AUTHENTICATED
U.S. GOVERNMENT
INFORMATION

GPO

Internal Revenue Service, Treasury

to instruments in effect before January
13, 2003. For redemptions of stock be-
fore January 13, 2003 and redemptions
of stock that are pursuant to instru-
ments in effect before January 13, 2003,
see §1.1041-1T(c), A-9. However, these
regulations will be applicable to re-
demptions described in the preceding
sentence of this paragraph (e) if the
spouses or former spouses execute a
written agreement on or after August
3, 2001 that satisfies the requirements
of one of the special rules in paragraph
(c) of this section with respect to such
redemption. A divorce or separation in-
strument or valid written agreement
executed on or after August 3, 2001, and
before May 13, 2003 that meets the re-
quirements of the special rule in Regu-
lations Project REG-107151-00 pub-
lished in 20012 C.B. 370 (see
§601.601(d)(2) of this chapter) will be
treated as also meeting the require-
ments of the special rule in paragraph
(c)(2) of this section.

[T.D. 9035, 68 FR 1536, Jan. 13, 2003]

§1.1042-1T Questions and answers re-
lating to the sales of stock to em-
ployee stock ownership plans or
certain cooperatives (temporary).

Q-1: What does section 1042 provide?

A-1: (a) Section 1042 provides rules
under which a taxpayer may elect not
to recognize gain in certain cases
where qualified securities are sold to a
qualifying employee stock ownership
plan or worker-owned cooperative in
taxable years of the seller beginning
after July 18, 1984, and qualified replace-
ment property is purchased by the tax-
payer within the replacement period. If
the requirements of Q&A-2 of this sec-
tion are met, and if the taxpayer
makes an election under section 1042(a)
in accordance with Q&A-3 of this sec-
tion, the gain realized by the taxpayer
on the sale of the qualified securities is
recognized only to the extent that the
amount realized on such sale exceeds
the cost to the taxpayer of the quali-
fied replacement property.

(b) Under section 1042, the term quali-
fied securities means employer securi-
ties (as defined in section 409(1)) with
respect to which each of the following
requirements is satisfied: (1) The em-
ployer securities were issued by a do-
mestic corporation; (2) for at least one
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year before and immediately after the
sale, the domestic corporation that
issued the employer securities (and
each corporation that is a member of a
controlled group of corporations with
such corporation for purposes of sec-
tion 409(1)) has no stock outstanding
that is readily tradeable on an estab-
lished market; (3) as of the time of the
sale, the employer securities have been
held by the taxpayer for more than 1
year; and (4) the employer securities
were not received by the taxpayer in a
distribution from a plan described in
section 401(a) or in a transfer pursuant
to an option or other right to acquire
stock to which section 83, 422, 422A, 423,
or 424 applies.

(c) The term replacement period means
the period which begins 3 months be-
fore the date on which the sale of
qualified securities occurs and which
ends 12 months after the date of such
sale. A replacement period may include
any period which occurs prior to July
19, 1984.

(d) The term qualified replacement
property means any securities (as de-
fined in section 165(g)(2)) issued by a
domestic corporation which does not,
for the taxable year of such corpora-
tion in which the securities are pur-
chased by the taxpayer, have passive
investment income (as defined in sec-
tion 1362(d)(3)(D)) that exceeds 25 per-
cent of the gross receipts of such cor-
poration for the taxable year preceding
the taxable year of purchase. In addi-
tion, securities of the domestic cor-
poration that issued the employer se-
curities qualifying under section 1042
(and of any corporation that is a mem-
ber of a controlled group of corporations
with such corporation for purposes of
section 409(1)) will not qualify as quali-
fied replacement property.

(e) For purposes of section 1042(a),
there is a purchase of qualified replace-
ment property only if the basis of such
property is determined by reference to
its cost to the taxpayer. If the basis of
the qualified replacement property is
determined by reference to its basis in
the hands of the transferor thereof or
another person, or by reference to the
basis of property (other than cash or
its equivalent) exchanged for such

185



§1.1042-1T

property, then the basis of such prop-
erty is not determined solely by ref-
erence to its cost to the taxpayer.

Q-2: What is a sale of qualified secu-
rities for purposes of section 1042(b)?

A-2: (a) Under section 1042(b), a sale
of qualified securities is one under
which all of the following requirements
are met:

(1) The qualified securities are sold
to an employee stock ownership plan
(as defined in section 4975(e)(7)) main-
tained by the corporation that issued
the qualified securities (or by a mem-
ber of the controlled group of corpora-
tions with such corporation for pur-
poses of section 409(1)) or to an eligible
worker-owned cooperative (as defined
in section 1042(c)(2));

(2) The employee stock ownership
plan or eligible worker-owned coopera-
tive owns, immediately after the sale,
30 percent or more of the total value of
the employer securities (within the
meaning of section 409(1) outstanding
as of such time;

(3) No portion of the assets of the em-
ployee stock ownership plan or eligible
worker-owned cooperative attributable
to qualified securities that are sold to
the plan or cooperative by the taxpayer
or by any other person in a sale with
respect to which an election under sec-
tion 1042(a) is made accrue under the
plan or are allocated by the coopera-
tive, either directly or indirectly and
either concurrently with or at any
time thereafter, for the benefit of (i)
the taxpayer; (ii) any person who is a
member of the family of the taxpayer
(within the meaning of section
267(c)(4)); or (iii) any person who owns
(after the application of section 318(a)),
at any time after July 18, 1984, and
until immediately after the sale, more
than 25 percent of in value of the out-
standing portion of any class of stock
of the corporation that issued the
qualified securities (or of any member
of the controlled group of corporations
with such corporation for purposes of
section 409(1)). For purposes of this cal-
culation, stock that is owned, directly
or indirectly, by or for a qualified plan
shall not be treated as outstanding.

(4) The taxpayer files with the Sec-
retary (as part of the required election
described in Q&A-3 of this section) a
verified written statement of the do-
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mestic corporation (or corporations)
whose employees are covered by the
plan acquiring the qualified securities
or of any authorized officer of the eligi-
ble workerowned cooperative, con-
senting to the application of section
4978(a) with respect to such corporation
or cooperative.

(b) For purposes of determining
whether paragraph (a)(2) of this section
is satisfied, sales of qualified securities
by two or more taxpayers may be
treated as a single sale if such sales are
made as part of a single, integrated
transaction under a prearranged agree-
ment between the taxpayers.

(c) For purposes of determining
whether paragraph (a)(3) of this section
is satisfied with respect to the prohibi-
tion against an accrual or allocation of
qualified securities, the accrual or allo-
cation of any benefits or contributions
or other assets that are not attrib-
utable to qualified securities sold to
the employee stock ownership plan or
eligible worker-owned cooperative in a
sale with respect to which an election
under section 1042(a) is made (including
any accrual or allocation under any
other plan or arrangement maintained
by the corporation or any member of
the controlled group of corporations with
such corporation for purposes of sec-
tion 409(1)) must be made without re-
gard to the allocation of such qualified
securities. Paragraph (a)(3) of this sec-
tion above may be illustrated in part
by the following example: Individuals
A, B, and C own 50, 25, and 25, respec-
tively, of the 100 outstanding shares of
common stock of Corporation X. Such
shares constitute qualified securities
as defined in Q&A-1 of this section. A
and B, but not C, are employees of Cor-
poration X. For the benefit of all its
employees, Corporation X establishes
an employee stock ownership plan that
obtains a loan meeting the exemption
requirements of section 4975(d)(3). The
loan proceeds are used by the plan to
purchase the 100 shares of qualified se-
curities from A, B, and C, all of whom
elect nonrecognition treatment under
section 1042(a) with respect to the gain
realized on their sale of such securities.
Under the requirements of paragraph
(a)(3) of this section, no part of the as-
sets of the plan attributable to the 100
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shares of qualified securities may ac-
crue under the plan (or under any other
plan or arrangement maintained by
Corporation X) for the benefit of A or B
or any person who is a member of the
family of A or B (as determined under
section 267(c)(4)). Furthermore, no
other assets of the plan or assets of the
employer may accrue for the benefit of
such individuals in lieu of the receipt
of assets attributable to such qualified
securities.

(d) A sale under section 1042(a) shall
not include any sale of securities by a
dealer or underwriter in the ordinary
course of its trade or business as a
dealer or underwriter, whether or not
guaranteed.

Q-3: What is the time and manner for
making the election under section
1042(a)?

A-3: (a) The election not to recognize
the gain realized upon the sale of quali-
fied securities to the extent provided
under section 1042(a) shall be made in a
statement of election attached to the
taxpayer’s income tax return filed on
or before the due date (including exten-
sions of time) for the taxable year in
which the sale occurs. If a taxpayer
does not make a timely election under
this section to obtain section 1042(a)
nonrecognition treatment with respect
to the sale of qualified securities, it
may not subsequently make an elec-
tion on an amended return or other-
wise. Also, an election once made is ir-
revocable.

(b) The statement of election shall
provide that the taxpayer elects to
treat the sale of securities as a sale of
qualified securities wunder section
1042(a), and shall contain the following
information:

(1) A description of the qualified se-
curities sold, including the type and
number of shares;

(2) The date of the sale of the quali-
fied securities;

(3) The adjusted basis of the qualified
securities;

(4) The amount realized upon the sale
of the qualified securities;

(6) The identity of the employee
stock ownership plan or eligible work-
er-owned cooperative to which the
qualified securities were sold; and

(6) If the sale was part of a single,
interrelated transaction under a pre-
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arranged agreement between taxpayers
involving other sales of qualified secu-
rities, the names and taxpayer identi-
fication numbers of the other tax-
payers under the agreement and the
number of shares sold by the other tax-
payers. See Q&A-2 of this section.

If the taxpayer has purchased qualified
replacement property at the time of
the election, the taxpayer must attach
as part of the statement of election a
statement of purchase describing the
qualified replacement property, the
date of the purchase, and the cost of
the property, and declaring such prop-
erty to be the qualified replacement
property with respect to the sale of
qualified securities. Such statement of
purchase must be notarized by the
later of thirty days after the purchase
or March 6, 1986. In addition, the state-
ment of election must be accompanied
by the verified written statement of
consent required under Q&A-2 of this
section with respect to the qualified se-
curities sold.

(c) If the taxpayer has not purchased
qualified replacement property at the
time of the filing of the statement of
election, a timely election under this
Q&A shall not be considered to have
been made unless the taxpayer at-
taches the notarized statement of pur-
chase described above to the taxpayer’s
income tax return filed for the taxable
year following the year for which the
election under section 1042(a) was
made. Such notarized statement of pur-
chase shall be filed with the district di-
rector or the director of the regional
service center with whom such election
was originally filed, if the return is not
filed with such director.

Q-4: What is the basis of qualified re-
placement property?

A-4: If a taxpayer makes an election
under section 1042(a), the basis of the
qualified replacement property pur-
chased by the taxpayer during the re-
placement period shall be reduced by
an amount equal to the amount of gain
which was not recognized. If more than
one item of qualified replacement prop-
erty is purchased, the basis of each of
such items shall be reduced by an
amount determined by multiplying the
total gain not recognized by reason of
the application of section 1042(a) by a
fraction, the numerator of which is the
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cost of such item of property and the
denominator of which is the total cost
of all such items of property. For the
rule regarding the holding period of
qualified replacement property, see
section 1223(13).

Q-5: What is the statute of limita-
tions for the assessment of a deficiency
relating to the gain on the sale of
qualified securities?

A-b5: (a) If any gain is realized by the
taxpayer on the sale of any qualified
securities and such gain has not been
recognized under section 1042(a) in ac-
cordance with the requirements of this
section, the statutory period provided
in section 6501(a) for the assessment of
any deficiency with respect to such
gain shall not expire prior to the expi-
ration of 3 years from the date of re-
ceipt, by the district director or direc-
tor of regional service center with
whom the statement of election under
1042(a) was originally filed, of:

(1) A notarized statement of purchase
as described in Q&A-3;

(2) A written statement of the tax-
payer’s intention not to purchase
qualified replacement property within
the replacement period; or

(3) A written statement of the tax-

payer’s failure to purchase qualified re-
placement property within the replace-
ment period.
In those situations when a taxpayer is
providing a written statement of an in-
tention not to purchase or of a failure
to purchase qualified replacement
property, the statement shall be ac-
companied, where appropriate, by an
amended return for the taxable year in
which the gain from the sale of the
qualified securities was realized, in
order to reflect the inclusion in gross
income for that year of gain required
to be recognized in connection with
such sale.

(b) Any gain from the sale of quali-
fied securities which is required to be
recognized due to a failure to meet the
requirements under section 1042 shall
be included in the gross income for the
taxable year in which the gain was re-
alized. If any gain from the sale of
qualified securities is not recognized
under section 1042(a) in accordance
with the requirements of this section,
any deficiency attributable to any por-
tion of such gain may be assessed at
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any time before the expiration of the 3-
year period described in this Q&A, not-
withstanding the provision of any law
or rule of law which would otherwise
prevent such assessment.

Q-6: When does section 1042 become
effective?

A-6: Section 1042 applies to sales of
qualified securities in taxable years of
sellers beginning after July 18, 1984.

[T.D. 8073, 51 FR 4333, Feb. 4, 1986]

§1.1044(a)-1 Time and manner for
making election under the Omnibus
Budget Reconciliation Act of 1993.

(a) Description. Section 1044(a), as
added by section 13114 of the Omnibus
Budget Reconciliation Act of 1993 (Pub.
L. 103-66, 107 Stat. 430), generally al-
lows individuals and C corporations
that sell publicly traded securities
after August 9, 1993, to elect not to rec-
ognize certain gain from the sale if the
taxpayer purchases common stock or a
partnership interest in a specialized
small business investment company
(SSBIC) within the 60-day period begin-
ning on the date the publicly traded se-
curities are sold.

(b) Time and manner for making the
election. The election under section
1044(a) must be made on or before the
due date (including extensions) for the
income tax return for the year in
which the publicly traded securities
are sold. The election is to be made by
reporting the entire gain from the sale
of publicly traded securities on Sched-
ule D of the income tax return in ac-
cordance with instructions for Sched-
ule D, and by attaching a statement to
Schedule D showing—

(1) How the nonrecognized gain was
calculated;

(2) The SSBIC in which common
stock or a partnership interest was
purchased;

(3) The date the SSBIC stock or part-
nership interest was purchased; and

(4) The basis of the SSBIC stock or
partnership interest.

(c) Revocability of election. The elec-
tion described in this section is rev-
ocable with the consent of the Commis-
sioner.

(d) Effective date. The rules set forth
in this section are effective December
12, 1996.

[T.D. 8688, 61 FR 65322, Dec. 12, 1996]
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