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SUMMARY: This document contains

I bproposed regulations providing that the

apbontinuity of shareholder interest re-

| aguirement for corporate reorganizations
is satisfied if the acquiring corporation



furnishes consideration which representBackground guidance to clarify existing law and
a proprietary interest in the affairs of the reduce uncertainty in applying COSI
acquiring corporation and such consider-CTge Interr_lgl Revenuel Code of 1_?_8 rinciples in the context of
ation represents a substantial part of th&e%tr?m)erllatr(f)(\)/; ri%rggzszr:tiorr]gnéegz%rga:ﬁ ostreorganization sales. See New York
value of the stock or properties trans ived i tg 368 of t'?] C dyState Bar Association Tax Section,
ferred. Dispositions of stock of the ac- escribed In Section op6 of the LOUCpqstreorganization Continuity of Inter-
: Literal compliance with the statutory ggt reprinted in 73 Tax Notes 481
requirements is not sufficient for non-(lg’%). Committee on Taxation of Cor-

Pecognition. For example, to qualify as ; it
; . ; ' ' orations of the Association of the Bar
account in determining whether Com'”u'reorganization the COSI requirementy the City of New York, Postreorgan-

fty of shareholder interest has beefinyst also be satisfied. ization Transactions and Continuity of
satisfied. This document also provides the early statutory definitions of reor- Shareholder Interest, reprinted in 72 Tax
notice of a public hearing on theseyanizations did not specify the type ofNotes 1401 (1996).

proposed regulations. consideration required for a transaction

. li reorganization. A i i
DATES: Comments must be recelvedé qualify as a reorganizatio s aExplanation of Proposed Regulations

by March 24, 1997. Requests to speal,q Jiteral definition of a reorganization The proposed regulations provide that
and outlines of topics to be discussed a{yen if the transaction resembled a saldh® COSI requirement is satisfied if the
the public hearing scheduled forrg prevent such transactions from quali@cquiring corporation furnishes consider-
Wednesday, May 7, 1997 must be refying as reorganizations, the COSI redtion in the reorganization that repre-

ceived by Wednesday, April 16, 1997.quirement was established by the courtSENtS @ proprietary interest in the affairs

to ensure that the consideration fur®f the acquiring corporation and such

ADDRESSES: Send submissions to;,; P ; consideration represents a substantial
CC:DOM:CORP:R (REG—252231—96),?ézgen?egy ;hepra(\)cpcﬁgglr% ci?]ig?éz;\:loir:] r?ﬁé)art of the value of the stock or proper-
room 5228, Internal Revenue Servicegftairc of the acquiring corporation angties transferred. Dispositions of stock of
POB 7604, Ben Franklin Station, Wash+hat such  consideration represented the acquiring corporation by a former
ington, DC 20044. In the alternative,q pstantial part of the value of the stocf@rget shareholder generally are not
submissions may be hand delivered bes, properties transferred. Setelvering taken into account in determining
tween the hours of 8 a.m. and 5 p.m. tQ, Minnesota Tea Cp.296 U.S. 378 whether COSI has been satisfied. How-
CC:DOM:CORP:R (REG—252231—96),(1935).F,ine”as Ice & Cold Storage Co. €Ver the proposed regulations empha-
Courier's Desk, Internal Revenue Sery, Corﬁmissioner287 U.S. 462 (1933): size that all facts and circumstances
vice, 1111 Constitution Avenue NW, ~qtiand Specialty Co. v. CommissionérmUSt be considered in determining
Washington, DC. Alternatively, taxpay-gg Fo4 937 (2d Cir. 1932), cert. deniedVhether the acquiring corporation has in
ers may submit comments electronicallygg | 5 599 (1933). “Rebrganization substance furnished the required consid-
via the Internet by selecting the “Tax merger and consolidation are words in€ration. For example, if the acquiring
Regs” option on the IRS Home Page, Oljicating corporate readjustments of excorporation or a related party (within the
by submitting comments directly to theisting interests. They all differ funda- meaning of section 707(b)(1) or section
IRS Internet site at http://www.irs. mentally from a sale where the vendo87(b) (without regard to section
ustreas.gov/prod/tax_regs/comment%orporation parts with its interest for267(e))) purchases the acquiring corpo-
html. The public hearing will be held in .oc and receives nothing more.fation stock shortly after the reorganiza-
the Auditorium, Internal Revenue B“"d'CortIand, 60 F.2d at 939. tion, all of the facts and circumstances
ing, 1111 Constitution Avenue NW, ay indicate that the transaction should

Washington, DC. The cases that gave rise to the CO e properly recast to treat the acquiring
requirement did not involve situations mcorporation as furnishing cash in the

FOR FURTHER INFORMATION Which shareholders of the target CO'PO5eorganization, in which case the reorga-
CONTACT: Concerning the regulations,fation disposed of stock consideration ;4o \would not satisfy the COSI
Phoebe Bennett, (202) 622-7750; conl/om the acquiring corporation after, ., iement. This approach refocuses
cering submissions and the hearingjaving received it. In those cases, the,o" g requirement on its initial pur-
Christina Vasquez, (202) 622-6808 (nofélevant inquiry was whether the acquiry,,o” ot ensuring that the acquiring cor-
toll-free numbers). ing corporation furnished the properporation furnishes the proper type of

type of consideration in the reorganiza. o sigeration and also promotes simplic-

SUPPLEMENTARY INEORMATION: tion. Over the years, issues have arise . L .
regarding whether the COSI requiremen@ogﬁegﬂmmztﬁb”'ty in applying the

This document contains proposeds satisfied if the target shareholders, as
amendments to the Income Tax Regulacontemplated at the time of the reorga i
tions (26 CFR part 1) under section 368nization, subsequently dispose of theEffeCt on Other Authorities
The proposed regulations provide thastock received from the acquiring corpo- The proposed regulations do not spe-
the continuity of shareholder interestration. Compare McDonald’s Restau- cifically address the effect on COSI of
(COSI) requirement is satisfied if therants of lllinois, Inc. v. Commissiongr dispositions of target stock before a
acquiring corporation furnishes consider688 F.2d 520 (7th Cir. 1982), rev’gtransaction potentially qualifying as a
ation which represents a proprietary inMMcDonald’s of Zion v. Commissioner6 reorganization. See, e.gKing Enter-
terest in the affairs of the acquiringT.C. 972 (1981), withPenrod v. Com- prises, Inc. v. United States418 F.2d
corporation and such consideration repmissioner 88 T.C. 1415 (1987). Various 511 (Ct. Cl. 1969);J.E. Seagram Corp.
resents a substantial part of the value dfar associations have asked the Treasuly Commissioner104 T.C. 75 (1995);
the stock or properties transferredDepartment and the IRS to provideSuperior Coach of Florida, Inc. v. Com-

sult, a transaction may have satisfied



missioner 80 T.C. 895 (1983);Yoc Internet that are submitted timely to the (b) * * * Requisite to a reorganiza-
Heating Corp. v. Commissioneél T.C. IRS. All comments will be available for tion under the Code are a continuity of
168 (1973). The Treasury Departmenpublic inspection and copying. the business enterprise under the modi-
and IRS are studying this question and A public hearing has been scheduledied corporate form, and (except as
also the role of the COSI requirement inat 10 a.m. on Wednesday, May 7, 1997provided in section 368(a)(1)(D)) a con-
section 368(a)(1)(D) reorganizations andh the Auditorium, Internal Revenue Ser+inuity of shareholder interest. * * * The
section 355 transactions. See § 1.355vice, 1111 Constitution Avenue NW, continuity of shareholder interest re-
2(c). The Treasury Department and IRSVashington DC. Because of access l€juirement is described in paragraph (e)
solicit comments on these issues. ks)trictiogs,hvisitors Wlill not be admilt(;ed of this section. The third and fifth
eyond the Internal Revenue Buildingsentences of this paragraph apply to
Effect on Other. DocurrTents Ir?:;)r)i/nmg{;rttshan 15 minutes before thetransactions occurring after these regula-
The IRS will modify or obsolete Thegrules 6f 26 CFR 601 601(61)(3)tions are published as final regulations
publications as necessary to conforma IV to the hearin ' in the Federal Register except that
with this regulation as of the date of pBy that g'.h ¢ ¢ }hey shall not apply to any transactions
publication in theFederal Register of ersons ?1 x‘”s o present ora ccurring pursuant to a written agree-
the final regulations. See, e.g., ReyCOMMents at the hearing must request ent which is (subject to customary
Proc. 86-42 (1986-2 C.B. 722); RevSPeak by Wednesday, April 16, 1997bonditions) binding on or before these
Proc. 77-37 (1977-2 C.B. 568). Thed submit an outline of the topics to beregulations are published as final regula-

IRS solicits comments as to whethediScussed and the time to be devoted tg ™ " - "roqeral Register * * *
other publications should be modified oﬁggg topic by Wednesday, April 16,

obsoleted. T . . %% % %
A period of 10 minutes will be allot- (e) Continuit ¢ shareholder int
i ted to each person for making com- (€) Lonunuity or shareholaer inter-
Proposed Effective Date ments. P g est—(1) General rule. The purpose of

The revisions and additions in the An agenda showing the scheduling othe continuity of shareholder interest
proposed regulations apply to transacthe speakers will be prepared after théequirement is to prevent transactions
tions occurring after these regulationgjeadiine for receiving outlines hasthat resemble sales from qualifying for
are published as final regulations in theyassed. Copies of the agenda will b&onrecognition of gain or loss available
Federal Register except that they shall ayajlable free of charge at the hearing!® corporate reorganizations. Continuity

not apply to any transactions occurring of shareholder interest requires that the
pursuant to a written agreement which i®rafting Information ac_quiring corpqration furni_sh cor_wsider-
(subject to customary conditions) bind- ation representing a proprietary interest

ing on or before these regulations are 1N€ principal author of these regulajn the affairs of the acquiring corpora-
pub“Shed as final regulations in the“ons is Phoebe Bennett of the Office Oftion and that such consideration repre-

Federal Register. the Assistant Chief Counsel (Corporaté)sents a substantial part of the value of
IRS. However, other personnel from thehe stock or properties transferred. In

Special Analyses IRS and Treasury Department partiCietermining whether the acquiring cor-
_ , . pated in their development. poration has furnished such consider-

It has been determined that this notice ation, all facts and circumstances must

of proposed rulemaking is not a signifi-Proposed Amendments to the Reg
cant regulatory action as defined in ECtions

12866. Therefore, a regulatory assess-
ment is not required. It also has been

Uldse considered, including any plan or
arrangement for the acquiring corpora-

Accordingly, 26 CFR part 1 is pro- tion or its successor corporation (or a

, ) osed to be amended as follows: person related to the acquiring corpora-
dztef”?'”ed. that SGC(';IOFI 553(b) of the” tion or its successor corporation within
Ah mwstrgtlvii Procedure Aclt (5 U'ﬁ'C'PART 1—INCOME TAXES the meaning of section 707(b)(1) or
chapter 5) does not apply to these section 267(b) (without regard to section

regulations, and because the regulation Paragraph 1. The authority citation267(e))) to redeem or acquire the con-
does not impose a collection of informa<for part 1 continues to read in part asigeration provided in the reorganiza-

tion on small entities, the Regulatoryfollows: tion. Thus, for example, if based on all
Flexibility Act (5 U.S.C. chapter 6) does Authority: 26 U.S.C. 7805. * * * the facts and circumstances the acquir-
not apply Pursuant to section 7805(f)Of Par. 2. Section 1.368-1 is amendeqqg Corporation has furnished So|e|y
the Internal Revenue Code, this noticey: cash, the continuity of shareholder inter-

of proposed rulemaking will be submit- "1 Revising the third sentence ofest requirement is not satisfied.

ted to the Chlef- Counsel fo_r Ad\_locacyparagraph (b). (2) Triangular reorganizations. For

of the Small Business Administration for 2 adding two sentences between th urposes of this paragraph (e). in the
comment on its impact on small busi-fourth and fifth sentences of paragrapliase of a triangular reorganization de-

ness. (b). scribed in § 1.358-6(b), the continuity

; i 3. Adding paragraph (e). of shareholder interest requi t will

Comments and Public Hearin e o enolde quirement wi
g The revisions and additions read age applied with reference to the stock of

Before these proposed regulations ar®@llows: the corporation which is in control of
adopted as final regulations, consider- the acquiring corporation (in a forward

ation will be given to any written com- § 1'3?8_1 Purpose and rs1cope of EXCeRiangular merger) or in control of the
ments (a signed original and eight coplion Of reorganization exchanges. merged corporation (in a reverse trian-
ies) or comments transmitted via *ox % x gular merger).



(3) Examples The following ex-

amples illustrate the application of this
paragrap (e):

Exampé 1. A owns all of the stok of T. T
merges into P. In the merger, A receives stodk of P
having a fair marke value of $5x and cas of
$50x Immediatey after the merger, ard pursuant
to a preexisting binding contrat¢ negotiate by A,
A sells all of the stodk of P receival by A in the
mege to B, a party nat relatel to P The
transactio satisfies the continuity of shareholder
interes$ requiremen becaue A receivel stodk of P
representig a substantia pat of the value of the
totd consideratia transferré in the acquisition.

Exampk 2. A owns 80 percen of the stok of
T ard nore of the stok of P, which is widely
held T meges into P. In the mege, A receives
stod of P. In addition A obtairs registratio rights
pursuamn to an agreemenwith P to registe the P
stok ard sells suc stodk shortly after the acquisi-
tion in the open market The transactio satisfies
the continuity of shareholde interes requirement.

Exampé 3. A owns 80 percen of the stodk of
T ard nore of the stodk of P. T merges into P. In
the merger, A receives stok of P. In addition A
arrangs with an independeninvestmen banke to
hedg the risk of loss on the P stok receivel in
the mege. Neithe P nor a party relatel to P
entes directly or indirecty into the hedging
transaction The transactia satisfies the continuity
of shareholdeinteres requirement.

Exampé 4. A owns 80 percen of the stodk of
T ard nore of the stodk of P. T merges into P. In
the merger, A receives stodk of P but with an
agreementha it will be redeemd shortly by P.
Pursuanto the agreementshortly after the merger
P redeers all of the stod of P receivel by A in
the merger for cash Unde all of the facts and
circumstancesthe cas is treata as furnishel by
P in the mege, so tha the meger does not
satisf/ the continuity of shareholde interes re-
guirement The resut is the sane if S, P's wholly
owned subsidiay, buys all of the stok of P
receival by A in the merger for cash The resut is
also the sane if pursuan to a plan betwea B, its
investmen banke, and A, P's investmem banker
buys all of the stodk of P receivel by A in the
merge for cash and shortly thereafte P redeems
the stodk held by the investmen banke for cash.

(4) Effective date Paragrap (e) ap-
plies to transactios occurrirg after
thes regulatiors are publishel as final
regulatiors in the Federal Register
excep tha it shal not apply to any
transactios occurrirg pursuah to a
written agreemen which is (subjec¢ to
customay conditiong binding on or
before thes regulatiors are publishal as
final regulatiors in the Federal Regis-
ter.

Pa. 3. In § 1.368-2 paragrap (a) is
amendd by removirg the secom sen-
tene and addirg two new sentence in
its place to real as follows:

8 1.368-2 Definition of terms.

(@ ** * The tem does not embrace
the mere purchasg by one corporatio of
the properties of anothe corporation.
The precedilg sentene applies to trans-
actiors occurrirg after these regulations
are publishel as final regulatiors in the

Federal Register excep tha it shall
not apply to ary transactios occurring
pursuah to awritten agreemenwhich is
(subjet to customay conditiond bind-
ing on or befor thee regulatiors are
publishel as final regulatiors in the
Federal Register* * *

* o * 4 * 4 * 4 *

Margard¢ Milner Richardson,
Commissioneof Internd Revenue.

(Filed by the Office of the Feder& Registe on
Decembe 20, 1996 8:45 a.m, ard publishel in
the isste of the Feder& Registe for Decembe 23,
1996 61 F.R. 67512)




