of the issuing corporation in exchange fomation is elective. If §1.368—1T would
stock owned by the shareholder in the taapply to a transaction, but the taxpaye
get corporation. would prefer to apply the final regula-
tions, the taxpayer may elect to submit the
information. The likely respondents are

Applicability Dates For dates of ap- businesses or other for-profit institutions.

T.D. 8898 plicability of these regulations, see the Comments concerning the collection of

“Effective Dates” portion of the Supple_mformation should be sent to ti@ffice
DEPARTMENT OF THE TREASURY mentary Information of the preamble. of Management and BudgetAtin: Desk
Internal Revenue Service Officer for the Department of Treasury,

DATES: Effective DatesThese regula-
tions are effective August 30, 2000.

FOR FURTHER INFORMATION CON- Office of Information and Regulatory Af-
26 CFR Parts 1 and 602 TACT: Marie Byrne, (202) 622-7750 (notfairs, Washington, DC 20503, with copies
Continuity of Interest a toll-free number). to theInternal Revenue Service Attn:
) IRS Reports Clearance Officer,
AGENCY: Internal Revenue ServiceSUPPLEMENTARYINFORMATION: - b o e \washington, DC 20224, Any
(IRS), Treasury. Paperwork Reduction Act such comments should be submitted nc

later than October 30, 2000.
The collection of information in these Comments are specifically requestec
SUMMARY: This document contains final regulations has been reviewed andaoncerning:
final regulations providing guidance re-pending receipt and evaluation of public (a) Whether the collection of informa-
garding the continuity of interest requirecomments, approved by the Office otion is necessary for the proper perfor-
ment for corporate reorganizations. Th&lanagement and Budget (OMB) undemance of the functioning of the Internal
final regulations affect corporations andt4 U.S.C. 3507 and assigned contrdRevenue Service, including whether the
their shareholders. The final regulationsumber 1545-1691. information will have practical utility;
provide that distributions and redemp- The collection of information in these (b) The accuracy of the estimated bur
tions by a target corporation prior to a poregulations is in §1.368-1(e)(7). The inden associated with the collection of in-
tential reorganization are taken into acformation is a private letter ruling requesformation (see below);
count for continuity of interest purposedo apply the final regulations to a transac- (c) How the quality, utility, and clarity of
to the extent that the consideration retion in which a taxpayer has entered into the information requested may be enhance
ceived by the target shareholder in the rdinding agreement on or after January 28, (d) How the burden of complying with
demption or distribution is treated asl998 (the effective date of §1.368—1T)the collection of information may be mini-
other property or money under sectiormnd before the effective date of the finaiized, including through the application of
356 of the Internal Revenue Code, or toegulations. This information will be automated collection techniques or othe
the extent that the consideration would begsed to ensure that all parties to the tranfrms of information technology; and
treated as other property or money if thaction take consistent positions for Fed- (e) Estimates of capital or start-up
target shareholder also had received stoekal tax purposes. The collection of inforeosts, and costs of operation, mainte

ACTION: Final regulations.



nance, and purchase of services to preeribed in section 368. In addition to Other commentators expressed concer

vide information. complying with the statutory require-that certain types of taxpayers, such as
Estimated total annual reporting burdenments and certain other requirements, @rporations, are inappropriately ad-
1,500 hours transaction generally must satisfy the COlersely affected by the approach of the

The annual burden per respondent varigsquirement. The purpose of the COIl refemporary Regulations. The commenta:
from 50 to 200 hours, depending on indiquirement is to prevent transactions thabrs noted that when an S corporation
vidual circumstances, with an estimatedesemble sales from qualifying for nonimerges into a C corporation, it is common
average of 150 hours. recognition of gain or loss available tdfor the S corporation, in advance of the
Estimated number of respondents: 10  corporate reorganizations. COI requireseorganization, to make distributions in
Estimated frequency of responses: Oncethat in substance a substantial part of thbe amount of its accumulated adjust-
An agency may not conduct or sponsoralue of the proprietary interests in T banents account (AAA). If large enough,
and a person is not required to respond tpreserved in the reorganization. Thessuch distributions may cause the potentia
a collection of information unless it dis-final regulations address the effect omeorganization to fail to qualify for tax-
plays a valid control number assigned b Ol of prereorganization redemptiondree treatment because the COI require
the OMB. and distributions. ment is not satisfied under the Temporary
Books or records relating to a collec-_l_he Temporary Regulations Regulations. These commentators be
tion of information must be retained as lieve that this application of the COI rules
long as their contents may become mater- The Temporary Regulations providen the Temporary Regulations to S corpo-
ial in the administration of any internalthat a proprietary interest in T is not prefation reorganizations is inconsistent with
revenue law. Generally, tax returns anderved if, prior to and in connection withsection 1371, which generally provides
tax return information are confidential, as potential reorganization, it is redeemedhat subchapter C applies to an S corpore

required by 26 U.S.C. 6103. or to the extent that, prior to and in contion, except to the extent inconsistent with
nection with a potential reorganization, asubchapter S, because the practice ¢
Background extraordinary distribution is made withmaking prereorganization AAA distribu-

respect to it. tions makes it more difficult for S corpo-

On January 28, 1998.’ the T_reasury De- Several commentators argued that thetions than for C corporations to qualify
partment and IRS published final regula:l_em orary Regulations are overly broador reorganization treatment. Similar con-
tions on the continuity of interest (COIl) porary Reg y 9 :

. : Some suggested that the scope of the C@&rns arise when a controlled foreign cor-
requirement for potential corporate reor- . : o .

o . . requirement should closely parallel thgporation (CFC) distributes income from
ganizations, which permitted former tar, w regarding the “solely for voting its previously taxed income account with
get corporation (T) shareholders to sefla 9 9 y gis p y

stock in the issuing corporation (P) With_stock” requirement for reorganizationgespect to its subpart F income (see sec
: g corp 7. .under 8368(a)(1)(B) and (C), becaus&on 959). Another commentator sug-
out causing the potential reorganization t

fail to satisfy the COI requirement (T.D.BOth the solely for votlng stock reqwre-geste_d thfit dlstrl_bunons made by a C cor
ment and the COI requirement arose oygoration immediately prior to a merger

8760, 1996-1 C.B. 803 [63 F.R. 4174])'of similar concerns, i.e., to prevent transwith a Regulated Investment Compan

Additionally, the IRS and Treasury De- 1€, 10 9 pany

) actions that resemble sales from qualiffRIC) or Real Estate Investment Trust
partment published temporary (T.D. 876]1'n for nonrecognition treatment availablgREIT) should not be treated as extraordi-
1998-1 C.B. 812) and proposed regul g g

tions (REG—120882-97, 1998—1 C. %o corporate reorganizations. These comnmary distributions. Under §81.852-12

: . inentators maintain that, similar to thgfor RICs) and 1.857-11 (for REITs), a C
824) (the Temporary Regulations) in thesolel for voting stock rule, prereorgani-<corporation that merges into a RIC or
Federal Registerat 63 F.R. 4183 and 63 y 9 ' P g P g

. ; zation redemptions and extraordinary disREIT must distribute all non-RIC or non-
F.R. 4204, respectively, relating to re- . . . . ,
. ) .. “tributions by T should not be taken intoREIT earnings and profits before the enc
demptions of, and extraordinary distribu- . , e
. . . . _account for COI purposes unless P dief the RIC’s or REIT’s first taxable year.
tions on, T stock prior to certain otherwise - X : . 4
s o rectly or indirectly furnishes the consider-Consequently, a C corporation typically
qualifying reorganizations.

ation for the redemption or distribution.will distribute such earnings and profits
The Treasury Department and IRS re; : . .
: ) . A rule that goes beyond this, they arguegrior to a merger with a RIC or REIT.
ceived written comments in response to the . . S

roposed requlations. A public hearin Or(]:onverts the COI requirement into an After considering these comments, the
brop g - AP 9 O sset continuity test, and thus overlapgurpose of the COI requirement, and the

t2h6€ E;OQ%OSTﬁ;ergggii?;esr;:;ii r:)?liuozol\:f ith the continuity of business enterprisether existing protections that prevent
' ! equirement (COBE) and the “substantransactions that resemble sales fron

ments, §1.368-1T, published at 63 F.R, N . - . )
4183, is removed. Section 1.368-1(e) Fi}gally all the assets” requirement for cerqualifying for nonrecognition of gain or

amended by this Treasury decision ain reorganizations. loss available to corporate reorganiza-
y Y ' In addition, one commentator main-ions, the Treasury Department and IRS
Explanation of Provisions tained that the Temporary Regulationfave concluded that the approach of the

provide inconsistent results by treatindinal regulations best reflects the purpose

The Internal Revenue Code providegxtraordinary distributions taxed as divi-of the COI requirement. The regulations
general nonrecognition treatment for reordends under section 301 as the equivaleptovide that a proprietary interest in T
ganization transactions specifically deef sales proceeds for purposes of COl. (other than one held by P) is not preserve



to the extent that consideration receive@Ol than was intended in this contextthe burden of making this collection of in-
prior to a potential reorganization, eitheExample 8is removed by this Treasuryformation may be significant when applic-
in a redemption of T stock or in a distribu-decision. able, taxpayers will have to make this col-
tion with respect to T stock, is treated as . lection of information only if they are

other property or money received in thé&ffect on Other Authorities corporations or shareholders of corpora
exchange for purposes of section 356 or These COJ regulations apply solely fofions who are parties to a purported reor
would be so treated if the T SharehOIdeﬁurposes of determining whether the coyanization in which COI would not be
also had received stock of P in eXCha”%quirement is satisfied. No inferencdreserved under the Temporary regula
for stock owned by the shareholder in Tshoui1d be drawn from any provision ofions. The IRS estimates that the numbe
In determining whether consideration igp;g regulation as to whether other reorgaP—f taxpayers who will need to make this
treated as other property or money undefi,4tion requirements are satisfied, or aeollection of information will be 10 or

section 356 received in an exchange for @ he characterization of a related trand€Wer. Therefore, a Regulatory Flexibility

proprietary interest in T, taxpayers should iy Analysis under the Regulatory Flexibility
consider all facts, circumstances, and rel- Act (5 U.S.C. chapter 6) is not required.
evant legal authorities. Effect on Other Documents Pursuant to section 7805(f) of the Code

The regulations posit for COI purposes these final regulations will be submitted to

that each T shareholder receives some pThe following publications do not e chief Counsel for Advocacy of the
stock in exchange for T stock. SectioPPlY 10 the extent th.ey are inconsisten$ 51| Business Administration for com-
356 generally does not apply to a T shard!ith these regulations: ment on their impact on small business.

holder who does not receive any P stock R&V- Proc. 77-37 (1977-2 C.B. 568). ' '
in exchange for T stock in a reorganiza- Rev. Proc. 86-42 (1986-2 C.B. 722). Drafting Information

tion. See Rev. Rul. 74-515 (1974-2 C.Bgective Dates The principal author of these regula-
118). Solely for purposes of determining tions is Marie Byrne of the Office of the
whether the COI requirement is satisfied, These regulations apply to transactiongssgciate Chief Counsel (Corporate)

however, the regulations deem each @ccurring after August 30, 2000, unlesspg However, other personnel from the

share_holder to have receweql some the transaction occurs pu_rsuant to a WrifRs and Treasury Department partici-

stock in exchange for T stock (without asten agreement that is (subject to customagiaq in their development.

cribing any value to that stock). The regeonditions) binding on that date and at all * ok ok ok

ulations thus use the same criterion faiimes thereafter. Taxpayers who entered

determining whether COI is satisfied, reinto a binding agreement on or after JantAdoption of Amendments to the

gardless of whether a T shareholder reary 28, 1998 (the date that the temporargegulations

ceives any P stock. These final regulaand proposed regulations were filed with

tions do not offer safe harbors or speciahe Federal Registe), and before August

rules for the transactions about whicl80, 2000, may request a private letter ru

commentators expressed concern. Unlikag permitting them to apply the final reg-paRT 1__INCOME TAXES

the temporary regulations, however, thelations to their transaction. A private let-

final regulations do not automatically takder ruling will not be issued unless the Paragraph 1. The authority citation for

all prereorganization redemptions and exaxpayer establishes to the satisfaction @art 1 continues to read in part as follows

traordinary distributions in connectionthe IRS that there is not a significant risk Authority: 26 U.S.C. 7805 * * *

with the reorganization into account forof different parties to the transaction tak- Par. 2. Section 1.368-1 is amended by

COl purposes. ing inconsistent positions, for U.S. tax 1. Revising paragraph (e)(1)(ii).

purposes, with respect to the applicability 2. Removing paragraph (e)(2)(ii).

of the final regulations to the transaction. 3. Removing the paragraph designa
Example &f §1.368-1(e)(6) illustrates , tion (e)(2)(i).

the effect on COI of a general stock repuroPecial Analyses 4. RemovingExample 8of paragraph

chase program. In the example, P repur- | hag heen determined that these regff)(6)-
chases a small percentage of its stogkiiins are not a significant regulatory ac- 5. Redesignatingexample 9of para-

after a reorganization, as part of a preeX;y, as defined in Executive Order 128683"aph (€)(6) aExample 8
isting stock repurchase program. COl i§perefore. a regulatory assessment is not6- Adding newExample 9o paragraph

satisfied because the redemption of g ired. It also has been determined th&)(6):
small percentage of P stock was not i@qction 553(b) of the Administrative Pro- 7. Adding three sentences to the end c

connection with the merger. In responsgequre Act (5 U.S.C. chapter 5) does ndaragraph (e)(7).
to comments received, the IRS and Tre%{pply to these final regulations. It is The additions and revision read as fol-

sury Department issued further gmdancﬁereby certified that the collection of in-lOWS:

on the effect of a stock repurchase prog, mation in these regulations will Notgy 368-1 Purpose and scope of exceptio
gram on COI in Rev. Rul. 99-585,¢ 5 significant economic impact on f reor anizatiF:)n exchan eg P
(1999-52 I.R.B. 701). Becausxample g pstantial number of small entities. This 9 ges.

8 suggests a more restrictive approach Quification is based on the fact that while*++*

Accordingly, 26 CFR parts 1 and 602
gre amended as follows:

Stock Repurchase Programs



(€) *** (1) *+* 356, and would not be so treated even if A had rPART 602—OMB CONTROL
(i) For purposes of paragraph (e)(1)(ifeved some stock of P in exchange for his T stockyyMBERS UNDER THE

. . . . . he prereorganization redemption by T does not afs
of this section, a proprietary interest in th%ect continuity of interest, because B's proprietarJDAPERWORK REDUCTION ACT

target CorP(_)ration (Other_than_one held bterest in T is unaffected, and the value of the pro-
the acquiring corporation) is not pre-prietary interest in T is preserved.

served to the extent that consideration re- (7)*** Paragraph (e)(1)(ii) of this sec- . .
ceived prior to a potential reorganizationtion, however, applies to transactions odl humerical order to read as follows:
either in a redemption of the target corpoeurring after August 30, 2000, unless thegn2.101 OMB Control numbers.

ration stock or in a distribution with re-transaction occurs pursuant to a written

spect to the target corporation stock, iagreement that is (subject to customar§***

treated as other property or money reezonditions) binding on that date and at all (b) ***

ceived in the exchange for purposes dfmes thereafter. Taxpayers who entered

section 356, or would be so treated if thinto a binding agreement on or after Janu- Robert E. Weﬂze"
target shareholder also had received stoeky 28, 1998, and before August 30, 2000, Deputy Commissioner
of the issuing corporation in exchange fomay request a private letter ruling permit- of Internal Revenue.
stock owned by the shareholder in the tating them to apply the final regulation 0Approved August 23, 2000.

Par. 4. Section 8602.101, paragraph (b
is amended by adding an entry to the tabl

get corporation. their transaction. A private letter ruling

i will not be issued unless the taxpayer es- Jonathan Talisman,
(6) *** tablishes to the satisfaction of the IRS that Acting Assistant Secretary
Example 9. Preacquisition redemption by targethere is not a significant risk of different of the Treasury.

corporation T has two shareholders, Aand B. P exEarties to the transaction taking inconsis-
presses an interest in acquiring the stock of T.

e Filed by the Office of the Federal Register on Au-
does not wish to own P stock. T redeems A's sharégm positions, for Federal tax purposeég,ust 30, 2000, 8:45 a.m., and published in the issu

in T in exchange for cash. No funds have been d¥ith respect to the applicability of theg; e Fegeral Register for August 31, 2000, 65 F.R
will be provided by P for this purpose. P subsefinal regulations to the transaction. 52909)
quently acquires all the outstanding stock of T from

B solely in exchange for voting stock of P. The cas§1.368—1T [Removed]

received by Ain the prereorganization redemption is

not treated as other property or money under section Par. 3. Section 1.368—1T is removed.




