations Under Section 304

The current regulations under section 304 do not reflect dl of the legidative amendments that
have been made to section 304. This notice of proposed rulemaking proposes certain revisons to the
current regulations under section 304 to incorporate these legidative amendments to the extent that
those legidative amendments are relevant to the issues that are subject to the proposed regulations
under section 302. In particular, these revisions reflect the amendments to section 304 made by section
1013 of the Taxpayer Relief Act of 1997, Public Law 105-34 (111 Stat. 788, 918) (August 5, 1997),
that provide that, to the extent that a stock acquisition to which section 304(a)(1) appliesistreated asa
distribution to which section 301 gpplies, the transferor and the acquiring corporation are treated as if
(2) the transferor transferred the stock of the target corporation to the acquiring corporation in
exchange for stock of the acquiring corporation in a transaction to which section 351(a) applies, and
(2) the acquiring corporation then redeemed the stock it is treated as having issued. The samerules
that govern an actud redemption govern a deemed redemption.

In transactions under section 304 that involve one or more foreign corporations, further
consequences may gpply under the international provisions of the Code. For example, where target
corporation stock is transferred to aforeign corporation in the deemed section 351 transaction, section
367 and the regulations promulgated thereunder apply to the transfer. See Rev. Rul. 91-5 (1991-1

C.B. 114) (holding that section 367 applied to the deemed contribution to capitd of the target
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corporation stock under prior law because section 367(c)(2) resulted in the stock transfer condtituting a
section 351 transaction). The IRS intends to issue guidance on the gpplication of the international
provisions to section 304 transactions and requests comments on such transactions, including what
changes, if any, to existing published guidance may be gppropriate in light of the 1997 amendmentsto
section 304.
Proposed Effective Date

These regulations are proposed to apply to transactions occurring after the date these
regulaions are published asfind regulationsin the Feder al Register.
Special Analyses

It has been determined that this notice of proposed rulemaking is not a significant regulatory
action as defined in Executive Order 12866. 1t is hereby certified that the collection of information in
this Notice of Proposed Rule Making will not have a sgnificant economic impact on a substantial
number of smdl entities. This certification is based upon the fact that the IRS and Treasury estimate
that at most 3,000 taxpayers will be subject to these requirements and most of those taxpayers will be
individuds or large businesses. Therefore, a Regulatory Hexibility Analyss under the Regulatory
Hexibility Act (5 U.S.C. chapter 6) isnot required. Pursuant to section 7805(f), this notice of
proposed rulemaking will be submitted to the Chief Counsd for Advocacy of the Smdl Business
Adminigration for comment on itsimpact on smdl business.
Comments and Public Hearing

Before these proposed regulations are adopted as find regulations, consideration will be given

to any written (asigned origind and eight (8) copies) or eectronic comments that are submitted timely
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tothe IRS. The IRS and Treasury Department request comments on the clarity of the proposed rules
and how they can be made easier to understand. All commentswill be available for public inspection
and copying.

A public hearing has been scheduled for February 20, 2003, beginning a 10 am. in Room
4718 of the Internd Revenue Building, 1111 Constitution Avenue, NW., Washington, DC. Dueto
building security procedures, vistors must enter at the Condtitution Avenue entrance. In addition, dl
vidtors must present photo identification to enter the building. Because of access redtrictions, vistors
will not be admitted beyond the immediate entrance area more than 30 minutes before the hearing
darts. For information about having your name placed on the building access list to atend the hearing,
see the FOR FURTHER INFORMATION CONTACT portion of this preamble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing. Persons who wish to present oral
comments must submit written or € ectronic comments and an outline of the topics to be discussed and
the time to be devoted to each topic (asigned origind and eight (8) copies) by January 30, 2003. A
period of 10 minutes will be dlotted to each person for making comments. An agenda showing the
scheduling of the speakers will be prepared after the deadline for recelving outlines has passed. Copies
of the agenda will be avalable free of charge a the hearing.

Drafting Infor mation

The principa author of these proposed regulationsis LisaK. Leong of the Office of the
Associate Chief Counsd (Corporate), IRS. However, other personnel from the IRS and Treasury
participated in their devel opment.

List of Subjectsin 26 CFR Part 1
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Income taxes, Reporting and recordkeeping requirements.
Proposed Amendmentsto the Regulations
Accordingly, 26 CFR part 1 is proposed to be amended as follows:
PART 1-- INCOME TAXES
Paragraph 1. The authority citation for part 1 continuesto read in part asfollows:
Authority: 26 U.S.C. 7805 * * *
§1.302-2 [Amended]
Par. 2. 1n 81.302-2, paragraph (c) is removed.
Par. 3. Section 1.302-5 is added to read as follows:

81.302-5 Redemptions taxable as dividends.

(8 Ingenerd. In any case in which an amount recaeived in redemption of stock istrested asa
digtribution of a dividend, an amount equd to the basis of the redeemed stock, after adjusting such basis
to reflect the application of section 301(c)(2), 961(b), 1059, 81.1502-32, or any other applicable
provison of the Internal Revenue Code or the regulations thereunder, is treated as aloss recognized on
adisposition of the redeemed stock on the date of the redemption. The redeemed shareholder (as
defined in paragraph (b)(1) of this section) shal be permitted to take such loss into account pursuant to
the provisons of this section. Although such loss may be taken into account on a date later than the
date of the redemption, the attributes (e.g., character and source) of such loss are determined on the
date of the redemption of the stock that gave rise to such loss. See §81.1502-19(b)(5) for rules that
apply where an amount received in redemption of stock istrested as a dividend and such amount either

increases or creates an excess 10ss account in the redeemed stock.
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(b) Definitions--(1) Redeemed shareholder. Except as provided in paragraphs (d)(6), (7), and

(8) of this section, the redeemed shareholder is the person whose stock is redeemed in atransaction in
which aportion or al of the redemption proceeds are treated as adividend. If the assets of the
redeemed shareholder are acquired in atransaction described in section 381(a), the acquiring
corporation (within the meaning of section 381) thereafter is treated as the redeemed shareholder. For
rules concerning the person that is treated as the redeemed shareholder where the redeemed stock is
held by a partnership or an S corporation at the time of the redemption, see paragraphs (d)(6) and (7)
of this section. For rules concerning the person that is trested as the redeemed shareholder where the
redeemed stock is held by an estate or atrust not treated as wholly owned by the grantor or another
person at the time of the redemption and aloss attributable to the basis of such redeemed stock is
distributed to a beneficiary of such estate or trust, see paragraph (d)(8) of this section.

(2) Redeeming corporation. Except as provided in paragraph (d)(5) of this section, the

redeeming corporation is the corporation that issued the stock that is redeemed. For rules concerning
the entity that is treated as the redeeming corporation where the redeeming corporation ceasesto exist
in atransaction described in section 381(a) or where the redeeming corporation distributesto its
shareholders stock of one or more controlled corporationsin a distribution described in section 355(a),
see paragraph (d)(5) of this section.

(3) Eind induson date. Except as otherwise provided in paragraphs (d)(5), (6), (7), and (8) of

this section, the find inclusion date is the first date on which the redeemed shareholder would satisfy the
criteria of section 302(b)(1), (2), or (3) if the facts and circumstances that exist at the end of such day

had exised immediately after the redemption. In addition, adateisthefind incluson deateif thereisno
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later date on which the redeemed shareholder could take the lossinto account. For purposes of the
preceding sentence, the existence or creation of alimitation under section 382 is not treated as
preventing the loss from being taken into account. For example, if the redeemed shareholder isan
individud, the find inclusion date includes the date of deeth of such individud. If the redeemed
shareholder is a corporation, the final inclusion date includes the date such corporation transfersits
assatsin aliquidation described in section 331. If the redeemed shareholder is aforeign corporation,
the fina inclusion date includes the date such corporation transfers its assets to a domestic corporation
in either aliquidation described in section 332 or a reorganization described in section 368(a)(1) to
which section 381 applies. If the redeemed shareholder is aforeign corporation that is not a controlled
foreign corporation, within the meaning of section 957(a), on the date of the redemption, the term fina
incluson date includes the date such corporation transfers its assets to a controlled foreign corporation
inaliquidation described in section 332 or a reorganization described in section 368(a)(1) to which
section 381 gpplies.

(4) Accderaed lossincluson date. An accelerated loss incluson date is a date other than the

find incluson date on which the redeemed shareholder must take into account gain from an actud or
deemed sdle or exchange of stock of the redeeming corporation. For example, the redeemed
shareholder must take into account gain from an actua or deemed sale or exchange of stock of the
redeeming corporation when such shareholder receives a distribution with respect to stock of the
redeeming corporation to which section 301(c)(3) applies, recognizes gain on stock of the redeeming
corporation as aresult of the application of section 475, recognizes gain on asde or exchange of stock

of the redeeming corporation (even if such gain is characterized as a dividend under section 1248),
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recognizes gain in connection with a congtructive sale of stock of the redeeming corporation within the
meaning of section 1259, or is a partner of a partnership or a shareholder of an S corporation thet is
alocated, and must take into account, gain recognized on the partnership’s or S corporation’s sae or
exchange of stock of the redeeming corporation.

(c) Indlusion of loss atributable to basis of redeemed stock--(1) Amount taken into account on

find induson date. On the find inclusion date, the redeemed shareholder is permitted to take into

account the loss attributable to the basis of redeemed stock, reduced by the amount of such loss that
was previoudy taken into account pursuant to paragraph (c)(2) of this section.

(2) Amount taken into account on accelerated loss inclusion date. On an accelerated loss

incluson date, the redeemed shareholder is permitted to take into account the loss attributable to the
basis of redeemed stock in the amount of the lesser of--

() The amount of such loss reduced by the amount of such loss previoudy taken into account
pursuant to this paragraph (¢)(2); and

(if) The amount of gain recognized with respect to stock of the redeeming corporation that must
be taken into account by the redeemed shareholder on such accelerated loss inclusion date.

(d) Specid rules-(1) Treatment of loss attributable to basis of redeemed stock. Except as

otherwise provided in this section, for purposes of gpplying the provisions of the Internd Revenue
Code and the regulations thereunder, any loss attributable to the basis of redeemed stock that has not
been permitted to be taken into account shall be treated as a net operating loss carryforward or a
capital loss carryforward, as gpplicable. For example, for purposes of determining under sections 382

and 383 whether the redeemed shareholder is aloss corporation that has an ownership change and
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whether the loss attributable to the basis of redeemed stock is a pre-change loss, any loss atributable
to the basis of redeemed stock that the redeemed shareholder is not permitted to take into account
before atesting date shal be treated as a net operating loss carryforward or a capita 1oss

carryforward, as applicable, that arose in the taxable year in which the redemption that gave rise to
such loss occurred and that can be carried forward to the taxable year that includes the testing date. If
such lossistreated as a pre-change loss because of an ownership change on the testing date, it is
subject to the section 382 limitation (and the other rules of section 382 or 383) for any post-change
year in which it istaken into account under paragraph (¢) of this section and any other post-change year
to which it is carried pursuant to section 172 or 1212, as applicable, and paragraph (d)(2) of this
section. The order in which the lossis absorbed (and in which it absorbs the section 382 limitation (see
81.383-1(d)(2)), however, is determined in amanner congstent with the principles of section 172 or

1212, as applicable, and paragraph (d)(2) of this section.

(2) Net operating loss deduction and capital |oss carrybacks and carryovers. For purposes of
sections 172 and 1212, any portion of aloss attributable to the basis of redeemed stock shal be
treated as occurring in the taxable year in which the redeemed shareholder is permitted to take such
lossinto account, not the taxable year of the redemption that gave riseto such loss. If an etate or trust
terminates before it is permitted to take into account al of the loss attributable to the basis of redeemed
stock, such loss that it has not been permitted to take into account is treated as aloss under section 172
or 1212 for purposes of section 642(h), provided, however, that the identification of carryover years of
the beneficiaries will be determined in accordance with the preceding sentence. Notwithstanding the

preceding sentence, each beneficiary’ sinterest in the loss distributed under section 642(h) shall be
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limited to the proportion of that lossthat is equal to the proportion of the total amount of the distribution
treated as a dividend that is represented by that beneficiary’ s beneficid interest in that dividend. If a
deduction for any portion of such lossis disdlowed by section 382 or 383 for the taxable year in which
the redeemed shareholder is permitted to take such loss into account, such portion shall be carried
forward to subsequent taxable years under rules Smilar to the rules for the carrying forward of net
operating losses or capita losses, as applicable, but shal be subject to the section 382 limitation (and
the other rules of sections 382 and 383) for any post-change year to which it is carried.

(3) Expenses apportioned on the basis of assets. For specid rulesregarding adjustmentsin the

case of taxpayers apportioning expenses on the basis of the tax book value of assets, see 81.861-
12(c)(2)(vi).

(4) Effect of loss attributable to basis of redeemed stock on earnings and profits. If the

redeemed shareholder is a corporation, any loss attributable to the basis of redeemed stock is not
reflected in such corporation’ s earnings and profits before it is taken into account pursuant to the rules
of paragraph (c) of thissection. See, for example, 881.312-6(a), 1.312-7, and 1.1502-33(c)(2).

(5) Successorsto the redeeming corporationt-(i) Acquistive transactions. If the assets of the

redeeming corporation are acquired by another corporation in atransaction described in section
381(a), the determination of whether a particular date is the find inclusion date or an accelerated loss
incluson date is made by treating the facts and circumstances that exist at the end of such day (including
the acquigition of the assets of the redeeming corporation) as existing immediately after the redemption
and treating the acquiring corporation (within the meaning of section 381) as the redeeming corporation.

(i) Divigve transactions. In generd, if the redeeming corporation distributes to its shareholders
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the stock of one or more controlled corporationsin a distribution to which section 355 (or so much of
section 356 as relates to section 355) applies, the loss attributable to the basis of redeemed stock is
alocated among the stock of the distributing and any controlled corporations that the redeemed
shareholder owns, actudly and congructively pursuant to the rules of section 318, immediately after the
digtribution in proportion to the fair market vaue of the stock of the distributing corporation thet the
redeemed shareholder istreated as so owning and the distributed stock of the controlled corporation
that the redeemed shareholder istreated as so owning. To the extent that such lossis dlocated to the
stock of the distributing corporation, the distributing corporation will be treated as the redeeming
corporation for purposes of determining whether a particular date isthe fina incluson date or an
accelerated loss incluson date with respect to such loss. To the extent that such lossis alocated to the
stock of a controlled corporation, such controlled corporation will be treated as the redeeming
corporation for purposes of determining whether a particular date isthe fina incluson date or an
accelerated loss inclusion date with repect to such loss. Where the controlled corporation was wholly
owned by the distributing corporation and dl of the stock of the controlled corporation was distributed
to the shareholders of the distributing corporation in a distribution to which section 355 (or so much of
section 356 as relates to section 355) gpplies, the determination of whether a particular date isthe find
inclusion date with respect to aloss that is alocated to a controlled corporation is made by treating the
redeemed shareholder as owning a percentage of stock of the controlled corporation immediately prior
to the redemption equd to the percentage of stock of the distributing corporation the redeemed
shareholder actudly and congtructively owned immediately prior to the redemption. In al other cases,

gopropriate caculations shal apply to determine whether a particular date is the fina incluson date.
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(6) Redeemed shareholder is a partnership--(i) Treatment and dlocation of 1oss attributable to

basis of redeemed stock. Where stock is redeemed from a partnership and al or a portion of the

digtribution in redemption of such stock istreated as a dividend, any loss attributable to the basis of
redeemed stock istreated as a current loss to the partnership on the date of the redemption. To the
extent of the lesser of the amount of such distribution thet is trested as a dividend and such lossthét is
not alocated pursuant to section 704(c) and the regulations thereunder, the dividend and the loss must
be alocated in equa amounts. Such amounts must be alocated in accordance with the partners
interests in the partnership. An alocation will be deemed to be in accordance with a partner’ s interest
in the partnership if the allocation isin the same proportion as the alocation of the excess of the
dividend income over the loss atributable to the basis of the redeemed stock, if any, the excess of the
loss attributable to the basis of the redeemed stock over the dividend income, if any, or, if naither, inthe
same proportion as the partnership’ s net taxable income or loss for the year is dlocated. The excess
dividend or loss attributable to the basis of redeemed stock must be alocated to the partnersin a
manner that takes into account the requirements of section 704. The loss attributable to the basis of
redeemed stock dlocated to a partner under the rules of this section is not taken into account until the
find inclusion date or an accelerated loss inclusion date, as provided in this section.

(i1) 1dentification of redeemed shareholder. For purposes of determining whether a particular

date isthe fina incluson date with respect to aloss thet is dlocated to a partner, if the partner isa
partner of the partnership at the end of such day, the partnership is treated as the redeemed
shareholder. If the partner is not a partner of the partnership at the end of such day, the former partner

istreated as the redeemed shareholder and the determination of whether such dateisthefina incluson
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date is made by comparing such former partner’ s actua and constructive ownership of the redeeming
corporation immediately prior to the redemption to such former partner’s actua and constructive
ownership of the redeeming corporation at the end of such particular day. For purposes of determining
whether a particular date is an accelerated |oss inclusion date with respect to aloss attributable to the
basis of redeemed stock that is dlocated to a partner from a partnership, the partner istreated as the
redeemed sharehol der.

(7) Redeemed shareholder is an S corporation--(i) Treatment and alocation of loss atributable

to basis of redeemed stock. Where stock is redeemed from an S corporation and al or a portion of

the digtribution in redemption of such stock is trested as a dividend, any loss attributable to the basis of
redeemed stock istreated as a current loss to the S corporation on the date of the redemption and is
alocated to the S corporation’s shareholders under section 1366(a). The portion of such lossthat is
alocated to an S corporation shareholder from the S corporation is not permitted to be taken into
account by such shareholder until the find inclusion date or an accelerated lossincluson date, as
provided in this section.

(i1) Identification of redeemed shareholder. For purposes of determining whether a particular

date isthe fina inclusion date with respect to aloss atributable to the bass of redeemed stock that is
allocated to a shareholder of an S corporation from an S corporation, if the S corporation shareholder
is ashareholder of the S corporation at the end of such day, the S corporation is treated as the
redeemed shareholder. If the S corporation shareholder is not a shareholder of the S corporation at the
end of such day, the former S corporation shareholder is treated as the redeemed shareholder and the

determination of whether such date isthe find inclusion date is made by comparing such former S
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corporation shareholder’ s actuad and congtructive ownership of the redeeming corporation immediaey
prior to the redemption to such former S corporation shareholder’ s actud and congtructive ownership
of the redeeming corporation at the end of such particular day; provided, however, that for purposes of
computing such former S corporation shareholder’ s ownership of the redeeming corporation
immediately prior to the redemption, section 318(a)(2)(C) shdl be gpplied without regard to the 50
percent limitation contained therein. For purposes of determining whether a particular dateisan
accelerated loss inclusion date with respect to aloss attributable to the basis of redeemed stock that is
alocated to an S corporation shareholder from an S corporation, the S corporation shareholder is
treated as the redeemed shareholder.

(8) Redeamed shareholder is an estate or trust. To the extent that a trust from which stock is
redeemed is treated as owned (in part or in whole) by the grantor or another person under subpart E of
part | of subchapter J of the Internal Revenue Code, the rules of this section are applied as though the
redeemed stock were owned directly by such grantor or other person. Where stock is redeemed from
an edtate or from atrust not treated as wholly owned by the grantor or another person under subpart E
of part | of subchapter J of the Interna Revenue Code, and dl or aportion of the digtribution in
redemption of such stock is treated as adividend, any loss attributable to the basis of redeemed stock,
except any loss attributable to the basis of redeemed stock treated as owned by the grantor or another
person, is not taken into account by such estate or trust until the find incluson date or an accelerated
lossinclusion date, and whether a particular date is the fina inclusion date or an accelerated loss
inclusion date is determined by tresting such estate or trust, not its beneficiaries, as the redeemed

shareholder. However, if dl or aportion of such lossis distributed to a beneficiary of such estate or
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trust pursuant to section 642(h) and paragraph (d)(2) of this section, the determination of whether a
particular date isthe find incluson date or an accelerated inclusion date shall be made by treeting each
such beneficiary as the redeemed shareholder with respect to the loss distributed to such beneficiary.

(9) Redeemed shareholder is a C corporation that convertsto an S corporation. For rules

regarding the trestment of aloss attributable to the basis of redeemed stock when the redeemed
shareholder is a C corporation on the date of the redemption and elects to be taxed as an S corporation
prior to the find incluson date or an accelerated loss inclusion date, see 881.1371-1(a)(1) and
1.1374-5(b)(2).

(e) Statement to be filed with returns. With or as part of the income tax return for the year in

which aredeemed shareholder takes into account any [oss pursuant to this section, the redeemed
shareholder shdl provide a satement entitled “ Claim of Loss Attributable to Basis of Redeemed
Stock.” The statement shdl specify the amount of the loss that is taken into account on such return
pursuant to this section and shdl identify the shares to which such amounts relate.

(f) Examples. For purposes of the examplesin this section, each of corporation X, corporation
Y, corporation Z, corporation D, and corporation C is a domestic corporation that files U.S. tax returns

on acdendar-year bass. The principles of this section are illustrated by the following examples:

Example1. (i) Facts. A and B, husband and wife, each own 100 shares (50 percent) of the
stock of corporation X and hold the corporation X stock as acepita asset. A purchased his
corporation X shares on February 1, Year 1, for $200. On December 31, Year 1, corporation X
redeems al of A’s 100 shares of its stock for $300. At the end of Year 1, corporation X has current
and accumulated earnings and profits of $200. In connection with the redemption transaction, A does
not file an agreement described in section 302(c)(2) waiving the application of the family attribution
rules. The redemption proceeds, therefore, are treated under section 301(c)(1) asadividend to the
extent of corporation X’s earnings and profits of $200, and under section 301(c)(2) as arecovery of
basisin the amount of $100. On July 1, Year 2, B sdIsdl of her shares of corporation X stock to G,
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her mother.

(i) Analyss. Under this section, an amount equa to A’s basisin the corporation X stock
($100 after application of section 301(c)(2)) is treated as aloss recognized on a disposition of the
redeemed stock on December 31, Year 1, the date of the redemption. When B sdlls her sharesto G,
A no longer owns, actudly or congructively, any shares of corporation X stock. Thus, if the facts that
exised a theend of July 1, Year 2, had existed immediately after the redemption, A would have been
treated as having received a distribution in part or full payment in exchange for the redeemed stock
pursuant to section 302(a). Under this section, therefore, July 1, Year 2, isthefind incluson date and,
on that date, A is permitted to take into account the loss of $100 attributable to his basisin the
redeemed stock. Because that lossis treated as having been recognized on a disposition of the
redeemed stock on the date of the redemption, December 31 of Year 1, such lossis treated as a short-
term capital loss.

Example 2. (i) Facts. Thefactsarethe sameasin Example 1, except that, instead of sdlling all
of her 100 shares of corporation X stock to Gon July 1, Year 2, B sdllsonly 75 shares of corporation
X stock to G on that date.

(i) Andyss. Asin Example 1, an amount equa to A’s basisin the redeemed stock ($100 after
gpplication of section 301(c)(2)) istreated as aloss recognized on a disposition of the redeemed stock
on December 31, Year 1, the date of the redemption. Immediately after B's sde of 75 shares of
corporation X stock to G, A congtructively owns 25 percent of the shares of corporation X stock.
Thus, if the facts that existed at the end of July 1, Year 2, had exised immediady after the redemption,
A would have been trested as receiving adigtribution in part or full payment in exchange for the
redeemed stock pursuant to section 302(a). Under this section, therefore, July 1, Year 2, isthe find
inclusion date and, on that date, A is permitted to take into account the loss of $100 attributable to his
basisin the redeemed stock. Because that lossis treated as having been recognized on a disposition of
the redeemed stock on the redemption date, December 31 of Year 1, such lossistreated as a short-
term capital loss.

Example 3. (i) Facts. Corporation Y has 200 shares of common stock outstanding. L, an
individua, owns 150 shares of common stock in corporation Y and has owned these shares for severd
years. Theremaining 50 sharesare owned by K, L’sfather. InYear 1, corporation Y redeems 50
shares of L’s corporation Y stock, which have abasis of $75, for $200. At theend of Year 1,
corporation Y’s current and accumulated earnings and profits exceed $200. Theredemption of L's
stock istreated as a distribution to which section 301 applies. L recognizes dividend incomein the
amount of $200. In Year 4, L sdls 25 of hisremaining shares of corporation Y stock, which have a
basis of $50, to K for $100 and recognizes $50 of long-term capitd gain.

(i) Andlysis. Under this section, an amount equal to L’sbasisin the corporation Y stock thet is
redeemed, $75, istreated as aloss recognized on a disposition of the redeemed stock on the date of
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the redemption. The date on which L sells 25 shares of corporation Y stock to K is not the final
inclusion date under paragraph (b)(3) of this section because L does not satisfy the criteria of section
302(b)(2), (2), or (3) at the end of such day. Under paragraph (b)(4) of this section, however, that
date is an accelerated loss inclusion date because, on that date, L recognizes gain of $50 on a
disposition of stock of corporation Y, the redeeming corporation. Thus, on that date, L is permitted to
take into account $50 of the loss attributable to his basis in the redeemed stock. The remaining $25 of
such lossis taken into account on the earlier of the find inclusion date or the next accelerated loss
inclusion date (to the extent of gain recognized).

Example4. (i) Facts. Thefactsarethe same asin Example 3, except that L does not sdll any
shares of corporation Y toK in Year 4. Ingstead, in Year 4, corporation Y distributes $75 to L with
respect to hisremaining 100 shares of corporation Y stock. L’sbasisin these sharesis only $30, and
at the end of Year 4, corporation Y’s current and accumulated earnings and profits are $20, instead of
$200. Under section 301(c)(1), $20 of the digtribution is treated as a dividend, under section
301(c)(2), $30 of the digtribution is treated as arecovery of basis, and, under section 301(c)(3), $25 of
the digtribution is treated as gain from the sale or exchange of stock.

(i) Andyss. Asin Example 3, an amount equal to L’ sbasisin the corporation Y stock
redeemed in Year 1, $75, istreated as aloss recognized on a disposition of the redeemed stock on the
date of the redemption. Because L recognizes gain under section 301(c)(3) upon the receipt of the
Y ear 4 digtribution, the date of that distribution is an accelerated loss incluson date. Accordingly, on
that date, L is permitted to take into account $25 of the loss attributable to the basis of the redeemed
gock. Theremaining $50 of such lossis taken into account on the earlier of the find inclusion date or
the next accelerated lossinclusion date (to the extent of gain recognized).

Example 5. (i) Facts. Corporation Z has 100 shares of stock outstanding, 50 shares of which
are owned by each of A and hisson, B. A’sbasisin each of his shares of corporation Z stock is $1.
During Year 1, corporation Z redeems from A 25 shares of corporation Z stock for $200. At the end
of Year 1, corporation Z has current and accumulated earnings and profitsin excess of $200. The
redemption is treated as a digtribution to which section 301 gpplies. Accordingly, A recognizes
dividend income of $200. In Year 2, corporation Y acquires dl of corporation Z's assetsin exchange
solely for voting stock in a reorganization described in section 368(a)(1)(C). In the reorganization, A
and B surrender their shares of corporation Z stock. A receives 2,500 shares of common stock of
corporation Y and B receives 5,000 shares of common stock of corporation Y. Immediately after the
reorganization, corporation Y has outstanding one million shares of common stock.

(i) Analyss. Under this section, an amount equa to A’s basisin the redeemed stock after the
Y ear 1 redemption, $25, istreated as aloss recognized on a disposition of the redeemed stock on the
date of the redemption. Under paragraph (d)(5) of this section, for purposes of determining whether a
particular date on or after the date of the reorganization is the find incluson date or an accelerated loss
incluson date, corporation Y, the acquiring corporation, is treated as the redeeming corporation. If the
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facts and circumstances that exist at the end of the day of the reorganization had existed on the date of
the redemption, the redemption would have been trested as a digtribution in part or full payment in
exchange for the redeemed stock pursuant to section 302(a). Therefore, the date of the reorganization
isthefind incluson date and A is permitted to take into account the loss of $25 atributable to his basis
in the redeemed stock.

Example 6. (i) Facts. Corporation D has 300 shares of stock outstanding. Jand her two
daughters, M and N, each own 100 shares of corporation D stock. Jsbasisin her corporation D
sharesis $400. In Year 1, corporation D redeems all of J s sharesfor $1,000. Attheend of Year 1,
corporation D has current earnings and profits exceeding $1,000. The redemption istreated asa
distribution to which section 301 gpplies. Accordingly, J recognizes dividend income in the amount of
$1,000. Subsequently, M and N decide to separate corporation D’s business. Accordingly, they
cause corporation D to contribute one-half of its assets to corporation C, a newly formed corporation,
in exchange for dl of corporation C's stock and to distribute al of the corporation C stock to N in
exchange for dl of her corporation D stock. Immediately after the distribution, the vaue of corporation
D isequal to the value of corporation C. In Year 6, M sdls her sharesin corporation D to an unrelated

person.

(i) Analyss. Under this section, an amount equal to J s basisin the corporation D stock
redeemed, $400, is treated as a loss recognized on a disposition of the redeemed stock on the date of
the redemption. Upon corporation D’ s distribution of the stock of corporation Cin Year 2, Jsloss
attributable to the basis of the redeemed corporation D stock is alocated among the stock of
corporation D and corporation C that Jowns, actudly and congructively, immediatdy after the
digtribution in proportion to the fair market vaue of the stock of each such corporation. Although J
does not actualy own any stock of corporation D or corporation C, because J constructively owns al
of the stock of both corporation D and corporation C and each of the stock of corporation D and the
stock of corporation C have the same vaue immediatdly after the distribution, $200 of thelossis
allocated to each of the stock of corporation D and the stock of corporation C that Jis treated as so
owning. Accordingly, each of corporation D and corporation C istreated as the redeeming
corporation for purposes of determining whether a particular date after the date of the distributionis an
acceerated lossinclusion date or the final inclusion date with respect to $200 of theloss. In this case,
the datein Year 6 on which M sdlls her corporation D stock to an unrelated person isthe find incluson
date with respect to J sloss dlocated to J s constructively owned corporation D stock, because had
corporation D’ s distribution of corporation C stock occurred immediately after the redemption of Js
stock and M’s Year 6 sdle of corporation D stock occurred immediately theresfter in Year 1, the
redemption of J s corporation D stock would have been treeted as a distribution in part or full payment
in exchange for the redeemed stock pursuant to section 302(a). Accordingly, on that datein Year 6, J
is permitted to take into account the $200 loss dlocated to the corporation D stock. The $200 loss
alocated to the corporation C stock is taken into account on the earlier of the find incluson date or the
next accelerated loss inclusion date (to the extent of gain recognized) with respect to the corporation C
stock.
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Example 7. (i) Facts. InYear 1, A and B, two unrelated individuas, each contribute $100 to
form a50-50 genera partnership, PS. A and B share in the income of PS equaly. PS buys 100
shares of corporation Z stock for $200. A owns the remaining 400 outstanding shares of corporation Z
stock directly. InYear 2, corporation Z redeems al of PS s sharesfor $300. At that time, the basis of
A’sinterest in PSis $100 and the basis of B’sinterest in PSis $100. At theend of Year 2,
corporation Z has current and accumulated earnings and profits of $150. Because A’s ownership of
the Z stock is attributed to PS under section 318(a)(3)(A), the redemption is treated as a distribution to
which section 301 applies. The redemption proceeds, therefore, are treated as a dividend to the extent
of corporation Z's earnings and profits, $150, and as arecovery of basisin the amount of $150.
Assume that PS's only items of income, gain, loss, deduction, and credit for Year 2 arise from the
redemption of the corporation Z stock. On January 1 of Year 4, A sdllshisentire interest in PSto C,
an unrelated individud.

(i) Andlysis. Under this section, an amount equa to PS s basisin the corporation Z stock,
(950 after application of section 301(c)(2)), is treated as a current loss recognized by the partnership
on adisposition of the redeemed stock on the date of the redemption. Under this section, $50 of the
dividend and $50 of the loss must be alocated in equa amountsin accordance with A’sand B's
interestsin PS. Accordingly, if the remaining $100 of the dividend is alocated $50 to A and $50 to B
under section 704 and the regulations thereunder, $25 of each of the dividend and the lossis dlocated
toeach of A and B. A’sand B’sbassin their PSinterests are increased by their shares of the dividend
and decreased by their shares of the |oss attributable to the basis of the redeemed stock. A and B will
not be able to take that loss into account until the final inclusion date or an acceerated loss inclusion
date. When A sdIshisPSinterest to C, an unrdated individual, PS and A are no longer related.
Therefore, PS no longer owns, actudly or congtructively, any shares of corporation Z stock. Because
B remains apartner in PS after January 1, Year 4, PSistreated as the redeemed shareholder for
purposes of determining if January 1, Year 4, isthefind incluson date for B. If the factsthat exit at
the end of the day of A’ssde of hisPSinterest to C had existed immediately after the redemption, PS
would have been treated as receiving a digtribution in part or full payment in exchange for the redeemed
stock pursuant to section 302(a). Therefore, B is permitted to take into account the $25 loss
attributable to the basis of the redeemed stock that was dlocated to him. Because A isno longer a
partner in PS after January 1, Year 4, A istreated as the redeemed shareholder for purposes of
determining if January 1, Year 4, isthe find incluson date for A. Immediately prior to the redemption,
A actudly and congtructively owns 90 percent of the corporation Z stock. After the sde of the PS
interest, A actualy owns 100 percent of the corporation Z stock. If these facts had existed immediately
after the redemption, A would not have been treated as recalving a distribution in part or full payment in
exchange for the redeemed stock pursuant to section 302(a). Therefore, January 1, Year 4, isnot the
find induson datefor A.

Example 8. (i) Facts. H, |, and J are shareholdersin corporation S, a corporation that has
made avalid eection to be taxed asan S corporation. H, I, and J respectively hold 60 percent, 20
percent, and 20 percent of the stock in corporation S. H, I, and J have no relation to each other apart
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from their ownership interestsin corporation S. Corporation S owns 20 percent of the outstanding
shares of corporation X with a$100 adjusted basis. H owns the remaining outstanding shares of
corporation X. InYear 1, dl of corporation Ss shares of corporation X stock are redeemed for their
fair market value, $200. Corporation X has current and accumulated earnings and profits of $300 at
theend of Year 1. Because H's ownership of X stock is attributed to corporation S under section
318(a)(2)(C), the redemption is treated as a distribution to which section 301 applies and is treated as
adividend. H, I, and Jwill be dlocated $120, $40, and $40 of dividend income, respectively. InYear
2, J=Ishis stock of corporation Sto K, an unrelated person. In Year 3, H sdlls his stock of
corporation X to L, an unrelated person.

(i) Andlyss. Under this section, an amount equal to corporation S' s basis in the redeemed
stock ($100) istreated as aloss recognized on a disposition of the redeemed stock on the date of the
disposition. H, I, and Jwill be dlocated $60, $20, and $20 of the loss, respectively, in the year of the
redemption. Both the adlocation of dividend income and the alocation of the loss giveriseto
adjustments to each shareholder's basisin corporation S. H, I, and J, however, will not be able to take
into account this loss until the final inclusion date or an accelerated lossinclusion date. In Year 2, when
Jsdlshisstock of corporation Sto K, Jisno longer a shareholder in corporation S and will be treated
as the redeemed shareholder for purposes of determining whether a particular date is the final inclusion
date or an accelerated lossincluson date. In addition, the determination of whether the date of the
Year 2 sdeisthefind incluson date for Jis made by comparing J s actua and congructive ownership
of corporation S sock immediately prior to the redemption to J s actuad and congtructive ownership of
corporation S stock at the end of the date of the Year 2 sde. However, for purposes of computing J s
ownership of the redeeming corporation immediately prior to the redemption, section 318(a)(2)(C) is
applied without regard to the 50 percent limitation contained therein. Immediately prior to the
redemption, therefore, Jis treated as owning actualy and constructively 4 percent of the stock of
corporation X and, at the end of the day of Jssde of corporation S stock, J owns, actudly and
congtructively, no corporation X stock. Therefore, if the facts that existed on the date of the Year 2
sde had existed immediately after the redemption, Jwould have been treated as having received a
digtribution in part or full payment in exchange for the redeemed stock pursuant to section 302(a).
Therefore, the date of J s sde of corporation S stock to K isthe fina inclusion date. Jis permitted to
take into account J s share of the |oss attributable to the basis of the redeemed stock as of that date.
While H and | remain shareholders of corporation S, whether a particular dete isthe fina inclusion date
will be determined by treeting corporation S as the redeemed shareholder. Thus, in Year 3 when H
disposes of his shares of corporation X, corporation S actualy and congtructively owns no stock of
corporation X. Asof that date, therefore, H and | will be permitted to take into account their
respective shares of the loss attributable to the basis of the redeemed stock.

(g) Effective date. This section applies to transactions occurring after the date these regulations

are published as find regulatiionsin the Feder al Register.
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Par. 4. Section 1.304-1 isrevised to read as follows;

81.304-1 In generdl.

(@) Ingenerd. Section 304 is gpplicable where a shareholder sells stock of one corporation to
arelated corporation as defined in section 304. Sales to which section 304 is applicable shdl be
treated as redemptions subject to sections 302 and 303.

(b) Effective date. This section gppliesto transactions occurring after the date these regulations
are published asfind regulationsin the Feder al Register.

Par. 5. Section 1.304-2 is amended as follows:

1. Paragraphs (a) and (c) are revised.

2. Paragraph (d) is added.

Therevisons and addition read as follows:

81.304-2 Acquisition by related corporation (other than subsidiary).

(@ Ingenerd. (1) If a corporation (the acquiring corporation), in return for property, acquires
stock of another corporation (the issuing corporation) from one or more persons, and the person or
persons from whom the stock was acquired were in control of both such corporations, then such
property shdl be trested as received in redemption of stock of the acquiring corporation. Asto each
person transferring stock, the amount received shdl be treated as a distribution to which section 301
appliesif section 302(a) or 303 does not apply. For rules regarding the amount congtituting a dividend
in such cases, see §1.304-6.

(2) In applying section 302(b), reference shal be had to the shareholder’ s ownership of stock

in the issuing corporation and not to its ownership of stock in the acquiring corporation (except for
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purposes of gpplying section 318(a)), section 318(a) (relating to the congtructive ownership of stock)
shdl be applied without regard to the 50 percent limitation contained in section 318(a)(2)(C) and
(3)(C), and a series of redemptions referred to in section 302(b)(2)(D) shdl include acquisitions by
either of the corporations of stock of the other and stock redemptions by both corporations.

(3) If, pursuant to section 302(d), section 301 gpplies to the property treated as received in
redemption of stock of the acquiring corporation pursuant to paragraph (8)(1) of this section, the
transferor and the acquiring corporation shdl be treated, for dl Federal income tax purposes, in the
same manner asif the tranferor had transferred the stock of the issuing corporation to the acquiring
corporation in exchange for stock of the acquiring corporation in a transaction to which section 351(a)
goplies, and then the acquiring corporation had redeemed the stock it was treated asissuing in the
transaction in exchange for the property. Accordingly, under section 362, the acquiring corporation’s
basisin the stock of the issuing corporation is equd to the bass the transferor had in that stock and,
under section 358, the transferor’ s basisin the stock of the acquiring corporation deemed issued to the
transferor in the deemed transaction to which section 351(a) gppliesis equa to the transferor' sbasisin
the stock of the issuing corporation it surrendered. Section 1.302-5 gppliesto the transferor’s
unutilized bagis, if any, in the stock of the acquiring corporation treated as redeemed in connection with
an acquisition described in paragraph (a)(1) of this section by treating the acquiring corporation as the
redeeming corporation and the transferor as the redeemed shareholder.

(4) If section 301 does not apply to the property treated as received in redemption of stock of
the acquiring corporation pursuant to paragraph (a)(1) of this section, the property received by the
transferor shdl be treated as received in adigribution in full payment in exchange for sock of the
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acquiring corporation under section 302(a). The basis and holding period of the stock of the acquiring
corporation that is trested as having been redeemed shdl be the same as the basis and holding period
of the stock of the issuing corporation actudly surrendered. The acquiring corporation shal take a cost
bass in the stock of the issuing corporation that it acquires. See section 1012.

(c) Examples. For purposes of the examplesin this section, each of corporation X and
corporation Y isadomestic corporation that files U.S. tax returns on acdendar-year basis. The
principles of this section areillugtrated by the following examples:

Example 1. (i) Facts. Corporation X and corporation Y each have outstanding 100 shares of
common stock. A, an individual, owns one-hdf of the stock of each corporation, B owns one-half of
the stock of corporation X, and C owns one-haf of the stock of corporationY. A, B, and C are

unrelated. A sdlls 30 shares of the stock of corporation X, which have an adjusted basis of $10,000,
to corporation Y for $50,000.

(i) Analyss. Because before the sale A owns 50 percent of the stock of corporation X and
after the sdle A owns only 35 percent of such stock (20 shares directly and 15 congtructively because
one-hdf of the 30 shares owned by corporation Y are attributed to A), the redemption is substantialy
disproportionate asto A pursuant to the provisions of section 302(b)(2). A, therefore, realizesagan
of $40,000 ($50,000 minus $10,000). If the stock surrendered is a capital asset, such gainis
long-term or short-term capital gain depending on the period of time that such stock was held. The
basisto A for the stock of corporation Y is not changed as aresult of the sdle. Under section 1012,
the basis that corporation Y takes in the acquired stock of corporation X isits cost of $50,000.

Example 2. (i) Facts. Corporation X and corporation Y each have outstanding 200 shares of
common stock, al of which are owned by H, anindividual. H hasabasisin his corporation X stock of
$60 and in his corporation Y stock of $30. Corporation X has $80 of current and accumulated
earnings and profits and corporation Y has $80 of current and accumulated earnings and profits. H
sells his 200 shares of corporation X stock to corporation Y for $150.

(i) Analysis. Because H isin control of both corporation X and corporation Y and receives
property from corporation Y in exchange for the corporation X stock, H's sale of 200 shares of
corporation X stock to corporation Y is subject to section 304(a)(1). Accordingly, H istreated as
receiving $150 as a distribution in redemption of corporation Y stock. Because H actualy owns 100
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percent of corporation X before the sdle and is treated as owning 100 percent of corporation X after
the sale, pursuant to section 302(d), section 302(a) does not apply to the deemed redemption
distribution and the proceeds of the deemed redemption are treated as a distribution to which section
301 applies. Therefore, H istreated as transferring the corporation X stock to corporation Y in
exchange for corporation Y stock in atransaction to which section 351(a) applies. Corporation Y’'s
basisin the corporation X stock acquired is $60, the same basis that H had in the corporation X stock
surrendered. H takes abasis of $60 in the corporation Y stock he istreated as receiving in the deemed
section 351 exchange. That corporation Y stock is then treated as redeemed by corporation Y for
$150. Under section 302, that redemption is treated as a distribution to which section 301 applies
because H owns directly 100 percent of corporation Y both before and after the redemption of the
corporation' Y stock that was deemed issued. Thus, the deemed redemption proceeds are treated asa
distribution to which section 301 applies. Pursuant to 81.304-6(a), H is treated as receiving a dividend
of $150 ($80 from the current and accumulated earnings and profits of corporation Y and then $70
from the current and accumulated earnings and profits of corporation X). An amount equd to the basis
in the corporation Y stock that H is deemed to receive and that is deemed redeemed, $60 is treated as
aloss recognized on a dispostion of the stock deemed redeemed on the date of the deemed
redemption and is taken into account under rules set forth in 81.302-5. H’'sbasisin the 200 shares of
corporation Y stock that H owned before the sdle and continues to own immediately after the sde
remains $30.

Example 3. (i) Facts. Thefactsare the same asin Example 2, except that corporation X has
$5 of current and accumulated earnings and profits and corporation Y has $25 of current and
accumulated earnings and profits.

(i) Andyss. Asin Example 2, H takes abasis of $60 in the corporation Y stock he is treated
as receiving and $150 is treated as a distribution to which section 301 gpplies. Pursuant to §1.304-
6(a), H istreated as receiving a dividend of $30 ($25 from the current and accumulated earnings and
profits of corporation Y and $5 from the current and accumulated earnings and profits of corporation
X). Inaddition, $60 of the digtribution is tregted as a return of basis and $60 of the digtribution is
treated as gain from the sale or exchange of corporation Y stock. H’'s basisin the 200 shares of
corporation Y stock that he owned before and continues to own immediatdly after the sde remains
$30. Corporation Y's basisin the corporation X stock acquired is $60, the same basisthat H had in
the corporation X stock surrendered.

Example4. (i) Facts. A, anindividual, owns 100 shares of corporation X stock, which isdl of
the outstanding stock of corporation X. A has abasis of $1 in each share of his corporation X stock.
B, the son of A, owns dll the outstanding stock of corporation Y. A sdls 25 shares of the stock of
corporation X to corporation Y for $50. For that year, the current and accumulated earnings and
profits of corporation Y exceed $50.

(i) Analyss. Because A isin control of both corporation X and corporation Y (corporation X
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directly and corporation Y through attribution from B) and receives property in exchange for the
corporation X stock, A’s sale of corporation X stock to corporation Y is subject to section 304(a)(1).
Consequently, A istreated as transferring the corporation X stock to corporation Y in exchange for
corporation Y stock in atransaction to which section 351(a) applies. That corporation Y stock isthen
treated as redeemed by corporation Y for $50. Before the deemed redemption of the corporation Y
stock, A owned 100 percent of corporation Y directly and congtructively. After the deemed
redemption, A owns 100 percent of corporation Y congtructively by attribution from B. Accordingly,
the redemption distribution is treated as a distribution to which section 301 applies. Becausethe
earnings and profits of corporation Y exceed the amount of cash paid by corporation Y to A for the
corporation X stock, pursuant to 81.304-6(a), the entire amount isadividend. An amount equal to the
basisin the corporation Y stock that A was deemed to receive and that was then deemed redeemed,
$25, istreated as aloss recognized on a disposition of the stock deemed redeemed on the date of the
deemed redemption and is taken into account under rules set forth in 81.302-5. A’sbadsinthe 75
shares that he continues to hold remains $1 per share for an aggregete basis of $75.

(d) Effective date. This section, except for paragraph (b) of this section, appliesto transactions
occurring after the date these regulations are published asfind regulationsin the Feder al Register.
Paragraph (b) of this section applies on and after December 2, 1955.

Par. 6. Section 1.304-3 is amended as follows:

1. Paragraph (a) isrevised.

2. Paragraph (c) is added.

The revision and addition read as follows:

§1.304-3 Acquisition by asubsdiary.

(@ Ingenerd. If asubgidiary, in return for property, acquires stock of its parent corporation
from a shareholder of the parent corporation, the acquisition of such stock shal be trested as if the
parent corporation had redeemed its own stock in exchange for the property. For purposes of this
section, a corporation is a parent corporation if it meets the 50 percent ownership requirements of

section 304(c). The determination of whether the amount received shdl be treated as an amount
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received in payment in exchange for the stock shal be made by gpplying section 303, or by applying
section 302(b) with reference to the stock of the issuing parent corporation. For rules regarding the
amount that congtitutes a dividend in aredemption treated as a distribution subject to section 301, see
§1.304-6. For the trestment of the redeemed shareholder’ s basis in the redeemed stock in such cases,
see 81.302-5. Section 1.302-5 gppliesto the shareholder’ s unutilized bagis, if any, in the stock of the
parent corporation trested as redeemed in connection with an acquisition described in this paragraph
(a) by treating the parent corporation as the redeeming corporation and the shareholder asthe
redeemed sharehol der.

(c) Effective date. This section gpplies on and after December 2, 1955, except for paragraph
(a) of this section, which gpplies to transactions occurring after the date these regulations are published
asfind regulationsin the Feder al Register.

Par. 7. Section 1.304-5 is amended as follows:

1. Paragraph (@) is amended by adding a sentence at the end of the paragraph.

2. Paragraph (C) isrevised.

Therevison and addition read as follows:

81.304-5 Control.

(@ * * * Specificdly, section 318(a) shdl be gpplied by using the language “5 percent” instead
of “50 percent” in section 318(a)(2)(C) and by using the language “5 percent” instead of *50 percent”
in section 318(a)(3)(C), except that if section 318(a)(3)(C) would not have gpplied but for this

subgtitution, by consdering a corporation as owning the stock (other than stock in such corporation)
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owned by or for any shareholder of such corporation in that proportion which the value of the stock
which such shareholder owned in such corporation bears to the vaue of dl stock in such corporation.
(c) Effective date. This section gpplies on and after January 20, 1994, except the last sentence
of paragraph (a) of this section gppliesto transactions occurring after the date these regulations are
published asfind regulationsin the Feder al Register.
Par. 8. Section 1.304-6 is added to read as follows:

81.304-6 Amount condtituting a dividend.

(8 Ingenerd. The determination of the amount of the property that isadividend is made asiif
the property were distributed by the acquiring corporation to the extent of its earnings and profits and
then by the issuing corporation to the extent of its earnings and profits. Where, however, the acquiring
corporation is aforeign corporation, for purposes of the preceding sentence, the earnings and profits of
the acquiring corporation are taken into account only to the extent that they--

(1) Are dtributable to stock of the acquiring corporation owned (within the meaning of section
958(a)) by a corporation or individua that is-

(i) A United States shareholder (within the meaning of section 951(b)) of the acquiring
corporation; and

(ii) The transferor or a person who bears a relationship to the transferor described in section
267(b) or 707(b); and

(2) Were accumulated during the period or periods such stock was owned by such person

while the acquiring corporation was a controlled foreign corporation.
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(b) Effective date. This section gppliesto transactions occurring after the date these regulations
are published asfind regulationsin the Feder al Register.
Par. 9. Section 1.704-1 is amended by adding paragraph (b)(4)(viii) to read asfollows:

81.704-1 Partner’ s distributive share.

(b) * * *

(4) * * *

(wiii) Loss attributable to basis of redeemed stock under 81.302-5. For rules regarding
alocations on aredemption of stock al or aportion of which istreated as a dividend, see 81.302-
S(A)(6)(0).

Par. 10. Section 1.861-12 is added to read as follows:

81.861-12 Characterization rules and adjusments for certain assets.

(8 through (c)(2)(v) [Reserved]. For further guidance, see §81.861-12T(a) through (c)(2)(v).

(©9(2)(vi) Adjustments in respect of redeemed stock for taxpayers using the tax book vaue

method. Soldy for purposes of gpportioning expenses on the basis of the tax book vaue of assets, the
adjusted basis of any stock in a 10 percent owned corporation owned directly by ataxpayer that isa
redeemed shareholder (as defined in 81.302-5(b)(1)) with respect to such corporation shdl be
increased by the amount of any loss that has not been taken into account under 81.302-5(c) as of the
close of the redeemed shareholder’ s taxable year (unrecovered loss). I the redeemed shareholder

does not own directly any shares in the 10 percent owned corporation as of the end of the taxable year,
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but istreated for purposes of section 302(b) as owning shares actualy owned by another member of
the redeemed shareholder’ s effiliated group, as defined in section 1504(a), or by a corporation thet is
either an affiliate described in 81.904(i)-1(b)(1) or an affiliated corporation described in 81.861-
11T(d)(6) with respect to the redeemed shareholder, then the adjusted basis of the sharesin the 10
percent owned corporation, if any, that are owned by such other corporation or corporations shall be
increased by the amount of the redeemed shareholder’ s unrecovered loss (and alocated among such
corporations, if gpplicable, in proportion to their relative adjusted bases (as adjusted pursuant to this
paragraph and 81.861-12T(c)(2)) in the stock of the redeeming corporation). These adjustments are
to be made annudly and are noncumulative.

(vii) Examples. [Reserved]. Certain of the rules of this paragraph (¢)(2) may beillustrated by
the following examples:

Examples 1 and 2. [Reserved]. For further guidance, see 81.861-12T(c)(2)(vii), Examples 1
and 2.

Example 3. Thefacts are the same asin 81.861-12T(c)(2)(vii) Example 2, except that the
taxable year is 2003, and during the taxable year Y redeems some of the shares of its stock held by X
for $100,000. X’'sadjusted basisin the redeemed sharesis $50,000. Because X till owns all of the
outstanding stock of Y, the redemption is treated as a distribution with respect to the stock of Y under
section 301. Under 81.302-5, X’ s $50,000 adjusted basis in the redeemed shares is treated as aloss
recognized on the date of the redemption, none of which is taken into account in 2003. X invessthe
$100,000 of redemption proceeds in assats that generate foreign source genera limitation income.
Under paragraph (c)(2)(vi) of this section, X’ s adjusted basisin itsremaining Y stock is consdered to
be $2,000,000 ($1,950,000 adjusted basisin the Y stock plus $50,000 unrecovered lossin the
redeemed shares). X's adjusted basis of assets that generate foreign source generd limitation income is
considered to be $2,500,000 ($2,000,000 adjusted basisin the Y stock plus $500,000 other assets),
and the resulting apportionment of interest expenseis the same asin 81.861-12T(c)(2)(vii) Example 2.

(9)(3) through (j) [Reserved]. For further guidance, see §1.861-12T(c)(3) through (j).



Par. 11. Section 1.861-12T isamended as follows:

1. Paragraph (c)(2)(vi) is redesignated as paragraph (¢)(2)(vii).
2. New paragraph (c)(2)(vi) is added.

The addition reads as follows:

81.861-12T Characterization rules and adjusments for certain assets (temporary regulations.)

* % * % %

(C * % %

(2) * % %

(vi) [Reserved]. For further guidance, see 81.861-12(c)(2)(vi).
Par. 12. Section 1.1371-1 is added to read as follows:

81.1371-1 Coordination with subchapter C.

(a) No carryover between C and S years-(1) Loss attributable to basis of redeemed stock. A

loss described in 81.302-5(a) is treated as a carryforward arising in ataxable year for which a
corporation isaC corporation. Therefore, it may not be carried to ataxable year for which such
corporation isan S corporation.

(2) [Reserved].

(b) Effective date. This section gppliesto transactions occurring after the date these regulations
are published asfind regulationsin the Feder al Register.

Par. 13. In 81.1374-5, paragraph (a) is amended by adding a sentence at the end of the
paragraph.
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81.1374-5 Loss carryforwards.

(@ Ingenerd. * * * However, for redemptions of stock occurring after the date these
regulations are published as find regulationsin the Feder al Register, aloss attributable to the basis of
redeemed stock that is taken into account pursuant to the rules of 81.302-5 is dlowed for purposes of
section 1374(b)(2) as a deduction against net recognized built-in gain of the S corporation for the
taxable year, provided that the loss arose in ayear in which the corporation was a C corporation.

Par. 14. In 81.1374-10, paragraph (a) is revised to read as follows:

81.1374-10 Effective date and additiond rules.

(& Ingenerd. Except as provided in §1.1374-5(a), §81.1374-1 through 1.1374-9 apply for
taxable years ending on or after December 27, 1994, but only in cases where the S corporation’s
return for the taxable year isfiled pursuant to an S eection or a section 1374(d)(8) transaction
occurring on or after December 27, 1994.

Par. 15. In 81.1502-13, paragraph (f)(7) Example 3(b) isrevised to read as follows:

§1.1502-13 Intercompany transactions.

(f)***
(7)***

Example3. * * *

(b) Treatment as a section 301 digtribution. The merger of Sinto B isatransaction to which
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paragraph (f)(3) of this section gpplies. P istreated asreceiving additiona B stock with afair market
value of $500 and, under section 358, abasis of $250. Immediately after the merger, $150 of the
stock received is treated as redeemed, and the redemption is treated under section 302(d) asa
digtribution to which section 301 applies. Because the $150 distribution is treated as not received as
part of the merger, section 356 does not gpply and no basis adjustments are required under section
358(a)(1)(A) and (B). Because B istreated under section 381(c)(2) asreceiving Ss earnings and
profits and the redemption is trested as occurring after the merger, $100 of the distribution is treeted as
adividend under section 301 and Ps basisin the B stock is reduced correspondingly under
§1.1502-32. Under paragraph (f)(2)(ii) of this section, Ps$100 of dividend incomeis not included in
grossincome. Accordingly, P has a $75 excess loss account in the redeemed stock. That excessloss
account is treated as income recognized on a disposition of the redeemed stock on the date of the
redemption and is taken into account under the rules of §1.1502-19(b)(5).

Par. 16. Section 1.1502-19 is amended as follows:

1. Paragraph (b)(2)(i) is amended by adding a sentence at the end of the paragraph.

2. Paragraph (b)(5) is added.

3. Paragraph (g) Example 7 is added.

4. The heading for paragraph (h) isrevised.

5. Thefirst sentence of paragraph (h)(1) isremoved and two new sentences are added in its
place.

The revisons and additions read as follows:

81.1502-19 Excess|oss accounts.

* % * % %

(b) * x %
2 *** (i) * * * Asanother example, if Sredeems (or istreated asredeeming) P's S stock

and, as aresult, an excess loss account is either increased or created in such redeemed stock, P takes
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into account such excess loss account under the rules of paragraph (b)(5) of this section.

* % * % %

(5) Redemptions of member stock; trestment of excess loss account in redeemed stock--(i) In

generd. Inany case in which an amount received in redemption of S stock istreated as adistribution
to P to which section 301 applies and such amount either increases or creates an excess loss account in
the redeemed S stock, after adjusting such basis or excess |oss account to reflect the application of
section 301(c)(2), section 1059, §1.1502-32, or any other applicable provison of the Interna Revenue
Code or the regulations thereunder, such excess loss account is treated as income (ordinary income or
gan) recognized on a disposition of the redeemed stock on the date of the redemption. Such income
shdl be taken into account by P under the provisons of this paragraph (b)(5).

(i) Inclusion of gain attributable to excess |0ss account in redeemed stock--(A) Amount taken

into account on find incluson date. On the find incluson date (as defined in 81.302-5(b)(3)), P must

include in income as ordinary income or gain the excess loss account in the redeemed stock, reduced
by any amounts of such excess loss account that are taken into account pursuant to the provisions of
paragraph (b)(5)(ii)(B) of this section.

(B) Amount taken into account on accelerated income incluson date. (1) On an accelerated

income incluson date (as defined in paragraph (b)(5)(ii)(B)(2) of this section), P must include in income

as ordinary income or gain the excess loss account of the redeemed stock to the extent of the lesser of-

(i) The amount of such excess loss account reduced by the amount of such excess |oss account
previoudy taken into account pursuant to this paragraph (b)(5)(ii); and
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(i) The amount of loss recognized on the disposition of stock of Sthat the group of which Pisa
member is permitted to take into account on such accelerated income inclusion date without regard to
the application of §1.337(d)-2T.

(2) An accderated income inclusion date is a date on which P is permitted to take into account
aloss recognized on adispostion of S stock without regard to the application of 81.337(d)-2T.

(i) Application of other rules. In addition to the rules set forth in this paragraph (b)(5), the

rules of 81.302-5(d) apply for purposes of determining the appropriate time to take into account any
portion of an excess loss account in redeemed stock by treating P as the redeemed shareholder and S
as the redeeming corporation. However, the rules of §1.302-5(d) shall be applied by using the
language “ accelerated income inclusion date” instead of “accelerated lossinclusion date” each time that
term appears.

(iv) Statement to be filed with returns. With or as part of theincome tax return for the year in

which P takes into account any income attributable to an excess loss account in redeemed stock, P
shdl provide a statement entitled “Inclusion of Income Attributable to Excess Loss Account in
Redeemed Stock.” The statement shall specify the amount of the income that is taken into account on

such return pursuant to this paragraph (b)(5) and shdl identify the shares to which such amounts relate.

* % * % %

(g)***

Example 7. Redemption of member stock. (@) Facts. P directly ownsal of the outstanding
stock of S1 and S2. S1 and S2 each own 50 shares of S3's outstanding 100 shares of stock. Pisthe
common parent of the consolidated group. Sl1's adjusted basisin the S3 stock is$50. In Year 1, S3
redeems dl of its stock from S1 for $100. In Year 2, P sdlsdl of its shares of S1 stock to an
unrelated party.
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(b) Andlyss. InYear 1, because S1 actualy and congtructively owns 100 percent of stock of
S3 immediately before and immediately after the redemption, the redemption istreated as adistribution
to which section 301 gpplies. S3'sdigtribution is an intercompany distribution under 81.1502-
13(f)(2)(ii) and excluded from S1's grossincome. Under 81.1502-32, S1'sbasisin S3'sstock is
reduced by the amount of the distribution, creating an excess loss account of $50. Pursuant to
paragraph (b)(5)(i) of this section, that excess loss account is treated as income recognized on a
disposition of the redeemed stock on the date of the redemption. That income, however, is not taken
into account on such date. Ingtead, it is taken into account on the date on which S1 departs from the
consolidated group as that date is the fina incluson date becausg, if the facts that exist at the end of that
day had existed immediately after the redemption, the redemption would have been treated as a
digtribution in part or full payment in exchange for the redeemed stock pursuant to section 302(b)(3).
Accordingly, S1 must include in itsincome as gain an amount equa to the excess loss account in the
redeemed S3 stock.

(h) Effective dates--(1) Application This section, except for the last sentence of paragraph

(b)(2)(i), and paragraphs (b)(5) and (g) Example 7 of this section, applies with respect to
determinations of the basis of (including an excess loss account in) the stock of amember in
consolidated return years beginning on or after January 1, 1995. The last sentence of paragraph

(b)(2)(i), and paragraphs (b)(5) and (g) Example 7 of this section apply to transactions occurring
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after the date these regulations are published asfind regulationsin the Federal Register. * * *

* % * % %

Acting Deputy Commissioner of Internal Revenue.



