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Backgr ound

On Septenber 23, 1998, the Treasury and the IRS issued a
notice of proposed rul emaking in the Federal Register (63 FR
50816), setting forth rules relating to the treatnent of a
di sposition by a corporation (the acquiring corporation) of the
stock of another corporation (the issuing corporation) in a
taxabl e transaction. A public hearing regarding these proposed
regul ati ons was held on January 7, 1999. Witten comments
responding to the notice were received. After consideration of
all of the comments, the proposed regul ati ons are adopted as
revised by this Treasury deci sion.

Expl anati on of Revisions and Sunmary of Comments

The | mmedi acy Requi r enent

The proposed regul ati ons adopted a cash purchase nodel in
whi ch certain transactions involving a contribution of issuing
corporation stock by an issuing corporation to an acquiring
corporation are recast as a contribution of cash by the issuing
corporation to the acquiring corporation, which is used by the
acquiring corporation to purchase issuing corporation stock from
the issuing corporation. As a condition for application of the
cash purchase nodel of the proposed regul ations, the proposed
regul ati ons adopted the requirement of 81.1502-13(f)(6)(ii)(B)
that the issuing corporation stock received by the acquiring

corporation be imedi ately transferred to acquire noney or other

property.
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A nunber of commentators requested that the term
“Imedi ately” be explicitly defined. Sone suggested replacing
the tenporal requirement with a transacti onal approach, requiring
only that the stock be disposed of "pursuant to a plan of
acquisition.” Ohers suggested that the i medi acy requirenent be
wai ved in certain circunstances, such as with respect to a
nonqual i fi ed deferred conpensati on arrangenent involving a
grantor trust (comonly referred to as a “Rabbi Trust”) that is
established to provide future benefits to the enpl oyees of an
acquiring corporation and that is funded with issuing corporation
st ock.

After considering the purposes of section 1032 and issues of
adm ni strative burden and technical conplexity, the Treasury and
the IRS believe that the i nmedi acy requirenent shoul d neither be
wai ved nor construed to permt the acquiring corporation to hold
I ssuing corporation stock for a period of tine during which the
val ue of the stock could fluctuate.

The Treasury and the IRS believe that, in a case where the
I Ssuing corporation contributes its stock to the acquiring
corporation and the acquiring corporation does not inmrediately
di spose of that stock, it is not appropriate to increase the
basis of either the issuing corporation stock transferred to the
acquiring corporation or the stock of the acquiring corporation
hel d by the issuing corporation. |In the cases addressed by the
proposed regul ations, in which the acquiring corporation

exchanges the stock i mediately for property owned by a third
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party, the transaction is indistinguishable fromone in which the
I ssuing corporation directly exchanges its stock for the property
of the third party (an exchange to which section 1032 woul d
apply) and contributes that property to the acquiring
corporation, a transaction whose tax result would be the sane as
the cash purchase nodel set forth in the proposed regul ati ons.
However, in cases where the acquiring corporation’ s ownership of
the issuing corporation stock is nore than transitory, there
appears to be no conparable transaction which would generate the
sanme tax consequences as the cash purchase nodel

| mpl enent ati on of an approach that waives the i mMmedi acy
requi rement woul d raise adm nistrative and policy concerns. |If
the acquiring corporation were to be permtted to hold the
I ssuing corporation stock for a period of tine, the regul ations
woul d have to adopt one of two alternative approaches. Under the
first alternative, the regulations would provide that the cash
pur chase nodel would be deened to apply at the tine that the
stock is contributed to the acquiring corporation, giving the
acquiring corporation a fair market value basis in the stock.
However, such an approach woul d raise at |east two concerns.
First, in the case that the issuing corporation stock is not
publicly traded, such an approach woul d i npose adm ni strative
burdens requiring a valuation of the stock at a tinme when there
IS no related transaction to assist in such valuation. Thus,
there is a potential for the stock to be overvalued, with a

result of inflating the basis in both the contributed issuing
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corporation stock and the acquiring corporation stock held by the
I Ssui ng corporation.

Second, even if the valuation were accurate, providing for
the cash purchase nodel on the date of the contribution would
facilitate selective loss recognition. |If the acquiring
corporation could receive the stock at a fair market value basis
and hold on to it, then if the value of the stock decreased, the
subsidiary could sell the stock and recognize a | oss. The
Treasury and the IRS believe that it is inappropriate to issue
regul ations facilitating selective | oss recognition.

Under the second alternative, the regul ati ons woul d suspend
t he operation of the cash purchase nodel until such tine as the
acquiring corporation actually di sposes of the issuing
corporation stock. However, such an approach al so woul d give
rise to inappropriate tax results. |In addition to precluding
gain recognition attributable to the zero basis result, this
alternative would allow a subsidiary to avoid recognition of gain
attributable to real appreciation in this asset.

Assune, for exanple, a case where the issuing corporation
contributes issuing corporation stock worth $100 to the acquiring
corporation, the acquiring corporation retains that stock while
it appreciates to $300, and then sells the stock for $300 in
cash. Absent an imedi acy requirenent, under the second
alternative, the acquiring corporation wiuld be deened to have
pur chased the stock for $300 in cash contributed by the issuing

corporation inmmedi ately before the sale of the stock to the third
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party. As a result, the acquiring corporation would not
recogni ze any gain or |oss, and the issuing corporation would
Increase its basis in the stock of the acquiring corporation by
$300. More than nerely avoiding a zero basis result (i.e.,
taxation on the $100 value in the stock when contributed to the
acquiring corporation), neither the acquiring corporation nor the
i ssuing corporation would ever be taxed on the further $200 in
appreci ation of the issuing corporation stock which occurred
whil e such stock was held by the acquiring corporation. Such a
result, which effectively would provide full section 1032
protection for a subsidiary’s gain in certain parent stock, would
go well beyond addressing the zero basis result, the scope of
t hese regul ati ons.

Because each of those alternatives would be unsatisfactory
for the reasons di scussed above, the final regulations retain the
I mmedi acy requirenment without further exception.

Consi stent with that determ nation, and as in the case of
any other transaction, the cash purchase nodel of these
regul ati ons applies to arrangenents invol ving Rabbi Trusts only
I f the imediacy requirement is satisfied. Thus, these
regul ati ons do not apply to Rabbi Trust arrangenents in which the
stock of an issuing corporation is treated for federal tax
pur poses as owned for a period of tine by its subsidiary.

However, the Treasury and the I RS have reconsidered certain
aspects of Rabbi Trust arrangenents and have determ ned that the

fact that trust assets are subject to the clains of creditors of
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the subsidiary corporation does not necessarily establish that
the subsidiary should be treated as a grantor of the trust at the
time the trust is funded. CGuidance regarding the effects of this
reconsi deration on existing Rabbi Trusts wll be forthcomng. In
addition, the final regulations contain a new exanpl e descri bing
an arrangenent in which the issuing corporation (and not the
subsidiary) is treated as the grantor and owner of the Rabbi
Trust, wth the result that the i mmedi acy requirenment is
satisfied upon the transfer of issuing corporation stock by the
trust to the subsidiary’s enpl oyees.

Taxpayers coul d have reasonably anticipated that Rabbi Trust
arrangenents coul d not be structured w thout causing subsidiaries
to be treated as grantors and owners of the trust. For that
reason and because of the potential anbiguities in interpreting
Rev. Rul. 80-76 (1980-1 C.B. 15), the IRS will not challenge a
taxpayer’s position that no gain is recognized by an acquiring
corporation upon the disposition by a Rabbi Trust, established on
or before June 15, 2000, of issuing corporation stock if that
stock was contributed by the issuing corporation to the Rabb
Trust on or before May 16, 2001.

Exchanges by the Acquiring Corporation of Stock of the Issuing
Corporation for Qther Issuing Corporation Stock

Comment ators noted that, unlike 81.1502-13(f)(6)(ii), the
recast of the proposed regul ati ons applies even where the
acquiring corporation exchanges stock of the issuing corporation
for other issuing corporation stock. Allowing a subsidiary to

receive parent stock it imredi ately swaps for other parent stock,
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which it could hold long termwith a cost basis, would facilitate
selective |l oss recognition with respect to parent stock by a
subsidiary. Accordingly, the final regul ations adopt, as a
precondition for the recast, a requirenent that the issuing
corporation stock not be exchanged for other issuing corporation
st ock.

Exchanges by the Acquiring Corporation of Stock of the Issuing
Cor poration for Acquiring Corporation Debt

Comment ators contended that it is unclear whether the
proposed regul ati ons are applicable when the acquiring
corporation uses issuing corporation stock to satisfy acquiring
corporation debt. The Treasury and the IRS believe that the
regul ati ons do apply to an exchange of issuing corporation stock
for acquiring corporation debt. Although section 1032 refers to
an exchange for noney or other property and does not expressly
refer to exchanges of stock for debt, it is generally
acknow edged that section 1032 applies to an exchange of a
corporation’s stock for its debt, subject to sections 61(a)(12)
and 108, which provide that a corporation may have inconme from a
cancel | ati on of indebtedness on an exchange of its stock for its
own debt (that is, cancellation of indebtedness incone can be
realized and recogni zed when debt is satisfied with stock of the
debt or corporation, even though no gain is recognized on the
I ssuance of the stock). Simlarly, therefore, the requirenent
set forth in these regulations that the acquiring corporation
transfer issuing corporation stock to acquire noney or other

property is satisfied where the stock is used to satisfy
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acquiring corporation debt (although the acquiring corporation
may be subject to sections 61(a)(12) and 108). No nodifications
to the | anguage of the final regulations are needed to achieve
this result.

Simlarly, a commentator expressed concern that the proposed
regul ati ons do not expressly apply to an acquiring corporation’s
exchange of issuing corporation stock for the acquiring
corporation’s own outstanding acquiring corporation stock held by
a sharehol der other than the issuing corporation. The Treasury
and the IRS believe that the regulations do apply to such an
exchange.

Acquiring Corporation’ s Use of Issuing Corporation’s Debt

Comment ators al so requested that the regul ati ons be extended
to issuing corporation debt instruments used by the acquiring
corporation to acquire noney or other property fromunrel ated
third parties. Because section 1032 only refers to corporate
stock, debt instruments are beyond the scope of these final
regul ati ons.

Reor gani zati ons Coupled with Taxabl e Transacti ons

The proposed regul ations do not apply if any party to the
exchange receives a substituted basis in the issuing corporation
stock. Conmmentators suggested that the final regul ati ons provide
that the above rul e does not preclude application of the final
regul ations if a taxable exchange of issuing corporation stock

for property acconpani es a reorganization.
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The Treasury and the IRS believe that a taxable transaction
to which the regul ations apply can acconpany a reorgani zation,
provi ded that the exchanges are separate and that the assets
acquired in the taxable transaction and the assets acquired as
part of the reorganization can be identified. |If these elenents
can be established, the substituted basis prohibition should not
preclude application of the final regulations to the taxable
portion of the exchange. Accordingly, clarifying |anguage has
been added to 81.1032-3(c)(3).

Options Wthout a Readily Ascertainable Fair Mrket Val ue

Several comrentators asked how t he proposed regul ati ons
apply to a conpensatory stock option without a readily
ascertai nable fair market value. Pursuant to section 83(e)(3)
and 81.83-7(a), the grant of such options is effectively treated
as an open transaction. Section 81.83-7(a) provides that section
83(a) and (b) applies at the tine the option is exercised or is
ot herwi se di sposed of. An exanple has been added to confirmthat
the final regulations do not apply to such options.

When the option is exercised, section 83(a) and (b) applies
to the transfer of stock pursuant to the exercise. |If all of the
requi renents of 81.1032-3 are nmet, those regulations apply to
determ ne the treatnent accorded the issuing corporation and the
acquiring corporation upon transfer of the issuing corporation
stock to the enpl oyee.

Reversionary Interest in Issuing Corporation Stock
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Exanples 4 and 5 of the proposed regul ations set forth

situations in which either the issuing corporation (X) or
the acquiring corporation (Y) retains a reversionary
interest in the issuing corporation stock. One comment ator
poi nted out that the preanble of the proposed regul ations
does not articulate reasons for concern with reversionary

I nterests.

These facts were included in the exanples in the
proposed regul ations to indicate ownership of the stock for
tax purposes. Exanple 6 of the final regul ati ons has been
nodified to state that X retains the only reversionary interest
in the X stock in the event that A forfeits the right to the
st ock.

Actual Paynent for Issuing Corporation Stock

Under the cash purchase nodel of the proposed regul ations,
the acquiring corporation is deened to have purchased the issuing
corporation stock fromthe issuing corporation for fair market
value with cash contributed to the acquiring corporation by the
I ssuing corporation. Comentators requested clarification of the
t ax consequences in cases where the acquiring corporation or
anot her party nmakes an actual paynment to the issuing corporation
for issuing corporation stock. Specifically, concern was
expressed as to whether any or all of the anpbunts actually paid
to the issuing corporation are treated as a distribution by the
acquiring corporation to the issuing corporation. Assune, for

exanpl e, that the issuing corporation, which ows all the stock
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of the acquiring corporation, transfers an option for issuing
corporation stock to an enpl oyee of the acquiring corporation.

At a tinme when one share of issuing corporation stock has a fair
mar ket val ue of $100, that enpl oyee exercises the option to
acquire one share of issuing corporation stock and pays a strike
price of $80 to the issuing corporation. The acquiring
corporation pays sone or all of the “spread” of $20 to the

I Ssui ng corporation.

The Treasury and the IRS do not believe that an actual
paynment to the issuing corporation for issuing corporation stock
shoul d be taxed as a distribution with respect to acquiring
corporation stock. Accordingly, the final regul ati ons have been
nodi fied to provide that the anbunt of cash deenmed contri buted by
the issuing corporation to the acquiring corporation in the cash
purchase nodel is equal to the difference between the fair market
val ue of the issuing corporation stock and the fair market val ue
of the noney or other property received by the issuing
corporation as paynent fromthe enpl oyee or the acquiring
corporation. An exanple to such effect has been added to the
final regul ations.

Al though in other contexts partial paynents received by a
shar ehol der of an acquiring corporation should be characterized
as boot under section 351(b), these final regulations integrate
such paynents into the cash purchase nodel described above.
Because the property transferred by the issuing corporation to

the acquiring corporation in this context is the issuing



13

corporation’s stock (or is deened to be cash under the recast of
t hese regul ations), characterization of the paynent as boot in
this context would have no effect. No inference should be drawn
fromthe recast in the final regulations to transactions in which
a sharehol der receives noney or other property in exchange for
property other than its own stock

Section 1.83-6 is currently under study. A cross-reference
in 81.83-6(d) to these final regulations has been added to
I ndi cate that the nmechanics of 81.1032-3, rather than the
mechani cs of 81.83-6(d), apply to a corporate sharehol der’s
transfer of its own stock to any person in consideration of
services perforned for another entity where the conditions of the
final regulations are satisfied.
Applicability of the Final Regulations in the Partnership Context

Consi stent with a suggestion by comentators that the
regul ati ons be expanded to apply to transactions invol ving
partnerships, the final regulations treat an acquiring
partnership’ s disposition of the stock of the issuing corporation
In the sane manner as an acquiring corporation’s disposition of
such stock. The regulations al so have been expanded to apply to
transactions in which the stock of the issuing corporation is
obtained indirectly by the acquiring entity in any conbination of
exchanges under sections 721 and 351.

In certain situations where the recast of the final
regul ati ons does not apply to the disposition by a partnership of

a corporate partner’s stock (for exanple, because the i medi acy
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requirenent is not satisfied), realized gain or loss that is
allocated to that corporate partner may nonet hel ess not be
recogni zed pursuant to section 1032. See Rev. Rul. 99-57 (1999-51
|.R B. 678).
Status of 81.1502-13(f)(6)(ii)

The Treasury and the IRS believe that the finalization of
t hese 81.1032-3 regulations renders 81.1502-13(f)(6) (i)
super fl uous because there should be no cases which woul d be
subj ect to recast under 81.1502-13(f)(6)(ii), but in which a
menber woul d “ot herw se recogni ze gain” as required for 81.1502-
13(f)(6)(ii) to apply. Accordingly, the effective date paragraph
in the 81.1502-13(f)(6) regul ations has been nodified to limt
the applicability of 81.1502-13(f)(6)(ii) and the | ast sentence
of 81.1502-13(f)(6)(iv)(A) to periods before the effective date
of these regulations.
Status of Rev. Rul. 80-76

The preanble to the proposed regul ati ons states that Rev.
Rul . 80-76 (1980-1 C B. 15) addresses the sane issues as the
proposed regul ati ons and that, when finalized, the regul ations
wi Il render Rev. Rul. 80-76 obsolete. In Rev. Rul. 80-76, a
maj ority sharehol der of parent transfers parent stock to an
enpl oyee of its subsidiary corporation as conpensation. The
hol di ng of the revenue ruling that the subsidiary does not
recogni ze gain or loss on the transfer of the parent stock is now
governed by these regulations. An exanple has been added to the

final regulations to clarify how general tax principles (see
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Conmi ssioner v. Fink, 483 U S 89 (1987)) and these final

regul ations interact when a sharehol der of the parent/issuing
corporation conpensates an enpl oyee of the subsidiary/acquiring
corporation. Wth the finalization of these regul ations, Rev.
Rul . 80-76 is obsolete.
Addi tional |ssues and Future Guidance

Si nce i ssuance of the proposed regul ati ons, commentators
have rai sed questions regarding the tax treatnent of restricted
stock and options granted to enpl oyees before or in connection
With a transaction in which an issuing corporation distributes
the stock of the acquiring corporation under section 355
(comonly referred to as a “spin off”). For exanple, assune that
enpl oyees of both X corporation and its subsidiary Y corporation
have outstanding options to acquire stock in X corporation. 1In
connection with a spin off of the Y stock by X, the enployees of
bot h corporations have their outstanding options converted into
options to acquire stock of both X and Y, with option terns
preserving the overall values of the original options.
Comment at ors have requested gui dance on the tax consequences to X
when, after the spin off, enployees of X exercise options to
acquire Y stock and, |ikew se, the tax consequences to Y when,

Y exercise options to acquire X

after the spin off, enpl oyees of
stock. Cuidance addressing these issues will be forthcom ng.

Effective Date

Comment at ors suggested that taxpayers who engaged in

transactions described in these final regulations prior to the
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effective date should be eligible for the tax treatnent
prescribed by the regulations. Wile the final regulations are
applicable only prospectively, the IRS will not chall enge a
taxpayer’s position taken in a prior period that is consistent
with the requirenents set forth in the final regul ations.

For a discussion of transitional relief concerning certain
Rabbi Trust arrangenents, see the discussion of the inmediacy
requi renent above.

Ef fect on O her Docunents

Rev. Rul. 80-76 (1980-1 C.B. 15) is obsolete.
Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in Executive Oder
12866. Therefore, a regulatory assessnment is not required. It
al so has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U . S.C. chapter 5) does not apply
to these regul ati ons, and, because these regul ati ons do not
I npose a collection of information on small entities, the
Regul atory Flexibility Act (5 U S.C. chapter 6) does not apply.
Pursuant to section 7805(f) of the Internal Revenue Code, the
noti ces of proposed rul emaki ng precedi ng these regul ati ons were
submtted to the Chief Counsel for Advocacy of the Small Business
Adm ni stration for comment on their inpact on small business.
Drafting Information

The principal author of these final regulations is Filiz A

Serbes of the Ofice of the Assistant Chief Counsel (Corporate),
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I RS. However, other personnel fromthe IRS and the Treasury

Departnent participated in its devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncome taxes, Reporting and recordkeeping requirenents.
Adoption of Amendnents 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 continues to
read in part as follows:

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

Par. 2. Section 1.83-6 is anmended by addi ng two sentences
to the end of paragraph (d)(1) to read as foll ows:

81.83-6 Deduction by enpl oyer.

* * % * *

(dy *** (1) * * * For special rules that may apply to a
corporation's transfer of its own stock to any person in
consi deration of services perfornmed for another corporation or
partnership, see 81.1032-3. The preceding sentence applies to
transfers of stock and anpunts paid for such stock occurring on
or after May 16, 2000.

Par. 3. Section 1.1032-2 is anended by:

1. Revi si ng paragraph (e).

2. Addi ng paragraph (f).

The addition and revision read as foll ows:
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81.1032-2 Disposition by a corporation of stock of a controlling

corporation in certain triangular reorgani zations.

* * % * *

(e) Stock options. The rules of this section shall apply to

an option to buy or sell P stock issued by P in the sane manner
as the rules of this section apply to P stock.

(f) Effective dates. This section applies to triangul ar

reorgani zati ons occurring on or after Decenber 23, 1994, except
for paragraph (e) of this section, which applies to transfers of
stock options occurring on or after May 16, 2000.

Par. 4. Section 1.1032-3 is added to read as foll ows:

81.1032-3 Disposition of stock or stock options in certain

transactions not qualifying under any other nonrecognition

r ovi si on.

(a) Scope. This section provides rules for certain
transactions in which a corporation or a partnership (the
acquiring entity) acquires noney or other property (as defined in
81.1032-1) in exchange, in whole or in part, for stock of a
corporation (the issuing corporation).

(b) Nonrecognition of gain or loss--(1) General rule. In a

transaction to which this section applies, no gain or loss is
recogni zed on the disposition of the issuing corporation's stock
by the acquiring entity. The transaction is treated as if,

I mredi ately before the acquiring entity di sposes of the stock of
the issuing corporation, the acquiring entity purchased the

I ssuing corporation's stock fromthe issuing corporation for fair
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mar ket value with cash contributed to the acquiring entity by the
I ssuing corporation (or, if necessary, through internediate
corporations or partnerships). For rules that may apply in
determ ning the issuing corporation’s adjustnent to basis in the
acquiring entity (or, if necessary, in determ ning the adjustnent
to basis in internediate entities), see sections 358, 722, and

the regul ati ons t hereunder.

(2) Special rule for actual paynent for stock of the issuing

corporation. |If the issuing corporation receives noney or other

property in paynment for its stock, the amount of cash deened
contributed under paragraph (b)(1) of this section is the
difference between the fair market value of the issuing
corporation stock and the anount of noney or the fair market

val ue of other property that the issuing corporation receives as
paynment .

(c) Applicability. The rules of this section apply only if,

pursuant to a plan to acquire noney or other property--

(1) The acquiring entity acquires stock of the issuing
corporation directly or indirectly fromthe issuing corporation
in a transaction in which, but for this section, the basis of the
stock of the issuing corporation in the hands of the acquiring
entity would be determined, in whole or in part, with respect to
the issuing corporation's basis in the issuing corporation's
stock under section 362(a) or 723;

(2) The acquiring entity imediately transfers the stock of

the issuing corporation to acquire noney or other property (from
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a person other than an entity fromwhich the stock was directly
or indirectly acquired);

(3) The party receiving stock of the issuing corporation in
t he exchange specified in paragraph (c)(2) of this section from
the acquiring entity does not receive a substituted basis in the
stock of the issuing corporation wthin the nmeaning of section
7701(a) (42); and

(4) The issuing corporation stock is not exchanged for stock
of the issuing corporation.

(d) Stock options. The rules of this section shall apply to

an option issued by a corporation to buy or sell its own stock in
the sane manner as the rules of this section apply to the stock
of an issuing corporation.

(e) Exanples. The follow ng exanples illustrate the
application of this section:

Exanple 1. (i) X, a corporation, owns all of the stock of

Y corporation. Y reaches an agreement wth C an individual, to
acquire a truck fromC in exchange for 10 shares of X stock with
a fair market value of $100. To effectuate Y s agreenent with
C, Xtransfers to Y the X stock in a transaction in which, but

for this section, the basis of the X stock in the hands of Y
woul d be determned with respect to X' s basis in the X stock
under section 362(a). Y immediately transfers the X stock to C
to acquire the truck.

(i) In this Exanple 1, no gain or loss is recognized on
the disposition of the X stock by Y. Inmmediately before Y s
di sposition of the X stock, Y is treated as purchasing the X
stock from X for $100 of cash contributed to Y by X Under
section 358, X's basis inits Y stock is increased by $100.

Exanple 2. (i) Assune the sane facts as Exanple 1, except
that, rather than X stock, X transfers an option with a fair
mar ket val ue of $100 to purchase X stock.
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(i) In this Exanple 2, no gain or loss is recognized on
the disposition of the X stock option by Y. Imrediately before
Y s disposition of the X stock option, Y is treated as purchasing
the X stock option from X for $100 of cash contributed to Y by X
Under section 358, X's basis in its Y stock is increased by $100.

Exanple 3. (i) X, a corporation, owns all of the
out standi ng stock of Y corporation. Y is a partner in
partnership Z  Z reaches an agreenent with C an individual, to
acquire a truck fromC in exchange for 10 shares of X stock with
a fair market value of $100. To effectuate Z's agreenment with C
X transfers to Y the X stock in a transaction in which, but for
this section, the basis of the X stock in the hands of Y would be
determned with respect to X's basis in the X stock under section
362(a). Y immediately transfers the X stock to Zin a
transaction in which, but for this section, the basis of the X
stock in the hands of Z would be determ ned under section 723. Z
I medi ately transfers the X stock to Cto acquire the truck.

(i) In this Exanple 3, no gain or loss is recognized on
the disposition of the X stock by Z. Inmmediately before Z's
di sposition of the X stock, Zis treated as purchasing the X
stock from X for $100 of cash indirectly contributed to Z by X
through an intermedi ate corporation, Y. Under section 722, Y's
basis inits Z partnership interest is increased by $100, and,
under section 358, X's basis in its Y stock is increased by $100.

Exanple 4. (i) X, a corporation, owns all of the
out standi ng stock of Y corporation. B, an individual, is an
enpl oyee of Y. Pursuant to an agreenent between X and Y to
conpensate B for services provided to Y, X transfers to B 10
shares of X stock with a fair market value of $100. Under 81.83-
6(d), but for this section, the transfer of X stock by Xto B
woul d be treated as a contribution of the X stock by X to the
capital of Y, and immedi ately thereafter, a transfer of the X
stock by Yto B. But for this section, the basis of the X stock
in the hands of Y would be determned with respect to X' s basis
in the X stock under section 362(a).

(i) In this Exanple 4, no gain or loss is recognized on
the deened disposition of the X stock by Y. Imrediately before
Y' s deened disposition of the X stock, Y is treated as purchasing
the X stock from X for $100 of cash contributed to Y by X  Under
section 358, X's basis inits Y stock is increased by $100.

Exanple 5. (i) X, a corporation, owns all of the

out standi ng stock of Y corporation. B, an individual, is an

enpl oyee of Y. To conpensate B for services provided to Y, Bis
of fered the opportunity to purchase 10 shares of X stock with a
fair market value of $100 at a reduced price of $80. B transfers

$80 and Y transfers $10 to X as partial paynent for the X stock.
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(i) In this Exanple 5, no gain or loss is recognized on
the deened disposition of the X stock by Y. Imrediately before
Y s deened disposition of the X stock, Y is treated as purchasing
the X stock from X for $100, $80 of which Y is deemed to have
received fromB, $10 of which originated with Y, and $10 of which
I's deened to have been contributed to Y by X. Under section 358,
X' s basis inits Y stock is increased by $10.

Exanple 6. (i) X, a corporation, owns stock of Y. To
conpensate Y's enpl oyee, B, for services provided to Y, X issues
10 shares of X stock to B, subject to a substantial risk of
forfeiture. B does not have an el ection under section 83(b) in
effect wwth respect to the X stock. X retains the only
reversionary interest in the X stock in the event that B forfeits
the right to the stock. Several years after X s transfer of the
X shares, the stock vests. At the tine the stock vests, the 10
shares of X stock have a fair market val ue of $100. Under 81.83-
6(d), but for this section, the transfer of the X stock by Xto B
woul d be treated, at the tinme the stock vests, as a contribution
of the X stock by X to the capital of Y, and i medi ately
thereafter, a disposition of the X stock by Y to B. The basis of
the X stock in the hands of Y, but for this section, would be
determned with respect to X's basis in the X stock under section
362(a).

(i) In this Exanple 6, no gain or loss is recognized on
the deened disposition of X stock by Y when the stock vests.
I Mmedi ately before Y' s deened disposition of the X stock, Y is
treated as purchasing X's stock from X for $100 of cash
contributed to Y by X. Under section 358, X's basis inits Y
stock is increased by $100.

Exanple 7. (i) Assune the sane facts as in Exanple 6,
except that Y (rather than X) retains a reversionary interest in
the X stock in the event that B forfeits the right to the stock
Several years after X' s transfer of the X shares, the stock
vests.

(i1) In this Exanple 7, this section does not apply to Y's
deened di sposition of the X shares because Y is not deened to
have transferred the X stock to B inmedi ately after receiving the
stock from X. For the tax consequences to Y on the deened
di sposition of the X stock, see 81.83-6(b).

Exanple 8. (i) X, a corporation, owns all of the
out standi ng stock of Y corporation. 1In Year 1, X issues to Y's
enpl oyee, B, a nonstatutory stock option to purchase 10 shares of
X stock as conpensation for services provided to Y. The option
I S exercisable against X and does not have a readily
ascertai nable fair market value (determ ned under 81.83-7(b)) at
the tine the option is granted. In Year 2, B exercises the
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option by paying X the strike price of $80 for the X stock, which
then has a fair market value of $100.

(i1) I'n this Exanple 8, because, under section 83(e)(3),
section 83(a) does not apply to the grant of the option,
paragraph (d) of this section also does not apply to the grant of
the option. Section 83 and 81.1032-3 apply in Year 2 when the
option is exercised; thus, no gain or loss is recognized on the
deened di sposition of X stock by Y in Year 2. |Imrediately before
Y' s deened disposition of the X stock in Year 2, Y is treated as
purchasing the X stock from X for $100, $80 of which Y is deened
to have received fromB and the remaining $20 of which is deened
to have been contributed to Y by X. Under section 358, X's basis
inits Y stock is increased by $20.

Exanple 9. (i) A, an individual, owns a majority of the
stock of X. X owns stock of Y constituting control of Y within
t he neaning of section 368(c). A transfers 10 shares of its X
stock to B, a key enployee of Y. The fair market value of the 10
shares on the date of transfer was $100.

(ii) I'n this Exanple 9, Ais treated as nmaking a
nondeducti bl e contribution of the 10 shares of X to the capital
of X, and no gain or loss is recognized by A as a result of this
transfer. See Conm ssioner v. Fink, 483 U S 89 (1987). A nust
all ocate his basis in the transferred shares to his renaining
shares of X stock. No gain or loss is recognized on the deened
di sposition of the X stock by Y. Immedi ately before Y s
di sposition of the X stock, Y is treated as purchasing the X
stock from X for $100 of cash contributed to Y by X  Under
section 358, X's basis inits Y stock is increased by $100.

Exanple 10. (i) In Year 1, X, a corporation, forns a trust
which will be used to satisfy deferred conpensation obligations
owed by Y, X' s wholly owned subsidiary, to Y s enployees. X funds
the trust with X stock, which would revert to X upon term nation
of the trust, subject to the enployees’ rights to be paid the
deferred conpensation due to them The creditors of X can reach
all the trust assets upon the insolvency of X. Simlarly, Ys
creditors can reach all the trust assets upon the insolvency of
Y. In Year 5, the trust transfers X stock to the enpl oyees of Y
In satisfaction of the deferred conpensati on obligation.

(i1) I'n this Exanple 10, X is considered to be the grantor
of the trust, and, under section 677, X is also the ower of the
trust. Any inconme earned by the trust would be reflected on X' s
i ncome tax return. Y is not considered a grantor or owner of the
trust corpus at the tine X transfers X stock to the trust. In
Year 5, when enpl oyees of Y receive X stock in satisfaction of
the deferred conpensation obligation, no gain or loss is
recogni zed on the deened disposition of the X stock by Y.

I Mmedi ately before Y' s deened disposition of the X stock, Y is
treated as purchasing the X stock from X for fair market val ue
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inits Y stock increases b e ampbunt of cash deened
contri but ed.

usi ng cash contributed to Y by X Under section 358, X s basis
y th

(f) Effective date. This section applies to transfers of

stock or stock options of the issuing corporation occurring on or
after May 16, 2000.

Par. 5. In 81.1502-13, paragraph (f)(6)(v) is anmended by
addi ng a sentence after the first sentence to read as fol |l ows:

81.1502-13 I nterconpany transactions.

(f) * % %
(6) * k%
(v) Effective date. *** However, paragraph (f)(6)(ii) of

this section and the | ast sentence of paragraph (f)(6)(iv)(A) of
this section do not apply to dispositions of P stock or options
occurring on or after May 16, 2000. ***
Robert E. Wenzel
Deputy Conm ssioner of Internal Revenue
Approved: May 5, 2000
Jonat han Tal i sman

Deputy Assistant Secretary of the Treasury



