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them understand and meet their tax responsibilities and by

applying the tax law with integrity and fairness to all.

Introduction
The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, legislation, court decisions, and other items of general
interest. It is published weekly and may be obtained from the
Superintendent of Documents on a subscription basis. Bulletin
contents are compiled semiannually into Cumulative Bulletins,
which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke, mod-
ify, or amend any of those previously published in the Bulletin.
All published rulings apply retroactively unless otherwise indi-
cated. Procedures relating solely to matters of internal man-
agement are not published; however, statements of internal
practices and procedures that affect the rights and duties of
taxpayers are published.

Revenue rulings represent the conclusions of the Service on the
application of the law to the pivotal facts stated in the revenue
ruling. In those based on positions taken in rulings to taxpayers
or technical advice to Service field offices, identifying details
and information of a confidential nature are deleted to prevent
unwarranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,

court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part I.—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part II.—Treaties and Tax Legislation.
This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related Items, and Subpart B, Leg-
islation and Related Committee Reports.

Part III.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury’s Office of the Assistant Sec-
retary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index
for the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part I. Rulings and Decisions Under the Internal Revenue Code
of 1986
Section 106.—Contri-
butions by Employer to
Accident and Health Plans

A notice provides guidance on rollovers from
health Flexible Spending Arrangements (health
FSAs) and Health Reimbursement Arrangements
(HRAs) to Health Savings Accounts (HSAs). See
Notice 2007-22, page 670.

Section 223.—Health
Savings Accounts

A notice provides guidance on rollovers from
health Flexible Spending Arrangements (health
FSAs) and Health Reimbursement Arrangements
(HRAs) to Health Savings Accounts (HSAs). See
Notice 2007-22, page 670.

Section 263.—Capital
Expenditures

A revenue procedure provides administrative
guidance permitting the use of a “Net Considera-
tion Method” of accounting for certain patent cross
licensing arrangements. Under the method, only
cash and other non-patent-right consideration are
taken into account for withholding and capitalization
purposes. See Rev. Proc. 2007-23, page 675.

Section 263A.—Capital-
ization and Inclusion in
Inventory Costs of Cer-
tain Expenses

A revenue procedure provides administrative
guidance permitting the use of a “Net Considera-
tion Method” of accounting for certain patent cross
licensing arrangements. Under the method, only
cash and other non-patent-right consideration are
taken into account for withholding and capitalization
purposes. See Rev. Proc. 2007-23, page 675.

Section 367.—Foreign
Corporations

26 CFR 1.367(a)–3: Treatment of transfers of stock
or securities to foreign corporations.

T.D. 9311

DEPARTMENT OF
THE TREASURY
Internal Revenue Service
26 CFR Parts 1 and 602

Certain Transfers of Stock or
Securities by U.S. Persons to
Foreign Corporations

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final and temporary regula-
tions.

SUMMARY: This document contains
final and temporary regulations under
section 367(a) of the Internal Revenue
Code (Code) regarding gain recognition
agreements. The final regulations are
necessary to update cross-references in
the current regulations. The temporary
regulations are necessary to respond to
comments requested in Notice 2005–74.
The regulations primarily affect U.S. per-
sons that transfer stock or securities to
foreign corporations or corporations en-
gaged in transactions that affect existing
gain recognition agreements. The text of
these temporary regulations also serves
as the text of the proposed regulations
(REG–147144–06) set forth in the notice
of proposed rulemaking on this subject
published elsewhere in this issue of the
Bulletin.

DATES: Effective Date: These regulations
are effective February 5, 2007.

Applicability Dates: For dates of
applicability, see §§1.367(a)–3T(f) and
1.367(a)–8T(h).

ADDRESSES: Send submissions to:
CC:PA:LPD:PR (REG–147144–06),

room 5203, Internal Revenue Ser-
vice, PO Box 7604, Ben Franklin Sta-
tion, Washington, DC 20044. Submis-
sions may be hand-delivered Monday
through Friday between the hours of
8 a.m. and 4 p.m. to CC:PA:LPD:PR
(REG–147144–06), Courier’s Desk, In-
ternal Revenue Service, 1111 Constitution
Avenue, NW, Washington, DC, or sent
electronically, via the IRS Internet site at
www.irs.gov/regs or via the Federal eRule-
making Portal at www.regulations.gov
(IRS REG–147144–06).

FOR FURTHER INFORMATION
CONTACT: Daniel McCall, (202)
622–3860 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

These temporary regulations are being
issued without prior notice and public pro-
cedure pursuant to the Administrative Pro-
cedure Act (5 U.S.C. 553). For this rea-
son, the collections of information con-
tained in these regulations have been re-
viewed and pending receipt and evaluation
of public comments, approved by the Of-
fice of Management and Budget in accor-
dance with the Paperwork Reduction Act
of 1995 (44 U.S.C. 3507(d)) under con-
trol number 1545–2056. Response to these
collections of information is mandatory.

An agency may not conduct or sponsor,
and a person is not required to respond
to, a collection of information, unless the
collection of information displays a valid
control number.

For further information concerning this
collection of information, and where to
submit comments on the collection of in-
formation and the accuracy of the esti-
mated burden, and suggestions for reduc-
ing the burden, please refer to the preamble
to the cross-referencing notice of proposed
rulemaking (REG–147144–06) published
elsewhere in this issue of the Bulletin.

Books and records relating to these col-
lections of information must be retained as
long as their contents may become mate-
rial in the administration of any internal
revenue law. Generally, tax returns and tax
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return information are confidential, as re-
quired by 26 U.S.C. 6103.

Background

Section 367(a)(1) provides that if, in
connection with any exchange described
in section 332, 351, 354, 356, or 361,
a United States person (U.S. transferor)
transfers property to a foreign corporation
(transferee foreign corporation), such for-
eign corporation shall not, for purposes
of determining the extent to which gain
shall be recognized on such transfer, be
considered to be a corporation. Section
367(a)(2), (3) and (6) provides exceptions
to this general rule and grants regulatory
authority to provide additional exceptions
and to limit the statutory exceptions.

Exceptions to the general rule of sec-
tion 367(a)(1) for certain transfers by a
U.S. transferor of the stock or securities
of a corporation (transferred corporation)
to a transferee foreign corporation are
provided in §1.367(a)–3 (initial transfer).
In some cases, these exceptions require,
among other things, that the U.S. trans-
feror file a gain recognition agreement
(GRA), as provided in §1.367(a)–8. Sec-
tion 1.367(a)–3(b)(1)(ii) and (c)(1)(iii)(B).
Pursuant to a GRA, the U.S. transferor
agrees, among other things, to include in
income the gain realized, but not recog-
nized, on the initial transfer of the stock or
securities, and pay any applicable interest,
upon certain events (triggering events)
that occur before the close of the fifth full
taxable year following the year of the ini-
tial transfer. Section 1.367(a)–8(b)(1)(iii)
and (3)(i).

Section 1.367(a)–8(e)(1) and (2) pro-
vides that dispositions of the stock or
securities of the transferred corporation
are generally triggering events. Similarly,
§1.367(a)–8(e)(3) provides that dispo-
sitions of substantially all (within the
meaning of section 368(a)(1)(C)) of the
assets of the transferred corporation are
generally treated as deemed dispositions
of the stock or securities of the transferred
corporation and therefore are also trig-
gering events. Finally, dispositions of
stock of the transferee foreign corpora-
tion can also be triggering events. See
§1.367(a)–8(f)(2)(ii).

Notwithstanding these rules,
§1.367(a)–8 provides that various
nonrecognition transactions are not trig-

gering events if certain requirements are
satisfied. For example, §1.367(a)–8(g)
provides exceptions for certain transac-
tions involving the U.S. transferor, the
transferee foreign corporation, and the
transferred corporation. Although these
exceptions clearly contemplate some
nonrecognition transactions, the current
regulations are unclear whether, and if
so how, the exceptions apply to various
asset reorganizations involving section
361 exchanges by the U.S. transferor, the
transferee foreign corporation, and the
transferred corporation.

Section 1.367(a)–8 also provides that
certain nonrecognition transactions are
not triggering events because the GRA
is terminated without further effect. For
example, §1.367(a)–8(h)(3) lists certain
nonrecognition transactions that terminate
the GRA, provided that immediately after
the transaction the basis in the transferred
stock is not greater than the U.S. trans-
feror’s basis in the stock that, immediately
before the initial transfer, necessitated the
GRA.

On September 28, 2005, the IRS and
the Treasury Department issued No-
tice 2005–74, 2005–2 C.B. 726, see
§601.601(d)(2), which announced the
intention to amend the regulations under
section 367(a) to address the effect on
GRAs of certain asset reorganizations in-
volving the U.S. transferor, the transferee
foreign corporation, and the transferred
corporation. The notice was issued in
response to comments that the current
regulations do not adequately address
various asset reorganizations involving
the U.S. transferor, the transferee foreign
corporation, and the transferred corpora-
tion. Notice 2005–74 addressed the most
common of these reorganizations and re-
quested comments on other transactions
(for example, certain upstream and down-
stream reorganizations).

Notice 2005–74 generally provided
that, if particular requirements are sat-
isfied, certain asset reorganizations of
the U.S. transferor, the transferee foreign
corporation, or the transferred corporation
will not constitute triggering events. A key
premise of the notice was that the covered
transactions involved situations where the
ability to collect tax is sufficiently pre-
served in the event of a subsequent trigger
of the GRA (that is, the obligor under the
GRA remains unchanged as a result of the

asset reorganization). In light of taxpayer
comments and further study, however, the
IRS and Treasury Department have deter-
mined that there are additional instances
where the ability to collect tax after these
asset reorganizations and certain other
nonrecognition transactions (as defined
in section 7701(a)(45)) is sufficiently
preserved so that these transactions also
should not constitute a triggering event
if particular requirements are met. The
IRS and Treasury Department also have
concluded that other portions of the cur-
rent section 367(a) regulations addressing
GRAs should be revised.

Explanation of Provisions

A. Overview

The temporary regulations adopt the
rules announced in Notice 2005–74, with
a number of modifications discussed be-
low. Notice 2005–74 only provided guid-
ance on a particular range of transactions,
namely certain asset reorganizations, that
are insufficiently addressed in the current
regulations. The temporary regulations re-
spond to comments and provide guidance
on the effect on GRAs of transactions that
are not addressed in the current regulation
or Notice 2005–74. The temporary reg-
ulations also make additional changes to
the existing regulations. For example, the
temporary regulations modify and clarify
procedural requirements attendant to en-
tering into GRAs. Finally, the temporary
regulations reorganize the current regu-
lation so that distinct paragraphs address
triggering events, exceptions to triggering
events, and events that terminate a GRA.
The IRS and Treasury Department con-
tinue to consider issuing additional public
guidance that further revises §1.367(a)–8.

B. Effect of Certain Asset Reorganizations
and Nontaxable Liquidations on Gain
Recognition Agreements

1. Transfers of transferee foreign
corporation stock by U.S. transferor

a) Asset reorganizations

Notice 2005–74 provided that if, in a
section 361 transaction, a U.S. transferor
transfers all or a portion of the stock or
securities of the transferee foreign corpo-
ration to an acquiring domestic corpora-
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tion (successor U.S. transferor) pursuant
to certain asset reorganizations, the ex-
changes made pursuant to the asset reor-
ganization will trigger the gain recogni-
tion agreement, unless various conditions
are satisfied. These conditions are: (1)
the U.S. transferor must have been a mem-
ber of a consolidated group (original con-
solidated group) at the time of the initial
transfer and the common parent of such
group (original common parent) entered
into the original GRA; (2) immediately af-
ter the asset reorganization, the successor
U.S. transferor is a member of the origi-
nal consolidated group (consolidation con-
tinuity requirement); and (3) the original
common parent enters into a new GRA
with respect to the transfer subject to the
original GRA, modified by substituting the
successor U.S. transferor for the original
U.S. transferor. A notice of the asset re-
organization also must be provided with
the successor U.S. transferor’s next annual
certification.

For this purpose, an asset reorgani-
zation is defined as a reorganization de-
scribed in section 368(a)(1) involving
the transfer of assets by a corporation
to another corporation pursuant to sec-
tion 361, except that such term shall in-
clude reorganizations described in section
368(a)(1)(D) or (G) only if the require-
ments of section 354(b)(1)(A) and (B) are
met.

The IRS and Treasury Department re-
ceived several comments that the consoli-
dation continuity requirement was unduly
restrictive because it focused on maintain-
ing the same obligor for a GRA follow-
ing the asset reorganization. Commenta-
tors asserted that an equal or better abil-
ity to collect the tax due as a result of a
triggering event subsequent to such a re-
organization may be preserved in certain
instances where the consolidation conti-
nuity requirement would not be satisfied.
However, these same commentators noted
that if there were no consolidation continu-
ity requirement, such that a U.S. transferor
that is a member of a consolidated group at
the time of the initial transfer could be ac-
quired in a later asset reorganization by a
corporation (successor corporation) that is
not a member of such group without trig-
gering the GRA, the actions of the succes-
sor corporation could inappropriately af-
fect the liability of the original consoli-
dated group under the GRA. As a result,

the commentators requested that the con-
solidation continuity requirement be cur-
tailed or eliminated, while at the same time
not inappropriately exposing the original
consolidated group to the liabilities arising
from the actions of the successor corpora-
tion.

The IRS and Treasury Department gen-
erally agree with these views. Therefore,
the temporary regulations eliminate the
consolidation continuity requirement and
address concerns about the liability of a
consolidated group that disposes of a U.S.
transferor subject to a GRA.

Specifically, the temporary regulations
provide that when a U.S. transferor trans-
fers all or a portion of the stock of the
transferee foreign corporation to an acquir-
ing corporation in an asset reorganization,
the exchanges made pursuant to the reorga-
nization will not be triggering events and
the GRA will terminate without further ef-
fect, but only if certain requirements are
satisfied. These requirements ensure that
the ability to collect tax is sufficiently pre-
served and that the terms of the GRA are
administrable.

First, the acquiring corporation (succes-
sor U.S. transferor) must be a domestic
corporation, and the successor U.S. trans-
feror or the common parent of the consol-
idated group of which the successor U.S.
transferor is a member (as applicable) must
enter into a new GRA to recognize gain
with respect to the initial transfer during
the remaining term of the original GRA
(with certain modifications).

Second, with its next certification, the
successor U.S. transferor must provide to
the IRS the new GRA, notice of the trans-
action, and Form 8838 (Consent To Extend
the Time To Assess Tax Under Section 367
– Gain Recognition Agreement) to extend
the period of assessment of tax on the ini-
tial transfer.

Third, unless the successor U.S. trans-
feror is a member of the same consolidated
group of which the U.S. transferor was a
member immediately before the asset re-
organization, the person entering into the
new GRA must elect that, if the new GRA
is triggered in whole or in part, the per-
son will include the required amount in the
year of the triggering event (as opposed
to the year of the initial transfer). Re-
quiring an inclusion in these circumstances
only in the year of a subsequent triggering
event when the U.S. transferor is no longer

owned by the same consolidated group is
necessary, among other reasons, because
the successor U.S. transferor may not have
existed in the year of the initial transfer. In
such a case, the successor U.S. transferor
would not be able to amend a return for
the year of the initial transfer to include
any tax due as a result of a subsequent trig-
gering event. Moreover, the requirement
is appropriate even if the successor U.S.
transferor did exist in the year of the initial
transfer because its tax year for the year of
the initial transfer may be closed. In sum,
this requirement assures the GRA rules are
administrable and that the ability to collect
tax is sufficiently preserved. If these re-
quirements are met, the original GRA will
terminate without further effect.

The IRS and Treasury Department
have decided to eliminate the consolida-
tion continuity requirement because these
three requirements adequately address
the government’s concern in this area by,
among other things, preserving the ability
to collect the tax due as a result of a trig-
gering event subsequent to a covered asset
reorganization. In many asset reorgani-
zations, the successor U.S. transferor will
have an equal or greater ability to pay the
tax due in the case of a subsequent trig-
gering event than would the original U.S.
transferor. Furthermore, the current regu-
lations generally do not impose any finan-
cial or other requirements on the ability of
a U.S. transferor to enter into a GRA. But
see §1.367(a)–8(d) (imposing a security
requirement in certain situations). Conse-
quently, the IRS and Treasury Department
believe that even if in some circumstances
an acquisition of a U.S. transferor may
affect the ability to collect the tax due as a
result of a subsequent triggering event (for
example, the U.S. transferor is acquired
from a consolidated group by another con-
solidated group whose value is less than
that of the original consolidated group),
the requirements above nonetheless suffi-
ciently preserve the ability to collect the
tax that would be due if the new GRA
were triggered and ensure that the terms
of the GRA are administrable.

As described in this section, the tem-
porary regulations require that the acquirer
be a domestic corporation because, among
other reasons, the IRS and Treasury De-
partment are concerned that if a foreign
acquirer is allowed to enter into a new
GRA, it may be difficult for the IRS to
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collect any tax due in the event of a sub-
sequent trigger of the GRA. However, the
IRS and Treasury Department continue to
study whether it would be appropriate to
allow a domestic corporate shareholder of
the U.S. transferor to enter into a new GRA
when a U.S. transferor is acquired by a for-
eign corporation in an asset reorganization
under conditions similar to those provided
in §1.367(a)–3T(e). The IRS and Treasury
Department welcome more detailed com-
ments on specific approaches that could
extend these rules to foreign acquisitions
of the U.S. transferor.

b) Nontaxable liquidations

The current regulations provide that, if
a corporate U.S. transferor liquidates in
a transaction that qualifies under sections
332 and 337, the GRA is triggered un-
less (1) the U.S. transferor filed a consoli-
dated income tax return with a U.S. parent
corporation both in the year of the initial
transfer and the year of the liquidation, and
(2) the common parent enters into a new
GRA, with certain modifications. Section
1.367(a)–8(f)(2)(ii).

The temporary regulations provide a
similar rule. However, the temporary
regulations eliminate the consolidation
continuity requirement, so the U.S. trans-
feror is no longer required to be a member
of the same consolidated group in the
year of the initial transfer and the year of
the liquidation. Consequently, the tem-
porary regulations provide that where a
U.S. transferor disposes of the stock of
the foreign transferee corporation in a liq-
uidation that qualifies under sections 332
and 337, the disposition will not consti-
tute a triggering event provided that: (1)
the distributee (successor U.S. transferor)
is a domestic corporation described in
section 332(b)(1); (2) the successor U.S.
transferor or, if the successor U.S. trans-
feror is a member of a consolidated group,
the common parent of the successor U.S.
transferor’s group, enters into a new GRA
covering the remaining term of the origi-
nal GRA (with certain modifications); (3)
where the successor U.S. transferor is not a
member of the original consolidated group
immediately after the liquidation, the per-
son entering into the GRA agrees that if
there is a subsequent triggering event, the
taxpayer will recognize the gain in the
year of the triggering event (as opposed to

the year of the initial transfer); and (4) the
successor U.S. transferor provides, with
its next annual certification, Form 8838 to
extend the period of assessment of the tax
on the initial transfer. If these conditions
are satisfied, the original GRA will termi-
nate without further effect.

For reasons similar to those discussed
above in the context of asset reorganiza-
tions involving the U.S. transferor, the IRS
and Treasury Department believe that the
temporary regulations sufficiently address
the government’s concerns in this area, in-
cluding preserving the ability to collect tax
due as a result of a subsequent triggering
event. As a result, it is not necessary for
the U.S. transferor to be a member of the
same consolidated group in the year of the
transfer and the year of the liquidation. In
addition, the IRS and Treasury Department
believe that it is appropriate to require an
inclusion in the year of a subsequent trig-
gering event if the successor U.S. trans-
feror was not a member of a consolidated
group with the U.S. transferor immediately
before the liquidation for reasons similar
to those discussed regarding asset reorga-
nizations involving the U.S. transferor.

2. Transfers of transferred corporation
stock or securities by transferee foreign
corporation in an asset reorganization

Notice 2005–74 provided that if, in
a section 361 transaction, a transferee
foreign corporation transfers stock or se-
curities of a transferred corporation to a
foreign acquiring corporation in an as-
set reorganization, the exchanges made
pursuant to the reorganization will be a
triggering event, unless certain conditions
are met. These conditions require that the
U.S. transferor, common parent, or new
common parent corporation, as applicable,
enter into a new GRA, with certain modi-
fications. In addition, the U.S. transferor
also is required to provide the new GRA
and a notice of the asset reorganization
with its next annual certification.

For purposes of this rule, Notice
2005–74 retained the same definition
of asset reorganization as used for the pro-
vision dealing with transfers of transferee
corporation stock, with certain modifi-
cations. Specifically, Notice 2005–74
excludes the following asset reorganiza-
tions: (1) triangular asset reorganizations
described in §1.358–6(b); and (2) asset

reorganizations where, after the reorgani-
zation, the same corporation is both the
transferee foreign corporation (or suc-
cessor transferee foreign corporation, as
applicable) and the transferred corporation
(or the successor transferred corporation,
as applicable).

The temporary regulations generally in-
corporate these rules and provide that if the
above conditions are satisfied the original
GRA will terminate without further effect.
However, even if these conditions are sat-
isfied, the temporary regulations provide
specific gain recognition rules if the trans-
feree foreign corporation transfers stock
or securities of the transferred corpora-
tion in an asset reorganization and the U.S.
transferor recognizes gain under section
356(a)(1). See section C of this preamble.

As noted in this preamble, Notice
2005–74 excluded from the definition of
the term asset reorganization any trian-
gular asset reorganizations of the trans-
feree foreign corporation and transferred
corporation and certain upstream and
downstream reorganizations. In response
to comments and upon further study by
the IRS and Treasury Department, the
temporary regulations address the treat-
ment of triangular asset reorganizations
of the transferee foreign corporation and
certain upstream and downstream reorga-
nizations. See sections G and H of this
preamble.

3. Transfers of substantially all of a
transferred corporation’s assets

Notice 2005–74 provides that if a trans-
ferred corporation transfers substantially
all its assets in an asset reorganization,
the exchanges made pursuant to the reor-
ganization will be a triggering event, un-
less certain conditions are met. These
conditions require that the U.S. transferor,
U.S. parent corporation or new U.S. par-
ent corporation, as applicable, enters into a
new GRA, with certain modifications. The
U.S. transferor also is required to provide
the new GRA and the notice of the asset re-
organization with its next annual certifica-
tion. The definition of asset reorganization
is the same as that used in asset reorganiza-
tions involving the transferee foreign cor-
poration.

The temporary regulations generally in-
corporate these rules and provide that if
these conditions are met, the original GRA
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will terminate without further effect. How-
ever, even if these conditions are satisfied,
the temporary regulations provide specific
gain recognition rules (described in sec-
tion C of this preamble) if the transferred
corporation transfers substantially all of its
assets in an asset reorganization and the
transferee foreign corporation recognizes
gain under section 356(a)(1). In addition,
although the definition of asset reorganiza-
tion excludes triangular asset reorganiza-
tions and downstream mergers of the trans-
feree foreign corporation, the temporary
regulations address the tax treatment of
these transactions. See sections G and H
of this preamble.

C. Special Rules Regarding
Nonrecognition Transactions Involving
Money or Other Property

The current regulations provide that
certain nonrecognition transactions are
not triggering events if particular require-
ments are satisfied. However, commen-
tators have stated that the current regula-
tions provide that certain nonrecognition
transactions at the transferee foreign cor-
poration or transferred corporation level
in which any money or other property (as
described in sections 351(b) or 356(a)) is
received in exchange are triggering events
without exception. These commentators
assert that it is not appropriate to trigger
an entire GRA as a result of receiving
a relatively minor amount of “boot” in
the nonrecognition transaction. These
commentators also note that the current
regulations do not address clearly the
treatment of transfers of transferee foreign
corporation stock by a U.S. transferor in
a nonrecognition transaction in which the
U.S. transferor receives boot.

The IRS and Treasury Department
agree that the receipt of boot under section
351(b) or 356(a)(1) in connection with
the disposition of transferred corporation
stock or securities, or substantially all of
a transferred corporation’s assets, should
not automatically trigger all the gain un-
der a GRA. Accordingly, the temporary
regulations provide that if certain condi-
tions are met, the entire GRA will not be
triggered when a transferee foreign corpo-
ration disposes of transferred corporation
stock or securities in a nonrecognition
transaction simply because the transferee
foreign corporation receives boot.

However, the IRS and Treasury Depart-
ment believe that the GRA should be trig-
gered to the extent that gain would be rec-
ognized in such a transaction by a trans-
feree foreign corporation or a transferred
corporation, before taking into account ba-
sis increases that may apply to the stock
or securities disposed of as a result of trig-
gering the GRA. The current, as well as
the temporary regulations, provide that if
a U.S. transferor is required to recognize
gain because of a triggering event, then
certain basis increases are allowed as of
the date of the initial transfer. Therefore,
in determining the amount of gain that is
recognized under the GRA in such a trans-
action, the temporary regulations provide
that the U.S. transferor first must recog-
nize that amount of gain that the transferee
foreign corporation or transferred corpora-
tion would have recognized under 351(b)
or 356(a)(1), before taking into account
the basis increases that are allowed under
the regulations as of the date of the ini-
tial transfer. Second, if the U.S. transferor
has not recognized all the gain realized,
but not recognized, on the initial transfer,
then its new GRA will reflect any remain-
ing unrecognized gain on the initial trans-
fer. Third, after the consequences of the
transaction are determined under the tem-
porary regulations, then the taxpayer must
determine the amount of gain, if any, that
the transferee foreign corporation or trans-
ferred corporation must recognize under
351(b) or 356(a)(1). In determining the
amount to be recognized, the basis of the
stock disposed of shall reflect the basis in-
crease allowed as a result of the gain rec-
ognized under the GRA by the U.S. trans-
feror.

This special rule limiting recognition
of gain in otherwise nonrecognition trans-
actions involving boot applies only if the
U.S. transferor complies with the other-
wise applicable requirements of the excep-
tion to recognizing all of the gain subject to
the GRA when there is a triggering event.
This special rule is intended to require the
U.S. transferor to recognize only an appro-
priate amount of income, without automat-
ically triggering the entire GRA.

The IRS and Treasury Department also
believe that additional guidance is needed
on the treatment of transfers of transferee
foreign corporation stock by a U.S. trans-
feror in a nonrecognition exchange in
which the U.S. transferor receives boot.

Therefore, the temporary regulations treat
the disposition of transferee foreign cor-
poration stock in a nonrecognition trans-
action by the U.S. transferor when the
U.S. transferor receives money or other
property as described in section 351(b)
or 356(a) as a termination of the GRA
in whole or in part. Consequently, if a
new GRA is filed, then the U.S. transferor
will recognize gain under the new GRA
in the event of a subsequent triggering
event in the amount of the gain realized,
but not recognized, in the initial transfer
less any gain recognized by the U.S. trans-
feror under section 351(b) and 356(a)(1)
in connection with the nonrecognition
transaction. If, however, a new GRA is
not filed in connection with the nonrecog-
nition transaction, then the original GRA
is triggered, and the U.S. transferor must
recognize the gain that was realized, but
not recognized, on the initial transfer less
any gain recognized by the U.S. trans-
feror under section 351(b) or 356(a)(1) in
connection with the nonrecognition trans-
action.

D. Effect of Consolidation and
Deconsolidation on Gain Recognition
Agreements

Commentators noted that the current
regulation does not adequately address the
effect on GRAs of certain transactions in-
volving consolidated groups. For exam-
ple, the commentators noted that it is not
clear what effect a U.S. transferor becom-
ing a member of a consolidated group has
on an existing GRA. The current regula-
tions do provide, however, that if a U.S.
transferor is a member of a consolidated
group at the time of the initial transfer and
ceases to be a member of the group during
the term of the GRA, the common parent of
such group that entered into the GRA con-
tinues to be liable under the original GRA.
Section 1.367(a)–8(b)(5)(ii). Several com-
mentators have raised concerns that such
a result is not appropriate because the ac-
tions of an acquirer could unilaterally af-
fect the liability of the original consoli-
dated group under the GRA.

The IRS and Treasury Department
agree that the effect of these transactions
needs to be clarified and rationalized. Ac-
cordingly, in response to these concerns,
the temporary regulations provide specific
rules addressing these transactions. In par-
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ticular, the IRS and Treasury Department
believe that the U.S. parent corporation of
a consolidated group should not continue
to be liable under a GRA with respect to a
U.S. transferor that is no longer a member
of such group.

The temporary regulations provide that
when a U.S. transferor becomes a member
of a consolidated group (including a trans-
action where it joins such a group after
being a member of another consolidated
group) the transaction is a triggering event
unless certain conditions are met. If these
conditions are satisfied, the original GRA
is terminated without further effect. These
conditions require the U.S. parent corpo-
ration of the consolidated group that the
U.S. transferor joins (1) to enter into a new
GRA for the remaining term of the origi-
nal GRA and (2) to elect to recognize gain
in the taxable year of any subsequent trig-
gering event (as opposed to the year of the
initial transfer). A notice of the consoli-
dation transaction must also be filed with
the next annual certification. The IRS and
Treasury Department believe that these re-
quirements ensure that a GRA remains in
effect after a U.S. transferor joins a consol-
idated group. These requirements are also
consistent with §1.1502–77(a), which pro-
vides that the common parent is the sole
agent for each member of the consolidated
group.

In addition, the temporary regulations
also cover situations in which a U.S. trans-
feror ceases to be a member of a consoli-
dated group and does not become a mem-
ber of a new consolidated group. In these
cases, the transaction is a triggering event,
unless certain conditions are met. If these
conditions are satisfied, the original GRA
is terminated without further effect. These
conditions require the U.S. transferor (1)
to enter into a new GRA for the remaining
term of the original gain recognition agree-
ment and (2) to elect that in the event of a
subsequent triggering event the U.S. trans-
feror will recognize gain in the year of the
triggering event. The U.S. transferor must
also provide notice of the deconsolidation
with the next annual certification.

E. U.S. Transferor Goes Out of Existence
in a Transaction Giving Rise to a Gain
Recognition Agreement

The current regulation provides that
when a U.S. transferor goes out of exis-

tence in a transaction giving rise to a GRA,
gain generally qualifies for nonrecogni-
tion treatment only if the U.S. transferor
is owned by a single U.S. parent corpo-
ration, the U.S. transferor and its parent
corporation file a consolidated Federal
income tax return for the taxable year that
includes the transfer, and the parent of
the consolidated group enters into a GRA.
Section 1.367(a)–8(f)(2)(i). The current
regulation provides that a U.S. transferor
that is controlled by five or fewer domestic
corporations may request a ruling that the
transaction qualifies for nonrecognition
treatment. Section 1.367(a)–8(f)(2)(i).

Notice 2005–74, in turn, provides a rule
that treats all members of the U.S. parent’s
consolidated group for the taxable year
that includes the transfer as a single corpo-
ration for purposes of §1.367(a)–8(f)(2)(i).
Thus, a U.S. transferor that is not directly
owned by a single U.S. parent corpora-
tion may still qualify for nonrecognition,
without requesting a ruling, when the U.S.
transferor goes out of existence in a trans-
action giving rise to a GRA, if it is indi-
rectly wholly owned by members of a con-
solidated group.

The IRS and Treasury Department
believe it is necessary to provide addi-
tional guidance on how GRAs are entered
into when a U.S. transferor is controlled
by multiple corporate shareholders with
which the U.S. transferor does not join in
filing a consolidated return. Moreover,
the IRS and Treasury Department believe
that in this area a single rule should apply
both in consolidated and nonconsolidated
situations. As a result, the temporary reg-
ulations provide unified rules, replacing
both the current regulations and Notice
2005–74, in situations in which a U.S.
transferor goes out of existence in a trans-
action giving rise to a GRA.

The temporary regulations generally
provide that when a U.S. transferor goes
out of existence in a transaction giving
rise to a GRA, the gain may qualify for
nonrecognition treatment if (1) the re-
quirements of section 367(a)(5) and any
regulations under that paragraph are satis-
fied such that five or fewer domestic cor-
porations control the U.S. transferor and
appropriate basis adjustments are made,
(2) the requirements of §1.367(a)–3(c)(1)
are satisfied if the transferred corporation
is domestic, (3) all domestic corporate
shareholders of the U.S. transferor that

own at least five percent of either the
total voting power or the total fair mar-
ket value of the stock of the transferee
foreign corporation immediately after
the transaction enter into GRAs with re-
spect to their pro rata share of the gain
in the transferred stock or securities that
designate such domestic corporate share-
holders as U.S. transferors for purposes of
§§1.367(a)–3(b) and (c) and 1.367(a)–8T,
and (4) all domestic corporate sharehold-
ers that enter into GRAs elect to recognize
any gain upon a subsequent trigger of the
GRA in the year of the triggering event.

The temporary regulations eliminate
the current regulation’s option to request
a private letter ruling because guidance is
now provided on how GRAs are entered
into by five or fewer domestic corporations
that control a U.S. transferor satisfying
section 367(a)(5). In addition, the tempo-
rary regulations clarify that the terms of
section 367(a)(5) must be satisfied (along
with other requirements) to avoid gain
recognition on the U.S. transferor’s sec-
tion 361 transfer of stock or securities to
a foreign acquiring corporation. There-
fore, the rule in Notice 2005–74 treating
consolidated group members as a single
corporation is incorporated by reference to
section 367(a)(5), which provides that all
members of the same affiliated group are
treated as one corporation. Lastly, because
these rules address how gain recognition
may be avoided under section 367(a)(1)
on the initial transfer itself, rather than the
effect of subsequent transactions on exist-
ing GRAs, these rules have been removed
from §1.367(a)–8 and included instead in
§1.367(a)–3T(e).

F. Transfers of Transferred Corporation’s
Assets

Under the current regulations, dispo-
sitions of substantially all of the assets
of the transferred corporation (within the
meaning of section 368(a)(1)(C)) are gen-
erally treated as deemed dispositions of
the stock or securities of the transferred
corporation and therefore are triggering
events. Section 1.367(a)–8(e)(3). In Rev-
enue Ruling 57–518, 1957–2 C.B. 253,
see §601.601(d)(2), the IRS stated that
what constitutes “substantially all of the
properties” as the term is used in section
368(a)(1)(C) “will depend upon the facts
and circumstances in each case rather than
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upon any particular percentage.” How-
ever, Revenue Procedure 77–37, 1977–2
C.B. 568, see §601.601(d)(2), provides
that for ruling purposes, the transfer by
a corporation of 70 percent of its gross
assets or 90 percent of its assets net of
liabilities will generally be deemed to be
a transfer of substantially all of the assets
of a corporation.

Commentators have noted that defin-
ing substantially all by reference to sec-
tion 368(a)(1)(C) may not be appropriate
in the context of the GRA rules. The
IRS and Treasury Department, however,
generally believe that defining “substan-
tially all” for these purposes by reference
to the definition of the term under section
368(a)(1)(C) is appropriate. Nonetheless,
the IRS and Treasury Department believe
that it is important to clarify the scope of
the term “substantially all,” as used in the
current regulation and the temporary reg-
ulations. One commentator suggested that
if a transferred corporation disposes of less
than 70 percent of its gross assets or 90
percent of its assets net of liabilities, the
transfer will not be treated as a disposi-
tion of substantially all of the assets of
the transferred corporation for purposes of
§1.367(a)–8(e)(3), and thus, such a dispo-
sition would not trigger a GRA. This sug-
gestion is not correct. If, upon considering
the facts and circumstances, a transferred
corporation has disposed of substantially
all its assets, such a transaction is a trigger-
ing event, even if the transferred corpora-
tion disposes of less than 70 percent of a
corporation’s gross assets or 90 percent of
its assets net of liabilities. The “substan-
tially all” safe harbor provided in Revenue
Procedure 77–37 is intentionally high so
that the IRS does not need to engage in a
factually detailed analysis before issuing a
letter ruling. As a result, in the context of
GRAs, the Revenue Procedure’s threshold
does not mean that a disposition of sub-
stantially all the assets does not occur upon
the disposition of a lesser amount of assets.
Therefore, the temporary regulations pro-
vide that whether a transferred corporation
has disposed of substantially all of its as-
sets is determined under all the facts and
circumstances.

G. Transactions that Terminate the GRA

1. Taxable dispositions of transferee
foreign corporation stock

Section 1.367(a)–8(h)(1) provides that
a GRA will terminate, in whole or in part,
as a result of certain taxable dispositions
of the transferee foreign corporation stock
by the U.S. transferor. A key premise for
this termination rule is that the basis in
the transferee foreign corporation stock re-
ceived by the U.S. transferor in the initial
transfer is assumed to reflect the basis in
the transferred stock or securities.

The IRS and Treasury Department con-
tinue to believe this termination rule is ap-
propriate. As a result, the temporary regu-
lations generally retain this rule. However,
the temporary regulations modify the ter-
mination rule to ensure that a GRA termi-
nates only when the transferee foreign cor-
poration stock disposed of in fact reflects
the basis of the transferred stock or securi-
ties. This termination rule only applies to
transferee foreign corporation stock that is
received (or deemed received) in the ini-
tial transfer. The IRS and Treasury De-
partment understand that in some cases,
taxpayers may take the position that the
basis in the transferee foreign corporation
stock does not reflect the basis of the trans-
ferred stock or securities. For example,
taxpayers may take the position that the
basis in such transferee foreign corpora-
tion stock received also reflects the basis of
other property that had a built-in loss when
it was transferred to the transferee foreign
corporation. Thus, the termination rule in
the temporary regulations will apply only
when the basis of the transferee foreign
corporation stock received (or deemed re-
ceived) in the initial transfer properly re-
flects the sum of the aggregate basis of
the transferred stock or securities imme-
diately before the initial transfer, plus any
increase in the basis of such stock or se-
curities as a result of recognizing gain on
the transfer. In addition, for purposes of
this basis determination, basis increases to
the transferee foreign corporation stock as
a result of income inclusions (for example,
pursuant to section 961) shall not be taken
into account.

In cases where the basis of the rele-
vant transferee foreign corporation stock
exceeds the basis of the transferred stock
or securities, however, the temporary regu-

lations allow the U.S. transferor to take ad-
vantage of this termination rule if it elects
to reduce its basis in the transferee foreign
corporation stock such that it does not ex-
ceed the basis it had in the transferred stock
or securities. If the U.S. transferor makes
this election, the basis reduction will be ef-
fective immediately before the taxable dis-
position that terminates the GRA. In ad-
dition, if the U.S. transferor makes this
election, it may increase its basis in other
stock of the transferee foreign corporation
it holds, if any, by a corresponding amount
but not above the fair market value of such
stock.

Similar rules apply in the case of partial
dispositions of transferee foreign corpora-
tion stock and dispositions of transferee
foreign corporation stock in nonrecogni-
tion transactions in which a portion of the
realized gain is recognized.

2. Certain inbound distributions or
transfers of the transferred stock

Section 1.367(a)–8(h)(3) provides that
a distribution of the transferred stock in
a transaction qualifying under section 355
or sections 332 and 337 will terminate the
GRA if the U.S. transferor’s basis in the
transferred stock or securities that it re-
ceives in the section 355 or 332 and 337
transaction does not exceed the basis the
U.S. transferor had in the transferred stock
or securities immediately before the initial
transfer. In response to comments, how-
ever, the temporary regulations allow the
U.S. transferor to take advantage of this
termination rule if it elects to reduce the
basis of the transferred stock or securities
if the basis exceeds the basis the U.S. trans-
feror had in the transferred stock or securi-
ties immediately before the initial transfer.
For purposes of this basis determination,
basis increases to the transferred stock as a
result of income inclusions (for example,
pursuant to section 961) shall not be taken
into account. If the U.S. transferor elects
to reduce basis in the transferred stock or
securities it receives, the U.S. transferor
shall increase its basis in other transferee
foreign corporation stock (if any) by a cor-
responding amount but not above the fair
market value of such stock.

Although the temporary regulations
generally provide that a GRA terminates
in certain section 332 liquidations of the
transferee foreign corporation, the IRS
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and Treasury Department are studying to
what extent this rule should apply when
the transferee foreign corporation has a
minority shareholder and therefore recog-
nizes gain under section 336 in connection
with the section 332 liquidation. As noted
in the request for comments, although
the IRS and Treasury Department gener-
ally believe it is appropriate to terminate
entirely the GRA in a section 332 liqui-
dation, in other circumstances it may not
be appropriate. For example, if after an
initial transfer, a wholly-owned transferee
foreign corporation issues a minority in-
terest to a foreign shareholder, completely
terminating the GRA upon a section 332
liquidation of the transferee foreign cor-
poration does not account for the fact that
the U.S. transferor has indirectly disposed
of up to 20 percent of its interest in the
transferred stock or securities. Therefore,
when the temporary regulations are final-
ized, the IRS and Treasury Department
may address the effect that section 336
gain has on a gain recognition agreement
when a transferee foreign corporation with
a minority shareholder liquidates under
section 332.

The temporary regulations expand the
current rule to terminate GRAs when cer-
tain U.S. persons other than the original
U.S. transferor receive the stock or securi-
ties that was transferred in the initial trans-
fer. For example, if the transferred cor-
poration is distributed to a domestic cor-
poration or U.S. individual other than the
U.S. transferor in a section 355 “split off,”
the GRA would terminate if the domes-
tic corporation or U.S. individual receives
the transferred stock or securities with a
basis that is not greater than the basis the
U.S. transferor had in the transferred stock
or securities immediately before the initial
transfer.

Finally, and in response to comments
requested in Notice 2005–74, the tempo-
rary regulations also expand the current
rule to provide that the GRA will termi-
nate in additional transactions where the
U.S. transferor or a domestic corporation
receives the transferred stock or securities
with a basis that is not greater than the
basis the U.S. transferor had in the trans-
ferred stock or securities immediately be-
fore the initial transfer. These transactions
are upstream asset reorganizations where
the U.S. transferor acquires the assets of
the transferee foreign corporation, down-

stream asset reorganizations where the
transferred corporation acquires the assets
of the transferee foreign corporation, and
certain other asset reorganizations where
a domestic corporation acquires the as-
sets of the transferee foreign corporation.
Consequently, the temporary regulations
generally provide that the GRA terminates
in particular circumstances when the trans-
ferred stock or securities are held with the
correct basis by certain U.S. persons, even
if the U.S. person is not the original U.S.
transferor.

However, the IRS and Treasury De-
partment believe that it is not appropriate
for the GRA to terminate when the trans-
ferred stock or securities may then be dis-
posed of, directly or indirectly, by a for-
eign shareholder without being subject to
U.S. tax. Therefore, this termination rule
is limited to section 332 liquidations, sec-
tion 355 distributions, and asset reorga-
nizations where the domestic corporation
that holds the transferred stock or securi-
ties after the transaction is either the U.S.
transferor or a member of the same consol-
idated group of which the U.S. transferor
is then a member. The IRS and Treasury
Department continue to study whether it
would be appropriate to expand the scope
of the rule to transactions where the ac-
quirer is not a member of the same consoli-
dated group of which the U.S. transferor is
then a member and request comments re-
garding such a rule.

H. Triangular Reorganizations of
Transferee Foreign Corporation and
Transferred Corporation

Notice 2005–74 provides rules that al-
low a U.S. transferor to avoid gain recog-
nition on certain asset reorganizations
of the transferee foreign corporation and
transferred corporation. However, Notice
2005–74 restricts the definition of “asset
reorganization” to exclude triangular asset
reorganizations of the transferee foreign
corporation and transferred corporation.

In response to comments and after fur-
ther study, the temporary regulations ad-
dress the treatment of certain triangular as-
set reorganizations. Specifically, they pro-
vide that if the transferee foreign corpora-
tion or transferred corporation is acquired
in a triangular asset reorganization, the ex-
changes made pursuant to the reorganiza-
tion will not be triggering events if certain

requirements are satisfied. For purposes
of this rule, a triangular asset reorganiza-
tion is limited to a transaction in which the
acquiring subsidiary is foreign. The addi-
tional requirements are as follows. First,
the U.S. transferor or common parent must
enter into a new GRA to recognize gain
with respect to the initial transfer during
the remaining term of the original GRA,
with certain modifications. In the case of a
triangular asset reorganization of the trans-
feree foreign corporation, the U.S. trans-
feror also must make certain designations
depending on whether the parent corpora-
tion of the foreign acquiring subsidiary is
foreign or domestic and depending on the
type of triangular asset reorganization. Fi-
nally, the U.S. transferor must provide no-
tice of the transaction with its next annual
certification.

I. Other Changes

The current regulations refer to “stock
of the transferred corporation” in some
paragraphs but refer to “stock or securi-
ties of the transferred corporation” in other
paragraphs. The temporary regulations re-
fer to “stock or securities of the transferred
corporation” because either stock or secu-
rities, or both, may be subject to a GRA
when transferred to a transferee foreign
corporation by a U.S. person. In contrast,
the temporary regulations generally refer
only to stock, and not securities, of the
transferee foreign corporation. The rules
applying to a disposition of the transferee
foreign corporation are concerned primar-
ily with transactions in which the U.S.
transferor loses or decreases its control of
the transferee foreign corporation, which
does not occur when a U.S. transferor dis-
poses of securities of the transferee foreign
corporation.

The current regulation provides a rea-
sonable cause exception to triggering a
GRA when the person required to file the
GRA fails to comply in any material re-
spect with the terms of a GRA, or when
the person fails to meet the timeliness re-
quirement for submitting a GRA. The tem-
porary regulations retain this reasonable
cause exception but provide additional
guidance on how the person should sub-
mit a request for reasonable cause relief.
The temporary regulations also provide
that the Area Director or Director of Field
Operations, as applicable, shall notify the
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person in writing within 120 days of the
filing if the person will be granted reason-
able cause relief or if additional time is
required to make the determination. The
120-day period runs from the date that the
IRS notifies the person that its request has
been received. Once this period begins,
the person shall be deemed to have estab-
lished reasonable cause if it is not again
notified within 120 days.

Effective Dates

With the exception of the special boot
rules described in section C of this pre-
amble, these temporary regulations apply
to GRAs filed with respect to transfers of
stock or securities occurring on or after
March 7, 2007. The boot rules described in
section C of this preamble apply to GRAs
filed with respect to transfers of stock or
securities occurring on or after 180 days
after February 5, 2007. However, GRAs
that are filed after March 7, 2007 in con-
nection with transactions entered into pur-
suant to a contract that was binding before
February 5, 2007 are not subject to these
regulations, but taxpayers may elect to ap-
ply the rules of these regulations to such
a GRA. For all open years, taxpayers may
apply rules of these regulations that were
not already effective under §1.367(a)–8 to
GRAs filed before March 7, 2007. Sim-
ilar effective date rules are provided for
those transfers discussed in section E of
this preamble (regarding a U.S. transferor
that goes out of existence in a transaction
giving rise to a GRA).

Special Analyses

It has been determined that this Trea-
sury Decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assessment
is not required. It has also been determined
that 5 U.S.C. 553(b) and (d) do not apply
to these regulations. For applicability of
the Regulatory Flexibility Act, please re-
fer to the cross-referenced notice of pro-
posed rulemaking published elsewhere in
this Bulletin. Pursuant to section 7805(f)
of the Internal Revenue Code, this regula-
tion has been submitted to the Chief Coun-
sel for Advocacy of the Small Business
Administration for comment on its impact
on small business.

Request for Comments

The IRS and Treasury Department
are considering issuing subsequent pub-
lic guidance to address additional issues
under section 367(a). Accordingly, com-
ments are requested regarding the appli-
cation of §1.367(a)–8, including whether
other transactions should be excepted
from being treated as triggering events
pursuant to rules similar to those con-
tained in the temporary regulations. For
example, comments are requested as to
the most appropriate treatment of di-
visive reorganizations qualifying under
section 368(a)(1)(D) or (G), involving the
U.S. transferor corporation, the transferee
foreign corporation, and the transferred
corporation. Comments also are requested
on how a GRA is affected by a subsequent
transaction to which section 304 applies
involving transferee foreign corporation
stock or transferred corporation stock.
The IRS and Treasury Department believe
that the rules in the temporary regulations
generally deal with many transactions to
which section 304 applies but request spe-
cific comments on any issues raised.

In addition, the IRS and Treasury De-
partment request comments on the rule
in §1.367(a)–8T(b)(3)(iii), which imposes
interest on the additional tax, if any, that is
required to be paid as a result of a trigger-
ing event. Specifically, comments are re-
quested on whether interest should be im-
posed even when no additional tax is ulti-
mately due as a result of a triggering event
because, for example, a taxpayer has suf-
ficient net operating losses to offset the
tax that would otherwise be due as a re-
sult of a triggering event. If an inter-
est charge is not required in such a case,
a taxpayer may be viewed as inappropri-
ately benefiting from deferring the realized
but unrecognized gain on the initial trans-
fer until a later year. However, there are
other instances where the current regula-
tions clearly permit such a benefit (for ex-
ample, under §1.367(a)–8(h)(1)(i) in cer-
tain taxable dispositions of the stock of the
transferee foreign corporation).

As described in section B.1.a of this
preamble, comments are requested on
whether a GRA should not be triggered,
if certain conditions similar to those pro-
vided in §1.367(a)–3T(e) are met, when
a U.S. transferor is acquired by a foreign
corporation in an asset reorganization.

Specifically, the IRS and Treasury De-
partment request comments on how to
reconcile the terms of the GRA that would
be filed pursuant to §1.367(a)–3T(e) with
the terms of a new GRA that would be
filed to avoid triggering the original GRA.
For example, the transferee foreign cor-
poration under the outstanding GRA (and
under the new GRA filed to avoid trigger-
ing the outstanding GRA) would be the
transferred corporation with respect to the
GRA filed pursuant to §1.367(a)–3T(e).

Finally, and as described in section G.2
of this preamble, the IRS and Treasury
Department are studying to what extent
the GRA termination rule should apply
when the transferee foreign corporation
liquidates in a transaction described in
section 332 but also recognizes gain under
section 336 because of a minority share-
holder. Comments are requested on how
the termination rule should address such
a transaction, taking into consideration
potentially different results depending on
whether the minority shareholder is also
subject to a GRA or is, for example, in-
stead a foreign person who was issued
transferee foreign corporation stock after
the initial transfer.

For information on how to submit com-
ments or request a public hearing, see the
section “Comments and Requests for a
Public Hearing,” set forth in the notice of
proposed rulemaking published elsewhere
in this issue of the Bulletin.

Drafting Information

The principal author of these temporary
regulations is Daniel McCall of the Of-
fice of Associate Chief Counsel (Interna-
tional). However, other personnel from the
IRS and the Treasury Department partici-
pated in their development.

* * * * *

Amendments to the Regulations

Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding new entries to
read as follows:

Authority: 26 U.S.C. 7805* * *
Section 1.367(a)–3T(e) also issued un-

der 367(a) and (b).* * *
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Section 1.367(a)–8T also issued under
367(a) and (b).* * *

Par. 2. For each entry in the table in the
“Section” column, remove the language in

the “Remove” column and add the lan-
guage in the “Add” column in its place.

Section Remove Add

1.367(a)–3(d)(3), Example 1(ii), fourth
sentence

§1.367(a)–8(e) §1.367(a)–8T(d)(1)

1.367(a)–3(d)(3), Example 1(ii), fourth
sentence

§1.367(a)–8(b)(1)(vii) §1.367(a)–8T(b)(1)(vii)

1.367(a)–3(d)(3), Example 1(ii), fifth
sentence

§1.367(a)–8(b)(1)(vii) §1.367(a)–8T(b)(1)(vii)

1.367(a)–3(d)(3), Example 1A(ii), first
sentence

§1.367(a)–8(a)(3) §1.367(a)–8T(a)(3)

1.367(a)–3(d)(3), Example 4(i), first
sentence

§1.367(a)–8(e)(3)(i) §1.367(a)–8T(d)(2)

1.367(a)–3(d)(3), Example 4(ii), first
sentence

§1.367(a)–8(e)(3)(i) §1.367(a)–8T(d)(2)

1.367(a)–3(d)(3), Example 4(ii), second
sentence

§1.367(a)–8(h)(2), because A and W filed
a consolidated Federal income tax return
prior to the transaction,

§1.367(a)–8T(g)(2), because A owned
an amount of stock in W described in
section 1504(a)(2) immediately before
the transaction,

1.367(a)–3(d)(3), Example 6(ii), last
sentence

§1.367(a)–8(e)(3)(i) §1.367(a)–8T(d)(2)

1.367(a)–3(d)(3), Example 7A(ii), last
sentence

§1.367(a)–8(b)(5) §1.367(a)–8T(b)(5)

paragraph (d)(3), Example 7A(ii), last
sentence

and (e)(3)(i). and V satisfies the requirements contained
in §1.367(a)–8T(e)(1)(iii).

1.367(a)–3(d)(3), Example 8(ii), second
to last sentence

§1.367(a)–8(e)(3)(i) §1.367(a)–8T(d)(2)

1.367(a)–3(d)(3), Example 11(ii), sixth
sentence

§1.367(a)–8(e) §1.367(a)–8T(d)(1)

1.367(a)–3(d)(3), Example 11(ii), sixth
sentence

§1.367(a)–8(b)(1)(vii) §1.367(a)–8T(b)(1)(vii)

1.367(a)–3(e)(1)(A), first sentence (e) (g)

1.367(a)–3(e)(1)(F), third sentence (g) (j)

1.367(a)–3(e)(2), first sentence (e)(1) and (g) (g)(1) and (j)

1.367(a)–3(e)(2), second sentence (e)(2) (g)(2)

1.367(a)–3(e)(2)(G), first sentence (e)(1)(G) (g)(1)(G)

1.367(a)–3(g)(1), first sentence (g)(2) (j)(2)

1.367(a)–3(g)(2)(i), first sentence (g)(2)(iii), (g)(2)(iv) (j)(2)(iii), (j)(2)(iv)

1.367(a)–3(g)(2)(ii), first sentence (g)(2)(iii) or (iv) (j)(2)(iii) or (iv)

1.367(a)–3(g)(2)(ii), fourth sentence §1.367(a)–3(f) §1.367(a)–3(h)

1.367(a)–3(g)(2)(iii), first sentence (g)(2)(ii) (j)(2)(ii)

1.367(a)–3(g)(2)(iv), first sentence (g)(2)(i) and (ii) (j)(2)(i) and (ii)

1.367(b)–4(b)(1)(iii), Example 4(i), last
sentence

§1.367(a)–8(f)(2) §1.367(a)–3T(e)
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Par. 3. Section 1.367(a)–3 is amended
as follows:

1. The second sentence of paragraph (a)
is revised.

2. The first sentence of paragraph
(d)(2)(iii) is revised.

3. Paragraph (d)(2)(iv) is revised.
4. The title and introductory text of

paragraph (d)(2)(v) is revised.
5. The last two sentences of paragraph

(d)(3), Example 1A(ii) are revised.
6. The last two sentences of paragraph

(d)(3), Example 5A(ii) are revised.
7. The first and second sentences of

paragraph (d)(3), Example 7(ii) are re-
vised.

8. The third sentence of paragraph
(d)(3), Example 7A(ii) is revised.

9. The last sentence of paragraph
(d)(3), Example 9(ii) is revised.

10. The title of paragraph (d)(3), Exam-
ple 10 is revised.

11. The third sentence of paragraph
(d)(3), Example 12(ii) is revised.

12. Redesignating paragraphs (e), (f),
and (g) as paragraphs (g), (h), and (j), re-
spectively.

13. Adding new paragraphs (e) and (i).
The revisions and addition read as fol-

lows:

§1.367(a)–3 Treatment of transfers of
stock or securities to foreign corporations.

(a) * * * In general, a transfer of stock or
securities by a U.S. person to a foreign cor-
poration that is described in section 351,
354 (including a reorganization described
in section 368(a)(1)(B) and including an
indirect stock transfer described in para-
graph (d) of this section), 356 or section
361(a) or (b) is subject to section 367(a)(1)
and, therefore, is treated as a taxable ex-
change, unless one of the exceptions set
forth in paragraph (b) of this section (re-
garding transfers of foreign stock or se-
curities), paragraph (c) of this section (re-
garding transfers of domestic stock or se-
curities), or paragraph (e) of this section
(regarding transfers of stock or securities
in a section 361 exchange) applies. * * *

* * * * *
(d) * * *
(2)(iii) * * * For purposes of deter-

mining the amount of gain that a U.S.
person is required to include in income
as a result of a triggering event, see
§1.367(a)–8T(b)(3)(i) and (d).

(iv) * * * The U.S. transferor’s agree-
ment to recognize gain, as provided in
§1.367(a)–8, shall include appropriate
provisions consistent with the principles
of §1.367(a)–3 and §1.367(a)–8, includ-
ing, for example, as an additional trig-
gering event an indirect disposition of the
transferred stock or securities. For ex-
ample, in the case of a triangular section
368(a)(1)(B) reorganization described in
paragraph (d)(1)(iii)(A) of this section,
a triggering event shall include an indi-
rect disposition of the transferred stock or
securities by the transferee foreign corpo-
ration, such as a disposition of the stock
of the acquiring corporation (either for-
eign or domestic) by the transferee foreign
corporation. In the case of a triangular
section 368(a)(1)(B) reorganization de-
scribed in paragraph (d)(1)(iii)(B) of this
section, a disposition of the stock of the
acquiring corporation by the domestic
issuing corporation in a taxable transac-
tion shall, for example, terminate the gain
recognition agreement if the principles
of §1.367(a)–8T(g)(1)(i)(A) and (B) are
satisfied. See Examples 5 and 5A of this
section.

(v) Determination of whether substan-
tially all of the transferred corporation’s
assets are disposed of. For purposes of
applying §1.367(a)–8T(d)(2) to determine
whether substantially all of the assets of
the transferred corporation have been dis-
posed of, the following assets shall be
taken into account (but only if such assets
are not fully taxable under section 367 in
the taxable year that includes the indirect
transfer)—

* * * * *
(3) * * *
Example 1A. * * *
(ii) * * * If A leaves the P group, the gain recog-

nition agreement would be triggered pursuant to
§1.367(a)–8T(d)(4), unless the exception provided
under §1.367(a)–8T(e)(8) applies.

* * * * *
Example 5A * * *
(ii) * * * If Y sold substantially all of its as-

sets (within the meaning of section 368(a)(1)(C)),
the gain recognition agreement would be termi-
nated because U owned an amount of stock in Y
described in section 1504(a)(2) immediately before
the transaction and Y is a domestic corporation. See
§1.367(a)–8T(g)(2). In addition, if F disposed of the
stock of S in a taxable transaction the gain recogni-
tion agreement would be terminated if the principles
of §1.367(a)–8T(g)(1)(i)(A) and (B) are satisfied.

* * * * *
Example 7. * * *

(ii) * * * The disposition by R, the transferred
corporation, of substantially all of its assets would
terminate the gain recognition agreement if the
assets were disposed of in a taxable transaction
because V owned an amount of stock in Z de-
scribed in section 1504(a)(2) immediately before the
transaction, and R is a domestic corporation. See
§1.367(a)–8T(g)(2). Because the assets were trans-
ferred in an exchange to which section 351 applies,
such transfer does not trigger the gain recognition
agreement if V complies with the requirements con-
tained in §1.367(a)–8T(e)(1)(iii). * * *

Example 7A. * * *
(ii) * * * Thus, the gain recognition agreement

would terminate because V owned an amount of stock
in Z described in section 1504(a)(2) immediately be-
fore the transaction, and R is a domestic corporation.
See §1.367(a)–8T(g)(2).* * *

* * * * *
Example 9. * * *
(ii) * * * To determine whether there is a trigger-

ing event under §1.367(a)–8T(d)(2), both the Busi-
ness A assets in M and the Business B assets in R
must be considered.

Example 10. Concurrent application of asset
transfer and indirect stock transfer rules in section
368(a)(1)(A)/(a)(2)(D) reorganization—(i) Facts.
* * *

* * * * *
Example 12. * * *
(ii) * * * E’s transfer of its N stock could qual-

ify for nonrecognition treatment if D satisfies the re-
quirements in §1.367(a)–3T(e).* * *

* * * * *
(e) [Reserved]. For further guidance,

see §1.367(a)–3T(e).
(f) [Reserved]. For further guidance,

see §1.367(a)–3T(f).

* * * * *
(i) [Reserved].

* * * * *
Par. 4. Section 1.367(a)–3T is added to

read as follows:

§1.367(a)–3T Treatment of transfers of
stock or securities to foreign corporations
(temporary).

(a) through (d) [Reserved]. For further
guidance, see §1.367(a)–3(a) through (d).

(e) Transfers by a domestic corporation
to a foreign corporation in a section 361
exchange—(1) General rule. Notwith-
standing paragraphs (b) and (c) of this
section, if the U.S. transferor is a domestic
corporation that transfers stock or securi-
ties to a foreign corporation in a section
361 exchange that would otherwise be
subject to section 367(a)(1) under para-
graph (a) of this section, such transfer shall
not be subject to section 367(a)(1) if—
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(i) The conditions set forth in the sec-
ond sentence of section 367(a)(5) and any
regulations under that section have been
satisfied, such that, for example, the U.S.
transferor is controlled (within the mean-
ing of section 368(c)) by 5 or fewer do-
mestic corporations and appropriate basis
adjustments are made;

(ii) In the case of transferred property
that is stock or securities of a domestic cor-
poration, the conditions set forth in para-
graph (c) of this section are satisfied;

(iii) All domestic corporate sharehold-
ers of the U.S. transferor immediately
before the transaction that own 5 percent
or more (applying the attribution rules
of section 318, as modified by section
958(b)) of the total voting power or the
total fair market value of the stock of the
transferee foreign corporation immedi-
ately after the transaction enter into gain
recognition agreements as provided in
§1.367(a)–8T with respect to their pro
rata share (determined by the relative fair
market value of the U.S. transferor stock
or securities owned) of the gain that was
realized but not recognized on the transfer
of the stock or securities of the transferred
corporation that, in addition to the terms of
§1.367(a)–8T(b), designate such domestic
corporate shareholders as U.S. transferors
for purposes of paragraphs (b) and (c) of
this section and §1.367(a)–8T; and

(iv) All domestic corporate sharehold-
ers that enter into gain recognition agree-
ments pursuant to paragraph (e)(1)(iii) of
this section make the election described in
§1.367(a)–8T(b)(1)(vii).

(2) Certain triangular asset reorganiza-
tions. If a transaction described in para-
graph (e)(1) of this section qualifies as a
triangular asset reorganization described in
§1.358–6(b)(2)(i) through (iii), or in sec-
tions 368(a)(1)(G) and (a)(2)(D), the prin-
ciples of §1.367(a)–3(d)(2)(iv) shall apply
with respect to any gain recognition agree-
ments filed in connection with such trans-
action.

(3) Example. The provisions of para-
graph (e)(1) of this section are illustrated
in the following example:

Example. (i) Facts. US1 and US2, domestic cor-
porations, own 60% and 40%, respectively, of the
fair market value of UST, also a domestic corpora-
tion. US1 and US2 are not members of the same
consolidated group and are unrelated. UST owns
100% of FC, a foreign corporation. In year 1, UST
transfers 100% of the stock of FC to FA, a foreign
corporation, in a reorganization described in section

368(a)(1)(A) after which US1 and US2 own 6% and
4%, respectively, of the stock of FA. At the time of
the initial transfer, the section 1248 amount with re-
spect to the FC stock is $0. The notice requirement
under §1.367(b)–1(c) is satisfied. Section 7874 does
not apply to FA’s acquisition of the stock of FC. US1
and US2 satisfy the conditions set forth in the sec-
ond sentence of section 367(a)(5), including making
appropriate basis adjustments. Pursuant to paragraph
(e)(1) of this section, US1 enters into a gain recogni-
tion agreement to recognize its pro rata share of the
gain realized but not recognized on UST’s transfer
of the stock of FC to FA, designates itself as a U.S.
transferor for purposes of paragraph (b) of this section
and §1.367(a)–8T, and makes the election described
in §1.367(a)–8T(b)(1)(vii). US2 does not enter into
a gain recognition agreement with respect to its pro
rata share of the gain realized but not recognized on
UST’s transfer of the stock of FC to FA because US2
owns less than 5 percent of the stock of FA. In year
4, FA sells 30% of the FC stock for cash.

(ii) Result. Because the requirements of para-
graph (e)(1)(i) through (iv) of this section are sat-
isfied, the transfer of the FC stock by UST to FA
in the year 1 reorganization is not subject to section
367(a)(1). In addition, because FA partially disposes
of the stock of FC in year 4, US1 must recognize 30%
of its pro rata share of the gain realized but not recog-
nized on the initial transfer of the FC stock to FA pur-
suant to §1.367(a)–8T(d)(1)(iii). The proportion of
gain recognized by US1 is determined by reference to
the relative fair market value of the UST stock owned
by US1 at the time of the initial transfer. Thus, US1
must include 18% of the gain realized, but not rec-
ognized, on the initial transfer (the 30% of the trans-
ferred property that was disposed of multiplied by the
amount of gain subject to the gain recognition agree-
ment (corresponding to the 60% of the fair market
value of UST stock that US1 held immediately before
the initial transfer)), and pay any applicable interest.

(iii) Alternate facts. The facts are the same as
in paragraph (i) of this Example, except that US1
and US2 are members of a consolidated group in
which USP is the common parent. US2 is also a
5-percent transferee shareholder as a result of ap-
plying the attribution rules of section 318, as mod-
ified by section 958(b). The result is the same as
in paragraph (ii) of this Example, except that under
§1.367(a)–8T(a)(3)(i)(A) USP files gain recognition
agreements on behalf of both US1 and US2. Thus,
US1 and US2 must include in income in year 4 18%
and 12%, respectively, of the gain realized, but not
recognized, on the initial transfer (the 30% of the
transferred property that was disposed of multiplied
by the amount of gain subject to the gain recognition
agreement (corresponding to the 60% and 40% of the
fair market value of UST stock that US1 and US2, re-
spectively, held immediately before the initial trans-
fer)), and pay any applicable interest.

(f) Effective date—(1) General rule.
The rules of this §1.367(a)–3T(e) apply to
transfers of stock or securities occurring
on or after March 7, 2007. However, these
rules do not apply to transfers of stock
or securities occurring on or after March
7, 2007, if such transfer was entered into
pursuant to a written agreement which

was (subject to customary conditions)
binding before February 5, 2007, and at
all times thereafter. Solely for purposes
of this paragraph (f), a transfer described
in the preceding sentence shall be deemed
to be a transfer occurring before March
7, 2007. For matters covered in this sec-
tion for periods before March 7, 2007
but on or after July 20, 1998, the rule of
§1.367(a)–8(f)(2)(i) (see 26 CFR part 1,
revised April 1, 2006) applies.

(2) Transfers before effective date—(i)
General rule. Taxpayers may apply the
rules of §1.367(a)–3T(e) to transfers be-
fore March 7, 2007 and after July 20, 1998,
for all open taxable years ending on or after
July 20, 1998. This paragraph (f)(2)(i) ap-
plies only to rules in §1.367(a)–3T(e) that
were not already effective under the rules
of §1.367(a)–8(f)(2)(i).

(ii) Special filing rule. This paragraph
(f)(2)(ii) provides the time and manner
in which taxpayers may apply paragraph
(f)(2)(i) of this section. Notwithstanding
the rules provided in §1.367(a)–8T(a)(2),
all agreements, certifications, or other in-
formation related to the gain recognition
agreement that should have been filed on
or before March 7, 2007 with respect to
a transfer shall be treated as having been
timely filed, provided they are attached
to a Federal income tax return amending
the taxpayer’s Federal income tax return
for the taxable year in which they should
have been attached. The amended return
described in the preceding sentence must
be filed before August 6, 2007. A taxpayer
that wishes to apply paragraph (f)(2)(i) of
this section but that fails to meet the filing
requirement described in the preceding
sentence must request reasonable cause
relief as provided in §1.367(a)–8T(e)(10).

(3) Expiration. The applicability of this
section expires on or before February 1,
2010.

* * * * *
Par. 5. Section 1.367(a)–8 is amended

by revising paragraphs (a) through (i) to
read as follows:

§1.367(a)–8 Gain recognition agreement
requirements.

(a) through (i) [Reserved]. For further
guidance, see §1.367(a)–8T(a) through
(h).

Par. 6. Section 1.367(a)–8T is added to
read as follows:
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§1.367(a)–8T Gain recognition agreement
requirements (temporary).

(a) In general. This section specifies
the terms and conditions for an agree-
ment to recognize gain entered into pur-
suant to §§1.367(a)–3(b) through (d) and
1.367(a)–3T(e) to qualify for nonrecogni-
tion treatment under section 367(a).

(1) Definitions. The following defini-
tions apply for purposes of this section:

(i) Asset reorganization. Except as oth-
erwise provided in this paragraph (a)(1)(i),
the term asset reorganization means a re-
organization described in section 368(a)(1)
involving the transfer of assets by a cor-
poration to another corporation pursuant to
section 361, except that such term shall in-
clude reorganizations described in section
368(a)(1)(D) or (G) only if the require-
ments of section 354(b)(1)(A) and (B) are
met. For purposes of paragraphs (e)(3)(ii)
and (e)(3)(iii) of this section, the follow-
ing reorganizations are excluded from the
term “asset reorganization”:

(A) Triangular asset reorganizations
described in §1.358–6(b)(2)(i) through
(iii) or in sections 368(a)(1)(G) and
(a)(2)(D). For rules applicable to tri-
angular asset reorganizations described
in §1.358–6(b)(2)(i) through (iii) or in
sections 368(a)(1)(G) and (a)(2)(D), see
paragraph (e)(4) of this section.

(B) Asset reorganizations where, after
the reorganization, the same corporation
is both the transferee foreign corporation
(or successor transferee foreign corpora-
tion, as applicable) and the transferred cor-
poration (or the successor transferred cor-
poration, as applicable); for example, the
acquisition of the transferee foreign corpo-
ration’s assets by the transferred corpora-
tion in a reorganization described in sec-
tion 368(a)(1). For rules applicable to cer-
tain upstream and downstream reorganiza-
tions involving the transferee foreign cor-
poration and transferred corporation, see
paragraphs (e)(6) and (g)(3) of this section.

(ii) The term common parent means
a corporation that controls an affiliated
group of corporations that files its Federal
income tax returns on a consolidated basis.

(iii) The term consolidated group has
the meaning set forth in §1.1502–1(h).

(iv) The term disposition means any
transfer that would constitute a disposi-
tion for any purpose of the Internal Rev-
enue Code and the regulations thereun-

der. It also includes an indirect disposi-
tion of the stock of the transferred corpo-
ration as described in §1.367(a)–3(d). It
does not, however, include a redemption
of stock under section 302(d) to the extent
the redemption is treated as a distribution
to which section 301(c)(1) applies.

(v) The term gain recognition agree-
ment means an agreement described in
paragraph (b) of this section.

(vi) The term initial transfer means
a transfer in connection with which a
gain recognition agreement is filed in
connection with an exchange described
in §§1.367(a)–3(b) through (d) and
1.367(a)–3T(e).

(vii) The term nonrecognition transac-
tion means any disposition of property in a
transaction in which gain or loss is not rec-
ognized in whole or in part for purposes of
subtitle A.

(viii) The term transferee foreign cor-
poration means the foreign corporation the
stock of which is received in an exchange
described in section 367(a) by a U.S. trans-
feror.

(ix) Transferred corporation. Other
than in the case of an indirect stock
transfer, the term transferred corporation
means the corporation the stock or secu-
rities of which are transferred by a U.S.
transferor to a foreign corporation in an
exchange described in section 367(a)(1).
In the case of an indirect stock transfer,
the term transferred corporation has the
meaning set forth in §1.367(a)–3(d)(2)(ii).

(x) The term triggering event means
an event described in paragraph (d) of
this section, except as provided in para-
graphs (e) (exceptions to triggering events)
and (g) (terminations of gain recognition
agreements) of this section.

(xi) The term U.S. transferor
means a U.S. person (as defined in
§1.367(a)–1T(d)(1)) that transfers stock
or securities of the transferred corpora-
tion in exchange for stock or securities
of the transferee foreign corporation in
an exchange described in section 367(a).
For the application of the rules of this
section to indirect transfers involving
partnerships and interests therein, see
§1.367(a)–1T(c)(3).

(2) Filing requirements for gain recog-
nition agreements. A U.S. transferor’s
gain recognition agreement must be at-
tached to, and filed by the due date (includ-
ing extensions) of, the U.S. transferor’s in-

come tax return for the taxable year that
includes the date of the initial transfer, ex-
cept that if the U.S. transferor is a member
of a consolidated group for the taxable year
in which the transfer was made, the agree-
ment must be attached to the consolidated
group’s tax return. If a new gain recogni-
tion agreement is entered into pursuant to
an exception in paragraph (e) of this sec-
tion, the agreement must be attached to,
and filed by the due date (including exten-
sions) of, the applicable income tax return
for the taxable year that includes the date
of the triggering event. If the timeliness
requirement of this paragraph (a)(2) is not
satisfied, see paragraph (e)(10) of this sec-
tion.

(3) Who must sign—(i) General rule.
The gain recognition agreement must be
signed under penalties of perjury by the
appropriate party corresponding to the fol-
lowing categories of U.S. transferor. A
gain recognition agreement may also be
signed by an agent authorized to do so un-
der a general or specific power of attorney.

(A) In the case of a corporate U.S.
transferor, a responsible officer, except
that if the U.S. transferor (or successor
U.S. transferor designated in a new gain
recognition agreement entered into under
paragraph (e) of this section) is a member,
but not the common parent of a consoli-
dated group for the taxable year in which
the transfer was made (or for the taxable
year in which a new gain recognition
agreement is entered into under paragraph
(e) of this section) the agreement must be
entered into by the common parent and
signed by a responsible officer of such
common parent.

(B) In the case of an individual U.S.
transferor (including a partner who is
treated as a U.S. transferor by virtue of
§1.367(a)–1T(c)(3)), the individual.

(C) In the case of a trust or estate, a
trustee, executor, or equivalent fiduciary.

(D) In the case of a bankruptcy case un-
der Title 11, United States Code, a debtor
in possession or trustee.

(ii) Signature requirement. When a
gain recognition agreement, certification,
or other information is required under
this section to be attached to and filed by
the due date (including extensions) of a
U.S. Federal income tax return and signed
under penalties of perjury by the person
who signs the return, the attachment and
filing of an unsigned copy is considered
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to satisfy such requirement, provided the
taxpayer retains the original in its records
in the manner specified by §1.6001–1(e).

(b) Gain recognition agreement—(1)
Contents. The gain recognition agreement
must set forth the following information,
with the heading “GAIN RECOGNITION
AGREEMENT UNDER §1.367(a)–8T”
and with paragraphs labeled to correspond
with the numbers set forth as follows:

(i) A statement that the document sub-
mitted constitutes the U.S. transferor’s
agreement to recognize gain in accordance
with the requirements of this section.

(ii) A description of the property trans-
ferred as described in paragraph (b)(2) of
this section.

(iii) The U.S. transferor’s agreement to
recognize gain, as described in paragraph
(b)(3) of this section.

(iv) A waiver of the period of limita-
tions as described in paragraph (b)(4) of
this section.

(v) An agreement to file with the U.S.
transferor’s tax returns for the five full tax-
able years following the year of the initial
transfer a certification as described in para-
graph (b)(5) of this section.

(vi) A statement that arrangements
have been made in connection with the
transferred property to ensure that the U.S.
transferor will be informed of any trigger-
ing events.

(vii) A statement as to whether, if all or
a portion of the gain recognition agreement
is triggered under paragraph (d) of this sec-
tion, the taxpayer elects to include the re-
quired amount in the year of the triggering
event rather than in the year of the initial
transfer.

(2) Description of property transferred.
(i) The agreement shall include a descrip-
tion of each property transferred by the
U.S. transferor, an estimate of the fair mar-
ket value of the property as of the date
of the initial transfer, a statement of the
cost or other basis of the property and
any adjustments thereto, and the date on
which the property was acquired by the
U.S. transferor.

(ii) The U.S. transferor must provide the
following information:

(A) The type or class, amount, and char-
acteristics of the stock or securities trans-
ferred, as well as the name, address, and
place of incorporation of the issuer of the
stock or securities, and the percentage (by
voting power and value) that the stock (if

any) represents of the total stock outstand-
ing of the transferred corporation.

(B) The name, address and place of
incorporation of the transferee foreign
corporation, and the percentage of stock
(by voting power and value) that the U.S.
transferor received or will receive in the
transaction.

(C) If stock or securities are transferred
pursuant to §1.367(a)–3T(e), a statement
that the conditions set forth in the second
sentence of section 367(a)(5) and any reg-
ulations under that section have been sat-
isfied, and an explanation of any basis or
other adjustments made pursuant to sec-
tion 367(a)(5) and any regulations under
that paragraph.

(D) If the transferred corporation is a
domestic corporation, the taxpayer identi-
fication number of the transferred corpora-
tion, together with a statement describing
whether, and if so, how, section 7874 ap-
plies to the transfer, and a statement that all
of the requirements of §1.367(a)–3(c)(1)
are satisfied.

(E) If the transferred corporation is
a foreign corporation, a statement as
to whether the U.S. transferor was a
section 1248 shareholder, as defined in
§1.367(b)–2(b), of the transferred corpo-
ration immediately before the exchange,
and, if so, a statement as to whether the
U.S. transferor is a section 1248 share-
holder with respect to the transferee
foreign corporation stock received, and
whether any reporting requirements or
other rules contained in regulations under
section 367(b) are applicable, and, if so,
whether they have been satisfied.

(F) If the transaction involved the trans-
fer of assets other than stock or securities
and the transaction was subject to the indi-
rect stock transfer rules of §1.367(a)–3(d),
a statement as to whether the reporting re-
quirements under section 6038B have been
satisfied with respect to the transfer of
property other than stock or securities, and
an explanation of whether gain was recog-
nized under section 367(a)(1) and whether
section 367(d) was applicable to the trans-
fer of such assets, or whether any tangible
assets qualified for nonrecognition treat-
ment under section 367(a)(3) (as limited
by section 367(a)(5) and §§1.367(a)–4T
through 1.367(a)–6T).

(3) Terms of agreement—(i) General
rule. If before the close of the fifth full
taxable year (not less than 60 months) fol-

lowing the close of the taxable year of
the initial transfer, there is a triggering
event, then, unless an election is made un-
der paragraph (b)(1)(vii) of this section,
by the 90th day thereafter the U.S. trans-
feror must file an amended Federal income
tax return for the year of the initial trans-
fer and recognize thereon the gain realized,
but not recognized, upon the initial trans-
fer, with interest. If an election under para-
graph (b)(1)(vii) of this section was made,
then, if a triggering event occurs, the U.S.
transferor must include the gain realized,
but not recognized, on the initial transfer
in income on its Federal income tax return
for the taxable year that includes the date
of the triggering event. In accordance with
paragraph (b)(3)(iii) of this section, inter-
est must be paid on any additional tax due.
If a taxpayer properly makes the election
under paragraph (b)(1)(vii) of this section
but later fails to include in income the gain
realized, but not recognized, on the initial
transfer, the Commissioner may, in his dis-
cretion, include the gain in the taxpayer’s
income in the year of the initial transfer.

(ii) Offsets. No special limitations ap-
ply with respect to net operating losses,
capital losses, credits against tax, or sim-
ilar items.

(iii) Reporting of interest and gain. If
additional tax is required to be paid pur-
suant to paragraph (b)(3)(i) of this sec-
tion, then interest must be paid on that
amount at the rates determined under sec-
tion 6621 with respect to the period be-
tween the date that was prescribed for fil-
ing the U.S. transferor’s Federal income
tax return for the year of the initial trans-
fer and the date on which the additional tax
for that year is paid. If the election in para-
graph (b)(1)(vii) of this section is made, a
taxpayer should include the amount of gain
as taxable income on its Federal income
tax return (together with other income or
loss items) and include the amount of inter-
est in its payment (or reduce the amount of
any refund due by the amount of the inter-
est). A taxpayer must also attach to its Fed-
eral income tax return a separate sched-
ule with the heading “Calculation of Sec-
tion 367 Tax and Interest,” on which the
amount of tax attributable to the gain and
the interest required to be paid under this
section are separately identified and calcu-
lated.

(iv) Basis adjustments—(A) Transferee
foreign corporation. If a U.S. transferor is
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required to recognize gain under this sec-
tion as a result of a triggering event, then
the transferee foreign corporation’s basis
in the transferred stock or securities shall
be increased (as of the date of the initial
transfer) by the amount of gain required to
be recognized (but not by any tax or inter-
est required to be paid on such amount) by
the U.S. transferor.

(B) U.S. transferor. If a U.S. transferor
is required to recognize gain as a result of a
triggering event, then the U.S. transferor’s
basis in the stock of the transferee foreign
corporation received (or deemed received)
in the initial transfer shall be increased by
the amount of gain required to be recog-
nized (as of the date of the initial transfer)
(but not by any tax or interest required to
be paid on such amount).

(C) Other adjustments. Other appro-
priate adjustments to basis that are consis-
tent with the principles of this paragraph
(b)(3)(iv) may be made if the U.S. trans-
feror is required to recognize gain under
this section. In no case, however, shall the
transferred corporation’s net asset basis be
increased as a result of the U.S. transferor
recognizing gain under this section as a re-
sult of a triggering event.

(D) Example. The principles of this
paragraph (b)(3) are illustrated by the fol-
lowing example:

Example. (i) Facts. D, a domestic corporation
owning 100 percent of the stock of S, a foreign cor-
poration, transfers all of the S stock to F, a foreign
corporation, in an exchange described in section
368(a)(1)(B). The section 1248 amount with respect
to the S stock at the time of the transfer is $0. In the
exchange, D receives 20 percent of the voting stock
of F. The transaction is subject to both sections 367(a)
and (b). See §§1.367(a)–3(b) and 1.367(b)–1(a). All
of the requirements of §1.367(a)–3(b)(1) are satis-
fied, and D enters into a gain recognition agreement
to qualify for nonrecognition treatment and does not
make the election contained in paragraph (b)(1)(vii)
of this section. Two years after the initial transfer,
F transfers all of the S stock to F1, a foreign corpo-
ration, in an exchange to which section 351 applies,
and D complies with the requirements of paragraph
(e)(1)(ii) of this section. Four years after the initial
transfer, D transfers its entire 20 percent interest
in F’s voting stock to a domestic partnership in ex-
change for an interest in the partnership and complies
with the requirements of paragraph (e)(1)(i) of this
section. D complies with the notice requirement
under §1.367(b)–1(c) for each transaction subject
to section 367(b). Because D complies with the
requirements of paragraph (e) for each transaction
that would otherwise be a triggering event, D is not
required to recognize the gain that was realized, but
not recognized, on the initial transfer. Five years
after the initial transfer, S disposes of substantially
all (as described in paragraph (d)(2) of this section)

of its assets, and D is required by the terms of the
gain recognition agreement to recognize all the gain
that it realized on the initial transfer of the stock of S.

(ii) Result. As a result of the triggering event
and paragraph (b)(3)(iv) of this section, the amount
of gain required to be recognized as a result of S’s
disposition of substantially all its assets (but not the
tax or interest required to be paid on such amount) is
reflected by an increased basis (as of the date of the
initial transfer) in D’s partnership interest, the part-
nership’s interest in the 20 percent voting stock of F,
F‘s stock of F1, and F1’s stock of S. S, however, is
not permitted to increase its basis in its assets for pur-
poses of determining the direct or indirect U.S. tax
results, if any, on the sale of its assets.

(4) Waiver of period of limitation. The
U.S. transferor must file, with the gain
recognition agreement, a waiver of the pe-
riod of limitation on assessment of tax
upon the gain realized on the initial trans-
fer. The waiver shall be executed on Form
8838 “Consent To Extend the Time To As-
sess Tax Under Section 367—Gain Recog-
nition Agreement” and shall extend the pe-
riod for assessment of such tax to a date not
earlier than the eighth full taxable year fol-
lowing the taxable year of the initial trans-
fer. The waiver shall also contain such
other terms with respect to assessment as
may be considered necessary by the Com-
missioner to ensure the assessment and
collection of the correct tax liability for
each year for which the waiver is required.
The waiver must be signed by a person
who would be authorized to sign the agree-
ment pursuant to the provisions of para-
graph (a)(3) of this section.

(5) Annual certification. The U.S.
transferor must file with its income tax
return for each of the five full taxable
years following the taxable year of the
initial transfer a certification that there has
not been a triggering event, and a descrip-
tion of any exception under paragraph
(e) of this section if such an exception
is relied upon for the position that there
has not been a triggering event. The U.S.
transferor must include with its annual
certification a statement describing any
dispositions of assets by the transferred
corporation that are not made in the or-
dinary course of business. The annual
certification pursuant to this paragraph
(b)(5) must be signed by a person who
would be authorized to sign the agreement
pursuant to the provisions of paragraph
(a)(3) of this section.

(c) Use of security. The U.S. trans-
feror may be required to furnish a bond
or other security that satisfies the require-

ments of §301.7101–1 of this chapter if the
Area Director, Field Examination, Small
Business/Self Employed or the Director
of Field Operations, Large and Mid-Size
Business (Director) determines that such
security is necessary to ensure the payment
of any tax on the gain realized, but not
recognized, upon the initial transfer. Such
bond or security generally will be required
only if the stock or securities transferred
are a principal asset of the U.S. transferor
and the Director has reason to believe that
a disposition of the stock or securities may
be contemplated.

(d) Triggering events. If there is a trig-
gering event described in this paragraph
(d) during the term of the gain recogni-
tion agreement, the U.S. transferor must
include in income the gain realized, but
not recognized, upon the initial trans-
fer as provided in paragraph (b)(3)(i) of
this section. In addition, the U.S. trans-
feror must pay any interest required by
paragraph (b)(3)(iii) of this section. See
§1.367(a)–3(d)(2)(iv) for additional trig-
gering events when a gain recognition
agreement has been filed in connection
with an indirect stock transfer. Except to
the extent provided in paragraphs (e) and
(g) of this section, if any of the following
events occur during the term of the gain
recognition agreement, it shall constitute
a triggering event:

(1) Disposition of stock or securities
of the transferred corporation—(i) In gen-
eral. A disposition, in whole or in part, by
the transferee foreign corporation (or any
other person) of the transferred stock or se-
curities received by the transferee foreign
corporation in the initial transfer. For pur-
poses of this section, a reference to trans-
ferred stock or securities shall also include
stock or securities of the transferred cor-
poration the basis of which is determined
(directly or indirectly) in whole or in part,
by reference to the basis of the stock or se-
curities transferred in the initial transfer. A
disposition of all or a portion of the stock
or securities of the transferred corporation
by installment sale is treated as a disposi-
tion of the stock or securities in the year of
the installment sale.

(ii) Example. The provisions of this
paragraph (d)(1)(i) are illustrated by the
following example:

Example. Interaction between trigger of gain
recognition agreement and subpart F rules—(i)
Facts. USP, a domestic corporation, owns all of
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the stock of two foreign corporations, CFC1 and
CFC2. USP’s section 1248 amount with respect to
CFC2 is $30. USP has a basis of $50 in its stock
of CFC2; the stock of CFC2 has a fair market value
of $100. In a transaction described in sections 351
and 368(a)(1)(B), USP transfers the stock of CFC2
to CFC1 in exchange for additional stock of CFC1
with a basis of $50. The transaction is subject to
both sections 367(a) and (b). See §§1.367(a)–3(b)
and 1.367(b)–1(a). To qualify for nonrecognition
treatment under section 367(a), USP enters into a
gain recognition agreement for $50 under this sec-
tion. No election under paragraph (b)(1)(vii) of this
section is made. USP also complies with the notice
requirement under §1.367(b)–1(c). Two years after
the initial transfer, CFC1 sells the stock of CFC2
for $120. At the time of the sale, the section 1248
amount with respect to the CFC2 stock continues
to be $30. The $70 of gain recognized on the sale
of CFC2 stock would give rise to a $70 subpart F
inclusion to USP under section 951(a)(1)(A).

(ii) Result—(A) Trigger of gain recognition
agreement with no election. CFC1’s sale of CFC2
stock is a triggering event. As a result, USP must
amend its return for the year of the initial transfer and
include $50 in income (as well as pay any applicable
interest), $30 of which will be recharacterized as a
dividend pursuant to section 1248. Under paragraph
(b)(3)(iv) of this section, as of the date of the initial
transfer, CFC1 has a basis of $100 in its CFC2 stock,
and USP has a basis in its CFC1 stock of $100. As
a result of the sale of CFC2 stock by CFC1, USP
will have a $20 subpart F inclusion under section
951(a)(1)(A).

(B) Trigger of gain recognition agreement with
election. Assume the same facts as in paragraph (i)
of this Example, except that USP elected under para-
graph (b)(1)(vii) of this section to include the amount
of gain realized, but not recognized, on the initial
transfer, $50, in the year of the triggering event rather
than in the year of the initial transfer. The result is the
same as above, except that USP will include the $50
of gain on its tax return for the year of the triggering
event, together with interest. For purposes of deter-
mining the amount of the $50 gain characterized as a
dividend pursuant to section 1248, if any, of the $50
inclusion, USP will take into account the section 1248
amount of CFC2 at the time of the disposition in the
year of the triggering event.

(iii) Partial dispositions. If the trans-
feree foreign corporation or any other per-
son disposes of only a portion of the stock
or securities of the transferred corporation,
then the U.S. transferor is required to rec-
ognize only a proportionate amount of the
gain realized, but not recognized, upon the
initial transfer. The proportion required
to be recognized shall be determined by
reference to the fair market value of the
transferred stock or securities disposed of
and the total fair market value of the trans-
ferred stock or securities immediately be-
fore the disposition.

(2) Disposition of substantially all
of the transferred corporation’s assets.
A disposition of substantially all of the

transferred corporation’s assets (including
stock in a subsidiary corporation or an
interest in a partnership) by the transferred
corporation or any other person. Solely
for purposes of this section, the term sub-
stantially all has the meaning provided
under section 368(a)(1)(C). Accordingly,
the determination of whether substantially
all of the transferred corporation’s assets
have been disposed of shall be made un-
der all the facts and circumstances. For
purposes of this paragraph (d)(2), disposi-
tions of stock in connection with an asset
reorganization of a corporation all or a
portion the stock of which is owned by
the transferred corporation, or a liquida-
tion of a corporation the stock of which is
owned by the transferred corporation in an
amount satisfying the requirements of sec-
tion 1504(a)(2) and to which sections 332
and 337 apply, shall not be taken into ac-
count. If the initial transfer was an indirect
stock transfer, see §1.367(a)–3(d)(2)(v).
If the transferred corporation is a domestic
corporation, see paragraph (g)(2) of this
section. For an example of when a dispo-
sition of substantially all the transferred
corporation’s assets by a person other than
the transferred corporation is a trigger-
ing event under this paragraph (d)(2), see
paragraph (e)(6)(ii) of this section.

(3) Disposition of the stock of the trans-
feree foreign corporation—(i) General
rule. A disposition in whole or in part,
by the U.S. transferor of the stock of the
transferee foreign corporation that is re-
ceived (or deemed received) in the initial
transfer. For purposes of this section, a
reference to stock described in the preced-
ing sentence shall also include stock of the
transferee foreign corporation the basis of
which is determined, directly or indirectly,
in whole or in part, by reference to the
basis of the stock of the transferee foreign
corporation that is received (or deemed
received) in the initial transfer.

(ii) Partial dispositions. If the U.S.
transferor disposes of only a portion of the
stock of the transferee foreign corporation
that is received (or deemed received) in the
initial transfer, then the U.S. transferor is
required to recognize only a proportionate
amount of the gain realized, but not recog-
nized, upon the initial transfer. The pro-
portion required to be recognized shall be
determined by reference to the fair market
value of the transferee foreign corporation
stock disposed of and the total fair market

value of the transferee foreign corporation
stock immediately before the disposition.

(4) Deconsolidation. A U.S. transferor
that is a member of a consolidated group
ceases to be a member of the consolidated
group, other than by reason of an acquisi-
tion of the assets of the U.S. transferor in
a transaction to which section 381(a) ap-
plies, or by reason of joining a new con-
solidated group as part of the same transac-
tion. However, in the case of a transaction
to which section 381(a) applies, see para-
graph (d)(3) of this section (providing that
a triggering event includes a disposition of
the stock of the transferee foreign corpora-
tion).

(5) Consolidation. A U.S. transferor
becomes a member of a consolidated
group.

(6) Individual U.S. transferor becomes
a non-citizen nonresident. A U.S. trans-
feror that is an individual loses U.S. citi-
zenship, or a U.S. transferor that is a long-
term resident ceases to be taxed as a lawful
permanent resident (as defined in section
877(e)(2)). Immediately before the date
that the U.S. transferor loses U.S. citizen-
ship or ceases to be taxed as a long-term
resident, the gain recognition agreement
will be triggered. No additional inclusion
is required under section 877 with respect
to the transferred stock or securities, and a
gain recognition agreement under section
877 may not be used to avoid taxation un-
der section 367(a) resulting from the trig-
ger of the section 367(a) gain recognition
agreement.

(7) Death of an individual; trust or es-
tate goes out of existence. An individual
U.S. transferor dies, or a U.S. transferor
that is a trust or estate goes out of exis-
tence.

(8) Failure to comply. The failure to
comply in any material respect with the re-
quirements of this section or with the terms
of a gain recognition agreement (for exam-
ple, a failure to file an annual certification
or Form 8838). Such a material failure to
comply shall extend the period for assess-
ment of tax until three years after the date
on which the Director of Field Operations
or Area Director receives actual notice of
the failure to comply.

(e) Exceptions. Notwithstanding para-
graph (d) of this section, the follow-
ing events shall not constitute triggering
events:
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(1) Certain nonrecognition transac-
tions—(i) Dispositions of stock of the
transferee foreign corporation by the
U.S. transferor—(A) Transfers to a cor-
poration or partnership. Except to the
extent provided in paragraph (g)(1)(iv)
of this section, a disposition of stock of
the transferee foreign corporation by the
U.S. transferor in an exchange to which
section 351, 354 (but only in a reorgani-
zation described in section 368(a)(1)(B)),
or 721 applies, will not be a triggering
event under paragraph (d)(3) of this sec-
tion, and the original gain recognition
agreement shall terminate without further
effect, if the U.S. transferor complies with
requirements similar to those contained in
paragraph (e)(1)(ii) of this section, pro-
viding for notice and an agreement to
recognize gain in the case of a direct or
indirect disposition of the stock previously
held by the U.S. transferor. See paragraph
(e)(3)(i) of this section for dispositions of
the transferee foreign corporation stock in
certain asset reorganizations.

(B) Liquidations of the U.S. transferor
under sections 332 and 337. The dispo-
sition of the transferee foreign corpora-
tion stock pursuant to a liquidation of the
U.S. transferor under sections 332 and 337
will not be a triggering event under para-
graph (d)(3) of this section, and the origi-
nal gain recognition agreement shall termi-
nate without further effect, if the following
conditions are satisfied:

(1) The distributee is a domestic corpo-
ration described in section 332(b)(1).

(2) The domestic distributee corpora-
tion (successor U.S. transferor) enters into
a new gain recognition agreement pursuant
to which it agrees to recognize gain (dur-
ing the remaining term of the original gain
recognition agreement), with respect to the
initial transfer, modified by substituting
the successor U.S. transferor in place of
the original U.S. transferor, and agreeing
to treat the successor U.S. transferor as the
original U.S. transferor for purposes of this
section. If, however, in connection with
a liquidation described in section 332, the
U.S. transferor recognizes gain under sec-
tion 336 with respect to a portion of the
stock of the transferee foreign corporation,
and the conditions described in paragraph
(g)(1) of this section are satisfied, the new
gain recognition agreement that the suc-
cessor U.S. transferor enters into shall re-
flect the gain realized, but not recognized,

on the initial transfer (subject to adjust-
ment for prior partial dispositions) less that
proportion corresponding to gain recog-
nized under section 336. The proportion
is determined by reference to the relative
fair market values of the transferee foreign
corporation stock received (or deemed re-
ceived) in the initial transfer on which the
U.S. transferor recognized gain under sec-
tion 336 and the total fair market value of
the transferee foreign corporation stock re-
ceived (or deemed received) by the U.S.
transferor in the initial transfer that is dis-
tributed by the U.S. transferor in the liqui-
dation.

(3) The successor U.S. transferor
makes the election described in para-
graph (b)(1)(vii) of this section. However,
if the U.S. transferor was a member of
a consolidated group in the year of the
initial transfer, and the successor U.S.
transferor is also a member of the origi-
nal consolidated group immediately after
the liquidation, no such election must be
made.

(4) The successor U.S. transferor pro-
vides with its next annual certification (de-
scribed in paragraph (b)(5) of this section)
the new gain recognition agreement, a no-
tice of the liquidation, and Form 8838 to
extend the period for assessment of the tax
on the initial transfer to a date not earlier
than the eighth full taxable year following
the taxable year of the initial transfer.

(ii) Transfers of stock or securities
of the transferred corporation by the
transferee foreign corporation to a cor-
poration or partnership. Except to the
extent provided in paragraph (f)(1)(i) of
this section, a disposition of stock or
securities of the transferred corporation
by the transferee foreign corporation in
an exchange to which section 351, 354
(but only in a reorganization described
in section 368(a)(1)(B)), or 721 applies,
will not be a triggering event described
in paragraph (d)(1) of this section, and
the original gain recognition agreement
shall terminate without further effect, if
the following conditions are satisfied:

(A) The transferee foreign corporation
receives (or is deemed to receive) in ex-
change for the property disposed of, stock
in a corporation, or an interest in a part-
nership, that acquired the transferred stock
or securities (or receives stock in a corpo-
ration that controls the corporation acquir-
ing the transferred stock or securities in the

case of a triangular section 368(a)(1)(B)
reorganization).

(B) The U.S. transferor provides a no-
tice of the transfer with its next annual
certification under paragraph (b)(5) of this
section, setting forth—

(1) A full description of the transfer;
(2) The applicable nonrecognition pro-

vision; and
(3) The name, address, and taxpayer

identification number (if any) of the new
transferee of the transferred stock or secu-
rities.

(C) The U.S. transferor provides with
its next annual certification a new gain
recognition agreement pursuant to which
it agrees to recognize gain (during the re-
maining term of the original gain recogni-
tion agreement) with respect to the initial
transfer, and in which it agrees that any of
the following events also constitutes a trig-
gering event:

(1) A disposition of the stock or securi-
ties or partnership interest that the trans-
feree foreign corporation received in ex-
change for the transferred stock or securi-
ties (other than in a disposition which itself
qualifies under the rules of paragraph (e) of
this section).

(2) The corporation or partnership that
acquired the transferred stock or securities
disposes of such property (other than in a
disposition which itself qualifies under the
rules of paragraph (e) of this section).

(3) Any other disposition that has the ef-
fect of an indirect disposition of the trans-
ferred stock or securities.

(iii) Transfers of the transferred corpo-
ration’s assets to a corporation or part-
nership. Except to the extent provided in
paragraph (f)(1)(ii) of this section, a dispo-
sition of substantially all of the transferred
corporation’s assets by the transferred cor-
poration in an exchange to which section
351, 354 (but only in a reorganization
described in section 368(a)(1)(B)—for
example, where stock in a subsidiary cor-
poration comprises substantially all of the
transferred corporation’s assets), or 721
applies, will not be a triggering event un-
der paragraph (d)(2) of this section, and
the original gain recognition agreement
shall terminate without further effect, if
the transferred corporation receives (or is
deemed to receive) in exchange for all or a
portion of its assets stock in a corporation
or an interest in a partnership that acquired
the assets of the transferred corporation
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(or receives stock in a corporation that
controls the corporation acquiring the as-
sets) and the U.S. transferor complies with
requirements similar to those contained in
paragraph (e)(1)(ii) of this section, (pro-
viding for notice and an agreement to
recognize gain in the case of a direct or
indirect disposition of the assets previ-
ously held by the transferred corporation).
See paragraph (e)(3)(iii) of this section
for dispositions of substantially all of the
transferred corporation’s assets in certain
asset reorganizations.

(2) Recapitalizations—(i) Transferred
corporation. Except to the extent provided
in paragraph (f)(1) of this section, a trans-
action described in section 368(a)(1)(E) of
the transferred corporation will not be a
triggering event under paragraph (d)(1) of
this section. The description of this excep-
tion that is required to be filed with the an-
nual certification under paragraph (b)(5) of
this section must include a description of
the type or class, amount, and characteris-
tics of the stock or securities that the trans-
ferred corporation issued in the reorgani-
zation.

(ii) Transferee foreign corporation. A
section 368(a)(1)(E) reorganization of the
transferee foreign corporation will not be a
triggering event under paragraph (d)(3) of
this section. The description of this excep-
tion that is required to be filed with the an-
nual certification under paragraph (b)(5) of
this section must include a description of
the type or class, amount, and characteris-
tics of the stock or securities that the trans-
feree foreign corporation issued in the re-
organization. See paragraph (g)(1) of this
section for rules regarding the recognition
of gain by the U.S. transferor in connection
with nonrecognition exchanges.

(3) Certain asset reorganizations—(i)
Transfers of transferee foreign corpora-
tion’s stock by U.S. transferor. Except to
the extent provided in paragraph (g)(1)(iv)
of this section, if the U.S. transferor trans-
fers all or a portion of the stock of the
transferee foreign corporation to a domes-
tic acquiring corporation (successor U.S.
transferor) pursuant to an asset reorganiza-
tion, the exchanges made pursuant to such
asset reorganization will not be triggering
events described in paragraph (d)(3) of this
section, and the original gain recognition
agreement shall terminate without further
effect, if the following conditions are sat-
isfied:

(A) The common parent of the original
consolidated group, successor U.S. trans-
feror, or new common parent, as appli-
cable, enters into a new gain recognition
agreement pursuant to which the succes-
sor U.S. transferor agrees to recognize gain
(during the remaining term of the origi-
nal gain recognition agreement) with re-
spect to the initial transfer, modified by
substituting the successor U.S. transferor
in place of the original U.S. transferor and
agreeing to treat the successor U.S. trans-
feror as the original U.S. transferor for pur-
poses of this section.

(B) The successor U.S. transferor
or new common parent, as applicable,
makes the election described in paragraph
(b)(1)(vii) of this section. However, if the
U.S. transferor was a member of a con-
solidated group in the year of the initial
transfer, and the successor U.S. transferor
is also a member of the original consol-
idated group immediately after the asset
reorganization, no such election must be
made.

(C) The successor U.S. transferor pro-
vides with its next annual certification (de-
scribed in paragraph (b)(5) of this sec-
tion)—

(1) The new gain recognition agree-
ment;

(2) A notice of the transfer setting forth
a full description of the transfer (including
the date of such transfer), and the successor
U.S. transferor’s name, address, and tax-
payer identification number; and

(3) Form 8838 to extend the period for
assessment of the tax on the initial transfer
to a date not earlier than the eighth full
taxable year following the taxable year of
the initial transfer.

(ii) Transfers of transferred corporation
stock or securities by transferee foreign
corporation to a foreign acquiring corpo-
ration. Except to the extent provided in
paragraph (f)(1) of this section, if the trans-
feree foreign corporation transfers all or
a portion of the stock or securities of the
transferred corporation to a foreign acquir-
ing corporation (successor transferee for-
eign corporation) in an asset reorganiza-
tion, the exchanges made pursuant to such
reorganization will not be triggering events
described in paragraph (d)(1) or (d)(3) of
this section, and the original gain recogni-
tion agreement shall terminate without fur-
ther effect, if the following conditions are
satisfied:

(A) The U.S. transferor or common par-
ent, as applicable, enters into a new gain
recognition agreement pursuant to which
the U.S. transferor agrees to recognize gain
(during the remaining term of the origi-
nal gain recognition agreement), with re-
spect to the initial transfer, substituting the
successor transferee foreign corporation in
place of the original transferee foreign cor-
poration, and agreeing to treat the succes-
sor transferee foreign corporation as the
original transferee foreign corporation for
purposes of this section.

(B) The U.S. transferor provides with
its next annual certification (described in
paragraph (b)(5) of this section) the new
gain recognition agreement and a notice of
the transfer setting forth a full description
of the transfer (including the date of such
transfer), and the successor transferee for-
eign corporation’s name, address, and tax-
payer identification number (if any).

(iii) Transfers of substantially all of the
transferred corporation’s assets. Except
to the extent provided in paragraph (f)(2)
of this section, if the transferred corpo-
ration transfers substantially all of its as-
sets to an acquiring corporation (succes-
sor transferred corporation) pursuant to an
asset reorganization, the exchanges made
pursuant to such asset reorganization will
not be triggering events under paragraph
(d)(1) or (d)(2) of this section, and the orig-
inal gain recognition agreement shall ter-
minate without further effect, if the follow-
ing conditions are satisfied:

(A) The U.S. transferor or common par-
ent, as applicable, enters into a new gain
recognition agreement pursuant to which
the U.S. transferor agrees to recognize gain
(during the remaining term of the original
gain recognition agreement), with respect
to the initial transfer, modified by—

(1) Substituting the successor trans-
ferred corporation in place of the original
transferred corporation and agreeing to
treat the successor transferred corporation
as the original transferred corporation for
purposes of this section; and

(2) Treating only the assets acquired by
the successor transferred corporation from
the original transferred corporation pur-
suant to the asset reorganization as the as-
sets subject to the triggering event rules
under paragraph (d)(2) of this section.

(B) The U.S. transferor provides with
its next annual certification (described in
paragraph (b)(5) of this section) the new
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gain recognition agreement and a notice of
the transfer setting forth a full description
of the transfer (including the date of such
transfer), and the successor transferred
corporation’s name, address, and taxpayer
identification number (if any).

(iv) Example. The rules of paragraph
(e)(3) of this section are illustrated by the
following examples:

Example 1. (i) Facts. UST, a domestic corpora-
tion incorporated under the laws of State A, owns
100% of the stock of TFD, a foreign corporation. In
year 1, UST transfers all of the TFD stock to TFC, a
foreign corporation, in an exchange to which section
351 applies. In the exchange, UST receives 100%
of the stock of TFC. The transaction is subject to
both sections 367(a) and (b). See §§1.367(a)–3(b)
and 1.367(b)–1(a). All of the requirements of
§1.367(a)–3(b)(1) are satisfied, and UST enters into
a gain recognition agreement. UST also complies
with the notice requirement under §1.367(b)–1(c).
In year 3, UST transfers its assets in a section 361(a)
exchange to USA, a newly formed domestic cor-
poration incorporated under the laws of State B, in
exchange for stock of USA, and UST distributes such
stock to its shareholders in a transaction described in
section 368(a)(1)(F).

(ii) Result. The transfer of the TFC stock by UST
to USA pursuant to the section 368(a)(1)(F) reorga-
nization is a triggering event under paragraph (d)(3)
of this section. If, however, UST complies with the
requirements contained in paragraph (e)(3)(i) of this
section, the transfer will not be a triggering event.

(iii) Alternate facts. The facts are the same as
in paragraph (i) of this Example 1, except that the
acquiring corporation is foreign instead of domestic.
Because paragraph (e)(3)(i) of this section provides
an exception to a triggering event under paragraph
(d)(3) of this section only if the acquiring corporation
in the asset reorganization is a domestic corporation,
the section 368(a)(1)(F) reorganization is a triggering
event without exception. See also section 367(a)(5)
and §§1.367(a)–1T(f) and 1.367(a)–3T(e) (providing
that certain corporate shareholders of a U.S. trans-
feror may enter into a gain recognition agreement
when the U.S. transferor goes out of existence in a
section 361 initial transfer).

Example 2. (i) Facts. UST, a domestic cor-
poration, owns 100% of the stock of three foreign
corporations, FC1, FC2 and FC3. In year 1, USP
transfers 100% of the stock of FC1 to FC2 in an
exchange to which section 351 applies. The trans-
action is subject to both sections 367(a) and (b).
See §§1.367(a)–3(b) and 1.367(b)–1(a). All of the
requirements of §1.367(a)–3(b)(1) are satisfied, and
UST enters into a gain recognition agreement. UST
also complies with the notice requirement under
§1.367(b)–1(c). In year 4, in a reorganization de-
scribed in section 368(a)(1)(D), FC2 transfers all
of its assets, including the stock of FC1, to FC3 in
exchange for FC3 stock. FC2 transfers the FC3 stock
to UST in exchange for FC2 stock held by UST, and
the FC2 stock is canceled.

(ii) Analysis. The transfer of FC1 stock to FC3
and the exchange of FC2 stock for FC3 stock by UST
pursuant to the reorganization described in section
368(a)(1)(D) are triggering events under paragraphs

(d)(1) and (d)(3) of this section. If, however, UST
complies with the requirements contained in para-
graph (e)(3)(ii) of this section, the transfers will not
be triggering events.

Example 3. (i) Facts. UST, a domestic cor-
poration, owns 100% of the stock of two foreign
corporations, FC1 and FC2. In year 1, UST transfers
100% of the stock of FC1 to FC2 in an exchange to
which section 351 applies. The transaction is subject
to both sections 367(a) and (b). See §§1.367(a)–3(b)
and 1.367(b)–1(a). All of the requirements of
§1.367(a)–3(b)(1) are satisfied, and UST enters into
a gain recognition agreement. UST also complies
with the notice requirement under §1.367(b)–1(c).
In year 4, in a reorganization described in section
368(a)(1)(C), FC1 transfers all of its assets to FC3,
an unrelated foreign corporation, in exchange for
FC3 stock. FC1 transfers the FC3 stock to FC2 in
exchange for the FC1 stock held by FC2 and the FC1
stock is canceled.

(ii) Analysis. FC1’s transfer of all of its assets to
FC3 and FC2’s exchange of FC1 stock for FC3 stock
pursuant to the reorganization described in section
368(a)(1)(C) are triggering events under paragraphs
(d)(2) and (d)(1) of this section, respectively. If, how-
ever, UST complies with the requirements contained
in paragraph (e)(3)(iii) of this section, the transfers
will not be triggering events.

(4) Certain triangular reorganiza-
tions—(i) Triangular asset reorganiza-
tions of the transferee foreign corporation.
For purposes of this paragraph (e)(4),
the term triangular asset reorganization
means a triangular reorganization de-
scribed in §1.358–6(b)(2)(i) through (iii)
or in sections 368(a)(1)(G) and (a)(2)(D)
where the acquiring subsidiary is foreign.
Except to the extent provided in para-
graph (f)(1) or (g)(1)(iv) of this section,
the exchanges made pursuant to a triangu-
lar asset reorganization of the transferee
foreign corporation will not be triggering
events under paragraph (d)(1) or (d)(3) of
this section, and the original gain recog-
nition agreement shall terminate without
further effect, if the following conditions
are satisfied:

(A) The U.S. transferor or common par-
ent, as applicable, enters into a new gain
recognition agreement pursuant to which
the U.S. transferor agrees to recognize gain
(during the remaining term of the original
gain recognition agreement), with respect
to the initial transfer, and in which the U.S.
transferor agrees to—

(1) If the parent corporation of the for-
eign acquiring subsidiary is foreign, treat
such foreign parent as the original trans-
feree foreign corporation for purposes
of this section and treat as a triggering
event a disposition of the stock of the for-
eign acquiring subsidiary, or, in the case

of a reorganization described in section
368(a)(2)(E), the corporation originally
identified as the transferee foreign corpo-
ration; and

(2) If the parent corporation of the
foreign acquiring subsidiary is domestic,
treat the foreign acquiring subsidiary as
the original transferee foreign corporation
for purposes of this section, and apply the
principles of paragraph (g) of this section
to taxable dispositions by the domestic
parent corporation of the foreign acquiring
subsidiary or, in the case of a reorgani-
zation described in section 368(a)(2)(E),
the corporation originally identified as the
transferee foreign corporation. In the case
of a reorganization described in section
368(a)(2)(E) where the transferee foreign
corporation is the merged corporation,
rather than the surviving corporation, then
the surviving corporation shall be treated
as the transferee foreign corporation for
purposes of this section.

(B) The U.S. transferor provides with
its next annual certification (described in
paragraph (b)(5) of this section) the new
gain recognition agreement and a notice of
the transfer setting forth a full description
of the transfer (including the date of such
transfer) and the name, address, and tax-
payer identification number (if any) for the
parent corporation of the foreign acquiring
subsidiary.

(ii) Triangular asset reorganizations of
the transferred corporation. Except to
the extent provided in paragraph (f)(1) or
(f)(2) of this section, the exchanges made
pursuant to a triangular asset reorganiza-
tion of the transferred corporation will not
be triggering events in paragraph (d)(1)
or (d)(2) of this section, and the original
gain recognition agreement shall terminate
without further effect, if the following con-
ditions are satisfied:

(A) The U.S. transferor or common par-
ent, as applicable, enters into a new gain
recognition agreement pursuant to which
the U.S. transferor agrees to recognize gain
(during the remaining term of the orig-
inal gain recognition agreement), in ac-
cordance with the rules of paragraph (b)
of this section, with respect to the initial
transfer, and in which the U.S. transferor
agrees to—

(1) Treat a disposition of the stock of the
acquiring parent as a triggering event;

(2) If the reorganization is a triangular
C reorganization or a reorganization de-
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scribed in section 368(a)(2)(D), treat a dis-
position of the stock of the foreign acquir-
ing subsidiary as a triggering event; and

(3) If the reorganization is described
in section 368(a)(2)(E) and the merged
corporation is the transferred corporation,
treat a disposition of the stock of the sur-
viving corporation as a triggering event.

(B) The U.S. transferor provides with
its next annual certification (described in
paragraph (b)(5) of this section) the new
gain recognition agreement and a notice of
the transfer setting forth a full description
of the transfer (including the date of such
transfer) and the name, address, and tax-
payer identification number (if any) for the
parent corporation of the foreign acquiring
subsidiary.

(5) Compulsory transfers. A compul-
sory transfer under §1.367(a)–4T(f)(2) that
is not reasonably foreseeable by the U.S.
transferor is not a triggering event under
paragraphs (d)(1) through (d)(3) of this
section.

(6) Certain liquidations and upstream
reorganizations of the transferred corpo-
ration into the transferee foreign corpo-
ration—(i) General rule. A transfer of
assets by the transferred corporation to
the transferee foreign corporation pur-
suant to a liquidation described in section
332, where the transferee foreign corpo-
ration is described in section 332(b)(1),
or pursuant to a reorganization described
in section 368(a), and related exchanges
of stock or securities of the transferred
corporation will not be triggering events
under paragraph (d)(1) or (d)(2) of this
section. The description of this exception
that is required to be filed with the an-
nual certification under paragraph (b)(5)
of this section must include a description
of the transaction. In such a case, the
original gain recognition agreement shall
continue to apply during the remainder of
its term. If, however, in connection with
a liquidation described in section 332, the
transferred corporation recognizes gain
under section 336 with respect to a portion
of its assets, such assets shall be treated
as disposed of for purposes of paragraph
(d)(2) of this section.

(ii) Example. The principles of this
paragraph (e)(6) are illustrated by the fol-
lowing example:

Example. (i) Facts. UST, a domestic corpora-
tion, owns 100 percent of the stock of TFD, a foreign
corporation. UST transfers all of the TFD stock to

newly-formed TFC, a foreign corporation, in an ex-
change to which section 351 applies. In the exchange,
UST receives 100 percent of the voting stock of TFC.
The transaction is subject to both sections 367(a) and
(b). See §§1.367(a)–3(b) and 1.367(b)–1(a). All of
the requirements of §1.367(a)–3(b)(1) are satisfied,
and UST enters into a gain recognition agreement
to qualify for nonrecognition treatment and does not
make the election described in paragraph (b)(1)(vii)
of this section. UST also complies with the notice re-
quirement under §1.367(b)–1(c). Two years after the
initial transfer, TFD liquidates into TFC in a transac-
tion described in sections 332 and 337, and UST com-
plies with the requirements of this paragraph (e)(6).
Four years after the initial transfer, TFC disposes of
substantially all of the assets previously held by TFD.

(ii) Result. Because paragraph (d)(2) of this sec-
tion provides that a disposition of substantially all of
the transferred corporation’s assets by any person is
a triggering event, TFC’s disposition of substantially
all of the assets previously held by TFD is a trigger-
ing event. Under the terms of the gain recognition
agreement, UST must amend its return for the year
of the initial transfer and include in income the gain
realized, but not recognized, on the initial transfer of
the stock of TFD to TFC, and pay any interest charge.

(7) Death of an individual U.S. trans-
feror. If the U.S. transferor is an individual
and such individual dies, the individual’s
death will not be a triggering event under
paragraph (d)(7) of this section, if—

(i) The person winding up the affairs of
the U.S. transferor retains, for the duration
of the waiver of the statute of limitations
relating to the gain recognition agreement,
assets to meet any possible liability of the
U.S. transferor under the duration of the
gain recognition agreement;

(ii) The person winding up the affairs
of the U.S. transferor provides security
as provided under paragraph (c) of this
section for any possible liability of the
U.S. transferor under the gain recognition
agreement; or

(iii) The person winding up the affairs
of the U.S. transferor obtains a ruling from
the Internal Revenue Service providing for
successors to the U.S. transferor under the
gain recognition agreement.

(8) Deconsolidation. A deconsolida-
tion described in paragraph (d)(4) of this
section will not be a triggering event, and
the original gain recognition agreement
shall terminate without further effect, if
the following conditions are satisfied:

(i) The U.S. transferor enters into a new
gain recognition agreement pursuant to
which the U.S. transferor agrees to recog-
nize gain (during the remaining term of the
original gain recognition agreement) with
respect to the initial transfer and makes the

election described in paragraph (b)(1)(vii)
of this section.

(ii) The U.S. transferor provides with
its next annual certification (described in
paragraph (b)(5) of this section) notice of
the deconsolidation.

(9) Consolidation. A consolidation de-
scribed in paragraph (d)(5) of this section
will not be a triggering event, and the origi-
nal gain recognition agreement shall termi-
nate without further effect, if the following
conditions are satisfied:

(i) The common parent of the consol-
idated group that includes the U.S. trans-
feror immediately after the consolidation
enters into a new gain recognition agree-
ment pursuant to which the U.S. transferor
agrees to recognize gain (during the re-
maining term of the original gain recogni-
tion agreement) with respect to the initial
transfer and in which it makes the election
described in paragraph (b)(1)(vii) of this
section.

(ii) The U.S. transferor provides with
its next annual certification (described in
paragraph (b)(5) of this section) a notice
of the consolidation.

(10) Reasonable cause exception for
failure to comply—(i) Request for re-
lief. A failure to comply described in
paragraph (d)(8) of this section will not
be a triggering event, and the timeli-
ness requirement with respect to a gain
recognition agreement shall be considered
satisfied notwithstanding a failure to file
the agreement in a timely manner, if the
person required to file the gain recogni-
tion agreement, annual certification, or
Form 8838 is able to demonstrate to the
Area Director, Field Examination, Small
Business/Self Employed or the Director
of Field Operations, Large and Mid-Size
Business (Director) having jurisdiction of
the taxpayer’s tax return for the taxable
year, that such failure was due to rea-
sonable cause and not willful neglect. In
determining whether the person has rea-
sonable cause, the Director shall consider
whether the person acted reasonably and
in good faith. Whether the person acted
reasonably and in good faith will be deter-
mined after considering all the facts and
circumstances. The Director shall notify
the person in writing within 120 days of
the filing if it is determined that the fail-
ure to comply was not due to reasonable
cause, or if additional time will be needed
to make such determination. For this pur-
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pose, the 120-day period shall begin to run
on the date the Service notifies the person
in writing that the request has been re-
ceived and assigned for review. Once such
period commences, if the person is not
again notified within 120 days, then the
person shall be deemed to have established
reasonable cause. The reasonable cause
exception of this paragraph (e)(10) shall
apply only if, once the person becomes
aware of the failure to file or comply with
the agreement, the person complies with
the requirements of paragraph (e)(10)(ii)
of this section.

(ii) Requirements for reasonable cause
relief—(A) Time of submission. Requests
for reasonable cause relief will only be
considered if once the person becomes
aware of the failure to file or comply with
the agreement, the person attaches all the
documents that should have been filed,
as well as a complete written statement
setting forth the reasons for the failure to
timely comply, to an amended return that
amends the return to which the documents
should have been attached pursuant to the
rules of section 367(a) and the regulations
under that paragraph.

(B) Notice requirement. In addi-
tion to the requirement of paragraph
(e)(10)(ii)(A) of this section, the per-
son must provide a copy of the amended
return and all required attachments to the
Director as follows:

(1) If the taxpayer is under examina-
tion for any taxable year when the person
requests relief, the taxpayer must provide
a copy of the amended return and attach-
ments to the personnel conducting the ex-
amination.

(2) If the taxpayer is not under examina-
tion for any taxable year when the person
requests relief, the taxpayer must provide
a copy of the amended return and attach-
ments to the Director having jurisdiction
over the taxpayer’s return.

(f) Gain recognized in connection with
certain nonrecognition transactions—(1)
Dispositions of transferred stock or secu-
rities—(i) General rule. If a disposition of
the transferred stock or securities occurs
in connection with a nonrecognition trans-
action described in paragraph (e)(1)(ii),
(e)(2)(i), (e)(3)(ii), (e)(3)(iii), or (e)(4) of
this section and gain is recognized by the
transferee foreign corporation in connec-
tion with the transaction (for example,
under sections 351(b) or 356(a)(1)), the

U.S. transferor must recognize gain pur-
suant to the gain recognition agreement
as determined under paragraph (f)(1)(ii)
of this section. This paragraph (f)(1)(i)
shall not apply to the extent that the gain
recognized is treated as a dividend under
section 356(a)(2).

(ii) Method for determining amount of
gain to be recognized. The portion of
the gain recognition agreement that must
be recognized under paragraph (f)(1)(i) of
this section, if any, is the gain that would be
recognized by the transferee foreign cor-
poration on such disposition (but not in
excess of the amount of the gain recogni-
tion agreement). For purposes of this para-
graph (f)(1)(ii), the gain that would be rec-
ognized in the nonrecognition transactions
listed in paragraph (f)(1)(i) of this section
by the transferee foreign corporation shall
be calculated before taking into account
any basis increase that may apply under
paragraph (b)(3)(iv) of this section as a re-
sult of the gain that the U.S. transferor is
required to recognize. If the amount of
gain that the transferee foreign corpora-
tion would be required to recognize is less
than the amount of the gain subject to the
gain recognition agreement, then the new
gain recognition agreement filed pursuant
to paragraph (e)(1)(ii), (e)(2)(i), (e)(3)(ii),
(e)(3)(iii), or (e)(4) of this section shall
provide that the U.S. transferor shall rec-
ognize the remaining portion of the gain
that was realized, but not recognized, on
the initial transfer if a subsequent trigger-
ing event occurs.

(iii) Example. The rule of this para-
graph (f)(1) is illustrated by the following
example:

Example. (i) Facts. UST, a domestic corporation
owning 100% of the stock of TFD, a foreign corpora-
tion, transfers all of the TFD stock to newly-formed
TFC, a foreign corporation, in an exchange to which
section 351 applies. In the exchange, UST receives
100% of the stock of TFC. The transaction is subject
to both sections 367(a) and (b). See §§1.367(a)–3(b)
and 1.367(b)–1(a). All of the requirements of
§1.367(a)–3(b)(1) are satisfied, and UST enters into
a gain recognition agreement to qualify for non-
recognition treatment and does not make the election
contained in paragraph (b)(1)(vii) of this section.
UST also complies with the notice requirement un-
der §1.367(b)–1(c). At the time of the initial transfer,
UST has a basis of $50 in the stock of TFD, which
has a fair market value of $100. Thus, the amount
of gain subject to the gain recognition agreement is
$50. Two years after the initial transfer, TFC and
X, an unrelated domestic corporation, form CFC, a
foreign corporation. TFC transfers the stock of TFD
to CFC in an exchange to which section 351 applies.

UST also complies with the notice requirement under
§1.367(b)–1(c). At the time of the transfer, TFC’s
basis in the TFD stock equals $50 and the fair market
value remains $100. In the exchange, TFC receives
25% of the stock of CFC and $35 of cash. Before tak-
ing into account adjustments made under paragraph
(b)(3)(iv) of this section, TFC would recognize $35
of gain under section 351(b). X transfers property to
CFC in exchange for the remaining 75% of the CFC
stock. Under paragraph (d)(1) of this section, TFC’s
disposition of the TFD stock is a triggering event.
However, UST complies with the requirements of
paragraph (e)(1)(ii) of this section providing for an
exception to the triggering event.

(ii) Result. Under paragraph (f)(1)(ii) of this
section, pursuant to the terms of the gain recognition
agreement, UST must recognize $35 of the $50 gain
realized, but not recognized, on the initial transfer.
The new gain recognition agreement that UST files
pursuant to paragraph (e)(1)(ii)(C) of this section
will reflect the $15 that remains of the gain realized,
but not recognized, on the initial transfer. Under
paragraph (b)(3)(iv)(A) of this section, TFC’s basis
in the TFD stock is increased (as of the date of the
initial transfer) by $35 to $85. Under paragraph
(b)(3)(iv)(B) of this section, UST’s basis in the TFC
stock is also increased by $35. Finally, after taking
account of adjustments under paragraph (b)(3)(iv) of
this section, TFC must recognize $15 of gain under
section 351(b).

(2) Dispositions of substantially all
of the transferred corporation’s assets.
If a disposition of substantially all of
the assets of the transferred corporation
occurs in connection with a nonrecogni-
tion transaction described in paragraph
(e)(1)(iii), (e)(3)(iii), or (e)(4)(ii) of this
section and gain is recognized on such
disposition (for example, under section
351(b) or 356(a)(1)), the U.S. transferor
must recognize gain pursuant to the gain
recognition agreement to the extent of
such gain recognized (but not in excess of
the gain realized, but not recognized, on
the initial transfer). This paragraph (f)(2)
shall not apply to the extent that recog-
nized gain is treated as a dividend under
section 356(a)(2).

(g) Transactions that terminate the
gain recognition agreement or reduce the
amount of gain required to be recognized
pursuant to a gain recognition agreement.
Notwithstanding paragraph (d) of this
section, the following events shall not
constitute triggering events and instead
shall either terminate the gain recognition
agreement, or reduce the amount of gain
required to be recognized pursuant to a
gain recognition agreement:

(1) Taxable disposition of stock of the
transferee foreign corporation by U.S.
transferor—(i) General rule. If the U.S.
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transferor disposes of all the stock of the
transferee foreign corporation that is re-
ceived (or deemed received) in the initial
transfer, then the gain recognition agree-
ment shall terminate without further effect
if—

(A) Immediately before the disposition,
the aggregate basis of the transferee for-
eign corporation stock disposed of does
not exceed the sum of the aggregate basis
of the transferred stock or securities imme-
diately before the initial transfer plus any
increase in the basis of such stock or se-
curities as a result of the recognition of
gain on the initial transfer. For purposes
of this paragraph (g)(1)(i)(A), an increase
in basis of the stock disposed of as a re-
sult of an income inclusion with respect to
such stock (for example, pursuant to sec-
tion 961) shall not be taken into account;
and

(B) All realized gain (if any) in the stock
disposed of is recognized currently and in-
cluded in taxable income as a result of the
disposition.

(ii) Partial dispositions—(A) General
rule. If the U.S. transferor disposes of
a portion of the stock of the transferee
foreign corporation that is received (or
deemed received) in the initial transfer in
a transaction that satisfies the conditions
described in paragraphs (g)(1)(i)(A) and
(B) of this section, such disposition will
not be a triggering event and the gain
recognition shall remain in effect. For
purposes of determining whether the con-
dition described in paragraph (g)(1)(i)(A)
of this section is satisfied, however, the
aggregate basis of the stock of the trans-
feree foreign corporation disposed of is
compared to the aggregate basis of the
transferred stock or securities exchanged
for such stock at the time of the initial
transfer.

(B) Subsequent triggering event. If the
gain recognition agreement is triggered af-
ter a disposition described in paragraph
(g)(1)(ii)(A) of this section, the U.S. trans-
feror shall be required to recognize only a
proportionate amount of the gain subject to
the gain recognition agreement that other-
wise would be required to be recognized
on a subsequent triggering event. Except
as provided in paragraph (g)(1)(iv) of this
section, the proportion required to be rec-
ognized shall be determined by reference
to the percentage of stock (based on rel-
ative fair market value) of the transferee

foreign corporation received (or deemed
received) in the initial transfer that is re-
tained by the U.S. transferor.

(iii) The rule of paragraph (g)(1)(ii) of
this section is illustrated by the following
example:

Example. (i) Facts. A, a United States citizen,
owns 100% of the outstanding stock of foreign cor-
poration X. In a transaction to which section 351
applies, A exchanges his stock in X (and other as-
sets) for 100% of the outstanding stock of foreign
corporation Y. The transaction is subject to both
sections 367(a) and (b). See §§1.367(a)–3(b) and
1.367(b)–1(a). A enters into a gain recognition
agreement, makes the election contained in para-
graph (b)(1)(vii) of this section, and also complies
with the notice requirement under §1.367(b)–1(c).
In the second year following the initial transfer, A
disposes of 60% of the fair market value of the stock
of Y, and the requirements of paragraphs (g)(1)(i)(A)
and (B) are met with respect to such disposition.
In the fourth year following the initial transfer, Y
disposes of 50% of the fair market value of the stock
of X.

(ii) Result. The disposition of 60% of the stock
of Y is not a triggering event, and the gain recogni-
tion agreement continues in effect. The disposition
of X stock, however, is a triggering event under para-
graph (d)(1)(i) of this section. As a result of the sub-
sequent disposition of 50% of the stock of X, under
paragraphs (d)(1)(iii) and (g)(1)(ii)(B) of this section,
A is required to include in income in the year of such
disposition 20% (40% of the fair market value of Y
multiplied by 50% of the fair market value of X) of
the gain that A realized but did not recognize on the
initial transfer of the X stock to Y, and pay any appli-
cable interest.

(iv) Certain nonrecognition transac-
tions. The rules described in these para-
graphs (g)(1)(iv)(A) through (C) apply
if the U.S. transferor disposes of all or
a portion of the stock of the transferee
foreign corporation received (or deemed
received) in the initial transfer pursuant
to a nonrecognition transaction described
in paragraph (e)(1)(i), (e)(2)(ii), (e)(3)(i),
or (e)(3)(ii) of this section, the condi-
tion described in paragraph (g)(1)(i)(A)
of this section is satisfied with respect to
such disposition, and gain is recognized
in connection with the disposition (for ex-
ample, under sections 351(b), 356(a)(1),
or 336). If, however, only a portion of the
stock of the transferee corporation stock
is disposed of pursuant to this paragraph
(g)(1)(iv), then for purposes of determin-
ing whether the condition described in
paragraph (g)(1)(i)(A) of this section is
satisfied, the aggregate basis of the stock
disposed of is compared to the aggregate
basis of the transferred stock or securities
exchanged for such stock at the time of the
initial transfer.

(A) U.S. transferor files new gain
recognition agreement. This paragraph
(g)(1)(iv)(A) applies if the U.S. trans-
feror (or successor U.S. transferor, as
applicable) enters into a new gain recog-
nition agreement as provided in paragraph
(e)(1)(i), (e)(3)(i), or (e)(3)(ii) of this
section, as applicable. In such a case,
the amount of gain subject to the new
gain recognition agreement shall equal
the amount of gain realized, but not rec-
ognized, on the initial transfer, less any
gain recognized by the U.S. transferor in
connection with the nonrecognition trans-
action. If the amount of gain recognized
on the transfer is equal to or greater than
the amount of gain realized, but not rec-
ognized, on the initial transfer, then the
original gain recognition agreement shall
terminate without further effect.

(B) U.S. transferor does not file a new
gain recognition agreement. This para-
graph (g)(1)(iv)(B) applies if the U.S.
transferor (or successor U.S. transferor,
as applicable) fails to enter into a new
gain recognition agreement as provided in
paragraph (e)(1)(i), (e)(3)(i), or (e)(3)(ii)
of this section, as applicable. In such a
case, the amount required to be recognized
by the U.S. transferor pursuant to the gain
recognition agreement shall be the amount
of gain realized, but not recognized, on the
initial transfer, less any gain recognized
by the U.S. transferor in connection with
the nonrecognition transaction.

(C) Special rule for recapitalizations.
Because paragraph (e)(2)(ii) of this section
does not require the U.S. transferor to enter
into a new gain recognition agreement, the
amount of gain subject to the gain recog-
nition agreement shall equal the amount of
gain realized, but not recognized, on the
initial transfer, less any gain recognized
by the U.S. transferor in connection with
the nonrecognition transaction described
in paragraph (e)(2)(ii) of this section.

(v) Election to reduce basis—(A) Gen-
eral rule. For purposes of paragraphs
(g)(1)(i), (ii) and (iv) of this section, the
U.S. transferor may elect to reduce its
aggregate basis in the stock disposed of
effective immediately before the disposi-
tion such that the condition described in
paragraph (g)(1)(i)(A) is satisfied. If an
election is made pursuant to this paragraph
(g)(1)(v), the U.S. transferor may increase
its basis in other stock of the transferee
foreign corporation it holds, if any, by a
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corresponding amount but not above the
fair market value of such stock.

(B) Election. The election pursuant to
this paragraph (g)(1)(v) is made by filing
with the U.S. transferor’s income tax re-
turn for the taxable year in which the dis-
position of the transferee foreign corpora-
tion stock occurs, a statement setting forth
the following information, with the head-
ing “Election to Reduce Stock Basis Under
§1.367(a)–8T(g)(1)(v)”:

(1) A description of the transferee for-
eign corporation stock that the U.S. trans-
feror has disposed of.

(2) An estimate of the fair market value
of the stock as of the date of the disposi-
tion.

(3) A comparison of the basis of the
transferee foreign corporation stock before
and after the election that is made pursuant
to this paragraph (g)(1)(v).

(4) The date on which the transferee
foreign corporation stock was disposed of
by the U.S. transferor.

(vi) The rules of paragraph (g)(1) of
this section are illustrated by the following
examples:

Example 1. (i) Facts. USP, a domestic corpora-
tion, owns 100% of the stock of two foreign corpora-
tions, FC1 and FC2. The basis and fair market value
of the FC1 stock is $100 and $90, respectively. The
basis and fair market value of the FC2 stock is $0
and $100, respectively. USP also owns land that has
a basis and fair market value of $10. In year 1, USP
transfers 100% of the stock of FC1 and FC2 and the
land to FC3, a newly formed foreign corporation, in
exchange for 20 shares of FC3 stock. The transfer
of the stock of FC1 and FC2 qualifies under section
351 and section 368(a)(1)(B). The transfer of the
land qualifies under section 351. The transfer of the
FC2 stock is subject to both section 367(a) and (b).
See §§1.367(a)–3(b) and 1.367(b)–1(a). Pursuant to
§1.367(a)–3(b)(1)(ii) and this section, USP enters
into a gain recognition agreement with respect to the
$100 of gain in the FC2 stock and complies with the
notice requirement under §1.367(b)–1(c). USP takes
the position that its basis in each of the 20 shares
of FC3 stock received in the transfer equals $5.5
(($100+$0+10)/20). In year 3, USP sells 100% of its
FC3 stock to an unrelated person for cash.

(ii) Result. The disposition of the FC3 stock is a
triggering event described in paragraph (d)(3) of this
section. The disposition does not terminate the gain
recognition agreement pursuant to paragraph (g)(1)(i)
of this section because USP takes the position that the
basis of each of the 10 shares of FC3 stock it received
in exchange for the FC2 stock in the initial transfer
equals $5.5. Thus, the total basis in the 10 shares re-
ceived for the FC2 stock equals $55, which exceeds
the $0 basis USP had in the FC2 stock it transferred to
FC3 in the initial transfer. As a result, the condition
described in paragraph (g)(1)(i)(A) of this section is
not satisfied. USP may, however, elect to reduce its
basis in 10 of the FC3 shares it disposes of from $5.5

to $0, and increase its basis in its remaining 10 shares
of FC2 stock by $5.5, pursuant to paragraph (g)(1)(v)
of this section. As a result, the condition described in
paragraph (g)(1)(i)(A) of this section would be satis-
fied, the disposition would not be a triggering event,
and the gain recognition would terminate without fur-
ther effect.

Example 2. (i) Facts. USP, a domestic corpo-
ration, owns 100% of the stock of FC1, a foreign
corporation. The basis and fair market value of the
FC1 stock is $0 and $80, respectively. In year 1,
USP transfers 100% of the stock of FC1 to FC2,
a newly formed foreign corporation, in exchange
for 20 shares of FC2 stock. The transfer of the
stock of FC1 qualifies under section 351 and section
368(a)(1)(B). The transfer of the FC1 stock is subject
to both section 367(a) and (b). See §§1.367(a)–3(b)
and 1.367(b)–1(a). Pursuant to §1.367(a)–3(b)(1)(ii)
and this section, USP enters into a gain recognition
agreement with respect to the $80 of gain in the
FC1 stock and complies with the notice requirement
under §1.367(b)–1(c). USP’s basis and fair market
value in the FC2 stock it receives at the time of the
transfer is $0 and $80, respectively. In year 3, when
the fair market value of the FC2 stock continues to
equal $80, USP transfers land that has a basis and
fair market value of $20 to FC2 in a transfer that
qualifies under section 351, but does not receive
additional shares of FC2 in connection with such
transfer. In year 5, USP sells 100% of its FC2 stock
to an unrelated person for cash.

(ii) Result. The disposition of the FC3 stock is a
triggering event described in paragraph (d)(3) of this
section. The disposition would not terminate the gain
recognition agreement pursuant to paragraph (g)(1)(i)
of this section if the basis in each of the 20 FC2
shares that USP sells equals $1 ($20/20 shares) be-
cause immediately before the disposition the basis in
the FC2 shares received for the FC1 shares exceeds
the basis of the FC1 shares at the time of the initial
transfer. As a result, the condition described in para-
graph (g)(1)(i)(A) of this section would not be satis-
fied. USP may, however, elect to adjust its basis in
its FC2 shares such that 16 of the shares have zero
basis (reflecting the basis of the FC1 stock) and 4 of
the shares have $20 of basis (reflecting the basis of
the land). In such a case, the condition described in
paragraph (g)(1)(i)(A) of this section would be satis-
fied, the disposition would not be a triggering event,
and the gain recognition agreement would terminate
without further effect.

(2) Certain dispositions by a domestic
transferred corporation of substantially
all of its assets. If, immediately before
the initial transfer, the U.S. transferor
owned an amount of stock in the trans-
ferred corporation described in section
1504(a)(2), and the transferred corpora-
tion is domestic, then the gain recognition
agreement shall terminate without further
effect if the transferred corporation dis-
poses of substantially all of its assets in
a transaction in which all realized gain is
recognized currently. If an indirect stock
transfer necessitated the filing of the gain
recognition agreement, such agreement

shall terminate if, immediately before
the indirect transfer, the U.S. transferor
owned an amount of stock in the ac-
quired corporation described in section
1504(a)(2) (or, in the case of a section
368(a)(1)(A) and (a)(2)(E) reorganiza-
tion described in §1.367(a)–3(d)(1)(ii),
the U.S. transferor owned an amount of
stock in the acquiring corporation de-
scribed in section 1504(a)(2)) and the
transferred corporation disposes of sub-
stantially all of its assets (taking into
account §1.367(a)–3(d)(2)(v)) in a trans-
action in which all realized gain is recog-
nized currently.

(3) Distribution or transfer by trans-
feree foreign corporation of stock or se-
curities of transferred corporation under
section 337, 355 or 361—(i) Scope. This
paragraph (g)(3) applies if the transferee
foreign corporation distributes or transfers
the stock or securities that initially neces-
sitated the filing of the gain recognition
agreement (and any additional stock re-
ceived after the initial transfer) pursuant to
any of the following transactions:

(A) A liquidating distribution to the
U.S. transferor or a domestic corporation
that is a member of the same consolidated
group of which the U.S. transferor is then
a member and that qualifies under sections
332 and 337, if such domestic distribu-
tee corporation is described in section
332(b)(1).

(B) A distribution to the U.S. transferor,
a domestic corporation that is a member of
the same consolidated group of which the
U.S. transferor is a member, or an individ-
ual that is a United States person, that qual-
ifies under section 355.

(C) A transfer to the U.S. transferor or
a domestic corporation that is a member
of the same consolidated group of which
the U.S. transferor is then a member and
to which section 361 applies (but, if in
connection with a reorganization described
in section 368(a)(1)(D) or (G), only if the
requirements of section 354(b)(1)(A) and
(B) are met).

(ii) General rule. If a distribution or
transfer is described in paragraph (g)(3)(i)
of this section, the gain recognition agree-
ment shall terminate without further effect,
provided that immediately after such dis-
tribution or transfer the basis in the trans-
ferred stock or securities in the hands of
the domestic corporation or individual, as
applicable, does not exceed the basis that
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the U.S. transferor had in the transferred
stock or securities immediately before the
initial transfer. For purposes of this para-
graph (g)(3)(ii), only the basis in the stock
or securities transferred shall be taken into
account, and increases to stock basis as a
result of income inclusions with respect
to stock (for example, pursuant to sec-
tion 961) shall not be taken into account.
In the case of a transaction described in
paragraph (g)(3)(i)(B) of this section, any
reductions or redistributions of stock ba-
sis under §1.367(b)–5(c)(2) or (4), respec-
tively, shall be made before applying the
rules of this paragraph (g)(3)(ii).

(iii) Election to reduce basis in stock
or securities of transferred corporation.
For purposes of paragraph (g)(3)(ii) of this
section, the domestic corporation or indi-
vidual, as applicable, may elect to reduce
the basis in the stock or securities trans-
ferred to equal the basis the U.S. transferor
had in the corresponding transferred stock
or securities immediately before the ini-
tial transfer, such that the gain recognition
agreement shall terminate without further
effect. If such an election is made, the do-
mestic corporation or individual may in-
crease its basis in other stock of the trans-
ferred corporation it holds, if any, by a cor-
responding amount but not above the fair
market value of such stock.

(iv) Election. The election pursuant to
paragraph (g)(3)(iii) of this section is made
by filing with the domestic corporation’s
or individual’s income tax return for the
taxable year in which the distribution or
transfer occurs, a statement setting forth
the following information, with the head-
ing “Election to Reduce Stock Basis Under
§1.367(a)–8T(g)(3)(iii)”:

(1) A description of the stock or securi-
ties received.

(2) An estimate of the fair market value
of the stock or securities as of the date of
their receipt.

(3) A statement comparing the basis of
the stock or securities before and after the
election.

(4) The date on which the stock or se-
curities were received.

(v) Examples. The rules of paragraph
(g)(3) of this section are illustrated by the
following examples:

Example 1. (i) Facts. USP, a domestic corpora-
tion, owns 100% of the stock of two foreign corpo-
rations, FC1 and FC2. FC1 has 10 shares of stock
issued and outstanding. In year 1, when the basis and

fair market value of the FC1 stock is $0 and $90, re-
spectively, USP transfers its 10 shares of FC1 stock
to FC2 in an exchange to which section 351 applies.
The transaction is subject to both sections 367(a) and
(b). See §§1.367(a)–3(b) and 1.367(b)–1(a). Pur-
suant to §1.367(a)–3(b)(1)(ii) and this section, USP
enters into a gain recognition agreement with respect
to such transfer. USP also complies with the notice
requirement under §1.367(b)–1(c). In year 2, FC2
transfers land with a basis and fair market value of
$10 to FC1 in exchange for one newly issued share
of FC1 stock. In year 4, FC2 distributes all of its FC1
stock to USP in a liquidating distribution that quali-
fies under sections 332 and 337.

(ii) Result. In determining whether the gain
recognition agreement entered into by USP is ter-
minated under paragraph (g)(3) of this section, or
in the alternative triggered under paragraph (d)(1)
of this section, only the stock of FC1 transferred by
USP to FC2 in year 1 is considered. Thus, the basis
in the one share of FC1 stock issued to FC2 in year
2 in exchange for land is not taken into account. If
instead of FC1 actually issuing another share of stock
to FC2 in exchange for the land, FC1 was deemed to
issue stock to FC2 in such exchange, then the gain
recognition agreement would terminate only if USP
elects to adjust the basis in its FC1 shares such that
nine of the shares have zero basis and one of the
shares has $10 of basis.

Example 2. (i) Facts. USP, a domestic cor-
poration, owns 100% of the stock of two foreign
corporations, FC and FD. In year 1, USP transfers
100% of the stock of FC to FD in an exchange to
which section 351 applies. The transaction is subject
to both sections 367(a) and (b). See §§1.367(a)–3(b)
and 1.367(b)–1(a). At the time of the initial trans-
fer, USP has a basis of $80 in its stock of FC;
the stock of FC has a fair market value of $100.
USP’s basis in its stock of FD, and the fair market
value of the FD stock, are both $100. Pursuant to
§1.367(a)–3(b)(1)(ii) and this section, USP enters
into a gain recognition agreement with respect to the
initial transfer. USP also complies with the notice
requirement under §1.367(b)–1(c). In year 4, FD
distributes all of the stock of FC to USP in a pro rata
distribution to which section 355 applies. At the time
of the distribution, the fair market value of the FC
stock has increased to $200, while the fair market
value of the FD stock has remained $100. Under
section 358, USP allocates its $180 predistribution
basis in its FD stock between the FD stock and FC
stock according to the stock blocks’ relative fair
market values, yielding a $60 basis in the FD stock
and a $120 basis in the FC stock. Immediately before
the distribution, USP’s section 1248 amount with
respect to FC and FD is zero.

(ii) Result. The distribution of FC stock is a trig-
gering event under paragraph (d)(1) of this section.
The distribution does not terminate the gain recogni-
tion agreement under paragraph (g)(3) of this section
because after the distribution, USP’s basis of $120 in
the FC stock exceeds the $80 basis that USP had in
the FC stock at the time of the initial transfer. If, how-
ever, USP elects to reduce its basis in the FC stock
it receives to $80, then the condition described in
paragraph (g)(3) of this section will be satisfied, and
the gain recognition agreement will terminate without
further effect. In addition, the $40 of basis that USP
elected to reduce is redistributed to the stock of FD,

the result of which is that USP has a basis of $100 in
its FD stock.

(h) Effective date—(1) General
rule—(i) Gain recognition agreements
filed for transfers on or after effective
date. With the exception of paragraph (f)
of this section, the rules of this section
apply to gain recognition agreements filed
with respect to transfers of stock or secu-
rities under Treas. Reg. §§1.367(a)–3(b)
through (d) and 1.367(a)–3T(e) occurring
on or after March 7, 2007. The rules of
paragraph (f) of this section apply to gain
recognition agreements filed with respect
to transfers of stock or securities under
Treas. Reg. §§1.367(a)–3(b) through (d)
and 1.367(a)–3T(e) occurring on or after
August 6, 2007. However, the rules of this
section do not apply to gain recognition
agreements filed with respect to such a
transfer of stock or securities occurring
on or after March 7, 2007, if such trans-
fer was entered into pursuant to a written
agreement which was (subject to custom-
ary conditions) binding before February
5, 2007, and at all times thereafter. Solely
for purposes of this paragraph (h), a trans-
fer described in the preceding sentence
shall be deemed to be a transfer occurring
before March 7, 2007 to which the rules
of §1.367(a)–8 (see 26 CFR part 1, re-
vised April 1, 2006) apply. See paragraph
(h)(2)(iii) of this section for the ability to
apply the rules of this section with respect
to gain recognition agreements filed be-
fore March 7, 2007.

(ii) Gain recognition agreements filed
for transfers before effective date. For
matters covered in this section for peri-
ods before March 7, 2007 but on or af-
ter July 20, 1998, the corresponding rules
of §1.367(a)–8 (see 26 CFR part 1, re-
vised April 1, 2006) apply. For matters
covered in this section for periods before
July 20, 1998, the corresponding rules of
§1.367(a)–3T(g) (see 26 CFR part 1, re-
vised April 1, 1998) and Notice 87–85,
1987–2 C.B. 395; (see §601.601(d)(2)(ii)
of this chapter) apply. In addition, if a
U.S. transferor entered into a gain recogni-
tion agreement for transfers before July 20,
1998, then the rules of §1.367(a)–3T(g)
(see 26 CFR part 1, revised April 1, 1998)
continue to apply in lieu of this section
in the event of any direct or indirect non-
recognition transfer of the same property.
See also, §1.367(a)–3(h).
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(2) Applicability to gain recognition
agreements filed before effective date—(i)
General rule. This paragraph (h)(2)(i)
applies only to rules in this regulation
§1.367(a)–8T that were not already effec-
tive under the rules of §1.367(a)–8 (see
26 CFR part 1, revised April 1, 2006).
Taxpayers may apply all or part of these
regulations to gain recognition agreements
filed with respect to transfers of stock or
securities, for all open years, on or after
July 20, 1998. If a taxpayer failed to file a
gain recognition agreement with respect to
a transfer of stock or securities on or after
July 20, 1998 and before March 7, 2007,
the taxpayer must first obtain reasonable
cause relief under §1.367(a)–8(c)(2) to
file the gain recognition agreement before
the taxpayer may apply this paragraph
(h)(2)(i).

(ii) Special filing rule for tax year end-
ing before effective date. This paragraph
(h)(2)(ii) provides the time and manner
in which taxpayers may apply paragraph
(h)(2)(i) of this section. Notwithstanding
the rules provided in §1.367(a)–8T(a)(2),
all agreements, certifications, or other in-
formation related to such gain recognition
agreement that should have been filed on
or before March 7, 2007 shall be treated
as having been timely filed, provided they
are attached to a Federal income tax return
amending the taxpayer’s Federal income
tax return for the taxable year in which
they should have been attached. The
amended return described in the preced-
ing sentence must be filed before August
6, 2007. A taxpayer that wishes to ap-
ply paragraph (h)(2)(i) of this section but
that fails to meet the filing requirement
described in the preceding sentence must
request reasonable cause relief as provided
in paragraph (e)(10) of this section.

(iii) Tax year ending after effective date.
A taxpayer that entered into a gain recog-

nition agreement to which §1.367(a)–8
(see 26 CFR part 1, revised April 1, 2006)
applies may apply the rules of this section
in a tax year ending on or after March 7,
2007 by attaching the agreement, certi-
fication, or other information related to
such gain recognition agreement that the
rules of this section require in accordance
with the rules of this section and with
the time and manner rules provided in
§1.367(a)–8T(a)(2).

(iv) Examples. The rules of paragraph
(h)(2) of this section are illustrated by the
following examples:

Example 1. (i) Facts. USP, a domestic cor-
poration, owns 100% of the stock of two foreign
corporations, FC and FD. In 2003, USP transfers
100% of the stock of FC to FD in an exchange to
which section 351 applies. The transaction is subject
to both sections 367(a) and (b). See §§1.367(a)–3(b)
and 1.367(b)–1(a). Pursuant to §1.367(a)–3(b)(1)(ii)
and this section, USP enters into a gain recognition
agreement with respect to the initial transfer. USP
also complies with the notice requirement under
§1.367(b)–1(c). In 2005, FD distributes all of the
stock of FC to USP in a pro rata distribution to which
section 355 applies. Under section 358, USP’s basis
in its FC stock exceeds the basis that USP had in FC
immediately before the initial transfer.

(ii) Result. Under paragraph (h)(1)(ii) of this
section, the rules of §1.367(a)–8 apply because the
gain recognition agreement was filed before March
7, 2007. As a result of the year 2005 transaction,
under §1.367(a)–8(e)(1), USP is required to recog-
nize all of the gain subject to the gain recognition
agreement, and pay any applicable interest. The
gain recognition agreement does not terminate under
§1.367(a)–8(h)(3) because USP’s basis in its FC
stock immediately after the section 355 distribution
exceeds the basis USP had in the FC stock immedi-
ately before the initial transfer. However, paragraph
(g)(3)(iii) of this section provides a rule that would
allow USP to elect to reduce its basis in the FC stock
such that the conditions in paragraph (g)(3) of this
section would be satisfied and the gain recognition
agreement would terminate without further effect.
Under paragraph (h)(2)(i) of this section, USP may
apply paragraph (g)(3)(iii) of this section to the 2005
transaction, if 2005 is an open year, because the
rule provided in paragraph (g)(3)(iii) of this section
was not already effective under §1.367(a)–8. Under

paragraph (h)(2)(ii) of this section, USP must submit
the documents required under paragraph (g)(3)(iii) of
this section to a Federal income tax return amending
its 2005 Federal income tax return before August 6,
2007.

Example 2. (i) Facts. UST, a domestic cor-
poration, owns 100% of the stock of two foreign
corporations, TFC and TFD. In 2003, USP transfers
100% of the stock of TFD to TFC in an exchange to
which section 351 applies. The transaction is subject
to both sections 367(a) and (b). See §§1.367(a)–3(b)
and 1.367(b)–1(a). All of the requirements of
§1.367(a)–3(b)(1) are satisfied, and UST enters into
a gain recognition agreement. UST also complies
with the notice requirement under §1.367(b)–1(c).
In 2005, TFC transfers its TFD stock to F1, also a
foreign corporation, in an exchange to which section
351 applies. UST does not file a new gain recogni-
tion agreement under §1.367(a)–8(g)(2).

(ii) Result. Under paragraph (h)(1)(ii) of this
section, the rules of §1.367(a)–8 apply because the
gain recognition agreement was filed before March
7, 2007. Under §1.367(a)–8(e), UST must recognize
the gain realized, but not recognized, on its initial
transfer of TFD stock. Paragraph (h)(2)(i) of this
section does not apply because the rule in paragraph
(e)(1)(ii) of this section was already effective under
§1.367(a)–8(g)(2). Therefore, UST’s only recourse
from recognizing the gain subject to the gain recog-
nition agreement is the reasonable cause exception
provided in §1.367(a)–8(c)(2).

(3) Expiration. The applicability of this
section expires on or before February 1,
2010.

PART 602—OMB CONTROL
NUMBERS UNDER THE PAPERWORK
REDUCTION ACT

Par. 7. The authority citation for part
602 continues to read as follows:

Authority: 26 U.S.C. 7805.
Par. 8. In §602.101, paragraph (b) is re-

vised by adding an entry for §1.367(a)–8T
in numerical order to the table to read as
follows:

§602.101 OMB Control numbers.

* * * * *

CFR part or section where
identified and described

Current OMB
control No.

* * * * *

1.367(a)–8T . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1545–2056

* * * * *
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Kevin M. Brown,
Deputy Commissioner for
Services and Enforcement.

Approved January 31, 2007.

Eric Solomon,
Assistant Secretary

of the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on February 1,
2007, 8:52 a.m., and published in the issue of the Federal
Register for February 5, 2007, 72 F.R. 5174)

Section 807.—Rules for
Certain Reserves

Insurance companies; interest rate
tables. Prevailing state assumed interest
rates are provided for the determination of
reserves under section 807 of the Code for
contracts issued in 2006 and 2007. Rev.
Rul. 92–19 supplemented in part.

Rev. Rul. 2007–10

For purposes of § 807(d)(4) of the In-
ternal Revenue Code, for taxable years be-

ginning after December 31, 2005, this rul-
ing supplements the schedules of prevail-
ing state assumed interest rates set forth
in Rev. Rul. 92–19, 1992–1 C.B. 227.
This information is to be used by insurance
companies in computing their reserves for
(1) life insurance and supplementary total
and permanent disability benefits, (2) in-
dividual annuities and pure endowments,
and (3) group annuities and pure endow-
ments. As § 807(d)(2)(B) requires that the
interest rate used to compute these reserves
be the greater of (1) the applicable federal
interest rate, or (2) the prevailing state as-
sumed interest rate, the table of applicable
federal interest rates in Rev. Rul. 92–19 is
also supplemented.

Following are supplements to schedules
A, B, C, and D to Part III of Rev. Rul.
92–19, providing prevailing state assumed
interest rates for insurance products with
different features issued in 2006 and 2007,
and a supplement to the table in Part IV of
Rev. Rul. 92–19, providing the applica-
ble federal interest rates under § 807(d) for
2006 and 2007. This ruling does not sup-
plement Parts I and II of Rev. Rul. 92–19.

This is the fifteenth supplement to
the interest rates provided in Rev. Rul.
92–19. Earlier supplements were pub-
lished in Rev. Rul. 93–58, 1993–2 C.B.
241 (interest rates for insurance prod-
ucts issued in 1992 and 1993); Rev. Rul.
94–11, 1994–1 C.B. 196 (1993 and 1994);
Rev. Rul. 95–4, 1995–1 C.B. 141 (1994
and 1995); Rev. Rul. 96–2, 1996–1 C.B.
141 (1995 and 1996); Rev. Rul. 97–2,
1997–1 C.B. 134 (1996 and 1997); Rev.
Rul. 98–2, 1998–2 C.B. 259 (1997 and
1998); Rev. Rul. 99–10, 1999–1 C.B.
671 (1998 and 1999); Rev. Rul. 2000–17,
2000–1 C.B. 842 (1999 and 2000); Rev.
Rul. 2001–11, 2001–1 C.B. 780 (2000 and
2001); Rev. Rul. 2002–12, 2002–1 C.B.
624 (2001 and 2002); Rev. Rul. 2003–24,
2003–1 C.B. 557 (2002 and 2003); Rev.
Rul. 2004–14, 2004–1 C.B. 511 (2003
and 2004); Rev. Rul. 2005–29, 2005–1
C.B. 1080 (2004 and 2005); and Rev. Rul.
2006–25, 2006–20 I.R.B. 882 (May 15,
2006) (2005 and 2006).

Part III. Prevailing State Assumed Interest Rates — Products Issued in Years After 1982.*

Schedule A

STATUTORY VALUATION INTEREST RATES
BASED ON THE 1980 AMENDMENTS TO THE

NAIC STANDARD VALUATION LAW

A. Life insurance valuation:

Guarantee Duration
(years)

Calendar Year of Issue
2007

10 or fewer 4.50**

More than 10
but not more than 20 4.25**

More than 20 4.00**

Source: Rates calculated from the monthly averages, ending June 30, 2006, of Moody’s Composite Yield on Seasoned Corporate
Bonds.

* The terms used in the schedules in this ruling and in Part III of Rev. Rul. 92–19 are those used in the Standard Valuation
Law; the terms are defined in Rev. Rul. 92–19.

** As these rates exceed the applicable federal interest rate for 2007 of 3.97 percent, the valuation interest rate to be used for this
product under § 807 is the applicable rate specified in this table.
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Part III, Schedule B

STATUTORY VALUATION INTEREST RATES
BASED ON THE 1980 AMENDMENTS TO THE

NAIC STANDARD VALUATION LAW

B. Single premium immediate annuities and annuity benefits involving life contingencies arising from other annuities with cash
settlement options and from guaranteed interest contracts with cash settlement options:

Calendar Year of Issue Valuation Interest Rate

2006 5.25*

Source: Rates calculated from the monthly averages, ending June 30, 2006, of Moody’s Composite Yield on Seasoned Corporate
Bonds (formerly known as Moody’s Corporate Bond Yield Average — Monthly Average Corporates). The terms used in this
schedule are those used in the Standard Valuation Law as defined in Rev. Rul. 92–19.

*As this prevailing state assumed interest exceeds the applicable federal interest rate for 2006 of 3.98 percent, the valuation
interest rate of 5.25 percent is to be used for this product under § 807.
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Part III, Schedule C24 — 2006

STATUTORY VALUATION INTEREST RATES
BASED ON NAIC STANDARD VALUATION LAW

FOR 2006 CALENDAR YEAR BUSINESS
GOVERNED BY THE 1980 AMENDMENTS

C. Valuation interest rates for other annuities and guaranteed interest contracts that are valued on an issue year basis:

Valuation Interest Rate (%)
For Plan Type

Cash
Settlement
Options?

Future
Interest

Guarantee?
Guarantee Duration

(years) A B C

Yes Yes 5 or fewer 5.25 4.75 4.50

More than 5, but not
more than 10

5.25 4.75 4.50

More than 10, but not
more than 20

4.75 4.50 4.25*

More than 20 4.25* 4.00* 4.00*

Yes No 5 or fewer 5.50 4.75 4.50

More than 5, but not
more than 10

5.25 4.75 4.50

More than 10, but not
more than 20

5.00 4.50 4.50

More than 20 4.50* 4.25* 4.25*

No Yes or No 5 or fewer 5.25

More than 5, but not
more than 10

5.25 NOT
APPLICABLE

More than 10, but not
more than 20

4.75

More than 20 4.25*

Source: Rates calculated from the monthly averages, ending June 30, 2006, of Moody’s Composite Yield on Seasoned Corporate
Bonds.

*As these rates exceed the applicable federal interest rate for 2006 of 3.98 percent, the valuation interest rate to be used for this
product under § 807 is the applicable rate specified in the above table.
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Part III, Schedule D24 — 2006

STATUTORY VALUATION INTEREST RATES
BASED ON NAIC STANDARD VALUATION LAW

FOR 2006 CALENDAR YEAR BUSINESS
GOVERNED BY THE 1980 AMENDMENTS

D. Valuation interest rates for other annuities and guaranteed interest contracts that are contracts with cash settlement options
and that are valued on a change in fund basis:

Valuation Interest Rate
For Plan Type

Cash
Settlement
Options?

Future
Interest

Guarantee?
Guarantee Duration

(years) A B C

Yes Yes 5 or fewer 5.75 5.50 4.50

More than 5, but not
more than 10

5.50 5.50 4.50

More than 10, but not
more than 20

5.25 5.25 4.50

More than 20 4.75 4.75 4.25*

Yes No 5 or fewer 5.75 5.50 4.75

More than 5, but not
more than 10

5.75 5.50 4.75

More than 10, but not
more than 20

5.50 5.25 4.50

More than 20 4.75 4.75 4.25*

Source: Rates calculated from the monthly averages, ending June 30, 2006, of Moody’s Composite Yield on Seasoned Corporate
Bonds.

*As the applicable federal interest rate for 2006 of 3.98 percent is less than the prevailing state assumed interest rate, the valuation
interest rate to be used for this product under § 807 is the applicable rate specified in the above table.
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Part IV. Applicable Federal Interest Rates

TABLE OF
APPLICABLE FEDERAL INTEREST RATES

FOR PURPOSES OF § 807

Year Interest Rate

2006 3.98

2007 3.97

Sources: Rev. Rul. 2004–106, 2004–2 C.B. 893, for the 2005 rate; Rev. Rul. 2005–77, 2005–2 C.B. 1071, for the 2006 rate;
and Rev. Rul. 2006–61, 2006–49 I.R.B. 1028 (Dec. 11, 2006) for the 2007 rate.

EFFECT ON OTHER REVENUE
RULINGS

Rev. Rul. 92–19 is supplemented by
the addition to Part III of that ruling of pre-
vailing state assumed interest rates under
§ 807 for certain insurance products issued
in 2006 and 2007 and is further supple-
mented by an addition to the table in Part
IV of Rev. Rul. 92–19 listing applicable
federal interest rates. Parts I and II of Rev.
Rul. 92–19 are not affected by this ruling.

DRAFTING INFORMATION

The principal author of this revenue rul-
ing is Josephine H. Firehock of the Office
of Associate Chief Counsel (Financial In-
stitutions and Products). For further infor-
mation regarding this revenue ruling, con-
tact her at (202) 622–3970 (not a toll-free
call).

Section 1441.—Withholding
of Tax on Nonresident Aliens

A revenue procedure provides administrative
guidance permitting the use of a “Net Considera-
tion Method” of accounting for certain patent cross
licensing arrangements. Under the method, only
cash and other non-patent-right consideration are
taken into account for withholding and capitalization
purposes. See Rev. Proc. 2007-23, page 675.
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Part II. Treaties and Tax Legislation
Subpart A.—Tax Conventions and Other Related Items

U.S.-Island of Jersey
Reciprocal Exemption
Agreement

Announcement 2007–23

The United States and the United King-
dom of Great Britain and Northern Ire-

land (on behalf of the Bailiwick of Jersey)
have exchanged diplomatic notes evidenc-
ing a reciprocal exemption agreement for
income from the international operation of
ships for taxable years beginning on or af-
ter January 1, 1997. The diplomatic notes
reproduced herein contain the terms of the
reciprocal exemptions.

The principal author of this announce-
ment is Patricia Bray of the Office of
Associate Chief Counsel (International).
For further information regarding this an-
nouncement, contact Patricia Bray at (202)
622–3880 (not a toll-free call).

The text of the agreement is as follows.

2007–10 I.R.B. 665 March 5, 2007



March 5, 2007 666 2007–10 I.R.B.



2007–10 I.R.B. 667 March 5, 2007



March 5, 2007 668 2007–10 I.R.B.



2007–10 I.R.B. 669 March 5, 2007



Part III. Administrative, Procedural, and Miscellaneous
Health Savings Accounts

Notice 2007–22

This notice provides guidance on
rollovers from health Flexible Spending
Arrangements (health FSAs) and Health
Reimbursement Arrangements (HRAs) to
Health Savings Accounts (HSAs) under
amendments to the Internal Revenue Code
by section 302 of the Health Opportunity
Patient Empowerment Act of 2006 (the
Act) included in the Tax Relief and Health
Care Act of 2006, enacted December 20,
2006, Pub. L. No. 109–432. The guid-
ance also provides special transition relief
for rollovers completed before March 15,
2007. It is anticipated that additional
guidance will be published later under this
provision.

As discussed in detail below, the new
rules provide, in limited circumstances, for
certain amounts in a health FSA or HRA
to be rolled over into an HSA and for the
rollover to receive favorable tax treatment.
Generally, under the new rules, all of the
following conditions must be satisfied in
order to receive the favorable tax treat-
ment:

• By plan year end—

• The plan must be amended

• The employee must elect the
rollover

• The year-end balance must be
frozen

• The funds must be transferred by the
employer within two and a half months
after the end of the plan year and result
in a zero balance in the health FSA or
HRA.

Under special transition relief provided
in this notice for amounts remaining at the
end of 2006, however:

• There is no requirement to freeze the
year-end balance in the health FSA or
HRA, and

• The amendment, election, and transfer
must be completed by March 15, 2007.

BACKGROUND

Eligible individuals, as defined in
§ 223(c)(1) of the Code, may contribute
to HSAs. In general, these are individu-
als who, as of the first day of the month,
are covered by a high deductible health
plan (HDHP) and by no other health plan
that is not an HDHP (with the exception
of certain disregarded coverage, includ-
ing permitted insurance). An individual
covered by a general purpose health FSA
or general purpose HRA is not eligible
to contribute to an HSA. See Rev. Rul.
2004–45, 2004–1 C.B. 971. If a general
purpose health FSA allows reimburse-
ments for expenses incurred during a
grace period following the end of the plan
year, an otherwise eligible individual par-
ticipating in the health FSA is generally
not eligible to make contributions to an
HSA until the first day of the first month
following the end of the grace period.
The maximum duration of a grace pe-
riod is until the fifteenth day of the third
month following the end of a plan year.
See Notice 2005–42, 2005–1 C.B. 1204.
Prior to the Act, this rule applied even if
the individual’s health FSA had no unused
benefits as of the end of the prior year (i.e.,
the balance in the health FSA was zero as
of the last day of the plan year). Notice
2005–86, 2005–2 C.B. 1075. However,
coverage by an HSA-compatible health
FSA or HRA (limited-purpose health
FSA or HRA, post-deductible health FSA
or HRA, retirement HRA, or suspended
HRA), does not affect an employee’s eli-
gibility to contribute to an HSA, including
coverage during a health FSA grace pe-
riod. See Rev. Rul. 2004–45.

HEALTH OPPORTUNITY PATIENT
EMPOWERMENT ACT OF 2006 —
GENERAL RULES

Section 302(a) of the Act provides for
“qualified HSA distributions” before Jan-
uary 1, 2012. A qualified HSA distribu-
tion is a direct distribution of an amount
from a health FSA or HRA to an HSA.
The distribution (rollover to an HSA) must
not exceed the lesser of the balance in the
health FSA or HRA (1) on September 21,
2006, or (2) as of the date of the distribu-
tion. Thus, an individual who was not cov-

ered by a health FSA or HRA on Septem-
ber 21, 2006 may not elect a qualified HSA
distribution. Similarly, an individual who
participated in a health FSA with one em-
ployer on September 21, 2006, and partic-
ipates in a health FSA with a second em-
ployer after that date, may not elect a qual-
ified HSA distribution with respect to the
second employer’s health FSA.

A qualified HSA distribution must be
contributed directly to the HSA trustee by
the employer. Qualified HSA distribu-
tions may be made from general purpose
health FSAs and HRAs, as well as from
HSA-compatible health FSAs and HRAs.
Only one qualified HSA distribution is al-
lowed with respect to each health FSA or
HRA of an individual. Qualified HSA dis-
tributions are not taken into account in ap-
plying the annual limit for HSA contri-
butions. Qualified HSA distributions are
treated as rollovers and thus, are not de-
ductible.

If the individual fails to remain HSA-el-
igible during the testing period following
the distribution, the amount of the rollover
is included in gross income and is sub-
ject to an additional 10 percent tax. For
this purpose, the testing period is defined
as the period beginning with the month
in which the qualified HSA distribution is
contributed to the HSA and ending on the
last day of the 12th month following that
month. It is not required that an employee
be an eligible individual with HDHP cov-
erage in order to have a qualified HSA
distribution made on the employee’s be-
half. However, if an employee is not an
eligible individual immediately following
the qualified HSA distribution, the amount
of the distribution is included in the em-
ployee’s income and subject to an addi-
tional 10 percent tax.

Section 302(b) of the Act provides that
only certain health FSA coverage during a
grace period is treated as disregarded cov-
erage for the purpose of determining an
individual’s eligibility to contribute to an
HSA. Under new § 223(c)(1)(B)(iii) of the
Code, coverage during a grace period by a
general purpose health FSA is disregarded
if (1) the balance in the health FSA at the
end of the prior plan year is zero or (2) the
individual makes a qualified HSA distribu-
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tion of any balance remaining at the end of
the plan year to an HSA.

Section 302(b) of the Act only applies
to health FSA coverage during a grace
period following a plan year. Thus, health
FSA coverage during the plan year is not
disregarded, regardless of whether the
health FSA balance is reduced to zero
during the plan year by a qualified HSA
distribution or otherwise.

QUALIFIED HSA DISTRIBUTIONS

If an employer wants to provide quali-
fied HSA distributions, the employer must
amend the health FSA or HRA written
plan. In order to comply with the compa-
rability rules in § 4980G of the Code, the
amended plan must offer qualified HSA
distributions to any otherwise eligible indi-
vidual covered by the employer’s HDHP.
See new § 106(e)(5)(B) of the Code. How-
ever, there is no requirement that the health
FSA or HRA be terminated in order to pro-
vide a qualified HSA distribution. Health
FSAs and HRAs must satisfy the nondis-
crimination requirements in § 105(h) of the
Code.

A qualified HSA distribution may be
made at any time prior to January 1, 2012.
However, even if the qualified HSA distri-
bution reduces the balance of an FSA or
HRA to zero, the health FSA or HRA cov-
erage does not end. If the FSA or HRA
is not HSA-compatible, employees can be-
come eligible individuals only after trans-
fers at the end of the plan year of the FSA
or HRA that result in either disregarded
coverage under 302(b) of the Act, or the
termination of the HRA coverage at the
end of the plan year. Consequently, qual-
ified HSA distributions from health FSAs
or HRAs that are not HSA-compatible and
that take place at any time other than the
end of a plan year, generally result in the
inclusion of the distribution in income and
the imposition of an additional 10 percent
tax.

The amendments in the Act do not
change the requirement that unused
amounts remaining at the end of a health
FSA’s plan year must be forfeited in the ab-
sence of a grace period. Notice 2005–42.
Thus, if a health FSA does not have a
grace period, unused amounts remaining
at the end of the plan year are forfeited and
generally cannot be transferred through
a qualified HSA distribution to an HSA

after the end of the plan year. Although
the unused amounts can be distributed
to an HSA before the end of the plan
year, because the health FSA coverage
continues until the end of the plan year,
an individual covered by the health FSA
is not an eligible individual immediately
after the qualified HSA distribution, and
thus any such qualified HSA distribution
is included in income and subject to an
additional 10 percent tax. Similarly, an
individual without HDHP coverage after
a distribution is not an eligible individual
after the distribution and thus the qualified
HSA distribution is included in income
and subject to an additional 10 percent tax.
Unless a participant has a change in status
as provided in Treas. Reg. § 1.125–4(a),
health FSA elections may not be changed
during a plan year. Prop. Treas. Reg.
§ 1.125–1, Q & A–15.

BALANCES DETERMINED ON CASH
BASIS

For all purposes, balances are deter-
mined on a cash basis. Cash basis means
the balance as of any date, without taking
into account expenses incurred that have
not been reimbursed as of that date. Thus,
pending claims, claims submitted, claims
received or claims under review that have
not been paid as of a date are not taken
into account for purposes of determining
the account balance as of that date. In ad-
dition, the balance as of any date of a health
FSA is determined by applying the uni-
form coverage rule (i.e., maximum reim-
bursement available for the plan year re-
duced for prior reimbursements paid as of
the date for the same plan year). See Prop.
Treas. Reg. § 1.125–2, Q&A–7(b)(2).

HDHP COVERAGE BEGINNING
AFTER 1ST DAY OF THE MONTH

An employee who begins HDHP cover-
age after the first day of the month is not an
eligible individual until the first day of the
next month. If a qualified HSA distribu-
tion is made on behalf of such an employee
before the first day of the next month, the
employee is not an eligible individual as of
the date of the qualified HSA distribution
and the amount of the distribution is in-
cluded in the employee’s income and sub-
ject to an additional 10 percent tax. Thus,
if an employee begins HDHP coverage af-
ter the first day of the month, any qualified

HSA distribution on behalf of the individ-
ual made on or after the first day of the
next month avoids immediate inclusion in
income.

CONSEQUENCES OF FAILING TO
ROLL OVER ENTIRE BALANCE OF
GENERAL PURPOSE HEALTH FSA
OR GENERAL PURPOSE HRA

An employee with a balance in a health
FSA with a grace period or HRA at the end
of a plan year is not treated as an eligible
individual for HSA purposes on the first
day of the immediately following plan year
if a qualified HSA distribution does not re-
sult in a zero balance in the health FSA
or HRA. Because the employee is covered
under a health plan that is not an HDHP
during the testing period, the amount of the
qualified HSA distribution is included in
the employee’s gross income in the year
of the distribution and is subject to a 10
percent additional tax. However, an em-
ployee with a balance in an HSA-compat-
ible health FSA or HRA at the end of a
plan year remains an eligible individual, if
otherwise eligible, regardless of whether a
qualified HSA distribution is made.

ADDITIONAL TAX FOR FAILURE TO
REMAIN AN ELIGIBLE INDIVIDUAL

If an individual ceases to be an eligi-
ble individual during the testing period, the
amount of the qualified HSA distribution
is included in the gross income of the in-
dividual and subject to an additional 10
percent tax. Failing to remain an eligi-
ble individual does not require the with-
drawal of the qualified HSA distribution,
and the amount is not an excess contribu-
tion. However, any HSA withdrawal not
used for qualified medical expenses is in-
cluded in income and subject to an addi-
tional 10 percent tax (with certain excep-
tions), regardless of whether the HSA re-
ceived a qualified HSA distribution that
was previously included in the account
beneficiary’s income and subject to the ad-
ditional tax. See § 223(f)(4)(B).

PERMANENT RULE — INDIVIDUALS
WITH A ZERO BALANCE IN
GENERAL PURPOSE HEALTH FSA
ON THE LAST DAY OF PLAN YEAR

Under the Act, if an individual has a
zero balance in a general purpose health
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FSA, as determined on a cash basis, on
the last day of the health FSA plan year,
the individual does not fail to be an eligi-
ble individual as of the first day of the im-
mediately following health FSA plan year
because of coverage during a health FSA
grace period.

PERMANENT RULE — INDIVIDUALS
WITH A ZERO BALANCE IN
GENERAL PURPOSE HRA ON THE
LAST DAY OF PLAN YEAR

An individual with a zero balance in
a general purpose HRA, determined on a
cash basis, on the last day of the HRA plan
year, does not fail to be an eligible indi-
vidual on the first day of the immediately
following HRA plan year, so long as (1) ef-
fective on the first day of the immediately
following HRA plan year, the employee
elects to waive participation in the HRA, or
(2) effective on or before the first day of the
following HRA plan year, the employer
terminates the general purpose HRA with
respect to all employees, or (3) effective
on or before the first day of the following
HRA plan year, with respect to all employ-
ees, the employer converts the general pur-
pose HRA to an HSA-compatible HRA, as
described in Rev. Rul. 2004–45.

PERMANENT RULE —
PLAN-YEAR-END ROLLOVERS
FROM GENERAL PURPOSE HEALTH
FSA OR GENERAL PURPOSE HRA
TO HSA

An employee with a balance in a gen-
eral purpose health FSA with a grace pe-
riod or general purpose HRA at the end
of a health FSA or HRA plan year (plan
year) is treated as an eligible individual for
HSA purposes as of the first day of the first
month in the immediately following plan
year that the individual has HDHP cover-
age on the first day of the month if:

(1) the employer amends the health
FSA or HRA written plan effective by
the last day of the plan year to allow a
qualified HSA distribution,

(2) a qualified HSA distribution from
the health FSA or HRA has not been pre-
viously made on behalf of the employee
with respect to that particular health FSA
or HRA,

(3) the employee has HDHP coverage
as of the first day of the month during
which the qualified HSA distribution oc-

curs, and is otherwise an eligible individ-
ual,

(4) the employee elects by the last day
of the plan year to have the employer
make a qualified HSA distribution from
the health FSA or HRA to the HSA of the
employee,

(5) the health FSA or HRA makes no
reimbursements to the employee after the
last day of the plan year,

(6) the employer makes the qualified
HSA distribution directly to the HSA
trustee by the fifteenth day of the third
calendar month following the end of the
immediately preceding plan year, but after
the employee becomes HSA-eligible,

(7) the qualified HSA distribution from
the health FSA or HRA does not exceed
the lesser of the balance of the health FSA
or HRA on (a) September 21, 2006, or (b)
the date of the distribution, and

(8)(a) after the qualified HSA distribu-
tion there is a zero balance in the health
FSA or HRA, and the employee is no
longer a participant in any non-HSA com-
patible health plan or (b) effective on or
before the date of the first qualified HSA
distribution the general purpose health
FSA or general purpose HRA written plan
is converted to an HSA-compatible health
FSA or HRA, as described in Rev. Rul.
2004–45, for all participants.

TRANSITION RULE — QUALIFIED
HSA DISTRIBUTIONS FROM
GENERAL PURPOSE HEALTH FSA
AND GENERAL PURPOSE HRA
BEFORE MARCH 15, 2007

An employee with a balance in a gen-
eral purpose health FSA with a grace pe-
riod or general purpose HRA after Decem-
ber 31, 2006 is treated as an eligible in-
dividual for HSA purposes as of the first
day of the first month in 2007 that the em-
ployee has HDHP coverage on the first day
of the month if:

(1) the employer amends the health
FSA or HRA written plan effective on or
before March 15, 2007, to allow a quali-
fied HSA distribution,

(2) a qualified HSA distribution from
the health FSA or HRA has not been pre-
viously made on behalf of the employee
with respect to that particular health FSA
or HRA,

(3) the employee has HDHP coverage
as of the first day of the month during

which the qualified HSA distribution oc-
curs, and is otherwise an eligible individ-
ual,

(4) the employee elects on or before
March 15, 2007, to have the employer
make a qualified HSA distribution from
the health FSA or HRA to the HSA of the
employee,

(5) the qualified HSA distribution from
the health FSA or HRA does not exceed
the lesser of the balance of the respective
health FSA or HRA on (a) September 21,
2006, or (b) the date of the distribution,

(6) the employer makes the qualified
HSA distribution directly to the HSA
trustee by March 15, 2007, but after the
employee becomes HSA-eligible, and

(7)(a) after the qualified HSA distribu-
tion there is a zero balance in the health
FSA or HRA, and the employee is no
longer a participant in any non-HSA com-
patible health plan or (b) effective on or
before the date of the first qualified HSA
distribution, the general purpose health
FSA or general purpose HRA written plan
is converted to an HSA-compatible health
FSA or HRA, as described in Rev. Rul.
2004–45, for all participants.

EXAMPLES

The following examples illustrate these
rules. All references to balances in the
following examples are determined on a
cash basis. All grace periods satisfy the
requirements of Notice 2005–42. It is as-
sumed in the examples that, for purposes
of § 106(e)(3)(B) and § 223(f)(4)(B), no
employees are disabled.

Permanent Rule Examples

Example 1. For 2007, Employer Z has a calen-
dar year general purpose health FSA with a grace pe-
riod ending March 15, 2008. For 2007, Employee A
timely elects salary reduction of $500 for the general
purpose health FSA. Employer Z offers employees
the option of electing HDHP coverage for the plan
year beginning January 1, 2008. On or before De-
cember 31, 2007, A elects HDHP coverage beginning
January 1, 2008. On December 31, 2007, A has a zero
balance in the health FSA. A is otherwise an eligible
individual on January 1, 2008.

A does not fail to be an eligible individual on Jan-
uary 1, 2008 merely because of the health FSA grace
period.

Example 2. For 2007, Employer Y has a calendar
year general purpose health FSA with a grace period
ending on March 15, 2008. Employer Y offers em-
ployees the option of electing HDHP coverage for the
plan year beginning January 1, 2008.
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Before January 1, 2008, Employer Y amends the
health FSA to allow for qualified HSA distributions.
The amended plan allows an employee electing
HDHP coverage to also elect to have any health FSA
balance at year-end, determined on a cash basis, con-
tributed directly to an HSA trustee for the employee.
For this purpose, the year-end balance is the balance
of the health FSA without regard to any expenses
incurred but not paid. Under the amendment, if an
employee elects the qualified HSA distribution, the
employee cannot submit any additional claims after
December 31, 2007, regardless of when the under-
lying expense was incurred nor are any claims paid
after December 31, 2007 even if submitted prior to
December 31, 2007.

Employee B has a balance of $950 in the health
FSA on September 21, 2006, and a balance of $700
on December 31, 2007. On or before December 31,
2007, B elects HDHP coverage beginning January 1,
2008. B also elects to have a qualified HSA distri-
bution of the $700 remaining in the health FSA on
December 31, 2007. Employer Y contributes $700 to
an HSA on behalf of B on or before March 15, 2008.
B is otherwise an eligible individual as of January 1,
2008.

Employee C has a balance of $850 on December
31, 2007. On or before December 31, 2007, C elects
HDHP coverage for 2008. C does not elect to have a
qualified HSA distribution of the $850 remaining in
the health FSA on December 31, 2007. C is otherwise
an eligible individual.

B does not fail to be an eligible individual as of
January 1, 2008 because after the qualified HSA dis-
tribution B has a zero balance in the health FSA. C is
an eligible individual on April 1, 2008.

Example 3. For 2007, Employer W has a calen-
dar year general purpose HRA. Employer W offers
employees the option of electing HDHP coverage for
the plan year beginning January 1, 2008.

Before January 1, 2008, Employer W amends the
HRA to allow for qualified HSA distributions. The
amended HRA allows an employee electing HDHP
coverage for the plan year to also elect to have the
lesser of the balance in the HRA on September 21,
2006 or the HRA balance at year-end, determined on
a cash basis, contributed directly to an HSA trustee
for the employee. For this purpose, the year-end bal-
ance is the balance of the HRA without regard to any
expenses incurred but not paid. Under the amend-
ment, if an employee elects the qualified HSA dis-
tribution, the employee cannot submit any additional
claims after December 31, 2007, regardless of when
the underlying expense was incurred, nor will the
HRA reimburse any claim submitted but unpaid as of
December 31, 2007. The amendment also provides
that an employee who elects a qualified HSA distribu-
tion may also elect to waive participation in the HRA.

Employee D has a balance of $300 in the HRA on
September 21, 2006, and a balance of $175 on De-
cember 31, 2007. On or before December 31, 2007,
D elects HDHP coverage for 2008. D also elects to
have a qualified HSA distribution of the $175 remain-
ing in the HRA on December 31, 2007, and to waive
participation in the HRA effective after December 31,
2007. Employer W contributes $175 to an HSA on
behalf of D on or before March 15, 2008. D is other-
wise an eligible individual as of January 1, 2008.

Employee E has a balance of $300 in the HRA on
September 21, 2006, and a balance of $550 on De-

cember 31, 2007. On or before December 31, 2007, E
elects HDHP coverage for 2008. E also elects to have
a qualified HSA distribution of the $300 that was in
the HRA on September 21, 2006. Employer W con-
tributes $300 to an HSA on behalf of E on March 15,
2008. E is otherwise an eligible individual as of Jan-
uary 1, 2008.

Employee F has a balance of $400 in the HRA
on September 21, 2006. On or before December 31,
2007, F elects HDHP coverage for 2008. On June 15,
2008, F has a balance of $275 in the HRA, and elects
to have a qualified HSA distribution of the $275. Em-
ployer W contributes $275 to an HSA on behalf of F
on August 20, 2008. F is otherwise an eligible indi-
vidual as of January 1, 2008.

D does not fail to be an eligible individual as of
January 1, 2008 because after the qualified HSA dis-
tribution D has a zero balance in the HRA and does
not participate in any non-HSA compatible HRA. E
fails to be an eligible individual after the qualified
HSA distribution, because E has a balance exceed-
ing zero in the HRA after the distribution. E must
include $300 in gross income in 2008, as well as pay
an additional 10 percent tax. F fails to be an eligible
individual after the qualified HSA distribution, be-
cause F remains a participant in an HRA that is not
HSA-compatible until the end of the HRA plan year.
The result is the same regardless of whether F waived
participation in the HRA after June 15, 2008. Thus,
F must include $275 in gross income in 2008, as well
as pay an additional 10 percent tax.

Example 4. The same facts as Example 3, except
Employer W converted the general purpose HRA to
an HSA-compatible retirement HRA for all employ-
ees effective January 1, 2008.

Employee G has a balance of $275 in the HRA on
September 21, 2006, and a balance of $700 on De-
cember 31, 2007. On or before December 31, 2007,
G elects HDHP coverage beginning January 1, 2008.
G is otherwise an eligible individual as of January 1,
2008. G also elects to have a qualified HSA distribu-
tion of the $275 that was in the HRA on September
21, 2006. Employer W contributes $275 to an HSA
on behalf of G on or before March 15, 2008. G has a
balance of $425 in a retirement HRA and remains an
active employee.

G is an eligible individual as of January 1, 2008,
because the HRA G participates in is HSA-compati-
ble.

Example 5. Employer V has a fiscal year general
purpose health FSA with a grace period. The fiscal
year of the health FSA is October 1 — September 30.
The grace period ends on December 15. For the plan
year beginning October 1, 2007, Employer V offers
employees the option of electing HDHP coverage.

In December 2006, Employer V amends the
health FSA to allow for qualified HSA distributions.
The amended plan allows an employee electing
HDHP coverage for the plan year to also elect to
have any health FSA balance at the end of the plan
year, determined on a cash basis, contributed directly
to an HSA trustee for the employee. For this purpose,
the plan-year-end balance is the balance of the health
FSA without regard to any expenses incurred but not
paid. If an employee elects the qualified HSA distri-
bution, the employee cannot submit any additional
claims after September 30, 2007, regardless of when
the underlying expense was incurred. The health

FSA does not reimburse claims submitted but unpaid
as of September 30, 2007.

Employee H has a balance of $600 in the health
FSA on September 21, 2006, and a balance of $500
on September 30, 2007. On or before September 30,
2007, H elects HDHP coverage for the plan year be-
ginning October 1, 2007. H also elects to have a qual-
ified HSA distribution of the $500 remaining in the
health FSA on September 30, 2007. Employer V con-
tributes $500 to an HSA on behalf of H on or before
December 15, 2007. H is otherwise an eligible indi-
vidual as of October 1, 2007.

H does not fail to be an eligible individual as of
October 1, 2007 because after the qualified HSA dis-
tribution H has a zero balance in the health FSA.

Example 6. The same facts as Example 5, except
Employer V has a limited purpose health FSA.

Employee I has a balance of $2,000 in the lim-
ited purpose health FSA on September 21, 2006, and
a balance of $3,000 on September 30, 2007. On or
before September 30, 2007, I elects HDHP coverage
for the plan year beginning October 1, 2007. I also
elects to have a qualified HSA distribution of $2,000
that was in the health FSA on September 21, 2006.
Employer V contributes $2,000 to an HSA on behalf
of I on or before December 15, 2007. I has a balance
of $1,000 in a limited purpose health FSA. I is other-
wise an eligible individual as of October 1, 2007.

I does not fail to be an eligible individual because
I participates in an HSA-compatible health FSA.

Example 7. For 2007, Employer U has a calendar
year general purpose health FSA with a grace period
ending on March 15, 2008. Employer U has a fiscal
year health plan that begins July 1, 2007. For the
plan year beginning July 1, 2007, Employer U offers
employees the option of electing HDHP coverage.

Before January 1, 2008, Employer U amends the
health FSA to allow for qualified HSA distributions.
The amended plan allows an employee electing
HDHP coverage to also elect to have any health FSA
balance at year-end, determined on a cash basis, con-
tributed directly to an HSA trustee for the employee.
For this purpose, the year-end balance is the balance
of the health FSA without regard to any expenses
incurred but not paid. Under the amendment, if an
employee elects the qualified HSA distribution, the
employee cannot submit any additional claims after
December 31, 2007, regardless of when the underly-
ing expense was incurred. The health FSA does not
pay claims submitted but unpaid as of December 31,
2007.

Employee J has a balance of $500 in the health
FSA on September 21, 2006, and a balance of $400
on June 30, 2007. On or before June 30, 2007, J
elects HDHP coverage for the immediately following
health plan year. J also elects to have a qualified HSA
distribution of $400 that was in the health FSA on
June 30, 2007. Employer U contributes $400 to an
HSA on behalf of J on or before September 15, 2007.
J is an otherwise eligible individual as of July 1, 2007.

J fails to be an eligible individual after the dis-
tribution because J’s participation in a health FSA
is not disregarded coverage until January 1, 2008,
even though the qualified HSA distribution reduces
the balance of the health FSA to zero. J must include
$400 in his gross income for 2007, and pay an addi-
tional 10 percent tax. J is an eligible individual on
January 1, 2008.
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Example 8. For 2007, Employer T has a calendar
year general purpose health FSA with a grace period
ending on March 15, 2008. Employer T offers em-
ployees the option of electing HDHP coverage for the
plan year beginning January 15, 2008.

Before January 1, 2008, Employer T amends the
health FSA to allow for qualified HSA distributions.
The amended plan allows an employee electing
HDHP coverage to also elect to have any health FSA
balance at year-end, determined on a cash basis, con-
tributed directly to an HSA trustee for the employee.
For this purpose, the year-end balance is the balance
of the health FSA without regard to any expenses
incurred but not paid. Under the amendment, if an
employee elects the qualified HSA distribution, the
employee cannot submit any additional claims after
December 31, 2007, regardless of when the underly-
ing expense was incurred. The health FSA does not
pay claims submitted but unpaid as of December 31,
2007.

Employee K has a balance of $1,000 in the health
FSA on September 21, 2006, and a balance of $700
on December 31, 2007. On or before December 31,
2007, K elects HDHP coverage for the plan year be-
ginning January 15, 2008. K also elects to have a
qualified HSA distribution of the $700 remaining in
the health FSA on December 31, 2007. Employer T
contributes $700 to an HSA on behalf of K after Feb-
ruary 1, 2008, but before March 15, 2008. K is oth-
erwise an eligible individual as of January 15, 2008.

Employee L has a balance of $175 in the health
FSA on September 21, 2006, and a balance of $150
on December 31, 2007. On or before December 31,
2007, L elects HDHP coverage for the plan year be-
ginning January 15, 2008. L also elects to have a
qualified HSA distribution of the $150 remaining in
the health FSA on December 31, 2007. Employer T
contributes $150 to an HSA on behalf of L on January
25, 2008.

K does not fail to be an eligible individual because
K has a zero balance in the health FSA after the qual-
ified HSA distribution. K is eligible to contribute to
the HSA as of February 1, 2008. L is not an eligible
individual at the time of the distribution because L
does not have HDHP coverage on the first day of Jan-
uary. L must include $150 in gross income in 2008,
and pay an additional 10 percent tax. As of Febru-
ary 1, 2008, L is an eligible individual because L has
HDHP coverage and no other health plan coverage
that is not an HDHP, is not enrolled in Medicare, and
cannot be claimed as a dependent on another person’s
tax return.

Transition Rule Examples

Example 9. For 2006, Employer S has a calendar
year general purpose health FSA with a grace period
ending on March 15, 2007. Employer S offers em-
ployees the option of electing HDHP coverage for the
plan year beginning January 1, 2007.

Employer S amends the health FSA to allow for
qualified HSA distributions. The amended plan al-
lows an employee electing HDHP coverage to also
elect to have any health FSA balance at year-end, de-
termined on a cash basis, contributed directly to an
HSA trustee for the employee. For this purpose, the
year-end balance is the balance of the health FSA
without regard to any expenses incurred but not paid.
During the period from January 1, 2007 to March 15,

2007, an employee electing HDHP coverage for 2007
may elect a qualified HSA distribution of the health
FSA balance. The amount of the qualified HSA dis-
tribution is determined on a cash basis on the date of
the distribution.

Employee M has a balance of $850 on December
31, 2006. On or before December 31, 2006, M elects
HDHP coverage beginning January 1, 2007. M does
not elect to have a qualified HSA distribution of the
$850 remaining in the health FSA on December 31,
2006. M incurred $850 of § 213(d) expenses after
January 1 and the health FSA reimbursed M for that
amount. M’s health FSA balance is zero on January
22, 2007. M is otherwise an eligible individual as of
January 1, 2007.

Employee N has a balance of $800 in the health
FSA on September 21, 2006, and a balance of $200
on December 31, 2006. On or before December 31,
2006, N elects HDHP coverage beginning January 1,
2007. During January 2007, the health FSA reim-
burses N for $50 in § 213(d) medical expenses. On
February 12, 2007, N elects to have a qualified HSA
distribution of the remaining health FSA balance of
$150. Employer S contributes $150 to an HSA on
behalf of N on or before March 15, 2007. N is other-
wise an eligible individual as of January 1, 2007.

Employee O has a balance of $300 in the health
FSA on September 21, 2006, and a balance of $175
on December 31, 2006. On or before December 31,
2006, O elects HDHP coverage for 2007. On or be-
fore March 15, 2007, O also elects to have a qualified
HSA distribution of the $175 remaining in the health
FSA on December 31, 2006. Employer S contributes
$175 to an HSA on behalf of O on or before March
15, 2007. O is otherwise an eligible individual as of
January 1, 2007.

M has disqualifying coverage by the health FSA
until April 1, 2007 because M neither had a zero bal-
ance in the FSA on December 31, 2006 nor did M
have a zero balance following a qualified HSA dis-
tribution on or before March 15, 2007. N is an eligi-
ble individual as of January 1, 2007 because after the
qualified HSA distribution N has a zero balance in a
health FSA. O is an eligible individual as of January
1, 2007, because after the qualified HSA distribution
O has a zero balance in a health FSA.

Example 10. The same facts as Example 9, except
M and N incurred their respective $850 and $50 in
§ 213(d) medical expenses in December 2006. M and
N submitted the expenses and were reimbursed from
the health FSA for the expenses after January 1, 2007
and before February 1, 2007. On February 12, 2007,
N elects to have a qualified HSA distribution of the
remaining health FSA balance of $150. Employer
S contributes $150 to an HSA on behalf of N on or
before March 15, 2007. N is otherwise an eligible
individual as of January 1, 2007.

M has disqualifying coverage by the health FSA
until April 1, 2007, because M neither has a zero bal-
ance in the FSA on December 31, 2006 nor did M
have a zero balance following a qualified HSA dis-
tribution on or before March 15, 2007. N is an eligi-
ble individual as of January 1, 2007 because after the
qualified HSA distribution N has a zero balance in a
health FSA.

Examples of Additional 10 Percent Tax

Example 11. Employee P, who is 32 years old,
has HDHP coverage as of January 1, 2008. P elects
to have a qualified HSA distribution on or before De-
cember 31, 2007. On or before March 15, 2008, P’s
employer contributes $250 from a general purpose
health FSA to an HSA on behalf of P in a qualified
HSA distribution meeting the requirements of section
302 of the Act and this notice. Following the quali-
fied HSA distribution, P has a balance of zero in the
general purpose health FSA.

In July 2008, P terminates employment with
Employer R, and begins employment with Employer
Q. Employer Q does not offer an HDHP. P obtains
health coverage under a low deductible health plan,
and ceases to be an eligible individual for HSA
purposes. P must include the $250 qualified HSA
distribution in his gross income for 2008, and pay
an additional 10 percent tax under § 106(e)(3) of the
Code. P does not have to withdraw the $250 from
his HSA, and the amounts in the HSA may grow
tax-free.

Example 12. The same facts as Example 11, ex-
cept in February 2009, P uses $200 from his HSA
for a nonqualified medical expense. The $200 is in-
cluded in P’s gross income for 2009 and is subject to
an additional 10 percent tax under § 223(f)(4) of the
Code.

Example 13. The same facts as Example 12, ex-
cept P uses $200 from his HSA for a qualified med-
ical expense. The $200 is not included in P’s gross
income, and there is no additional tax.

NO EFFECT ON HSA
ESTABLISHMENT DATE

Qualified medical expenses for HSA
purposes are only expenses incurred after
the HSA is established. Notice 2004–2,
2004–1 C.B. 269, Q&A–26. While this
notice provides that certain individuals are
treated as eligible individuals as of the first
day of the plan year, those rules do not treat
an HSA as established before the actual es-
tablishment of the HSA.

State trust law determines when an
HSA is established. Most state trust laws
require that for a trust to exist, an asset
must be held in trust; thus, most state trust
laws require that a trust must be funded to
be established.

REPORTING

Amounts transferred through a quali-
fied HSA distribution are not reported in
box 12 of Form W–2. Employers are not
responsible for reporting whether an em-
ployee receiving a qualified HSA distribu-
tion remains an eligible individual during
the testing period. However, employers
must report qualified HSA distributions as
rollover contributions to the HSA trustee,
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and the HSA trustee must report the quali-
fied HSA distribution as a rollover contri-
bution on Form 5498–SA.

EFFECTIVE DATE

The provision in the Act allowing qual-
ified HSA distributions from health FSAs
and HRAs is effective on or after Decem-
ber 20, 2006, and before January 1, 2012.

EFFECT ON OTHER DOCUMENTS

Published guidance under § 105(b)
states that if any person has the right to
receive cash or any other taxable or non-
taxable benefit under a health FSA or
HRA, other than the reimbursement of
§ 213(d) medical expenses of the em-
ployee, employee’s spouse or employee’s
dependents, then all distributions made
from the arrangement are included in the
employee’s gross income, even amounts
paid to reimburse medical care. See Rev.
Rul. 2006–36, 2006–36 I.R.B. 353; Rev.
Rul. 2005–24, 2005–1 C.B. 892; Rev.
Rul. 2003–102, 2003–2 C.B. 559; No-
tice 2002–45, 2002–2 C.B. 93; Rev. Rul.
2002–41, 2002–2 C.B. 75; Rev. Rul.
69–141, 1969–1 C.B. 48. New § 106(e)
provides that a health FSA or HRA will
not fail to satisfy the requirements of
§§ 105 or 106 merely because the plan
provides for a qualified HSA distribu-
tion. Amounts rolled into an HSA may
be used for purposes other than reimburs-
ing the § 213(d) medical expenses of the
employee, spouse or dependents. Ac-
cordingly, Rev. Rul. 2006–36, Rev. Rul.
2005–24, Rev. Rul. 2003–102, Notice
2002–45, Rev. Rul. 2002–41, and Rev.
Rul. 69–141 are modified with respect to
qualified HSA distributions described in
§ 106(e). In addition, Notice 2005–86,
2005–2 C.B. 1075, is modified effective
as of December 20, 2006.

DRAFTING INFORMATION

The principal author of this notice is
Leslie R. Paul of the Office of Division
Counsel/Associate Chief Counsel (Tax Ex-
empt and Government Entities). For fur-
ther information regarding this notice, con-
tact Ms. Paul at (202) 622–6080 (not a
toll-free call).

26 CFR 601.702: Publication, public inspection, and
specific requests for records.
(Also: Part l, Section 6103(p)(2).)

Rev. Proc. 2007–22

SECTION 1. PURPOSE

This revenue procedure modifies the
payment procedures for user fees applica-
ble to the processing of Form 8802, Appli-
cation for United States Residency Certifi-
cation, to allow for the electronic payment
of such fees effective April 2, 2007.

SECTION 2. BACKGROUND

Form 8802 is used to request Form
6166, a letter that the applicant may use as
proof of the applicant’s status as a resident
of the United States to claim benefits un-
der an income tax treaty or an exemption
from a value added tax (VAT) imposed by
a foreign country.

Rev. Proc. 2006–35, 2006–37 I.R.B.
434, announced that a new user fee charge
will apply to process all requests for resi-
dency certification on Form 8802. Section
3.01 of the revenue procedure describes
the fee schedule, and section 3.02 pro-
vides that the fee must be paid by check or
money order to the United States Treasury
in U.S. dollars.

Notice 2006–90, 2006–42 I.R.B. 688,
modified Rev. Proc. 2006–35, by delaying
the effective date of the user fee charge for
processing Form 8802 until November 1,
2006.

Recognizing the administrative advan-
tages to both taxpayers and the IRS of
alternative payment methods, the IRS is
making arrangements to allow for the elec-
tronic payment of these fees.

SECTION 3. PROCEDURES

Effective for Forms 8802 submitted on
or after April 2, 2007, payment of user fees
for Form 8802 may be made electronically
to the IRS. The specific instructions for
making payments electronically will be in-
cluded in the next version of Form 8802
and its accompanying instructions, to be is-
sued in March 2007. All further changes
and modifications to these payment proce-
dures will be reflected in Form 8802 and
its accompanying instructions.

SECTION 4. INQUIRIES

For information regarding processing
of Form 8802 and the user fees, con-
tact Mr. Robert Hergenhan of Wage and
Investment, Customer Account Service,
Accounts Management at (215) 516–6685
(not a toll-free call).

SECTION 5. EFFECT ON OTHER
DOCUMENTS

Effective February 9, 2007, Rev. Proc.
2006–35, as modified by Notice 2006–90,
is further modified.

SECTION 6. EFFECTIVE DATE

This revenue procedure is effective
February 9, 2007.

SECTION 7. DRAFTING
INFORMATION

The principal author of this revenue
procedure is Ms. Quyen P. Huynh of
the Office of Associate Chief Counsel
(International). For further information
regarding this revenue procedure, contact
Quyen P. Huynh at (202) 622–3880 (not a
toll-free call).

26 CFR 1.1441–1: Requirement for deduction and
withholding of tax on payments to foreign persons.
(Also: Part I, §§ 263, 263A.)

Rev. Proc. 2007–23

SECTION 1. PURPOSE

This revenue procedure provides ad-
ministrable tax rules under domestic and
international provisions of the Internal
Revenue Code for certain patent cross
licensing arrangements. This revenue pro-
cedure is issued in response to comments
and requests for guidance in connection
with Notice 2006–34, 2006–14 I.R.B. 705.
In general, and as described below, this
revenue procedure provides rules permit-
ting taxpayers to change to, or continue
to use, the Net Consideration Method de-
scribed in section 5 of this revenue proce-
dure for a qualified patent cross licensing
arrangement (QPCLA) described in sec-
tion 4 of this revenue procedure. This
revenue procedure does not provide rules
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concerning the treatment of cross licens-
ing arrangements that are not QPCLAs.

SECTION 2. DEFINITIONS

.01 Application. The definitions con-
tained in this section 2 apply only for pur-
poses of this revenue procedure.

.02 Cross Licensing Arrangement. A
“cross licensing arrangement” is a contrac-
tual arrangement between two or more par-
ties that own intellectual property under
which each party grants to the other a li-
cense of specified intellectual property that
is properly characterized as a license under
applicable U.S. tax law principles.

.03 Consideration. The term “consid-
eration” means, with respect to a cross li-
censing arrangement, any license rights,
cash, or other consideration paid or re-
ceived pursuant to the arrangement.

.04 Controlled. The term “controlled”
has the same meaning as in § 1.482–1(i)(4)
of the Income Tax Regulations.

SECTION 3 . BACKGROUND

.01 Request for Comments. Notice
2006–34 requested comments, informa-
tion, and documents on cross licensing
arrangements, including the: (i) business
circumstances in which the arrangements
arise; (ii) legal and factual means for dis-
tinguishing between different types of, or
uses for, the arrangements; (iii) means for
sourcing income from the arrangements;
(iv) means for valuing cross-licensed
rights; (v) financial accounting treatment
of the arrangements; and (vi) foreign tax
treatment of the arrangements.

.02 Comments. In response to the re-
quests for information contained in Notice
2006–34, several commentators stated that
many cross licensing arrangements are en-
tered into primarily to provide each party
with unfettered use of its own patents.
In this way, the parties seek “freedom
to operate” or the freedom to use their
own intellectual property without threat
of costly patent litigation from the po-
tentially competing patent claims of the
other party. These arrangements may be
worded to insure “patent exhaustion” (that
is, they are worded to confer rights to
make, have made, import, sell, lease, use,
or otherwise dispose of patented prod-
ucts). Commentators also stated that the
use of cross licensing arrangements in

this context would not typically include
the transfer of other technology, such as
know-how, copyright, or trademark rights.
Commentators also indicated that these ar-
rangements may or may not involve cash
payments. These arrangements generally
are nonexclusive.

Commentators indicated that parties to
a cross licensing arrangement entered into
to avoid patent litigation typically do not
attempt to value the underlying patents
prior to entering into the arrangement be-
yond a broad relative judgment that is re-
flected in the amount of cash payments, if
any, between the parties.

Commentators pointed to the particu-
lar circumstances of patent law. Reports
offered by the U.S. Patent and Trademark
Office (USPTO) indicate drastic increases
in the numbers of patents applied for
and granted over the last 50 years. For
instance, in 1950 the USPTO received
74,108 patent applications and granted
47,847 patents; by 2000, the USPTO re-
ceived 315,015 patent applications and
granted 175,455 patents. United States
Patent and Trademark Office, Table of
Annual U.S. Patent Activity Since 1790,
available at http://www.uspto.gov/web/
offices/ac/ido/oeip/taf/h_counts.pdf. At
the same time, commentators indicated
that a large number of patent infringe-
ment suits are filed each year with large
associated costs. Commentators indicated
that businesses, when faced with a po-
tential “patent thicket,” often choose to
negotiate and enter into cross licensing
arrangements rather than face uncertain
results and expenses that might accom-
pany patent litigation.

Commentators also described other
technology sharing business arrangements
that may involve a shared business purpose
and the sharing of intellectual property
beyond patent rights. In addition to pro-
viding information regarding the different
uses for cross licensing and other technol-
ogy sharing arrangements, commentators
stated their view that, under established
tax law principles, the execution of a cross
licensing arrangement without any cash
payment is not an income recognition
event that would trigger withholding tax.

Commentators also indicated that at-
tempting to value any rights granted under
a cross licensing arrangement, or to source
any income arising therefrom, would be
extremely difficult, likely incorporating

all of the uncertainties of both patent law
and tax law. Commentators indicated that,
under U.S. generally accepted accounting
principles, profit or loss is generally re-
ported with respect to cross licenses and
similar arrangements only to the extent of
any cash payments. Commentators said
that several policy objectives, including
maintaining U.S. competitiveness in the
global marketplace in light of foreign taxa-
tion rules, would be hindered if an amount
in excess of any cash received under a
cross licensing arrangement were subject
to withholding.

For all these reasons, commentators
urged that only cash received under a
cross licensing arrangement should be
subject to withholding.

.03 Applicable Law.
Section 61(a) of the Internal Revenue

Code provides the general rule that, ex-
cept as otherwise provided by law, gross
income includes all income from whatever
source derived.

Section 162 permits a taxpayer to
deduct all the ordinary and necessary ex-
penses paid or incurred during the taxable
year in carrying on any trade or business.

Section 263(a) provides that no deduc-
tion shall be allowed for any amount paid
out for new buildings or for permanent
improvements or betterments made to in-
crease the value of any property or estate.

Section 263A provides that in the case
of any property to which § 263A applies,
the direct costs of such property and such
property’s proper share of those indirect
costs (including taxes), part or all of which
are allocable to such property shall, in the
case of property which is inventory in the
hands of the taxpayer, be included in in-
ventory costs and, in the case of any other
property, shall be capitalized. With cer-
tain exceptions, § 263A applies to real or
tangible personal property produced by the
taxpayer and real or personal property de-
scribed in § 1221(a)(1) which is acquired
by the taxpayer for resale.

In relevant part, §§ 871(a) and 881(a)
impose a 30-percent tax on U.S. source
fixed or determinable annual or period-
ical gains, profits, and income (FDAP)
received by nonresident aliens and foreign
corporations to the extent such FDAP is
not effectively connected with the con-
duct of a trade or business within the
United States. Royalties, whether paid in
one lump sum or periodically, constitute
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FDAP. Commissioner v. Wodehouse,
337 U.S. 369, 392 (1949); see also
§§ 1.871–7(b)(1) and 1.1441–2(b).

Section 1441(a) provides the general
rule that all payors having the control,
receipt, custody, disposal or payment of
items described in § 1441(b) must deduct
and withhold a tax equal to 30 percent
on payments of certain items of income
to nonresident aliens to the extent that
such items constitute gross income from
sources within the United States. Sec-
tion 1441(b) provides that these items
of income include interest, dividends,
rent, salaries, wages, premiums, annuities,
compensations, remunerations and emol-
uments or other fixed or determinable
annual or periodical gains, profits, and
income. Section 1442(a) provides that, in
the case of foreign corporations subject
to taxation under subtitle A of the Code,
there shall be deducted and withheld at
the source in the same manner and on the
same items of income as is provided in
§ 1441 a tax equal to 30 percent thereof.

Section 861(a)(4) provides that rentals
or royalties from property located in the
United States or from any interest in such
property, including rentals or royalties for
the use of or for the privilege of using in the
United States patents, copyrights, secret
processes and formulas, good will, trade
marks, trade brands, franchises, and other
like property, shall be treated as income
from sources within the United States.

Section 862(a)(4) provides that rentals
or royalties from property located without
the United States or from any interest in
such property, including rentals or royal-
ties for the use of or for the privilege of
using without the United States patents,
copyrights, secret processes and formulas,
good will, trade marks, trade brands, fran-
chises, and other like property, shall be
treated as income from sources without the
United States.

Section 863(a) provides that items of
gross income, expenses, losses, and de-
ductions, other than those specified in
§§ 861(a) and 862(a), shall be allocated or
apportioned to sources within or without
the United States, under regulations pre-
scribed by the Secretary.

Section 863(b) provides that, in the
case of gross income derived from sources
partly within and partly without the Unites
States, the taxable income may first be
computed by deducting the expenses,

losses, or other deductions apportioned
or allocated thereto and a ratable part of
any expenses, losses, or other deductions
which cannot definitely be allocated to
some item or class of gross income. The
section further provides that the portion
of such taxable income attributable to
sources within the United States may be
determined by processes or formulas of
general apportionment prescribed by the
Secretary.

Sections 871(b) and 882 provide that
when a nonresident alien individual or a
foreign corporation is engaged in a trade
or business within the United States, the
individual or corporation is taxable at U.S.
graduated tax rates on taxable income
which is effectively connected with the
conduct of a trade or business within the
United States (ECI). Section 864(c) pro-
vides specific rules for determining the
income, gain, or loss treated as ECI.

Section 1031(a)(1) provides generally
that no gain or loss is recognized on the
exchange of property held for productive
use in a trade or business or for invest-
ment if such property is exchanged solely
for property of like kind which is to be held
either for productive use in a trade or busi-
ness or for investment. For § 1031 to ap-
ply, a taxpayer must have realized gain or
loss from a disposition of property, as de-
scribed in § 1001. While a sale or other
disposition of a patent generally gives rise
to a gain or loss under § 1001, the mere
grant of a patent license does not because
it is not a sale or other disposition of prop-
erty within the meaning of § 1001(a). Sim-
ilarly, gain or loss under § 1001 does not
arise in the case of mutual grants of li-
censes. Thus, § 1031 has no application to
a QPCLA addressed in this revenue proce-
dure.

In general, the foregoing rules regard-
ing inclusion, deduction, sourcing, and
withholding operate independently as to
each item of gross income and expense.

.04 Administrability Issues. The Trea-
sury Department (Treasury) and the Inter-
nal Revenue Service (IRS) recognize that
QPCLAs entered into by uncontrolled par-
ties to pursue their businesses free from
potential patent infringement claims raise
many difficult issues for both taxpayers
and the IRS. In light of the large number
of patent applications and grants, and the
difficulty and cost of resolving patent in-
fringement disputes, it is often very diffi-

cult to ascertain the validity and scope of
patent rights without incurring significant
expense, which may include the cost of lit-
igation. Thus, this unique interaction of
patent and tax law creates administrative
challenges for the taxation of QPCLAs.

For instance, while valuation of intel-
lectual property is always difficult, valu-
ation of patent rights is exceedingly diffi-
cult where the parties enter into the cross
licensing arrangement to avoid or settle
patent infringement disputes. Uncertainty
in the patent law increases the difficulties
of reaching a valuation when the parties
enter into a cross licensing arrangement to
avoid the costs and risks of determining
their ultimate patent rights by litigation.

Similarly, the sourcing of gross income
from QPCLAs entered into to avoid or
settle patent infringement disputes may
present administrative problems. In those
arrangements, the difficulty in tracing the
location and use of intangibles to a particu-
lar jurisdiction in the absence of objective
benchmarks (for example, if a QPCLA
did not provide for per-unit cash royalties
based on sales of products) may make it
difficult to allocate income to a particular
source.

For these reasons, Treasury and the
IRS have determined that, in the interest
of sound tax administration, taxpayers are
not required to take into account amounts
other than the “net consideration” as de-
fined in section 5.02 of this revenue pro-
cedure for QPCLAs described in section 4
of this revenue procedure.

SECTION 4. QUALIFIED PATENT
CROSS LICENSING ARRANGEMENT
(QPCLA)

A QPCLA is a nonexclusive, nontrans-
ferable patent cross licensing arrangement
among uncontrolled parties, the subject
matter of which is limited to the parties’
present or future patent rights, as specified
in the arrangement. If the parties to an
arrangement also engage in more than de
minimis licensing or other transfer of other
intangible property (including copyrights,
trademarks, and know how) pursuant to
the arrangement, the arrangement is not a
QPCLA. The determination of whether the
licensing or other transfer of other intan-
gible property is de minimis is determined
under all the facts and circumstances.
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SECTION 5. NET CONSIDERATION
METHOD

.01 Scope. The Net Consideration
Method provided in this section 5 may
be used for a QPCLA by any taxpayer
without regard to whether the taxpayer
has made a payment of income subject to
withholding with respect to the QPCLA.

.02 Net Consideration. For purposes
of this section, “net consideration” is de-
fined as the amount of consideration other
than license rights and de minimis other in-
tangible property received in the taxable
year by a party pursuant to the arrange-
ment, reduced by the amount of consider-
ation other than license rights and de min-
imis other intangible property paid in the
taxable year by the party pursuant to the
arrangement.

.03 Financial Statement Conformity. A
taxpayer may not use the Net Considera-
tion Method discussed in this section for
a QPCLA unless the taxpayer takes into
account only the “net consideration”, as
defined in subsection 5.02 of this revenue
procedure, for such arrangement on its au-
dited financial statements (if any), or simi-
lar statement in the case of a foreign corpo-
ration, for all years ending after February
14, 2007, that the net consideration method
is used for tax purposes.

.04 Use of Net Consideration Method.
A taxpayer choosing to use the Net Con-
sideration Method must apply the Net
Consideration Method as provided in
sections 5.05 and 5.06 of this revenue pro-
cedure. The use of the Net Consideration
Method will be presumed to clearly reflect
a taxpayer’s income.

.05 Withholding. Under the Net Con-
sideration Method, only the net consid-
eration transferred between the parties to
a QPCLA during a taxable year will be
taken into account for withholding pur-
poses. The Net Consideration Method ap-
plies whether the QPCLA is entered into
in advance of, during, or after a patent dis-
pute.

.06 Capitalization. Under the Net Con-
sideration Method, only the net consid-
eration transferred between the parties to
a QPCLA during a taxable year will be
taken into account for capitalization pur-
poses under § 263(a) or § 263A of the
Code.

.07 Example. X, a domestic corporation, and Y,

a foreign corporation, each hold patents potentially

implicated by the manufacture and sale of product P.

In addition, each actively engages in the manufacture

and sale of product P on a global basis. Y does not

have income effectively connected with a U.S. trade

or business. In 2007, X and Y enter into a QPCLA

with respect to their respective patents. In accordance

with the terms of the QPCLA, $20 million is paid by

X to Y. The only consideration for the QPCLA taken

into account on X’s financial statements is the $20

million payment made by X to Y. X may use the Net

Consideration Method to determine its withholding

obligations and the amount subject to capitalization

for federal income tax purposes.
Under the Net Consideration Method, only the

$20 million payment made by X under the QPCLA
is treated as income to Y for withholding purposes.
Therefore, withholding under § 1442 will apply only
with respect to the portion of the $20 million payment
by X attributable to U.S. sources under § 861(a)(4).
Further, only the $20 million payment by X is subject
to capitalization under § 263(a) or § 263A.

SECTION 6. CHANGE IN
ACCOUNTING METHOD

A change in the reporting of a QPCLA
to the Net Consideration Method described
in section 5 of this revenue procedure is a
change in method of accounting within the
meaning of §§ 446 and 481 and the reg-
ulations issued thereunder. Accordingly,
a taxpayer that wishes to change its treat-
ment for a QPCLA to the Net Consid-
eration Method must obtain the consent
of the Commissioner under §§ 446(e) and
1.446–1(e)(3).

SECTION 7. EFFECTIVE DATE

In general, the rules described in this
revenue procedure apply to a QPCLA en-
tered into on or after February 14, 2007.

SECTION 8. QPCLAS ENTERED
INTO PRIOR TO THIS REVENUE
PROCEDURE

Use of the Net Consideration Method
described in section 5 of this revenue pro-
cedure for a QPCLA entered into prior to
February 14, 2007 will not be raised as an
issue by the IRS. If a taxpayer uses the Net
Consideration Method described in section
5 of this revenue procedure for one or more
QPCLAs entered into prior to February 14,
2007, and its use of that method is an is-
sue under consideration (within the mean-
ing of section 3.09 of Rev. Proc. 2002–9,
2002–1 C.B. 327, or its successor) in ex-
amination, in appeals, or before the U.S.

Tax Court, that issue will not be further
pursued by the IRS.

SECTION 9. COMMENTS

.01 Comments Requested. The Trea-
sury and IRS request comments on the def-
inition of a QPCLA and whether the Net
Consideration Method also should extend
to other types of cross licensing arrange-
ments and, if so, under what conditions.

For example, comments are requested
on the tax treatment of cross licensing
arrangements for the joint development
of intellectual property discussed in com-
ments in response to Notice 2006–34.
Such cross licensing arrangements are not
within the definition of a QPCLA because
the parties to such arrangements also en-
gage in more than de minimis licensing or
other transfer of other intangible property
pursuant to the arrangements. The Trea-
sury and IRS are considering, however,
whether it may be appropriate to extend
similar tax treatment to those arrange-
ments. See § 1.482–7(g)(2) and (g)(8),
Examples 4 and 5.

.02 Submission of Comments. Written
comments may be submitted to the Office
of Associate Chief Counsel (Interna-
tional), Attention: John E. Hinding (Rev-
enue procedure 2007–23), CC:INTL:6,
Internal Revenue Service, 1111 Con-
stitution Avenue, N.W., Washington,
DC 20224. Alternatively, taxpayers
may submit comments electronically to
revenue procedure.comments@irscoun-
sel.treas.gov. Please include “Revenue
Procedure 2007–23” in the subject line
of any electronic communications. Com-
ments will be available for public inspec-
tion and copying.

SECTION 10. DRAFTING
INFORMATION

The principal authors of this revenue
procedure are John E. Hinding of the Of-
fice of Associate Chief Counsel (Interna-
tional) and Martin Scully, Jr. of the Office
of Associate Chief Counsel (Income Tax
& Accounting). However, other person-
nel from the IRS and Treasury participated
in their development. For comments or
questions regarding the international pro-
visions applicable to cross licenses cov-
ered by this revenue procedure, contact
John E. Hinding at 202–435–5265 (not a
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toll-free call). For comments or questions
regarding the domestic provisions applica-

ble to cross licenses covered by this rev- enue procedure, contact Martin Scully, Jr.
at 202–622–8066 (not a toll-free call).
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Part IV. Items of General Interest
Notice of Proposed
Rulemaking by
Cross-Reference to
Temporary Regulations

Certain Transfers of Stock or
Securities by U.S. Persons to
Foreign Corporations

REG–147144–06

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking
by cross-reference to temporary regula-
tions.

SUMMARY: In this issue of the Bulletin,
the IRS is issuing temporary regulations
(T.D. 9311) under section 367(a) of the
Internal Revenue Code (Code) regarding
gain recognition agreements. These reg-
ulations are necessary to respond to com-
ments requested in Notice 2005–74. The
regulations primarily affect U.S. persons
that transfer stock or securities to foreign
corporations or corporations engaged in
transactions that affect existing gain recog-
nition agreements. The text of those regu-
lations also serves as the text of these pro-
posed regulations. The preamble to the
temporary regulations explains the tempo-
rary regulations and these proposed regu-
lations.

DATES: Written or electronic comments
and requests for a public hearing must be
received by May 7, 2007.

ADDRESSES: Send submissions to:
CC:PA:LPD:PR (REG–147144–06),
room 5203, Internal Revenue Ser-
vice, PO Box 7604, Ben Franklin Sta-
tion, Washington, DC 20044. Submis-
sions may be hand-delivered Monday
through Friday between the hours of
8 a.m. and 4 p.m. to CC:PA:LPD:PR
(REG–147144–06), Courier’s Desk, In-
ternal Revenue Service, 1111 Constitution
Avenue, NW, Washington, DC, or sent
electronically, via the IRS Internet site at
www.irs.gov/regs or via the Federal eRule-
making Portal at www.regulations.gov
(IRS REG–147144–06).

FOR FURTHER INFORMATION
CONTACT: Concerning the proposed reg-
ulations, Daniel McCall, (202) 622–3860;
concerning submissions of comments, re-
quests for a public hearing, and/or to be
placed on the building access list to attend
a hearing, contact Richard Hurst at (202)
622–7180 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collections of information con-
tained in this notice of proposed rulemak-
ing have been submitted to the Office of
Management and Budget for review in
accordance with the Paperwork Reduc-
tion Act of 1995 (44 U.S.C. 3507(d)).
Comments on the collection of infor-
mation should be sent to the Office of
Management and Budget, Attn: Desk
Officer for the Department of the Trea-
sury, Office of Information and Regula-
tory Affairs, Washington, DC 20503, with
copies to the Internal Revenue Service,
Attn: IRS Reports Clearance Officer,
SE:W:CAR:MP:T:T:SP, Washington, DC
20224. Comments on the collection of
information should be received by May 7,
2007.

Comments are specifically requested
concerning:

Whether the proposed collections of in-
formation are necessary for the proper per-
formance of the functions of the Internal
Revenue Service, including whether the
information will have practical utility;

The accuracy of the estimated burden
associated with the proposed collection of
information;

How the quality, utility, and clarity of
the information to be collected may be en-
hanced;

How the burden of complying with the
proposed collections of information may
be minimized, including through the appli-
cation of automated collection techniques
or other forms of information technology;
and

Estimates of capital and start-up costs
of operation, maintenance, and purchase of
service to provide information.

The collections of information
in this proposed regulation is in
§1.367(a)–8(b)(3)(iii), (e)(1) through

(e)(8), and (g). Responses to these col-
lections of information are required to
prevent triggering gain recognition agree-
ments—for example, by submitting new
gain recognition agreements or by sub-
mitting elections to reduce basis in certain
stock. Responses are also required to fa-
cilitate electronic filing. These regulations
include a rule requiring that gain or inter-
est due under section 367(a) be included
in a schedule that can be attached to a
taxpayer’s electronically-filed return. Re-
sponse to these collections of information
is mandatory. The likely respondents are
large corporations.

Estimated total annual reporting bur-
den: 240.

Estimated average annual burden hours
per respondent: from 1 hour to 2 hours,
depending on individual circumstances.

Estimated number of respondents: 170.
An agency may not conduct or sponsor,

and a person is not required to respond
to, a collection of information, unless the
collection of information displays a valid
control number assigned by the Office of
Management and Budget.

Books or records relating to these col-
lections of information must be retained as
long as their contents may become mate-
rial in the administration of any internal
revenue law. Generally, tax returns and tax
return information are confidential, as re-
quired by 26 U.S.C. 6103.

Background and Explanation of
Provisions

Temporary regulations in this issue of
the Bulletin amend the Income Tax Reg-
ulations (26 CFR part 1) relating to sec-
tion 367(a) of the Internal Revenue Code
(Code) and gain recognition agreements.
The text of those regulations also serves as
the text of these proposed regulations. The
preamble to the temporary regulations ex-
plains the temporary regulations and these
proposed regulations.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a significant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory as-
sessment is not required.
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It is hereby certified that the collec-
tions of information contained in these
regulations will not have a significant
economic impact on a substantial number
of small entities. Accordingly, a regula-
tory flexibility analysis is not required.
These regulations primarily will affect
United States persons that are large corpo-
rations engaged in cross-border corporate
transactions. Thus, the number of af-
fected small entities—in whichever of the
three categories defined in the Regulatory
Flexibility Act (small businesses, small
organizations, and small governmental ju-
risdictions)—will not be substantial. The
IRS and Treasury Department estimate
that small organizations and small gov-
ernmental jurisdictions are likely to be
affected only insofar as they might hold
a portfolio interest in stock or securities
and in the unlikely event that they transfer
such stock or securities to a foreign cor-
poration. While a certain number of small
entities may transfer stock or securities to
a foreign corporation in connection with
an acquisition or reorganization, the IRS
and Treasury Department do not anticipate
the number to be substantial. Furthermore,
the IRS and Treasury Department estimate
that those small entities that are affected
by the regulations will likely face a burden
of approximately two hours at an hourly
rate of $200. Considering that the collec-
tions of information enable taxpayers to
defer or avoid the recognition of poten-
tially large amounts of gain that is subject
to a gain recognition agreement, IRS and
Treasury believe that $400 is not a signif-
icant economic impact. Comments about
the accuracy of this certification may be
submitted to the addresses provided in the
preamble. Pursuant to section 7805(f) of
the Internal Revenue Code, this regulation
has been submitted to the Chief Counsel
for Advocacy of the Small Business Ad-
ministration for comment on its impact on
small business.

Comments and Requests for a Public
Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written comments
(a signed original and eight (8) copies)
or electronic comments that are submitted
timely to the IRS. The IRS and Treasury
Department specifically request comments

on the clarity of the proposed rules and
how they can be made easier to understand.
For additional requests for comments, see
the section “Request for Comments,” in
the preamble to the cross-referenced tem-
porary regulations of this issue of the Bul-
letin. All comments will be available for
public inspection and copying. A public
hearing will be scheduled if requested in
writing by any person that timely submits
written comments. If a public hearing is
scheduled, notice of the date, time, and
place for the public hearing will be pub-
lished in the Federal Register.

Drafting Information

The principal author of these proposed
regulations is Daniel McCall of the Of-
fice of Associate Chief Counsel (Interna-
tional). However, other personnel from the
IRS and the Treasury Department partici-
pated in their development.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is proposed
to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding new entries to
read as follows:

Authority: 26 U.S.C. 7805* * *
Section 1.367(a)–3T(e) also issued un-

der 367(a) and (b).* * *
Section 1.367(a)–8T also issued under

367(a) and (b).* * *
Par. 2. Section 1.367(a)–3 is amended

by revising paragraphs (e) and (f) to read
as follows:

§1.367(a)–3 Treatment of transfers of
stock or securities to foreign corporations.

* * * * *
(e) [The text of this proposed

amendment is the same as the text of
§1.367(a)–3T(e) published elsewhere in
this issue of the Bulletin].

(f) [The text of this proposed
amendment is the same as the text of
§1.367(a)–3T(f) published elsewhere in
this issue of the Bulletin].

* * * * *

Par. 3. Section 1.367(a)–8 is revised to
read as follows:

§1.367(a)–8 Gain recognition agreement
requirements.

[The text of proposed §1.367(a)–8 is the
same as the text of §1.367(a)–8T published
elsewhere in this issue of the Bulletin.]

Kevin M. Brown,
Deputy Commissioner for
Services and Enforcement.

(Filed by the Office of the Federal Register on February 1,
2007, 10:34 a.m., and published in the issue of the Federal
Register for February 5, 2007, 72 F.R. 5228)

Archer Medical Savings
Accounts — Trustees’ Reports
on the Number of Archer
MSAs Established Between
January 1, 2005 and June 30,
2005 and Between January 1,
2006 and June 30, 2006

Announcement 2007–24

PURPOSE

The purpose of this announcement is
to notify trustees and custodians that they
must report to the Internal Revenue Ser-
vice (IRS) the number of Archer MSAs
established (1) between January 1, 2005
and June 30, 2005 and (2) between Jan-
uary 1, 2006 and June 30, 2006. Trustees
must report this information to IRS on
separate Forms 8851 for 2005 and 2006,
no later than March 20, 2007. Form 8851
(revised 2007) is currently available at
www.irs.gov.

Archer Medical Savings Accounts (Archer
MSAs)

Archer MSAs are authorized by section
220 of the Internal Revenue Code. The
Tax Relief and Health Care Act of 2006
§ 117, Pub. Law. No. 109–432, amends
sections 220(j)(4), (5) of the Code to re-
quire that trustees of Archer MSAs report
the number of Archer MSAs established
(1) between January 1, 2005 and June 30,
2005 and (2) between January 1, 2006 and
June 30, 2006. Trustees must report this
information to IRS by March 20, 2007.
Archer MSAs will terminate if the number
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of individuals establishing Archer MSAs
exceeds certain numerical limits. If these
limitations are exceeded in 2005 or 2006,
April 19, 2007 will be a “cut-off date”
after which, in general, no new Archer
MSAs can be established. IRS will publish
no later than April 19, 2007 the number
of Archer MSAs established and whether
April 19, 2007 is a “cut-off date.”

Questions regarding this announcement
may be directed to Shoshanna Tanner in
the Office of Division Counsel/Associate
Chief Counsel (Tax Exempt and Govern-
ment Entities) at (202) 622–6080 (not a
toll-free number).

Corporate Reorganizations;
Distributions Under Sections
368(a)(1)(D) and 354(b)(1)(B)

Announcement 2007–25

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final and temporary regula-
tions; correction notice.

SUMMARY: This document contains cor-
rections to temporary regulations (T.D.
9303, 2007–5 I.R.B. 379) that was pub-
lished in the Federal Register on Tuesday,
December 19, 2006 (71 FR 75879) regard-
ing the qualification of certain transactions
as reorganizations described in section
368(a)(1)(D).

DATES: These corrections are effective
December 19, 2006.

FOR FURTHER INFORMATION
CONTACT: Bruce A. Decker at (202)
622–7550 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

The temporary regulations (T.D. 9303)
that is the subject of these corrections are
under sections 368 and 354 of the Internal
Revenue Code.

Need for Correction

As published, the temporary regula-
tions (T.D. 9303) contain errors that may
prove to be misleading and are in need of
correction.

Correction of Publication

Accordingly, the temporary regulations
(T.D. 9303) that was the subject of FR Doc.
E6–21565, is corrected as follows:

1. On page 75879, column 1, in the pre-
amble, under the caption “SUMMARY:”,
line 9, the language “securities of the ac-
quiring corporation is” is corrected to read
“securities of the acquiring corporation
are.”

2. On page 75880, column 1, in the
preamble, under the paragraph heading
“Background”, first full paragraph of the
column, line 5, the language “its oper-
ating assets to Y for $34x dollars,” is
corrected to read “its operating assets to Y
for $34x,.”

3. On page 75880, column 1, in the
preamble, under the paragraph heading
“Background”, second full paragraph of
the column, line 7, the language “require-
ments of section 354 and 356, is corrected
to read “requirements of sections 354 and
356,.”

4. On page 75881, column 1, in the pre-
amble, under the paragraph heading “Spe-
cial Analyses”, line 7 from the bottom
of the paragraph, the language “published
elsewhere in this Federal” is corrected to
read “published elsewhere in this issue of
the Federal.”

* * * * *

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 * * *

§ 1.368–2T [Corrected]

Par. 2. Section 1.368–2T is amended
by revising paragraph (l)(1) to read as fol-
lows:

§ 1.368–2T Definition of terms
(temporary).

* * * * *
(l) * * *
1) General rule. In order to qualify as a

reorganization under section 368(a)(1)(D),
a corporation (transferor corporation) must
transfer all or part of its assets to another
corporation (transferee corporation) and
immediately after the transfer the trans-
feror corporation, or one or more of its
shareholders (including persons who were

shareholders immediately before the trans-
fer), or any combination thereof, must be
in control of the transferee corporation;
but only if, in pursuance of the plan, stock
or securities of the transferee corporation
are distributed in a transaction which qual-
ifies under section 354, 355, or 356.

* * * * *

LaNita Van Dyke,
Chief, Publications and

Regulations Branch,
Legal Processing Division,

Office of Associate Chief Counsel
(Procedure and Administration).

(Filed by the Office of the Federal Register on January 23,
2007, 8:45 a.m., and published in the issue of the Federal
Register for January 24, 2007, 72 F.R. 3057)

Corporate Reorganizations;
Distributions Under Sections
368(a)(1)(D) and 354(b)(1)(B);
Correction Notice

Announcement 2007–26

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking
by cross-reference to temporary regula-
tions; Correction notice.

SUMMARY: This document contains cor-
rections to notice of proposed rulemaking
by cross-reference to temporary regula-
tions (REG–125632–06, 2007–5 I.R.B.
415) that was published in the Federal
Register on Tuesday, December 19, 2006
(71 FR 75898) providing guidance regard-
ing the qualification of certain transactions
as reorganizations described in section
368(a)(1)(D) where no stock and/or se-
curities of the acquiring corporation are
issued and distributed in the transaction.

FOR FURTHER INFORMATION
CONTACT: Bruce A. Decker at (202)
622–7550 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

The notice of proposed rulemaking by
cross-reference to temporary regulations
(REG–125632–06) that is the subject of
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these corrections are under sections 368
and 354 of the Internal Revenue Code.

Need for Correction

As published, notice of proposed rule-
making by cross-reference to temporary
regulations (REG–125632–06) contains
errors that may prove to be misleading and
are in need of clarification.

Correction of Publication

Accordingly, the notice of proposed
rulemaking by cross-reference to tempo-
rary regulations (REG–125632–06) that
was the subject of FR Doc. E6–21572, is
corrected as follows:

On page 75898, column 3, in the pre-
amble, under the caption “SUMMARY:”,
line 9, the language “acquiring corporation
is issued and” is corrected to read “acquir-
ing corporation are issued and.”

LaNita Van Dyke,
Chief, Publications and

Regulations Branch,
Legal Processing Division,

Office of Associate Chief Counsel
(Procedure and Administration).

(Filed by the Office of the Federal Register on January 23,
2007, 8:45 a.m., and published in the issue of the Federal
Register for January 24, 2007, 72 F.R. 3087)

Extension of Deadline for
Settlement Offered to Certain
Foreign Embassy Staff

Announcement 2007–28

Following is a copy of the News Re-
lease issued by the Office of Deputy Com-
missioner, International on February 13,
2007 (IR–2007–34).

IRS Extends Deadline for Settlement
Offered to Certain Foreign Embassy
Staff

IR–2007–34, Feb. 13, 2007

WASHINGTON — The Internal Revenue
Service will extend until March 30 the
deadline for current and former U.S.-based
employees of foreign embassies, consular
offices and missions and international or-
ganizations to participate in a one-time set-
tlement initiative to resolve outstanding
tax matters related to their employment.

The deadline for participating in the offer,
first announced November 17, had orig-
inally been February 20. Following re-
quests from several embassies, the date is
being extended to make certain those wish-
ing to participate in the initiative have the
opportunity to do so.

The offer is open to employees of those
organizations who are U.S. citizens,
green-card holders and foreign employees
who have U.S. tax obligations. Accredited
diplomatic personnel are generally exempt
from income taxes on their wages under
international treaties or agreements.

The IRS estimates that as many as half of
these employees subject to U.S. tax either
fail to report their wages, claim deductions
they are not entitled to, incorrectly estab-
lish SEP/IRA retirement plans, fail to pay
self-employment tax or fail to file tax re-
turns at all.

To participate, employees must submit
amended or original tax returns, which
properly reflect their income and ex-
penses, for tax years 2003, 2004 and 2005.

Failure to act now could mean facing a
costly audit process in the future. Foreign
embassy, consular office or international
organization employees who fail to come
forward may be subject to IRS audits and
penalties which could cover more than just
three years.

Additional guidance on the extension will
be announced soon and will be posted on
IRS.gov.
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Definition of Terms
Revenue rulings and revenue procedures
(hereinafter referred to as “rulings”) that
have an effect on previous rulings use the
following defined terms to describe the ef-
fect:

Amplified describes a situation where
no change is being made in a prior pub-
lished position, but the prior position is be-
ing extended to apply to a variation of the
fact situation set forth therein. Thus, if
an earlier ruling held that a principle ap-
plied to A, and the new ruling holds that the
same principle also applies to B, the earlier
ruling is amplified. (Compare with modi-
fied, below).

Clarified is used in those instances
where the language in a prior ruling is be-
ing made clear because the language has
caused, or may cause, some confusion.
It is not used where a position in a prior
ruling is being changed.

Distinguished describes a situation
where a ruling mentions a previously pub-
lished ruling and points out an essential
difference between them.

Modified is used where the substance
of a previously published position is being
changed. Thus, if a prior ruling held that a
principle applied to A but not to B, and the
new ruling holds that it applies to both A

and B, the prior ruling is modified because
it corrects a published position. (Compare
with amplified and clarified, above).

Obsoleted describes a previously pub-
lished ruling that is not considered deter-
minative with respect to future transac-
tions. This term is most commonly used in
a ruling that lists previously published rul-
ings that are obsoleted because of changes
in laws or regulations. A ruling may also
be obsoleted because the substance has
been included in regulations subsequently
adopted.

Revoked describes situations where the
position in the previously published ruling
is not correct and the correct position is
being stated in a new ruling.

Superseded describes a situation where
the new ruling does nothing more than re-
state the substance and situation of a previ-
ously published ruling (or rulings). Thus,
the term is used to republish under the
1986 Code and regulations the same po-
sition published under the 1939 Code and
regulations. The term is also used when
it is desired to republish in a single rul-
ing a series of situations, names, etc., that
were previously published over a period of
time in separate rulings. If the new rul-
ing does more than restate the substance

of a prior ruling, a combination of terms
is used. For example, modified and su-
perseded describes a situation where the
substance of a previously published ruling
is being changed in part and is continued
without change in part and it is desired to
restate the valid portion of the previously
published ruling in a new ruling that is self
contained. In this case, the previously pub-
lished ruling is first modified and then, as
modified, is superseded.

Supplemented is used in situations in
which a list, such as a list of the names of
countries, is published in a ruling and that
list is expanded by adding further names in
subsequent rulings. After the original rul-
ing has been supplemented several times, a
new ruling may be published that includes
the list in the original ruling and the ad-
ditions, and supersedes all prior rulings in
the series.

Suspended is used in rare situations
to show that the previous published rul-
ings will not be applied pending some
future action such as the issuance of new
or amended regulations, the outcome of
cases in litigation, or the outcome of a
Service study.

Abbreviations
The following abbreviations in current use
and formerly used will appear in material
published in the Bulletin.

A—Individual.
Acq.—Acquiescence.
B—Individual.
BE—Beneficiary.
BK—Bank.
B.T.A.—Board of Tax Appeals.
C—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
CI—City.
COOP—Cooperative.
Ct.D.—Court Decision.
CY—County.
D—Decedent.
DC—Dummy Corporation.
DE—Donee.
Del. Order—Delegation Order.
DISC—Domestic International Sales Corporation.
DR—Donor.
E—Estate.
EE—Employee.
E.O.—Executive Order.

ER—Employer.
ERISA—Employee Retirement Income Security Act.
EX—Executor.
F—Fiduciary.
FC—Foreign Country.
FICA—Federal Insurance Contributions Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R.—Federal Register.
FUTA—Federal Unemployment Tax Act.
FX—Foreign corporation.
G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.
GP—General Partner.
GR—Grantor.
IC—Insurance Company.
I.R.B.—Internal Revenue Bulletin.
LE—Lessee.
LP—Limited Partner.
LR—Lessor.
M—Minor.
Nonacq.—Nonacquiescence.
O—Organization.
P—Parent Corporation.
PHC—Personal Holding Company.
PO—Possession of the U.S.
PR—Partner.

PRS—Partnership.
PTE—Prohibited Transaction Exemption.
Pub. L.—Public Law.
REIT—Real Estate Investment Trust.
Rev. Proc.—Revenue Procedure.
Rev. Rul.—Revenue Ruling.
S—Subsidiary.
S.P.R.—Statement of Procedural Rules.
Stat.—Statutes at Large.
T—Target Corporation.
T.C.—Tax Court.
T.D. —Treasury Decision.
TFE—Transferee.
TFR—Transferor.
T.I.R.—Technical Information Release.
TP—Taxpayer.
TR—Trust.
TT—Trustee.
U.S.C.—United States Code.
X—Corporation.
Y—Corporation.
Z —Corporation.
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