Section 368.—Definitions Explanation of Povisions two corporations as related if a purchase

Relating to Corporate . . , of P stock by another corporation would

Reorganizations The final COI regulation provides thatye (reated as a distribution in redemption
acquisitions of teget (T) stock for cash by ¢ p stock under section 304(a)(2). See

26 CFR 1.368-1: Purpose and scope of exception & corporation related to the issuing cerp 81.368-1(e)(3)(i). Commentators have

rearganization exchanges. ration (P)_ generally do not preserve Cbmquestioned W) in Example, X is not &
nuity of interest. See 81.368-1(e)(2)ready related toPunder the section
T.D. 8783 Two corporations are related if they argp(a)(2) rule even before the mer, be-

members of the saméfidated group as cause X owned more than 50 percent of

DEPARTMENT OF THE TREASURY defined in section 1504, or if a purchasghe p stock. Section 304(a)(2) requires

Internal Revenue Service of P stock by another corporation wouldiyat the issuing corporation control the a
26 CFR Part 1 be treated as a distribution in redemptiouiring corporation (within the meaning
Continuity of Interest of P stock under section 304(a)(2). Segf section 304(c)). nl Example2, Pis the

§1.368-1(e)(3) A corporation will be issying corporation and X is the acquiring
treated as related to another corporation éforporation. X is not related tBunder
such re_lationship exists immediatglg—.b section 304(a)(2) becaugloes not con-
AGENCY: Internal Revenue Service '€ OF immediately after the acquisitionyo| x; instead, X control$ A sentence
(IRS) Treasuy pf T stock,.or if t.he relatlonsh!p is cregteqs added ® Example2 to illustrate this
in connection with the potential reyan- point.
ACTION Amendment to final regat Zation. See §1.368-1(e)(3)(ii)rhus, a o
tions. purchase by a corporation that was ndpplicability Date
initially related toR but purchasé T
SUMMAR Y: This document amendsstock and became related Rin the po-
final regulations providing guidanceer tential reaganization, would not preserve
garding satisfaction of the continuity ofcontinuity to the extent of the purchase.
interest requirement for corporate rgs Section 1.368-1(e)(6Example2 was
nizations The amendment to the finalintended to illustrate this principle. In th
regulations #ects corporations and theirexamplgA owns all of the stockfdr. X,
shareholders This amendment to thea corporation which owns 60 percent o
final regulations is necessary to providéhe P stock and none of ¢1T stock, buys
clarification regarding an example iltu A'sT stock for cash prior to the mger of  Specid Analyses
trating a relationship created in conee T into P X exchanges ¢nT stock for P _
tion with a potential reganization. stock in the mmger which, when ao- It has been determined that sfiirea
bined with Xs prior ownership oPstock, Sury decision is not a significant regul
DATES Effective date This amendment constitutes 80 percent of the stockPof tory action as defined in EO 12866.

Requirement for Corporate
Reorganizations

The amendment to these final regula-
tions applies to transactions occurring
after January 28, 1998, except that it does
not apply to any transaction occurring
Epursuant to a written agreement which is
(subject to customary conditions) binding

n January 28, 1998, and at all times
hereafte

is éfective September 23, 1998. The example shows that X is related to Pherefore, a regulatory assessment is not
Applicability date This amendmenipa  because X becomesfitiated with P in  required. Italso has been determined that
plies to transactions occurring after Jan the meger. section 553(b) of the Administrative Pro-

ary 28, 1998, except that it does not apply Section 1.338-2(c)(3) provides that, bgedueAct (5 U.S.C. chapter 5) does not
to any transaction occurring pursuant to wirtue of section 338, COI is satisfied for@aPPly to these regulations, and because
written agreement which is (subject to cuseertain persons if, following a qualifiedthese regulations do not impose a aolle
tomary conditions) binding on January 28stock purchase (QSP) @ by the pur- tion of information on small entities, the
1998, and at all times thereafte chasing corporation, the purchasingrco Regulatory Flexibility Act (5 U.S.C. cha

poration or a member of the purchasinég’ 6) does not appl Pursuant to section
FOR FURTHER INFORM\TION CON-  corporatiorss dfiliated group acquired the 7805(f) of the Internal Revenue Code, the

TACT: Phoebe Bennett, (202) 622-7750" assets. Commentators have question8@tices of proposed rulemaking preceding

(not a toll-free number). whether §1.338-2(c)(3) applies to thdhese regulations were submitted to the
transaction describechExample 2 It s Chief Counsel for Advocacy of the Small

SUPPLEMEN ARY INFORMATION: not intended that these final regulation@usmes Administration for comment on

provide guidance under section 3380 theirimpact on small business.
avoid any such implicatiorExample2 is
On January 28, 1998, the IRSIpu amended so that X's acquisitioh &8s T
lished final regulations (REG-252231-stock is not a QS The principal author of this amendment
96) in theFederal Registe (63 F.R. In addition, the amendment to the finato the final regulations is Phoebe Bennett
4174) relating to the continuity of interestregulation illustrates the proper app#c of the Gfice of thke Assistant Chief Cau
(CQlI) requirement. tion of the related party rule that treatsel (Corporate), IRS. Howeavyether pe
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sonnel from the IRS anfreasury Depatt
ment participated in its development.

* * * * *

Adoption ofAmendments to the
Regulations

Accordingly, 26 CFR part 1 is amendec
as follows:

PART 1—INCOME TAXES

Paragraph 1The authority citation for
part 1 continues to read in part as follows

Authority: 26 U.S.C. 7805. * **

Par 2. In 81.368-1, paragraph (e)(6
Example 2 is revised to read as follows:

81.368-1 Purpose and scope of
exception of@omanization exchanges.

* Kk *x *x %

(e) * k%
(6) * Kk %

Example 2. Relationship eated in connection
with potential eorganization. Corporation X owns
60 percent of the stock of &d 30 percent of the
stock of . A owns the remaining 70 percent of the
stock of . X buysA’'sT stock for cash in a transac
tion which is not a qualified stock purchase withir
the meaning of section 338l then meges into P
In the meger, X exchanges all of it§ stock for ad
ditional stock of PAs a result of the issuance of the
additional stock to X in the mger, X’s ownership
interest in FAncreases from 60 to 80 percent of the
stock of P X is not a person related taiRder para
graph (e)(3)(i)(B) of this section, because a purcha:
of stock of Poy X would not be treated as a distribu
tion in redemption of the stock of #hder section
304(a)(2). HowevelX is a person related touRder
paragraphs (e)(3)(i)(A) and (ii)(B) of this section,
because X becomesfiidted with Pin the meger.
The continuity of interest requirement is not satis
fied, because X acquired a proprietary interest in
for consideration other thandfock, and a substan
tial part of the value of the proprietary interestiis
not preserved. See paragraph (e)(2) of this sectior

* I *

Michael P Dolan,
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Donald C. Lubick,
Assistant Seetary of
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