Section 355.—Distribution of related transactions) pursuant to which fegulatory action as defined in Executive

Stock and Securities of a or more persons acquire directly or indiOrder 12866. Therefore, a regulatory as-
Controlled Corporation rectly stock representing a 50-percent gessment is not required. It has also beel
greater interest in the distributing corpodetermined that section 553(b) of the Ad-
26 CFR 1.355-7T: Recognition of gain on certain ration or any controlled corporation.” ministrative Procedure Act (5 U.S.C.
distributions of stock or securities in connection The Proposed Regulations providehapter 5) does not apply to these tempo:
with an acquisition. guidance concerning the interpretation ofary regulations, and, because the tempo
T.D. 8960 the phrase “plan (or series of relatedary regulations do not impose a collec-

transactions).” The Proposed Regulatiortgon of information on small entities, the
DEPARTMENT OF THE TREASURY generally provide that whether a distribuRegulatory Flexibility Act (5 U.S.C.
Internal Revenue Service tion and an acquisition are part of a plan ishapter 6) does not apply. Pursuant to
26 CFR Part 1 determined based on all the facts and cisection 7805(f) of the Internal Revenue

cumstances. They also set forth six saféode, these temporary regulations will be
Guidance Under Section 355(e); harbors, the satisfaction of which wouldsubmitted to the Chief Counsel for Advo-
Recognition of Gain on Certain confirm that a distribution and an acquisicacy of the Small Business Administra-

Distributions of Stock or tion are not part of a plan. tion for comment on its impact on small
Securities in Connection With an A public hearing regarding the Pro-business.
Acquisition posed Regulations was held on May 15,

2001. In addition, written commentsPrafting Information
AGENCY: Internal Revenue Servicewere received. A number of commenta- e
(IRS), Treasury. tors have indicated that the lack of guid- The principal author of the,se temporary
ance under section 355(e) is hindering thrggulatlons 'S Brendgn P. O'Hara, Office
of the Associate Chief Counsel (Corpo-

ability to undertake acquisitions and di-
SUMMARY: This document contains tem-vestitures. These commentators have rEate)- However, other personnel from the
epartment of the Treasury and the IRS

porary regulations relating to recognition ofjuested that the IRS and Treasury provi = : :
gain on certain distributions of stock or seimmediate guidance pending the ﬁnalizapartmlpatesl n ihe|ide\ieloement.
curities of a controlled corporation in contion of those regulations. In response to
nection with an acquisition. Changes to thehese requests, the IRS and Treasury ae,
applicable law were made by the Taxpay&iromulgating the Proposed Regulations,
Relief Act of 1997. These temporary reguas temporary regulations in this Treasury
lations affect corporations and are nece®ecision. The temporary regulations are Accordingly, 26 CFR part 1 is amended
sary to provide them with guidance needefdentical to the Proposed Regulations, €¥s follows:

to comply with these changes. cept that the temporary regulations re-

EFFECTIVE DATES: These temporaryServe section 1.355-7(e)(6) (suspendingART 1—INCOME TAXES

regulations are effective August 3, 2001, the running of any time period prescribed L
d g in the Proposed Regulations during which Pa;agraph 1.d Tdheb autggrlty citation fqr
FOR FURTHER INFORMATION CON- there is a substantial diminution of risk of 2t 1 IS amended by adding an entry in

TACT: Megan R. Fitzsimmons of the Of-|gss under the principles of Sectiorpumerical order to read in part as follows:
fice of Associate Chief Counsel (Corposs(q)(6)(B)) andpExamE)Ie 7 of the Pro- Authority: 26 U.S.C. 7805 * * *
rate), (202) 622-7790 (not a toll-freeposed Regulations (interpreting the ter Section 1.355-7T also issued under 26

number). “similar acquisition” in the context of a o->-C- 355(€)(5). * * *

SUPPLEMENTARY INFORMATION: situation involving multiple acquisitions). Par Zihsecu?.n 1};355(;0 IS a;nter?dei by
The IRS and Treasury continue to stui{l\”smg € section heading and the Intro-

ACTION: Temporary regulations.

option of Amendments to the
egulations

Background all of the comments received regardin ucgtggy;_?i(t ang 'addir:g afn”entry for
, .355-7T to read in part as follows:
On January 2, 2001, the IRS and Tre the Proposed Regulations. The IRS a

sury published in th&ederal Register al'reasury will continue to devote signifi-g1 355-0 Outline of sections.

(66 FR 66) a notice of proposed rulema cant resources to analyzing the comments

- and, in the near future, expect to issue ad-In order to facilitate the use of
|3n496)(|?tﬁg Plrgr)gsGS d %Se gzucl);)tilo_ n3s)|'5n'§'dritional guidance regarding the interpreta881.355—1 through 1.355-7T, this section
section 355(e) of the Internal Revenue%'on of the phrase “plan (or series of relists the major paragraphs in those sec-

Code of 1986. Section 355(e) providesated transactions). ilzn*s*is follows:
that the stock of a controlled corporatiorspecia| Analyses
will not be qualified property under sec- 81.355—7T Recognition of gain on

tion 355(c)(2) or 361(c)(2) if the stock is It has been determined that these tengertain distributions of stock or securities
distributed as “part of a plan (or series oporary regulations are not a significanin connection with an acquisition.



a) In general. ar. 3. Section 1.355-7T is added tplan with a distribution pursuant to para-
I I Par. 3. Section 1.355-7T is added tpl ith a distributi
an. read as follows: grap of this section will be aggre-
b) PI d as foll h (b) of thi [ ill b
c¢) Multiple acquisitions. ated for purposes of the 50-percent tes
Multipl isiti d f f the 50
(d) Facts and circumstances. distributi f stock tios | f paragraph (a)(2) of this section.
(e) Operating rules. IStrl ut!ons qths ockor s_e_(t:_url 1esin (d) Facts and circumstances(1) The
(1) Reasonable certainty evidence ofonnection with-an acquisition. facts and circumstances to be considere
business purpose to facilitate an ac- (a) In general Except as provided in in demonstrating whether a distribution

81.355—7T Recognition of gain on certai

quisition. section 355(e) and in this section, sectioAnd an acquisition are part of a plan in-
(2) Internal discussion evidence of busigss(e) applies to any distribution— clude, but are not limited to, the facts anc
ness purpose. (1) To which section 355 (or so muctcircumstances specified in paragraph:
(3) Hostile takeover defense. of section 356 as relates to section 355¥)(2) and (3) of this section. The Weight
(4) Effect of distribution on trading in gpplies; and to be given each of the facts and circum-
stock. (2) That is part of a plan (or series oftances depends on the particular cas
(5) Consequences of section 355(e) disreelated transactions) (referred to elselherefore, whether a distribution and an
garded for certain purposes. where in this section as “plan”) pursuan@cquisition are part of a plan does not de
(6) Substantial diminution of risk. [Re-to which 1 or more persons acquire dipend on the relative number of facts anc
served] rectly or indirectly stock representing acircumstances present under paragrap
() Safe harbors. 50-percent or greater interest in the digd)(2) of this section as compared to para
(1) Safe Harbor I. tributing corporation (Distributing) or any graph (d)(3) of this section.
(2) Safe Harbor II. controlled corporation (Controlled). (2) Among the facts and circumstances
(3) Safe Harbor Il1. (b) Plan. (1) Whether a distribution tending to show that a distribution and an
(4) Safe Harbor IV. and an acquisition are part of a plan is d&cquisition are part of a plan are the fol-
(5) Safe Harbor V. termined based on all the facts and citowing:
(i) In general. cumstances. In general, in the case of an(i) In the case of an acquisition (other
(ii) Special rules. acquisition after a distribution, the distrib-than involving a public offering or auc-
(6) Safe Harbor VI. ution and the acquisition are consideretion) after a distribution, Distributing or

(9) Stock acquired by exercise of optionspart of a plan if Distributing, Controlled, Controlled and the acquirer (or any of
warrants, convertible obligations, antbr any of their respective controllingtheir respective controlling shareholders)

other similar interests. shareholders intended, on the date of thtiscussed the acquisition or a similar ac:
(1) Treatment of options. distribution, that the acquisition or a simi-quisition by the acquirer before the distri-
(i) Generalrule. lar acquisition occur in connection withbution. The weight to be accorded the

(i) Agreement, understanding, arrangethe distribution. In general, in the case ofliscussions depends on the nature, exter
ment, or substantial negotiations tan acquisition before a distribution, theand timing of the discussions. The exis-

write an option. acquisition and the distribution are contence of an agreement, understanding
(2) Instruments treated as options. sidered part of a plan if Distributing, Con-arrangement or substantial negotiations a
(3) Instruments generally not treated agolled, or any of their respective controlthe time of the distribution is given sub-
options. ling shareholders intended, on the date stantial weight.
() Escrow, pledge, or other securitythe acquisition, that a distribution occur in (i) In the case of an acquisition (other
agreements. connection with the acquisition. than involving a public offering or auc-
(if) Compensatory options. (2) For purposes of paragraph (b)(1) ofion) after a distribution, Distributing or

(i) Options exercisable only upon deaththis section, the actual acquisition and th€ontrolled and a potential acquirer (or
disability, mental incompetency, orintended acquisition may be similar eve@ny of their respective controlling share-

separation from service. though the identity of the person acquirholders) discussed an acquisition before
(iv) Rights of first refusal. ing stock of Distributing or Controlled the distribution and a similar acquisition
(v) Other enumerated instruments. (acquirer), the timing of the acquisition oy a different person occurred after the
(h) Multiple controlled corporations. the terms of the actual acquisition are difdistribution. The weight to be accorded
() [Reserved] ferent from the intended acquisition. Fothe discussions depends on the nature, e:
() Valuation. example, in the case of a public offerindent, and timing of the discussions and the
(k) Definitions. or auction, the actual acquisition and theimilarity of the acquisition actually oc-

(1) Agreement, understanding, arrangentended acquisition may be similar everurring to the acquisition discussed before
ment, or substantial negotiations.  though there are changes in the terms dfe distribution.

(2) Controlled corporation. the stock, the class of stock being offered, (iii) In the case of an acquisition in-
(3) Controlling shareholder. the size of the offering, the timing of thevolving a public offering or auction after
(4) Established market. offering, the price of the stock, or the para distribution, Distributing or Controlled
(5) Five-percent shareholder. ticipants in the public offering or auction. (or any of their respective controlling
() [Reserved] (c) Multiple acquisitions All acquisi- shareholders) discussed the acquisitiol
(m) Examples. tions of stock of Distributing or Con- with an investment banker or other out-

(n) Effective date. trolled that are considered to be part of side adviser before the distribution. The



weight to be accorded the discussions de- (3) Among the facts and circumstancepose to facilitate the acquisition or a simi-
pends on the nature, extent, and timing @aénding to show that a distribution and afar acquisition of Distributing or Con-
the discussions. acquisition are not part of a plan are th&olled.

(iv) In the case of an acquisition befordollowing: (vii) In the case of an acquisition either
a distribution, Distributing or Controlled (i) In the case of an acquisition (othebefore or after a distribution, the distribu-
and the acquirer (or any of their respedhan involving a public offering or auc-tion would have occurred at approxi-
tive controlling shareholders) discussed #@on) after a distribution, neither Distrib- mately the same time and in similar form
distribution before the acquisition. Theuting nor Controlled and the acquirer oregardless of the acquisition or a similar
weight to be accorded the discussions deny potential acquirer (nor any of their reacquisition (including a previously pro-
pends on the nature, extent, and timing a&fpective controlling shareholders) disposed similar acquisition that did not
the discussions. cussed the acquisition or a similar acquiseccur).

(v) In the case of an acquisition beforesition before the distribution. (e) Operating rules The operating
a distribution, Distributing or Controlled (ii) In the case of an acquisition involv-rules contained in this paragraph (e) apply
and a potential acquirer (or any of theing a public offering or auction after a disfor all purposes of this section.
respective controlling shareholders) distribution, neither Distributing nor Con- (1) Reasonable certainty evidence of
cussed a distribution before the acquistrolled (nor any of their respectivebusiness purpose to facilitate an acquisi-
tion and a similar acquisition by a differ-controlling shareholders) discussed thgon. (i) In the case of an acquisition after
ent person occurred before thecquisition with an investment banker oa distribution, if, at the time of the distrib-
distribution. The weight to be accordedther outside adviser before the distribudtion, it was reasonably certain that be-
the discussions depends on the nature, dion. fore a date that is 6 months after the distri-
tent, and timing of the discussions and the (iii) In the case of an acquisition after ebution an acquisition would occur, an
similarity of the acquisition actually oc-distribution, there was an identifiable, unagreement, understanding, or arrange-
curring to the potential acquisition thatexpected change in market or businessent would exist, or substantial negotia-
was discussed. conditions occurring after the distributiontions would occur regarding an acquisi-

(vi) In the case of an acquisition in-that resulted in the acquisition that wasion of Distributing or Controlled, the
volving a public offering or auction be-otherwise unexpected at the time of theeasonable certainty is evidence of a busi-
fore a distribution, Distributing or Con- distribution. ness purpose to facilitate an acquisition of
trolled (or any of their respective (iv) In the case of an acquisition (otheDistributing or Controlled.
controlling shareholders) discussed a dighan involving a public offering or auc- (ii) In the case of an acquisition before
tribution with an investment banker ortion) before a distribution, neither Distrib-a distribution, if the acquisition occurred
other outside adviser before the acquisiiting nor Controlled and the acquirer (noafter the date of the public announcement
tion. The weight to be accorded the disany of their respective controlling shareeof the planned distribution, or if, at the
cussions depends on the nature, exterolders) discussed a distribution beforéme of the acquisition, it was reasonably
and timing of the discussions. the acquisition. This paragraph (d)(3)(ivcertain that before a date that is 6 months

(vii) In the case of an acquisition eitherdoes not apply if the acquisition occurre@fter the acquisition the distribution
before or after a distribution, the distribu-after the date of the public announcementould occur, an agreement, understand-
tion was motivated by a business purposgf the planned distribution. ing, or arrangement would exist, or sub-
to facilitate the acquisition or a similar ac- (v) In the case of an acquisition beforestantial negotiations would occur regard-
quisition of Distributing or Controlled.  a distribution, there was an identifiablejng the distribution, the public

(viii) In the case of an acquisition eitherunexpected change in market or businessinouncement or reasonable certainty is
before or after a distribution, the acquisiconditions occurring after the acquisitiorevidence of a business purpose to facili-
tion and the distribution occurred within 6that resulted in a distribution that was othtate an acquisition of Distributing or Con-
months of each other or there was aarwise unexpected. trolled.
agreement, understanding, arrangement, (vi) In the case of an acquisition either (2) Internal discussions evidence of
or substantial negotiations regarding thbefore or after a distribution, the distribubusiness purposeThe fact that internal
second transaction within 6 months aftetion was motivated in whole or substantiatliscussions regarding an acquisition oc-
the first transaction. Also, in the case opart by a corporate business purposeurred may be indicative of the business
an acquisition occurring after a distribu{within the meaning of §1.355-2(b))purpose that motivated the distribution.
tion, there was an agreement, understandther than a business purpose to facilitate (3) Hostile takeover defenself Dis-
ing, arrangement, or substantial negotighe acquisition or a similar acquisition oftributing distributes Controlled stock in-
tions regarding a similar acquisition at thdistributing or Controlled. The presencdending, in whole or substantial part, to
time of the distribution or within 6 of a business purpose to facilitate the adecrease the likelihood of the acquisition
months thereafter. quisition or a similar acquisition of Dis- of Distributing or Controlled by separat-

(ix) In the case of an acquisition eithetributing or Controlled is relevant in de-ing it from another corporation that is
before or after a distribution, the debt allotermining the extent to which thelikely to be acquired, Distributing will be
cation between Distributing and Controlledlistribution was motivated by a corporatdreated as having a business purpose to fe
made an acquisition of Distributing or Conbusiness purpose (within the meaning dfilitate the acquisition of the corporation
trolled likely in order to service the debt. §1.355-2(b)) other than a business puthat was likely to be acquired.



(4) Effect of distribution on trading in  (ii) The distribution was motivated in ferred (determined by vote or value) im-
stock The fact that the distribution madewvhole or substantial part by a corporatenediately before or after each transfer ol
all or a part of the stock of Controlledbusiness purpose (within the meaning ddt the time of the distribution. A principal
available for trading or made Distributing81.355-2(b)) to facilitate an acquisitionelement in determining if such an under-
or Controlled’s stock trade more activelyor acquisitions of no more than 33 percergtanding exists is whether the investmen
is not taken into account in determiningf the stock of Distributing or Controlled, decision of each person is based on the ir
whether the distribution and an acquisiand no more than 20 percent of the stockestment decision of 1 or more other ex-
tion of Distributing or Controlled stock of the corporation (whose stock was adsting or prospective shareholders.
were part of a plan. quired in the acquisition or acquisitions (C) This paragraph (f)(5) does not

(5) Consequences of section 355(e) dighat motivated the distribution) was eitheapply to a transfer of stock by or to a per-
regarded for certain purposesFor pur- acquired or the subject of an agreemengpn if the corporation the stock of which
poses of determining the intentions of thenderstanding, arrangement, or substais being transferred knows, or has reaso
relevant parties under this section, th&al negotiations before a date that is 6 know, that the person (or a coordinat-
consequences of the application of sectiamonths after the distribution. ing group, treating it as a single person)
355(e), and the existence of any contrac- (3) Safe Harbor Il If an acquisition intends to become a 5-percent shareholde
tual indemnity by Controlled for tax re-occurs more than 2 years after a distribwat any time during the 4-year period be-
sulting from the application of sectiontion and there was no agreement, undeginning 2 years before the distribution.
355(e) caused by an acquisition of Constanding, arrangement, or substantial ne- (6) Safe Harbor VI If stock of Distrib-

trolled, are disregarded. gotiations concerning the acquisition auting or Controlled is acquired by an em-
(6) Substantial diminution of risRe- the time of the distribution or within 6 ployee or director of Distributing, Con-
served] months thereafter, the acquisition and thiolled, or a person related to Distributing
(f) Safe harbors—(1) Safe Harbor I. distribution are not part of a plan. or Controlled under section 355(d)(7)(A),

(i) A distribution and an acquisition oc- (4) Safe Harbor IV If an acquisition in connection with the performance of
curring after the distribution will not be occurs more than 2 years before a distrilservices as an employee or director for the
considered part of a plan if— ution, and there was no agreement, undezerporation or a person related to it undel

(A) The acquisition occurred more tharstanding, arrangement, or substantial nsection 355(d)(7)(A) (and that is not ex-
6 months after the distribution and thergotiations concerning the distribution atessive by reference to the services pel
was no agreement, understandinghe time of the acquisition or within 6formed) in a transaction to which section
arrangement, or substantial negotiationsionths thereafter, the acquisition and th&3 applies, the acquisition is not an acqui
concerning the acquisition before a datdistribution are not part of a plan. sition that is part of a plan as described ir
that is 6 months after the distribution; and (5) Safe Harbor V(i) In general. An  paragraph (b)(1) of this section.

(B) The distribution was motivated inacquisition of Distributing or Controlled (g) Stock acquired by exercise of op-
whole or substantial part by a corporatstock that is listed on an established mations, warrants, convertible obligations,
business purpose (within the meaning déet is not part of a plan if the acquisitiorand other similar interests(t) Treatment
81.355-2(b)) other than a business purs pursuant to a transfer between sharef options—(i) General rule For purposes
pose to facilitate an acquisition of Distrib-holders of Distributing or Controlled, nei-of this section, if stock of Distributing or
uting or Controlled. ther of whom is a 5-percent shareholdeControlled is acquired pursuant to an op-

(i) For purposes of paragraphFor purposes of the preceding sentencgon, the option will be treated as an agree
(H(Q)(1)(B) of this section, the presence othe term 5-percent shareholder is defineshent to acquire the stock on the date th
a business purpose to facilitate an acquisin paragraph (k)(5) of this section, excepboption is written unless Distributing estab-
tion of Distributing or Controlled is rele- that the corporation can rely on Scheduldshes that on the later of the date of the
vant in determining the extent to whichl3D and 13G (or any similar schedules$tock distribution or the writing of the op-
the distribution was motivated by a corpofiled with the Securities and Exchangedion, the option was not more likely than
rate business purpose (within the meaningommission to identify its 5-percentnot to be exercised. The determination o
of §1.355-2(b)) other than a business pushareholders. whether an option was more likely than not
pose to facilitate an acquisition of Distrib- (i) Special rules (A) This paragraph to be exercised is based on all the facts ar
uting or Controlled. (H(5) does not apply to public offerings orcircumstances, taking control premiums

(2) Safe Harbor 1l A distribution and redemptions. and minority and blockage discounts into
an acquisition occurring after the distribu- (B) This paragraph (f)(5) does notaccount in determining the fair market
tion will not be considered part of a plarapply to a transfer of stock by or to a pervalue of stock underlying an option.
if— son who, pursuant to a formal or informal (ii) Agreement, understanding,

(i) The acquisition occurred more tharunderstanding with other persons (the carrangement, or substantial negotiations
6 months after the distribution and thererdinating group), has joined in coordi-to write an option If there is an agree-
was no agreement, understandingjated transfers of stock if, at any timenent, understanding, or arrangement tc
arrangement, or substantial negotiationduring the period the understanding exwrite an option, the option will be treated
concerning the acquisition before a datists, the coordinating group owns, in th@s written on the date of the agreement
that is 6 months after the distributionjaggregate, 5 percent or more of the stoaknderstanding, or arrangement. If an
and of the corporation whose stock is transagreement, understanding, or arrange



ment to write an option is reached, or an (A) Is nontransferable within the mean-nority and blockage discounts within a
option is written, more than 6 months buing of §1.83-3(d); and single class are not taken into account.
not more than 2 years after the distribu- (B) Does not have a readily ascertain- (k) Definitions—(1) Agreement, under-
tion, and there were substantial negotiable fair market value as defined irstanding, arrangement, or substantial ne-
tions regarding the writing of the option§1.83-7(b). gotiations Whether an agreement, under-
or the acquisition of the stock underlying (iii) Options exercisable only uponstanding, or arrangement exists depend:
the option before the end of the 6-montldeath, disability, mental incompetencyon the facts and circumstances. The par
period beginning on the date of the distrier separation from service Any option ties do not necessarily have to have en-
bution, the option will be treated as writ-entered into between shareholders of i®red into a binding contract or have
ten within 6 months after the distribution.corporation (or a shareholder and theesached agreement on all terms to have a

(2) Instruments treated as optiangor corporation) that is exercisable onlyagreement, understanding, or arrange-
purposes of this paragraph (g), except topon the death, disability, or mental inment. However, an agreement, under-
the extent provided in paragraph (g)(3) o€ompetency of the shareholder, or, in thsetanding, or arrangement clearly exists if
this section, call options, warrants, conease of stock acquired in connection witlenforceable rights to acquire stock exist.
vertible obligations, the conversion feathe performance of services for the corin public offerings or auctions by Distrib-
ture of convertible stock, put options, reporation or a person related to it undeuting or Controlled of Distributing or
demption agreements (including rights teection 355(d)(7)(A) (and that is not ex-Controlled’s stock, an agreement, under-
cause the redemption of stock), any otheressive by reference to the services pestanding, arrangement, or substantial ne-
instruments that provide for the right offormed), the shareholder’s separatiogotiations can exist even if the acquirer
possibility to issue, redeem, or transfefrom service. has not been specifically identified. The
stock (including an option on an option), (iv) Rights of first refusal A bona fide existence of such an agreement, under
or any other similar interests are treated amght of first refusal regarding the corpo-standing, arrangement, or substantial ne-
options. ration’s stock with customary terms, engotiations will be based on discussions

(3) Instruments generally not treated adered into between shareholders of a cowith an investment banker or other out-
options For purposes of this paragraplporation (or between the corporation andide adviser.

(9), the following are not treated as opa shareholder). (2) Controlled corporation For pur-
tions unless (in the case of paragraphs (v) Other enumerated instrumentsposes of this section, a controlled corpo-
(9)(3)(1), (iii), and (iv) of this section) Any other instrument the Commissioneration is a corporation the stock of which
written, transferred (directly or indi- may designate in revenue procedures, nis distributed in a distribution to which
rectly), or listed with a principal purposetices, or other guidance publishedection 355 (or so much of section 356 as
of avoiding the application of sectionin the Internal Revenue Bulletin. Seeelates to section 355) applies.

355(e) or this section. § 601.601(d)(2) of this chapter. (3) Controlling shareholder (i) A con-

(i) Escrow, pledge, or other security (h) Multiple controlled corporations trolling shareholder of a corporation the
agreementsAn option that is part of a se-Only the stock or securities of a constock of which is not listed on an estab-
curity arrangement in a typical lendingtrolled corporation in which 1 or morelished market is any person who, directly
transaction (including a purchase monegersons acquire directly or indirectlyor indirectly, or together with related per-
loan), if the arrangement is subject to cusstock representing a 50-percent or greateons (as described in sections 267(b) anc
tomary commercial conditions. For thignterest as part of a plan involving the dis707(b)), possesses voting power in Dis-
purpose, a security arrangement includesibution of that corporation will be tributing or Controlled representing a
for example, an agreement for holdindgreated as not qualified property undemeaningful voice in the governance of the
stock in escrow or under a pledge or othexection 355(e)(1) if— corporation.
security agreement, or an option to ac- (1) The stock or securities of more than (ii) A controlling shareholder of a cor-
quire stock contingent upon a defaulll controlled corporation are distributed irporation the stock of which is listed on an
under a loan. distributions to which section 355 (or scestablished market is a 5-percent share

(i) Compensatory optionsAn option much of section 356 as relates to sectidmolder who actively participates in the
to acquire stock in Distributing or Con-355) applies; and management or operation of the corpora-
trolled with customary terms and condi- (2) One or more persons do not action.
tions provided to an employee or directoquire, directly or indirectly, stock repre- (iii) For purposes of this section, a per-
of Distributing, Controlled, or a personsenting a 50-percent or greater interest son is a controlling shareholder if that
related to Distributing or Controlled Distributing pursuant to a plan involvingperson meets the definition of controlling
under section 355(d)(7)(A), in connectiorany of those distributions. shareholder in this paragraph (k)(3) im-
with the performance of services as an (i) [Reserved] mediately before or immediately after the
employee or director for the corporation (j) Valuation. Except as provided in acquisition being tested.
or a person related to it under sectioparagraph (g)(1)(i) of this section, for (iv) If a distribution precedes an acqui-
355(d)(7)(A) (and that is not excessive byurposes of section 355(e) and this sesition, Controlled’s controlling sharehold-
reference to the services performed) artibn, all shares of stock within a singleers immediately after the distribution are
that immediately after the distribution andctlass are considered to have the santensidered Controlled’s controlling share-
within 6 months thereafter— value. Thus, control premiums and miholders at the time of the distribution.



(4) Established marketAn established (ii) No Safe Harbor applies to this acquisition. (i) No Safe Harbor applies to this acquisition.
market is— (iii) The issue is whether the distribution of C andSafe Harbor V, relating to public trading, does not
- . L ._the merger of D into X are part of a plan. To deterapply to public offerings (paragraph (f)(5)(ii)(A) of
(I) A national S?C“““es eXChang?_rEQIShine whether the distribution of C and the merger athis section).
tered under section 6 of the Securities EXy into x are part of a plan, D must consider all the (i) The issue is whether the distribution of C and
change Act of 1934 (15 U.S.C. 78f); facts and circumstances, including those describetle public offering by D are part of a plan. To deter-
(ii) An interdealer quotation systemin paragraph (d) of this section. mine whether the distribution of C and the public of-
Sponsored by a national securities associ- (iv) The following tends to show that the distrib-fering by D are part of a plan, D must consider all
. . . ution of C and the merger of D into X are part of ahe facts and circumstances, including those de
ation rgngtered under section 15A of th lan: X and D discussed the acquisition before thscribed in paragraph (d) of this section.
Securities Act of 1934 (15 U.S.C. 780-3)gistribution (paragraph (d)(2)(i) of this section), D (iv) The following tends to show that the distrib-
or was motivated by a business purpose to facilitate theion of C and the public offering by D are part of a
(iii) Any additional market that the merger (paragraph (d)(2)(vi)) of this section), anglan: D discussed the public offering with its invest-
Commissioner may designate in revenutge distribution and the merger occurred within 8nent banker before the distribution (paragraph
. . months of each other (paragraph (d)(2)(viii) of thigd)(2)(iii) of this section), D was motivated by a
proc_edure_s, notices, or other guldancgection). Because the merger was not only didusiness purpose to facilitate the public offering
published in the Internal Revenue Bulvussed, but was agreed to, before the distributiotparagraph (d)(2)(vii) of this section), and there
letin (see § 601.601(d)(2) of this chapter)the fact described in paragraph (d)(2)(i) of this seavere substantial negotiations regarding the public
(5) Five-percent shareholderA person tior(1 i)s i?iiven sijbhstafntial weidghF. e 'oﬁeri:g(]d\;\zi;r)lén_fi) mfori\]t.hs aftgr tr)le distribution (para-
: : v) None of the facts and circumstances listed igrap viii) of this section).
will be ConSIdered. a S-percent Sha.re-aragraph (d)(3) of this section, tending to show that (v) None of the facts and circumstances listed in
holder of a corporation the stock of Wh'dg distribution and an acquisition are not part of @aragraph (d)(3) of this section, tending to show that
is listed on an established market if th@lan, exist in this case. a distribution and an acquisition are not part of a
person owns, directly or indirectly, or to- (vi) The distribution of C and the merger of Dplan, exist in this case.
gether with related persons (as describé’é}o X are part of a plan under paragraph (b)(1) of (vi) The distribution of C and the public offering_
in sections 267(b) and 707(b)) 5 perceiiplsEsectlon. ‘ o by D are part of a plan under paragraph (b)(1) of this
xample 2. Substituted acquirefi) The facts are section.
or more of any class of stock of the corpome same as iExample Lexcept that after D distrib-  Example 4. Public offering followed by unex-
ration whose stock is transferred. A perates C, X is unable to fulfill one of the conditions ofpected opportunity.(i) Facts D’s managers, di-
son is a 5-percent shareholder if the pethe merger agreement and the merger of D into X doesctors, and investment banker discuss the possibil
son meets the requirements of th#gotoccur. Y, one of X's competitors, perceives this aisy of offering C stock to the public. D decides to
. . . v bef an opportunity and begins discussing with D a mergetistribute Cpro ratato D’s shareholders solely to
preceding sentence |mme<_j|ate Y DEIOT€ Gl v Five months after D distributes C, D mergegacilitate a 20 percent stock offering by C. To take
after each transfer. All options are treategly, v. As a result of the merger, the D shareholdemdvantage of favorable market conditions, C issue:
as exercised for the purpose of determirwn less than 50 percent of the outstanding Y stock. new shares amounting to 20 percent of its stock ir
ing whether the shareholder is a 5-percent (i) No Safe Harbor applies to this acquisition. a public offering 1 month before D distributes its
shareholder. (iii) The issue is whether the distribution of C andremaining 80 percent of the C stock. The public
the merger of D into Y are part of a plan. To detereffering documents disclose the intended distribu-
(I) [Reserved] ) mine whether the distribution of C and the merger dfion of C, which is expected to occur shortly after
(m) Examples The following exam- p into Y are part of a plan, D must consider all thehe public offering. At the time of the distribution,
ples illustrate paragraphs (a) through (Kcts and circumstances, including those describetlis not reasonably certain that an acquisition will
of this section. Throughout these exanib paragraph (d) of this section. occur, an agreement, understanding, or arrange
ples, assume that Distributing (D) owns _(|v) The following tends to shgw that the dlstrlb-ment_ concern_lng an acqwsn_lon will E‘XIS.t,'C.)I' sup-
ution of C and the merger of D into Y are part of astantial negotiations concerning an acquisition will
all of the stock of Controlled (C). As- lan: X, a potential acquirer, and D discussed an aoecur within 6 months. Two months after the dis-
sume further that D distributes the stocCkuisition before the distribution and a similar acquitribution, C is approached unexpectedly regarding
of C in a distribution to which section 355sition by Y occurred (paragraph (d)(2)(ii) of this sec-an opportunity to acquire X. Five months after the
applies and to which section 355(d) doegoni), D was mo_ti\_/:_jlted 'b¥| a busii]ness purpo_sheYtdistrib;Jtiic])n,CC ac?(uires X in exchange for 40 per-
. acilitate an acquisition similar to the merger with Ycent of the C stock.
not apply. Unless, otherwise stated, a%ﬁaragraph (d)(2)(vii) of this section), and the distri- (ii) Public offering (A) No Safe Harbor applies
sume the corporations do not have COMbution and the merger occurred within 6 months afo the public offering. Safe Harbor V, related to pub-
trolling shareholders. No inferenceeach other (paragraph (d)(2)(viii) of this section). lic trading, does not apply to public offerings (para-
should be drawn from any examp|e con- (v) As in Example 1none of the facts and cir- graph (f)(5)(ii)(A) of this section).
cerning whether any requirements of Se(9_u_r'nst_ance_s listed in paragraph (d)(S) of this sec_tion _(B) The issue is Whetl'_ler t‘he 20 percent public_of—
tion 355 other than those of section 355(e§><|st in this case. Although a substituted acquirdiering by C and the distribution by D of the remain-
. cquired D, the merger of D into Y was similar toing C stock are part of a plan. To determine whethe
are satisfied. The examples are as folre negotiated merger of D into X. the distribution and the public offering are part of a
lows: (vi) The distribution of C and the merger of Dplan, D must consider all the facts and circum-
Example 1. Unwanted assef§) D is in business into Y are part of a plan under paragraph (b)(1) oftances, including those described in paragraph (c
1. Cisin business 2. D is relatively small in its inthis section. of this section.
dustry. D wants to combine with X, a larger corpora- Example 3. Public offering (i) D’s managers, (C) Under paragraph (d)(2) of this section, the
tion also engaged in business 1. X and D begin negdirectors, and investment banker discuss the pos$ollowing tends to show that the distribution of C
tiating for X to acquire D, but X does not want tobility of offering D stock to the public. They decideand the public offering are part of a plan: D dis-
acquire C. To facilitate the acquisition of D by X, Da public offering of 50 percent of D’s stock with D cussed the distribution with its investment banker
agrees to distribute all the stock opé ratabefore as a stand alone corporation would be in D’s best ifbefore the public offering (paragraph (d)(2)(vi) of
the acquisition. D and X enter into a binding contradierest. To facilitate a stock offering by D of 50 perthis section), D was motivated by a business purpos
for D to merge into X subject to several conditions. ent of its stock, D distributes all the stock op®© to facilitate the public offering (paragraph
distributes C and D merges into X one month laterata to D’s shareholders. D issues new share@)(2)(vii) of this section), and the public offering
As a result of the merger, D’s former shareholderamounting to 50 percent of its stock to the public imnd the distribution occurred within 6 months of
own less than 50 percent of the stock of X. a public offering 7 months after the distribution.  each other (paragraph (d)(2)(viii) of this section).



(D) None of the facts and circumstances listed i868(a)(2)(E) within 6 months after the distribution.8§1.355—-2(b)) other than a business purpose to facili-
paragraph (d)(3) of this section, tending to show thathe C shareholders receive less than 50 percenttate an acquisition. After the announcement but be-
a distribution and an acquisition are not part of #e stock of Y in the exchange. fore the distribution, widely held X becomes avail-
plan, exist in this case. (ii) No Safe Harbor applies to this acquisition. able as an acquisition target. There were no

(E) The public offering of C and the distribution  (iii) The issue is whether the distribution of C anddiscussions between D and X before the announce:
of C are part of a plan under paragraph (b)(1) of thihe acquisition of C by Y are part of a plan. To dement. D negotiates with and acquires X before the
section. termine whether the distribution of C and the acquidistribution. After the acquisition, X’s former share-

(iii) X acquisition (A) No Safe Harbor applies to sition of C by Y are part of a plan, D must consideholders own 55 percent of D’s stock. D distributes
the X acquisition. all the facts and circumstances, including those déhe stock of Gporo ratawithin 6 months after the ac-

(B) The issue is whether the distribution of C andcribed in paragraph (d) of this section. quisition of X.
the acquisition by C of X are part of a plan. To de- (iv) Under paragraph (d)(2) of this section, the (ii) No Safe Harbor applies to this acquisition.
termine whether the distribution of C and the acquifollowing tends to show that the distribution of C  (iii) The issue is whether the acquisition of X by
sition by C of X are part of a plan, D must consideand the acquisition of C by Y are part of a plan: Th® and the distribution of C are part of a plan. To de-
all the facts and circumstances, including those decquisition and the distribution occurred within 6termine whether the distribution of C and the acqui-
scribed in paragraph (d) of this section. months of each other (paragraph (d)(2)(viii) of thissition of X by D are part of a plan, D must consider

(C) Under paragraph (d)(2) of this section, thesection). In addition, the distribution may be moti-all the facts and circumstances, including those de-
following tends to show that the distribution of Cvated by a business purpose to facilitate the acquisieribed in paragraph (d) of this section.
and acquisition by C of X are part of a plan: The distion or a similar acquisition because there is evi- (iv) Under paragraph (d)(2) of this section, the
tribution and the acquisition occurred within 6dence of a business purpose to facilitate afpllowing tends to show that the acquisition of X by
months of each other (paragraph (d)(2)(viii) of thisacquisition by reason of the fact that at the time dP and the distribution of C are part of a plan: The
section). The fact described in paragraph (d)(2)(viithe distribution it was reasonably certain that an a@cquisition and the distribution occurred within 6
of this section does not exist in this case because Dysiisition of C would occur or there would be anmonths of each other (paragraph (d)(2)(viii) of this
business purpose was to facilitate the public offeringgreement, understanding, arrangement, or subst&ction). Also, the distribution may be motivated by
and C’s acquisition of X is not similar to that acqui-tial negotiations regarding an acquisition of C withird business purpose to facilitate the acquisition or a
sition. 6 months after the distribution (paragraphsimilar acquisition because there is evidence of a

(D) Under paragraph (d)(3) of this section, thgd)(2)(vii) and (e)(1)(i) of this section). business purpose to facilitate an acquisition by rea-
following tends to show that the distribution of C  (v) Under paragraph (d)(3) of this section, theson of the fact that the acquisition occurred after the
and the acquisition by C of X are not part of a plarfollowing tends to show that the distribution of Cpublic announcement of the planned distribution
Neither D, C, nor their respective controlling shareand the acquisition of C by Y are not part of a planfParagraphs (d)(2)(vii) and (e)(1)(ii) of this section).
holders discussed the acquisition of X or a similaNeither D, C, nor their respective controlling share- (v) Under paragraph (d)(3) of this section, D
acquisition with potential acquirers before the distriholders discussed the acquisition or a similar acquiwould assert that the following tends to show that
bution (paragraph (d)(3)(i) of this section), D had aition with Y or any other potential acquirers before¢he distribution of C and the acquisition of X by D
substantial business purpose for the distributiothe distribution (paragraph (d)(3)(i) of this section)@re not part of a plan: The distribution was moti-
other than a business purpose to facilitate the acquurthermore, D may be able to demonstrate that tty@ted by a corporate business purpose other than .
sition of X or a similar acquisition (paragraphdistribution was motivated in whole or substantialPusiness purpose to facilitate the acquisition or a
(d)(3)(vi) of this section), and the distribution wouldpart by a corporate business purpose other thanSinilar acquisition (paragraph (d)(3)(vi) of this sec-
have occurred at approximately the same time and business purpose to facilitate the acquisition or #on), and the distribution would have occurred at
similar form regardless of the acquisition of X (parasimilar acquisition (paragraph (d)(3)(vi) of this sec-2PProximately the same time and in similar form re-
graph (d)(3)(vii) of this section). The distributiontion). D’s stated purpose for the distribution (facili-92rdless of the acquisition (paragraph (d)(3)(vii) of
was announced and accomplished to facilitate the 2ting D’s access to favorable financing) must b&is section). That D decided to distribute C and an-
percent public offering by C. D and C were unawarevaluated in light of the evidence of a business puPounced that decision before it became aware of the
of the opportunity to acquire X at the time of the dispose to facilitate an acquisition. D also may be abf@PPOrtunity to acquire X suggests that the distribu-
tribution. to demonstrate that the distribution would have odion would have occurred at approximately the same

(E) Weighing the facts and circumstances, the acurred at approximately the same time and in simildfme and in similar form regardless of D's acquisi-
quisition by C of X and the distribution of C by D form regardless of the acquisition (paragrapfion of X. X's lack of participation in the decision
are not part of a plan under paragraph (b)(1) of thi@)(3)(vii) of this section). also helps establish that fact. o
section. (vi) Under paragraph (e)(5) of this section, the (Vi) In determining whether the distribution of C

(F) If C’s acquisition of X had occurred more existence of the indemnity is irrelevant in analyzingf’md ach|S|t_|on of X by D are part YOf a plan, one
than 6 months after the distribution and had not beamhether the distribution and acquisition of C are part°uld consider the importance of D's business pur-
the subject of an agreement, understanding, arrangs-a plan. pose fo_r the distribution in "th of D's OPPOTFU”'FY
ment, or substantial negotiations before the date that (vii) In determining whether the distribution of C to acquire X. IfD can establish that the dlstrlbu_tlon
is 6 months after the distribution, Safe Harbor lland the acquisition of C by Y are part of a plan, onontinued to be motivated by the stated business
would have applied to C’s acquisition of X. should consider the importance of D’s stated busine84POSe, ’and if I_D_V_VOUId have d'Str,'bUIEd _C_r.egard—

Example 5. Hot market(i) D is a widely held purpose for the distribution in light of the reasonabléess of I?s gcq.wS{tlon of X, then D's acquisition of
corporation the stock of which is listed on an estabzertainty that C would be acquired or there would b and D's d|5tr|but|0_n of C are _n_Ot part of a plan.
lished market. D announces a distribution of C andn agreement, understanding, arrangement, or sub- Example 7'_ Multiple acql{lsmons[ll?eserved].
distributes Cpro ratato D's shareholders. By con- stantial negotiations regarding an acquisition of ¢ (n) Effective dateThis section applies
tract, C agrees to indemnify D for any imposition ofwithin 6 months after the distribution. If D's statedto distributions occurring after August 3,
tax under section 355(e) caused by the acts of Gusiness purpose for the distribution is substantigtQQ1.

The distribution is motivated by a desire to improveeven though the reasonable certainty that C would be

D’s access to financing at preferred customer inteacquired is evidence of a business purpose to facili- Robert E. Wenzel,
est rates, which will be more readily available if Dtate an acquisition, and if D would have distributed C Deputy Commissioner
separates from C. At the time of the distribution, alregardless of Y’s acquisition of C, Y’s acquisition of of Internal Revenue

though D has not been approached by any potenti@land D’s distribution of C are not part of a plan.

acquirer of C, it is reasonably certain that within 6 Example 6. Unexpected opportunit{i) D, the

months after the distribution either an acquisition oftock of which is listed on an established market, aftPproved July 26, 2001.
C will occur or there will be an agreement, undernounces that it will distribute all the stock ofp@ .

standing, arrangement, or substantial negotiatiomrata to D’s shareholders. At the time of the an- Mark A Wemberger'

regarding an acquisition of C. Corporation Y acnhouncement, the distribution is motivated wholly by Assistant Secretary
quires C in a merger described in sectiora corporate business purpose (within the meaning of of the Treasury.
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