may submit comments electronically viahat would require a distributing corpora-
the Internet by selecting the “Tax Regstion to recognize gain on the distribution
option on the IRS Home Page, or by sulsf a controlled corporation’s stock unless
mitting comments directly to the IRS In-the direct and indirect shareholders of the
ternet site at http://www.irs.ustreas.govtlistributing corporation, as a group, con-
tax_regs/regslist.html. The public heartrolled at least 50 percent of the vote and
ing will be held in Room 2615, Internalvalue of both corporations at all times
Revenue Building1111 Constitution Av- during the 4-year period beginning 2
enue, NW, Washington, DC. years before the distributioreeDepart-

. . ment of the TreasunyGeneral Explana-
Notice of Proposed Rulemaking  FoR FURTHER INFORMATION CON- tion of the Administration's Revenue Pro-

and Notice of Public Hearing TACT: Concerning the proposed regulaposals,p. 86 (March 1996) (hereinafter
tions, Brendan O’Hara, (202) 622-7530¢eferred to as the “Administration Pro-

Guidance under section 355(e); concerning submissions of comments, dgyosal”). Under the Administration Pro-

Recogpnition of Gain on Certain jivering comments, the hearing, and/or tposal, the retained 50-percent interest
Distributions of Stock or be placed on the building access list to afust consist of “permissible stock,”
Securities in Connection With an  tend the hearing, LaNita Van Dyke, (202)yhich includes, in addition to stock re-
ACC]UiSition. 622-7190 (not toll-free numbers). tained over the 4-year period, stock of the

distributing or controlled corporation “re-
ceived by the shareholder in a transaction
which is unrelated to the distribution . ...”

REG-116733-98 SUPPLEMENTARY INFORMATION:

AGENCY: Internal Revenue ServiceBackground

(IRS), Treasury. Revenue Proposals Contained in Presi:

A. State of the Law Before Section dent Clinton’s Budget Plan as Released
ACTION: Notice of proposed rulemak-  355(€) on Mar. 19, 1996, §9522, [1996] 83
ing and notice of public hearing. Stand. Fed. Tax Rep. (CCH) No. 15A.

Section 355 generally provides that, it e Administration Proposal described
SUMMARY: This document contains & Corporation distributes to its shareholdy, nrelated transaction as, “[a] transac-
proposed regulations relating to recogn€’s Stock of a corporation which it COnyiqn that is not pursuant to a common plan
tion of gain on certain distributions oftro!S immediately before the distributiony, 4rangement that includes the distribu-
stock or securities of a controlled corpora@nd certain other conditions are met, nefp, » and cited a hostile acquisition of the
tion in connection with an acquisition.ther the distributing corporation nor itsyjsripbyting or controlled corporation
Changes to the applicable law were madd'areholders recognize gain or 10ss. fommencing after the distribution as an
by the Taxpayer Relief Act of 1997.humber of the conditions for tax fre€gyample of an unrelated transaction. The
These proposed regulations affect corpdreatment (for example, the continuity ofayministration Proposal contrasted this

rations and are necessary to provide the‘mtereSt requirement of §1.355-2(C), thgyith 4 friendly acquisition, which gener-

with guidance needed to comply with "0 d€vice” requirement of sectiongy would be considered related to the

these changes. This document also prg22(@)(1)(B). the five-year active busi-yisyipytion if the acquisition was pur-

vides notice of a public hearing on thethess requirement of section 355(b), ang,ant to an arrangement negotiated prio

proposed regulations. the limitation on disqualified stock under, the gistribution, even if the acquisition
section 355(d)) operate to limit the ciryya5 sypject to various conditions at the
DATES: Written or electronic commentscUmstances in which the distributing oje of the distribution.
must be received by January 5, 200¢0ntrolled corporation can undergo gn april 17, 1997, House Ways and
Outlines of topics to be discussed at th€h@nges of control in conjunction with eans Committee Chairman Archer and
public hearing scheduled for January 2dlistribution that qualifies for corporategenate Finance Committee Chairman
2000, at 10 a.m. must be received by Jaftnd shargholder-level nonrecogn!Uorhoth and Ranking Member Moynihan in-
uary 5, 2000. under section 355. Nevertheless, prior tgqqyced identical bills (H.R. 1365, 105th
the enactment of section 355(e), it Waéong. (1997) and S. 612, 105th Cong.
ADDRESSES: Send submissions t®ossible for such changes to occur, for €%1997), hereinafter referred to as the
CC:DOM:CORP:R (REG-116733-98),2mple, in the context of tax free reorganinBi”Su) that provided for a new section
room 5226, Internal Revenue Servicezations, while qualifying for tax free g55(a) that is similar to the enacted ver-
POB 7604, Ben Franklin Station, Washireatment under section 35%ee, €.9., sion. The Bills were concerned with a
ington, DC  20044. Submissions may b&ommissioner v. Mary Archer W. Morris«yan (or series of related transactions)

hand delivered Monday through Friday!ust,367 F.2d 794 (4th Cir. 1966). pursuant to which a person acquires stock
between the hours of 8 a.m. and 5 p.m. tg Legislative Proposals Leading to representing a 50-percent or greater inter-
CC:DOM:CORP:R (REG-116733-98), Section 355(e) est in the distributing corporation or any
Courier’s Desk, Internal Revenue Ser- controlled corporation . . . .” S. 612,

vice, 1111 Constitution Avenue, NW, As part of its Fiscal Year 1997 Budget105th Cong. (1997). The introductory
Washington, DC. Alternatively, taxpayerghe Administration proposed a provisiorstatement to the legislation contained a



reference to acquisitions “pursuant to &ith regard to a stock acquisition as ongain when multiple controlled corpora-
plan or arrangement in existence on thgerson. However, when section 355(efjons are distributed and the distributions
date of distribution . . . .” The statementvas enacted, the reference in sectioare part of a plan (or series of related
further explained: “Whether a corpora-355(e)(2)(A)(ii) to acquisitions by a “per-transactions) pursuant to which a 50-per-
tion is acquired would be determinedson” was changed to “1 or more personsc¢ent or greater interest in one or more, bu
under rules similar to those of present-laun addition, the reference to sectiomot all, of the distributed controlled cor-
section 355(d), except that acquisition855(d)(7)(B) (treating two or more per-porations is acquired. The Department of
would not be restricted to purchase transons acting “pursuant to a plan or arrangé¢he Treasury and the IRS plan to issue
actions. Thus an acquisition would occument” as one person) was deleted fromegulations addressing other issues arising
if a person-or persons acting in concert-.section 355(e)(4)(C)(i). The effect ofunder section 355(e), including aggrega-
acquired . . . stock . . . pursuant to a plathese two changes is to remove the réion and attribution rules (including provi-
or arrangement.” See 143 Cong. Requirement that 50 percent or more of theions for public trading) and the adminis-
E703 (Apr. 17, 1997) (introductory statestock of the distributing or controlled cor-tration of the statute of limitations
ment of Chairman Archer); 143 Congporation must be acquired by acquirorprovision of section 355(e)(4)(E). Com-
Rec. S3360 (Apr. 17, 1997) (introductoryacting in concert for section 355(e) tanents concerning the proposed regula-
statement of Chairman Roth). apply. tions and additional issues that should be
In addition, the reference in the Conferaddressed in regulations are welcome.
ence Report to public offerings as transac-
Section 355(e) was enacted in 19970ns that could cause gain to _be_recoga-"
Public Law 105-34, section 1012(a)?12€d under section 355(e) indicates
(1997). The committee reports state th4t®"gress did not believe negotiations be- \yhether two transactions are part of
section 355 was intended to permit the talv€en the distributing corporation and ag,e same “plan (or series of related trans:
free division of existing business arrange2Cduiror were necessary in order for aiions)” under section 355(e)(2)(A) is a
ments among existing shareholders. TH&QUisition to be pursuant to a plan thal,piective test, depending ultimately on
reports state that “[ijn cases in which it idncluded the distribution.  Thus, to deteryhg intentions and expectations of the rel-
mine whether a plan of acquisition existSgyant parties. As discussed above, indica

C. Enactment of Section 355(e)
Plan or Series of Related
Transactions

intended that new shareholders will ac* °
quire ownership of a business in conne@"€ Must look at all parties to the transagiyns are that Congress intended “plan (or
tion with a spin off, the transaction mordion: including the distributing and €on-geries of related transactions)” to be inter-
closely resembles a corporate level dispdtolled corporations and their shareholdy eteq proadly. Unlike the Administra-
sition of the portion of the business that i§"S: NOt just the potential acquirors.  ion proposal and the Bills, which utilized
acquired” and provide that gain is recog- AS enacted, section 355(e)(1) providege section 355(d) concept of “a person”
nized “if, pursuant to a plan or arrangethat the stock of a controlled corporationith aggregation) as the reference for
ment in existence on the date of distribuVill not be qualified property under seCg|eyant acquirors, the statute, as enactec
tion, either the controlled or distributingtion 355(c)(2) or section 361(c)(2) if, exnanded the universe of transactions tc
corporation is acquired . . . .” H.R. Repunder section 355(e)(2)(A), the stock igyhich section 355(e) potentially applies
No. 105-148, at 462 (19973pe alscs. distributed as “part of a plan (or series oy yroviding that the relevant acquirors
Rep. No. 105-33, at 139-40 (1997) (slighf€latéd transactions) pursuant to which ds4 pe “1 or more persons.” Also, the
variation in language). The Conferenc®’ More persons acquire directly or indiyijance in the Conference Report that
Report adds, “[a]s under the House bilfeCtly stock representing a S0-percent Qfjic offerings of a sufficient size could
and Senate amendment, a public offerin@€ater interest in the distributing corporagigqer section 355(e) suggests that there
of sufficient size can result in an acquisilon Or any controlled corporation.” Thus,joeg not necessarily have to be an identi
tion that causes gain recognition under tHE Section 355(e)(1) applies to a distribusieq acquiror on the date of the distribu-
provision.” H.R. Conf. Rep. No. 105-tion, the distributing corporation is taxedjon, for section 355(€) to apply, nor is the
220, at 533 (1997). on the amount by which the distributednent of the acquiror at the time of the
The statute as enacted contained twiOCK's fair market value exceeds its basigsiihytion necessarily relevant in deter-
important changes from the AdministraDistributee shareholders receive the congining whether there is a plan.
tion Proposal and Bills relevant to detertrolléd corporation stock tax free, but do rhe proposed regulations rely on a vari-
mining whether an acquisition is part of d'0t increase their bases to reflect the Cogyy, of factors to determine the existence of
plan (or series of related transactions) thRCrate level gain recognized by the distriby 1an (or series of related transactions)
includes the distribution. In the Bills, pro-Uting corporation on the distribution. (hereinafter referred to as a “plan”). These
posed .sectiolns 355(e)(2)(A)(ii) a”dEpranation of Provisions factors include the. bu_singss purpose o
(4)(C)(i) provided that a “person,” as purposes for the distribution; the inten-
modified by section 355(d)(7), must ac- The proposed regulations under sectiotions of the parties; the existence of agree-
quire 50 percent or more of the distribut355(e) provide guidance concerning thenents, understandings, arrangements, o
ing or controlled corporation. The terminterpretation of the phrase “plan (or sesubstantial negotiations; the timing of the
“plan or arrangement” used in sectionies of related transactions).” The protransactions; the likelihood of an acquisi-
355(d)(7)(B) treats two or more personposed regulations also address the detdion; and the causal connection between
acting “pursuant to a plan or arrangementhination of the distributing corporation’sthe distribution and the acquisition.



Congress specified one factor, tempordaibility of acquisition and should receivetially motivated by a corporate business
proximity, as affecting the determinationsimilar treatment. purpose other than an intention to facili-
of whether a plan exists. Specifically, In this general rebuttal, the proposedate (or decrease the likelihood of) an ac-
section 355(e)(2)(B) provides a presumpregulations rely on corporate businesquisition. These acquisitions occur in cir-
tion that a plan exists if “1 or more per{urpose as a key factor indicating whethesumstances more likely to indicate the
sons acquire directly or indirectly stocka distribution and an acquisition are parxistence of a plan at the time of the dis-
representing a 50-percent or greater intedf a plan. Corporate business purpose isibution. Thus, these acquisitions are
est in the distributing corporation or anyan important concept in the overall adsubject to heightened scrutiny and will be
controlled corporation during the 4-yeamministration of section 355. The exisconsidered part of a plan unless taxpayer:
period beginning on the date which is 2ence of a nonacquisition related corposatisfy a more stringent alternative rebut-
years before the date of the distribution.rate business purpose that prompted, tal.

Accordingly, the proposed regulationgvhole or substantial part, the distributing Unlike the general rebuttal, a nonacqui-
provide that distributions within 2 yearscorporation to make the stock distributiorsition business purpose alone is not suffi-
of an acquisition of the distributing corpo-suggests there is not a significant causalent under the alternative rebuttal.
ration or a controlled corporation are preconnection between the distribution antRather, taxpayers must satisfy all prongs
sumed to be part of a plan. The proposetfquisition. The intent of the distributingof a three-prong test.
regulations outline the elements the discorporation, the controlled corporation, or The first prong of the alternative rebut-
tributing corporation must establish tothe controlling shareholders of either theal may be satisfied in either of two ways.
rebut the statutory presumption. distributing or controlled corporation t0oThe distributing Corporation must estab-
facilitate an acquisition or decrease th@ish by clear and convincing evidence ei-
1. Acquisitions on or After a Distribution likelihood of the acquisition of one orther that (i) at the time of the distribution,
more businesses by separating those bugire distributing corporation, the con-
nesses from others that are likely to be agrolled corporation, and their controlling
In the case of an acquisition occurring?u"ed is relevant in determining the exshareholders did not intend that one or
within 2 years after a distribution, the prol€nt to which the distribution wasmore persons would acquire a 50-percen
posed regulations allow the distributingmotivated in whole or substantial part byor greater interest in the distributing or
corporation to rebut the presumption byanother corporate business purpose withgny controlled corporation during the
establishing by clear and convincing evith® meaning of 81.355-2. Analyzingstatutory presumption period (or later pur-
dence that (i) the distribution was moti\Whether there is another substantial cosuant to an agreement, understanding, o
vated in whole or substantial part by &£0rate business purpose for the distribyrrangement existing at the time of the
corporate business purpose (other than AN in light of an acquisition-related pur-gistribution or within 6 months thereafter)
intent to facilitate an acquisition or de[P0Se is similar to analyzing whether therey (i) the distribution was not motivated
crease the likelihood of the acquisition ofS @ corporate business purpose for a dify whole or substantial part by an inten-
one or more businesses by separatifffPution in light of the potential avoid- tjon to facilitate an acquisition of an inter-
those businesses from others that a@ice of federal taxes. See §1.355-2(b)(&kt in the distributing or controlled corpo-
likely to be acquired) and (ii) the acquisi-2"d (5), Example 8. Thus, another buskation. Clause (i) may be satisfied even in
tion occurred more than 6 months afteP€SS Purpose must be real and substantiations where one or more of the rele-
the distribution and there was no agre€2Ven in light of the acquisition business/ant parties intend that the distribution
ment, understanding, arrangement, di!rPose. . ~will facilitate an acquisition or acquisi-
substantial negotiations concerning the 'N€ reliance on business purpose in thgyns, so long as the parties do not intend
acquisition at the time of the distributiond&neral rebuttal is consistent with the sughat there be a 50-percent or greatet
or within 6 months thereafter. Decreasing®Stions of many commentators writingchange in ownership during the statutory
“the likelihood of the acquisition of one@P0ut section 355(e), who identified corpresumption period. Alternatively, clause
or more businesses by separating tho§@rate business purpose as an importagy may be satisfied where the parties in-
businesses from others that are likely tfRCtor in determining whether an acquisitend a 50-percent or greater change ir
be acquired” generally refers to transadion and distribution are part of a plan.  gwnership during the presumption period,
tions in which one business, a perceivediarnative rebuttal provi(_jed_ thqt the partie_s_ do not intend that
takeover target, is separated from another the distribution will facilitate any part of
via a stock distribution in an attempt to Reliance on a substantial nonacquisithe acquisitions.
spare the other business from acquisitionion business purpose as proof of no Under the second prong of the alterna-
Distributions intended to “decrease théplan” is appropriate when the distribu-tive rebuttal, the distributing corporation
likelihood of the acquisition of one ortion and acquisition are separated by mBiust establish by clear and convincing
more businesses by separating those busiifficient amount of time. Thus, the genevidence that, at the time of the distribu-
nesses from others that are likely to be aeral rebuttal is not satisfied in certairtion, neither the distributing corporation,
quired” are often difficult to differentiate cases, including where an acquisition odhe controlled corporation, nor their con-
from those intended to “facilitate an accurs within 6 months after a distributiontrolling shareholders reasonably would
quisition.” Both relate to a perceived poser where a distribution was not substarhave anticipated that it was more likely

General rebuttal



than not that one or more persons wouldistribution, the relevant parties wouldidentified at the time of the distribution.
acquire a 50-percent or greater interest ieasonably anticipate that the distributioBecause Congress intended distributions
the distributing corporation or the con-would give rise tall of an acquisition of designed to facilitate public offerings to
trolled corporation within 2 years after thea 50 percent interest in the distributing obe covered, other transactions that are
distribution (or later pursuant to an agreecontrolled corporation. (The rebuttal issconomically similar also should be cov-
ment, understanding, or arrangement esatisfied if the distributing corporation es-ered. These transactions include a private
isting at the time of the distribution ortablishes by clear and convincing eviplacement of the distributing or controlled
within 6 months thereafter) who woulddence that the relevant parties would natorporation’s stock or an auction of such
not have acquired such interests if the digseasonably anticipate an acquisition of atock by an investment banker. Like pub-
tribution had not occurred. 50 percent or greater interdsf persons lic offerings, these transactions do not
This prong of the alternative rebuttawho would not acquire such interests abrecessarily involve predistribution nego-
(hereinafter referred to as the “reasonableent the distribution. This standard is to tiations or agreements regarding subse-
anticipation” test) incorporates two im-be contrasted with the first prong of thequent acquisitions and yet may still be
portant concepts. First, it identifies rearebuttal, which is not satisfied if one ompart of the distributing or controlled cor-
sonably anticipated acquisitions of thenore of the relevant parties intended thatoration’s plan.
distributing or controlled corporation thatthere be a 50 percent or greater acquisi- Thus, we believe that section 355(e)
would not have occurred but for the distrition of distributing or controlled during was intended to apply to a range of trans-
bution and, because a causal connectitine applicable time period, and the distriactions, not limited to those in which a
exists between the two transactions, treabsition is intended to facilitatall or any mutual agreement or negotiations relating
them as part of a plan. Second, it reflecizart of that acquisition. Because soméo the acquisition occurred prior to the dis-
the idea that reasonable anticipation, na@cquisitions might be reasonably anticitribution. To require negotiations or
just the presence of negotiations, is impated to occur without regard to whetheagreements to be present prior to a distrib-
portant in determining whether a plan exthe distribution takes place, the Departdtion either would inappropriately exclude
ists. Considering reasonable anticipatioment of the Treasury and the IRS believeertain transactions from the coverage of
of certain acquisitions is consistent witlthat the distribution must be directlythe statute or would create a higher thresh:
the legislative history. Though descripiinked to all 50 percent of the acquisitiorold for the existence of a plan in certain
tions of the Administration Proposal in-to fail the “reasonable anticipation” testacquisitions than in other acquisitions.
cluded references to negotiations and distowever, a different result is called for The third prong of the alternative rebut-
tinctions between hostile and friendlywhere the relevant partiegenda 50 per- tal reiterates a requirement in the genera
acquisitions, the focus of section 355(e)ent acquisition. In that case, it would aprebuttal. The distributing corporation
as enacted, is whether a relationship epear that the aggregation of the variousiust establish by clear and convincing
ists between the distribution and the faacquisitions comprising the 50 percent aevidence that the distribution was not mo-
that persons other than the existing sharquisition are themselves part of a singlévated in whole or substantial part by an
holders became owners of the distributinglan, so a distribution intended to facili-intention to decrease the likelihood of the
or controlled corporation. tate only some of those acquisitionscquisition of one or more businesses by
A reasonable anticipation standard isvould be part of a plan also involvingseparating those businesses from other:
necessary to implement section 355(ejhose other acquisitions not directly facilithat are likely to be acquired.
Otherwise, a distributing corporationtated by the acquisition. For purposes of applying the alternative
could attempt to avoid section 355(e) by In developing the reasonable anticiparebuttal, the consequences of the applica
distributing a controlled corporationtion test, the Department of the Treasurtion of section 355(e), directly or by in-
under circumstances that virtually assurand the IRS rejected suggestions by sontemnity, are disregarded in determining
an acquisition of the distributing or con-commentators that serious negotiations @he intentions, motivations, and reasonable
trolled corporation, but arguing that, deagreement with an acquiror need to havanticipations of the relevant parties. To do
spite the imminence of the acquisition, eftaken place at the time of distribution forotherwise might give rise to a circularity
fectuating the acquisition was not & plan to exist. Requiring mutual agreein the application of the rules. If the con-
motive for the distribution. A part of ment or negotiation is inappropriate besequences of the application of section
planning any transaction includes ateause Congress intended the statute 8%5(e) were relevant in determining such
tempting to foresee actions others mighdpply in situations beyond those in whiclintentions, motivations, and reasonable
take in response. Consistent with thia distribution is made prior to and as pamnticipations, the distributing corporation
business practice, it is appropriate, espef an acquisition by a specifically identi-could argue that objective evidence indi-
cially for acquisitions subject to height-fied acquiror. Section 355(e)(2)(B)cated that it would satisfy the alternative
ened scrutiny, to require the distributingnakes clear that the section is intended tebuttal, since arguably it would not be
corporation to take into account the reaapply to acquisitions before and after aeasonable for an acquiror to act in a man-
sonably anticipated, likely actions of oth-distribution. The legislative history alsoner that would cause liability for tax under
ers to demonstrate that a distribution andarifies that a public offering after a dis-section 355(e). Conversely, the IRS could
acquisition are not part of a plan. tribution can trigger section 355(e) everargue that the presence of an indemnity
The second prong of the alternative rechough presumably no public buyeragreement indicated that the parties antici-
buttal is not satisfied if, at the time of thevould have been negotiated with or evepated liability for tax under section 355(e).



Acquisitions more than 2 years aftera mately the same time and under substaderstanding, arrangement, or substantial
distribution tially the same terms regardless of the acregotiations. A binding contract is
. quisition (and, in the case of an issuancgearly included as an agreement, but, de:
To prevent taxpayers from attempting,¢ giock, all acquisitions that are part opending on all relevant facts and circum-
to avoid the presumption period by delayg,ch issuance), unless a person acquirisgances, parties can have an agreemen
ing a planned acquisition beyond 2 yearg, jnterest becomes a controlling sharenderstanding, or arrangement even
from the date of distribution, the proposegs|qer py reason of the acquisition or athough they have not reached agreemen
regulations provide that an acquisition 0c3 nqint thereafter and before the end @fn all terms. Under certain circum-
curring more than 2 years after the distribge 5 year period beginning on the date aftances, such as in public offerings or auc-
ution is presumed part of a plan if thergng istribution (or later pursuant to artions of the distributing or controlled cor-
was an agreement, understanding, Qfyreement, understanding, or arrangemepbration’s stock by an investment banker,
arrangement concerning the acquisition @isting at the time of the distribution oran agreement, understanding, arrange

the t'The of ;?e d_;_sr']ngt;qg ?r within 2 \ithin 6 months thereafter). ment, or substantial negotiations can take
%{ears erer; (tart.h € distr E{J.mg cc_)rpcirhaé‘ it than 2 bef place regarding an acquisition even if the
ion may rebut the presumption using cquisitions more than 2 years before a acquiror has not been specifically identi-

general or alternative rebuttal discussedistribution fied. The Department of the Treasury and

above. To provide certainty for transac- : : .

tions that lgecause of theiryseparation in If an acquisition of an interest in theth® IRS are particularly interested in re-
time. are ,unlikely to be part of a plan, thdistributing corporation or the controlledCeiving comments regarding transactions
’ y ation occurs more than 2 years bébat involve an investment banker and

roposed regulations provide that, if ther&0"POr e
\F,)vasp no agrgeement punderstanding Jpre a distribution, the presumption shiftgvhen contacts by the distributing corpora-

arrangement concerning the acquisition d¢ favor of the taxpayer. The acquisitiorfion or the controlled corporation with an

the time of the distribution or within 2 and the distribution are presumed not to jgvestment banker or contacts with poten-
years thereafter, a distribution and an a®at of & plan unless the Commissioner cdifl acquirors by an investment banker on
quisition oceurring more than 2 years gfestablish by F;|ear and convin_ci_n_g evipiencbeha” of the distributing .corporatlon or

terwards are not part of a plan. that, at the time of the acquisition, (j) théhe controlled corporation should or

distributing corporation or its controlling should not be considered an agreement
2. Acquisitions Before a Distribution ~ shareholders intended to effectuate the dignderstanding, arrangement, or substan
tribution and (ii) that the distribution tial negotiations.

would not have occurred at approximately

the same time and under substantially th%' Options

Section 355(e) also applies to transa$@Me terms regardless of that acquisition The proposed regulations also treat cer-
tions in which an acquisition of the distrib-@nd. in the case of an issuance of stock, adlin options as agreements. If stock of the
uting or controlled corporation’s stock&cauisitions that are part of such issuancg)stributing or controlled corporation is
precedes a distribution of the controlle®’ that @ person acquiring an interest in thafcquired pursuant to an option, the option
corporation. When the transactions beingCduisition becomes a controlling shares treated as an agreement unless the di
tested as part of a plan occur in this ordefC!der by reason of that acquisition or afributing corporation establishes by clear
the most reliable indicators that a plan ex@"y Point thereafter and before the end @fnd convincing evidence that, on the later
ists are an intent to make the distributioff’® 2-year period beginning on the date Qff the date of distribution or issuance, the
at the time of the acquisition and a caus&® distribution (or later pursuant to apption was not more likely than not to be
connection between the acquisition ang9reement, understanding, or arrangemegkercised. Generally, call options, war-
the distribution. In particular, if a person€Xisting at the time of the distribution Orrants, convertible obligations, the conver-
becomes a controlling shareholder by ad¥ithin six months thereafter). Because thgjon feature of convertible stock, put op-
quisition, that person’s intention becomeB2Ssage of time makes it less likely that afipns, redemption agreements, restrictec
the single best indicator of whether a latgfcauisition and distribution are part of atock, and any other instruments that pro-
distribution was part of a plan. The proPlan, after two years the proposed regulgige for the right or possibility to issue,
posed regulations allow a distributing corlions shift the burden of proof to the IRS tqedeem, or transfer stock, cash settlemen
poration to rebut the presumption by eg2rove the existence of a plan. Howevegptions, and other similar interests are
tablishing by clear and convincingtn® Proposed regulations do not allow geated as options. An option on an option
evidence that, at the time of the acquisf@XPayer to avoid section 355(e) by delays treated as an option under the propose
tion, the distributing corporation and itsn9 the distribution when the distributioneqyjations. If there is an agreement, un-
controlling shareholders (determined im¢l€arly was intended at the time of the aGyerstanding, or arrangement to issue ar
mediately after the acquisition) did not in-duisttion. option before the end of the 6 month pe-
tend to effectuate a distribution. Alterna- Agreement, Understanding, riod beginning on the date of the distribu-
tively, the dlstrlbut_lng corporat_|on_ can Arrangement, or Substantial Negotiation§'°n’ the option will be treated as issued
rebut the presumption by establishing by on the date of the agreement, understand
clear and convincing evidence that the dis- The proposed regulations do not defineng, or arrangement. If an agreement, un-
tribution would have occurred at approxiwith precision the termagreement, un- derstanding, or arrangement to issue ar

Acquisitions within 2 years before a
distribution



option is reached, or an option is issuedlirectly or indirectly stock representing aty of the proposed regulations and how
more than 6 months but not more than 30-percent or greater interest in the dighey may be made easier to understand
years after the distribution, and there wertibuting corporationor any controlled All comments will be available for public
substantial negotiations regarding the issorporatiori (emphasis added). A ques-inspection and copying.

suance of the option or the acquisition aofion has arisen concerning the measure of A public hearing has been scheduled for
the stock underlying the option before thgain to the distributing corporation if, January 26, 2000, beginning at 10 a.m. in
end of the 6 month period beginning ompursuant to a plan, the stock of more thaRoom 2615, Internal Revenue Building,
the date of the distribution, the option willone controlled corporation is distributedl111 Constitution Avenue, NW, Washing-
be treated as issued 6 months after the d&sad stock representing a 50-percent aon, DC. Due to building security proce-
tribution. If there is an agreement, undergreater interest is acquired in some, buiures, visitors must enter at the 10th Stree
standing, or an arrangement to issue amwt all, of the distributed controlled cor-entrance, located between Constitution
option more than 6 months but not morgorations. The proposed regulations claand Pennsylvania Avenues, NW. In addi-
than 2 years after the distribution, andfy that under those circumstances, théon, all visitors must present photo identi-
there were no substantial negotiations relistributing corporation only recognizesfication to enter the building. Because of
garding the issuance of the option or thgain on the stock of the distributed conaccess restrictions, visitors will not be ad-
acquisition of the stock underlying the optrolled corporations that were subject tenitted beyond the immediate entrance
tion before the end of the 6 month period0-percent or greater acquisitions. If tharea more than 15 minutes before the
beginning on the date of the distributiongdistributing corporation is the acquiredhearing starts. For information about hav-
the option will be treated as issued on theorporation, it must recognize gain on aling your name placed on the building ac-
date of the agreement, understanding, &f the distributed controlled corporations.cess list to attend the hearing, see the
arrangement. The proposed regulatiorBroposed Effective Date “FOR FURTHER INFORMATION CON-
exempt certain options from treatment as TACT” section of this preamble.

Options unless they are issued, trans- The regu|ations in this section are pro- The rules of 26 CFR 601601(3)(3)
ferred, or listed with a principal purposeposed to apply to distributions occurringtPply to the hearing. Persons who wish to
of avoiding the application of sectionafter the regulations in this section ar@resent oral comments at the hearing mus
355(e) or the proposed regulations. Thgublished as final regulations in tked- Submit written or electronic comments

enumerated exceptions cover certaigral Register. and an outline of the topics to be dis-
commercially customary options unlikely _ cussed and the time to be devoted to eac
to be used to avoid section 355(e) or thepecial Analyses topic (preferably a signed original and

proposed regulations. gight (8) copies) by January 5, 2000. A

It has been determined that this noticé =" ) .
period of 10 minutes will be allotted to

5. Aggregating Acquisitions That are ~ Of proposed rulemaking is not a signifi- :
pu%gua%t to% p|gn cant regulatory action as defined in ExecQaCh person f_or making comments. An
utive Order 12866. Therefore, a regula‘rElgenda shpwmg the scheduling of the
Under the proposed regulations, eactory assessment is not required. It has al%geakers W'".b.e prepa'red after the dead
acquisition of stock of a distributing orpeen determined that section 553(b) of thfcane for receiving outlines has passed.
controlled corporation must be tested tadministrative Procedure Act (5 U.S.c COPies of the agenda will be available
determine whether the acquisition is purchapter 5) does not apply to these regulf€€ Of charge at the hearing.

suant to a plan involving a distribution.tions, and, because the regulations do Njafting Information

Each acquisition of stock of a corporationmpose a collection of information on

acquired pursuant to a plan involving a dissmall entities, the Regulatory Flexibility The principal author of these proposed
tribution is aggregated with all acquisitionsAct (5 U.S.C. chapter 6) does not applyiegulations is Brendan O’Hara, Office of
of stock of that corporation acquired purPursuant to section 7805(f) of the Internathe Assistant Chief Counsel (Corporate).
suant to a plan involving that distributionRevenue Code, this notice of proposetiowever, other personnel from the IRS
to determine whether an acquisition of aulemaking will be submitted to the Chiefand Treasury Department participated in
50-percent or greater interest as proscribefbunsel for Advocacy of the Small Busi-their development.

in section 355(e)(2)(A)(ii) has occurred. ness Administration for comment on its

impact on small business.

* *x k* * %

B. Any Controlled Corporation )
Proposed Amendments to the Regulations

Section 355(e)(2)(A)(i) provides that "M MeNts and Public Hearing
section 355(e)(1), which causes the dis- Before these proposed regulations are
tributing corporation to recognize its gairadopted as final regulations, consideratiof®Sed to be amended as follows:
in the controlled corporation stock as ifwill be given to any written commentSpaRT 1—INCOME TAXES
the distributing corporation had sold thepreferably a signed original and eight (8)
stock for its fair market value, applies tacopies) and comments sent via the Internet Paragraph 1. The authority citation for
any distribution to which section 355 apthat are submitted timely to the IRS. Theart 1 is amended by adding an entry in
plies and “which is part of a plan . . . puriRS and the Department of the Treasurgumerical order to read as follows:
suant to which 1 or more persons acquirgpecifically request comments on the clar- Authority: 26 U.S.C. 7805 * * *

Accordingly, 26 CFR part 1 is pro-



Section 1.355-7 also issued under 2@®) Rights of first refusal. was no agreement, understanding,

U.S.C. 355(e)(5). * * * (E) Other enumerated instruments. arrangement, or substantial negotiations
Par. 2. Section 1.355-0 is amended bh{8) Examples. concerning the acquisition at the time of
revising the section heading and addinp) Multiple controlled corporations. the distribution or within 6 months there-
introductory text and an entry for 81.355c) Valuation. after.
7 to read in part as follows: (d) Effective date. (B) The intent of the distributing corpo-
) ) Par. 3. Section 1.355-7 is added tmtion, the controlled corporation, or the
§1.355-0 Outline of sections. read as follows: controlling shareholders of either the dis-

In order to facilitate the use of81-355—7 Recognition of gain on certairtributing or controlled corporation to fa-
§§1.355-1 through 1.355-7, this Sectioﬂistr!butio_ns of stock or _securities in conpilitate an acquisitiqn_ or decrease the like-
lists the major paragraphs in those sedection with an acquisities-(a) Plan or  lihood of the acquisition of one or more
series of related transactions(1) In gen- businesses by separating those businesst

tions as follows: ; ) ‘ . . .
eral. (i) Except as provided in sectionfrom others that are likely to be acquired

ok okox 355(e) and in this section, section 355(a¥ relevant in determining the extent to
- ] . applies to any distribution— which the distribution was motivated by a
81.355-7 Recognition of gain on certain -~ (a) To which section 355 (or so muchcorporate business purpose within the
distributions of stock or securities in - ot section 356 as relates to section 35%heaning of §1.355-2(b) (other than an in-
connection with an acquisition. applies; and tent to facilitate an acquisition or decrease
(@) Plan or series of related transactions. (B) Which is part of a plan (or series ofthe likelihood of the acquisition of one or
(1) In general. related transactions) pursuant to whicimore businesses by separating those bus
(2) Distributions within 2 years of an ac-one or more persons acquire directly onesses from others that are likely to be ac
quisition. indirectly stock representing a 50-percemjuired).
() Presumption. or greater interest in the distributing cor- (iii) Alternative rebuttal for acquisi-
(i) Rebuttal for acquisitions after a dis-poration or any controlled corporation. tions on or after a distribution.In the
tribution. (ii) For purposes of this section, a conease of an acquisition occurring on or
(iii) Alternative rebuttal for acquisitions trolled corporation is a corporation theafter a distribution, the distributing corpo-
on or after a distribution. stock of which is distributed in a distribu-ration also may rebut the presumption of
(iv) Operating rules for paragraphtion to which section 355 applies. paragraph (a)(2)(i) of this section by es-
(a)(2)(iii) of this section. (i) The existence of a plan (or seriedablishing by clear and convincing evi-
(v) Rebuttals for acquisitions before 2f related transactions) does not deperdence that—
distribution. on whether or not more than one person (A)(1) At the time of the distribution,
(A) General rebuttal. acts in concert. the distributing corporation, the con-
(B) Alternative rebuttal. (2) Distributions within 2 years of an trolled corporation, and their controlling
(3) Distributions more than 2 years fronrcquisition—(i) Presumption.If a distrib-  shareholders did not intend that one or
an acquisition. ution occurs within 2 years of an acquisimore persons would acquire a 50-percen
(i) Acquisitions after a distribution. tion by one or more persons of an interestr greater interest in the distributing or
(i) Acquisitions before a distribution. in the distributing corporation or any con-any controlled corporation during the 2-
(4) Controlling shareholder. trolled corporation, the distribution andyear period beginning on the date of the
(5) Agreement, understanding, or arthat acquisition are presumed to be part afistribution (or later pursuant to an agree-
rangement. a plan (or series of related transactions). ment, understanding, or arrangement ex
(6) Multiple acquisitions. (i) Rebuttal for acquisitions after a dis-isting at the time of the distribution or

(7) Stock acquired by exercise of opdribution. (A) In the case of an acquisiwithin 6 months thereafter); or
tions, warrants, convertible obliga-tion occurring after a distribution, the dis- (2) The distribution was not motivated
tions, and other similar interests.  tributing corporation may rebut thein whole or substantial part by an inten-

(i) Treatment of options. presumption of paragraph (a)(2)(i) of thidion to facilitate an acquisition of an inter-
(A) General rule. section by establishing by clear and corest in the distributing or controlled corpo-
(B) Agreement, understanding, arrangevincing evidence that— ration; and
ment, or substantial negotiations to (1) The distribution was motivated in (B) At the time of the distribution, nei-
issue an option. whole or substantial part by a corporatéher the distributing corporation, the con-
(i) Instruments treated as options. business purpose within the meaning dfolled corporation, nor their controlling
(i) Instruments generally not treated a$1.355-2(b) (other than an intent to facilishareholders would reasonably have an:
options. tate an acquisition or decrease the likelticipated that it was more likely than not
(A) Escrow, pledge, or other securityhood of the acquisition of one or morehat one or more persons would acquire
agreements. businesses by separating those busines&spercent or greater interest in the dis-
(B) Compensatory options. from others that are likely to be acquired)tributing corporation or the controlled
(C) Options exercisable only upon deatrnd corporation within 2 years after the distri-

disability, mental incompetency, or (2) The acquisition occurred more tharbution (or later pursuant to an agreement,
retirement. 6 months after the distribution and ther@einderstanding, or arrangement existing a



the time of the distribution or within 6 ticipations of the relevant parties undeoccurs more than 2 years after a distribu-
months thereafter) who would not haveparagraph (a)(2)(iii) of this section, thetion, and there was no agreement, under:
acquired such interests if the distributioronsequences of the application of sectisstanding, or arrangement concerning the
had not occurred; and 355(e), directly or by indemnity, are dis-acquisition at the time of the distribution
(C) The distribution was not motivatedregarded. or within 2 years thereafter, the acquisi-
in whole or substantial part by an inten- (v) Rebuttals for acquisitions before ation and the distribution are not part of a
tion to decrease the likelihood of the acdistribution-(A) General rebuttal.In the plan (or series of related transactions).
quisition of one or more businesses bgase of an acquisition occurring before a (ii) Acquisitions before a distribution.
separating those businesses from othedsstribution, the distributing corporationlf an acquisition by one or more persons
that are likely to be acquired. may rebut the presumption of paragraphbf an interest in the distributing corpora-
(iv) Operating rules for paragraph (a)(2)(i) of this section by establishing bytion or the controlled corporation occurs
(a)(2)(iii) of this section. (A) For pur- clear and convincing evidence that, at theore than 2 years before a distribution,
poses of paragraph (a)(2)(iii)(A)(of this time of the acquisition, the distributingthe acquisition and the distribution are not
section, if an acquisition by one or moreorporation and its controlling shareholdpart of a plan (or series of related transac-
persons of an interest in the distributingrs (determined immediately after the adions) unless the Commissioner can estab
corporation or any controlled corporatiomuisition) did not intend to effectuate dish by clear and convincing evidence
before the distribution is part of a plan (odistribution. that—
series of related transactions) involving (B) Alternative rebuttal.In the case of  (A) At the time of the acquisition, the
the distribution, the distributing corpora-an acquisition occurring before a distribudistributing corporation or its controlling
tion, the controlled corporation, and theition, the distributing corporation mayshareholders (determined immediately
controlling shareholders must include theebut the presumption of paragraplafter the acquisition) intended to effectu-
amount of stock acquired in that acquisifa)(2)(i) of this section by establishing byate the distribution; and
tion as an amount they intended at thelear and convincing evidence that the (B)(1) The distribution would not have
time of the distribution to be acquireddistribution would have occurred at ap-occurred at approximately the same time
during the 2-year period beginning on th@roximately the same time and under sutand under substantially the same terms re
date of the distribution. stantially the same terms regardless @fardless of that acquisition (and, in the
(B) For purposes of paragraph (a)(2)that acquisition (and, in the case of an isase of an issuance of stock, all acquisi-
(ii)(B) of this section, persons who moresuance of stock, all acquisitions that arBons that are part of such issuance); or
likely than not would have acquired inter{part of such issuance), provided no person (2) A person acquiring an interest in that
ests in the distributing corporation if theacquiring an interest in that acquisitioracquisition becomes a controlling share-
distribution had not occurred are alsdecomes a controlling shareholder by redrolder by reason of that acquisition or at
treated as persons who more likely thason of that acquisition or at any pointny point thereafter and before the end of
not would have acquired proportionate inthereafter and before the end of the 2-yed#ne 2-year period beginning on the date of
terests in the controlled corporation if thgeriod beginning on the date of the distrithe distribution (or later pursuant to an
distribution had not occurred. No othebution (or later pursuant to an agreemenagreement, understanding, or arrangemen
persons are treated as persons who wouldderstanding, or arrangement existing &xisting at the time of the distribution or
have acquired interests in the controllethe time of the distribution or within 6 within 6 months thereafter).
corporation if the distribution had not oc-months thereafter). (4) Controlling shareholder. For pur-
curred. (3) Distributions more than 2 yearsposes of paragraphs (a)(2) and (3) of this
(C) For purposes of paragraph (a)(2)from an acquisition—(i) Acquisitions section, a controlling shareholder is any
(iii)(B) of this section, if an acquisition by after a distribution. (A) If an acquisition person who, directly or indirectly, or to-
one or more persons of an interest in they one or more persons of an interest igether with related persons (as describec
distributing corporation or any controlledthe distributing corporation or any con-n sections 267(b) and 707(b)), possesse:
corporation before the distribution is partrolled corporation occurs more than Zoting power in the distributing or con-
of a plan (or series of related transactiongjears after a distribution, the distributiortrolled corporation representing a mean-
involving the distribution, the distributing and that acquisition are presumed part afigful voice in the governance of the cor-
corporation, the controlled corporationa plan (or series of related transactiongoration. A controlling shareholder of a
and their controlling shareholders musonly if there was an agreement, underpublicly traded corporation is any person
treat the amount of stock acquired in thattanding, or arrangement concerning theho, directly or indirectly, or together
acquisition as an amount they would reaacquisition at the time of the distributionwith related persons (as described in sec
sonably have anticipated was more likelpr within 2 years thereafter. The distributtions 267(b) and 707(b)), owns 5 percent
than not to be acquired within 2 yearsng corporation may rebut the presumper more of any class of stock of the dis-
after the distribution that would not havetion under paragraph (a)(2)(ii) ortributing or controlled corporation and
been acquired if the distribution had nofa)(2)(iii) of this section. who actively participates in the manage-
occurred. (B) If an acquisition by one or morement or operation of the corporation. If a
(D) For purposes of determining the inpersons of an interest in the distributinglistribution precedes an acquisition, the
tentions, motivations, and reasonable amorporation or any controlled corporatiorcontrolled corporation’s controlling



shareholders immediately after the distrisubstantial negotiations regarding the is355(d)(7)(A) (and that is not excessive by
bution are considered the controlled corsuance of the option or the acquisition ofeference to the services performed) anc
poration’s controlling shareholders at théhe stock underlying the option before th¢hat immediately after the distribution and
time of the distribution. end of the 6-month period beginning omwithin 6 months thereafter—

(5) Agreement, understanding, or ar-the date of the distribution, the option will (1) Is nontransferable within the mean-
rangement. For purposes of this section,be treated as issued 6 months after the disg of §1.83-3(d); and
the parties do not necessarily have to hatebution. If there is an agreement, under- (2) Does not have a readily ascertain-
entered into a binding contract or havetanding, or an arrangement to issue able fair market value as defined in
reached agreement on all terms to have aption more than 6 months but not mor&1.83—7(b).

“agreement, understanding, or arrangehan 2 years after the distribution, and (C) Options exercisable only upon
ment.” there were no substantial negotiations raleath, disability, mental incompetency, or
(6) Multiple acquisitions.Each acquisi- garding the issuance of the option or theetirement. Any option entered into be-
tion of stock of a corporation acquiredacquisition of the stock underlying the optween stockholders of a corporation (or a
pursuant to a plan (or series of relatetion before the end of the 6 month periodtockholder and the corporation) that is
transactions) involving a distribution will beginning on the date of the distributiongxercisable only upon the death, disabil-
be aggregated with all acquisitions othe option will be treated as issued on thigy, or mental incompetency of the stock-
stock of that corporation acquired purdate of the agreement, understanding, twolder, or, in the case of stock acquired in
suant to a plan (or series of related transaarrangement. connection with the performance of ser-
tions) involving that distribution to deter- (ii) Instruments treated as optionsor vices for the corporation or a person re-
mine whether an acquisition described ipurposes of this paragraph (a)(7), excepated to it under section 355(d)(7)(A) (and
section 355(e)(2)(A)(ii) occurred. The apto the extent provided in paragraphhat is not excessive by reference to the
propriate presumption and rules for rebutfa)(7)(iii) of this section, call options, services performed), the stockholder’s re-

tal will be applied to each acquisition dewarrants, convertible obligations, the contirement.
pending on when the acquisition occurredzersion feature of convertible stock, put (D) Rights of first refusal A bona fide
(7) Stock acquired by exercise of opeptions, redemption agreements (includdght of first refusal regarding the corpo-
tions, warrants, convertible obligations,ing rights to cause the redemption ofation’s stock with customary terms, en-
and other similar interests(i) Treatment stock), restricted stock, any other instrutered into between stockholders of a cor-
of options—(A) General rule. For pur- ments that provide for the right or possiporation (or between the corporation and
poses of this section, if stock of the dishility to issue, redeem, or transfer stocla stockholder).
tributing or controlled corporation is ac-(including an option on an option), cash (E) Other enumerated instruments.
quired pursuant to an option, the optiosettiement options, or any other similaAny other instruments specified in regula-
will be treated as an agreement on the daitgerests are treated as options. tions, a revenue ruling, or a revenue proce:
of issuance unless the distributing corpo- (iii) Instruments generally not treateddure. See 8601.601(d)(2) of this chapter.
ration establishes by clear and convincings options. For purposes of this para- (8) Examples.The following examples
evidence that, on the later of the date afraph (a)(7), the following are not treatedllustrate this paragraph (a). Throughout
distribution or date of issuance, the optioms options unless issued, transferred (direse examples, assume that the distribut
was not more likely than not to be exerrectly or indirectly), or listed with a prin- ing corporation (D) owns all of the stock
cised. The determination of whether agipal purpose of avoiding the applicatiorof the controlled corporation (C). As-
option was more likely than not to be exof section 355(e) or this section: sume further that D distributes the stock
ercised is based on all the facts and cir- (A) Escrow, pledge, or other securityof C in a distribution to which section 355
cumstances. In applying the previous semgreementsAn option that is part of a se-applies and to which section 355(d) does
tence, the fair market value of stockcurity arrangement in a typical lendingnot apply. For purposes of these exam-
underlying an option is determined by taktransaction (including a purchase moneples, unless otherwise stated, assume the
ing into account control premiums and mitoan), if the arrangement is subject to cusll transactions described are respectec
nority and blockage discounts. tomary commercial conditions. For thisunder applicable general tax principles.
(B) Agreement, understanding, ar-purpose, a security arrangement includeblo inference should be drawn from any
rangement, or substantial negotiations tdor example, an agreement for holdingxample concerning whether any require-
issue an option If there is an agreement,stock in escrow or under a pledge or othénents of section 355 other than those of
understanding, or arrangement to issue @@curity agreement, or an option to acsection 355(e) are satisfied. The exam-
option before the end of the 6-month peguire stock contingent upon a defaulples are as follows:
rﬁod beginniqg on Fhe date of the di_stribuunder a loan. . _ Example 1.To facilitate a stock offering by D of
tion, the option will be treated as issued (B) Compensatory optionsAn option  sq percent of its stock, D distributes C pro rata to its
on the date of the agreement, understantd acquire stock in the distributing or conshareholders. D issues new shares amounting to 5!
ing, or arrangement. If an agreement, urirolled corporation with customary termspercent of its stock to the public in a public offering
derstanding, or arrangement to issue and conditions provided to an employeithin 6 months of the distribution. Under para-
option is reached, or an option is issuedr director in connection with the perfor-g;z?si(tfgﬁzg(r% g‘;etzijsmseedcm’etgzrtd;tgb;g?]”(;"ge_
more than 6 months but not more than thance of services for the corporation or ges of related transactions) because the acquisitior
years after the distribution, and there werperson related to it under sectionccurred within 2 years of the distribution. Because



the acquisition occurred within 6 months after theition and acquisition are presumed to be part of a Example 5.(i) D believes it would be a more at-
distribution, D must rely on the rules of paragraptplan (or series of related transactions) because tlractive acquisition candidate if it did not own C. To
(a)(2)(iii) of this section to rebut the presumption. Dacquisition occurred within 2 years of the distribu-achieve significant nontax cost savings and, in sub-
will not be able to rebut the presumption because Bon. Under paragraph (a)(2)(ii)(B) of this section,stantial part, to maximize the possibility of D's ac-
cannot establish either that D did not intend that on@’s intent to deter an acquisition of D is a factoruisition, D distributes C pro rata. At the time of the
or more persons would acquire a 50-percent dending to disprove that the distribution was motidistribution, D has not, directly or indirectly, so-
greater interest in D during the relevant period undesated in substantial part by the desire to lower its filicited or received any indication of interest from
paragraph (a)(2)(iii)(A)(1) of this section or that thenancing costs. If D can establish by clear and comotential acquirors. At the end of 6 months after the
distribution was not motivated in whole or substanvincing evidence that the distribution wasdistribution, no agreement, arrangement, understand:
tial part by an intention to facilitate an acquisition ofnonetheless motivated in substantial part by the ne@, or substantial negotiations regarding the acquisi-
an interest in D under paragraph (a)(2)(iii)@)of to lower its financing costs, D can rebut the pretion of D have taken place. Seven months after the
this section. Because the presumption of paragraglimption using paragraph (a)(2)(ii) of this sectiondistribution, D engages an investment banker to con-
(a)(2)(i) of this section cannot be rebutted regardin® will not be able to rebut the presumption by usingluct an auction of D. One of the bidders acquires D
the acquisition of a 50-percent or greater interest ithe alternative rebuttal under paragraph (a)(2)(ii) ol year after the distribution. Under paragraph
D, section 355(e) applies to the distribution of C. this section for the same reason a&xample 2 (a)(2)(i) of this section, the distribution and acquisi-
Example 2. (i) X corporation announces an in- Example 4.D is a widely held, publicly traded tion are presumed to be part of a plan (or series of re-
tention to acquire D, principally to acquire C’s busi-corporation. D distributes C pro rata to D’s sharelated transactions) because the acquisition occurrec
ness. Due to market conditions, X’s available capiholders. By contract, C agrees to indemnify D fowithin 2 years of the distribution. Because there was
tal, and X's success in acquiring other corporationgny imposition of tax under section 355(e). The disno agreement, understanding, arrangement, or sub
D would reasonably anticipate that an acquisition dfibution is motivated solely by a corporate businesstantial negotiations concerning the acquisition at the
a 50-percent or greater interest in D is more likelpurpose within the meaning of §1.355-2(b) (othetime of the distribution or within 6 months thereafter,
than not to occur within 2 years. To lower its financthan an intent to facilitate an acquisition or decreade can use the rebuttal under paragraph (a)(2)(ii) of
ing costs and, in substantial part, to deter the acquhe likelihood of the acquisition of one or more busithis section if D can establish that the distribution
sition of D (by separating it from the more attractivenesses by separating those businesses from othetss motivated in whole or substantial part by the
C), D distributes C pro rata to the D shareholders. ¥at are likely to be acquired). At the time of the diseorporate business purpose of achieving significant
acquires C within 6 months of the distribution. tribution, although D has not been approached byontax cost savings. Under paragraph (a)(2)(ii)(B)
(i) Under paragraph (a)(2)(i) of this section, theany potential acquirors of C, D would reasonablof this section, D’s intent to facilitate an acquisition
distribution and acquisition are presumed to be paanticipate that, under current market conditions, if @f D is a factor tending to disprove that the distribu-
of a plan (or series of related transactions) becaugeseparated from D, an acquisition of a 50-percerion was motivated in substantial part by the desire to
the acquisition occurred within 2 years of the distrior greater interest in C is more likely than not tachieve nontax cost savings. If D can establish by
bution. Because the acquisition occurred within &ccur within 2 years by persons who would not havelear and convincing evidence that the distribution
months after the distribution, D must rely on theacquired a proportionate interest in D if the distribuwas nonetheless motivated in substantial part by the
rules of paragraph (a)(2)(iii) of this section to rebution of C had not occurred. C is acquired within éeed to achieve nontax cost savings for D and C, D
the presumption. Under paragraph (a)(2)(ii)@)( months after the distribution. Under paragrapftan rebut the presumption using paragraph (a)(2)(ii)
of this section, D will be able to establish that th€a)(2)(i) of this section, the distribution and acquisi-of this section.
distribution was not motivated in whole or substantion are presumed to be part of a plan (or series of (ii) D cannot rebut the presumption using the
tial part by an intention to facilitate an acquisition ofrelated transactions) because the acquisition ocdles of paragraph (a)(2)(iii) of this section because
an interest in D or C. Under paragraph (a)(2)(iv)(Brurred within 2 years of the distribution. Becaus® cannot establish either that D did not intend that
of this section, for purposes of paragraph (a)(2)the acquisition occurred within 6 months after thene or more persons would acquire a 50-percent or
(iii)(B) of this section, persons who more likely thandistribution, D must rely on the rules of paragraptgreater interest in D during the relevant period under
not would have acquired interests in D if the distrib{a)(2)(iii) of this section to rebut the presumption. Dparagraph (a)(2)(iii)(A)Y) of this section or that the
ution had not occurred are also treated as persowdl be able to establish that the distribution was notlistribution was not motivated in whole or substan-
who more likely than not would have acquired proimotivated in whole or substantial part by an intential part by an intention to facilitate an acquisition of
portionate interests in C if the distribution had notion to facilitate an acquisition of an interest in D oran interest in D under paragraph (a)(2)(iii)@)6f
occurred. Therefore, under paragraph (a)(2)(iii)(BIC under paragraph (a)(2)(iii)(A) of this section. this section.
of this section, D will be able to establish that, at thélowever, D will not be able to establish the require- Example 6.D announces that it will distribute C
time of the distribution, neither D, C, nor their con-ments of paragraph (a)(2)(iii)(B) of this section.pro rata to D’s shareholders. The distribution is mo-
trolling shareholders would reasonably have anticinder paragraph (a)(2)(iv)(B) of this section, fortivated solely by a corporate business purpose within
pated that it was more likely than not that one opurposes of paragraph (a)(2)(iii)(B) of this sectionthe meaning of §1.355-2(b) (other than an intent to
more persons would acquire a 50-percent or greatenly persons who more likely than not would havdacilitate an acquisition or decrease the likelihood of
interest in D or C within 2 years after the distribu-acquired interests in D if the distribution had not octhe acquisition of one or more businesses by separat
tion who would not have acquired such interests i€urred are treated as persons who more likely thang those businesses from others that are likely to be
the distribution had not occurred. not would have acquired proportionate interests in @cquired). After the announcement but before the
(iii) Under paragraph (a)(2)(iii)(C) of this sec- if the distribution had not occurred. Thereforedistribution, D acquires X, a widely held corporation.
tion, D will not be able to establish that the distribuunder paragraph (a)(2)(iii)(B) of this section, D will The X shareholders receive D stock in exchange for
tion was not motivated in whole or substantial parhot be able to establish that, at the time of the distrtheir X stock. No person who acquired D stock in
by an intention to decrease the likelihood of the adsution, neither D, C, nor their controlling shareholdthe X acquisition became a controlling shareholder
quisition of D’s business by separating it from the G&rs would reasonably have anticipated that it wasf D, as defined in paragraph (a)(4) of this section,
business that was likely to be acquired. Because theore likely than not that one or more persons wouldithin the time period described in paragraph
presumption of paragraph (a)(2)(i) of this sectioracquire a 50-percent or greater interest in D or Ca)(2)(v)(B) of this section. Under paragraph
cannot be rebutted regarding the acquisition by X ofithin 2 years after the distribution who would not(a)(2)(i) of this section, the distribution and the ac-
a 50-percent or greater interest in C, section 355(&pve acquired such interests if the distribution haduisition of D stock by the X shareholders are pre-
applies to the distribution of C. not occurred. Under paragraph (a)(2)(iv)(D) of thissumed to be part of a plan (or series of related trans:
Example 3.The facts are the samesample 2 section, the consequences of the indemnity agreaetions) because the acquisition occurred within 2
except the acquisition takes place 1 year after thment are disregarded for purposes of applying pargears of the distribution. If D can establish by clear
distribution. The parties had not reached an agregraph (a)(2)(iii)(B) of this section. Because the preand convincing evidence that the distribution of C
ment, understanding, or arrangement concerningumption of paragraph (a)(2)(i) of this sectionwould have occurred at approximately the same time
and had not substantially negotiated, the acquisitiotannot be rebutted regarding the acquisition of a 5@nd under substantially the same terms regardless ¢
of C stock within 6 months after the distribution.percent or greater interest in C, section 355(e) aphe acquisition of X, D may rebut the presumption
Under paragraph (a)(2)(i) of this section, the distribplies to the distribution of C. under paragraph (a)(2)(v)(B) of this section.



Example 7. (i) D engages in business 1. C enpursuant to an agreement, understanding, @@. To take advantage of favorable market condi-
gages in business 2. D is interested in expandiragrangement existing at the time of the distributiortions, C issues new shares amounting to 20 percen
business 1 through acquisitions, but D’s ownershipr within 6 months thereafter) who would not haveof its stock in a public offering followed 1 month
of C has been an impediment to acquisitions using Bcquired such interests if the distribution had not odater by the distribution. The public offering docu-
stock. On the advice of its investment banker, Burred. Under paragraph (a)(2)(iv)(C) of this secments disclosed the intended distribution of C. Nei-
plans to distribute its C stock to its shareholderon, D, C, and their controlling shareholders musther D, C, nor their controlling shareholders in-
solely to facilitate acquisitions by D. D has no spetreat the amount of D stock acquired by A as atended any further transactions involving D or C
cific goals regarding how much D stock will be ac-amount they would reasonably have anticipated wagock. In addition, at the time of the distribution,
quired after the distribution. D and its investmentnore likely than not to be acquired within 2 yearsieither D, C, nor their controlling shareholders
banker have identified X and Y as potential acquisiafter the distribution that would not have been acwould reasonably anticipate that it was more likely
tion targets. After D decides to distribute its Cquired if the distribution had not occurred. Third,than not that one or more persons would acquire a
stock, but before the distribution date, D negotiatesnder paragraph (a)(2)(iii)(C) of this section, D will50-percent interest in D or C within 2 years (or later
with and acquires X, but has no contact with Y. Ape able to establish that the distribution was not mgursuant to an agreement, understanding, or
X’s sole shareholder, receives 30 percent of D'tivated in whole or substantial part by an intention t@rrangement existing at the time of the distribution
stock, becoming a controlling shareholder of Ddecrease the likelihood of the acquisition of one o@r within 6 months thereafter) who would not have
within the meaning of paragraph (a)(4) of this secmore businesses by separating those businesggsjuired such interests absent the distribution. Two
tion. One year after the distribution, D acquires Yfrom others that are likely to be acquired. months after the distribution, C is approached unex-
Y’s shareholders receive 19 percent of D’s stock. Example 8.D plans to distribute C pro rata to its pectedly regarding an opportunity to acquire X.
After the distribution, D and its investment bankeishareholders. The distribution is substantially motiFive months after the distribution, C acquires X in
identify Z as another desirable target. Eighteemated by a corporate business purpose within th@xchange for 40 percent of the C stock. Under para-
months after the distribution, D acquires Z. Z'smeaning of §1.355-2(b) (other than an intent to fagraph (a)(2)(i) of this section, the distribution and
shareholders receive 17 percent of D's stock. cilitate an acquisition or decrease the likelihood ofach acquisition are presumed to be part of a plar

(i) Under paragraph (a)(2)(i) of this section, thethe acquisition of one or more businesses by separ&®r series of related transactions) because each ac
distribution and each acquisition are presumed to beg those businesses from others that are likely to i§glisition occurred within 2 years of the distribution.
part of a plan (or series of related transactions) becquired). After the announcement date, D's invest- (ii) Regarding the public offering, D cannot rebut
cause each acquisition occurred within 2 years of theent banker informs D's management that there istBe presumption using paragraph (a)(2)(v) of this
distribution. In addition, under paragraph (a)(6) ofot of interest in new investment in D now that it will Section. At the time of the acquisition, D and its
this section, all acquisitions for which the presumpro longer own C. At the time of the distribution, Dcontrolling shareholders intended to effectuate the
tion is not rebutted are aggregated to determinwould reasonably anticipate that it was more likelyistribution. Also, the distribution would not have
whether an acquisition described in sectionthan not that one or more persons would acquire @curred at approximately the same time and unde
355(e)(2)(A)(ii) has occurred. 50-percent or greater interest in D within 2 years (opubstantially the same terms regardless of the public

(ii)) Regarding the acquisition of X, D will not be later pursuant to an agreement, understanding, 8ffering.
able to rebut the presumption under paragrapfrrangement existing at the time of the distribution (iii) Regarding C's acquisition of X, D will not be
(2)(2)(v)(A) of this section because D cannot estaler within 6 months thereafter) who would not ac-able to rebut the presumption using paragraph
lish that at the time A acquired D stock, D did noquire such interests absent the distribution. Thre@)(2)(ii) of this section because the acquisition oc-
intend to effectuate a distribution. In addition, Dmonths after the distribution, D issues an option to %urred within 6 months after the distribution. How-
cannot rebut the presumption under paragrapto purchase 50 percent of the D stock. At the time &Vver, D will be able to rebut the presumption regard-
(2)(2)(v)(B) of this section because that paragrapissuance, the facts and circumstances indicate tH8g the acquisition of X using paragraph (a)(2)(iii)
does not apply to an acquisition in which a persothe option is more likely than not to be exercised®f this section. Neither D, C, nor their controlling
becomes a controlling shareholder. Two years after issuance, X exercises the option aifflareholders intended that one or more person:

(iv) Regarding the acquisitions of Y and Z, D will purchases 50 percent of the D stock. Under parjould acquire a 50-percent or greater interest in D
not be able to rebut the presumption under pargraph (a)(7)(i)(A) of this section, the option isO' C during the relevant period under paragraph
graph (a)(2)(ii)(A) of this section because D cannotreated as an agreement on the date it is issud@(2)(ii)(A)(1) of this section. Under paragraph
establish that the distribution was motivated irnder paragraph (a)(3)(i)(A) of this section, the dis{@)(2)(iii)(B) of this section, at the time of the distri-
whole or substantial part by a corporate businessibution and the acquisition are presumed to be paptition, neither D, C, nor their controlling sharehold-
purpose within the meaning of §1.355-2(b) (otheof a plan (or series of related transactions) becau§6S Would reasonably have anticipated that it was
than an intent to facilitate an acquisition or decreasbere was an agreement concerning the acquisiti$iore likely than not that one or more persons would
the likelihood of the acquisition of one or more busiwithin 2 years of the distribution. D will not be able@cauire a 50-percent or greater interest in C within 2
nesses by separating those businesses from otharsebut the presumption using the rebuttals of pary®ars who would not have acquired such interests if
that are likely to be acquired). graphs (a)(2)(ii) or (a)(2)(iii) of this section. The re-the distribution had not occurred. Under paragraph

(v) To rebut the presumption with regard to eachuttal of paragraph (a)(2)(ii) of this section is un{@)(2)(iii)(C) of this section, the distribution was not
acquisition of Y and Z using the alternative rebuttaivailable because there was an agreemefotivated in whole or substantial part by an inten-
of paragraph (a)(2)(iii) of this section, D must estabeoncerning the acquisition within 6 months of thdion to decrease the likelihood of the acquisition of
lish three facts. First, under paragraph (a)(2)(iii)distribution. The rebuttal of paragraph (a)(2)(iii) of°"€ ©F more businesses by separating those busi
(A)(1) of this section, D must establish that, at thehis section is unavailable because D cannot estaB€SSes from others that are likely to be acquired.
time of the distribution, D and its controlling share-ish that, at the time of the distribution, neither D, cBécause only the 20-percent acquisition by public
holders did not intend that one or more personsor their controlling shareholders would reasonabla?{,ﬁe”n_g is part of a plan (or series of related transac-
would acquire a 50-percent or greater interest in Bave anticipated that it was more likely than not thaio"S) involving the distribution, section 355(e) does
or C during the presumption period described in thaine or more persons would acquire a 50-percent get apply.
paragraph. For that purpose, the interests intendgdeater interest in D within 2 years (or later pursuant . .
to be acquired in D or C will include A's acquisitionto an agreement, understanding, or arrang(gment ex- (b) Multiple controlled _cprporanons.
of D stock under paragraph (a)(2)(iv)(A) of this secisting at the time of the distribution or within 6 Only the stock or securities of a con-
tion. Second, under paragraph (a)(2)(iii)(B) of thisnonths thereafter) who would not have acquiretrolled corporation in which one or more
sr_ection, D must establish that, at the time of the disuch interests absent the distribution. Because thgersons acquire directly or indirectly
tribution, neither D, C, nor their cont.rc.Jlllng share-presgmptlon .relatlng to the acquisition of .a 50-per-stock representing a 50-percent or greate
holders would reasonably have anticipated that tent interest in D cannot be rebutted, section 355(e|)1t t t of | . f re-
was more likely than not that one or more persorapplies to the distribution of C. Interest as pqr 0 a P an_ (or Se”e,S 0 re
would acquire a 50-percent or greater interest in D Example 9. (i) D distributes C pro rata to its lated transactions) involving the distribu-
or C within 2 years after the distribution (or latershareholders solely to facilitate a stock offering bjion of that corporation will be treated as



not qualified property under sectior
355(e)(1) if—

(1) The stock or securities of more thal
one controlled corporation are distribute
in distributions to which section 355 ap:
plies; and

(2) One or more persons do not ac
quire, directly or indirectly, stock repre-
senting a 50-percent or greater interest
the distributing corporation pursuant to :
plan (or series of related transactions) ir
volving any of those distributions.

(c) Valuation. Except as provided in
paragraph (a)(7)(i)(A) of this section, for
purposes of section 355(e) and this se
tion, all shares of stock within a single
class are considered to have the san
value. Thus, control premiums and mi
nority and blockage discounts within &
single class are not taken into account.

(d) Effective date. The regulations in
this section apply to distributions occur-
ring after the regulations in this sectior
are published as final regulations in thi
Federal Register.

Robert E. Wenzel,
Deputy Commissioner of
Internal Revenue.

(Filed by the Office of the Federal Register on Au
gust 19, 1999, 1:37 p.m., and published in the iss
of the Federal Register for August 24, 1999, 64 F.F
46155)



