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8 AGENCY: Internal Revenue Service
SI(IRS), Treasury.

5ti-ACTION: Notice of proposed rulemak-
ci-ing and notice of public hearing.
'F?G%UMMARY: This document contains
fproposed regulations relating to the 5
ipercent ex_clusion for gain from certail
,ersmall business stock. The propose
aregulations reflect changes to the la
eirmade by the Omnibus Budget Reconcil
ation Act of 1993 (OBRA '93) and
provide guidance to the issuers ar
owners of the stock of certain smal
businesses. This document also provid
nda notice of public hearing on thes
proposed regulations.

uldPATES: Written comments and outline:
of oral comments to be presented at tt
public hearing scheduled for October

y- 1996 must be received by September
1996.

ADDRESSES: Send submissions
CC:DOM:CORP:R (IA-26-94), Room
for5226, Internal Revenue Service, PO
as7604, Ben Franklin Station, Washingtor
DC 20044. In the alternative, submis
sions may be hand delivered betwee
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the hours of 8 am. and 5 p.m. toment may result in disqualification un- The IRS and Treasury invite com-
CC:DOM:CORP:R (IA-26-94), Couri- der these rules. Section 1202(k) authoments on matters addressed in the pro-
er's Desk, Internal Revenue Servicerizes Treasury to prescribe suchposed regulations and suggestions for
1111 Constitution Avenue, NW., Wash-regulations as may be appropriate t@any additional exceptions and clarifica-
ington, DC. The public hearing will be carry out the purposes of section 1202ions that may be appropriate in the
held in Room 2615, Internal Revenue ) - context of the purpose of section
Building, 1111 Constitution Avenue, Explanation of provisions 1202(c)(3) and the regulatory authority
NW., Washington, DC 20224. The proposed regulations permit #ranted in section 1202(k). The IRS and
s

FOR FURTHER INFORMATION CON- corporation to redeem de minimis, "€asury specifically invite comments
TACT: Concerning the proposed regu'aﬂmounts of stock without Violating thefrom the small business Communlty'

tions, Catherine A. Prohofsky at (202)anti-evasion rules. The proposed regula- The IRS and Treasury are particularly
622-4930; concerning submissions an#ons also provide that certain redemp!nterested in comments regarding the

the public hearing, Christina Vasquez afions that are incident to events aﬁectingECOpe of the exception for redemptions

; cident to termination of employment.
202) 622-7180:; (not toll-free numbers).2 shareholder and are unlikely to resul 4
(202) ( )in evasion of the original issue require-1 N IRS and Treasury are committed to

SUPPLEMENTARY ment are disregarded in determiningXt€nding the exception to independent
INFORMATION: whether redemptions exceed the d&ontractors, but seek comments regard-

minimis amounts. In particular, redemp-N9 how to determine when a termina-
Background tions upon termination of a shareholgtion of the independent contractor’s ser-

r's employment or the death, disability,VIc€S has occurred.

This document contains proposecgr mental incompetency of a shareholdeé A public hearing has been scheduled

amendments to the Income Tax Regulaé
tions (26 CFR part 1) relating to section
1202 of the Internal Revenue Code
Section 1202 was added by sectio
13113 of OBRA '93. Section 1202 al-
lows a taxpayer (other than a corpora

re disregarded. Finally, the regulationdor October 3, 1996, at 10 am. in Room
Clarify that transfers of stock by a 615,.In'FernaI Revenue Buﬂdmg., 1111
shareholder to an employee in connecconstitution Avenue, NW., Washington,
Bon with the performance of servicesDC: Because of access restrictions, visi-

are not treated as redemptions for puro'S will not be admitted beyond the
( An0ses of the anti-evasion rules. building lobby more than 15 minutes
tion) to exclude 50 percent of certain The regulations will apply to stock Pefore the hearing starts.
in from the sale of qualified small. g bRy ; The rules of 26 CFR 601.601(a)(3)
ga ine tock held fo ore th éssued after the date they are published , '
usiness  stoc r-more than 93¢ final regulations. The regulations will2PPly to the hearing.
years. . also apply to stock issued on or before P€rsons that wish to present oral
Section 1202(c)(1) provides that only. ; comments at the hearing must submit
tock red after A t 10. 1993 hat date, but only with respect to the*". i f
stock acquired after August 10, + 8fffect of redemptions occurring afterWritten comments and an outline o

its original issuance in exchange fory .. 4ota topics to be discussed and the time to be
money, property other than stock, or as ' devoted to each topic (signed original
compensation for services to the corpospecial Analyses and 8 copies) by September 4, 1996.
ration (other than as an underwriter) A period of 10 minutes will be allot-

qualifies for the exclusion (the original It has been determined that this noticgeg to each person for making com-
issue requirement). Section 1202(c)(3%f pProposed rulemaking is not a signifi- ments,

provides two rules to prevent evasion ofant regulatory action as defined in EO  an agenda showing the scheduling of
the original issue requirement. Under thel2866. Therefore, a regulatory assesspne speakers will be prepared after the
first rule, the exclusion does not applyment is not required. It also has beeRjeadline for receiving outlines has
to stock acquired by the taxpayer if, adetermined that section 553(b) of theyassed. Copies of the agenda will be
any time during the 4-year period begin/Administrative Procedure Act (5 U.S.C.gyqjlable free of charge at the hearing.
ning 2 years before the issuance of sucghapter 5) and the Regulatory Flexibility _

StOCk, the Corporation purchased (d|.ACt (5 U.S.C. Chaptel’ 6) do not apply tODI’af'[Ing Information

rectly or indirectly) any of its stock these proposed regulations, and, there- tpo hiincinal author of these regula-
from the taxpayer or a related personfOre, a Regulatory Flexibility Analysis is jons is” catherine A. Prohofsky, Office
Section 1202(c)(3)(A). Under the second10t required. Pursuant to section 7805(fj¢ assistant Chief Counsel (Income Tax
rule, the exclusion does not apply to0f the Internal Revenue Code, this no, 4 Accounting). However, other per-
stock issued by a corporation if, duringtice of proposed rulemaking will be gonne) from the IRS and Treasury De-
the 2-year period beginning 1 year besubmitted to the Chief Counsel for Ad-poyment participated in their develop-
fore the issuance of such stock, th&ocacy of the Small Business Adminis- .

corporation made one or more purchasdéation for comment on its impact on © o xx w
of its stock with an aggregate value (a$mall businesses.
of the time of the respective purchases Proposed Amendments to the Regula-

exceeding 5 percent of the aggregat&’®MMents and Public Hearing tions

value of all of its stock as of the Before these proposed regulations are Accordingly, 26 CFR part 1 is pro-

beginning of the 2-year period. Sectioradopted as final regulations, considerposed to be amended as follows:

1202(c)(3)(B). ation will be given to any written com-
The IRS and Treasury are concernethents (a signed original and 8 copiesf’ART 1—INCOME TAXES

that, in many cases, redemptions thahat are submitted timely to the IRS. All Paragraph 1. The authority citation for

have neither the purpose nor the effeatomments will be available for public part 1 is amended by adding an entry in

of evading the original issue require-inspection and copying. numerical order to read as follows:
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Authority: 26 U.S.C 780 * * *
Sectin 1.12022 is alo issua unde 26
U.S.C 1202(k).

* % *

Par.- 2.- Sections~ 1.12020-~ and
1.12022 are addel to read as follows:

§ 1.12020 Table of contents.

This sectio lists the majar captions
tha appea in the regulatiors under
§ 1.1202-2.

§ 1.12022 Qualified small
stock effed¢ of redemptions.

busiress

(@) Redemptios from taxpaye or re-
lated person.

() In general.

(2) De minimis amount.

(b) Significart redemptions.

(1) De minimis amount.

(2) Speciarule.

(c) Transfes by shareholdes in con-
nectian with the performane of services
not treatel as purchases.

(d) Exceptiors for terminatian of se-
vices death or disability or mental
incompeteny.

(1) Terminatian of services.

(2) Death.

(3) Disability or mentd incompe
teng.

(e) Effective date.

§ 1.12022 Qualified small
stock effe¢ of redemptions.

busiress

(@) Redemptios from taxpaye or re-
lated person—(1) In general Stok ac-
quired by a taxpaye is not qualified
smal busines sto if, in one or more
purchase during the 4-yea periad be-
ginning on the dak 2 years before the
issuane of the stock the issuirg corpo-
ration purchase (directly or indirectly)
more than a de minimis amoun of its
stok from the taxpaye or from a
persa relatal (within the meanimg of
sectim 267(H or 707(b) to the tax-
paye.

(2) De minimis amount For purposes
of this paragrap (a), stok exceed ade
minimis amourt only if the aggregate
amourt paid for the stok exceeds
$10,0® ard more than 2 percen of the
stok held by the taxpaye and related
persos is acquired The following rules
apply for purposs of determiniry
whethe the 2-percen limit is exceeded.
The percentag of stok acquirel in any
single purchas is determind by divid-
ing the stocKs value (as of the time of
purchasg by the value (as of the time of
purchasg of all stodk held (directly or

indirectly) by the taxpaye ard related
persois immediatey before the pur-
chase The percentag of stok acquired
in multiple purchass is the sum of the
percentage determiné for ead sepa-
rate purchase.

(b) Significart redemptions—(1) In
general Stok is not qualified small
busines stodk if, in one or more pur-
chase during the 2-yea period begin-
ning on the dake 1 yea before the
issuane of the stock the issuirg corpo-
ration purchase more than a de minimis
amoun of its stok ard the purchased
stok has an aggregat value (as of the
time of the respectie purchases ex-
ceedimy 5 percen of the aggregat value
of all of the issuirg corporatiors stock
as of the beginnig of sud 2-year
period.

(2) De minimis amount For purposes
of this paragrap (b), stok exceed a de
minimis amour only if the aggregate
amourt paid for the stok exceeds
$10,0® and more than 2 percen of all
outstandig stok is purchasedThe fol-
lowing rules appl for purposs of de-
termining whethe the 2-percen limit is
exceeded The percentag of the stock
acquirel in ary single purchas is dete-
mined by dividing the stocKs value (as
of the time of purchasgby the value (as
of the time of purchasg of all stock
outstandig immediatey before the pur-
chase The percentag of stok acquired
in multiple purchase is the sum of the
percentage determine for ead sepa-
rate purchase.

(c) Transfess by shaeholdes in con-
nectin with the performane of services
not treated as purchases A transfe of
stok by a shareholde to an employee
or independencontracto (or to a ben-
eficiaty of an employes or independent
contractoy is not treatel as a purchase
of the stok by the issuirg corporation
for purposs of this secti;m even if the
stok is treatel as having first been
transferrel to the corporation under
§ 1.83 6(d)(1) (relating to transfes by
shareholdes to employes or indepen-
dert contractors).

(d) Exceptios for terminatin of se-
vices death or disability or mental
incompeteng A stodk purchas is disre-
gardel for purpose of this sectin if—

(1) Termination of services—(i) Em-
ployees and directors The stok was
acquirel by the seller in connectim with
the performane of services as an em-
ployee or directa amd the stok is
purchasd from the selle incidert to the
selle’s retiremen or othea bora fide
termination of sud services;

(ii) Independent contractors.
served];

(2) Death The stok is purchased
from the decease shareholdes estate,
beneficiay, heir, surviving joint tenant,
or from a surviving spoug or a trust
establishd by a decedentthe stok is
purchasd within 3 years ard 9 months
from the dake of death ard the stod (or
an option to acquie the stock was
acquirel by the selle before or on
accoun of the deah of the decedentor

(3) Disability or mentd incompe
teng. The sto is purchasd incidert to
the disability or mentd incompeteng of
the selling shareholde

(e) Effectie date This section ap-
plies to stok issual after the dake these
regulatiors are publishel as final regula-
tions in the Federd Register This
section also applies to stodk issua on
or before the dak the® regulatiors are
publishel as final regulatiors in the
Federd Register, but only with respect
to the effect of purchase by the issuing
corporation tha occu after tha date.

[Re-

Margard¢ Milner Richardson,
Commissioneof Internd Revenue.

(Filed by the Office of the Federad Registe on
Jure 3, 1996 11:29 a.m, ard publishe in the
isste of the Federd Registe for Jure 6, 1996 61
F.R. 28821)




