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SUMVARY: This docunent contains final regulations relating to
the use of the installnent nethod to report the gain recogni zed
by a sharehol der who receives, in exchange for the sharehol der’s
stock, certain installnent obligations that are distributed upon
the conplete liquidation of a corporation. Changes to the
applicable tax | aw were nmade by the Install nent Sal es Revision
Act of 1980 and the Tax Reform Act of 1986. These regul ations
af fect taxpayers who receive installnent obligations in exchange
for their stock upon the conplete |Iiquidation of a corporation.
DATES: This regulation is effective January 28, 1998.

For dates of applicability, see 81.453-11(e) of these
regulations.
FOR FURTHER INFORMATION CONTACT: George F. Wright, (202) 622-
4950 (not a toll-free number).
SUPPLEMENTARY INFORMATION
Backgr ound

Section 453(h), relating to the tax treatment of installment
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obligations received by a shareholder froma |iquidating
corporation, was added to the Internal Revenue Code of 1954 by
the Install ment Sal es Revision Act of 1980, Public Law 96-471, 94
Stat. 2247, 2250. Proposed regul ations under section 453(h) were
published in the Federal Register for January 13, 1984 (49 FR
1742). Subsequently, section 453(h) was anended as part of the
Tax Reform Act of 1986, Public Law 99-514, 100 Stat. 2085,

2274, pursuant to which both C and S corporations becane subject
to tax upon meking liquidating distributions of install nent
obligations to sharehol ders. The Technical and M scel | aneous
Revenue Act of 1988, Public Law 100-647, 102 Stat. 3342, 3403,
added section 453B(h), which provides that no gain or loss is
recogni zed by S corporations with respect to certain |iquidating
di stributions of installnment obligations. The regulations
proposed on January 13, 1984 (49 FR 1742), were w thdrawn by the
notice of proposed rul emaki ng published on January 22, 1997 (62
FR 3244), except for paragraph (e) relating to |iquidating
distributions received in nore than one taxable year, and
paragraph (g) containing the effective date provision. The
notice of proposed rul emaki ng published in the Federal Register
for January 22, 1997, reserved paragraph (d) for |iquidating

di stributions received in nore than one taxable year. Witten
comments responding to this notice were received. No public
heari ng was hel d because no hearing was requested. After
consideration of all coments received, the proposed regul ations

are adopted as revised by this Treasury deci sion.



Expl anati on of Provisions

A. Overvi ew of Provi si ons

Prior to the Installnment Sales Revision Act of 1980, a
shar ehol der recogni zed gain or | oss on recei pt of an install nent
obligation that was distributed by a liquidating corporation in
exchange for the shareholder’s stock. @Gain could not be reported
under the installnment sale provisions of section 453 as paynents
were received on the obligation distributed by the corporation in
the |iquidation.

As enacted by the Installnment Sales Revision Act of 1980 and
anended by the Tax Reform Act of 1986, section 453(h) provides a
different treatnent for certain installnment obligations that are
distributed in a conplete liquidation to which section 331
applies. Under section 453(h), a sharehol der that does not el ect
out of the installnment nethod treats the paynents under the
obligation, rather than the obligation itself, as consideration
received in exchange for the stock. The sharehol der then takes
i nto account the inconme fromthe paynents under the obligation
using the installment method. In this manner, the sharehol der
generally is treated as if the sharehol der sold the sharehol der’s
stock to an unrel ated purchaser on the install nment nethod.

This treatment under section 453(h) applies generally to
i nstal l ment obligations received by a sharehol der (in exchange
for the shareholder’s stock) in a conplete |iquidation to which
section 331 applies if (a) the installnment obligations are

qualifying installnment obligations, i.e., the install nent
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obligations are acquired in respect of a sale or exchange of
property by the corporation during the 12-nonth period begi nning
on the date a plan of conplete liquidation is adopted, and (b)
the liquidation is conpleted within that 12-nonth peri od.

However, an installnment obligation acquired in a sale or exchange
of inventory, stock in trade, or property held for sale in the
ordinary course of business qualifies for this treatnent only if
the obligation arises froma single bulk sale of substantially
all of such property attributable to a trade or business of the
corporation. If an installnent obligation arises fromboth a
sal e or exchange of inventory, etc., that does not conply with
the requirenents of the preceding sentence and a sal e or exchange
of other assets, the portion of the installnent obligation that
Is attributable to the sale or exchange of other assets is a
qual i fying installnent obligation

B. Discussion of Comments

Interaction of section 453(h) and limtations on the install nent

met hod

The regul ations provide that, if the stock of a Iiquidating
corporation is traded on an established securities market, an
i nstal |l ment obligation received by a sharehol der fromthat
corporation as a liquidating distribution is not a qualifying
i nstal l nent obligation and does not qualify for install nent
reporting, regardless of whether the requirenents of section
453(h) are otherw se satisfied. However, if an install nent

obligation is received by a shareholder froma |iquidating
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corporati on whose stock is not publicly traded, and the
obligation arose froma sale by the corporation of stock or
securities that are traded on an established market, then the
obligation generally is a qualifying installnment obligation in
the hands of the transferor. An exception to the above rule
applies if the liquidating corporation is fornmed or availed of
for a principal purpose of avoiding |imtations on the
availability of installnment sales treatnment, such as section
453(k), through the use of a related party.

One comment at or suggested that the anti-abuse rule directed
at cases in which there is a principal purpose to avoid section
453(k) is not necessary. The commentator suggests that the
effect of a contribution of publicly-traded stock to a
nonpublicly-traded corporation, followed by the sale of the
publicly-traded stock for an installnent obligation and the
| i qui dati on of the nonpublicly-traded corporation, is the
creation of two |evels of tax because the |iquidating corporation
must recogni ze gain on the distribution of the install nent
obligation. Accordingly, the commentator does not believe that
the transaction offers any tax avoi dance opportunities that
warrant a specific anti-abuse rule.

The anti-abuse rule is directed at circunvention of the
prohibition in section 453(k) against the use of the install nent
met hod for a sale of publicly-traded securities. It is designed
to prevent a shareholder fromindirectly entering into such a

sale on the install nent nethod when the sharehol der coul d not
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have done so through a direct sale. Accordingly, the anti-abuse
rul e has been retained.

Liquidating distributions received in nore than one year

Under 81.453-2(e) proposed on January 13, 1984, if
liquidating distributions, including qualifying installment
obligations, are received in more than one taxable year, a
shareholder must file an amended return if the reallocation of
basis required under section 453(h)(2) affects the computation of
gain recognized in an earlier year. If the shareholder has
transferred the installment obligation to a person whose basis in
the obligation is determined by reference to the shareholder's
basis, then the transferee generally is required to reallocate
basis and, if necessary, file an amended return. The proposed
effective date applied to distributions of qualifying installment
obligations made after March 31, 1980.

In the preamble to the 1997 proposed regulations, the IRS
and Treasury Department suggested that an alternative to the
amended return requirement would be to require the shareholder to
recognize in the current year the additional amount of gain that
would have been recognized in the earlier year had the total
amount of the liquidating distributions been known in the earlier
year. Comments were requested regarding these and any other
methods of accomplishing the basis reallocation. Proposed
81.453-11(d) relating to liquidating distributions received in
more than one taxable year was reserved.

One commentator questioned whether amended returns were
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necessary and noted that the alternative nmethod di scussed in the
preanble is sinpler and | ess burdensone for taxpayers. The
comment at or then suggested an ordering rule as another method of
achieving the intended purpose. Under the proposed ordering
rule, basis first would be allocated to assets other than
install ment obligations distributed in the liquidation wth the
remai nder allocated to the installnent obligations. The
comment at or acknow edged that it m ght not be appropriate to

I npl ement this approach by regul ati on wi thout anending the
statute.

The proposed ordering rule does not satisfy the basis
real |l ocation requirenent of section 453(h)(2) and would require
conpl ex provisions to inplenment it. Accordingly, the suggested
approach is not adopted in the final regul ations.

The purpose underlying section 453(h)(2) is to ensure that
gain is recognized in the appropriate year when |iquidating
distributions are received in nore than one taxable year. The
I RS and Treasury Departnment believe that this purpose can be
substantially fulfilled w thout inposing the burden of filing
anmended returns. Accordingly, the final regul ations incorporate
a current-year recognition rule. Under the current-year
recognition rule, a shareholder is required to recognize in the
current year the additional amount of gain that woul d have been
recognized in the earlier year had the total anount of the
| i quidating distributions been known in the earlier year. 1In

all ocating basis to calculate the gain to be reported in the
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first year in which a liquidating distribution is received, a

sharehol der is required to reasonably estimate the anti ci pated

aggregate distributions. For this purpose, the sharehol der nust

take into account distributions and other events occurring up to

the tine at which the return for the first taxable year

Section 81.453-2(e) of the 1984 proposal is adopted as revised by
this Treasury decision. The effective date provision in §1.453-
2(g) of the proposal is not adopted.

Recognition of gain or loss to the distributing corporation under

is fil ed.

section 453B

Under section 453B, the disposition of an installment
obligation generally results in the recognition of gain or loss
to the transferor. Thus, in accordance with sections 453B and
336, a C corporation generally recognizes gain or loss upon the
distribution of an installment obligation to a shareholder in
exchange for the shareholder's stock, including complete
liquidations covered by section 453(h). Section 453B(d) provides
an exception to this general rule if the installment obligation
is distributed in a liquidation to which section 337(a) applies
(regarding certain complete liquidations of 80 percent or more
owned subsidiaries). However, that exception does not apply to
liquidations under section 331.

In the case of a liquidating distribution by an S
corporation, however, section 453B(h) provides that if an S
corporation distributes an installment obligation in exchange for

a shareholder's stock, and payments under the obligation are
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treated as consideration for the stock pursuant to section

453(h) (1), then the distribution generally is not treated as a

di sposition of the obligation by the S corporation. Thus, except
for purposes of sections 1374 and 1375 (relating to certain
built-in gains and passive investnent incone), the S corporation
does not recognize gain or loss on the distribution of the

i nstall ment obligation to a shareholder in a conplete |iquidation
covered by section 453(h). One commentator believed that it is

I nequitable to all ow a sharehol der to recognize gain on the

i nstal l ment basis while the liquidating C corporation has

I mmedi ate recognition upon distribution of an obligation. As an
alternative, the comentator suggested that the corporation’ s tax
liability arising fromthe distribution of an obligation carry
over to the sharehol ders and be taken into account by them as
paynments are received on the obligation. The suggested approach
woul d be inconsistent with the statutory provisions of sections
336 and 453B and, accordingly, is not adopted in the final
regul ati ons.

Anot her comment at or requested that the regul ati ons provide
relief froma bunching of incone that occurs for sharehol ders
receiving liquidating distributions fromsS corporations. The
bunchi ng can occur, for exanple, by virtue of the
interrelationship of the S corporation and installnment sale
provisions if, in the year in which assets are sold, an S
corporation receives a paynent on an installnment obligation

arising fromthe sale before the corporation |iquidates. The
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coment at or suggested that the regulations allow a sharehol der
first to apply the basis in the stock against the initial paynent
received, with any remaining basis allocated to any additional
paynments to be received. Since the bunching of inconme results
fromthe successive application of section 453(c) at the
corporate and sharehol der |evels and no statutory exception for
sharehol ders of S corporations is provided, this issue cannot be
appropriately addressed in these final regul ations.

I ncor poration of guidance on section 338(h)(10) elections

Three comment at ors suggested that the regul ati ons be
expanded to address the use of the installnment nethod to the sale
of stock of a corporation with respect to which an el ection under
section 338(h)(10) has been made. This issue does not arise
under section 453(h) and is beyond the scope of these
regul ati ons.

Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in EO 12866. Therefore,
a regul atory assessnent is not required. It also has been
determ ned that section 553(b) of the Adm nistrative Procedure
Act (5 U.S.C. chapter 5) does not apply to these regul ati ons, and
because the regul ati ons do not inpose a collection of information
on small entities, the Regulatory Flexibility Act (5 U S.C
chapter 6) does not apply. Pursuant to section 7805(f) of the
I nternal Revenue Code, the notice of proposed rul emaking

precedi ng these regul ations was submtted to the Chief Counsel
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for Advocacy of the Small Business Adm nistration for comment on
Its inpact on small business.
Drafting Information

The principal author of these regulations is George F.
Wight of the Ofice of Assistant Chief Counsel (lIncome Tax and
Accounting). However, other personnel fromthe IRS and Treasury
Departnment participated in their devel opnent.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Adoption of Anmendnents to the Regul ations

Accordingly, 26 CFR part 1 is anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by adding an entry in nunerical order to read as foll ows:

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

81.453-11 also issued under 26 U.S.C. 453(j)(1) and (k). * * *
Par. 2. Section 1.453-11 is added to read as follows:

81.453-11 Installment obligations received from a liquidating

corporation

(&) In general --(1) Overview . Except as provided in
section 453(h)(1)(C) (relating to installment sales of
depreciable property to certain closely related persons), a
qualifying shareholder (as defined in paragraph (b) of this
section) who receives a qualifying installment obligation (as
defined in paragraph (c) of this section) in a liquidation that

satisfies section 453(h)(1)(A) treats the receipt of payments in
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respect of the obligation, rather than the receipt of the
obligation itself, as a receipt of paynent for the shareholder’s
stock. The sharehol der reports the paynents received on the

i nstal | ment nmethod unl ess the sharehol der el ects otherw se in
accordance with 815a.453-1(d) of this chapter.

(2) Coordination with other provisions --(i) Deemed sale of

stock for installment obligation . Except as specifically

provided in section 453(h)(1)(C), a qualifying shareholder treats
a qualifying installment obligation, for all purposes of the
Internal Revenue Code, as if the obligation is received by the
shareholder from the person issuing the obligation in exchange
for the shareholder's stock in the liquidating corporation. For
example, if the stock of a corporation that is liquidating is
traded on an established securities market, an installment
obligation distributed to a shareholder of the corporation in
exchange for the shareholder's stock does not qualify for
installment reporting pursuant to section 453(k)(2).

(if) Special rules to account for the qualifying installment

obligation  --(A) Issue price . A qualifying installment obligation

Is treated by a qualifying shareholder as newly issued on the

date of the distribution. The issue price of the qualifying
installment obligation on that date is equal to the sum of the
adjusted issue price of the obligation on the date of the
distribution (as determined under §1.1275-1(b)) and the amount of
any qualified stated interest (as defined in §1.1273-1(c)) that

has accrued prior to the distribution but that is not payable
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until after the distribution. For purposes of the preceding
sentence, if the qualifying installnment obligation is subject to
81.446-2 (e.g., a debt instrument that has unstated interest

under section 483), the adjusted issue price of the obligation is

determined under §1.446-2(c) and (d).

(B) Variable rate debt instrument . If the qualifying

installment obligation is a variable rate debt instrument (as
defined in 81.1275-5), the shareholder uses the equivalent fixed
rate debt instrument (within the meaning of 81.1275-5(e)(3)(ii))
constructed for the qualifying installment obligation as of the
date the obligation was issued to the liquidating corporation to
determine the accruals of original issue discount, if any, and
interest on the obligation.

(3) Liguidating distributions treated as selling price . All

amounts distributed or treated as distributed to a qualifying
shareholder incident to the liquidation, including cash, the

issue price of qualifying installment obligations as determined
under paragraph (a)(2)(ii)(A) of this section, and the fair

market value of other property (including obligations that are
not qualifying installment obligations) are considered as having
been received by the shareholder as the selling price (as defined
in 815a.453-1(b)(2)(ii) of this chapter) for the shareholder's
stock in the liquidating corporation. For the proper method of
reporting liquidating distributions received in more than one
taxable year of a shareholder, see paragraph (d) of this section.

An election not to report on the installment method an
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i nstall nent obligation received in the liquidation applies to al
di stributions received in the |Iiquidation.

(4) Assunption of corporate liability by shareholders. For

pur poses of this section, if in the course of a liquidation a
shar ehol der assunmes secured or unsecured liabilities of the

| i qui dati ng corporation, or receives property fromthe
corporation subject to such liabilities (including any tax
liabilities incurred by the corporation on the distribution), the
amount of the liabilities is added to the shareholder’s basis in
the stock of the |iquidating corporation. These additions to
basis do not affect the shareholder’s holding period for the
stock. These liabilities do not reduce the anmpbunts received in
conmputing the selling price.

(5) Exanples. The provisions of this paragraph (a) are
Illustrated by the foll ow ng exanples. Except as otherw se
provi ded, assune in each exanple that A an individual who is a
cal endar -year taxpayer, owns all of the stock of T corporation.
A's adjusted tax basis in that stock is $100,000. On February 1,
1998, T, an accrual nethod taxpayer, adopts a plan of conplete
| i qui dation that satisfies section 453(h)(1)(A) and imedi ately
sells all of its assets to unrelated B corporation in a single
transaction. The exanples are as foll ows:

Exanple 1. (i) The stated purchase price for T's assets is
$3,500,000. |In consideration for the sale, B nakes a down
paynment of $500, 000 and issues a 10-year installment obligation
with a stated principal amount of $3,000,000. The obligation

provides for interest paynents of $150,000 on January 31 of each
year, with the total principal anmbunt due at maturity.
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(i1) Assunme that for purposes of section 1274, the test rate
on February 1, 1998, is 8 percent, conpounded sem -annually.
Al so assune that a sem -annual accrual period is used. Under
81.1274-2, the issue price of the obligation on February 1, 1998,
is $2,368,450. Accordingly, the obligation has $631,550 of
original issue discount ($3,000,000 - $2,368,450). Between
February 1 and July 31, $19,738 of original issue discount and
$75,000 of qualified stated interest accrue with respect to the
obligation and are taken into account by T.

(iif) On July 31, 1998, T distributes the installment
obligation to A in exchange for A's stock. No other property is
ever distributed to A. On January 31, 1999, A receives the first
annual payment of $150,000 from B.

(iv) When the obligation is distributed to A on July 31,
1998, it is treated as if the obligation is received by A in an
installment sale of shares directly to B on that date. Under
81.1275-1(b), the adjusted issue price of the obligation on that
date is $2,388,188 (original issue price of $2,368,450 plus
accrued original issue discount of $19,738). Accordingly, the
issue price of the obligation under paragraph (a)(2)(ii)(A) of
this section is $2,463,188, the sum of the adjusted issue price
of the obligation on that date ($2,388,188) and the amount of
accrued but unpaid qualified stated interest ($75,000).

(V) The selling price and contract price of A's stock in T
is $2,463,188, and the gross profit is $2,363,188 ($2,463,188
selling price less A's adjusted tax basis of $100,000). A's
gross profit ratio is thus 96 percent (gross profit of $2,363,188
divided by total contract price of $2,463,188).

(vi) Under 881.446-2(e)(1) and 1.1275-2(a), $98,527 of the
$150,000 payment is treated as a payment of the interest and
original issue discount that accrued on the obligation from July
31, 1998, to January 31, 1999 ($75,000 of qualified stated
interest and $23,527 of original issue discount). The balance of
the payment ($51,473) is treated as a payment of principal. A's
gain recognized in 1999 is $49,414 (96 percent of $51,473).

Example 2 . (i) T owns Blackacre, unimproved real property,
with an adjusted tax basis of $700,000. Blackacre is subject to
a mortgage (underlying mortgage) of $1,100,000. A is not
personally liable on the underlying mortgage and the T shares
held by A are not encumbered by the underlying mortgage. The
other assets of T consist of $400,000 of cash and $600,000 of
accounts receivable attributable to sales of inventory in the
ordinary course of business. The unsecured liabilities of T
total $900,000.

(i) On February 1, 1998, T adopts a plan of complete
liquidation complying with section 453(h)(1)(A), and promptly
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sells Blackacre to B for a 4-year nortgage note (bearing adequate
stated interest and otherw se neeting all of the requirenments of
section 453) in the face amount of $4 million. Under the
agreenent between T and B, T (or its successor) is to continue to
make principal and interest paynents on the underlying nortgage.

| Mmedi ately thereafter, T conpletes its |iquidation by
distributing to Aits remaining cash of $400,000 (after paynent
of T"s tax liabilities), accounts receivable of $600, 000, and the
$4 mllion B note. A assunmes T s $900, 000 of unsecured
liabilities and receives the distributed property subject to the
obligation to make paynents on the $1, 100, 000 underlying
nortgage. A receives no paynents fromB on the B note during
1998.

(iii1) Unless A elects otherwise, the transaction is reported
by A on the installnent method. The selling price is $5 mllion
(cash of $400, 000, accounts receivable of $600,000, and the B
note of $4 mllion). The total contract price also is $5
mllion. A s adjusted tax basis in the T shares, initially
$100, 000, is increased by the $900,000 of unsecured T liabilities
assunmed by A and by the obligation (subject to which A takes the
di stributed property) to nake paynents on the $1, 100, 000
under | yi ng nortgage on Bl ackacre, for an aggregate adjusted tax
basi s of $2,100,000. Accordingly, the gross profit is $2,900, 000
(selling price of $5 mllion |ess aggregate adjusted tax basis of
$2,100,000). The gross profit ratio is 58 percent (gross profit
of $2, 900,000 divided by the total contract price of $5 mllion).
The 1998 paynments to A are $1 nmillion ($400,000 cash plus
$600, 000 recei vabl es) and A recogni zes gain in 1998 of $580, 000
(58 percent of $1 million).

(iv) I'n 1999, A receives paynent fromB on the B note of $1
mllion (exclusive of interest). A s gain recognized in 1999 is
$580, 000 (58 percent of $1 nmillion).

(b) Qualifying shareholder. For purposes of this section,

qual i fyi ng shar ehol der neans a sharehol der to which, wth respect

to the liquidating distribution, section 331 applies. For
exanple, a creditor that receives a distribution froma

l'i qui dating corporation, in exchange for the creditor’s claim is
not a qualifying shareholder as a result of that distribution
regardl ess of whether the liquidation satisfies section

453(h) (1) (A .
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(c) Qualifying installnent obligation--(1) In general. For

pur poses of this section, qualifying installnment obligation neans

an installnment obligation (other than an evi dence of indebtedness
described in 815a.453-1(e) of this chapter, relating to
obligations that are payable on demand or are readily tradable)
acquired in a sale or exchange of corporate assets by a
liquidating corporation during the 12-month period beginning on
the date the plan of liquidation is adopted. See paragraph
(c)(4) of this section for an exception for installment

obligations acquired in respect of certain sales of inventory.
Also see paragraph (c)(5) of this section for an exception for
installment obligations attributable to sales of certain property
that do not generally qualify for installment method treatment.

(2) Corporate assets . Except as provided in section

453(h)(1)(C), in paragraph (c)(4) of this section (relating to
certain sales of inventory), and in paragraph (c)(5) of this
section (relating to certain tax avoidance transactions), the
nature of the assets sold by, and the tax consequences to, the
selling corporation do not affect whether an installment
obligation is a qualifying installment obligation. Thus, for
example, the fact that the fair market value of an asset is less
than the adjusted basis of that asset in the hands of the
corporation; or that the sale of an asset will subject the
corporation to depreciation recapture (e.g., under section 1245
or section 1250); or that the assets of a trade or business sold

by the corporation for an installment obligation include
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depreci abl e property, certain marketable securities, accounts
receivable, installnment obligations, or cash; or that the
di stribution of assets to the shareholder is or is not taxable to
t he corporation under sections 336 and 453B, does not affect
whet her install ment obligations received in exchange for those
assets are treated as qualifying installnment obligations by the
shar ehol der. However, an obligation received by the corporation
I n exchange for cash, in a transaction unrelated to a sale or
exchange of noncash assets by the corporation, is not treated as

a qualifying installnment obligation

(3) Installnment obligations distributed in |iquidations

described in section 453(h)(1)(E)--(i) ILn general. |In the case

of a liquidation to which section 453(h)(1)(E) (relating to
certain liquidating subsidiary corporations) applies, a
qualifying installnent obligation acquired in respect of a sale
or exchange by the liquidating subsidiary corporation will be
treated as a qualifying installnment obligation if distributed by
a controlling corporate shareholder (wthin the neani ng of
section 368(c)) to a qualifying shareholder. The preceding
sentence is applied successively to each controlling corporate
sharehol der, if any, above the first controlling corporate
shar ehol der

(i1) Exanples. The provisions of this paragraph (c)(3) are
Illustrated by the foll ow ng exanpl es:

Exanple 1. (i) A, an individual, owns all of the stock of T
corporation, a C corporation. T has an operating division and

t hree whol |l y-owned subsidiaries, X Y, and Z. On February 1,
1998, T, Y, and Z all adopt plans of conplete |iquidation.
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(i) On March 1, 1998, the follow ng sales are nmade to
unrel ated purchasers: T sells the assets of its operating
division to B for cash and an installnent obligation. T sells
the stock of X to C for an installnment obligation. Y sells al
of its assets to D for an installnment obligation. Z sells all of
Its assets to E for cash. The B, C, and D install nent
obl i gati ons bear adequate stated interest and neet the
requi renents of section 453.

(iii) I'n June 1998, Y and Z conpletely |iquidate,
distributing their respective assets (the D install nent
obligation and cash) to T. In July 1998, T conpletely
l'i qui dates, distributing to A cash and the install nent
obligations respectively issued by B, C, and D. The |iquidation
of Tis aliquidation to which section 453(h) applies and the
liquidations of Y and Z into T are |liquidations to which section
332 applies.

(iv) Because T is in control of Y (wthin the neaning of
section 368(c)), the D obligation acquired by Y is treated as
acquired by T pursuant to section 453(h)(1)(E). Ais a
qual i fyi ng sharehol der and the installnent obligations issued by
B, C, and D are qualifying installnent obligations. Unless A
el ects otherwise, Areports the transaction on the install nent
method as if the cash and install nent obligations had been
received in an installnent sale of the stock of T corporation.
Under section 453B(d), no gain or loss is recognized by Y on the
distribution of the Dinstallnent obligation to T. Under
sections 453B(a) and 336, T recognizes gain or |oss on the
distribution of the B, C, and D installnment obligations to Ain
exchange for A's stock

Exanple 2. (i) A, a cash-nethod individual taxpayer, owns
all of the stock of P corporation, a C corporation. P owns 30
percent of the stock of Q corporation. The balance of the Q
stock is owned by unrelated individuals. On February 1, 1998, P
adopts a plan of conplete liquidation and sells all of its
property, other than its Q stock, to B, an unrel ated purchaser
for cash and an installnment obligation bearing adequate stated
interest. On March 1, 1998, Q adopts a plan of conplete
liquidation and sells all of its property to an unrel ated
purchaser, C, for cash and installnment obligations. Q
I medi ately distributes the cash and install nent obligations to
Its shareholders in conpletion of its liquidation. Pronptly
thereafter, P liquidates, distributing to A cash, the B
Instal |l ment obligation, and a Cinstallnent obligation that P
received in the |iquidation of Q

(ii) I'n the hands of A the B installnent obligation is a
qualifying installment obligation. In the hands of P, the C
i nstal l nent obligation was a qualifying installnment obligation.
However, in the hands of A the Cinstallnent obligation is not
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treated as a qualifying installnment obligation because P owned
only 30 percent of the stock of Q Because P did not own the
requi site 80 percent stock interest in Q P was not a controllin
corporate shareholder of Q (within the neaning of section 368(c)
I medi ately before the |liquidation. Therefore, section
453(h) (1) (E) does not apply. Thus, in the hands of A the C
obligation is considered to be a third-party note (not a
purchaser’s evidence of indebtedness) and is treated as a paynent
to Ain the year of distribution. Accordingly, for 1998, A
reports as paynent the cash and the fair market value of the C
obligation distributed to Ain the Iiquidation of P.

g
)

(ii1) Because P held 30 percent of the stock of Q section
453B(d) is inapplicable to P. Under sections 453B(a) and 336,
accordingly, Q recognizes gain or loss on the distribution of the
C obligation. P also recognizes gain or loss on the distribution
of the B and Cinstallnent obligations to A in exchange for A's
stock. See sections 453B and 336.

(4) Installnment obligations attributable to certain sales of

i nventory--(i) In general. An installnent obligation acquired by

a corporation in a liquidation that satisfies section
453(h) (1) (A) in respect of a broken Iot of inventory is not a
qualifying installment obligation. |If an installnent obligation
Is acquired in respect of a broken |ot of inventory and ot her
assets, only the portion of the installnment obligation acquired
In respect of the broken lot of inventory is not a qualifying

I nstal l nent obligation. The portion of the install nent
obligation attributable to other assets is a qualifying

i nstal l nent obligation. For purposes of this section, the term

broken | ot of inventory neans inventory property that is sold or

exchanged other than in bulk to one person in one transaction
i nvol ving substantially all of the inventory property
attributable to a trade or business of the corporation. See
paragraph (c)(4)(ii) of this section for rules for determning

what portion of an installnent obligation is not a qualifying
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i nstal l nent obligation and paragraph (c)(4)(iii) of this section
for rules determ ning the application of paynents on an
instal |l ment obligation only a portion of which is a qualifying

i nstal | ment obligation.

(i1) Rules for determ ning nonqualifying portion of an

install ment obligation. |If a broken ot of inventory is sold to

a purchaser together with other corporate assets for

consi deration consisting of an installnment obligation and either
cash, other property, the assunption of (or taking property
subject to) corporate liabilities by the purchaser, or sone

conbi nati on thereof, the installnent obligation is treated as
havi ng been acquired in respect of a broken |ot of inventory only
to the extent that the fair market value of the broken | ot of

I nventory exceeds the sum of unsecured liabilities assuned by the
purchaser, secured liabilities which encunber the broken | ot of

i nventory and are assuned by the purchaser or to which the broken
l ot of inventory is subject, and the sumof the cash and fair

mar ket val ue of other property received. This rule applies
solely for the purpose of determ ning the portion of the

i nstall ment obligation (if any) that is attributable to the
broken | ot of inventory.

(ii1) Application of paynents. |If, by reason of the

application of paragraph (c)(4)(ii) of this section, a portion of
an installnment obligation is not a qualifying install nment
obligation, then for purposes of determ ning the anpunt of gain

to be reported by the sharehol der under section 453, paynents on
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the obligation (other than paynents of qualified stated interest)
shal |l be applied first to the portion of the obligation that is
not a qualifying installment obligation.

(iv) Exanple. The follow ng exanple illustrates the
provisions of this paragraph (c)(4). In this exanple, assune
that all obligations bear adequate stated interest within the
meani ng of section 1274(c)(2) and that the fair market val ue of
each nonqualifying installnment obligation equals its face anount.
The exanple is as foll ows:

Exanple. (i) P corporation has three operating divisions,
X, Y, and Z, each engaged in a separate trade or business, and a
m nor anount of investnent assets. On July 1, 1998, P adopts a
pl an of conplete liquidation that neets the criteria of section
453(h) (1) (A). The followi ng sales are pronptly nmade to
purchasers unrelated to P. P sells all of the assets of the X
division (including all of the inventory property) to B for
$30, 000 cash and installnent obligations totalling $200,000. P
sells substantially all of the inventory property of the Y
division to C for a $100,000 installnent obligation, and sells
all of the other assets of the Y division (excluding cash but
I ncluding installment receivables previously acquired in the
ordinary course of the business of the Y division) to Dfor a
$170,000 installment obligation. P sells 1/3 of the inventory
property of the Z division to E for $100, 000 cash, 1/3 of the
i nventory property of the Z division to F for a $100, 000
I nstal |l ment obligation, and all of the other assets of the Z
division (including the remaining 1/3 of the inventory property
worth $100,000) to G for $60,000 cash, a $240,000 install nent
obligation, and the assunption by G of the liabilities of the Z
division. The liabilities assumed by G which are unsecured
liabilities and liabilities encunbering the inventory property
acquired by G aggregate $30,000. Thus, the total purchase price
G pays i s $330, 000.

(ii) Pimediately conpletes its liquidation, distributing
the cash and install nent obligations, which otherw se neet the
requi rements of section 453, to A, an individual cash-nethod
taxpayer who is its sole shareholder. |In 1999, G nakes a paynent
to A of $100,000 (exclusive of interest) on the $240, 000
I nstal | ment obligation.

(iii) I'n the hands of A the installnent obligations issued
by B, C, and D are qualifying install nent obligations because
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they were tinely acquired by P in a sale or exchange of its
assets. In addition, the installnent obligation issued by Cis a
qualifying installnment obligation because it arose froma sale to
one person in one transaction of substantially all of the

I nventory property of the trade or business engaged in by the Y
di vi si on.

(iv) The installnent obligation issued by Fis not a
qualifying installnment obligation because it is in respect of a
broken |l ot of inventory. A portion of the installnment obligation
Issued by Gis a qualifying installnment obligation and a portion
Is not a qualifying installnment obligation, determ ned as
follows: G purchased part of the inventory property (with a fair
mar ket val ue of $100,000) and all of the other assets of the Z
di vi si on by payi ng cash ($60,000), issuing an install nent
obligation ($240,000), and assumng liabilities of the Z division
($30,000). The assuned liabilities ($30,000) and cash ($60, 000)
are attributed first to the inventory property. Therefore, only
$10, 000 of the $240,000 installnent obligation is attributed to
I nventory property. Accordingly, in the hands of A the G
i nstall nent obligation is a qualifying installnment obligation to
the extent of $230,000, but is not a qualifying installnent
obligation to the extent of the $10,000 attributable to the
I nventory property.

(v) I'n the 1998 |liquidation of P, A receives a |iquidating
distribution as foll ows:

Qual i fying Install- Cash and
[tem ment Cbligations QO her Property
cash $190, 000
B note $200, 000
C note $100, 000
D note $170, 000
F note $100, 000
G not e' $230, 000 $ 10, 000
Tot al $700, 000 $300, 000

(vi) Assune that A's adjusted tax basis in the stock of Pis
$100, 000. Under the installment nethod, A's selling price and
the contract price are both $1 mllion, the gross profit is
$900, 000 (selling price of $1 mllion |less adjusted tax basis of
$100, 000), and the gross profit ratio is 90 percent (gross profit
of $900, 000 divided by the contract price of $1 mllion).
Accordingly, in 1998, A reports gain of $270,000 (90 percent of
$300, 000 paynent in cash and other property). A s adjusted tax
basis in each of the qualifying installnment obligations is an
anount equal to 10 percent of the obligation s respective face
amount. A s adjusted tax basis in the F note, a nonqualifying

! Face amobunt $240, 000.
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instal | ment obligation, is $100,000, i.e., the fair market val ue
of the note when received by AA. A's adjusted tax basis in the G
note, a mxed obligation, is $33,000 (10 percent of the $230, 000
qualifying installnment obligation portion of the note, plus the
$10, 000 nonqualifying portion of the note).

(vii) Wth respect to the $100, 000 paynent received fromG
in 1999, $10,000 is treated as the recovery of the adjusted tax
basis of the nonqualifying portion of the G install nent
obligation and $9,000 (10 percent of $90,000) is treated as the
recovery of the adjusted tax basis of the portion of the note
that is a qualifying installnent obligation. The remaining
$81, 000 (90 percent of $90,000) is reported as gain fromthe sale
of A's stock. See paragraph (c)(4)(iii) of this section.

(5) Installnent obligations attributable to sales of

certain property--(i) In general. An installnment obligation

acquired by a liquidating corporation, to the extent attributable
to the sale of property described in paragraph (c)(5)(ii) of this
section, is not a qualifying obligation if the corporation is
formed or availed of for a principal purpose of avoiding section
453(b)(2) (relating to deal er dispositions and certain other

di spositions of personal property), section 453(i) (relating to
sal es of property subject to recapture), or section 453(k)
(relating to dispositions under a revolving credit plan and sal es
of stock or securities traded on an established securities

mar ket) through the use of a party bearing a rel ationship, either
directly or indirectly, described in section 267(b) to any

shar ehol der of the corporation.

(ii1) Covered property. Property is described in this

paragraph (c)(5)(ii) if, within 12 nonths before or after the
adoption of the plan of |iquidation, the property was owned by

any sharehol der and- -
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(A) The sharehol der regularly sold or otherw se di sposed of
personal property of the sane type on the installnment plan or the
property is real property that the sharehol der held for sale to
custoners in the ordinary course of a trade or business (provided
the property is not described in section 453(1)(2) (relating to
certain exceptions to the definition of deal er dispositions));

(B) The sale of the property by the sharehol der would result
In recapture income (within the nmeaning of section 453(i)(2)),
but only if the amobunt of the recapture incone is equal to or
greater than 50 percent of the property s fair market val ue on
the date of the sale by the corporation;

(C The property is stock or securities that are traded on
an established securities market; or

(D) The sale of the property by the sharehol der woul d have

been under a revolving credit plan.

(iii) Safe harbor. Paragraph (c)(5)(i) of this section
will not apply to the liquidation of a corporation if, on the
date the plan of conplete liquidation is adopted and thereafter,
| ess than 15 percent of the fair market value of the
corporation’s assets is attributable to property described in
paragraph (c)(5)(ii) of this section.

(iv) Exanple. The provisions of this paragraph (c)(5) are
illustrated by the foll ow ng exanpl e:

Exanple. Ten percent of the fair nmarket value of the assets
of Tis attributable to stock and securities traded on an
est abl i shed securities market. T owns no other assets described
I n paragraph (c)(5)(ii) of this section. T, after adopting a

pl an of conplete liquidation, sells all of its stock and
securities holdings to C corporation in exchange for an
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i nstal | nent obligation bearing adequate stated interest, sells
all of its other assets to B corporation for cash, and
distributes the cash and install nent obligation to its sole
sharehol der, A in a conplete liquidation that satisfies section
453(h) (1) (A). Because the Cinstallnent obligation arose froma
sale of publicly traded stock and securities, T cannot report the
gain on the sale under the installnent nethod pursuant to section

453(k)(2). In the hands of A, however, the C install nent
obligation is treated as having arisen out of a sale of the stock
of T corporation. |In addition, the general rule of paragraph

(c)(5)(i) of this section does not apply, even if a principal

pur pose of the liquidation was the avoi dance of section

453(k) (2), because the fair market value of the publicly traded
stock and securities is less than 15 percent of the total fair
mar ket value of T's assets. Accordingly, section 453(k)(2) does
not apply to A, and A may use the installnment nethod to report
the gain recogni zed on the paynents it receives in respect of the
obl i gation

(d) Liquidating distributions received in nore than one

taxable year. If a qualifying sharehol der receives |iquidating

distributions to which this section applies in nore than one

t axabl e year, the sharehol der nust reasonably estimte the gain
attributable to distributions received in each taxable year. In
all ocating basis to calculate the gain for a taxable year, the
shar ehol der nust reasonably estinmate the antici pated aggregate
distributions. For this purpose, the sharehol der nust take into
account distributions and other relevant events or information

t hat the sharehol der knows or reasonably could know up to the
date on which the federal income tax return for that year is
filed. If the gain for a taxable year is properly taken into
account on the basis of a reasonable estimte and the exact
anount i s subsequently determ ned the difference, if any, nust be
taken into account for the taxable year in which the subsequent

determnation is made. However, the shareholder may file an



anended return for the earlier year in lieu of taking the
difference into account for the subsequent taxable year.

(e) Effective date. This section is applicable to

distributions of qualifying installnent obligations made on or

after January 28, 1998.

M chael P. Dol an

Deputy Conm ssioner of Internal Revenue
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