Noticee of Proposel Rulemaking
ard Notice of Public Hearing

Section-1059-Extraordinary
Dividends

CO-9-96

AGENCY: Internd Revene Servie
(IRS), Treasuy.

ACTION: Notice of proposeé rulemak-
ing and notice of public hearing.

SUMMARY: This documenh contains
proposé regulatiors relating to certain
distributiors madce by corporatios to
certan corporaé shareholdersThe pro-
posal regulatiors are necessar to
clarify tha certan distributiors in re-
demption of stok are treatal as extraa-
dinary dividends notwithstandig provi-
siors that otherwie might exemp the
distributiors from extraordinay divi-
derd treatment Corporatiors tha re-
ceive a distribution in redemptio of
stok may be affected if the redemption
is eithe pat of a partid liquidation of
the redeemig corporatian or is not pro
rata as to all shareholdersThis docu-
mert alo provides notice of a public
hearig on the® proposé regulations.

DATES Written commens ard outlines
of topics to be discussd at the public
hearirg scheduld for Wednesdg, Octo-
ber 2, 1996 mug be receivel by Sep-
tembe 16, 1996.

ADDRESSES Serd submissios to:
CC:DOM:CORPR (C0O-9-96) room
5228 Internd Revene Service POB
7604 Ben Franklin Station Washington,
DC 20044 In the alternative submis-
siors may be hard deliverad between
the hours of 8 am amd 5 p.m to:
CC:DOM:CORPR (C0O-9-96) Couri-
er's Desk Internd Revene Service,
1111 Constitution Avente NW., Wash-
ington, DC. The public hearirg will be
held in room 3313 Internd Revenue
Building, 1111 Constitution Avenwe
NW., Washington DC.

FOR FURTHER INFORMATION CON-
TACT: Concernilg the hearing Mike
Slaughte, Regulatios Unit, Assistant
Chiegf  Counsé (Corporate) at (202)
622-719 (not a toll-free number) Con-
cernirg the proposeé regulations Rich-
ard K. Passale at (202 622—-753 (not
a toll-free number).

SUPPLEMENARY
INFORMATION:

Background

This documen contairs propose
amendmerst to the Income Tax Regula-
tions (26 CFR pat 1) relating to the
extraordinay dividend provisiors under
section 1099 of the Internd Revenue
Code Sectim 109 was addel by the
Deficit Reductiommn Act of 1984 Public
Law 98-369 One of the purposs of
section 1059 is to prevern a corporate
shareholde from creatirg an artificial
loss on stock Se= Gener& Explanation
of the Revene Provisiors of the Deficit
Reductia Act of 1984.

Section 1059(3 general requires a
corporation tha receives an extraordi-
nary dividend on stodk it has nat held
for at leag two yeas before the divi-
derd announceméndak to redue its
bass (but not below zerd immediately
before ary sak or dispositim of the
stok by the nontaxel portion of the
dividerd (generaly, the amoun of the
dividends receivael deduction) If the
nontaxel portion of the dividerd ex-
ceeds basis the exces general is
treatel as additiond gain recognized
when the stok is sold Secti;m 1059(c)
general defines an extraordinay divi-
derd as a dividerd tha equab or ex-
ceed the thresholl percentag of the
taxpaye’s adjustel bass in sud stock.

Sectiors 1059(d)(6) (e)(1), ard (e)(2)
were enacte as patt of the Tax Reform
Act of 1986 Ead of thos sections
affects the definition of extraordinary
dividends containe@ in section 1059(c).
Section 1059(d)(§ generaly excludes
an extraordinay dividend from section
1059(3 treatmen if the distributee is an
origind shareholde of the distributing
corporation and the earning and profits
from which the dividend is paid are
attributabé solely to the origind share-
holde. Secti;m 1059(e)(2 generaly ex-
cludes a dividerd from extraordinary
dividerd treatmen if it is a ‘“‘qualifying
dividend:” A dividerd generaly is a
qualifying dividerd if the distributee and
distributing corporatiors are affiliated at
the time of the distribution and the
distribution is out of dffiliated year
earning and profits. Both sectiors
1059(d)(§ ard (e)(2 contemplat that
the distribution tha otherwie would be
an extraordinay dividend subje¢ to sec-
tion 1059(3 is derived from earnings
and profits accumulatd while the
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distributee corporation is a shareholder
of the distributing corporation Gene-

ally, a corporae shareholdgs ability to

creae an artificial loss is reducd if all

of the distributing corporations earnings
ard profits are accumulatd while the

distributee corporation is a shareholder
of the distributing corporation.

Section 1059(e)() expand the scope
of the extraordinay dividerd definition
in sectiomn 1059(9 by disregardig the
holding periad and threshotl rules for
certan distributions Generaly, section
1059(e)(} provides tha a non pro rata
redemptimm or a partid liquidation that
is treatel as a dividend unde section
301 is an extraordinay dividend to
which sectiomn 1059(3 applies without
regad to the threshotl percentag or the
periad the taxpaye held suc stock See
Generd Explanation of the Tax Reform
Act of 1986 Joint Committee on Taxa-
tion, 100h Cong, 1¢ Sess (May 4,
1987).

Thes regulatiors addres the question
of whethe section 1059(d)(§ or (e)(2)
applies to a distribution otherwise
treatel as an extraordinay dividend un-
der sectim 1059(e)(1) The IRS and
Treasuy Departmeh believe tha apply-
ing- those-~ provisiors- to~ sectim
1059(e)(} is inconsisteh with the pur-
poe of sectim 1059 armd may create
inappropria¢ consequencesud as ba-
sis shifting that eliminates gain or cre-
ates an artificial loss.

Accordingly, thes regulatiors clarify
tha neithe section 1059(d)(§ nor sec-
tion 1059(e)(2 applies to a distribution
treatel as an extraordinay dividerd un-
der sectim 1059(e)(1) In finalizing
the regulations the IRS and Treasury
Departmen will conside commens that
illustrate distributiors describé in sec-
tion 1059(e)(} to which the application
of section 1059(d)(§ or (e)(2 is appro-
priate or to which sectim 1059(e)(1)
otherwis shoull not appl.

Thes regulatiors alo addres the
question of whethe an exchang treated
as adividerd unde section 356(a)(3 is
subje¢ to section 1059(e)(1) These
regulatiors clarify tha for purposs of
section 1059(e)(1) an exchang under
section 356(a)( is treatal as aredemp-
tion and to the extenn ary amoun is
treatel as a dividend unde section
356(a)(2) it is treatel as a dividend
unde section 301.



Explanati ; of Provisions

Proposd § 1.1059(e)-1(p provides
tha neithe section 1059(d)(§ nor sec-
tion 1059(e)(2 will preven ary distri-
bution treatel as an extraordinay divi-
derd unde sectim 1059(e)(} from
beirg treatel as an extraordinay divi-
dend For example if a redemption of
sto is not pro rata as to all sharehold-
ers ary amoun treatel as a dividend
unde sectim 301 is treatel as an ex-
traordinay dividend regardles of
whethe the dividerd is a qualifying
dividend.

Proposd § 1.1059(e)-1(p provides
that for purposs of section 1059(e)(1),
an exchang unde secti;m 356(a)(d is
treatel as a redemptio and to the
extert ary amourn is treatel as a divi-
derd unde sectim 356(a)(2) it is
treatel as adividerd unde section 301.

Proposel Effective Date

Thes regulatiors are proposé to
appl to distributiors announcd on or
after Jure 17, 1996.

Specid Analyses

It has been determind tha this notice
of proposeé rulemakirg is not a signifi-
cart regulatoy action as defined in EO
12866 Therefore a regulatoy assess-
mert is not required It alo has been
determine tha sectim 553(h of the
Administrative Procedue Act (5 U.S.C.
chapte 5) and the Regulatoy Flexibility
Act (5 U.S.C chapte 6) do nat apply to
thee regulations and therefore a
Regulatoy Flexibility Analysis is not
required Pursuah to sectimn 7805(f) of
the Internd Revene Code this notice
of proposd rulemakirg will be submit-
ted to the Chief Counsé for Advocacy
of the Smal Busines Administratian for
commen on its impad on smal busi-
ness.

Comments and Public Hearing

Before the® proposé regulatiors are
adoptel as final regulations conside-
ation will be given to ary written com-
mens (a signel origind and eight (8)
copied tha are submittal timely to the
IRS. All commens will be availabk for
public inspection ard copying.

A public hearirg has been scheduled
a 10 a.m on Wednesdg Octobe 2,
1996 room 3313 Internd Revene Sea-
vice, 1111 Constitution Avente NW.,
Washington DC. Becaug of acces re-
strictions visitors will not be admitted

beyord the Internd Revene Building
lobby more tha 15 minutes before the
hearirg starts.

The rules of 26 CFR 601.601(a)(3)
appl to the hearing.

Persos tha wish to preseh oral
commens at the hearig mug submit
written commens by Septembe 16,
1996 amd submt an outline of the
topics to be discussd ard the time to be
devotel to ead topic (signel original
ard eight (8) copied by Septembe 16,
1996.

A periad of 10 minutes will be allot-
ted to ead persm for making com-
ments.

An agené showirg the schedulig of
the speakes will be prepard after the
deadlire for receivirg outlines has
passed Copies of the agené will be
availabk free of chage at the hearing.

Draftin g Information

The principd autha of thes regula-
tions is Richad K. PassalesOffice of
Assistahn  Chief Counsé (Corporate),
IRS. Howeve, othea personnkfrom the
IRS ard Treasuy Departmeh partici-
pated in their development.

*_| *_| *_| *_| *

Proposal Amendments to the
Regulations

Accordingly, 26 CFR patt 1 is pro-
poseal to be amendd as follows:

PART 1—INCOME TAXES

Paragrap 1. The authoriy citation for
patt 1 is amendd by addirg an entry in
numericé orde to read as follows:

Authority: 26 U.S.C 7806 * * *
Section 1.1059(e)2 also issua under
26 U.S.C 1059(e)(} ard (e)(2) * * *

Pa. 2. Section 1.1059(e)1 is added
to rea as follows:

§ 1.1059(e)2 Non pro rata redemp-
tions.

(@ In general Section 1059(d)(6)
(exceptim where stok held during en-
tire existene of corporation) and section
1059(e)(2 (qualifying dividend9 do not
apply to a distribution treatel as an
extraordinay dividerd unde section
1059(e)(1) For example if a redemp-
tion of stok is not pro rata as to all
shareholdersary amoun treatel as a
dividerd unde section 301 is treatel as
an extraordinay dividernd regardles of
whethe the dividerd is a qualifying
dividend.

(b) Rearganizations For purpose of
sectilm 1059(e)(1) an exchang under
section 356(a)(3 is treatel as aredemp-
tion and to the extert ary amoun is
treatel as a dividend unde section
356(a)(2) it is treatel as a dividend
unde sectio 301.

(c) Effective date. This sectimm ap-
plies to distributiors announcd (within
the meanig of sectim 1059(d)(5) on
or after Jure 17, 1996.

Margare Milner Richardson,
Commissione& of Internal Revenue.

(Filed by the Office of the Feder&d Registe on
Jure 17, 1996 8:45 a.m, ard publishel in the
isste of the Federa Registe for Jure 18 1996 61
F.R. 30845)



