T.D. 8904 (NQPS). The proposed regulations adAdoption of Amendments to the
dress the effective date of the definitiorRegulations

DEPARTMENT OF THE TREASURY NQPS, and provide rules exempting

Internal Revenue Service from treatment as NQPS certain pre- Accordingly, 26 CFR part 1 is amended
26 CFR Part 1 ferred stock received by shareholders ifS follows:

Treatment of Nonqualified corporate reorganizations and distribu-

Preferred Stock and Other gggs subject to sections 354, 355, anaRT 1 INCOME TAXES

Preferred Stock in Certain No comments responding to the notice Paragraph 1. The authority citation for
Exchanges and Distributions of proposed rulemaking were submittedpart 1 is amended by adding the following

. and no public hearing was requested @antries in humerical order to read in par

AGENCY: Internal Revenue ServiCgq|q  However, one commentator sugas follows:
(IRS), Treasury. gested that the rule in the proposed regula- Authority: 26 U.S.C. 7805 * * *
ACTION: Final regulations. tions interpreting section 351(g)(2)-Section 1.351-2 also issued under 2|

. ~(©)@n (relating to preferred stock U.S.C. 351(g)(4).
SUMMARY:  This document containsyansferred in connection with the perforSection 1.354—1 also issued under 2
final regulations relating to nonqualifiedyance of services) should be expanded t.S.C. 351(g)(4).
preferred stock. The regulations addregg;|yde transactions subject to sectioSection 1.355—-1 also issued under 2
the effective date of the definition of nonggq U.S.C. 351(g)(4).
qualified preferred stock and the treat- 1he |RS and Treasury agree with thiSection 1.356-7 also issued under 2
ment of nonqualified preferred stock andy,ggestion. Accordingly, these final regui).S.C. 351(g)(4). * * *
similar preferred stock received by shargsiiong extend the exemption from treatSection 1.1036-1 also issued under 2
holders in certain corporate reorganizgzent a5 NQPS in §1.356-7(c) to preferred.S.C. 351(g)(4). * * *
tions and distributions.  The regulationg;ock received by shareholders in certain Par. 2. Section 1.351-2 is amended b
are necessary to reflect changes to the Iy exchanges under section 351. Ttaelding paragraph (e) to read as follows:
concerning these types of preferred Sto‘ﬂfoposed regulations are adopted as re-

that were made by the Taxpayer Religfsaq by this Treasury decision. §1.351-2 Receipt of property.
Act of 1997. e e e
. Special Analyses
EFFECTIVE DATE: These regulations ™ y (€) See §1.356-7(a) for the applicabil-
are effective October 2, 2000. It has been determined that this Treaty of the definition of nonqualified pre-

FOR FURTHER INFORMATION CON- Sury decision is not a significant regulaferred stock in section 351(g)(2) for stock
TACT: Richard E. Coss, (202) 622-779Pry action as defined in Executive Orderssued prior to June 9, 1997, and for stoc
(not a toll-free number). 12866. Therefore, a regulatory assessssued in transactions occurring after Jun
ment is not required. It has also been d&, 1997, that are described in sectiol
SUPPLEMENTARY INFORMATION:  termined that section 553(b) of the Ad1014(f)(2) of the Taxpayer Relief Act of
ministrative Procedure Act (5 U.S.C.1997, Public Law 105-34 (111 Stat. 788
chapter 5) does not apply to these regul@21). See 8§1.356-7(c) for the treatmen
tions and, because the regulations do nof preferred stock received in certain ex-
On January 26, 2000, the IRS animpose a collection of information onchanges for common or preferred stocl
Treasury published in tHeederal Regis- small entities, the Regulatory Flexibility described in section 351(g)(2)(C)(i)(11).
ter a notice of proposed rulemakingict (5 U.S.C. chapter 6) does not apply. Par. 3. Section 1.354-1 is amended b
(REG-105089-99, 2000-6 |.R.B. 58@Fursuant to section 7805(f) of the Internaddding paragraph (f) to read as follows:
65 F.R. 4203)) relating to nonqualifiedRevenue Code, the notice of proposed
Eareferred sto!:)k (as d%fined ir? sectiofHlemaking preceding these regulation§1-354-1 Exchanges of stock and
351(g)(2) of the Internal Revenue Codeyas submitted to the Chief Counsel fof€curities in certain reorganizations.
Advocacy of the Small Business Adminis-, , , , ,

tration for comment on its impact on small (f) See §1.356-7(a) and (b) for the

business. treatment of nonqualified preferred stock
Drafting Information (as defined in section 351(g)(2)) receivec
in certain exchanges for nonqualified pre-
The principal author of these regulaferred stock or preferred stock. See
tions is Richard E. Coss of the Office of§1.356-7(c) for the treatment of preferrec
Associate Chief Counsel (Corporate)stock received in certain exchanges fo
However, other personnel from the IRgommon or preferred stock described ir
and Treasury participated in their developsection 351(g)(2)(C)(i)(Il).
ment. Par. 4. Section 1.355-1 is amended b
roRoer adding paragraph (d) to read as follows:

Background and Explanation of
Provisions



81.355-1 Distribution of stock and which made remote the likelihood of theservice) and the existing stock was trans
securities of a controlled corporation.  redemption or purchase, or the issuer’s (derred in connection with the performance
frxn a related party’s) right to redeem or puref services for the issuer or a related per
. chase the stock was not more likely thason (and represented reasonable compe
(d) Nonqualified preferred stockSee ot 1o he exercised within a 20-year pesation when transferred). In applying the
81.356-7(a) and (b) for the treatment ofi,q heginning on the issue date, or berules relating to NQPS, the preferred
nonqualified preferred stock (as definedy;se of any combination of these reastock received will continue to be treated
in section 351(g)(2)) received in certainyq. ang as transferred in connection with the per-
exchanges for (or in certain distributions iy The stock received is substantiallyformance of services (and representing
with respect to) nonqualified preferredgeniical to the original preferred stock. reasonable compensation) in subsequer
stock or preferred stock. See §1.356-7(C) () supstantially identical The stock transactions involving such stock, and the
for the treatment of the receipt of préjgceived is substantially identical to theprinciples of this paragraph (c) apply to
ferred stock in certain exchanges for (Oyginal preferred stock if— such transactions.
in certain distributions with respect t0) () The stock received does not contain (d) Rights to acquire stock For pur-
common or preferred stock described iy term or terms that, in relation to anyoses of §1.356-6, the principles of para
section 351(g)(2)(C)()(1). term or terms of the original preferredgraphs (a), (b), and (c) of this section
Par. 5. Section 1.356-7 is added tQiyck  either decrease the period in whicapply.
read as follows: a right or obligation described in clause (e) Examples In the examples in this

§1.356—7 Rules for treatment of (i), (ii), or (iii) of section 351(g)(2)(A) paragraph (e), T and P are corporations, #
nonqualified preferred stock and other ~ €&n be exercised, or increase the likelis a shareholder of T, and A surrenders an
preferred stock received in certain hood that such a right or obligation willreceives (in addition to the stock ex-
transactions. be exercised, or accelerate the timing athanged in the examples) common stock i

the returns from the stock instrument, inthe reorganizations described. The follow-
(a) Stock issued prior to effective datecluding the timing of actual or deemedng examples illustrate paragraphs (a), (b)
Stock described in section 351(g)(2) iglividends or other distributions receivedand (c) of this section:
nonqualified preferred stock (NQPS) reon the stock; and Example 1 In 1995, Atransfers property to T and
gardless of the date on which the stock is (i) As a result of the exchange or distrifeceives T preferred stock that is described in sectio
h . . . . . . 351(g)(2) in a transaction under section 351. In 2002
issued. However, sections 351(g)bution, exercise of the right or obllgatlonIoursuant to a reorganization under section
354(a)(2)(C), 355(a)(3)(D), 356(e), anddoes not become more likely than not tasg(ay(1)(8), A surrenders the T preferred stock in
1036(b) do not apply to any transactiomccur within a 20-year period beginningexchange for P NQPS. Under paragraph (a) of thi
occurring prior to June 9, 1997, or to anyn the issue date of the original preferreggction, the T preferred stock issued to A in 1995 is
transaction occurring after June 8, 199%tock. NQPS. However, because section 351(g) does nc
that is described in section 1014(f)(2) of (3) Treatment of stock receivedThe ?hp: I¥ tngtr;gssvc{j:fr;so? fg?ﬁg?gp?:;(;rﬁyfuwnﬁh?r’] 1?]27
the Taxpayer Relief Act of 1997, Publicstock received will continue to be treategheaning of section 351(b) when issued in 1995
Law 105-34 (111 Stat. 788, 921). Foms QPS in subsequent transactions involunder sections 354(a)(2)(C) and 356(¢)(2), the F
purposes of this section, preferred stockg such stock, and the principles of thi$lQPS received by Ain 2002 is not “other property”
that is not NQPS is referred to as Qualiparagraph (b) apply to such transactiorf§thin the meaning of section 356(a)(1)(B) because i
. . . . _Is received in exchange for NQPS.
fied Preferred Stock (QPS). as though the stock received is the origi- Example 2 T issues QPS o A on January 1, 2000
(b) Receipt of preferred stock in ex-nal preferred stock issued on the samgat is not NQPS solely because the holder cannot re
change for (or distribution on) substan-date as the original preferred stock. quire T to redeem the stock until January 1, 2022. I
tially identical preferred stoek-(1) Gen- (c) Stock transferred for serviced=or 2007, pursuant to a reorganization under sectior
eral rule. For purposes of sectionspurposes of sections 351(g)(1), 354(a)3]68($)(1)(fA) '”dWht'ChkT_mergf into ':' A;“”e?dersd
354(2)(2)(C) (1), 355(a)(3)(D), and (2)(C)(i), 355(a)(3)(D), and 356(e)(2):iqci with terms that are dical fo the terms of the
356(e)(2), preferred stock is QPS, evepreferred stock containing a right OFr preferred stock, including the term that the holder
though it is described in sectionobligation described in clause (i), (ii) orcannot require the redemption of the stock until Janu
351(g)(2), if it is received in exchange fof(iii) of section 351(g)(2)(A) that is exer-ary 1, 2022. Because the P stock and the T stock hay
(or in a distribution with respect to) pre-cisable only upon the holder’s separatioffentical terms, and because the redemption did nc
L . . ecome more likely than not to occur within the 20-
ferred stock (the original preferred stockjrom service from the issuer or a reIate@ear period that begins on January 1, 2000 (which i
that is QPS, provided — person (as described in secCtiOfhe issue date of the T preferred stock) as a result ¢
(i) The original preferred stock is QPS351(g)(3)(B)) will be treated as trans-he exchange, under paragraph (b) of this section, th
solely because, on its issue date, eitherferred in connection with the performancé preferred stock received by A is treated as QPS
right or obligation described in clause (i)of services (and representing reasonabl@us: the P preferred stock received is not “other
. . . L . roperty” within the meaning of section 356(a)(1)(B).
(i), or (iii) of section 351(g)(2)(A) was compensation) within the meaning of sec? Example 3 The facts are the same akample
not exercisable until after a 20-year petion 351(g)(2)(C)(i)(Il), if such preferred 5 except that, in addition, in 2010, pursuant to a re-
riod beginning on the issue date, or thetock is received in exchange for (or in @apitalization of P under section 368(a)(1)(E), A ex-
right or obligation was exercisable withindistribution with respect to) existing stockchanges the P preferred stock above for P NQPS th
the 20-year period beginning on the issueontaining a similar right or obligation PEMits the holder to require P to redeem the stock i

. . . . 2020. Under paragraph (b) of this section, the P pre
date but was subject to a contingencfexercisable only upon separation fromy, . oo« SS”engdeid(b;Ais treated as QPS pBe



cause the P preferred stock received by Ain the reca81.1036—1 Stock for stock of the same
italization is not substantially identical to the P pre—corporation_

ferred stock surrendered, the P preferred stock re-

ceived by A is not treated as QPS. Thus, the P Kk ok ok Kk

preferred stock received is “other property” within the .
meaning of section 356(a)(1)(B). (d) Nonqualified preferred stockSee

Example 4 T issues preferred stock to A on Jan-§1-3$§_7(a) for the_ gpplicability of the
uary 1, 2000 that permits the holder to require T télefinition of nonqualified preferred stock
redeem the stock on January 1, 2018, or at any tinile section 351(g)(2) for stock issued prio

thereafter, but which is not NQPS solely because, 3 June 9. 1997. and for stock issued
of the issue date, the holder’s right to redeem is sup- Y _—
ject to a contingency that makes remote the Iikeli?ransacnons occurring after June 8, 199

hood of redemption on or before January 1, 2020. that are described in section 1014(f)(2) «
2007, pursuant to a reorganization under sectioffle Taxpayer Relief Act of 1997, Public
368(a)(1)(A) in which T merges into P, A surrenderd_ gw 105-34 (111 Stat. 788, 921)_

the T preferred stock in exchange for P preferred

stock with terms that are identical to the terms of the

T preferred stock. Immediately before the ex-

change, the contingency to which the holder’s right Robert E. Wenzel,
to cause red_em_ption ofthe T stogk is subject makes Deputy Commissioner
remote the likelihood of redemption before January
1, 2020, but the P stock, although subject to the
same contingency, is more likely than not to be re-
deemed before January 1, 2020. Because, as a result
of the exchange of T stock for P stock, the exercisepproved September 25, 2000.

of the redemption right became more likely than not

of Internal Revenue.

to occur within the 20-year period beginning on the ] Jona.-than Talisman,
issue date of the T preferred stock, the P preferred Acting Assistant Secretary
stock received by A is not substantially identical to of the Treasury.

the T stock surrendered, and is not treated as QPS.
Thus, the P preferred stock received is “other prop-

erty” within the meaning of section 356(2)(1)(B).  (Filed by the Office of the Federal Register on Sej
Example 5 The facts are the same askemple gmper 29, 2000, 8:45 a.m., and published in tf

4, except that, immediately before the merger of sq 6 of the Federal Register for October 2, 2000, |
into P in 2007, the contingency to which the holder's: 5 58650)

right to cause redemption of the T stock is subject
makes it more likely than not that the T stock will be
redeemed before January 1, 2020. Because exercise
of the redemption right did not become more likely
than not to occur within the 20-year period begin-
ning on the issue date of the T preferred stock as a
result of the exchange, the P preferred stock re-
ceived by A is substantially identical to the T stock
surrendered, and is treated as QPS. Thus, the P pre-
ferred stock received is not “other property” within
the meaning of section 356(a)(1)(B).

Example 6 Ais an employee of T. In connection
with A's performance of services for T, T transfers to
Ain 2000 an amount of T common stock that repre-
sents reasonable compensation. The T common
stock contains a term granting A the right to require
T to redeem the common stock, but only upon A's
separation from service from T. In 2005, pursuant to
a reorganization under section 368(a)(1)(A) in
which T merges into P, A receives, in exchange for
As T common stock, P preferred stock granting a
similar redemption right upon A's separation from
P’s service. Under paragraph (c) of this section, the
P preferred stock received by A is treated as trans-
ferred in connection with the performance of ser-
vices (and representing reasonable compensation)
within the meaning of section 351(g)(2)(C)(i)(II).
Thus, the P preferred stock received by A is QPS.

(f) Effective datesThis section applies
to transactions occurring on or after Octo-
ber 2, 2000.

Par. 6. Section 1.1036-1 is amended
by adding paragraph (d) to read as fol-
lows:



