
Section 7701(l) rent-leveling loan
Taxable

year ending
Beginning
balance¬ Payment¬ Interest¬ Principal

12/31/02¬ ($2,699,954.06)¬ ($851,756.68)¬ ($269,995.41)¬ ($581,761.27)
12/31/03¬ ($2,118,192.79)¬ ($851,756.68)¬ ($211,819.28)¬ ($639,937.40)
12/31/04¬ ($1,478,255.39)¬ ($851,756.68)¬ ($147,825.54)¬ ($703,931.14)
12/31/05¬ ($ 774,324.25)¬ ($851,756.68)¬ ($ 77,432.42)¬ ($774,324.26)

Example 4. Exception where aggregate amounts
retained or already received are less than or equal
to $100,000; section 351 transfer—(i) Facts. (A)
On January 1, 2001, A leases property to B for a
five-year period. The lease provides for rent of
$1,000,000 for 2001, and $875,000 for the each of
the remaining four years of the lease. Rent is
payable annually on December 31.
(B) On January 1, 2002, A transfers the leased

property along with the right to receive rent
payments for 2002 through 2005 to D in exchange
for D preferred stock. As part of the same
transaction, C transfers $1,000,000 to D in ex-
change for D common stock. After the transaction,
A and C own 100 percent of the stock of D.
Assume that the transaction meets all of the
requirements of section 351. C and D are mem-
bers of the same consolidated group as described
in § 1.1502–1(h). Assume that A, C, and D did
not enter into the transaction with a principal
purpose of substantially reducing the present value
of their aggregate tax liabilities. One hundred ten
percent of the applicable Federal rate based on
annual compounding is 7 percent.
(ii ) Obligation-shifting transaction. A is aprop-

erty provider because it is obligated to make
property available to B on account of a lease or
similar agreement. B is a property user because it
has the right to use property under its lease with
A. D is an assuming party because, in the January
1, 2002, transaction, it acquires the property
subject to A’s obligation to make the property
available to B for the remaining term of the lease.
The transaction between A and D is an obligation-
shifting transaction because D is an assuming
party and A retains the right to receive amounts
from B allocable to periods after the transaction.
(iii ) Availability of exception. Even though the

transaction between A and D is an obligation-
shifting transaction, it is not recharacterized under
this section. As of the date of the transaction, A
has already received $1,000,000. Under the con-
stant rental accrual method described in § 1.467–
3(d), the constant rental amount accruing for each
calendar year during the lease is $903,491.90. The
aggregate amount that has already been received
by A but that is allocable to periods after the
obligation-shifting transaction is $1,000,000 minus
$903,491.90, or $96,508.10. Because this amount
is less than $100,000, the transaction is excepted
from recharacterization under paragraph (c)(1)(i)
of this section.
Example 5. Exception where fair market value

of leased property is less than 10 percent of value
of all property transferred; incorporation of exist-
ing business—(i) Facts. (A) On January 1, 2001,
A leases property to B for a five-year period. The
lease provides for rent of $1,000,000 per year,
payable annually on December 31.
(B) On January 1, 2003, the fair market value

of the leased property is $4,000,000. On that date,
A transfers the property, together with $3,000,000
of Class I and Class II assets and other property
with a fair market value of $39,000,000, in
exchange for all of the common stock of C. A
retains the right to receive the remaining three rent
payments from B. The fair market value of the
rent payments retained by A is $2,486,851.99

Notice of Proposed Rulemaking
and Notice of Public Hearing

Reorganizations; Receipt of
Securities

REG–249819–96

AGENCY: Internal Revenue Service
(IRS), Treasury.

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

SUMMARY: This document contains
proposed regulations relating to the re-
ceipt, as part of a reorganization, of
rights to acquire stock of a corporation
that is aparty to the reorganization. This
document also provides notice of a
public hearing on these regulations.

DATES: Written comments must be re-
ceived by March 23, 1997. Requests to
appear and outlines of topics to be
discussed at the public hearing sched-
uled for March 25, 1997, must be
received by March 4, 1997.

ADDRESSES: Send submissions to:
CC:DOM:CORP:R [REG–249819–96],
room 5228, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington, DC 20044. In the alternative,
submissions may be hand delivered be-
tween the hours of 8 a.m. and 5 p.m. to:
CC:DOM:CORP:R [REG–249819–96],
Courier’s Desk, Internal Revenue Ser-
vice, 1111 Constitution Avenue NW,
Washington, DC, or, electronically, via
the¬ IRS¬ Internet¬ site¬ at:¬ http://
www.irs.ustreas.gov/prod/tax_regs/
comments.html.
The public hearing wil l be held in the

Commissioner’s Conference Room,
room 3313, 1111 Constitution Avenue
NW, Washington, DC.

FOR¬ FURTHER¬ INFORMATION
CONTACT: Concerning the proposed
regulations, Michael J. Danbury, (202)
622–7750; concerning submissions and
the public hearing, Evangelista Lee at
(202) 622–7190 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background

A. General information

This document contains proposed
amendments to the Income Tax Regula-
tions (26 CFR part 1) under sections
354, 355, and 356 of the Internal Rev-
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enue Code of 1986 (Code), relating to
exchanges of stock and securities in
certain reorganizations. In particular, the
proposed regulations address the receipt,
as part of a reorganization, of rights to
acquire stock of a corporation that is a
party to the reorganization.
Section 354 generally provides for the

nonrecognition of gain or loss from the
exchange of stock or securities in a
corporation that is a party to a reorgani-
zation for stock or securities in the same
corporation or in another corporation
that is a party to the reorganization.
Gain realized on an exchange of securi-
ties is not recognized provided that the
principal amount of the securities re-
ceived does not exceed the principal
amount of any securities surrendered
pursuant to the plan of reorganization.
Section 355 provides for the nonrec-

ognition of gain or loss upon a distribu-
tion by a corporation with respect to its
stock of stock in a controlled corpora-
tion, or an exchange of securities in a
controlled corporation for its securities.
As in the case of a transaction described
in section 354, gain realized on an
exchange of securities is not recognized
provided that the principal amount of
the securities received does not exceed
the principal amount of the securities
surrendered pursuant to the plan of
reorganization.
Section 356 provides rules for recog-

nition of gain, but not loss, if a share-
holder or security holder receives
nonqualifying property (i.e., boot) as
well as qualifying property in a transac-
tion to which section 354 or 355 would
otherwise apply. In particular, realized
gain is recognized in an amount not in
excess of the fair market value of the
excess principal amount of the securities
received over the principal amount of
any securities surrendered as part of the
plan of reorganization.

B. Existing regulations

Existing regulations under sections
354 and 355 provide that stock rights
and stock warrants are not included in
the term ‘‘stock or securities.’’ Prior to
the promulgation of these regulations in
1955, the treatment of such instruments
was unclear. Although the Supreme
Court had held that stock warrants do
not constitute ‘‘stock’’ for purposes of
determining whether a transaction is a
reorganization, the Board of Tax Ap-
peals had held that stock warrants did
constitute ‘‘securities’’ for purposes of
section 112(b)(3) of the 1932 Act (a

predecessor to section 354 of the Code).
CompareHelvering v. Southwest Con-
solidated Corp., 315 U.S. 194 (1942),
with Raymond v. Commissioner, 37
B.T.A. 423 (1938).
Since 1955, courts have avoided con-

cluding whether stock rights or stock
warrants constitute ‘‘securities’’ for pur-
poses of sections 354 and 355. See, e.g.,
Carlberg v. United States, 281 F.2d 507,
509 n.3 (8th Cir. 1960);Bateman v.
Commissioner, 40 T.C. 408 (1963);Es-
tate of Smith v. Commissioner, 63 T.C.
722 (1975).

C. Reasons for Change

A purpose of the reorganization provi-
sions of the Code is to defer the recog-
nition of gain and loss in certain read-
justments of corporate structure.
Generally, the Code extends nonrecogni-
tion to an exchange of stock which
effects only a readjustment of continu-
ing interest in modified corporate form.
Although a right to acquire stock is not
stock, the IRS and Treasury believe that
it may generally represent a form of
investment in the capital structure of the
corporation that justifies nonrecognition
treatment as a security under sections
354 and 355. Other provisions of the
Code expressly acknowledge the role
that stock rights play in the capital
structure of a corporation. See, e.g.,
sections 317 and 1032. Accordingly, the
proposed regulations provide that for
purposes of sections 354 and 355 the
term securities includes ‘‘rights to ac-
quire stock’’ issued by a corporation that
is a party to a reorganization.

Explanation of Provisions

A. Scope of proposed rules

The proposed regulations treat rights
to acquire stock issued by a corporation
that is a party to a reorganization as
securities of the corporation. For this
purpose, the term ‘‘rights to acquire
stock’’ of an issuing corporation has the
same meaning as the term has in sec-
tions 305(d)(1) and 317(a). It does not
include rights exercisable against per-
sons other than the issuer of the stock,
or rights that relate to property other
than stock of the issuer of the rights. As
under current law, a conversion privilege
contained in a stock or debt instrument
generally will not be considered a sepa-
rate property right received as part of
the reorganization. See Rev. Rul. 69–
265 (1969–1 C.B. 109).

B. Consequences upon receipt of stock
rights

For purposes of sections 354, 355 and
356, the proposed regulations treat rights
to acquire stock as securities having no
principal amount. As a result, a taxpayer
will not be required to recognize any
gain under section 356 upon the receipt
of a stock right. This will generally be
the case regardless of whether the tax-
payer surrenders stock, stock rights, or
debt securities.

C. Effect on other authorities

The proposed rules apply only for the
purpose of determining the amount of
gain to be recognized in connection with
exchanges occurring pursuant to transac-
tions otherwise qualifying under section
368 or 355. They do not address issues
concerning the qualification of a trans-
action under section 368 or 355. For
example, the proposed rules do not
permit rights to acquire stock to be
taken into account in determining conti-
nuity of shareholder interest. SeeSouth-
west Consolidated Corp.(stock options
are not stock).
The proposed rules have no effect on

other Code provisions governing the
treatment of stock options or similar
interests for other purposes. Thus, for
example, the treatment of an instrument
under these rules is not relevant in
determining whether the holder of the
instrument is treated as holding stock of
the issuer for various purposes. See,
e.g., sections 318(a)(4), 382(k)(6), and
1504(a)(5). Similarly, an instrument
treated as a stock right under these rules
may be subject to special rules under
other provisions of the Code or regula-
tions relating to compensation related
stock options. See, e.g., sections 83 and
421–424 and the regulations thereunder.
Nor is any inference intended as to the
treatment of an exchange, substitution,
or assumption of such options under
current law.

D. Proposed effective dates

The proposed regulations change a
long-standing regulatory position. To af-
ford taxpayers the opportunity to plan
for the change, these regulations are
proposed to be effective 60 days after
the Treasury decision adopting these
rules as final regulations is filed with
the Office of the Federal Register.
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E. Comments regarding need for further
guidance

Comments¬ are¬ requested¬ as¬ to
whether additional guidance is needed
with respect to the scope of these regu-
lations and the general treatment of
rights to acquire stock. For example,
comments are invited with respect to:
the need for additional guidance or
special rules to address transactions in-
volving exchanges, substitutions, or as-
sumptions of compensation related stock
options; the application of section 306
to the transfer of a right to acquire
common stock if the right is received
tax-free pursuant to section 305 or 354;
whether section 302 should apply to the
cash settlement or repurchase of a stock
right, for example by treating the holder
as having purchased the stock pursuant
to the terms of the right and the issuer
as having then redeemed that stock for
cash; and any other administrative guid-
ance which may be helpful in light of
these proposed rules, including sugges-
tions as to existing revenue rulings or
revenue procedures that should be modi-
fied, reconsidered, or revoked. Note that
comments outside of the scope of these
regulations wil l be considered as sug-
gestions for other future guidance.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in
Executive Order 12866. Therefore, a
regulatory assessment is not required. It
has also been determined that section
553(b) of the Administrative Procedure
Act (5 U.S.C. chapter 5) does not apply
to these regulations. Because the regula-
tion does not impose a collection of
information on small entities, the Regu-
latory Flexibility Act (5 U.S.C. chapter
6) does not apply. Pursuant to section
7805(f) of the Code, this notice of
proposed rulemaking wil l be submitted
to the Chief Counsel for Advocacy of
the Small Business Administration for
comment on its impact on small busi-
ness.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, consider-
ation wil l be given to any comments
submitted timely (in the manner de-
scribed under the ADDRESSES caption)
to the IRS. Al l comments wil l be avail-
able for public inspection and copying.
A public hearing is scheduled for

March 25, 1997, at 10 a.m., in the

Commissioner’s Conference Room,
room 3313. Because of access restric-
tions, visitors wil l not be admitted be-
yond the Internal Revenue Building
lobby more than 15 minutes before the
hearing starts.
The rules of 26 CFR 601.601(a)(3)

apply to the hearing.
Persons who wish to present oral

comments at the hearing must submit an
outline of the topics to be discussed by
March 4, 1997.
A period of 10 minutes wil l be allot-

ted to each person for making com-
ments.
An agenda showing the scheduling of

the speakers wil l be prepared after the
deadline for receiving outlines has
passed. Copies of the agenda wil l be
available free of charge at the hearing.

Drafting Information

The principal author of these regula-
tions is David B. Friedel, formerly of
the Office of Assistant Chief Counsel
(Corporate). However, other personnel
from the IRS and Treasury Department
participated in their development.

*¬ *¬ *¬ *¬ *

Proposed Amendments to the Regula-
tions

Accordingly, 26 CFR part 1 is pro-
posed to be amended as follows:

PART 1—INCOME 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 1.354–1 is amended by

revising paragraph (e) to read as fol-
lows:

§ 1.354–1 Exchanges of stock and se-
curities in certain reorganizations.

*¬ *¬ *¬ *¬ *
(e) For purposes of section 354, the

term securities includes rights issued by
a party to the reorganization (the issuing
corporation) to acquire its stock. For
purposes of this section and section
356(d)(2)(B), a right to acquire stock
has no principal amount. This paragraph
(e) applies to exchanges occurring on or
after the day that is 60 days after the
Treasury decision adopting these regula-
tions is filed with the Federal Register.
Par 3. Section 1.355–1 is amended by

removing the last sentence of paragraph
(b) and adding paragraph (c) to read as
follows:

§ 1.355–1 Distribution of stock and se-
curities of a controlled corporation.

*¬ *¬ *¬ *¬ *
(c) Stock rights. For purposes of sec-

tion 355, the term securities includes
rights to acquire the stock of the distrib-
uting corporation or the controlled cor-
poration (the issuing corporation). For
purposes of this section and section
356(d)(2)(B), a right to acquire stock
has no principal amount. This paragraph
(c) applies to distributions occurring on
or after the day that is 60 days after the
Treasury decision adopting these regula-
tions is filed with the Federal Register.
Par 4. Section 1.356–3 is amended

by:
1. Redesignating existing paragraph

(b) as paragraph (c).
2. Adding a new paragraph (b) to

read as follows:

§ 1.356–3 Rules for treatment of secu-
rities as ‘‘other property’’.

*¬ *¬ *¬ *¬ *
(b) For purposes of this section, a

right to acquire stock of the issuing
corporation is treated as a security with
no principal amount. Thus, such right is
not other property when received in a
transaction to which section 356 applies
(regardless of whether securities are sur-
rendered in the exchange). This para-
graph (b) applies to transactions occur-
ring on or after the day that is 60 days
after the Treasury decision adopting
these regulations is filed with the Fed-
eral Register.

*¬ *¬ *¬ *¬ *

Margaret Milner Richardson,
Commissioner of Internal Revenue.

(Filed by the Office of the Federal Register on
December 20, 1996, 8:45 a.m., and published in
the issue of the Federal Register for December 23,
1996, 61 F.R. 67508)
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